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1
Module 1

INTRODUCTION

MEANING AND SCOPE OF MACRO
ECONOMICS

Unit Structure

1.0 Objectives
1.1 Introduction
1.2 Nature of Macro Economics
1.3 Scope and Importance of Macro Economics

1.4 Limitations of Macro Economics
1.5 Difference between micro economics and macro-economics.

1.6 Summary
1.7 Questions

1.0 OBJECTIVES

To understand the nature of general economics.
To understand the meaning and nature of Macro economics
To acquaint with the Nature of Macro economics
To familiar with Scope and Importance of Macro Economics
To know the Limitations of Macro Economics
To understand the Difference between micro economics and
macro-economics

1.1 INTRODUCTION

Economics is the social science that studies the production,
distribution, and consumption of goods and services. A definition of
modern economics is that of Lionel Robbins in a 1932 essay: "the

.
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science which studies human behaviour as a relationship
between ends and scarce means which have alternative
uses."

Scarcity means that available resources are insufficient to satisfy all
wants and needs.

Common problems among different types of economic systems
include:

* what goods to produce and in what quantities (consumption or
investment, private
goods or public goods, etc.)

* how to produce them (coal or nuclear power, how much and what
kind of
machinery, who farms or teaches, etc.)

* for whom to produce them, reflecting the distribution of income
from output.

The subject thus defined involves the study of choices as they are
affected by
incentives and resources.

Areas of economics may be divided or classified into various types,
including:

* microeconomics and macroeconomics.

* positive economics ("what is") and normative economics ("what
ought to be")

* mainstream economics and heterodox economics

* fields and broader categories within economics.

One of the uses of economics is to explain how economies, as
economic systems, work and what the relations are between
economic players (agents) in the larger society.

.
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1.2 NATURE OF MACRO ECONOMICS

Macro Economics is the study of aggregates or averages
covering the entire economy, such as total employment, national
income, national output, total investment, total consumption, total
savings, aggregate supply, aggregate demand and general price
level, wage level and cost structure. Otherwise, it is aggregative
economics which examines the interrelations among the various
aggregates, their determination and causes of fluctuations in them.

Prof. Ackley defines Macro Economics as “Macro Economics
deals with economic affairs ‘in the large, it concerns the overall
dimensions of economic life. It looks at the total size and shape and
functioning of the elephant of economic experience, rather than
working of articulation or dimensions of the individual parts. It
studies the character of the forest, independently of the tress which
compose it.”

1.3 SCOPE AND IMPORTANCE OF MACRO
ECONOMICS

Macro Economics is of much theoretical and practical importance.
Let us see what are the importance and the scope where macro
economics are being used.

1. To Understand the working of the Economy

The study of macro economics variables is requisite for
considerate the operation of the financial system. Our main
economic complexities are associated with the performance of total
income, irredundant and the normal price scale in the fiscal. These
variables are geometrically measurable in this manner facilitating
the probabilities of analysing the effects on the functioning of the
economy.

2. In Economic Policies

Macro Economics is extremely useful from the view point of
the fiscal policy. Modern Governments, particularly, the
underdeveloped economies are confronted with innumerable
national problems. They are the problems of over population,
inflation, balance of payments, general under production etc. The
main conscientiousness of these governments rests in the

.
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regulation and control of over population, general prices, general
volume of commerce, general productivity etc.

3. In General Unemployment

Redundancy is caused by deficiency of effectual demand. In
order eradicate it, effective demand should be raised by increasing
total investment, total productivity, total income and consumption.
Thus, macro economics has special significance in studying the
causes, effects and antidotes of general redundancy.

4. In National Income

The study of macro economics is very significant for
evaluating the overall performance of the economy in terms of
national income. This led to the construction of the data on national
income. National income data help in anticipating the level of fiscal
activity and to comprehend the distribution of income among
different groups of people in the economy.

5. In Economic Growth

The economics of growth is also a study in macro
economics. It is on the basis of macro economics that the
resources and capabilities of an economy are evaluated. Plans for
the overall increase in national income, productivity, employment
are framed and executed so as to raise the level of fiscal
development of the economy as a whole.

6. In Monetary Problems

It is in terms of macro economics that monetary problems
can be analysed and understood properly. Frequent changes in the
value of money, inflation or deflation, affect the economy adversely.
They can be counteracted by adopting monetary, fiscal and direct
control measures for the economy as a whole.

7. In Business Cycle

Moreover, macro economics as an approach to fiscal
problems started after the great Depression, thus its significance
falls in analysing the grounds of fiscal variations and in providing
remedies.

.
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8. For Understanding the Behaviour of Individual Units

For understanding the performance of individual units, the
study of macro economics is imperative. Demand for individual
products depends upon aggregate demand in the economy. Unless
the causes of deficiency in aggregate demand are analysed it is not
feasible to understand fully the grounds for a fall in the demand of
individual products. The reasons for increase in costs of a specific
firm or industry cannot be analysed without knowing the average
cost conditions of the whole economy. Thus, the study of individual
units is not possible without macro economics.

1.4 LIMITATIONS OF MACRO ECONOMICS

1. Fallacy of Composition

In Macro economic analysis the “fallacy of composition” is
involved, i.e. aggregate economic behaviour is the sum total of the
economy of individual activities. But what is true of individuals is not
necessarily true to the fiscal entirely. For instance, savings are a
private virtue but a public vice. If total savings in the economy
increases, they may initiate a depression unless they are invested.
Again, if an individual depositor withdraws his money from the
bank, there is no risk. But if all depositors simultaneously do this,
there will be a run on the banks and the banking system will be
affected adversely.

2. To Regard the Aggregates as Homogenous

The main defect in macro analysis is that it regards the
aggregates as homogenous without caring about their internal
composition and structure. The average wage in a nation is the
sum total of wages in all professions, i.e. wages of clerks, typists,
teachers, nurses etc. But the volume of aggregate employment
depends on the relative structure of wages rather than on the
average wage. If, for instance, wages of nurses increase but of
typist rises much aggregate employment would increase.

3. Aggregate Variables may not be Important Necessarily

The aggregate variables which form the economic system
may not be of much significance. For instance, the national income
of a country is the total of all individual income. A hike in national

.
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income does not mean that individual incomes have risen. The
increase in national income might be the result of the increase in
the incomes of a few rich people in the nation. Thus a rise in the
national income of this type has little significance from the point of
view of the community.

4. Indiscriminate Use of Macro Economics Misleading

An indiscriminate and uncritical use of macro economics in
analysing the complexities of the real world can frequently be
misleading. For instance, if the policy measures needed to achieve
and maintain full employment in the economy are applied to
structural redundancy in individual firms and industries, they
become irrelevant. Likewise, measures aimed at controlling general
prices cannot be applied with much advantage for controlling prices
of individual products.

5. Statistical and Conceptual Difficulties

The measurement of macro economics concepts involves a
number of statistical and conceptual complexities. These problems
relate to the aggregation of micro economic variables. If individual
units are almost similar, aggregation does not present much
difficulty. But if micro economic variables relate to dissimilar
individual units, their aggregation into one aggregation into one
macro economic variable may be incorrect and hazardous.

1.5 DIFFERENCE BETWEEN MICRO ECONOMICS
ANDMACRO-ECONOMICS

Micro Economics :

Micro economics is the study of the study of the economic
activity of the individual, households firms and industries. Micro
economics examines how the individual, household , firm or
industry earn and spend their income. Micro economic is concerned
with how the pricing for products is fixed and how the output is
shared between those who cooperate to produce the output.

Macro Economics :
Macro economics is the study of the economy as a whole. It

seeks to explain the economic functioning of a state, country or the
world. It addresses questions pertaining to employment and

.



7

economic output of the country. Macro economics is concerned
with the explanation for the total output of goods in the country,
employment of resources for the production of goods. It also deals
with the fluctuation of output and employment levels in the country.
It seeks to explain why the economy grows fast at time and slower
at other times. Macro economics is the theory of national income,
employment, total consumptions, savings, investment, general
price level and economic growth.

1.6 SUMMARY

We may conclude that macro economics enriches our
knowledge of the functioning of an economy by studying the
behaviour of national income, productivity, investment, savings and
consumption. Further more, it throws much light in solving the
problems of redundancy, inflation, economic instability and
economic growth. The concept of stock and flow are mainly used in
the macro economics or in the theory of income, productivity and
employment. Lastly, both the concepts of stock ad flow variables
are very significant in modern theories of income, interest rate,
business cycles etc.

1.7 QUESTIONS

1. What is Macro economics? Explain Nature of
macroeconomics.

2. Explain the Scope & importance of macroeconomics.
3. Describe the limitations or drawbacks of macroeconomics.
4. Distinguish between Micro and Macro Economics.

.
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2

CONCEPTS OF NATIONAL INCOME
AGGREGATES

Unit Structure

2.0 Objectives
2.1 Introduction
2.2 Meaning & Concepts of National Income
2.3 Methods of Measurement of National Income
2.4 Difficulties in measuring national income
2.5 National Income and General Welfare

2.6 Uses of National Income
2.7 Circular flow of Income
2.8 Two Sector Model
2.9 Three sector Model
2.10 Four Sector or Open economy Model
2.11 Importance of Circular flow of Income.
2.12 Questions

2.0 OBJECTIVES

To understand the. Meaning of National Income
To understand the Measurement of National Income
To acquaint with the Importance of National Income
To familiar with Various Concepts of National Income
To know the uses & importance of the national income
To understand the circular flow of income in open & closed
economy.

2 .1 INTRODUCTION

National Income is defined as the sum total of all the goods
and services produced in a country, in a particular period of time.
Normally this period consists of one year duration, as a year is

.
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neither too short nor long a period. National product is usually used
synonymous with National income.

Alfred Marshall in his ‘Principle of Economics’ (1949) defines
National income as “The labour and capital of a country, acting on
its natural resources, produce annually a certain net aggregate of
commodities, material and immaterial, including services of all
kinds…..and net income due on account of foreign investments
must be added in. This is the true net National income or Revenue
of the country or the national dividend.”

Irving Fisher defined national income as “The national
dividend or income consists solely of services as received by the
ultimate consumers, whether from their material or from human
environments. Thus, a piano or an overcoat made for me this year
is not a part of this year’s income, but an addition to capital. Only
the services rendered to me during this year by these things are
income.”

Central Statistical Organization defines National income as

“National Income is the sum of factor income earned by the
normal residents of a country in the form of wages, rent,
interest and profit in an accounting year.”

2.2 CONCEPTS OF NATIONAL INCOME

There are different concepts of National Income, namely;
GNP, GDP, NNP, NDP, Personal Income, Per Capita Income and
Disposable Income.

2.2.1 Gross National Product (GNP)

GNP at market price is sum total of all the goods and
services produced in a country during a year and net income from
abroad. GNP is the sum of Gross Domestic Product at Market Price
and Net Factor Income from abroad.

GNP at Market Price =

Gross Domestic Product at Market price + Net Factor Income
from Abroad

While calculating GNP, the final goods and services of the
following are considered:

.
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(a) Consumer goods and services.

(b) Gross private domestic income.

(c) Goods and services produced by Government.

(d) Net income from abroad.

Keynes had suggested three approaches to National Income in his
famous book titled ‘The General Theory’ (1937) namely;

1. Aggregate expenditure (on consumption and investment goods)
approach.

2. Factor income approach.

3. Sale proceeds minus cost approach.

Approaches to GNP

There are three different approaches to GNP, namely
income approach, expenditure approach and product approach.

1. Income approach

In income approach, we find the different categories of
Income namely; (1) Wages and salaries (2) Rents (3) Interest (4)
Dividends (5) Undistributed corporate profits (6) Mixed incomes (7)
Direct taxes (8) Indirect taxes (9) Depreciation (10) Net income
from abroad.

2. Expenditure approach

In expenditure approach, we find the different categories of
expenditure namely, (1) Private consumption expenditure (2) Gross
domestic private income (3) Net foreign income (4) Government
expenditure on goods and services.

3. Product approach

In product approach, we find the following categories of output.
(1) Final market value of goods and services
(2) Less cost of intermediate goods.
The following factors are to be considered while calculating the
GNP:
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1. Only those goods and services which can be measured by
Money.
2. Market price of final goods and services alone will be considered.
3. Services which are done free of cost are not considered.
4. Productions done in current year alone are considered.
5. Illegal activities are not included.

GNP at Market Price

If we multiply the total output produced in one year by their
‘Market Prices’, we get GNP at market price.

2.2.2 Gross National Product at Factor Cost or Gross
National Income

The gross national product at factor cost is the difference
between gross national product and net indirect taxes. It is also
called gross national income. Gross national income is the sum
total of compensation of employees, operating surplus, mixed
income, depreciation and net factor income from abroad.

GNP at factor cost refers to income which the factors of
production receive in return for their service alone.

GNP at FC = GNP at Market Price – Net Indirect Taxes +
Subsidies

Subsidies

Subsidies refer to difference between the Market Price and Cost of
Production.

2.2.3 Gross Domestic Product (GDP)

Gross Domestic Product is the market value of the final
goods and services produced within the domestic territory of a
country during one year inclusive of depreciation.

Components of GDP

In GDP we find different components of income namely (1)
Wages and salaries (2) Rent (3) Interest (4) Dividends (5)
Undistributed Profit (6) Mixed income (7) Direct taxes.

.
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GDP at market price

GDP at Market Price is estimated by deducting the value of
intermediate consumption from the value of output produced by all
the producers within the domestic territory of a country. In other
words, it is estimated as the sum total of gross value added at the
market price.

Gross domestic product at market price

Value of output Produced by all producing units within the
Domestic Territory (1) - Value of Intermediate Consumption(2) =
GDP at Market Price[(1) – (2)]

Difference between GDP and GNP

GDP = NI – Net income from abroad. Or GDP = C + I + G + (X- M )

The major difference between GNP and GDP is that the
former includes net income from abroad whereas the latter includes
only that income which has been produced within the political
boundary of the nation.

2.2.4 Gross Domestic Product at factor cost

Gross Domestic Product at factor cost or gross domestic
income is the sum total of the compensation of employees,
operating surplus and mixed income earned by the factors of
production in an accounting year plus depreciation or consumption
of fixed capital.

Gross Domestic Product at factor cost can also be estimated
by deducting net indirect taxes from gross domestic product at
market price.

2.2.5 Net National Product (NNP)

In the process of production of goods and services, there will
be some depreciation of fixed capital also called as consumption of
fixed capital, if the value of depreciation is deducted from the value
of gross national product in a year, we obtain the value of net
national product.

Thus, NNP at market price is gross national product at
market price minus depreciation.
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GNP – Depreciation = NNP

NNP at market price

GNP at Market Price – Depreciation = NNP at Market Price

NNP at Factor Cost

Net National Product at factor cost is also called as national
income. Net National Product at factor cost is equal to sum total of
value added at factor cost or net domestic product at factor cost
and net factor income from abroad.

NNP at Factor Cost = NNP at Market Price – Net Indirect tax

Income earned by factors of production though participation
in the production process such as wages, salaries, rents and profits
is also termed as National Income.

2.2.6 Net Domestic Product at Market Price

Net Domestic Product at market price is the market value of
final goods and services produced by all the producers in the
domestic territory of a country during an accounting year exclusive
of consumption of fixed capital. It is equal to the net value added at
market price.

Net Domestic Product at Factor Cost

“NDP at Factor Cost is the income generated in the form of
wages, rent, interest and profit in the domestic territory of a country
by all the producers (normal residents and non-residents) in an
accounting year”.

NDP at Factor Cost = NDP at Market Price – Indirect Tax +
Subsidies

2.2.7 Private Income

Central Statistical Organization defines Private Income as
“the total of factor income from all sources and current transfers
from the government and rest of the world accruing to private
sector” or in other words the private income refers to the income
from socially accepted source including retained income of
corporation.

.
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NI + Transfer Payments + Interest on Public Debt + Social
Security = Profit and Surplus of Public Enterprises

2.2.8 Personal Income

Prof. Peterson defines Personal Income as “the income
actually received by persons from all sources in the form of current
transfer payments and factor income.” Total income received by the
citizens of a country from all sources before direct taxes in a year.

PI = Private Income + Undistributed Corporate Profits – Direct
Taxes

2.2.9 Disposable Income

Prof. Peterson defined Disposable Income as “the income
remaining with individuals after deduction of all taxes levied against
their income and their property by the government.” Disposable
Income refers to the income actually received by the households
from all sources. The individual can dispose this income according
to his wish, as it is derived after deducting direct taxes.

DI = Personal Income – Direct Taxes – Miscellaneous receipts
of the Government.

2.2.10 Real Income

Goods and services produced in terms of money at current
prices will not express/indicate real state often. Hence, real income
is the national income expressed in terms of a general level of
prices of a particular year, considered as the base year.

2.2.11 Per capita Income ( PCI )

Per capita Income is derived from dividing national income
from the total population of the country.

PCI = NI / Population

2.3 METHODS OF MEASUREMENT OF NATIONAL
INCOME

Primarily there are three methods of measuring national
income. Which method is to be employed depends on the
availability of data and purpose. The methods are product method,

.
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income method and expenditure method. Product method is given
by Dr. Alfred Marshall, income method by A.C. Pigou and
expenditure method by Dr. Iriving Fisher.

There are three methods of measuring National Income

1) Output Method

2) Product Method

3) Expenditure or Census Method

1) Output Method

According to this method National Income is calculated as
an output total. In other words, national income refers to the sum of
the value of all the output produced in the country. According to
product method, the total value of final goods and services
produced in a country during a year is calculated at market prices.
According to this method only the final goods and services are
included and the intermediary goods and services are not taken
into account.

Example:

Suppose a firm sells flour of Rs.50 to a bakery, which uses
the flour to make bread of worth Rs.100. If we include the output of
both firms in national income, we should get Rs.150 altogether. In
this case, we would be counting the output of the flour industry
twice. However, in order to avoid the double counting error,
economists have suggested the value added method where only
the value added at each stage is being counted.

2) Income Method

According to income method, the net income payments
received by all citizens of a country in a particular year are added
up. The net incomes earned by the factors of production in the form
of rent, wage, interest and profit aggregated but incomes in the
form of transfer payments are not included in the national income.

Here we consider the national income as an income total.
According to this method, the value of the national output is
measured by adding up the entire factor incomes like wages,

.
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salaries, interests, profits etc which have been paid out during the
course of production.

National Income by Income method = Wages and Salaries +
Rent + Interest + Dividends + Undistributed Corporate Profits +
Direct Taxes + Mixed Income + Indirect Taxes + Depreciation +
Net Income from Abroad.

It has to be noted that only the incomes earned in producing
goods and services are counted in the national income. Transfer
payments such as pensions and social security benefits are not
included in the national income and therefore have to be deducted.

3) Expenditure or Census Method:

According to the expenditure method, the total expenditure
incurred by the society in a particular year is added together. There
expenditures include personal consumption expenditure, net
domestic investment, Govt, expenditure on goods and-services,
and net foreign investments, Govt, expenditure and net foreign
investment. According to these methods total expenditure equals
the national income.

Here we measure the value of the national output by adding
up the expenditure on the goods and services produced.
Expenditure is measured terms of the price paid by consumers,
which includes taxes and subsidies. Taxes raise the prices of
goods and services when they are produced. Similarly subsidies
reduce the prices below the value of goods and services when they
are produced. If we have to get a correct measure of the national
income, all taxes will have to be deducted and all subsidies should
be added. In the same way, the value of all exports will have to be
added and all imports have to be deducted. It is clear that all the
three measures of total output of an economy are the same.

National Income by Expenditure method = Private
Consumption Expenditure + Gross Domestic Private
Investment + Government Expenditure on Goods and Services
+ Net Foreign Investment.

National Income = National Expenditure = National Output

The above three methods, it applied give identical results. It
is wise to use any method in measuring national income. The use
of the above three methods depends on the level at which the

.
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national income is calculated. The product method is used at the
product level. Income method is used at income level and
expenditure method is used at expenditure level. As all the three
methods are used to measure the lame physical output at three
phases, namely production, distributions and expenditure, they will
provide the same national income. Below is given a chart showing
the reconciliation of the three methods of calculating GDP at market
price.

The choice of above three methods depends on the level at
which the national income is calculated. The product method is the
principal method used in underdeveloped economies, whereas
income method is generally used in developed economics for the
estimation of national income.

2.4 DIFFICULTIES OF COMPUTATION OF
NATIONAL INCOME

Conceptual Difficulties –

1. In India non-monetized sector and barter system creates a
problem leading to guesswork and approximations of the
estimators. In the calculation of National Income, the term Nation
has to be defined exactly, whether it is the geographical entity to be
taken up for computing National Income, or the income earned by
the national including those residing abroad.

2. Besides there is an overlapping of occupation in rural India which
makes it difficult to know the income, a worker during the peak
season works in his farm, drives a cart during off - seasons,
another e.g. is money lending and cultivating his own farm in the
village.

3. In backward areas, particularly in the rural sector, the cultivator
etc do not have a fair idea of the expenses of their occupation and
net value of their products cannot be estimated accurately.

4. Non-availability of data is another difficulty of computing National
Income. Village officials and block officials are not trained to keep
current data. In agricultural sector cost of production, price data's
are totally incomplete.

.
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5. Only in big units output and cost data are available small units do
not maintain the data correctly. Village moneylenders and
indigenous bankers maintain absolute secrecy of their transactions.

6. The machinery for collecting statistical data may not be efficient.
The investigators may be ill-equipped.

7. The error of double counting is an obstacle in computation of
national income. Steel an industrial production should not be
included while calculating the value of machines, motor cars etc.

Concepts in brief :

National income is the sum total of all the incomes earned by
a nation during a particular period of time. National income shows
how the income is distributed between the wages, interest, profit
and rents.

National income is treated as an index of the economic
activity of a nation. If national income reduces, the government will
cut down the taxes so that citizens will have more income to spend.

GNP is the measure of money income in which all kinds of
goods and services produced in a country and net income from
abroad, during one year are taken into consideration.

Market price of only final products shall be taken into
account, while measuring GNP. Goods and services rendered free
of charge are not included in GNP. Transactions which do not arise
from the production of current year are not included in GNP. Profits
earned or losses incurred on account change in capital assets as a
result of market fluctuation and illegal activities are not included in
GNP.

The money value of all final goods and services produced at
current prices during a year is taken into account.

GNP at market prices refers to gross value of final goods
and services produced annually by country plus net income
from abroad.

GNP at factor cost is the sum of the money value of the
income produced by and accruing to the various factors of
production in one year in the country.

.
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National Income = C + I + G + (X – M) : where C =
Consumption, I = Investment, G = Government and X is
Export and M is Import.

NNP= GNP-Depreciation.
Net National Product at market prices is the net value of final
goods and services evaluated at market prices in the course
of one country.

Net National Product at factor cost is the net output
evaluated at factor price. It includes income earned by
factors of production.
Domestic income or product income is generated by factors
of production within the country from its own resources.

Domestic income includes (1) Wages and Salaries (2) Rents
including imputed house rents (3) Interest (4) Dividends (5)
Undistributed capital profits including surplus of public sector
undertakings (6) Mixed income consisting of profits of
unincorporated firms, self employed persons, partnerships
etc and direct taxes.

Private income is obtained by private individuals from any
source productive or otherwise and the retained income of
corporations.

Personal income is the total income received by the
individuals of a country from all source prior to direct taxes in
one year.

Disposable income or personal disposable income refers to
the actual income which can be spent on consumption by
individuals and families.

Real income is nothing but the national income expressed in
terms of a general level of prices of a particular year which is
taken as base year.

The average income of the people of a country in a particular
year is called per capita income for that year.

Let us see few illustrations which could help in ascertaining various
aspects that may relate in ascertaining the National Income

.
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2.5 NATIONAL INCOME AND GENERAL WELFARE

Increase in national income is not satisfactory index of general
welfare for the following reasons:

1) If the population rises faster than the national income, then there
will be fewer goods for each person in the population. Real national
income per head is a better measure of the welfare of a country
than the total national income s.

2) The national income is measured in money terms, if prices are
rising, the national income will rise even if the country is not
producing any more goods and services.

3) A rise is national income may make just a few people better off,
without helping the majority of the population. This means that
national income is not fairly distributed

4) The national income will raise as a result of the production of
goods and services which do not directly make us feel better off, for
example, investment goods for industry or weapons for the armed
forces. Standard of living depends mainly on the output and
consumption of consumer goods and services.

5) The national income is very difficult to measure accurately, so a
small change in the national income may simply be due to
inaccurate measurement. Also the s exclude production of the
black money, which is not officially recorded, for example, cash
payment for services, which are not recorded, to evade taxes.

6) An increase in national income would not result in an
improvement in standard of living if it increases social costs like
pollution, more traffic congestion, more noise etc.

7) Two countries may have the same income per head, but their
standard of living will not be the same if people in one country have
to work much longer hours than those in the other country thus
sacrificing their leisure time.

2.6 USES OF NATIONAL INCOME

1. National income helps to study the rate of growth of an economy.

2. National income estimates helps to study inter sectoral growth.

.
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3. It is helpful in formulating and evaluating plan progress

4. National incomes estimates help us to study inter class income
distribution.

5. National income estimates enable us to make international
comparisons and standard o living of the people..

6. It is an indicator of total productive capacity of an economy.

2.7 CIRCULAR FLOW OF INCOME

Meaning

The circular flow of income and expenditure refers to the
process whereby the national income and expenditure of an
economy flow in a circular manner continuously through time. The
various components of national income and expenditure such as
saving, investment, taxation, government expenditure, exports,
imports etc. are shown on diagrams in the form of currents and
cross-currents in such a manner that national income equals
national expenditure.

In economics, the terms circular flow of income or circular
flow refer to a simple economic model which describes the
reciprocal circulation of income between producers
and consumers. In the circular flow model, the inter-dependent
entities of producer and consumer are referred to as "firms" and
"households" respectively and provide each other with factors in
order to facilitate the flow of income. Firms provide consumers with
goods and services in exchange for consumer expenditure and
"factors of production" from households. More complete and
realistic circular flow models are more complex. They would
explicitly include the roles of government and financial markets,
along with imports and exports.

Human wants are unlimited and are of recurring nature
therefore, production process remains a continuous and demanding
process. In this process, household sector provides various factors
of production such as land, labour, capital and enterprise to
producers who produce by goods and services by coordinating
them. Producers or business sector in return makes payments in
the form of rent, wages, interest and profits to the household sector.
Again household sector spends this income to fulfill its wants in the
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form of consumption expenditure. Business sector supplies them
goods and services produced and gets income in return of it. Thus
expenditure of one sector becomes the income of the other and
supply of goods and services by one section of the community
becomes demand for the other. This process is unending and forms
the circular flow of income, expenditure and production.

A continuous flow of production, income and expenditure is

known as circular flow of income. It is circular because it has

neither any beginning nor an end.

The basic circular flow of income model consists of seven
assumptions:

1. The economy consists of two sectors: households and firms.
2. Households spend all of their income (Y) on goods &

services or consumption (C). There is no saving (S).
3. All output (O) produced by firms is purchased by households

through their expenditure (E).
4. There is no financial sector.
5. There is no government sector.
6. There is no overseas sector.
7. It is a closed economy with no exports or imports.

Circular flows are classified as: Real Flow and Money Flow:

a) Real Flow- In a simple economy, the flow of factor services from
households to firms and corresponding flow of goods and services
from firms to households s known to be as real flow.

b) Assume a simple two sector economy- household and firm
sectors, in which the households provides factor services to firms,
which in return provides goods and services to them as a reward.
Since there will be an exchange of goods and services between the
two sectors in physical form without involving money, therefore, it is
known as real flow.

c) Money Flow- In a modern two sector economy, money acts as a
medium of exchange between goods and factor services. Money
flow of income refers to a monetary payment from firms to
households for their factor services and in return monetary

.
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payments from households to firms against their goods and
services. Household sector gets monetary reward for their services
in the form of rent, wages, interest, and profit form firm sector and
spends it for obtaining various types of goods to satisfy their wants.
Money acts as a helping agent in such an exchange.

2.8 TWO SECTOR MODEL

In the simple two sector circular flow of income
model the state of equilibrium is defined as a situation in which
there is no tendency for the levels of income (Y), expenditure (E)
and output (O) to change, that is:

Y = E = O

This means that the expenditure of buyers (households)
becomes income for sellers (firms). The firms then spend this
income on factors of production such as labour, capital and raw
materials, "transferring" their income to the factor owners. The
factor owners spend this income on goods which leads to a circular
flow of income.

2.9 THREE SECTOR MODEL

It includes household sector, producing sector and
government sector. It will study a circular flow income in these
sectors excluding rest of the world i.e. closed economy income.
Here flows from household sector and producing sector to
government sector are in the form of taxes. The income received
from the government sector flows to producing and household
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sector in the form of payments for government purchases of goods
and services as well as payment of subsides and transfer
payments. Every payment has a receipt in response of it by
which aggregate expenditure of an economy becomes identical to
aggregate income and makes this circular flow and unending.

The circular flow in a three sector closed economy:

The three sector model of an economy includes government
transactions side by side house hold and business sectors. These
three sectors the economy is formed as "closed economy" as
foreign transactions are excluded from it. Thus in a closed economy
only three sectors such as households, firms. To arrive at the
national income in a closed economy we combine the income and
product of the household sector and business sector with the
income and product of the Govt, sector.

The household sector owns the factors of production viz
land, labour and capital. Household sector receives income by
selling the services of factors to the business (firms) sectors.
Households are basically consumer units and their climate aim is to
satisfy the wants.

Business sector (firms), on the other hand, employs the
factors of production or resources (inputs) and produces the final
output for sale. Business firms take economic resources from
households and intern supply them goods and services. These
basic exchanges are known as real flows. Business sector given
money for the purchase of scarce economic resources from the
resource market and also receives money by selling goods and
services in the product market. Thus business sector pays for factor
services and incur factor costs and receives income in return.

Government incurs expenditure on goods and services and
gets receipts in the firm of taxes. Taxes constitute an important
leakage besides saving. Govt, expenditure on the purchase of
goods and services constitutes an important source of injection.
When Govt, takes money in form of taxes, the ability to spend of
the taxpayer is reduced but this is offset through spending more on
the purchase of goods and services called injection. This act of
levying taxes (leakage) and incurring public expenditure is called

.
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fiscal action. The working of the three sector closed economy
involving Govt, transactions is shown in the diagram given below.

First of all let us take the circular flow between the
household sector and Govt sector. Taxes that includes both direct
tax and commodity tax paid by the household sector constitute
leakage firm circular flow. But Govt purchases the services of the
household, makes transfer payments in the fort of old age
pensions, unemployed, relief etc and spends on the social services
like education, health, etc. All such expenditures by the Govt are
injections into the circular flow.

(ii) The circular flow between the business sector and the Govt
sector. All types of taxes paid by the business sector also constitute
leakage from the circular flow. On the other hand Govt purchases
final goods from the business sector, provides subsidies and makes
transfer payments to firms in order to help them in production.
These government expenditures are injections into the circular flow.

.
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(iii) The inflow and outflow among household, business and
government sectors:-

Taxation constitutes leakages from the circular flow; it
reduces savings and- consumption of the households. The
reduction in consumption leads to decrease in the sales and
incomes of the firms. Taxes on business firms will also curtain
investment. The Govt offsets these leakages by making purchases
from business sector and household sectors, thus total sales again
equal production of firms. In this way the circular lows of income
and expenditure remain in equilibrium.

In the above diagram taxes are shown to flow out of the
house hold and business sectors and go to the government. Govt
makes investment and purchases goods from firms and also factors
from households. This Govt purchases firms an injection in the
circular flow of income and taxes are leakages.

If Govt purchases exceed net taxes then the Govt will incur a
deficit the difference between taxes precede and public
expenditure). The Govt finances its deficit by borrowing from the
capital market which receives funds from households in the form of
saving. On the other hand, if net taxes exceed Govt purchases the
Govt will have a budget surplus. In such a case the Govt reduces
the public debt and supplies fund to the capital market which are
received by firms.
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2.10 FOUR SECTOR MODEL OR OPEN ECONOMY
MODEL

A modern monetary economy comprises a network of four
sector economy these are-

1. Household sector

2. Firms or Producing sector

3. Government sector

4. Rest of the world sector.

Each of the above sectors receives some payments from the
other in lieu of goods and services which makes a regular flow of
goods and physical services. Money facilitates such an exchange
smoothly. A residual of each market comes in capital market as
saving which in turn is invested in firms and government sector.
Technically speaking, so long as lending is equal to the borrowing
i.e. leakage is equal to injections, the circular flow will continue
indefinitely. However this job is done by financial institutions in the
economy.

Circular Flow of Income in a Four Sector Economy

Take the inflows and outflows of the household, business
and government sectors in relation to the foreign sector. The
household sector buys goods imported from overseas and makes
payment for them which is leakage from the circular flow. The
households may receive transfer payments from the foreign sector
for the services rendered by them in foreign countries.

Conversely, the business sector exports goods to foreign
countries and its receipts are an injection in the circular flow.
Likewise, there are many services rendered by business firms to
foreign countries such as shipping, insurance, banking etc. for
which they receive payments from overseas. These are the
leakages from the circular flow.

Like the business sector modern governments also export
and import goods and services and lend to and borrow from foreign
countries. For all the exports of goods, the government receives
payments from abroad.

.
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Similarly, the government receives payments from foreigners
when they visit the country as tourists and for receiving education
etc. and also when the government provides shipping, insurance
and banking services to foreigners through the state owned
agencies. It also receives royalties, interest, dividends etc. for
investments made abroad. These are injections into the circular
flow.

Conversely, the leakages are payments made for the
purchase of goods and services to foreigners. In the in the below
diagram, the circular flow of the four sector open economy with
saving, taxes and imports shown as leakages from the circular flow
on the right hand side of the diagram and investment, government
purchases and exports as injections into the circular flow on the left
side of the figure.

Further, imports, exports and transfer payments have been
shown to arise from the three domestic sectors – the household,
the business and the government. These outflows and inflows pass
through the foreign sector which is also called the “balance of
payments sector”.

If exports exceed imports, the economy has a surplus in the
balance of payments. And if imports exceed exports, it has a deficit
in the balance payments. But in the long run, exports of an
economy must balance its imports. This is achieved by the foreign
trade policies adopted by the economy.
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The whole analysis can be shown in simple equations:

Y = C + I + G ……Equation (1)

Where Y represents the production of goods and services, C for
consumption expenditure, I for investment level in the economy and
G for Government expenditure respectively. Now we introduce
taxation in the model to equate the government expenditure.

Therefore Y = C + S + T ……….Equation (2)

Where S is saving T is taxation.

By equating (1) and (2), we get, C + I + G = C + S + T

Therefore, I + G = S + T

With the introduction of foreign sector, we divide investment into
domestic investment (Id) and foreign investment (If) and get Id + If
+ G = S + T

But If = X – M, where X is exports and M is imports.

Id + (X – M) + G = S + T
Id + (X – M) = S + (T – G)

The equation shows the equilibrium condition in the circular flow
of income and expenditure.
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2.11 IMPORTANCE OF THE CIRCULAR FLOW

The concept of circular flow gives a clear cut picture of the
economy. We know whether the economy is working efficiently or
whether there is any disturbance in its smooth functioning.

1. Study of Problems

It is with the help of circular flow that the problems of
disequilibrium and the restoration of equilibrium can be studied.

2. Effects of Leakages and Inflows

The role of leakages enables us to study their effects on
the national economy. For instance, imports are a leakage out of
the circular flow of income for the reason that they are payments
made to a foreign country. To stop this leakage, government should
adopt appropriate measures so as to increase exports and
decrease imports.

3. Link between Producers and Consumers

The circular flow establishes a link between producers and
consumers. It is through income that producers buy the services of
the factors of production with which the latter, in turn, purchase
goods from the producers.

4. Creates a Network of Markets

As a corollary to the above point, the linking of producers
and consumer through the circular flow of income and expenditure
has created a network of markets for different goods and services
where problems relating to their sale and purchase are
automatically solved.

5. Inflationary and Deflationary Tendencies

Leakages or injections in the circular flow disturb the
smooth functioning of the economy. For instance, saving is a
leakage out of the expenditure stream. If saving increases, this
depresses the circular flow of income. This tends to reduce
employment, income, prices thereby leading to a deflationary
process in the economy. Conversely, consumption tends to

.
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increase employment, income, productivity and prices that lead to
inflationary tendencies.

6. Basis of the Multiplier

Again, if leakages exceed injections in the circular flow,
the total income becomes less than the total output. This leads to a
cumulative decline in employment, income, productivity and prices
over time. Conversely, if injections into the circular flow exceed
leakages the income is increased in the economy. This leads to a
cumulative rise in employment, income, output and prices over a
period of time. In fact, the basis of the Keynesian multiplier is the
cumulative movements in the circular flow of income.

7. Importance of Monetary Policy

The study of circular flow also highlights the importance of
monetary policy to bring about the equality of saving and
investment in the economy. The credit market itself is controlled by
the government through monetary policy. When saving exceeds
investment or investment exceeds savings, money and credit
policies help in stimulate or retard investment spending. This is how
a fall or rise in prices is also controlled.

8. Importance of Fiscal Policy

The circular flow of income and expenditure points toward
the importance of fiscal policy. For national income to be in
equilibrium desired saving plus taxes (S + T) must equal desired
investment plus government spending (I + G). S + T represents
leakages from the spending stream which must be offset by
injections of I + G exceed S + T, the government should adjust its
revenue and expenditure by encouraging saving and tax revenue.
Thus the circular flow of income and expenditure tells us about the
importance of compensatory fiscal policy.

9. Importance of Trade Polices

Likewise, imports are leakages in the circular flow of
money for the reason that they are payments made to a foreign
country. To stop it, the government adopts such measures as to
increase exports and decrease imports. Thus the circular flow
points toward the importance of adopting export promotion and
import control policies.

.
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10. Basis of Flow of Funds Accounts

The circular flow helps in calculating national income on
the basis of flow of funds accounts. The flow of funds accounts are
concerned with all transactions in the economy that are
accomplished by money transfers. They show the financial
transactions among different sectors of the economy, and the link
between saving and investment and lending and borrowing by
them. To conclude the circular flow of income processes much
theoretical and practical significance in an economy.

2.12 QUESTIONS

1. What is National Income ? Explain the various concepts of
National Income.

2. Describe the different methods of measuring national income.
3. What are the difficulties in measuring the national income?
4. What is Circular flow of Income? Explain the circular flow in two

Sector & three sector economy.
5. Explain the circular flow of income in four sector or open

economy.

.
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3

TRADE CYCLES

Unit Structure
3.0 Objectives
3.1 Introduction
3.2 Concept & Characteristics of Business Cycle
3.3 Types of business cycles
3.4 Phases of Business Cycle
3.5 Summary
3.6 Questions

3.0 OBJECTIVES

To understand the meaning of Business or Trade Cycles.
To understand the meaning and nature of Macro economics
To acquaint with the Nature of Macro economics
To familiar with Scope and Importance of Macro Economics
To know the Limitations of Macro Economics
To understand the Difference between micro economics and
macro-economics

3.1 INTORDUCTION

In the words of W.C. Mitchell, “Business cycles are a
species of fluctuations in the economic activities of organized
communities. The adjective ‘business’ restricts the concept of
fluctuations in activities which are systematically conducted on a
commercial basis. The noun ‘cycles’ bars out fluctuations which do
not recur with a measure of regularity.” Prof. Mitchell, thus, insists
upon a measure or regularity in cyclical fluctuations.

The business cycle, in short, is an alternate expansion and
contraction in overall business activity, as evidenced by fluctuations
in measures of aggregate economic activity, such as, the gross
product, the index of industrial production, and employment and
income.

.
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Keynes has defined as “A trade cycle is composed of
periods of goods trade characterised by rising prices and low
redundancy percentages.”

Gordon has defined as “Business Cycles consist of recurring
alteration of expansion and contraction in aggregate economic
activity, the alternating movements in each direction being self
reinforcing and pervading virtually all parts of the economy.”

The most satisfactory definition is by Estey: “Cyclical
fluctuations are characterised by altering waves of expansion and
contractions. They do not have a fixed rhythm they are cycles of
contraction and expansion recur frequently and in fairly similar
patterns.”

3.2 CHARACTERISTICS OF BUSINESS CYCLE

From the definitions given above we can gather the features
of business cycle.

(i) It occurs periodically

The business cycle occurs periodically in a regular fashion.
This means the prosperity will be occurring alternatively.
Fluctuations are recurring in nature

(ii) It is all embracing

The business cycle implies that the prosperity or
depressionary effect of the phase will be affecting all industries in
the entire economy and also affecting all industries in the entire
economy and also affecting the economies of other countries. It is
international in character. The Great Depression of 1929 is an
example of this.

(iii) It is wave-like

The business cycle will have a set pattern of movements
which is analogous to waves. Rising prices, production,
employment and prosperity will become the features of upward
movement: Falling prices, employment will become the features of
the downward movement. Cyclical fluctuations are wave like shifts.
They are not secular trends such as long run growth or decline in
fiscal performance.

.
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(iv) The process is cumulative and self-reinforcing
The upward movement and downward movement are

cumulative in their process. When once the upward movement
starts, it creates further movement in the same direction by feeding
on itself. This momentum will persist till the forces accumulate to
alter the direction and create the downward movement. When
downward movement starts, it persists in the same direction
leading to the worst depression and stagnation till it is retrieved to
gain an upward movement. Upswings and downswings are
collective in their effects. Business cycles are not seasonal
variations such as upswings in retail trade during festive seasons.

(v) The cycles will be similar but not identical

Different cycles and waves in the business cycles will be
similar in general feature, but they are not identical in all respects.
“A typical cycle constructed by making, as it is were, a composite
photograph of all the recorded cycles would not materially differ in
form very widely from any one of them. But this typical cycle is not
an exact replica of any individual cycle. The rhythm is rough and
imperfect. All the recorded cycles are members of the same family,
about among them are no twins”. They are non-periodic or uneven.
In other words the peaks and channel do not occur at usual
intervals. They transpire in such total variables as productivity,
earnings, employment and prices. These variables move at about
the same period in the same course but at diverse rates. The sturdy
commodity industries experience associatively wide fluctuations in
productivity and employment but relatively small variations in
prices. On the other hand, non-durable commodity industries
experience relatively wide variations in prices but associatively
small variations in productivity and employment.

Therefore, business cycles are recurring fluctuations in total
employment, earnings, productivity and price level.

3.3 TYPES OF BUSINESS CYCLES

Prof. James Arthur Estey has classified business cycles
under the following heads:

1. Major and Minor Cycles

Major cycles may be defined as the fluctuations of business
activity occurring between successive crises. The term “crisis” may

.
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be interpreted here to mean the major “breakdowns” or “downturns”
that interrupt from time to time the relatively even tenor of economic
activity. So the major cycles constitute the intervals between
successive major downturns of business activity or between major
recessions. On this basis, Prof. Hansen recognizes twelve major
cycles in the U.S.A., during the period from 1837 to 1937, with an
average duration of 8.33 years. The major cycles are sometimes
referred to as Juglar Cycles, after the name of Clement Juglar, a
French economist of the nineteenth century, who on the basis of his
investigation, established the crystal nature of business
fluctuations. This cycle is also termed as the major cycle. It is
defined “as the fluctuation of business presentation among
successive crises.” Clement Jugler, French economist presented
those periods of prosperity, crisis and liquidation adopted each
other always in the same order. Later economists have come to the
end that a Jugler cycle’s duration is on the average nine and a half
years.

It has been established from the records of business
fluctuation s that each major cycle is made up of two or three minor
cycles the upswing of business in the major cycle is often
interrupted by minor downswings, likewise, the downswings of
business in the major cycle may be interrupted by minor upswings.
These shorter cycles in major cycles are sometimes referred to as
minor cycles. The duration of the minor cycles averages close to 40
months. These minor cycles have actually operated both in Great
Britain and the U.S.A. Since the distinction ‘between major and
minor cycles was observed by Prof. Joseph Kitchin, the minor
cycles are sometimes referred to as Kitchin Cycles. This is also
termed as the minor cycle which is of just about forty five months
gap. It is well-known after the name of British economist Joseph
Kitchin who made a difference among a major and a minor cycle
year nineteen twenty three. He came to the termination on the
basic of his research that a major cycle is composed of two or three
minor cycles of forty five months.

2. Building cycles

This refers to the cycle of building construction. The
duration of the building cycles is longer than that of the business
cycle.

It has been discovered the building industry is also subject
to fluctuations of fairly regular duration. There are upswings and

.
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downswings in the building cycles is 18 years-just twice the length
of business cycle. Between 1830 and 1934, there were six complex
building cycles in the U.S.A. Another type of cycle associates to the
construction of buildings which is of fairly regular duration. Its
duration is twofold that of the major cycles and is on average of
eighteen years duration. Such cycles are related with the names of
Warren and Pearson.

1. Long Waves or Kondratieff Cycles

They are sometimes referred to as “long waves” occurring
in a 50 or 60-year cycle. The long waves in economic activity were
discovered by the Russian economist, Kondratieff. Hence, these
long waves are called Kondratieff Cycles. Kondratieff, on the basis
of statistical data pertaining to the period 1780-1920, was able to
establish 21/2 long cycles in England and France each full cycle
being of the duration of 60 years.

Summing up, the fundamental changes in economic activity
include three kinds of cycles-the short or minor or the Kitchen
cycles of the duration of 40 months or so, the major or the Juglar
cycles, composed of three minor cycles and of the duration of 10
years or so, and finally, the Kondratieff cycles (or, long waves),
made up of 6 Juglar cycles and of the duration of 60 years.
N.D.Kondratieff, the Russian economist came to the conclusion that
there are longer waves of cycles of more than fifty years duration
made of six Jugler cycles. A very long cycle has come to be known
as the Kondratieff wave.

3.4 PHASES OF BUSINESS CYCLE

A typical cycle is generally divided into four phases:

1. Expansion or prosperity or the upswing or full employment
2. Recession or upper turning point
3. Retrenchment or depression or down swing
4. Revival or recovery or lower turning point

.
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1. Prosperity (or, Full Employment)

This stage is characterized by increased production, high
capital investment in basic industries, expansion of bank credit,
high process, high profits, a high rate of formation of new business
enterprises and full employment. There is a general feeling of
optimism among businessmen and industrialists. The longest
sustained period of prosperity occurred in U.S.A. between 1923
and 1929 with some minor interruptions in 1924.

In the wealthy stage, demand, productivity and earnings are
at a high level. They are likely to raise prices. But remuneration
such as salaries, wages, interest rates rentals and taxes do not rise
in proportion to the rise in prices. The lag among prices and costs
hikes the margin of profit. The hike of profit and the prospect of its
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persistence usually cause a quick rise in stock market values. The
fiscal system is overwhelmed in waves of positivism. It is the stage
of rapid expansion in business activity to new high marks, resulting
in high stocks and community prices, high profits and overall
employment.

The prosperity phase of the business cycle does not end up
with a stable state of full employment; it leads to the emergence of
boom. The continuance of investment even after the stage of full
employment results in a sharp inflationary rise of prices. This
causes undue optimism among businessmen and industrialists who
make additional investments in the various branches of the
economy.

2. Recession

The feeling of over-optimism of the earlier period is replaced
now by over-pessimism characterized by fear and hesitation on the
part of the businessmen. The failure of some business creates
panic among businessmen. The banks also get panicky and begin
to withdraw loans from business enterprises. More business
enterprises fail. Prices collapse and confidence is rudely shaken.
Building construction slows down and unemployment appears in
basic, capital goods industries. This capital unemployment then
spreads to other industries. Unemployment leads to fall in income,
expenditure, prices and profits. The recession, it should be
remembered, has cumulative effect. Once a recession starts, it
goes on gathering momentum and finally assumes the shape of
depression-the first phase of the business cycle complete.

Recession marks the turning point during which the forces
that make for retrenchment finally win over the forces of extension.
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Its outward signs are liquidation signs are winding up in the stock
market, strain in the banking system and some winding up in bank
loans and the beginning of the diminish of prices.

Consequently profit margins decline further for the reason
that costs begins overtaking prices. Some firms wind up. Others
diminish production and try to sell out accumulated stocks.

3. Depression

This constitutes the first stage of a business cycle. It is a
protracted period in which business activity in the country is far
below the normal. It is characterized by a sharp reduction of
production, mass unemployment, low employment, falling prices,
falling profits, low wages, contraction of credit, a high rate of
business failures and an atmosphere of all-round pessimism and
despair. A decline in output or production is accompanied by a
reduction in the volume of employment. All construction activities
come to a more or less complete standstill during a depression.
The consumer-goods industries, such as, food, clothing, etc. are
not so much affected by unemployment as the basic capital goods
industries. The prices of manufactured goods fall to low levels.
Since the costs are “sticky” and do not fall as rapidly as prices, the
manufacturers suffer huge financial losses. Many of these firms
have to close down on account of accumulated losses.

Recession then merges into depression when there is a
general refuse in fiscal performance. There is considerable
deduction in the production of goods and services, employment,
earnings, demand and prices. The common refuse in fiscal
performance tends to a drop in bank deposits. Credit extension
ends for the reason that the business society is not willing to
borrow.

4. Recovery (or, Revival)

It implies increase in business activity after the lowest point
of the depression has been reached. During this phase, there is a
slight improvement in economic activity, to start with. The
entrepreneurs being to feel that the economic situation was, after
all, not so bad as it was in the preceding stage. This leads to further
improvement in business activity. The industrial production picks up
slowly and gradually. The volume of employment also steadily
increases. There is a sow, but sure, rise in prices, accompanied by

.
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a small rise in profits. The wages also rise, though do not rise in
same proportion in which the prices rise. Attracted by rising profits,
new investments take place in capital goods industries. The banks
expand credit. The business inventories also start rising slowly. The
pessimism and despair of the preceding period is replaced by an
atmosphere of all-round cautious hope.

Consequently, the levels of employment, earnings and
productivity augment steadily in the fiscal system. In the prior
phases of the revival stage there is considerable excess or idle
capacity in the fiscal economy so that productivity hikes devoid of a
proportionate hike in aggregate costs.

However, as phase goes on productivity becomes less
elastic, restricted access, appear with rising costs deliveries are
trickier and plants may have to be extended. Under these
stipulations, prices rise.

These are the four phases or stages of a typical business
cycle. It does not, however, imply that every business cycle passes
through these four stages in the same order. It is possible that the
recovery stage may be followed by the recession stage without the
business cycle entering into the prosperity and boom stages, as it
actually happened at U.S.A., in 1937.

3.5 SUMMARY

Trade cycles are a prominent feature of the capitalist
economies. Cycles refer to the regular fluctuations in economic
activity in the economy as a whole. The expansions, recessions,
contractions and revivals of aggregate economic activity occur and
recur in an unchanged sequence. A business cycle can be shown
to be a wave-like path of the economy’s real output. Economists
often describe a business cycle with the help of distinct phases or
stages. They are, Slump or Depression, Recovery, Boom or
Prosperity and Deflation. A Slump or depression shows itself first in
a substantial decline in general output and employment. The
decline in economic activity is not, of course, uniform. Recovery
shows the upturn of the output and employment of the economy
from the state of depression. During the recovery phase, rise in
output and incomes of the people induce substantial increase in
aggregate spending. This has a multiplier effect. As
investors become more confident, expanding productive activity

.



42

takes the economy to a boom or prosperity phase. In the
pessimistic atmosphere, new projects are shelved. Even
the projects in hand may be abandoned. Some firms go sick.
Others simply go bankrupt. All this hastens the process of
economic contraction. This is the stage of recession.

These..various types of business cycle are affected business
firms differently by cyclical fluctuations owing to the differing
nature of their businesses. Moreover, the effects on the business
firms during the different phases are certainly having different
effects. Therefore governments have to take required actions to
come out of them and should see that the economy run smoothly.

3.6 QUESTIONS

1. What do you mean by Trade Cycles or Business Cycles?
Explain the Characteristics of Trade cycles.

2. What are the different types of Trade cycles?

3. Explain in detail the various phases of Trade Cycles.

.
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4

Module 2

CONSUMPTION,INVESTMENT AND
EMPLOYMENT

Unit Structure
4.0 Objectives
4.1 Introduction
4.2 Say‘s law of market
4.3 Theory of Effective demand
4.4 Consumption Function
4.5 The Concept of Consumption Function
4.6 Properties or Technical Attributes Of Consumption Function
4.7 Summary
4.8 Questions

4.0 OBJECTIVES

To study the Classical theory of Income and Employment
To study the Say‘s Law of market
To study the Keynesian Theory of Income and employment
To study the Keynesian Principle of Effective Demand
To study the concept of Consumption function

4.1 INTRODUCTION

The study of classical theory of income and employment is
essential because some of the aspects of classical theory are more
relevant to the conditions prevailing in the developing countries.
Classical theory highlights those factors, which govern income and
employment in these countries. In fact Keynesian macroeconomic
model is not able to explain the conditions of unemployment and
underemployment in less developed countries. Hence it cannot
explain the determination of income and employment in such
countries.

.
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Hence it is necessary to study the classical theory. The
classical theory of employment is a supply-oriented theory. It is the
product of an accumulation and refinement of ideas developed by
the 18th and 19th century economists. The classical economists
were basically concerned with the long run problem of growth of the
economy's production capacity and efficient allocation of the given
resources at full employment. The classical economists focused
their attention more on the supply side and demand side was
neglected while discussing the growth process. According to Adam
Smith, Ricardo, Say, Mill and followers of classical thought, except
Malthus believed that there is no problem on the demand side as
the aggregate demand would always take care of itself. Hence the
main problem is that of supply rather than demand.

According to the classical economists if prices and wage
rates were flexible, there would be a built in tendency for the
economy to operate at full employment. As a result they ignored the
problems of unemployment. The classical economists focused on
the following problems:-

1 The different types of goods and services that would be produced
in the economy

2. The allocation of productive resources among the competing
firms and industries. The classical economists tried to find out the
conditions leading to the most efficient use and optimum
allocation of the given resources.

3 The relative price structure of different goods and factors
4 The distribution of real income among the productive factors.

The main postulates of the classical theory of employment
are the following.

1. Long term analysis
2. Full employment
3. Say's law of markets
4. interest Rate and Flexibility
5. Wage rate and Flexibility

The classical economists believed in the prevalence of a
stable equilibrium at full employment as the normal characteristic in
the long run. Any deviation from this is abnormal under perfect
competition in a free capitalist economy; forces operate in the
economic system which tends to maintain full employment without
inflation. As a result, the level of output is always at full employment
with the optimum use of resources in the long run. Full employment
is a condition where there is absence of involuntary unemployment
to restore full employment again.

.
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The classical theory believed in full employment as a normal
condition. This was on certain basic assumptions.
1. Say‘s law of market- According to Say's law ‘Supply creates its
own demand’. Hence there can never be any deficiency of
demand.

2. Any unemployment that in the process of a competitive system is
automatically eliminated by the free market price system

4.2 SAY‘S LAW OF MARKET

John-Baptiste Say (1767-1832) is one of the most
important and insightful thinkers in the history of economic science.
Say was a major proponent of Adam Smith‘s self-directing
economic system of competition, natural liberty, and limited
government. J.B. Say was the original supply-sider and
documented that production is the source (reason) of consumption
and placed supply over demand in the hierarchy of economics. A
person‘s ability to demand goods and services from others
proceeds from the income produced by his own acts of production.
His level of production determines his ability to demand.
Demanding products requires money which, in turn, requires a prior
act of supply. The production of goods causes income to be paid to
those who produce. In other words, a person sells his labor
services or assets for money which he then uses to demand
products. In the end, when exchanges have been affected, it will be
found that a person has paid for goods and services with other
goods and services. The demand for any commodity is a function of
the supply of other commodities.

Thus, Say's law, or the law of market, is an economic
principle of classical economics. Say's law is based upon the fact
that every production of goods also creates incomes equal to the
value of goods produced and these incomes are spent on
purchasing these goods. In other words, production of goods itself
creates its own purchasing power. Therefore, Say's law is
expressed as “Supply creates its own demand” . In other words,
the supply of goods produced creates demand for it equal to its
own value with the result that the problem of general
overproduction does not arise.

Say's law was generally accepted throughout the 19th
century. Say‘s Law of Markets, a key component of the classical
school of economics, describes the process through which supplies
in general are translated into demands in general. For Say, the
balance between aggregate supply and aggregate demand is an ex
ante identity. From this perspective, supply equals demand only
because of, and to the amount of, people‘s demand for other
goods. Demand is supply seen from another angle. Because supply

.
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is demand there cannot be an excess of supply over demand. The
demand for products can be said to be rooted in the production of
products

Say's law contends that the production of output in itself
generates purchasing power, equal to the value of that output,
supply creates its own demand. Production increases not only the
supply of goods but by virtue of the requisite cost payment to the
factor of production, also creates the demand to purchase these
goods. Any production process has two effects:

1. As factors are employed in production process, income is
generated in the economy on account of the payment of
remuneration to the factors of production.

2. It results in the production of a certain level of output, which is
supplied in the market. According to Say's law additional output
creates additional incomes which create an equal amount of
extra expenditure.

In the original form Say's law was applicable to a barter
economy. In a barter economy, people produce goods either to
consume or to exchange them for other products. In the process
the aggregate demand for goods equals the aggregate supply of
goods. Hence there is no possibility of over production. Introduction
of money also does not change the basic law. Money is used only
as a medium of exchange. The classical theorists believed that
money is neutral and does not influence the real process of
production and distribution. There is a circular flow of money from
the firm to households and from households to firms. The firm
purchases inputs for production. They pay in the form of wages,
rent, interest and profits. This becomes the income of households.
The households spend their income on goods and services
produced by firms. In this circular flow there is no saving and
hoarding. All income received is spent. In case the household
saves a part of the income, the circular flow can still be maintained
if savings are equal to investment.

If there is a divergence between saving and investment, the
equality is maintained through the flexibility of money interest.
Interest is a reward for saving. Higher the interest, more are the
savings and vice-versa. At the same time, lower the interest rate,
higher the demand for investment and vice-versa. If I > S rate of
interest will rise. Savings will also increase and investment will fall
till the two become equal.

Assumptions of the Law
The commodity and the factor markets have perfect
competition as the market conditions.

.
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The resources are optimally allocated in different channels
of production on the basis of equality of marginal products
and proportionality.

Demand and supply equilibrium leads to the fixing of
commodity price and factor prices.

There is a free enterprise or free market economy.

There is no government intervention (Laissez-fair policy)
in the economic field.

The market is very wide and spread out without limits.

The economy's equilibrium process is considered from the
long term point of view.

All the savings are automatically invested. Therefore,
savings is always equal to investment. Savings
investment equality is the basic condition of equality. Interest
flexibility ensures this.

There is no break in the circular flow of income and
expenditure. Income is automatically spent through
consumption expenditure, and investment expenditure.

Thus according to Say's law, when savings will be offset by an
equivalent investment and since hoarding is zero, aggregate
demand will always be equal to aggregate supply. Hence there will
be no general over production in the long run. Therefore,
equilibrium can be maintained automatically at full employment
level. Since over-saving is not possible; Say s Law implied that
underemployment equilibrium is not possible.

Interest rate flexibility and wage flexibility are the 2 factors which
ensure this equilibrium between be discussed.

1. Interest Rate Flexibility: - According to Say's law, all incomes
are spent i.e. income = expenditure. However, there may be
"leakages" in the circular flow of income & expenditure. Whatever is
saved is invested in production activities. If savings exceed
investment, the rate of interest will fall. Hence investment will rise
and level of savings will fall till they are in equilibrium. Therefore, in
classical theory of employment, the rate of interest is a strategic
variable, which brings about equality between savings and
investment Interest rate maintains the equilibrium between savings
and investment.

.
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2. Wage Rate Flexibility and Employment: - According to the
classical economist, money wage cut policy can solve the problem
Involuntary employment is due to a rigid wage structure. If the
wages can be lowered, involuntary unemployment will disappear. A
self-adjusting system of wage will push the economy towards full
employment stage.

Y
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Rate of Interest S1
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D

Q Q1 x
Saving /Investment

Figure 4.1

Implications of Say’s Law:-
1. A free enterprise economy automatically reaches a stage of full
employment level. There are no obstacles to full employment
General employment and over production are impossible.

2. Increase in supply will ensure an increase in demand in the
process of the functioning of a free capitalist economy There is no
need for government intervention.

3. Resource adjustment and utilization of resources take place
automatically in an expanding capitalist economy. When new
workers and firms start operating, they also help to produce
additional output and income. The entire economy becomes richer
with the increased National Income. The unused and new
resources are also productively employed in such a way as to
benefit the whole society.
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4. Money plays a passive role. It is only a medium of exchange to
facilitate transactions. Behind the flow of money, there is a real flow
of goods and services, which is important. As a result, changes in
the supply of money has no effect on the economy‘s process of
equilibrium at full employment level.

5. A free enterprise economy under Laissez-faire policy has built in
flexibility. Market mechanism helps in optimum adjustments in the
economy.

6. Rate of interest is an equilibrating factor in classical theory.
Flexible interest rates lead to equilibrium between savings and
investment.

7.Wage flexibility ensures full employment in the economy.

CRITICISM OF SAY’S LAW
J.M. Keynes vehemently criticized the classical theory. The

assumptions on which the classical theory is based can be
criticized The Great Depression of 1930's has revealed the
weaknesses of the classical theory. The classical theory could not
suggest a solution to the problem of a depressed economy facing
large scale unemployment.

1. Supply does not create its Demand:-
Say‘s law assumes that production creates market for

goods. Therefore, supply creates its own demand. But this
proposition is not applicable to modern economics where demand
does not increase as much as production increases. It is also not
possible to consume only those goods which are produced within
the economy.

2. Unrealistic Assumptions of Full Employment:-
According to Keynes, the basic assumption of full

employment itself is unrealistic. An economy can be in a state of
equilibrium. In under employment situation also full employment
equilibrium is just one possible equilibrium condition according to
Keynes.

3. Self-Adjustment not Possible:-
According to Say‘s Law, full employment is maintained by an

automatic and self adjustment mechanism in the long run. But
Keynes had no patience to wait for the long period for he believed
that “In the long run we are all dead”. It is not the automatic
adjustment process which removes unemployment. But
unemployment can be removed by increase in the rate of
investment.

.
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4. Money is not Neutral:-

Say‘s Law of market is based on a barter system and
ignores the role of money in the system. Say believes that money
does not affect the economic activities of the market. Conversely,
Keynes has given due importance to money. He regards money as
a medium of exchange. Money is held for income and business
motives. Individuals hold money for unforeseen contingencies while
businessmen keep cash in reserve for future activities.

5. Over Production is Possible:-

Say‘s Law is based on the proposition that supply creates its
own demand and there cannot be general over production. But
Keynes does not agree with this proposition. According to him, all
income accruing to factors of production is not spent but some
fraction out of it is saved which is not automatically invested.
Therefore, saving and investment are always not equal and it
becomes the problem of overproduction and unemployment.

6. Underemployment Situation:-

Keynes regards full employment as a special case for the
reason that there is underemployment in capitalist economies. This
is since the capitalist economies do not function according to Say‘s
Law and supply always exceeds its demand. For example millions
of workers are prepared to work at the current wage rate and even
below it, but they do not find work.

7. State Intervention:-

Say‘s Law is based on the existence of laissez faire policy.
But Keynes has highlighted the need for state intervention in the
case of general overproduction and mass unemployment. Laissez
faire, in fact led to the Great Depression, had the capitalist system
been automatic and self adjusting. This would not have occurred.
Keynes therefore advocated state intervention for adjusting supply
and demand within the economy through fiscal and monetary
measures.

4.3 THEORY OF EFFECTIVE DEMAND

J.M. Keynes in his book "The General Theory of
Employment, Interest and Money”, popularly known as the General
Theory, published in 1936 rejected the classical theory of full
employment equilibrium. He brought out the real determinants of
income and employment in a modern economy. His theory is called
General theory since he studied all the cases of employment i.e. full
employment, less than full employment, and more than full
employment.

.
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According to Keynes, the economy can be in equilibrium at
any level of employment. Full employment is just one possible
situation in an economy. Underemployment situations are more
common. Another reason why Keynes theory is called the General
Theory is that it explains inflation as well as unemployment.
Inflation is due to excess demand, whereas unemployment is due
to lack of demand. Thus Keynes theory is demand oriented. It
stresses effective demand as a crucial factor in determining the
levels of income and employment. Yet another reason for Keynes
theory being called a general Theory is that it integrates theories of
money and value. Keynes in contrast to the classical economists
gave importance to the short run equilibrium. Keynes assumed that
the amount of capital, population, technology etc, does not change
in short run. Therefore, in the short run, the income and the output
depend on the volume of employment. The levels of employment in
turn depend on the effective demand, which depends on aggregate
spending. Hence it is necessary to know what effective demand is.

The Principle Of Effective Demand:
The principle of effective demand occupies a strategic position

in Keynes theory of employment. Effective demand manifests itself
in the total spending of the commodity on consumption and
investment goods. Total employment depends upon effective
demand Therefore unemployment results from lack of effective
demand. Higher the level of effective demand, the more the level of
employment in the economy.

Effective demand depends upon 2 factors
Aggregate demand function(ADF)
Aggregate supply function.(ASF)

Aggregate Demand Price and Function:-
The aggregate demand price for the output of any given amount

of employment is the total sum of money or proceeds which is
expected from the sale of the output produced .when that amount
of labor is employed. In other words, the aggregate demand price is
the amount of money, which the entrepreneurs expect to receive
from the sale of output produced at a particular level of
employment. The aggregate demand curve or function is a
schedule of the proceeds expected from the sale of the output at
different levels of employment. The aggregate demand curve
slopes upwards from left to right. It means that as the level of
employment and income increase aggregate demand price also
increases With increase in income, people tend to spend a small
amount of income on consumption goods, Hence with increase in
output and employment, aggregate demand price increases at a
diminishing rate The slope of the curve diminishes will increase in
employment. The figure below depicts an aggregate demand
function.
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AD
Aggregate demand
Function

Volume of employment

Figure 4.2

Aggregate Supply Price :
The main aim of an entrepreneur in a capitalist society is to earn

profits. The producer will employ workers in such a way as to
maximise profits. Employment of labour means that some costs
have to be incurred. A certain minimum amount of proceeds will be
necessary to induce employers to provide any given amount of
employment. The supply price for any given quantity of commodity
refers to that price at which the seller is willing or is induced to
supply that amount in the market. If the seller does not get the
minimum receipts, he will reduce output and employment. The
aggregate supply curve or function is a schedule of the minimum
amount of proceeds required to induce entrepreneurs to provide
varying amount of employment. It shows the cost of producing a
certain level of output or the minimum receipts which must be
obtained if that level of output is to be maintained. The aggregate
supply function slopes upwards. The shape of aggregate supply
function depends entirely on technical conditions of production. It is
decided by the manner in which cost rises in response to expansion
of employment. The figure below shows the aggregate supply
function.

Y
AS

AD
Aggregate supply
price

F X

Figure 4.3
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Equilibrium Level of Employment:-
The intersection of the aggregate demand function with

aggregate supply function determines the level of income and
employment. The aggregate supply schedule represents costs
involved at each possible level of employment. The aggregate
demand schedule represents the expectation of maximum receipts
of the entrepreneur at each possible level of employment. As long
as receipts exceed costs, the level of employment will go on
increasing. The process will continue till receipts become equal to
cost. At the point of equilibrium, the amount of sales proceeds
which the entrepreneurs expect to receive is equal to what they
must receive in order to just appropriate their total costs.

Figure 4.4

The point E, where the aggregate demand curve intersects
the aggregate supply curve is called the point of effective demand.
The equilibrium level of employment is ONF. This is not necessarily
full employment. If the level of employment is more or less than
ON, the profits will be less than maximum. ONF level of
employment is the full employment level in the diagram since at this
level of employment the aggregate supply curve AS is vertical in
shape. Hence ON level of employment is less than full employment.
This happens because investment demand is insufficient to fill the
gap between income and consumption.

Figure 4.5
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For reaching full employment, employment level has to be
increased. For this either the aggregate supply curve should be
lowered or aggregate demand should be increased. Increasing the
aggregate supply curve will necessitate increase in the productivity.
This is a long run problem. Keynesian theory is concerned with
short run analysis. Hence raising the aggregate demand is
possible. This shifts the equilibrium point to £1. This is the full
employment equilibrium. Any expansion of demand beyond E1 will
lead to inflation.

4.4 CONSUMPTION FUNCTION

The world famous modern economist Lord J. M. Keynes
wrote a well known book General theory of employment, interest
and money in 1936. Keynes theory of income and employment
states that the volume of employment in the economy depends
upon the level of effective demand. The level of effective demand is
determined by the aggregate demand function and aggregate
supply function. In a two sector mode, Keynes made use of two
components of aggregate demand viz. consumption expenditure
and investment expenditure. Consumption expenditure is an
important constituent of aggregate demand in an economy. Keynes
was not interested in the factors determining aggregate supply,
since he was concerned with short run and existing productive
capacity.

4.5 THE CONCEPT OF CONSUMPTION FUNCTION

As demand of a commodity depends upon its price [DD=f
(P)]. Similarly the consumption of a commodity depends upon the
level of income. The consumption function or propensity to
consume refers to an empirical income consumption
relationship. It is a functional relationship indicating how
consumption varies as income varies. Consumption function is a
simple relation between income (Y) and consumption (C).
Symbolically;

C = f (Y)
Where,

C: Consumption
f: Functional relationship
Y: Income

In the functional relation, consumption is dependent variable
and income is independent variable. Hence consumption is
dependent on income. Apart from income there are many other
subjective and objective factors which can influence consumption.
But income is an important factor. Thus the consumption function is
based on Ceteris Paribus assumption. The functional relationship

.
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between income and consumption can take different forms. The
simplest form of consumption function would be

Y

C=Y
Consumption©

C=by

MPC=0.75

450
X

Income (Y) Figure 4.6
C =by
Where,

C : Consumption
b : Marginal propensity to consume
Y : Income

The consumption function expressed above shows that
consumption is a constant proportion of income. This consumption
function is shown graphically in Figure 4.6

In the above figure income is measured on X-axis and
consumption is measured on Y-axis. The line (i.e. C=Y) shows that
consumption is equal to income. The curve C = bY…….is the
consumption function curve (if b =or 0.75). The consumption
function curve C = bY indicates that if income is zero consumption
will be zero. But in practice this is not true. However at zero
income, consumption is positive (because it is function is sometime
expressed in the following form.

C = a + bY
Where,

C: Consumption
a: autonomous consumption
b: Marginal propensity to consume
Y: Income

.
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In fact consumption function is a schedule of various
amounts of consumption expenditure corresponding to different
level of income. The schedule of consumption function is illustrated
in the following table

Table 4.1
Schedule of Consumption function (Rs. crores)

Income (Y) = Consumption (C)
+

Savings (S)

00 20 -20
70 80 -10
140 140 00
210 200 10
280 260 20
350 320 30
420 380 40

Table : 4.1 shows that consumption is an increasing function
of income. When income is zero (00) people spend out of their past
saving or borrowed income on consumption because they must eat
in order to live. When income increases in the economy to the
extent of Rs. 70 crores, but it is not enough to meet the
consumption expenditure of Rs. 80 crores (negative saving). When
both income and consumption expenditure are equal Rs. 140
cores, it is basic consumption level, where saving is zero. After this
income is shown to increase by Rs. 70 crores and consumption by
Rs. 60 crores i.e. saving by 10 crores. This implies a stable or
constant consumption function during the short run as assumed by
Keynes.

Fig. 4.7 explains the above schedule diagrammatically. In
the diagram, income is measured on X-axis and consumption is
measured on Y-axis. line i.e. Y = C line I the unity line where at all
levels, consumption and income are equal. The C= a + bY curve is
linear consumption function curve which is based on the
assumption that in the short run consumption changes by the equal
amount. C = a +bY curve slopes upward from left to right which
indicated that consumption is an increasing function of income. It
also indicated that at zero level of income consumption is positive
to the extent of OA. At point B consumption function curve intersect
to unity line where consumption is OC and income is OY. In the
figure point B is the Break Even Point where consumption is equal
to income (C = Y). Before the breakeven point consumption is
greater than (C < Y). Above the breakeven point saving becomes
positive and below the breakeven point saving becomes negative.
45
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Y
C=Y

(+ve saving)

Consumption© B C=a+by

C
A
(-ve saving)

450

Y X
Income (Y)
Figure 4.7

The concept of consumption function given by Lord J. M.
Keynes is not a linear consumption function form as explained in
figure 4.7, but it is in the form of non-linear (curve-linear)
consumption function. To explain the concept of consumption
function Keynes most probably never used any statistical
information. When he wrote general theory, no time series data was
available pertaining to national income or national expenditure for
any country. Hence his law of consumption function is mainly based
on general observation and deductive reasoning to discover
relationship between income and consumption. Keynesian, theory
of consumption has been empirically tested in the recent decades
by the number of economists. The empirical proof of Keynes
consumption function we will discuss in next section.

4.6 PROPERTIES OR TECHNICAL ATTRIBUTES OF
CONSUMPTION FUNCTION

In this analysis Keynes has used two technical attributes or
properties of consumption function.

(1) Average propensity to consume (APC), and

(2) Marginal propensity to consume (MPC)

(1) Average Propensity to Consume (APC):
Average propensity to consume refers to the ratio of

consumption expenditure to any particular level of income.

.
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Symbolically:
APC =C/Y

Where:
C : Consumption

Y : Income

Average propensity to consume is expressed as the
percentage or proportion of income consumed. The APC is shown
in the following table 3.2 which shows that APC falls as income
increases because the proportion of income spent on consumption
decreases but APS (Average propensity to save) increases.

APS = 1 – APC

Y

Consumption C
A

C1

C

Y1 Income X

Figure 4.8

Diagrammatically APC is shown in figure 3.8 in which any
point on consumption function curve measures the APC. The figure
point A measures the APC of the consumption function curve (CC)
which is OC1/OY1. The flattening of the consumption function curve
to the right shows declining APC.

(2) Marginal Propensity to Consume (MPC): Marginal propensity
to consume refers to the rate of change in consumption to the
change in income.
Symbolically:

CMPC
Y

Where: =
C =Change in consumption
Y = Change in income

.
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Marginal propensity to consume (MPC) is the rate of change in the
average propensity to consume as income changes. In the table
4.2 MPC is constant at all level of income. The marginal propensity
to save (MPS0 can be derived from the formula.

MPC = 1 – MPS
MPS = 1 – MPC

Table 4.2
Consumption Function Schedule

(1) (2) (3) (4) (5) (6) (7)
Income
(Y)

Consumption
(C)

Saving (S)
(1) – (2) = (3)

APC
2 + 1 = 4

MPC
C

MPC = ------
Y

APS
1 – APC

MPS
1 – MPC

1200 1200 00 --- --- --- ---
1800 1700 1000 0.94 0.83 0.08 0.17
2400 2200 2000 0.91 0.83 0.09 0.17
3000 2700 3000 0.90 0.83 0.10 0.17
3600 3200 4000 0.88 0.83 0.12 0.17

Table 4.2 shows that as income increases from Rs. 1,200,
Rs. 2,400, Rs. 3,000, Rs. 3,600 etc., consumption also increases
from Rs. 1,200, Rs. 1,700, Rs. 2,200, Rs. 2,700 and Rs. 3,200
respectively. But each level of increased income increases
consumption at a constant rate. Therefore we get a straight line
curve which slopes upward from left to right. Figure 2.9 shows that
CC curve is linear consumption function curve which has positive
slope. If income increases from OY1 to OY2, consumption will also
increase from OC1 to OC2.

The net change in income y1 y2 (y1) leads to a net
change in consumption to the extent of C1C2 (C1 ). As income
increases, consumption also increases but at constant rate.

.
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Y
C

B
C2

Consumption 500 A
C1

C 600

Y1 Y2 X
Income

Figure 4.9

In figure 4.9 MPC is calculated as follows:

C C1
MPC= ---------- = ---------

Y Y1

C1C2 500 5
MPC= ----------- = ------- = ---- = 0.83

Y1Y2 600 6

In the above diagram and table the value of MPC is 0.83 at
all level of income. If the value of MPC is falling then the slope of
consumption function curve will be non-linear consumption curve
shows that as income increases consumption also increases but at
a diminishing rate.

Features of MPC:
(1) The value of MPC is greater than zero but less than one (0 <
MPC < 1)
(2) MPC cannot be negative (always positive)
(3) As income increases MPC may fall.
(4) MPC may rise; fall or constant depends upon subjective and
objective factors.

Relationship between APC and MPC:
(1) When the consumption function is linear (C = a + bY), MPC is
constant but APC is declining as income increases.
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(2) Ordinarily, APC and MPC both declines as income increases
but MPC declines at a faster than decline in APC.
(3) If consumption function line passes through the origin, APC and
MPC will be equal and constant

Significance of MPC:
(1) According to Keynes the value of MPC will always lie between
zero and one. (0 < MPC < 1)
(2) The MPC is important for filling the gap between income and
consumption through planned investment to maintain desired level
of income.
(3) The MPC is useful to the multiplier theory. Higher the MPC
higher will be multiplier and vice versa.

4.7 SUMMARY

The classical theory of employment deals with the determinants
of employment propounded by classical writers like Adam
Smith, Ricardo, Mill and others.

The classical theory was a supply oriented theory.

The classical economists were concerned with the long run
problems of growth of the economy, productive capacity and
efficient allocation of the given resources at full employment.

The main postulates of the classical theory of employment were
the following

Long term analysis
Full employment
Says law of markets
Interest rate flexibility
Wage rate flexibility

The classical theory believed in full employment as a normal
condition arose from certain basic assumptions - Says Law of
Markets. 6. The French economist J. B. Say believed that
"supply creates its own demand". This is the basic assumption
in the classical theory of employment. It implied that there will
be no problem of lack of demand. Every increase in production
is followed by a matching increase in demand.

J M. Keynes criticizes Say's law of markets on a number of
grounds like unrealistic assumptions of full employment, long
run assumption. Say's law is also criticized since it is one sided

.
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and neglects the demand side. It is also criticized that interest
does not equalize savings and investment. Classical theory
neglects the role of money. Keynes also criticized the Lessaize
faire policy of classical economists Wage cut policy is not a
practiced solution to solve unemployment problems. Moreover
the assumptions of perfect competition are unrealistic.

The world famous modern economist Lord J. M. Keynes wrote
a well known book “General theory of employment, interest and
money” in 1936.

The consumption function or propensity to consume refers
to an empirical income consumption relationship. It is a
functional relationship indicating how consumption varies as
income varies.

Consumption function is a simple relation between income (Y)
and consumption (C).

Symbolically; C = f (Y)

Consumption function is a schedule of various amounts of
consumption expenditure corresponding to different level of
income.

Average propensity to consume refers to the ratio of
consumption expenditure to any particular level of
income.(APC =C/Y)

Marginal propensity to consume refers to the rate of change in
consumption to the change in income.

Symbolically: CMPC
Y

4.8 QUESTIONS

1. What is the Say's law of markets? What are its assumptions?

2. Criticized the classical theory of employment?

3. Explain the theory of effective demand.

4. What is the Keynesian Consumption function?

5. Explain the concepts of APC and MPC.

.
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5
INVESTMENT

AND
THE PRINCIPLE OF ACCELERATION

Unit Structure
5.0 Objectives
5.1 Introduction
5.2 Investment Function
5.3 Factors influencing marginal efficiency of capital
5.4 Investment multiplier
5.5 Leakages of the Multiplier
5.6 Principle of Acceleration
5.7 Summary
5.8 Questions

5.0 OBJECTIVES

To study the concept of Investment Function.
To understand the marginal efficiency of capital (MEC).
To know the relationship between investment, MEC and rate
of interest.
To understand the factors influencing marginal efficiency of
capital.
To know the concept of investment multiplier.
To know the limitations (leakages) of multiplier.
To know the Principle of acceleration.

5.1 INTRODUCTION

The study of investment is important for the determination of
income and employment in macroeconomic analysis. We have
considered the concept of consumption function and the theories of
consumption in the unit No. 3. In this particular unit No. 4, we will
see the concept of investment and investment function. We will also
consider the concepts of investment multiplier in this unit. This unit
also covers the concept of acceleration. The concept of investment
is important for overall development of an economy.

.
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The concept of investment is important for the determination
of income, employment and production level of an economy. J. M.
Keynes has used the word 'Investment' as a real investment
which is made in the form of new factories, machines and finished
goods. According to Keynes, such type of real investment
increases income and production. In this particular unit No. 4, we
will consider the concept of investment function, multiplier, and
acceleration principle.

5.2 INVESTMENT FUNCTION

The investment function relates to inducement to investment.
There are two major tapes of Investment, from the point of view of
the theory of income and employment. These types are;

Autonomous investment: It is made by the government.
Which is not related to income or profit, such type of investment is
made for the development of roads, dams, public buildings and
other public utilities in the long run period.

Induced investment: It is made for only profit motive in a
capitalistic economy. Such type of investment is influenced by
private consumption. Induced investment is made by the people
due to the result of change in income and consumption, Thus
induced investment is governed by the profit motive.

Meaning of Investment Function:
Investment function refers to inducement to invest or investment

demand. Classical economists considered investment demand
simply as a decreasing function of the interest rate, that is,

I= f (i) f < 0 Implies inverse relationship

Where;
I = Investment demand;
i = stands for the rate of interest

Keynes states that the volume of investment (I) undertaken by
private entrepreneurs in the economy depends upon two factors:

1. The Marginal Efficiency of Capital (e):
2. The Rate of Interest (i) : Thus

I= f (e , I )

Inducement to invest depends upon these two factors.
Private entrepreneurs are induced to create investment only if there
is a positive different between the marginal efficiency of capital and
the rate of interest. The marginal efficiency of capital in conjunction
with the rate of interest determines the nature of demand for capital

.
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goods and the volume of new investment level of income, given the
propensity to consume.

A) Marginal Efficiency of capital :

Keynes has given the another name for marginal efficiency
of capital is expected rate of profit. In modern world, investment
policy involves great amount of risk. Due to the risk accepted by the
entrepreneur should be given expected economic benefit for which
he has invested the amount. Prof. Kurihara defines marginal
efficiency of capital is an expected income of capital and supply
price of capital.

According to Keynes, the Marginal efficiency of capital rely
on two factors i.e. prospective yield from the capital asset and
supply price of capital. The supply price of capital is the excess cost
made by producer for purchasing new capital assets. Sometimes
this supply price of capital is known as the replacement cost of new
machines. In this way, marginal efficiency of capital is determined
by the two factors expected return from capital and rate of interest.

The relationship between investment, MEC and rate of
interest is shown in the Table No. 5.1,

Table No.5.1
Determination of MEC and investment

Investment
(Rs. Crores)

MEC (%) Rate of Interest (%)

5 10 10

10 8 9

15 6 6

20 4 4

25 2 3

Table No. 5.1 reveals the relationship between investment,
MEC and rate of interest. When the amount of investment
increases from Rs. 5 Crores to 10 Crores, the marginal efficiency of
capital declines from 10% to 8% and the rate of interest also
deadlines from 10% to 9%. It happens due to the two reasons. One
is the larger investments on capital assets leads to minimize the
marginal efficiency of it, secondly the price of such type of capital
assets increases as per increase in demand.

We can explain this situation with the help of following figure No.
5.2

.
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Marginal efficiency of capital curve

Y D

S N

Marginal Efficiency of Capital

S1 P
MEC Curve

R
A A1

X
Investment (crores)

Figure No. 5.2

Figure No. 5.2 shows us the relationship between MEC and
investment on OX axis, investment is shown in the Rs. in crores
whereas on OY axis, marginal efficiency of capital is shown the
marginal efficiency of capital (MEC) curve. This curve shows us, as
the investment increases, MEC declines and vice-versa. So that the
slope of MEC is slowdown from left to right.

5.3 FACTORS INFLUENCING MARGINAL
EFFICIENCY OF CAPITAL

We can classify the factors affecting MEC in two categories, first
type is of short-run period and second is of long-run period factors
influencing marginal efficiency of capital in a private enterprise
economy. Now we will consider these factors in detail.

A) Short-run factors: The various factors affecting MEC on short-
run period are as follows.

1. Expected demand for the production: Expected demand for
commodity produced in a economy is one of the important
influencing factor of MEC. If the expected demand for products is to
be high level in future, the marginal efficiency of capital will be high.
On the contrary, if the demand for such type of products is to be
less in future, the MEC and volume of investment will be less.

2. Change in income: MEC and the level of investment is directly
related to the expected level of income, sudden changes in income
occurs due to the windfall gains of an economy. An increase into
the level of income in a short-run period stimulates the MEC and
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investment while a decline in the income of consumer decreases
the level of MEC and investment.

3. Propensity to consume : In a short-run period, if there will be a
possibility of increasing trend of propensity to consume, the MEC
and level of investment increases and vice-versa position of it.

4. Costs and prices: The future nature of costs and prices will also
one of the important influencing factor of MEC. If the expected
costs of commodity are to be declined, the size of investment
increases as well as MEC also increases. On the contrary, when
the expected prices of commodities sold by the entrepreneurs are
to be increased, the marginal efficiency of capital and investment
also increases.

5. Wages and rate of interest: MEC and investment depends on
wage rates as well as interest rates of the banks. If the wages and
interest rates of financial institutions are on high level or to be high
level, the production cost of commodity increases and MEC as well
as investment level decreases. On the contrary, if the wage rates
and interest rates are at lower level, the MEC and investment
increases.

6. Business environment: MEC and the level of investment
depends on business environment of an economy. The
entrepreneurs face the challenges of trade cycles. If the
environment of the economy is favorable to a boom stage, the MEC
and investment increases and vice-versa.

B) Long-run factors of MEC:
The various long-run period influencing factors of MEC are as
follows

1. Existing capacity of capital equipment: If the existing capacity
of capital equipment or machinery is not being fully used, the
excess demand for products should be fulfilled with these
machinery. In this situation MEC will be less, On the contrary, in
case of full use of existing capacity, the increasing level of demand
for products will be met by installing new capital equipment in a
industry which leads to increase in MEC.

2. Development of new areas: When the backward regions are
developed by the government through heavy investment in roads,
transport communication, electricity, agriculture, housing etc. the
marginal efficiency of capital increases.

3. Rate of growth of population: This is one of the important
influencing factors of MEC. When the population of a country
increases, MEC of private enterprises also increases due to the

.
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expansion in demand for the various commodities. On the contrary,
the declining rate of population decreases the marginal efficiency of
capital.

4. Rate of current investment: MEC depends on the current
investment, In a industry, If such type of rate of investment is
already high, then there is no scope for further increase in
investment, So that in this particular position MEC will not crease
in, But if the current rate of investment is low, there will be new
entrepreneurs willingness for, increasing investment in different
units in a industry which leads to MEC in a economy,

5. Technological progress : Technological progress in agriculture
and industrial sector always leads to rise in marginal efficiency of
capital, New technology or invention in the production increases
marginal efficiency of capital,

Thus above mentioned factors affect MEC. Apart from all
above factors, Government policy, trade cycles etc. factors also
determines the nature and size of MEC.

5.4 INVESTMENT MULTIPLIER

The multiplier is an important concept used in macro-
economics. This concept was developed, by R.F. Khan in 1931 in
his article, Relation of home investment to unemployment, the
concept of multiplier developed by Khan is known as employment
multiplier. Keynesian multiplier concept is based on marginal
propensity to consume (MPC)

The multiplier theory explains the effect of changes in the
investment upon the consumption expenditure and the resulting
generation of income. The theory of multiplier is an integral part of
the General theory of employment since it establishes a precise
relationship between aggregate employment and income and the
rate of investment, given the marginal propensity to consume
According to the multiplier theory, when there is an increment of
aggregate investment, income will increase by an amount, which is
K times the increase of investment. It explains the cumulative
effects of changes in investment on income through their effects on
consumption expenditures. It helps us to understand the dynamic
process of income generation.

According to Keynes, multiplier is the ratio of final change in
income to the initial change in investment, the concept of multiplier
is explained in the following formula,

K = multiplier
Y = change in income
l = change in investment,

.
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According to Samuelson, multiplier means "the number by
which the change in investment must be multiplied in order to
present us with the resulting change in income.

The multiplier is determined by the propensity to consume,
the relationship between the MPC and the investment multiplier is
shown by the following arithmetic formula,

1
1

K
MPC

For example, if MPC is 3/4 the multiplier will be

1 1 4
1 3 / 4 0.25

K

Assumptions of Multiplier:

The Keynesian Concept of investment multiplier is based on the
following assumptions:-

1) The MPC is constant.
2) The concept of multiplier is applicable to the economy based on

industry.
3) Closed economy is another assumption.
4) There should be net increase in investment,
5) There is unemployment in a economy.
6) Monetary and fiscal policies remain stable so that they do not

affect the propensity to consume.
7) Induced investment is made in an economy.
8) Excess capacity exists in the economic system. The assumption

is that the economy operates at less than full employment.
9) No time lags between successive expenditure on consumption

in the process of multiplier.
10)Resources required for the production process are available in a

economy.

Working of Multiplier:
Explains the cumulative effect of a change in investment on

income via consumption expenditure, It is the mechanism through
income and investment expansion. Now we will see the functioning
of multiplier with the help of following assumed example.

.
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Let us suppose that MEC is 4/5 i.e. 75% The initial
investment is Rs 1000 crores, The process of income generation
from the original (initial) investment is shown in the Table No 4,2.

Table No 5.2
Working of Multiplier

MPC= 4/5

Period of
Multiplier

Initial
Investment

(Rs)

Increase in
Income
Y (Rs)

Increase in
Consumption (Rs)

0 1000 800 800

1 - 800 640

2 - 640 512

3 - 512 410

4 - 410 328

5 - 328 262.4

- - -- --

- Total Rs.
1000/-

Rs.5000 Rs.4000

Table No 5,2 shows us the process of working of multiplier in
a economy, in the various stages. The initial (originally) investment
is assumed of Rs. 1000/- The MPC is 4/5 so that in the phase or
stage, increase in consumption expenditure and induced income is
of Rs. 800/-

The second stage, we observe that induced come in and
consumption expenditure becomes Rs 640/- and Rs 512 /-
respectively. In this way the working of multiplier process is going
on up to the level induced income and expenditure on consumption
becomes O, Thus. With the help of original investment of Rs.1000/-
the economy can grow induced income and consumption of Rs
5000/- and Rs. 4000/- respectively, It denotes that multiplier
becomes 5, the process of multiplier is the cyclical effect of induced
income and consumption. The concept of investment Multiplier is
shown with the help of following figure No. 5.3

.
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Y N = C + S

E2 C + I + I1

N1 E1 C + I
Consumption/
Investment C

N E

C

X
Income

Figure No. 5.3

OX axis shows the change in income and OY axis
consumption and investment is shown. Above figure shows us the
working of multiplier in a 4/5 MPC ratio. Zero saving condition
shown on line ON. E, E1 and E3 are the three equilibrium points
which shows us the changes in income and investment level of an
economy. The equilibrium point E2 denotes the zero savings
situation. Thus, the process of working of multiplier depends on
MPC.

5.5 LEAKAGES OF THE MULTIPLIER

The concept of multiplier seems to be very attractive
theoretically, but in practice, the functioning of multiplier arises
some limitations or leakages. These limitations of multiplier are as
follows. They are;

1. Increase in the MPS: The higher the marginal propensity to
save, the greater the leakages of additional income out of the
income. In a dynamic economy, the MPC or MPS is not constant.
With increases in income MPS rises. As a result, the multiplier
value may fall.

2. Debt Cancellation: Paying back of debts taken by people
reduces the value of the multiplier since consumption is reduced.
3. Hoarding Idle Cash Balances: If people prefer to hold liquid
cash than spend it on consumption goods, it will lead to a leakage
from the income stream and reduce the value of the multiplier.

.
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4. Imports: the income spent on imports will not lead to income
generation within the domestic country, and hence leads to a
restriction of the value of the multiplier.

5. Purchase of Old Shares and Securities: If the newly generated
income is used to buy old stocks, shares and securities,
consumption will be less and as a result, the value of the multipliers
will be low.

6. Inflation: Rise in the prices adversely affects the real
consumption of people. Hence consumption will not increase during
inflation. This also affects the value of the multiplier.

Shortcomings of the Multiplier:

1. It is a static phenomenon: it does not explain the dynamic
change. It explains the process of income propagation from one
point of equilibrium to another under static assumptions. The actual
sequence of events is not explained.

2. It is a timeless phenomenon: Keynes assumed an
instantaneous relationship between income, consumption, and
investment. However, there are time lags between consumption
and income. Hence according to modern economists, multiplier
effect takes time to make an impact.

3. No Empirical Evidence: There is no empirical evidence to prove
the operation of multiplier effect. It does not tell us anything about
the real world.

4. It gives too much importance to Consumption: According to
Gordon the emphasis is exclusively on consumption only.

5. Neglected the Derived Demand Phenomenon of Investment
in Capital Goods Sectors: The theory has neglected the derived
demand phenomenon of investment in capital goods sectors. It fails
to establish a relationship between the demand for capital goods
and consumption goods.

6. It is a Myth: Some economists like Prof. Hazlitt hold that the
multiplier concept is only a myth there cannot be a precise
mechanical relationship between investment and income

5.6 PRINCIPLE OF ACCELERATION

The Principle of acceleration is used in macro economics in
respect of derived demand and investment impact. This concept
was developed by J. M. Clerk in 1917. After all it was further
developed by Hicks, Samulson, Harrod and Keynes in business
economics. This principle gives us an explanation about the
fluctuations in an economy especially capital goods industry.

.
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The acceleration principle simply tells us when income
increases the demand for consumption goods and capital goods
also increase. The acceleration is the coefficient of the ratio
between induced investment and initial change in consumption
expenditure. Now we will realize this principle by the following
formula.

Where
a = acceleration

= change
I = Investment
C = Consumption

Thus, accelerator shows us the effect of change in income
on investment. The principle of acceleration is based on the
following assumptions.

Assumptions
1) Capital output ratio is constant.
2) Resources are available for production process.
3) There is no excess capacity in existing industries.
4) The supply of capital and credit money is elastic.
5) Investment leads to increase in the production immediately.

Working of Acceleration :

The working of Acceleration is explained by assumed example
given in the Table No. 5.3

Table No. 5.3
Working of Acceleration

* Rs. in Crores
Period Out put

Capital
Desired

Investment
Replacement
Investment

Net
Interest

Gross
Investment

1 100 200 20 0 20

2 100 200 20 0 20

3 110 220 20 20 40

4 120 240 20 20 40

5 150 300 20 60 80

6 170 340 20 40 60

7 170 340 20 0 20

8 160 320 20 20 0

Table No. 5.3 clears the working of acceleration principle
within the assumed capital output ratio 2. Table also shows us the
changes as per desired capital and gross investment in a economy,



74

gross out put in a economy is depending on the replacement
investment and net investment. When the economy is moving
downwards, the gross investment can fall upto zero which is shown
in 2 and 7 that period stage.

Thus, the functioning of acceleration principle in a economy
is the effect of change in income on consumption and investment.

Limitations of the Accelerator :

The principle of acceleration is based on rigid assumptions so that
this principle has the following limitations.

1. According to critic the assumption of constant capital output
ratio is not possible in modern dynamic world. the capital output
ratio does not remain constant due to the phases of business
cycle.

2. The principle of acceleration assumes that increasing demand
for output immediately leads to induced investment, But there
may be a time lag for this process of new investment to be
generated.

3. This is assumed that the finance will be generated easily for
induced investment. But according to the critics, if the finance
will not available for investment, the working of acceleration
stops.

4. Acceleration principle assumes that there is not excess capacity
in a economy in respect of consumer goods industry. But if
excess capacity is available, then an increase in demand for
such commodities will be met with the existing capacity, and the
accelerator will not in working condition thereon.

5.7 SUMMARY

The study of investment is important for the determination of
income and employment in macroeconomic analysis.

J. M. Keynes has used the word 'Investment' as a real
investment which is made in the form of new factories,
machines and finished goods.

There are two major tapes of Investment,
Autonomous investment:
Induced investment:

Investment function refers to inducement to invest or investment
demand.

.
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Classical economists considered investment demand simply as
a decreasing function of the interest rate, that is,

I = f (i) f < 0

Keynes states that the volume of investment (I) undertaken by
private entrepreneurs in the economy depends upon two
factors:

The Marginal Efficiency of Capital (e):
The Rate of Interest (i) : Thus

I = f (e , I )

Prof. Kurihara defines marginal efficiency of capital is an
expected income of capital and supply price of capital.

According to Keynes, the Marginal efficiency of capital rely on
two factors i.e. prospective yield from the capital asset and
supply price of capital.

The multiplier is an important concept used in macro-
economics. This concept was developed, by R.F. Khan in 1931.

The concept of multiplier developed by Khan is known as
employment multiplier. Keynesian multiplier concept is based on
marginal propensity to consume (MPC)

The multiplier theory explains the effect of changes in the
investment upon the consumption expenditure and the resulting
generation of income.

According to Keynes, multiplier is the ratio of final change in
income to the initial change in investment, the concept of
multiplier is explained in the following formula,

The Principle of acceleration is used in macro economics in
respect of derived demand and investment impact. This concept
was developed by J. M. Clerk in 1917.

The acceleration principle simply tells us when income
increases the demand for consumption goods and capital goods
also increase.

Acceleration principle can be express by the following formula.

.
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5.8 QUESTIONS

1. Write a note on Keynes investment function.
2. What is meant by Marginal Efficiency of Capital? Examine its

role in the Keynesian theory of employment.
3. Discuss the main factors influencing marginal efficiency of

capital?
4. What is Investment Multiplier? How does it works?
5. What are the limitations of multiplier?
6. What is an Accelerator? What are its limitations?

.
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6

Module 3

MONEY AND INFLATION

Unit Structure :
6.0 Objectives
6.1 Introduction
6.2 Evolution of Money
6.3 Concept and Definition of Money
6.4 Functions of money
6.5 The money supply (concept & Definition)
6.6 Constituents of money supply
6.7 Determinants of money supply
6.8 Velocity of circulation of money
6.9 Factors affecting velocity of circulation
6.10 Measures of Money supply in India
6.11 The New Monetary and Liquidity Aggregates
6.12 Liquidity Aggregates
6.13 Summary
6.14 Questions

6.0 OBJECTIVES

To know the meaning of money.
To know the Evolution of money overcoming the problem of
barter economy.
To understand the functions of money.
To know the supply of money.
To study the constituents of money supply.
To know the Determinants of Reserve money and money
supply.
To understand the velocity of circulation of money.
To study the measures of money supply in India.

.
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6.1 INTRODUCTION

Money is an important & indispensable element of modern
civilization. In ordinary usage, what we use to pay for things is
referred to as money. To a layman, thus, in India the rupee is the
money, in England the pound is the money and in America the
dollar is the money. But to an economist the rupee, Pound or dollar
are merely debarment units of money. Hence the question still
remains, what is money? How will you define it is scientific terms?

6.2 EVOLUTION OF MONEY

At the very heart of nearly all economic lies the institution of
money. Money is the pivot ground which the science of economics
rotates. Modern economic activities are enfolded in the government
of money. A major portion of the subject-matter of economics is
concerned with the functioning & mall-functioning of money. Money
is used to lubricate the mechanism of exchange & also provides
and important ingredient of one’s asset-Portfolio.

Yet exchanges were possible in moneyless economies, viz
the ‘Barter system’ in which goods ware exchanged for goods or
services. However endless delays & inconveniences were involved
in Barter exchanges . The barter system of direct exchanges
necessitated the prevalence of double coincidence of wants Viz
that ‘A’ must possess what ‘B’ wants and ‘B’ in turn must possess
and be ready to offer what ‘A’ wants. In the absence of such double
coincidence of wants exchange was not possible.

The barter system lacked common measures of values. In
barter system value of each commodity was required to be
expressed in term of other commodities. There was no common
measuring rod in terms of which values of all commodities could be
expressed. It was also difficult to make fractional payments
especially when goods to be exchanged were indivisible, besides it
was also difficult to make Fractional payments especially when
gods to be exchanged were indivisible, Besides it was also difficult
to tore and accumulate wealth. For in order that wealth could be
stored the traded that wealth could be stored the traded goods
should possess the attributed goods should possess the attributes
durability as well as reasonable degree of stability in their own
value.

The existence of pure barter was possible in simple and
primitive economics when needs of man were simple and the
progress of civilization the difficulties of barter made it necessary
for the people to find out some way of over coming them. A need

.
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was felt to evolve a common medium of exchange in term of which
the values of all the commodities could be conveniently expressed.

The History of the discovery and evolution of money present
an interesting study of ingenuity of the mind of primitive man to
enable him to consume what he did not directly produce. The
development of money is, in a way an epitome of the history of
civilization. ‘Lester chandler’ has given an exhaustive list of the
commodities that have served as the media of exchange such as
day, sea –shell, teeth, cattle, goats, sheep, pigs, rice, tea, tobacco,
wool, salt, wine, leather, precious metals such as silver and gold,
base metals such as Aluminum, copper, nickel etc.

However a good medium of exchange must possess certain
qualities such as general acceptability, durability, portability,
transferability, divisibility and certain degree of stability in its own
value, and thus eventually metallic coins and paper money come to
be accepted as medium of exchange.

Geoffrey crowther says about money that.

“Money is one of the most fundamental of all man’s
inventions money is the essential invention on which all the
rest is based.

6.3 CONCEPT AND DEFINITION OF MONEY

According to Harry Johnson, there are two approaches to
the definition of money.

1) Conventional Approach:
2) The Modern Approach:

i) The Chicago Approach:
ii) Gurley and show Approach:
iii) The central Bank Approach:

1) The conventional Approach :-

First we have descriptive definition which try to define Money
with reference to some of its Functions. Hartley saying ‘Money is
what money does’ explained its four functions, viz the medium of
exchange ,The measures of value, the standard of differed
payments ,and the store of value.

Secondly, a group of economists including R.G. Howtrey and
knapp have based their definitions on the ‘state theory of money ‘
adopting a purely legalistic view. They have argued that a
commodity acquires the characteristics of general acceptability only

.
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when it is made a legal tender by the sate. In other words, they
believe, that a commodity would not function as money unless it
had the necessary backing of the state.

Finally, some other economists have specifically
emphasized the characteristics of general acceptability.
Seligman’s definition it this category is very precise and pertinent
in this words.

“Money is anything that possesses general
acceptability.”

2) The Modern Approach

According Modern economists Broadly they have three
approaches to define money.
i) The Chicago school approach
ii) Gurley and show approach
iii) The central Bank Approach

i) The Chicago school approach

The famous Chicago university group of monetary theorists
led by Milton Fried man has adopted a broads definition of money.
Friedman and Schwartz assert that. ‘The definition of money is
to be sought for not on grounds of principle but on the ground
of usefulness in organizing our knowledge of economic
relationship.”

Following this approach Friedman, Phillip canan, David Fand
, David Meisellman, and A.J.schwartz define money as Currency
plus total commercial bank deposits adjusted. In Friedman’s own
words ‘Money is anything that serves the function of providing
a temporary abode for general purchasing power.”

Friedman and his follow assert that time deposits are
convertible into cash on asking and are thus almost liquid.

ii) Gurley and show approach:-

John G. Gurley and Edward S. Show in their major
theoretical work entitled “Money in a theory of finance” contend that
“the concept of money relevant for monetan theory and policy
should include the liabilities of non-bank financial
intermediaries together with currency and commercial bank
demand and time deposits.

So that the Gurley & show approach to the definition of
money is broader than the Chicago school approach.

.
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iii) The central Bank Approach:-

The Radcliffe committee followed what is know as the
Central Bank approach to the central Bank approach to the
definition of money. The Radcliffe committee adopted a still wider
concept of money. It defined money in tern of credit funds lent to
borrowers .

According to this approach, since there is similarity between
currency and other means of financing purchases, there is strong
case for adopting a broader definition of money.

Having disused the various approaches of definition of
money we shall now consider the definition of other economists.

Definitions of Money :-

‘Money is one thing that possesses general acceptability’.
-Seligman

‘Anything which is commonly used and generally accepted
as a medium of exchange or as a standard of value.”

-R.P.Kent

‘Money is that commodity by delivery of which debt –
contracts and price contracts are discharged and in the
shape of which a store of general purchasing power is
hold.”

- Keyenes

‘ Money can be defined as a general acceptable means of
payment’.

-Fredric Berham

‘Money is anything that passes Freely from hand to hand as
a medium of exchanged and generally received in find
discharge of debs.”

- Richard Ely.

6.4 FUNCTION OF MONEY

To search the answer of ‘What does money do? We
have to know the functions of money. The functions of money can
be categorized in following three categories.

.



82

a) Primary Functions b) Secondary Functions c) Contingent function

A) Primary Function :-

Some of the functions of money are of great
importance and thus are known as primary function. These are the
basic functions of money which facilitate a smooth functioning of
any modern and monetary economy. They are as follows.

1) Money as a Medium of exchange :-

The fundamental role of money in an economic system is
to serve as a medium of exchange or as a means of payment. On
account of its general acceptability as a medium of payment money
has ready purchasing power and becomes a circulating medium of
exchange money facilitates the multiple exchange of goods and
services with minimum efforts & time.

In Barter system there was direct exchange between
goods for goods or services i.e.

In a money economy, goods can be exchanged for money
and then money can be exchange Means money as a medium of
exchange, permits an exchange of goods and services that need
not be simultaneous.

This is perhaps, the most significant Property of money in a
modern complex economy. Being a generally acceptable medium
of exchange, money obviates the main difficulty of the barter
system the need for the double coincidence of wants and quickens
the process of exchange transaction.

Through its physical substance does not have much
relevance to the ability to perform its task as a medium of exchange
in order that it becomes a good circulation medium, money should
possess certain attributes such as uniformity, cognizability,
durability, portability, divisibility, and general acceptability.
Uniformity or homogeneity and its cognizable characteristics
facilitate money’s universal acceptability as a many of payments; it
durability confers on money its role of purchasing power, its
portability is desired for divisibility facilitates the smooth operation

GOODS GOODS

Functions of money

.
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of small and big transactions and its general acceptability
generates public confidence in money.

3) Money as a unit of Account :-
The second Primary function of money is to act as a unit of

account or a common measure of values. Money measures the
value of all goods and services. In fact money expresses the value
of each goods and service in term of its price. Such an expression
gives rise to the price system. Money in fact acts as means of
calculating the relative prices of goods and services. In this sense,
it has been regarded as a unit of account for instance, the rupee is
the unit of account in India the dollar the unit of account in U.S.A
and so on.

The use of money as a unit of account in a monetized
economy is a great technological improvement over the barter
system. It is enough for people to know the relative prices of
different goods, and there is no need for them to remember multiple
cross- relationships of the exchange. Value of these goods.

Money is thus regarded as man’s most useful and
revolutionary invention. It has provided a language of economic
communication and since it is a common measure of value, money
makes possible a smooth operation of the price system or market
mechanism in a modern economic society. It keeping accounts,
calculating profit & loss and costing, the aggregate real output of
the economy of nation can be measured as national income in
monetary terms.

In short as a pure unit of account, money is just a measure
like the meter or the kilogram. It is viewed in an abstract sense. As
a medium of exchange, however, money is viewed with some
physical attributes.

B) Secondary functions :-

1) Money as standard of Deferred payments :-
Deferred payment imply payment to be made at some

future date. They are mostly in the from of repayment of Loans in
Future. All debts are taken in money. Under barter it was easy to
take loans in the form of cattle or grains etc. but difficult to repay in
term of such perishable goods in the future. Money links the
present values with those of future. It simplifies credit transactions.

Since a barter economy lacks a standard of deferred
payments, its progress is dull and slow. In the barter system credit
transactions were not possible, But under the system of money
exchange, such types of transactions are made Frequently.

.
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In modern economy, however money acts as a means of
setting indebtedness or measuring deferred payments or future
payments. Thus loans settled in terms of money.

2) Money as store of value.
Money acts as an efficient store of value. The function of

money as a asset to hold. Holding of money enables a person to
avoid the time and effort which would otherwise have to be involved
in synchronism market exchanges (as in the barter system) Money
being a permanent abode of purchasing power holds command
over goods and services all the times – present as well as future.
To hold money or to keep cash balance in fact becomes a form of
wealth because it confers power on its holder to claim real goods
and services.

It is a convenient means of keeping any income which is
surplus to immediate spending needs and it can exchanged for the
required goods and services at any time.. Rather than keeping
their wealth in non-liquid assets such as house, or less liquid assets
such as house, or less liquid assets such as shares, money people
in modern societies proper to keep their wealth in the form of
money. The function of money as an asset is the direct result of
one of the most important properties of money namely its liquidity.

In short, we want to store wealth and money serves the
purpose. It is a way to store wealth. In the words of stonier and
Hague, ‘It is a form in which wealth can be kept in fact from one
year to next. Money is a bridge from the present to the Future. It is
therefore essential that the money commodity should always be
one which can be easily and safely stored.”

However money does not work as a store of value during
inflation. When prices rise, value of money diminishes and thus
creditors stand t lose as borrowers will always pay back less in term
of value. If prices fall borrowers lose and lenders gain. But we live
in an era of steadily rising prices thereby putting some limitation on
money as a store of wealth. As a result , interest rates on loans go
higher to compensate for falling value of money and borrowers are
willing to pay higher rates as they except to repay loans with lesser
value of money.

We may thus summarizes these functions of money with the
following statement.

“Money is a matter of functions four A Medium, a
measure, a standard, a store”.
Besides these primary and secondary functions, kindly opines that
money in modern times also performs certain ‘Contingent
functions.’
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C) Contingent functions of Money :-
Money performs some more functions which called

contingent or incidents functions. According to prof. David kinely
they are as follows.

1) Liquidity:-
Money is the most liquid of all assets in which asserts are

held. It is the most liquid form of capital it can be put to any use.
Money can be easily converted into any type of assets and likewise
any assets at any time can be converted into money Because of
this quality that money possesses, capital is transformed from less
productive uses to more productive area. The quality of liquidity of
money has improved mobility of capital.

2) Basic of credit system :-
Money is at the base of the credit system. Business

transactions may be either in cash or credit. Credit economizes the
use of money but money backs up all credit transactions.

A bank can not create credit without having sufficient money
in reserve. The credit instrument drawn by businessmen supported
by their bankers. Money provides the liquid base of the banking
system. If money is removed from its existence then the banking
system will collapse.

3) Equalizer of Marginal Productivities :-
While a consumer is concerned with marginal utilities, a

producer with marginal productivity. He would maximize production
and profit when marginal production are equalized. In other words,
he equalizes marginal productive of each factor with its price. Price
of a factor is nothing but the reward that a factor owner receives
which is in term of money. Thus even in this respect, money plays
an important role.

4) Equalizer of Marginal Utilities :-
Money act as an equalizer of marginal Utilities for a

consumer. A rational consumer seeks maximization of satisfaction
by spending a given sum of money on various goods he wants to
buy. Prices of goods indicate their Marginal utilities and are
expressed in money. Thus money helps in equalizing marginal
utilities of various goods. This happens when ratios of marginal
utilities and price of various goods are equal. This is known as the
law of Equal – marginal utility e.g. a consumer wants to spend his
given money on the purchase of three goods A, B and C then to
derive maximum possible satisfaction he will arrange his
expenditure on them as follows .

.
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MU = Marginal Utility ; pr = Price.

5) Measurement and Distribution of National Income :-
It was not possible to measure National income under

Barter system Money helps in measuring the national income. As
we kwon national income is the total value of various goods and
services produced in a country expressed in term of money.

Money also helps in the distribution of national income.
Rewards of factors of production in the form rent, wages, interest &
profits are determined and paid in terms of money.

Check your progress :

1. Explain the Evolution process of money.
2. Define the concept of money.
3. Explain the Primary Functions of money.
4. Explain the Secondary Functions of money.
5. Explain the contingent Functions of money.

6.5 THE MONEY SUPPLY – CONCEPT & DEFINITIONS

For any policy formulation the money supply is a key
variable. In modern economy money being a complex
phenomenon. For the monetary economists defining money supply
has always been a difficult task because there are differences of
opinions on conceptual and empirical grounds on the question of
the composition of money supply in a country.

In a broad sense however, the term money supply refers to
the total stock of domestic means of payments which is held by the

CA B
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public. Here, public refers to local government bodies, etc. all
categories of holders of money other than the state Treasury,
central & commercial Banks, all being money creating agencies.

The cash balances held by the central Bank and in
treasuries are not to be considered as part of money supply since
they arise out of the non-commercial and refers to the stock of
money held by the public in disposable form only. Thus, money
supply is the quantity or stock of money which is held by the
commercial banks in their tills as cash reserves and with the central
bank, and the money stock held by the central bank in non-
disposable form is obviously not regarded as money supply in the
economy.

Definition :-
“Money supply refers to the amount of money which is

in circulation in an economy at any given time.”

It follows that, at a point of time, the total stock of money and
total supply of money differ in an economy. Stock of money held by
the public is considered as money supply and the rest that lies with
the money – creating agencies (central Bank, Commercial Banks,
and state treasury) is not a part of money supply.

When viewed over a period of time, money supply becomes
a flow concept. A unit of money is spendable as well as re-
spendable. Thus, it may be spent several times during a given
period, passing from one hand to another. The average number of
times a unit of money circulating form one hand to another in the
spending process during a given year is referred to as the ‘velocity
of circulation of money.’ The flow of money is measured by
multiplying a given stock of money held by the public with the
velocity of circulation of money.

According to fisher, the flow of money supply over a period
of time is MV where M=stock of money held by the public and V=
velocity of circulation.

6.6 CONSTITUENTS OF MONEY SUPPLY

According to monetary analysists, there are different views
regarding composition of money supply. These views may be
classified into following two approaches.

A) Traditional Approach

B) Modern Approach
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A) Traditional Approach :-
According to the traditional approach, the money supply is

composed of.
a) Coins.
b) Currency Notes
c) Demand Deposits

a) Coins :-
in India, coins are issued by the government. However,

when coins are to be issued by an institution other than
government, some conditions have to be laid down with regard to
the purity and weight of the coins to prevent cheating.

In the days of metallic standard along with token coins which
are still in use, most countries issued full bodied standard coins. In
a managed currency system which India presently has, full bodies
coins have no useful purpose to serve.

b) Currency Notes :-
Currency notes have been issued by central banks as well

as government but now in most countries including India, the
responsibility of issuing paper money has been assigned to central
banks. Currency note may be representative, convertible or
inconvertible. The representative currency notes were issued under
metallic standards. Viz. the gold standard and silver standard.

The purpose of issuing representative paper money was to
avoid cost of minting coins and the wastage of metal resulting from
their circulation. In this system, however the quantity of currency
was limited by the stock of bullion and, thus, the supply of money
remained as much inelastic as under full – bodies coinage. With the
use of convertible paper money, monetary authorities got some
discretionary power to determine the quantity of money and this is
turn introduced an element of elasticity in money supply.

The emergence of inconvertible paper money was landmark
in the monetary history. Now not only in India but even in the
developed countries of the west including U.S.A only inconvertible
currency notes are being issued by the central banks. In nature
these currency notes are promissory notes. Precisely what quantity
of money will be in circulation is no longer decided by the stocks of
gold and silver and their non monetary uses. Monetary authorities
keeping in view the objectives of economic policy, decided the
quantity of money that will serve the interests of the society best.

C) Demand Deposits :-
Most commercial Banks accept two types of deposits viz, the

time deposits and the demand deposits. The time deposits are
received for specified period and are not chequeable, whereas the

.
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demand deposits being chequeable can be withdrawn as and when
the need arises. Therefore, it is very natural for the people to
consider demand deposits as goods as the money kept in their own
vaults..

Commercial banks are companies which operate with the
purpose of making profits for their shareholders. They receive
deposits form private persons, companies, public corporations etc.
and use this amount as a base for granting loans at lighter rate of
interest to others. To maximize its profit a bank will lend as much as
possible; of course, it can never take the risk of going beyond what
is considered a sale limit.

Now let us explain now a commercial bank is able it lend
money which is liable to return to depositors when they demand it.
Enemy banker knows that the people who make demand deposits
seldom withdraw more than a small fraction of their balances at any
one point in time. Mostly they prefer to settle debts by writing
cheques and tens no cash need actually change hands. In this
system all the banks have to do is to make book entries the
account of the payee or the creditor is credited and that of the
drawer of cheques debited. The fact that payment by cheques does
not involve any transfer of cash enable the bank a) To lend
deposits and b) to create deposits the order to extend its lending
activities . Use of demand deposits is both convenient and safe.
Cheques are convenient because they can be written For the exact
amount of payment. For transaction involving huge payments,
use of currency has been found not only inconvenient, but unsafe
also, Cheques provide a record of expenditure and therefore in the
event of dispute the matter can be settled easily

B] THE MODERN APPROACH:-
According to the modern approach, money supply should

include money as well as near money. Thus in a wider sense, the
money supply is composed of a) coins b) Currency notes c) Bank’s
demand deposits d) Time deposits with Banks e) Financial assets
such as deposits with non Banking financial intermediaries like the
unit trust building societies post office saving banks, etc f) Bills-
Treasury & Exchange Bills g) Bonds and equities.

In short, the modern view extends the phenomenon of
money to the whole spectrum of liquidity in the Asset portfolio of
individuates in a modern economy.

This controversy about the components of money supply has
arisen on account of the difference of opinion regarding the
significance and relationship between money supply and price level
and the efficiency of monitory policy in a modern economy.
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6.7 DETERMINANTS OF MONEY SUPPLY

Presently there are broadly two different opposite
approaches to the supply of money.

The monetarists are of the view that the supply of money is
preliminary determined exogenously by the central Bank.

The Keynesian led by Nicholas Caldor hold that the total
money supply in the economy is mainly determines endogenously
in response to the economy’s need for money. The Keynesian
approach started by A.B.cramp. He states,. “It is strongly arguable
that, in practice, the quantity of money has been largely determined
‘endogenously’ by the demands / needs of economy rather than
‘exogenously’ imposed on the economy by the central bank as
monetarist doctrine presumes.”

Most modern economist however take a balanced view. In
their opinion. The supply of money in an economy depends on the
degree of responsibility and the judgments of the central bank and
the supply response of the commercial banks to the demand for
credit. There is no doubt that the total supply of money is
determined by the following.

1) The central Bank
2) Commercial Banks, and
3) The public.

1) The central Bank affects the supply of money by controlling the
total issue of high powered money. The total supply of nominal
high powered money issued by the central Bank consists of,

i) The nominal currency held by the public &
ii) Cash reserves held by the commercial banks against their
deposit liabilities.

2) Commercial banks by creating credit determine total amount off
nominal demand deposits.

3) The pubic influences the size of nominal currency in hand &
thereby affects the excess cash reserves of commercial banks
which, in turn, exercises its influence on the amount of nominal
demand deposits of commercial banks .

Now we can see that the joint behavior of the central bank,
commercial banks and the public determine the supply of money.

The total supply of money consists of the currency held by
the public and the demand deposits. Thus we may writs.

.
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M = C + D ……….. (1)
Where M = the money supply

C = Currency.
D = Demand deposits.

The total supply of high powered money (H) is the sum of
currency, required reserves and excess resaves. This may be
written. As follows;

H = C + RR + ER …….. (2)
H = the supply of the high power money
C = currency
RR= Required cash reserves kept by the commercial

banks.
ER= Excess cash reserves kept by the commercial

banks.

The commercial banks.
The ratio of money of money of high – powered money, therefore is

M D C
H C RR ER

……….…….. (3)

By dividing both the numerator and the denominator of this
expression by D we obtain.

1M C
H C R E

…………..… (4)

Where
C = The ratio of currency to demand deposits (C/D )
R = The legal minimum reserves requirement (RR/D)
E = The ratio of excess reserves to demand deposits (ER/D)

If e is zero, the right hand side of equation (4) reduces to 1 + C
This implies that C + r

1M C
H C r

……………. (5)

This statement of
M
H
is purely definitional and may be

described as the incremental money multiplier.

6.8 VELOCITY OF CIRCULATION OF MONEY

To find out the supply of money over a period of time, we
have to under stand the concept of ‘the velocity of circulation of
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money.; total money supply in an economy is affected to a very
large extent by the velocity of circulation of money decreases it will
decrease the money supply & if it increases the supply of money
also increases.

The supply of money is a stock at a particular point of time &
to find out the supply of money over a period of time we have to
understand the velocity of circulation of money. The main function
of money is Medium of exchange so a unit of money may be spent
several times during a given period.

“The Average number of times money is transferred
from one person to another in a given period of time is known
as the velocity of circulation of money.”

In algebraic from, the supply of money is MV, here M stands
for total supply of money & V stands for velocity of circulation that
means the supply of money during a given period of time is the total
amount of money in circulation multiplied by the average number of
times it has changed hands during that period.

6.9 FACTORS AFFECTING VELOCITY OF
CIRCULATION

The Following Factors affect the velocity of circulation.

1) Quantity of Money:-
The velocity of circulation depends upon the quantity of

money. If the supply of money in an economy is very small than its
requirements, a unit of money is used many more times for
exchange purpose.

2) Credit Facilities:-
The growth of financial institution also affects the velocity of

circulation of money. If the lending & borrowing facilities expand,
then the velocity of circulation of money increases & vice versa.

3) Propensity to consume:-
If the propensity to consume is high the velocity of circulation

will be high and if propensity to consume is low, means higher
savings, then velocity of circulation of money will be lower. Higher
the savings, the lower would be the velocity of circulation of money.

4) Payment system:-
The payment systems in an economy can also affect velocity

of circulation of money. If the settlements of the bills for goods
takes places. Frequently & if the payments of wages of labour is
made frequently then the velocity of circulation of money will be
high and vice versa.

.
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5) Distribution of National Income;-
If the distribution of National income is equal, the velocity of

circulation of money would be higher because in such condition the
propensity to consume of poor people is greater.

But if the distribution on income is unequal then the velocity
of circulation of money will be low as rich people have a low
propensity to consume.

6) Liquidly preference:-
The desire to hold the money is know as liquidity preference.

If people have greater preference for keeping cash balances, the
velocity of circulation of money would be law and if their preference
for cash balances is low then the velocity would be high.

7) Speed of transportation of money:-
The rapidity of transportation of money also determines the

velocity of circulation more rapid transportation of cash and
cheques increases the velocity of circulation of money in a
community or in urban area if banking habits are more, deposits
money will circulate more, while in rural area, where banking
facilities are not adequate cash velocity will be low.

8) Growth in Trade:-
If there is increase in the volume of trade, it will lead to an

increase in the number of transactions & so that the velocity of
circulation of money will be high.

9) Business conditions:-
Prosperity and slump conditions in business can affect the

velocity of money. Velocity of circulation of money increases during
the period of prosperity as transactions are rapid. But in a slack
season of business there is uncertainty in income & profit so the
velocity or circulation of money is low.

Means during inflation the velocity of circulation of money
increases while during deflation It decreases.

10) Regularity of income Receipts:-
If people receive their income at irregular intervals, the

velocity of circulation of money will be very low because people will
like to hold more cash to tackle the unexpected expenditure.

11) Size of population:-
Large size of population will lead to an increase in the

velocity of circulation of money and vice versa.
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6.10. MEASURES OF MONEY SUPPLY IN INDIA

Till march 1977 two different concepts of money were
accepted in India and the central Bank of India RBI presented two
measures of money supply in the country. That concept also known
as ‘The Narrow Money’ and ‘The Broad money’.

1) The Narrow money concept:-
According to this concept, medium of Exchange is a primary

function of money & thus whatever assets perform this function,
can be included in the money supply.

According to this concept only the currency(C) & commercial
Banks demand deposits (D) are eligible to be considered as
money. Demand Deposits ca be operated by cheques and are as
good as a medium of exchange as the currency. Therefore,
Demand deposits in commercial Banks can now be included in the
money supply.

2) The Broad Money Concept:-
It is also known as Liquidity approach. The liquidity approach

stresses the store of value functions of money.

According to this concept of money supply along with, the
currency and demand deposits, all those assets which remain
abundantly liquid while performing store function can be considered
as money. Whenever its required these assets can be easily
convertible into money.

According to the brad concept of money following things can
be included in supply of money.

1) Currency
2) Demand Deposits of commercial Banks
3) Other Deposits of Reserve Banks
4) Post office saving Deposits
5) Time deposits of commercial Banks
6) Post office time Deposits

Money performs two Basic functions of money that is
medium of exchange and store of value on the basis of these two
function of money since march 1977 the Reserve Bank of India has
adopted the following concepts of money supply.

.
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M1 M2 M3 M4

1) Concept of M1 =

M1 is also known as “Narrow Money” concept. It is measured as
follows.

Where
C = Currency held by public
DD = Net Demand Deposits of Banks
OD = Other Deposits of RBI.

The First thing that is included in M1 is currency (c). It is
measured as paper money (Notes) and coins. DD that is Demand
Deposits of commercial Banks, CO-operative Banks other deposits
of quasi governments instructions like IFCT, SFC, IDBI, UTI,
NABARDS, deposit of the IMF in Account No.02.

2) Concept of M2 =

M2 & M4 are New concepts of money supply It is
measured as follows.

Where POSD, = Post office saving Deposits.
M2 is an extension of M1 M2 includes all the components of

M1 plus post office savings deposit Broadly post office deposits can
be classified as

a) savings deposits b) time deposits.

As post office saving deposits are not withdrawable by
cheque they cannot be placed in the same category as the bank
saving deposits.

Supply to Money

M1 = C + DD + OD M2 = M1+POSD M3 = M1+TD M4 = M3 +TPOP

M1 = C + DD + OD

M2 = M1 + POSD

.
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3) Concept of M3 =

M3 is a broader concept of Money supply in the earlier
series. M3 is measured as follows.

Where
TD = Net time deposit of banks.

This M3 concept includes M1 and net time deposits of banks.
There is one difference between the estimates of M3 in the new and
old series that is the new series coverage of co-operative sector
banks is for greater than in the old series.

4) Concept of M4 =

M4 is a broader concept than M3. It includes all the components
M3 plus total deposits with post office savings organizations
(excluding National savings certificates)

6.11 THE NEW MONETARY AND LIQUIDITY
AGGREGATES

For the last quarter of a century. RBI has continued to
calculate money supply and monetary aggregates in the form viz.,
M1, M2, M3 & M4, though in practice only M1 and M3 have been
used, M2 and M4 are actually irrelevant as has no Figures for
people’s deposits with post offices.

RBI appointed a working Group on Money supply to redefine
the parameters for measuring money supply in India. This working
Group dropped saving bank deposits of post offices (Included
Previously in m2) and also all deposit with post office saving
(included in M4) Accordingly) there are now only three monetary
aggregates viz M1, M2,and M3 the revised monetary measures
are.:

1) M1 =
There is no change in the calculation of money supply with
the M1. That is M1 continues to be calculated as;

2) M2 =
M2 = M1 + time Liabilities portion of savings Deposits with

Banks + certificates of Deposits issued by banks + Term Deposits,
Maturing within a year Excluding FCNR (B) Deposits

M3 = M1 + TD

M1 = Currency + Demand Deposits + Other Deposits with RBI

.
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It may be Noted that the new M2 excludes post office
savings bank deposits but includes short – term deposits of one
year maturity & certificates of deposits issued by banks All these
can be readily converted to money by people. If need arises.

3) M3 =
The New revised M3 is calculated as follows:
M3 = M2 + term deposit with banks with maturity of over one

year + Call / term borrowing of the banking system.

The new M3 can be designated as broad money and will be
the significant monetary measures.

It may be noted that the new concept of M2 and M3 are
improvements and refinements of the corresponding previous
concept in that.

a) Post office saving deposits and all other deposits of post office
have bee excluded.

b) Saving deposits and term deposits held by the public with banks
have been divided into deposits into short term maturity (up to one
year) and long term maturity (above one year)

c) Borrowing of the banking system (call and short term) have been
included for the first time.

6.12 LIQUIDITY AGGREGATES

RBI working Group on money supply has introduced
a new concept of liquid resources in India. These liquid resources
are calculated as follows.

1) L1 = New M3 + All deposits of post office saving certificates
(NSC)

2) L2 = L1 + Term deposits with term Lending Institutions and
Refinancing Institution.+ term borrowing by Financial Institutions
+ Certificates of Deposits issued by Financial Institutions

3) L3 = L2 + Public deposits with Non – Banking Finance companies
(NBFC3)

It may be noted that while the revised monetary aggregates
(M1, M2,and M3) consider only bank deposits and bank borrowings,
liquidity aggregates (L1, L2,and L3 ) include also

.
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i) Term deposits with and term borrowings by Financial Institutions
and certificates of deposits issued by financial institutions and

ii) Public deposits with NBRS3

RBI Now prepares both monetary aggregates and liquidity
aggregates as well as the sources which influence them. For all
practical purpose, however monetary aggregates are given more
significance by RBI.

6.13 SUMMARY

Money is an important & indispensable element of modern
civilization.

The barter system lacked common measures of values.

A good medium of exchange must possess certain qualities
like general acceptability, durability, portability, transferability,
divisibility & stability in its own value.

According to Harry Johnson, there are two approaches to the
definition of money.

Conventional Approach:
The Modern Approach:

According to Hartley ‘Money is what money does’.

Hartley explained its four functions
The medium of exchange
The measures of value
The standard of differed payments
The store of value.

The functions of money can be categorized in following three
categories.

Primary Functions
Secondary Functions
Contingent function

For any policy formulation the money supply is a key variable.
In modern economy money being a complex phenomenon.

The term money supply refers to the total stock of domestic
means of payments which is held by the public.

Money supply refers to the amount of money which is in
circulation in an economy at any given time.

.
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There are different views regarding composition of money
supply. These views may be classified into following two
approaches.

Traditional Approach
Modern Approach

The total supply of money is determined by the following
factors.

The central Bank
Commercial Banks, and
The public.

To find out the supply of money over a period of time, we
have to understand the concept of ‘the velocity of circulation
of money.

“The Average number of times money is transferred from one
person to another in a given period of time is known as the
velocity of circulation of money.”

Till march 1977 following two different concepts of money
were accepted in India .

The Narrow money concept
The Broad Money Concept.

Since march 1977 the Reserve Bank of India has adopted the
following concepts of money supply.

Concept of M1
Concept of M2
Concept of M3
Concept of M4

6.14 QUESTIONS

Explain the following questions in short:
1. Money.
2. The conventional Approach.
3. Primary Functions of money.
4. Secondary functions of money.
5. Contingent functions of money.
6. Money supply.
7. Velocity of circulation of Money.
8. Concept of M1
9. Concept of M2
10.Concept of M3
11.Concept of M4

.
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Answer the following questions.
1. Define the money? Explain its evolution from the beginning

to the present.
2. Discuss the functions of money.
3. Explain the modern approach of money.
4. What are the Constituents of Money Supply?
5. Explain the factors affecting velocity of circulation of money.
6. What are the measures of money supply in India?
7. Explain the new Monetary and Liquidity Aggregates in brief.

.
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7

DEMAND FOR MONEY

Unit Structure :

7.0 Objectives
7.1 Introduction
7.2 The Classical Approach of the Demand for Money
7.3 The Neo-Classical Approach of the Demand for Money
7.4 The Keynesian Approach of the Demand for Money
7.5 The Liquidity Trap
7.6 Friedman’s Quantity Theory of Money
7.7 Criticism of Friedman’s Theory
7.8 Summary
7.9 Questions

7.0 OBJECTIVES

To know the term ‘Demand for money’.
To study the main approaches about Demand for Money.
To study the Classical Approach of the Demand for Money.
To study The Neo-Classical Approach of the Demand for
Money.
To study The Keynesian Approach of the Demand for Money.
To understand the concept of Liquidity Trap.

7.1 INTRODUCTION

Money is a stock variable .Its stock refers to its quantity in
the economy as a whole at a particular point of time. The demand
for money arises from the fact that it is an asset for its holder. Since
it is acceptable for all, people hold it ,not only for paying debts ,but
as a particular form of asset – one which is easy to be converted
into other goods and services. So that money is a ‘Perfectly liquid ‘
asset. This quality is not found in any other form of wealth.
Therefore a demand or money ‘ to hold ‘ asset in the form of cash
and current deposits.

.
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The term ‘Demand for money’ is used in two different senses
by considering the functions of money as medium of exchange and
store of value. Accordingly there are two concept of the demand for
the money

1) Medium of exchange concept.
2) Store of value concept.

The first one is also known as classical view of the demand
for money and second one is known as Modern view of the demand
for money.

Broadly speaking there are three main approaches to the
concept of demand for money they are as follows:

A. The Classical Approach C)The Keynesian Approach

B. The Neo-Classical Approach J.M.Keynes

The Classical View Liquidity-Preference

(Fisherian Approach) (Marshall / Pigou Approach)

(The Cash Transaction Version) (The Cash-Balance Version) (Liquidity Motives)
1. Transaction Motives.
2. Precautionary Motive.
3. Speculative Motive.

7.2 THE CLASSICAL APPROACH OF THE DEMAND
FOR MONEY

Considering the functions of money as medium of exchange
and store of value money is demanded by all. For considering the
demand for money classical economist focused the medium of
exchange function of money.

The Demand for Money
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As per the view of classical economist like Irving Fisher,
J.S.Mill, David Hume people demand for money for transaction
purpose because they can purchase goods and services by the
money as money is a medium of exchange. In other world, money
is demanded by people for spending purpose in order to carry out
their transactions over a period of time.

The classical view of the demand for money is also known as “The
Fisherian Approach”

The Fisherian Approach:
This approach is also known as “The Cash Transactions

Approach ”.Irving Fisher is the main exponent of the cash
transaction approach. The classical economists and particularly
fisher through that people hold cash balances only to carry on
business transactions. In the absence of money, exchange had
taken the form of barter. According to the classical approach the
demand for money depends primarily upon the volume of
transaction in a society.

In the static economy the number of transactions involving
the use of money is not likely to change, because the level of
income will remain stable throughout the period. The growth of the
economy and fluctuations in the level of economic activity will
certainly affect the volume of business and also the number of
transactions. Irving Fisher provides a formalistic expression to this
cash transaction approach. Fisher’s equation of exchange also
known as Cash-Transactions equation:

In this equation:
M = Quantity of Money,
V = Velocity of circulation,
P = Price level, and
T = Volume of transactions.

The fisherian demand for money { Md –Demand for Money} function
in algebraic manipulation is derived as follows:

d
PTM
V

or
1

d
PTM
V

To illustrate the point ,assuming V as 2, in a year T is 2,000 units
and P is Rs.10 per unit, then,

d
PTM
V
10 2000

2dM

MV = PT

.
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T and V remains constants in the short period the demand for
money varies with changes in P, Price level.
According to the Fisher ,changes in the price level are directly
proportional to the changes in money supply { Ms } in the short
period. From his equation of exchange, MV = PT Fisher defines
money supply as :

s
PTM
V

Since d
PTM
V

it follows that,

That means as per Fisherian view when the economy is
under monetary equilibrium, the demand for money is always equal
to the supply of money.

7.3 THE NEO-CLASSICAL APPROACH OF THE
DEMAND FOR MONEY

(Marshall / Pigou Approach / Cambridge Approach )

This approach is also known as “The Cash-Balance
Approach”. Marshall and Pigou are the main exponent of the
cash-Balance approach. The Cambridge economist Marshall and
pigou stressed on money as a store of value than as a medium of
exchange.

While Fisher was developing his quantity theory of money,
group of Neo-classical economist in Cambridge, England which
included Alfred Marshall and A.C.Pigou.were studying the same
topic. Although their analysis led them to an equation identical to
Fishers money demand equation, their approach differed
significantly. Instead of studying the demand for money by looking
solely at the level of transactions and the institutions that affect the
way people conduct transactions as the key determinants. In
Cambridge model individuals are allowed some flexible in their
decisions to hold money and are not completely bound by
institutional constraints such as whether they can use credit to
make purchase. Accordingly the Cambridge approach did not rule
out the effects of interest rates on the demand of money.

Md = 10,000

d sM M

.
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The Cambridge economists though that two properties of
money make people want to hold it:1)Its utility as a medium of
exchange 2)Its utility as store of wealth. Cambridge economists
agreed with Fisher that demand for money would be related to the
level of transactions and there would be a transaction component of
money demand proportional to nominal income. As far as money
functions as a store of wealth ,the Cambridge economists suggest
that the level of peoples wealth also affects the demand for money.
They believe that wealth in nominal terms is proportional to nominal
income ,they also believed that wealth component of money
demand is proportional to nominal income. Cambridge economists
also expressed the demand for money function as follows:

Where,
Md = the demand for money.
K = the proportionality factor. It refers to the proportion of
national income that the people desire to keep in the form of
nominal money balances (cash balances)
PY = the nominal national income.

Although the Cambridge economists often treated as k as
constant and agreed with Fisher that nominal income is determined
by the quantity of money ,the Cambridge approach allowed
individuals to choose how much money they wished to hold. This
approach allowed for the possibility that k could fluctuate in the
short run because the decisions about using money to store wealth
would depend on the yields and expected returns on other assets
that also function as store of wealth.

7.4 THE KEYNESIAN APPROACH OF THE DEMAND
FOR MONEY: (J.M.Keynes Liquidity-Preference View )

John Maynard Keynes in his The General Theory Of
Employment Interest and Money laid stress on the store of value
function of money. To Keynes, “Demand for money does not
mean the actual money balances held by the people, but what
amount of money balances they want to hold”. He argued that
there are three reasons why households and business in an
economy prefer to hold their wealth in the form of cash balances.
Keynes distinguished three such motives which induce people to
hold money. These are :

1) The Transactions Motive.
2) The Precautionary Motive.
3) The Speculation Motive.

dM = k × PY

.
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Corresponding to these motives, thus Keynes separated the
demand for money into three part : (i) the transaction demand for
money , (ii) the precautionary demand for money ,(iii) the
speculative demand for money .

1) The Transaction Demand for Money:
The transaction demand for money is related to the ‘Medium

of exchange function’ of money. People will have a certain amount
of money to carry out their daily transactions. In practice people do
not receive income as frequently as they spend. So when income is
received at definite intervals and is paid frequently for the purchase
of goods and services, people should keep a certain amount of
money. In short the transactions motive concerns the demand for
money as a medium of exchange, as a means to bridge the gap
between periodic receipts and payments.

According to Prof.A.C.L.Day, “A major element in the
demand to hold money is a transaction demanded. this demand to
hold money is base on two characteristics of money which can be
summed up as convenience and certainty .”. It is convenient to
settle the transactions with money. It is certain because in normal
times the price level expressed in term of money remains more or
less stable.
The transactions motive can be split up into

I) The Income Motive.
II) The Business Motive.

I) The Income Motive:

The income motive refers to the transaction motive of the
consumers. The consumers need money for their day to day
purchases. The amount of money which a consumer will hold
depends on the size of his income and the time interval between
the receipts and expenditure. A person holds more money, when
his income increases.

II) The Business Motive:

The business motive refers to the transactions motive of
businessmen, industrialists, traders, merchants etc. These people
need money to carry on their daily business transactions viz ,
payment for raw materials, wages, transport charges etc. The
money held to satisfy the business motive depends on the turnover
of the business.

.
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Transaction Demand
(Rs . Cores )
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Fig. 7.1

The transaction demand for money is a direct , proportional
and positive function of income .It is expressed as

LT = KY

Where LT is the transaction demand for money, K is the
proportion of income which is kept for transaction purpose and Y is
the income.

The functional relation between income and transactions
demand can be represented diagrammatically.

If we assume an individual’s income as Rs.1000 and K = ¼ ,
then the demand for transactions would be Rs.250 at point A. If his
income increases to Rs. 1200 the transactions demand would be
Rs. 300 at the point B. On the curve KY . If due to institutional and
structural changes the transactions demand fall to 1/5 , the
transaction demand curve fall to K’Y , Now for the income of Rs .
1000 and Rs. 1200 , transactions demand would be Rs. 200 and
Rs. 240 at points C and D respectively in the figure.

Thus we conclude that the chief determinants’ of changes in
the actual amount of the transactions balances held is changes in
income .Changes in the transaction balances are the result of

.
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movement along a line like KY rather than changes in the slope of
the line. In the equation , changes , in transactions balances are the
result of changes in Y rather than changes in K .

However it should be remembered that Keynes has made
the LT function interest in elastic. But in recent years , two post –
Keynesian economists William J. Baumol and James Tobin have
spoken that the rate of interest is an important determinant of the
transactions demand for money. Further they have also pointed out
that there does not exist a linear and proportional relation between
income and transactions demand.

So according to the modern view , the transactions demand
for money is a function of both income and interest rate . It can be
expressed as

This relationship between income and interest rate and
transactions demand for money is illustrated in the following figure.

Y

Interest rate ( % )
Y1 Y2
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2
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Transaction demand for money (Rs. Core)
Fig. 7.2

As per the equation LT = KY , if Y = Rs.1200 and K =
¼ then LT = Rs 300 .This is shown as Y1 curve in figure 6.2 If
the income increases to Rs.1600 ,the transaction demand also
increases to the Rs. 400 ,given K = ¼ Consequently the

LT = f (y, r)

.
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transaction demand curve shifts to Y2 .These two curves Y1and Y2
are interest inelastic, so long as the interest rate rises above
remains at 8 % .But the interest rate rises above 8% , it becomes
interest elastic. It indicates that “given the cost of switching into and
out of securities, an interest rate above 8% is sufficiently high to
attack some amount of transaction balances into securities”. The
backward slope of the Y1 and Y2 curves shows that, the
transaction demand for money declines at higher interest rate. For
example, when the interest rate rises to 12% the transaction
demand falls to Rs.250 for the income of Rs. 1200 and to Rs. 350
for the income of Rs. 1600 .

Thus the transaction demand for money changes directly
with level of income and indirectly with rate of interest.

2) The Precautionary Demand for Money:
Beside the transaction purpose, people desire to have some

ready cash to meet unforeseen contingencies. This is known as
precautionary motive.

Both individuals and businessmen keep cash reserves to
meet unexpected needs .For instance people hold some ready
cash to provide for illness, accidents , unemployment and other
unexpected contingencies . Similarly businessmen keep cash to
tide over unfavorable business conditions. Therefore “Money held
under the precautionary motive is rather like water kept in reserve
in a water tank”. The cash balances held by the people for
precautionary motive represent the ‘Store of value’ function of
money.

The precautionary demand for money is depend on the level
income and business activity opportunities for unexpected
profitable deals, availability of cash ,the cost of holding liquid assets
etc.

Keynes held that like the transaction demand , the
precautionary demand for money is also a function of income .But
the post Keynesian economists believe that it is a function of both
income and interest rate.

In practice it is difficult to separate the transactions demand
and precautionary demand for money, as both are income
determined. The combined money balances held under the
transactions and precautionary motives is referred to as, “active
balances” by Keynes. In symbolic terms, the demand for active
balances may be stated as:

.
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Where ,
L1 = Active Balances.
LT = Transaction Demand.
LP = Precautionary Demand.

It has been presented graphical in the following figure.

Y
(LT+LP)

Demand for money

B

A

0 Y1 Y2 X
Income

Fig 7.3

In the figure at income level OY1, OA is the demand for
active balances .At higher income level OY2 is becomes OB .Thus
there is a proportionate relationship between income and the
demand for active balances.

3) The speculative demand for money:
The speculative demand for money represents the demand

for cash for being invested rapidly, as and when attractive
opportunities for monetary investments appears.

The speculative motive confines itself to the store of value
property of money . Money held under the speculative motive is
used to make investments in stocks ,shares and bonds so as to
earn some profit . To Keynes, people make capital gains by
speculating in securities or bonds hoping to gain from knowing
better than other in the market what the future holds in store for
them.

L1 = LT + LP

.
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People hold cash balances; just to preserve liquidity .But of
cash does not yield any income. The yields-foregone in keeping
cash balances is usually measured in the rate of interest. Thus the
amount of money held under speculative motive depends on the
rate of interest.

There is always an inverse relationship between the
speculative demand and the rate of interest. When the rate of
interest increases, the prices of fixed income yielding assets fall .
Therefore more money will be held in cash balances .On the other
hand, if there is a fall in the interest rate, the prices of bonds and
securities will increase and there will be a tendency to have more
bonds and securities.

Thus the speculative demand for money is a function of the
rate of interest . It is highly interest elastic. If the rate of interest is
high the speculative demand for money will be low ; on the other
hand if the rate of interest is low the speculative demand for money
will be high . Thus there is an inverse relationship between the
speculative demand and the rate of interest . It can be algebraically
expressed as ;

where ;

L2 = the speculative demand for money.
f = Function.
r = Rate of Interest.

The inverse relationship between the rate of interest and the
speculative demand for money is represented geometrically in
figure 7.4
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L2 = f ( r )

.
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Figure 7.4 shows that at a very high rate of interest 12 % the
speculative demand for money is Zero and people invest their cash
in bonds .But when the interest rate falls to 8% the speculative
demand is OS .With a further fall in the interest rate to 6 % , it rises
to OS1 .Thus the shape of the LS curve shows that as interest rate
rises ,speculative demand for money declines; and with the fall in
the interest rate , it increases .

7.5 THE LIQUIDITY TRAP

At the minimum rate of interest such as 4% the curve
become perfectly elastic and the speculative demand is infinitely
elastic .This portion of the LS curve is known as liquidity trap .At
very low interest rate, people refer to keep money in cash rather
than invest in bonds .This situation arises from the fact that the
income from the assets at the very low rate of interest is so low and
the risk of holding assets is so high that the wealth holders are
willing to substitute money for assets . L-LS portion of the demand
curve denotes the situation of liquidity trap.

The main reason for liquidity trap is as follows:
The process of substituting bonds for money involves some
cost and inconvenience. Some minimum return is necessary to
offset this .when the rate of interest is very low , there will be
less inducement on the part of the people and they prefer to
have cash.

At low rate of interest, the opportunity cost of holding idle
balances tends to be minimum.

The liquidity trap sets the floor limit to the rate of interest. By
expecting a high interest rate in future, people will keep cash
and will not purchase bonds.

As the rate of interest falls , the investors expect that it will
revert to the normal level .But a rise in interest rate from a
higher level involves lesser capital losses than a rise in the
interest rate from a very minimum level.

The liquidity trap has certain important policy implications.
1. The infinitely elastic demand for money poses a serious

problem for the monetary authority as it cannot reduce the rate
of interest below a particular level and cannot influence
investment and income. So the efficiency of the monetary policy
stands completely jeopardized.

.
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2. If the speculative demand for money becomes infinitely elastic
at a certain minimum rate of interest, full employment cannot be
achieved.

Thus there are three motives – transaction, precautionary and
speculative that act as determinants of the demand for money
.While the transaction and precautionary demands are income
determined and interest inelastic, the speculative demand is
interest elastic.According to Keynes, it is the speculative demand
for money that makes changes in prices, employment and output
through changes in the interest rate.

In reality however it is very difficult to identify a particular
motive that influences the demand for money . Hence the total
cash balances should be regarded as depending on the combined
three motives .Thus

L = L1 + L2
Where ,
L stands for the total demand for money which is the sum of the
demand for active and idle balances.
Since L1 = f (Y) and L2 = f (i) , L = f ( y , i )

The liquidity preference schedule of a community can be derived by
the super imposition of the L1 curves ,at each level of income on
the L2 curve . It is depicted in figure 7. 5.

(A) (B) (C)
Active Balances Ideal Balance Total Demand for Money

L1 (Y1) L2 (Y2) L3 (Y3) L1(Y1) L2(Y2) L3(Y3)

L 2

The Demand Money
Fig.7.5

In figure 7.5 Panel (A) shows the schedule of active
balances .The demand for active balances is interest inelastic and
income elastic .These L1 curves are vertical straight lines .

.
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In Panel (B) the L2 curve represents the demand for idle
balances or speculative motive which is interest elastic.

Panel (C) shows the super imposition of L1 curve. It shows the
overall demand for money which varies inversely with the rate of
interest and increase along with an increase in National Income.

7.6 FRIEDMAN’S QUANTITY THEORY OF MONEY

The modern quantity theory of money is associated with the
name of Milton Friedman and a group of scholars associated with
the University of Chicago. Milton Friedman in his article “The
Quantity Theory of Money - A Restatement” published in 1956 has
put forth the view that the quantity theory is just a theory of demand
for money and not the theory of income investment and
employment.

The theory of demand for money put forward by Milton
Friedman is partly Keynesian and partly non Keynesian It is partly
Keynesian as he treats demand for money as a part of he theory of
capital It is partly non Keynes as because he completely ignores
classification of the motives for holding money.

As part of capital theory Friedman has found that standard
theory of demand for consumer goods is very much relevant to
explain the demand for money. In the Consumption theory the price
is the main determinant who determine the demand for a good.
Similarly in asset theory the demand for an asset is determined by
its yield and other properties considered in relation to other assets.
The asset holder set of choices is subject to a wealth constraint.
The problems encounters in specifying demand function for any
other financial asset or a consumer good.

Basic Features of Friedman’s theory
The basic features of Friedman s quantity theory are as under –

1. Wealth theory of demand for money.
Friedman’s theory of demand for money is a wealth theory

of demand According to him money is a type of durable consumer
good held for the services it renders In other words money is
demanded as an asset or capital and the theory of demand for
money is a part of the capital or wealth theory In Friedman s view
the assets or wealth can be held in different forms (i) money (ii)
bonds (iii) equities (iv) physical goods (v) human capital. The
demand for money will depend upon the volume of total wealth and
the relative returns on the different forms of assets
in which wealth can be held.

.
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2. Determinants of Demand for Money
In Keynesian analysis the demand for money is a function of level
of income and the rate of interest. According to Friedman, the
demand for money or an asset is a function of the following factors.

(i) The rate of return on bonds. If the rate of return on bonds is
higher in the market, the smaller is the demand for money and vice
versa.

(ii) Rate of return on shares. Higher the rate of return on equities
or shares, lower is the demand for money and vice versa.

(iii) Rate of change of prices. If prices are rising rapidly in a
country, the smaller is demand for money. People hold smaller
amount to avoid a fall in the real purchasing power of their money
holdings.

(iv) Degree of risk. The degree of risk or uncertainty of an asset’s
return also affects the demand for an asset. Holding other things
constant, if an asset risk rises relatively to that of an alternative
asset its quantity of demand for money will fall.

(v) Liquidity. Another factor which affects the demand for an asset
is how quickly it can be converted into cash without incurring large
costs. If an asset is highly liquid relatively to an alternative assets,
other things remaining unchanged, the greater will be its quantity
demanded and vice versa.

The theory of asset demand indicates that the demand for
money is a function of resources available to individuals and the
expected return on other assets relative to the expected return on
money.

Friedman developed simplified version of the demand for
money. His money demand equation is expressed as Md = f (Yp).

In Friedman’s view, the demand for money is a function of
permanent income (Yp). The permanent income is affected by the
yield on securities and human and non human wealth holdings.
According to Milton Friedman, demand for money is insensitive to
the changes in the rate of interest.

Milton Friedman maintains that a change in the stock of
money leads to a change in the price level or income or in both the
variables in the same direction. Here Friedman leads the
monetarist school which maintains that if there is less than full
employment in the economy, an increase in money supply will lead
to a rise in output arid employment because of a rise n expenditure.
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that changes in money supply cannot affect real in the long run. At
full employment level, an increase in money supply will raise prices.

7.7 CRITICISM OF FRIEDMAN’S THEORY

The Milton Friedman’s quantity theory of money is criticized
on the following grounds:

(1) No importance given to rate of interest:
Milton Friedman given importance to time deposits, demand

deposits and currency in circulation but he has failed to attach
importance to the powerful factor of the rate of interest which very
much influences the demand for money.

(2) N. Kolders critics:
Friedman has observed that money supply and money GNP

are positively correlated with each other. Mr. N. Kolder disagrees
with his views and asserts that there is no correlation between the
money supply and money GNP due to number of variables which
cannot be kept under control.

(3) Proportional relationship:
Friedman tested the proposition that demand for money

varies directly and proportionately to changes in the price Level.
The fact is it is more than proportionately to changes in the level of
income. Burstein is of the view that if we exclude time deposits from
money, the income elasticity of demand will be closer to unity.

7.8 SUMMARY

Money is a stock variable .Its stock refers to its quantity in the
economy as a whole at a particular point of time.
Money is a ‘Perfectly liquid ‘asset. This quality is not found in
any other form of wealth.
Therefore a demand or money ‘ to hold ‘ asset in the form of
cash and current deposits.
There are two concept of the demand for the money,

Medium of exchange concept.
Store of value concept.

The Medium of exchange concept is also known as classical
view of the demand for money.
Store of value concept is known as Modern view of the demand
for money.
There are three main approaches to the concept of demand for
money they are as follows:

The Classical Approach :(Fisherian Approach)
The Neo-Classical View: (Marshall / Pigou Approach)
The Keynesian Approach: (Liquidity-Preference)

.
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For considering the demand for money classical economist
focused the medium of exchange function of money.
The classical view of the demand for money is also known as
“The Fisherian Approach”.
Irving Fisher is the main exponent of the cash transaction
approach.
As per the view of classical economist like Irving Fisher, J.S.Mill,
David Hume people demand for money for transaction purpose
because they can purchase goods and services by the money
as money is a medium of exchange.
According to the classical approach the demand for money
depends primarily upon the volume of transaction in a society.
Fisher’s equation of exchange also known as Cash-
Transactions equation:

As per Fisherian view when the economy is under monetary
equilibrium, the demand for money is always equal to the supply
of money.

The Neo-Classical approach is also known as “The Cash-
Balance Approach”.
Marshall and Pigou are the main exponent of the cash-
Balance approach.
The Cambridge economist Marshall and pigou stressed on
money as a store of value than as a medium of exchange.
Cambridge economists also expressed the demand for money
function as follows:

John Maynard Keynes in his The General Theory Of
Employment Interest and Money laid stress on the store of
value function of money.
To Keynes, “Demand for money does not mean the actual
money balances held by the people, but what amount of money
balances they want to hold”.
Keynes argued that there are three reasons why households
and business in an economy prefer to hold their wealth in the
form of cash, these three reasons are as follows:

The Transactions Motive.
The Precautionary Motive.
The Speculation Motive.

MV = PT

Md = Ms

Md = k x PY

.
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The transaction demand for money is related to the ‘Medium of
exchange function’ of money. People demand for money to
carry out their daily transactions.
The transactions motive can be split up into

The Income Motive.
The Business Motive.

A person demands more money, when his income increases
and vice versa.
The business motive refers to the transactions motive of
businessmen, industrialists, traders, merchants etc. These
people need money to carry on their daily business transactions.
So according to the modern view, the transactions demand for
money is a function of both income and interest rate . It can be
expressed as

Beside the transaction purpose, people desire to have some
ready cash to meet unforeseen contingencies. This is known as
precautionary motive.
The cash balances held by the people for precautionary motive
represent the ‘Store of value’ function of money.
By Keynes. In symbolic terms, the demand for active balances
may be stated as:

The speculative demand for money represents the demand for
cash for being invested rapidly, as and when attractive
opportunities for monetary investments appears.
There is always an inverse relationship between the speculative
demand and the rate of interest. It can be algebraically
expressed as ;

At very low interest rate, people refer to keep money in cash
rather than invest in bonds this is known as ‘Liquidity Trap’.

7.9 QUESTIONS

Answer in short:
1. Explain the concept of Demand for money.
2. Explain the concept of Liquidity Trap.
3. What is the Transactions Demand for money Motive?
4. What is the Precautionary Demand for money Motive?
5. What is the Speculation Demand for money Motive?

LT = f (y, r)

L1 = LT + LP

L2 = f ( r )
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Answer the following questions in brief.
1. Define the Demand for money concept? What are the main

approaches about Demand for Money?
2. Discuss the Classical Approach of the Demand for Money.
3. Explain the Neo-Classical Approach of the Demand for

Money
4. Discuss the Keynesian Approach of the Demand for Money.
5. What is Liquidity Trap? What are the main reasons for

Liquidity Trap?
6. Briefly explain the Friedman’s Quantity Theory of Money.

.
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8

INFLATION

Unit Structure :
8.0 Objectives
8.1 Introduction
8.2 Features of inflation
8.3 Demand-Pull Inflation
8.4 Cost-Push Inflation
8.5 Types of Inflation
8.6 Causes of Inflation
8.7 Effects of Inflation
8.8 Measures to Control Inflation
8.9 Summary
8.10 Questions

8.0 OBJECTIVES

To understand what is inflation.
To understand the types of inflation.
To know major causes of inflation.
To know the main effects of inflation.
To study the measures to control inflation.

8.1 INTRODUCTION

There is hardly a thing or commodity whose price has not
gone up in the recent times. Rise in prices has become a common
feature in developing countries like India and the people are
reconciled to this fact.

A continuous rise in the general price level over a long
period time has been the most common feature of both developed
and developing economies. Some authors consider inflation as the
dominant economic problem in modern times. In a broad sense of
the term, inflation means a ‘considerable and persistent rise in
the general level of prices over a long period of time.’
However, there is no universally acceptable definition of inflation.

.
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According to Pigou:- “Inflation exists when money income is
expanding more than in proportion to increase in earning activity.”

Crowther defined inflation as:-“ A state in which the value of
money is falling, that is, prices are rising.”

Some recent definitions of inflation are as follows:
According to Ackley:- “Inflation is a persistent and appreciable
rise in the general level or average of prices.”

According to Samuelson:- “Inflation denotes a rise in the general
level of prices.”

According to Harry G. Johnson:-“ inflation is a sustained rise in
prices.”

8.2 FEATURES OF INFLATION

Following are the main features of inflation:
(i) Inflation is always accompanied by a rise in the price level. It is a
process of uninterrupted increase in prices.

(ii) Inflation is a monetary phenomenon and it is generally caused
by excessive money supply.

(iii) Inflation is essentially an economic phenomenon as it originates
in the economic system and is the result of action and
interaction of economic forces.

(iv) Inflation is a dynamic process as observed over the long period.
(v) A cyclical movement of prices is not inflation.
(vi) Pure inflation starts after full employment.
(vii) Inflation may be demand-pull or cost-push.
(viii) Excess demand in relation to the supply of everything is the
essence of inflation.

8.3 DEMAND-PULL INFLATION

It may be defined as a situation where the total monetary
demand persistently exceeds total supply of real goods and
services at current prices, so that prices are pulled upwards by the
continuous upward shift of the aggregate demand function.

The demand-pull theorists point out that inflation might be
caused by an increase in the quantity of money, when the economy
is operating at full employment level. As the quantity of money
increases, the rate of interest will fall and consequently, investment

.
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will increase. This increased investment expenditure will soon
increase the income of the various factors of production. As a
result, aggregate consumption expenditure will increase leading to
an effective increase in the effective demand. With the economy
already operating at the level of full employment, this will
immediately raise prices, and inflationary forces may emerge. Thus,
when the general monetary demand rises faster than the general
supply, it pulls up prices.

By using the aggregate demand and aggregate supply
curves, the demand-pull process be shown diagrammatically as
follows ;

Figure 8.1
Demand-pull inflation

In the above figure, the X-axis measures real output and Y-
axis measures the price level. Aggregate demand curves are
D,D1,and D2 whereas S curve represents Aggregate supply
function , which slopes upward from left to right and at point F it
becomes a vertical straight line. At this point the economy reaches
at full employment level. Hence real output remains same or
inelastic at this point. D curve intersect S curve at point F, where
real output or income is at full employment and OP is the price
level. When aggregate demand increases from D to D1 and D2, the
real output or income will remain same but the price level tends to
increase from OP to OP1 and further to OP2.

In short the inflationary process can be described as follows :
Increasing demand increasing prices – increasing costs –
increasing income – increasing demand – increasing prices – and
so on.

.
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Causes of Demand-pull inflation :

1. Increase in public expenditure – There may be an increase in
the public expenditure (G) in excess of public revenue. This might
have been possible through public borrowings from banks or
through deficit financing, which implies an increase in the money
supply.

2. Increase in Investment - There may be an increase in the
autonomous investment (I) in firms, which is in excess of the
current savings in the economy. Hence, the flow of total
expenditure tends to rise, causing an excess monetary demand,
leading to an upward pressure on prices.

3. Increase in MPC – There may be an increase in the marginal
propensity to consume (MPC), causing an excess monetary
demand. This could be due to the operation of demonstration effect
and such other reasons.

4. Increasing export and surplus Balance of Payments – In an
open economy, increasing demand for exports leading to
increasing money income in the home economy. Whereas in the
domestic market there is reduction in the domestic supply of goods
because products are exported. If an export surplus is not balanced
by increased savings, or through taxation, domestic spending will
be in excess of the value of domestic output.

5. Diversification Resources – A diversification of resources from
consumption goods sector either to the capital good sector or the
military sector will lead to an inflationary pressure because the
current flow of real output decreases on account of high gestation
period involved in these sectors. The opportunity cost of war goods
is quite high in terms of consumption goods meant for the civilian
sector. This leads to an excessive monetary demand for the goods
and services against their real supply, causing the increase in
prices.

8.4 COST-PUSH INFLATION

Some economists hold the view that inflation is initiated not
by an increase in demand but by an increase in costs, as factors of
production try to increase their share of the total product by raising
their prices. Such a price rise is termed as cost-push inflation as
prices are being pushed up by the rising factor costs.

It is sometimes also called as wage inflation as wages
constitute nearly seventy percent of the total cost of production.
When wages rises it will lead to rise in cost of production and a
consequent rise in the price level

.
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Cost-push inflation can be diagrammatically explained as follows.

Real Output
Figure 8.2

Cost push inflation

In the above figure, demand curve D represent the
aggregate demand function and SS represents aggregate supply
function. The full employment level of income is OY. At this F is the
point of intersection between aggregate demand and aggregate
supply function. When supply function aggregate shifts upward to
S1 it will become a vertical straight line at point G at full
employment level. The new equilibrium point A is determined at
OY1 level of output, which is less than full employment level at P1
level of prices. This means that with a rise in the price level
unemployment increases. A further shift in the aggregate supply
curve to S2 due to further increase in wages lead to further
increase in price to P2 and fall in income level to OY2. Cost-push
inflation may occur either due to wage-push or profit-push. When
there are monopolistic labour organizations, prices may rise due to
wage-push. When there are monopolies in the product market, the
monopolists may be induced to raise the prices in order to fetch
high profits. Then there is profit-push in raising the prices.

Check Your Progress :

1. Define Inflation.
2. What are the various causes of demand-pull inflation?
3. Explain the causes of cost-push inflation.
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8.5 TYPES OF INFLATION

On different grounds, economists have classified inflation into
various types. A few important categories are shown in the below
chart:

A) According to the Coverage and Scope:
Types of inflation on the basis of coverage and scope are
classified in following two categories

1. Comprehensive inflation :
When the price of all commodities rise throughout the
economy it is known as Comprehensive inflation .It is also
known as Economy Wide inflation.

2. Sporadic Inflation :
When price of only few commodities in few regions rise ,it is
known as Sporadic inflation. For example ,rise in food price
due to drought ,heavy rain or bad monsoon.

B) According to the nature of Time –period of occurrence
On the basis of time or period occurrence the types of
inflations can be categories in following;

1. War-Time Inflation:
In war-time situation inflation can takes place it is known as
War-Time inflation. During war time all the scare resources
of production are diverted to produce the military goods and
equipments. This results in very limited supply of all the
resources and raw material to produce essential

Types of Inflation

Coverage
and Scope

Time of
Occurrence

Government
Reaction

Rising Prices Different
Causes

People’s
Expectation

1. Comprehensive
2. Sporadic

1. War- Time
2. Post - War
3. Peace Time

1. Open
2. Suppressed

1. Creeping
2. Chronic
3. Walking
4. Moderate
5. Running
6. Galloping
7. Hyper Inflation

1. Deficit
2. Credit
3. Scarcit
4. Profit
5. Pricing Power
6. Tax
7. Wage
8. Build - In
9. Development
10. Fiscal
11. Population
12. Foreign Trade
I Induced
13. Sectoral
14. Demand Pull
15. Cost Push

1. Anticipated
2. Unanticipated

.
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commodities . In such situation demand for essential
commodities rise but the supply of such things slow down.
Consequently ,prices of essential goods keep on rising in the
market that result in War-Time inflation.

2. Post-War Inflation:
Inflation that take place soon after a war is known as post-
war inflation because after war government controls are
relaxed , resulting in faster hike in prices then inflation
experienced after the war.

3. Peace-Time Inflation :
When prices rise during a normal period of peace , it is
known as peace-time inflation .It is due to huge government
expenditure or spending on capital projects of a long
development period.

C) According to the Government Reaction :
Types of inflation on the basis of Government reaction or its
degree of control :

1. Open Inflation :
When government does not attempt to restrict inflation ,it is
known as Open inflation .In a free market economy , where
prices are allowed to take its own course , open inflation
occurs.

2. Suppressed Inflation :
When government prevents price rise through price controls
, rationing ,etc., it is known as Suppressed inflation. It is also
known as Repressed inflation .However ,when government
controls are removed , Suppressed inflation becomes Open
inflation .Suppressed inflation leads to corruption ,black
marketing ,artificial scarcity etc.

D) According to the Rising Prices:
Types of inflation on the basis of rising prices are as follows;

1. Creeping Inflation:
According to R.P. Kent, when prices rise by not more than
(upto) 3% per year, it is called Creeping Inflation.

When prices are gently rising, it is referred as Creeping
Inflation. It is the mildest form of inflation and also known as
a Mild Inflation or Low Inflation.

2. Chronic Inflation :
If creeping inflation continues to increase for a longer period
of time then it is often called as Chronic or Secular Inflation.

.
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Chronic Creeping Inflation can be either Continuous or
Intermittent (occurs at regular intervals). It is called chronic
because if an inflation rate continues to grow for a longer
period without any downturn, then it possibly leads to
Hyperinflation.

3. Walking Inflation:
When the rate of rising prices is more than the Creeping
Inflation, it is known as Walking Inflation. When prices rise by
more than 3% but less than 10% per year , it is called as
Walking Inflation.

According to some economists, walking inflation must be
taken seriously as it gives a cautionary signal for the
occurrence of Running inflation. Furthermore, if walking
inflation is not checked in due time it can eventually result in
Galloping inflation.

4. Moderate Inflation:
Prof. Samuelson clubbed together concept of Creping and
Walking inflation into Moderate Inflation. When prices rise by
less than 10% per year , it is known as Moderate Inflation.

According to Prof. Samuelson, it is a stable inflation and not
a serious economic problem.

5. Running Inflation:
A rapid acceleration in the rate of rising prices is referred as
Running Inflation. When prices rise by more than 10% per
year, running inflation occurs. Though economists have not
suggested a fixed range for measuring running inflation, we
may consider price rise between 10% to 20% per year as a
running inflation.

6. Galloping Inflation :
According to Prof. Samuelson, if prices rise by double or
triple digit inflation rates like 30% or 400% year, then the
situation can be termed as Galloping Inflation. When prices
rise by more than 20% but less than 1000% per year,
galloping inflation occurs. It is also referred as
jumping inflation.

7. Hyper Inflation:
Hyper Inflation refers to a situation where the prices rise at
an alarming high rate. The prices rise so fast that it becomes
very difficult to measure its magnitude. In this situation Paper
money becomes worthless and people start trading either in
gold and silver or sometimes even use the old barter system
of commerce.

.
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Two worst examples of hyperinflation recorded in world
history are of those experienced by Hungary in year 1946 and
Zimbabwe during 2004-2009 .

E. According to the Different Causes

Types of inflation on the basis of different causes:-

1. Deficit Inflation :
Deficit inflation takes place due to deficit financing.

2. Credit Inflation :
Credit inflation takes place due to excessive bank credit or

money supply in the economy.

3. Scarcity Inflation :
Scarcity inflation occurs due to hoarding. Hoarding is an

excess accumulation of basic commodities by traders and black
marketers. It is practiced to create an artificial shortage of essential
goods like food grains, kerosene, etc. with an intension to sell them
only at higher prices to make huge profits during scarcity inflation.
Though hoarding is an unfair trade practice and a punishable
criminal offence still some crooked merchants often get themselves
engaged in it.

4. Profit Inflation :
When entrepreneurs are interested in boosting their profit margins,
prices rise.

5. Pricing Power Inflation :

It is often referred as Administered Price inflation. It occurs
when industries and business houses increase the price of their
goods and services with an objective to boost their profit margins. It
does not occur during a financial crisis and economic depression,
and is not seen when there is a downturn in the economy. As
Oligopolies have the ability to set prices of their goods and services
it is also called as Oligopolistic Inflation.

.
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6. Tax Inflation :
Due to rise in indirect taxes, sellers charge high price to the
consumers.

7. Wage Inflation :
If the rise in wages in not accompanied by a rise in output, prices
rise such kind of situation is called Wage Inflation.

8. Build-In Inflation :
Vicious cycle of Build-in inflation is induced by adaptive

expectations of workers or employees who try to keep their wages
or salaries high in anticipation of inflation. Employers and
Organisations raise the prices of their respective goods and
services in anticipation of the workers or employees' demands. This
overall builds a vicious cycle of rising wages followed by an
increase in general prices of commodities. This cycle, if continues,
keeps on accumulating inflation at each round turn and thereby
results into what is called as Build-in inflation.

9. Development Inflation :
During the process of development of economy, incomes

increases, causing an increase in demand and rise in prices.

10. Fiscal Inflation :
It occurs due to excess government expenditure or spending

when there is a budget deficit.

11. Population Inflation :
Prices rise due to a rapid increase in population.

12. Foreign Trade Induced Inflation :
It is divided into two categories, viz., (a) Export-Boom Inflation, and
(b) Import Price-Hike Inflation.

A) Export-Boom Inflation :
Considerable increase in exports may cause a shortage at

home (within exporting country) and results in price rise (within
exporting country). This is known as Export-Boom Inflation.

B) Import Price-Hike Inflation :
If a country imports goods from a foreign country, and the

prices of imported goods increases due to inflation abroad, then the
prices of domestic products using imported goods also rises. This is
known as Import Price-Hike Inflation.

15. Sectoral Inflation :
It occurs when there is a rise in the prices of goods and services
produced by certain sector of the industries. For instance, if prices
of crude oil increases then it will also affect all other sectors (like
aviation, road transportation, etc.) which are directly related to the
oil industry.

.
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16. Demand-Pull Inflation :
Inflation which arises due to various factors like rising income,

exploding population, etc., leads to aggregate demand and
exceeds aggregate supply, and tends to raise prices of goods and
services. This is known as Demand-Pull or Excess
Demand Inflation.

17.Cost-Push Inflation :
When prices rise due to growing cost of production of goods

and services, it is known as Cost-Push (Supply-side) Inflation. For
e.g. If wages of workers are raised then the unit cost of production
also increases. As a result, the prices of end-products or end-
services being produced and supplied are consequently hiked.

F. According to the Peoples Expectation:
Types of inflation on the basis of expectation or predictability:-
1. Anticipated Inflation :
If the rate of inflation corresponds to what the majority of people
are expecting or predicting, then is called Anticipated Inflation. It is
also referred as Expected Inflation.
2. Unanticipated Inflation :
If the rate of inflation corresponds to what the majority of people are
not expecting or predicting, then is called Unanticipated Inflation. It
is also referred as Unexpected Inflation.

8.6 CAUSES OF INFLATION

Inflation is a complex phenomenon which cannot be attributed
to a single factor. We can focus on the following major causes of
inflation:

1. Bank Credit:
Rapid expantion in bank credit is a responsible factor for the

inflationary trend in a country.

2. Expantion of money supply:
There is always a correlation between the expansion in money

supply and the rise in the price level. As price level rises expansion
in money supply observed.

3. Monetary Factors :
Some major monetary factors influencing the price trends are

listed below:

i) Roll of Black Money:
There is the large accumulation of unaccounted money at

the hands of smugglers, builders, traders, black-marketers and
corrupt politicians. This black money is used in buying and selling

.
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activities ,this encourages lavish spending, which causes excess
demand and a rise in prices.

ii) Spectacular rise in public Expenditure:
The spectacular and continuous increase in public

expenditure and especially the expenditure on Defence and non-
developmental expenditure gives invitation to inflation.

iii) Trends in Investments:
If there is increasing trend in investment it may lead to an

excess demand in the capital goods sector so that industrial prices
may rise .

iv) High Indirect Taxes:
In order to mobilise resources ,the government has relied

increasingly on indirect taxes (sales tax,excise duties).A continuous
rise in these rates has made the producers raise the price.

4. Non-Monetary Fctors:

i) Population Growth:
As the population and income grows the pressure of

demand for goods and services also rises and this causes a high
price rise.

ii) Hoardings:
Producers, traders , stock commodities to speculate when

prices rise and make easy money. Consumers also hoard to
protect themselves from rising prices. This is an important cause for
the upward movement of prices. Speculation, hoarding and black
money.

iii) Natural Calamities :
Natural calamities are also responsible for inflation. Heavy

rain ,failure of agricultural crops, bad weather , droughts , have
been responsible for high price rates.

iv) Price of Imported Goods:
Due to the increasing prices of imported goods like petrol , oil ,

raw material ,costly heavy machines , inflation may occurs.

Disequilibrium in Balance of Payment:

Due to high import and low Export the developing countries
like India are suffering from disequilibrium in Balance of payment.
This leads to a heavy price rise.

.
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8.7 EFFECTS OF INFLATION

The effects of Inflation can be categorised in following categories

A. Economic Effects:

The effects of inflation can classified into the four kinds:
I) Effects on Production.
II) Effects on Distribution.
III) Effects on Consumption and Welfare.
IV) Effects on Foreign Trade.

I) Effects on Production:

When prices rise profit increases and in this situation
businessmen’s are interested to invest more. This results in
increase in income , employment ,and output and due to this cycle
the objective of full employment achieved. If money supply
increases beyond the point of full employment , it would lead
following effects on economy :

This situation lead to a hyper inflation and result in disastrous
effect on the economy.

Inflation leads to maladjustments in production and disrupts
the working of the price system ,which is harmful to the
economy.

Inflation forces investors to invest their capital abroad
because the value of money declines during inflation.

Inflation causes a disincentive effect on willingness to work ,
save ,and invest and therefore discourage productive activity.
Inflation is responsible for changing the pattern of production
because inflation diverts the allocation of resources to the
production of luxury goods from the production of essential
goods demanded by the rich .

Inflation promotes speculations ,black marketing and
tendency of hoarding and this affects real production.

Social and Political Effects

Effects of Inflation

Economic Effects

.
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II) Effects on Distribution:

Inflation re-distributes income ,because prices of all factors do not
rise in the same proportion . Since ,the effect of inflation on the
incomes of different classes of earners varies .

Inflation re-distributes wealth in favour of the rich at the
cost of poor .It makes the rich richer and poor poorer.

Inflation makes loss to investors in debentures and fixed
interest bearing securities , but investors in shares benefit
during inflation.

As the prices of agricultural goods rises during inflation
obviously the farmers gain profit .

Businessmen’s and Entrepreneurs make heavy profit
during inflation ,because prices of factors remains constants
but the prices of production rises.

Inflation hits very hard to the group of Fixed Income
(salaried, Govt.Servant ,pensioners) because wages do not
rise at the same rate of general prices.

During inflation , as the value of money falls Debtors gain
and creditors lose.

III) Effects on Consumption and Welfare.:

Inflation is responsible for lowering the standard of living and
welfare of the people in the country , because during inflation the
people can purchase lesser quantity of goods and services with the
same amount of money. Due to rising prices and rise in the cost of
living ,the capacity to save is reduced.

IV) Effects on Foreign Trade:

Inflation adversely affects the country’s balance of payments ,
The adverse effect on saving can be seen in the situation of
inflation ,because as the prices rises of domestic goods the
demand will fall and export decline.
Due to the rising prices consumers of own country imports
foreign goods at cheaper price compare to domestic price.
Due to rising Import and declining export the Balance of
payment become unfavourable.

.



134

B) Social and Political Effects:

Rising inflation creates a breeding ground for social and
political upheavals.

Due to inflation rich people become richer and poor
poorer ,because inflation re-distributes income and wealth in
favour of the rich.

It encourages inequality in society.

Due to inflation there is fall in standard of living and this
lowers the general economic welfare.

Inflation also favours black-marketing, corruption,
smuggling, speculation ect . These practices cause in
declining of the standards of business morality and promote
the attitude of making profit through unfair means.

The situation of Inflation insists people’s tendency to revolt
against the government.

8.8 MEASURES TO CONTROL INFLATION

Inflation is the complex phenomenon .It should be attracted from
various angles .The following are the main instruments commonly
used in order to control inflation in modern economy .The following
are the main categories:

(i) Fiscal Measures:
(1) Taxation:

Progressive tax is highly preferred to reduce the disposable
income of the people , because an increase in progressive direct
taxes will reduce aggregate demand and bring down the prices. By
imposing direct and indirect taxes government can reduce the
disposable income of the people.

Anti inflationary tax policy should be directed to restrict
demand without restricting production. Sale tax and Excise duty
take away the buying capacity without discouraging productive
capacity of the economy.

Measures to control Inflation

Fiscal Measures Direct ControlsMonetary Measures

.
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(2) Public expenditure:
During inflation there is excess demand because of the

expansion of public and private spending. So the Government
should reduce unproductive expenditure to the extent of
expenditure over the national output. A reduction in public
expenditure will lead to a multiple reduction in the total expenditure
of the economy.

(3) Public borrowing:
The Government should cover the deficit in its budget by

restoring to borrowing from the public instead of deficit financing .

Through public borrowing, the Government takes away from
public excess purchasing power. This will reduce the money supply
at the hands of public and thereby inflationary pressure can be
reduced.

(4) Deficit financing:
Financing, the deficit budget through printing of new notes is

known as deficit financing. The Government should control deficit
financing. The Government can sell bonds to non-bank investors,
like insurance companies, and takes away the spending power
from the public and hence inflation is curbed.

(5) Over valuation:
A over valuation of domestic currency in terms of foreign

currencies will also serve as an anti-inflationary measure. Firstly it
will discourage exports and thereby increase the availability of
goods in the domestic market. Secondly by encouraging imports
from abroad it will add to the domestic supply of goods in the
economy. But over valuation as an anti inflationary weapon suffers
from several limitations,

(ii) Monetary Measures:
(1)Raising the bank rate:

To lessening the pressure of inflation in the economy central
bank uses the instrument to increase in bank rate to discourage
borrowing by business from banks. An increase in the interest rate
due to increase in the bank rate will make savings attractive than
before and induce people to spend less on consumer goods. The
bank rate policy is used to influence the credit situation and
promote price stability.

(2) Open market Operations:
By selling Government securities in the open market the

central bank directly reduces the liquidity of the commercial banks.
The fall in cash reserves does not allow the commercial banks to
expand their lending capacities. This will reduce the money supply
and hence the inflationary pressures in the economy.
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(3) Increase in reserve ratio:
Inflationary pressure can be controlled by restricting the

creation of credit by the commercial banks and therefore an
increase in the reserve ratio will help in reducing inflationary
pressure in the economy. The member banks are required to keep
larger reserves with the central bank. This reduces the deposits of
the banks and thus limits their power to create credit.

(4) Selective Credit-Control:-
The method of selective credit-control is highly beneficial for

developing countries. With the help of selective credit control,
certain types of credits are restricted while other types of credit
remain unchanged. In such a situation the flow of credit is directed
to the productive and growth oriented sectors from unproductive
sectors.

(5) Consumer Credit Control:-
This method prevents the habit of purchasing luxurious

durables on hire and installment basis. During inflation, consumer
durable loan facilities for installment buying are reduced and
restricted. This helps in reducing consumption spending.

(iii) Direct Controls:
Direct controls refer to the regulatory measures undertaken

with objectives of converting an open inflation into a suppressed
one. Direct control on prices and rationing of scarce goods are the
two such regulatory measures.

1. Direct Controls on Prices:
The purpose of price control is to fix an upper limit beyond

which the price of particular commodity is not allowed and to that
extent inflation is suppressed.

2. Rationing:
When the government fixes the quota of certain goods so

that each person gets only a limited quantity of the goods, it is
called rationing. Rationing becomes necessary when the essential
consumer goods are relatively scarce.

The purpose of rationing is to divert consumption from those
goods whose supply needs to be restricted for some special
reason, e.g., to make such commodities available to a large
number of people.

Thus, rationing aims at achieving the twin objectives of price
stability and distributive justice.

.
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Check Your Progress:
1. What are the various types of Inflation?
2. Explain the causes of inflation.
3. Explain the effects of inflation on the economy.
4. Discuss the measures to control inflation.

8.9 SUMMARY

Inflation means a considerable and persistent rise in the
general level of prices over a long period of time.
“ Inflation is a sustained rise in prices.”
“Inflation is a persistent and appreciable rise in the general level
or average of prices.”
When the price of all commodities rise throughout the economy
it is known as Comprehensive inflation.
When price of only few commodities in few regions rise ,it is
known as Sporadic inflation.
In war-time situation inflation can takes place it is known as
War-Time inflation.
Inflation that take place soon after a war is known as post-war
inflation.
When prices rise during a normal period of peace , it is known
as peace-time inflation.
When government does not attempt to restrict inflation ,it is
known as Open inflation.
When government prevents price rise through price controls ,
rationing ,etc., it is known as Suppressed inflation.
The effects of inflation can classified into the four kinds:

Effects on Production.
Effects on Distribution.
Effects on Consumption and Welfare.
Effects on Foreign Trade.

The main instruments used for controlling the inflation are;
Fiscal Measures.
Monetary Measures.
Direct Controls.

.
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8.10 QUESTIONS

Define the following:

1. Inflation.
2. Demand-Pull Inflation.
3. Cost-Push Inflation.

Distinguished Between:

1. Demand-Pull Inflation and Cost-Push Inflation.

Answer the following:

1. What is Inflation?
2. What are the main features of inflation?
3. What are the types of Inflation?
4. Explain the concepts of demand-pull and cost-push inflation

with the help of diagram.
5. What are the various causes of demand-pull inflation?
6. Explain the causes of cost-push inflation.
7. Explain the causes of inflation.
8. Explain the effects of inflation on the economy.
9. Examine the various measures to control inflation.

.
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9

Module 4
Banking in India

COMMERCIAL BANKING

Unit Structure :
9.0 Objectives
9.1 Introduction
9.2 Definitions of Commercial Bank
9.3 Functions of Commercial Bank
9.4 Multiple Credit Creation Process Of Commercial Banking
9.5 Process of Credit Creation
9.6 Limitation of Credit Creation
9.7 Performance of commercial banks since 1991
9.8 Summary
9.9 Questions

9.0 OBJECTIVES

To know the meaning and definition of commercial banks.
To understand the various functions of commercial banks.
To understand the multiple credit creation process of
commercial banks.
To know the Limitation of Credit Creation.
To study the Performance of commercial banks since 1991.

9.1 INTRODUCTION

The importance of commercial banks to modern economic
life can hardly be exaggerated. With extreme specialization and
division of labour grown over the years the spell of isolated life of
the old good days stands completely depend on each other .Goods
and services are now being produced on a large scale for that
purpose large amount of capital is required which cannot be
available unless savings are made in the society because savings

.



140

lead to capital. This process is facilitated by commercial banks
.Each one of us , whether a producer or an investor or a consumer
must obtain the service of commercial banks. Banking plays an
important role in the economic system. Banking is the life blood of
modern trade and commerce and it become a part of everyday
economic activity.

The origin of the word Bank can be traced in the word
“Banco” which means the “Benches” .Benches were used by
Italian Goldsmiths and Merchants who had the facilities for safe
custody of valuables. They charged some interest in keeping the
assets of the people safe. Goldsmiths and merchants later started
lending out to the borrowers certain funds and charged them higher
rates of interest. With the increase in size of business the
requirements of funds increased; and to attract more of valuables
and assets from people the Goldsmiths and merchants in fact
decided to pay interest to all those who trusted them by giving their
valuables towards them and who were assured of getting back their
valuables on demand. The seeds of banking were, therefore ,
sown.

As public enterprises the banking came into being around
the middle of the 12th century in Italy and the “Bank of Venice”
started as the first public banking institution in 1157. After that due
to the expansion in business activities number of banks emerged in
Europe. Despite of these earlier developments it was only in the
19th century that modern banking system , with join stock banks
developed in the leading countries of the world. A strong network of
commercial banks has emerged in the 20th century ; so much that
almost every commercial bank has a number of branches.

9.2 DEFINITIONS OF COMMERCIAL BANK

A Bank can be defined ‘as institutions, we can say that bank is an
intermediary which handles other people’s money both for their
advantages and to its profit and also create credit. It safeguards the
savings of the public and gives loans and advances.
The term ‘Bank’ has been defined in different ways by different
economists. A few definitions are:

The Banking Companies Act of 1949,under section 5 (b) and
(c), defines the Bank as “ A company which transacts the business
of banking in India and banking is defined as accepting , for the
purpose of lending or investments , of deposits of money from the
public , repayable on demand or otherwise and withdraw able by
cheques , drafts , order or otherwise.”

The Oxford English Dictionary defines a “Bank” as “An
establishment for the custody of money received from or on behalf

.
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of its customers. Its essential duty is to pay their drafts on it; its
profit arises from the use of the money left unemployed by them.”

According to Walter Leaf “A bank is a person or corporation which
holds itself out to receive from the public, deposits payable on
demand by cheque.”

According to Dr.Hart, “A banker is one who in the ordinary course
of his business honours cheques drawn upon him by persons from
and for whom he received money on current account.”

Prof.Sayers defines Commercial Banks as “Institutions whose
debts usually referred to as ‘bank deposits’ are commonly accepted
in final settlement of the other people’s debts.”

Sir Kinley defines Bank as “ An establishment which makes to
individuals such advances of money as may be required and to
which individuals entrust money when not required by them for
use.”

According to Sir John Paget , “ No person or body corporate or
otherwise can be a banker who does not take deposit accounts,
take current accounts ,issue and pay cheques and collects cheques
, crossed or uncrossed , for his customers.”

The Crowther says , “A banker is a dealer in debts – his own and
other peoples.”

A very short but precise definition of bank given by Horace White ,
“ A manufacturer of credit and a machine for facilitating exchange is
called as Bank.”

Thus, we can say that a bank is a financial institution which deals in
debts and credits. It accepts deposits, lends money and also
creates money. It bridges the gap between the savers and
borrowers. Banks are not merely traders in money but also in an
important sense manufacturers of money.

9.3 FUNCTIONS OF COMMERCIAL BANK

In modern times Commercial Banks perform various function in
order to meet adequate the growing needs of industry , trade and
commerce .Commercial banks have to perform a variety of
functions which are common to both developed and developing
countries. These are known as ‘General Banking’ functions of the
commercial banks. The modern banks perform a variety of
functions. In the following chart these can be broadly divided into
two categories .

.
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1. Accepting of deposits : 1.Agency Services :
2. Giving Loans and Advances : 2. General Utility Services :
3. Creation of Credit:
4 Use of Cheque system :
5. Transfer of Money :
6. Finance for trade:

A. Primary Functions :

Primary banking functions of the commercial banks include:
1. Accepting of Deposits:
The primary function of commercial banks is to accept deposits
from the public and mobilize the savings of the community .The
deposits can be classified as :

(a) Current Deposits
(b) Savings Deposits
(c) Fixed Deposits.

(a) Current Deposits:

These deposits are also known as demand deposits. Current
deposits are mainly for the business community to facilitate
frequently transactions involving huge amounts. These deposits
can be withdrawn at any time. Generally, no interest is allowed on
current deposits .Cheques are used to withdraw the amount. These
deposits are kept by businessmen and industrialists who receive
and make large payments through banks. For these kind services
bank charges on the customer.

(b) Savings Deposits:

Savings deposits facilities are provided to induce and
mobilize the savings of mainly small savers. Money can be
deposited at any time but the maximum cannot withdrawn beyond a
certain limit. There is a restriction on the amount that can be
withdrawn at a particular time or during a week. If the customer
wishes to withdraw more than the specified amount at any one
time, he has to give prior notice. Interest is allowed on the credit
balance of this account. The rate of interest is greater than the rate
of interest on the current deposits and less than that on fixed
deposit.

Functions of Commercial Banks

B. Secondary FunctionsA Primary Functions :

.
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(c) Fixed Deposits:

These deposits are also known as time deposits. These
deposits cannot be withdrawn before the expiry of the period for
which they are deposited or without giving a prior notice for
withdrawal. If the depositor is in need of money, he has to borrow
on the security of this account and pay a slightly higher rate of
interest to the bank. They are attracted by the payment of interest
which is usually higher for longer period. Fixed deposits are liked by
depositors both for their safety and as well as for their interest. In
India, they are accepted between three months and ten years.

2. Giving Loans and Advances :
The most profitable function of commercial banks is to

provide loans and advances and earn profit by way of interest.
Loans are given against approved securities like gold , silver , Govt.
securities , shares and other marketable goods.

The various types of loans provided by commercial banks are :

(a) Overdraft Facilities:

In this case, the depositor in a current account is allowed to
draw over and above his account up to a previously agreed limit.
Suppose a businessman has only Rs. 50,000/- in his current
account in a bank but requires Rs. 90,000/- to meet his expenses.
He may approach his bank and borrow the additional amount of Rs.
40,000/-. The bank allows the customer to overdraw his account
through cheques. The bank, however, charges interest only on the
amount overdrawn from the account. This type of loan is very
popular with the Indian businessmen.

(b) Secured Loans :

When banks give loans against certain securities ,they are
known as secured loans. When the value of the security is
equivalent to the amount of the loan sanctioned ,it is known as a
Collateral Loans.

(c) Discounting Bills of Exchange:

This is another type of lending which is very popular with the
modern banks. The holder of a bill can get it discounted by the
bank, when he is in need of money. After deducting its commission,
the bank pays the present price of the bill to the holder. The
commercial banks can rediscount, the discounted bills with the
central banks when they are in need of money. These bills are safe
and secured bills. When the bill matures the bank can secure its
payment from the party which had accepted the bill.

.
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(d) Call Loans :

Call Loans are those which can be called back any time by
the commercial banks and are given for a very short period of time.
Generally these loans should not given for more than 7 days.
usually dealers or brokers in stock exchange markets are the main
customer of such loans. Against collateral securities like stock or
equity shares, debentures, etc., offered by them. Such advances
are repayable immediately at short notice hence, they are
described as money at call or call money.

.
(e) Term Loans:

Banks give term loans to traders, industrialists and now to
agriculturists also against some collateral securities. Term loans
are so-called because their maturity period varies between 1year to
10 years. Term loans, as such provide working capital funds to the
borrowers and thereby encourages the growth of the industry and
agriculture.

(f) Consumer Loans :

To buy some durable consumer goods such as TV ,fridge, etc.,
or to meet some personal needs like payment of hospital bills etc,
Banks also grant credit to households in a limited amount. Such
consumer credit is made in a lump sum and is repayable in
installments in a short time.

3. Creation of Credit:

Creation of credit is the major function of commercial banks
.Credit creation implies expansion of bank deposits by giving loans
and advances .Prof. Sayers says “banks are not merely
purveyors of money, but also in an important sense,
manufacturers of money.”

4 Use of Cheque system :

Commercial banks provide cheques which is a convenient
mode of exchange than cash. The two main types of cheques are
Crossed Cheques and Bearer Cheques. The introduction of
cheque system for the withdrawal of deposits and setting debts is a
special feature of commercial banks. The cheque is the most
developed type of credit instrument in the money market.

5. Transfer of Money :

Since Commercial banks have their network of branches
throughout the country,

.
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They provide facilities to transfer funds quickly from one
place to another place with the help of bank drafts, mail transfers or
telegraphic transfers on nominal commission charges..

6. Finance for trade:

The bank finances internal and foreign trade through
discounting of exchange bills. Sometimes, the bank gives short-
term loans to traders on the security of commercial papers. This
function plays an important role for the speedy growth of domestic
and international trade of the country.

B. Secondary Functions
It is also known as Non-Banking functions of commercial

banks. Secondary banking functions of the commercial banks
include:

1.Agency Services :
2.General Utility Services :

These are discussed below.

1. Agency Services :

Banks also perform certain agency functions for and on behalf of
their customers and acts as their Agent. following are the agency
services which commercial bank provides to their customers.

(a) Collection of bills, cheques, demand draft, interest ,dividends,
rents, salary, insurance premium, etc. The bank charges for
this service.

(b) Banks collect and pay various credit instruments like cheques,
bills of exchange, promissory notes etc., on behalf of their
customers.

(c) Banks purchase and sell various securities like shares, stocks,
bonds, debentures on behalf of their customers.

(d) Act as an executor, trustee and attorney for the customers.

(e) Sometimes banks act as representative and correspondents of
their customers. They get passports, traveller’s tickets and
even secure air and sea passages for their customers.

(f) Banks may also help to customers to prepare income-tax
returns and claim refunds.

.
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2. General Utility Services:

In addition to agency services, the modern banks provide many
general utility services for the community as given.

1) Bank provide locker facility to their customers. The
customers can keep their valuables, such as gold and silver
ornaments, important documents; shares and debentures in
these lockers for safe custody.

2) Banks issue bank drafts or traveler’s cheques to provide
facilities to their customers to travel without the fear or loss
of money.

(3) Banks provide Letters of credit to their customers to enable
them to go abroad for making their trade successful.
Letters of credit are having importance in foreign trade.

(4) Banks acts as referee with respect to the financial
standings, business reputation and respectability of
customer.

(5) Banks serves as under-writer for the shares floated by the
government , public bodies, and corporations.

(6) Banks collect statistics giving important information relating
to trade, commerce, industries, money and banking. They
also publish valuable journals and bulletins containing
articles on economic and financial matters.

(7) Banks may also deal in Foreign Exchange or finance
foreign trade by accepting or collecting foreign bills of
exchange.

(8) Some commercial banks have opened merchant banking
divisions to provide merchant banking services.

(9) Automatic Teller Machines(ATMs) has emerged to
facilitate banking transactions at a very low cost.

(10) Modern commercial banks are providing the facility of
Internet Banking (E-BANKING) to their customers.

Modern commercial banks play a very important role in world
trade ,commerce and industry .They promote investments, facilitate
economic transactions and contribute to economic development.

.
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9.4 MULTIPLE CREDIT CREATION PROCESS OF
COMMERCIAL BANKING

According to Paul Samuelson “The banking system as a
whole can do what a single bank can not do by itself.” i.e, the
banking system can expand its loans and investments by many
times the new reserves created for it by performing the function of
credit creation. The process of banking must be considered in
terms of monetary flows, that is, continuous depositing and
withdrawal of cash from the bank. It is only this activity which has
enabled the bank to manufacture money. Therefore the banks are
not only the purveyors of money but manufacturers of money.

This Process of credit creation is based on the simple
assumption that ‘ all the depositors do not withdraw all their
deposits at the same time’ And thus the commercial banks need
not keep 100% of deposits are reserves. If they have experienced
that much less of deposits are withdrawn by the depositors ; say
about 20% , then the banks can safely lend out 80% of those
deposits to other borrowers by opening an account in their favour
.As we have seen ‘Every loan creates credit for the bank’.This
amount lent will create credit for the lending bank.
Basis of Credit Creation :

The basis of credit money is the bank deposits. The bank
deposits are of two kinds viz.,
(1) Primary deposits
(2) Derivative deposits.

1. Primary Deposits:
Primary deposits arise or formed when cash or cheque is

deposited by customers. When a person deposits money or
cheque, the bank will credit his account. The customer is free to
withdraw the amount whenever he wants by cheques. These
deposits are called “primary deposits” or “cash deposits.” It is out of
these primary deposits that the bank makes loans and advances to
its customers. The initiative is taken by the customers themselves.
These deposits merely convert currency money into deposit money.
They do not create money. They do not make any net addition to
the stock of money. In other words, there is no increase in the
supply of money.

2. Derivative Deposits:
Bank deposits also arise when a loan is granted or when a

bank discounts a bill or purchase government securities. Deposits
which arise on account of granting loan or purchase of assets by a
bank are called “derivative deposits.” Since the bank play an active
role in the creation of such deposits, they are also known as “active

.
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deposits.” When the banker sanctions a loan to a customer, a
deposit account is opened in the name of the customer and the
sum is credited to his account. The bank does not pay him cash.
The customer is free to withdraw the amount whenever he wants by
cheques. Thus the banker lends money in the form of deposit
credit. The creation of a derivative deposit does result in a net
increase in the total supply of money in the economy, Hartly
Withers says “every loan creates a deposit.” It may also be said
“loans make deposits” or “loans create deposits.” It is rightly said
that “deposits are the children of loans, and credit is the creation of
bank clerk’s pen.”

Granting a loan is not the only method of creating deposit or
credit. Deposits also arise when a bank discounts a bill or
purchase government securities. When the bank buys
government securities, it does not pay the purchase price at once in
cash. It simply credits the account of the government with the
purchase price. The government is free to withdraw the amount
whenever it wants by cheque. Similarly, when a bank purchase a
bill of exchange or discounts a bill of exchange, the proceeds of the
bill of exchange is credited to the account of the seller and
promises to pay the amount whenever he wants. Thus asset
acquired by a bank creates an equivalent bank deposit. It is
perfectly correct to state that “bank loans create deposits.”

Thus the power of commercial banks to expand deposits
through loans, advances and investments is known as “credit
creation.”

9.5 PROCESS OF CREDIT CREATION

An important aspect of the credit creating function of the
commercial banks is the process of multiple-expansion of credit.
The banking system as a whole can create credit which is several
times more than the original increase in the deposits of a bank. This
process is called the multiple-expansion or multiple-creation of
credit. Similarly, if there is withdrawal from any one bank, it leads to
the process of multiple-contraction of credit. The process of multiple
credit-expansion can be illustrated by assuming

(a) The existence of a number of banks, X, Y, Z etc., each with
different Bunch of depositors.

(b) According to law , Every bank has to keep 10% of cash
reserves.

A new deposit of Rs. 1,000 has been made with bank X to
start with.

.
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Suppose, a person deposits Rs. 1,000 cash in Bank X. In
this case, the deposits of bank X will increase by Rs. 1,000 and
cash also increases by Rs. 1,000. The balance sheet of the bank is
simple as fallows :

Liabilities Rs. Assets Rs
New deposit 1,000 Total 1,000
Total 1,000 1,000

Under the double entry system, the amount of Rs. 1,000 is
shown on both sides. The deposit of Rs. 1,000 is a liability for the
bank and it is also an asset to the bank. Bank X has to keep only
10% cash reserve, i.e., Rs. 100 against its new deposit and it has a
surplus of Rs. 900 which it can profitably employ in the assets like
loans. Suppose bank X gives a loan to R, for paying the amount to
his creditors. After the loan has been made and the amount so
withdrawn by R to pay off his creditors, the balance sheet of bank X
will be as follows:

Liabilities Rs. Assets Rs
New Cash 100

Deposit 1,000
Loan to R 900

Total 1,000 Total 1,000

Suppose R purchase goods of the value of Rs. 900 from S and
pay cash. S deposits the amount with Bank Y. The deposits of
Bank Y now increase by Rs. 900 and its cash also increases by Rs.
900. After keeping a cash reserve of Rs. 90 (10%), Bank Y can
lend the balance of Rs. 810 to any person.

Suppose bank Y has gives Rs. 810 to T, who uses the amount
to pay off his creditors. The balance sheet of bank Y will be as
follows:

Balance Sheet of Bank X

Balance Sheet of Bank X
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Liabilities Rs. Assets Rs
New Cash 90

Deposit 900
Loan to T 810

Total 900 Total 900

Suppose T purchases goods of the value of Rs. 810 from W and
pays the amount. W deposits the amount of Rs. 810 in bank Z.
Bank Z now keeps Rs.81(10%) and lends Rs. 729 to a any
commercial person. The balance sheet of bank Z will be as follows:

Liabilities Rs. Assets Rs
Cash 81

Deposit 810
Loan to a
commercial
person

729

Total 810 Total 810

After looking at the whole banking system shown above, the
position will be as follow:

Bank Name Deposits (Rs.) Cash reserve
(Rs.)

Loans (Rs.)

Bank X 1,000 100 900

Bank Y 900 90 810

Bank Z 810 81 729

Total 2,710 271 2,439

As per this chain system there will be many banks in the country
and the above process of credit expansion will come to an end
when no bank has an excess reserve to lend. In the above
example, there will be 10 fold increase in credit because the cash
ratio is 10%. The total volume of credit created in the banking
system depends on the cash ratio. If the cash ratio is 10% there will
be 10 fold increase. If it is 20%, there will be 5 fold increase. When

Balance Sheet of Bank Y

Balance Sheet of Bank Z

.
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the banking system receives an additional primary deposit, there
will be multiple expansion of credit. When the banking system loses
cash, there will be multiple contraction of credit.

The extent to which the banks can create credit together
could be found out with the help of the credit multiplier formula. The
formula is:

Credit Multiplier (K) = 1 / r

Where K is the credit multiplier,

R is the required reserves.

If the reserve ratio is 10% or 0.1, the credit multiplier is :

K = 1 /r

K = 1 / 0.1

K = 10

The higher the cash reserve ratio , lower will be the credit
multiplie.For example if cash reserve ratio is of 20 % credit
multiplier will be as follows :

K = 1 /r

K = 1 / 0.2

K = 5

9.6 LIMITATION OF CREDIT CREATION

The commercial banks do not have unlimited power of credit
creation. Their power to create credit is limited by the following
factors:

1.Amount of Cash:

If the supply of cash in the economy is limited ,the quantity of
credit will also be limited .The amount of cash that banks may have
is subject to the control of the central bank.

2.Cash Reserve Ratio:

Higher the cash reserve ratio ,smaller the volume of credit
creation and vice-versa.If CRR fall to a certain minimum, then the
power of the banks to create credit is limited.

.
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3.Banking Habits of Peoples :

Without banking habits and sound banking system the
process of credit creation is impossible. If the liquidity preference of
the people increases and they prefer to transact business by cash
rather than cheques , then the deposit in the banks will fall and
credit creation will be restricted .

4. Prosperity and depression conditions in the Economy:

Credit creation will depend upon the nature of business
conditions. During periods of prosperity, there will be more demand
for loans and advances for investment purposes. Many people
approach banks for loans and advance hence Credit creation will
be large during a period of prosperity, while it will be smaller during
a depression.

5. Leakages in Credit-Creation:

Leakages in the Banking system will reduce the volume of
credit.

6. Supply of Good Securities:

A bank creates credit in the process of acquiring good and
profitable assets. If people cannot offer good securities, a bank
cannot create credit.

8. Central Banks Monetary Policy:

The process of credit creation will depend upon the central
bank’s monetary policy. The Central Bank has available some
powerful instruments, like the Bank Rate, CRR,SLR, Open market
operations with the help of which it can exercise control on the
expansion and contraction of credit by the ability of the bank to
create credit is subject to various limitations.

9.7 PERFORMANCE OF COMMERCIAL BANKS
SINCE 1991

India marched towards the establishment of public sector
banking through the progressive nationalization of commercial
banks. In the following three phases the nationalization of
commercial banks took place in India.

Phases of bank nationalization in India :
1) In 1955 nationalization of Imperial Bank of India and its seven

associate banks in 1959-60.
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2) Nationalization of the 14 major Commercial Banks on 19th
July 1969.

3) Nationalization of more 6 Commercial Banks on 15th August
1980.

Through this step over 90 % banking activity in India is
brought into the public sector .In short nationalization of banks in
India implied a bold and major step in the process of banking
reforms in the country. It has resulted in the public sector banking.

As an impact of nationalization , the structure of Indian
commercial banks has radically changed. With the help of following
chart we can see the changed structure of Indian commercial
banks.

: Structure of Indian Commercial Banks As March 31 , 2002. :

The Indian banking system had gone through series of crises
and consequent bank failures and thus its growth was quite slow
during the first half of the 20th century. But ,after Independence ,the
Indian banking system had recorded a rapid progress and this was
due to planned economic growth ,increase in money supply ,
growth of banking habit ,controlled guidance of RBI and above all ,
nationalization of commercial banks in India.
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Nationalization of Banks:

The nationalization of 14 major banks with deposit of 50
cores of more in July 1969 was a Historic and momentous event in
the history of India .In 1980 again the Government of India took
over another 6 commercial banks , now there are 20 nationalized
banks.

Branch Expansion:

Rapid economic development presupposes rapid expansion
of commercial banks Initially, the banks were conservative and
opened branches in metropolitan cities and other major cities
.Branch expansion gained momentum after the nationalization of
major commercial banks and introduction of the Lead Bank
Scheme.

The below table shows the progress of branch expansion of
public sector and other sector commercial banks in India:

Table No 9.1
Progress Of Branch Expansion

As on
June 30

Total no of
branches

Rural
Branches

Rural
Branches
as % of the

total

Population
per bank
office

1969 8,260 1,860 22 63,800
1991 60,605 32,750 54 14,150
2006 69,620 30,750 44 15,000

SOURCE: Economic Survey , 2006-07,

From the above table it is clear that in a matter of 33 years,
after bank nationalization , there was over 800% increase in
number of branches, but the most spectacular progress was in rural
branches – increase was from about 1,860 to nearly 32,180 bank
offices.

With the progress of branch expansion programmes , the
national average population per bank office has declined from
64,000 to 15,000.Rapid expansion of branches of commercial
banks after nationalization has led to integration of rural and urban
areas as well as organized and unorganized money market in India.

Deposit Mobilization :

Expansion of bank deposit has been an important feature in
recent years. Planned economic development , deficit financing and

.



155

increase in currency issue have led to increase in bank deposits .At
the same time banks have contributed greatly to the development
of banking habit among people through sustained publicity to the
customer . Bank nationalization gave a great fillip to the deposit
mobilization , due partly to the expansion of a network of bank
branches and partly to the incentives given to the savers . The
trend in increase in deposits and credit of scheduled banks given in
Table no 9.2

Table no 9.2
Deposits and Credit of Commercial Banks

Year No. of
Reporting
Banks

Bank Deposits
(Rs. Cores)

Bank Credit
(Rs. Cores)

1950 - 1951 430 820 580
1970 - 1971 73 5,910 4,690
1990 - 1991 271 1,92,540 1,16,300
2000 - 2001 297 9,62,620 5,11,420
2006 - 2007 179 26,08,300 19,28,910

SOURCE: RBI Report on Currency And Finance 2000-01 , RBI
Bulletin, August 2007 ,

Since 1950-51 deposits mobilization and supply of credit by banks
were growing at a rapid rate particularly after bank nationalization in
1969 ,for instance

Growth of deposits in India of all scheduled banks was as follows :

1951 – 1971 (20 Years) - 700 % or 7 times .
1971 – 1991 (20 Years) - 3,260 % or 32.6 times .
1991 – 2007 (16 Years) - 11200% or 12 times .

Expansion of Bank Credit :

Side by side with the expansion of bank deposits there
has been continued expansion in bank credit reflecting the rapid
expansion of industrial and agricultural output .The banks are also
meeting the credit requirements of industry ,trade,and agriculture
on a much lager scale than before .just as bank deposits have
expanded ,bank credit too has expanded particularly since July
1969 , from amount Rs.1,16,300 cores in 1990-91 to Rs.19,28,910
cores during 2006-07.

In recent years bank credit has picked up smartly by around
20 to 21 per cent per year and following factors have contributed to
this :

.



156

1) Rise in lendable resources of commercial banks as a result of
large reduction in reserve requirements viz ;CRR and SLR.

2) Sharp increase in food credit .

3) Increased demand for credit from public sector undertaking .

4) Large increase in export credit.

5) Fall in the rate of interest due to RBIs cheap money policy –
rapid expansion in bank lending for industry, for housing
,buying of cars, home, furniture etc.

Priority Sector Lending:

Before 1969 commercial banks had totally neglected
agricultural , rural and small industrial credit .But after
nationalization the commercial banks were asked to permit the
special credit for priority sector like agriculture, small industries .In
course of time other priority sectors were also added , such as retail
trade , education ,self-employed person ,housing loans for weaker
sections and consumption loans.

From the Table no 9.3 we will get the idea about the commercial
banks priority sector lending :

Table No:9.3

Commercial Banks Advances To Priority Sector: Amount
Outstanding

Priority Sector June
1960

June
1971

March
2006

Agriculture 160 340 1,55,220
Small-Scale industry 260 440 82,430
Other Priority Sector 20 130 1,72,100

Total Priority Sector Advances 440 910 4,09,750
Total Bank Credit 3,020 4,080 10,17,660

% of Priority sector advances
to total bank credit

12 25 40

SOURCE: Economic Survey 2006-07,

Profitability of Commercial Banks :

RBIs Annual Report On Trend And Progress Of Banking In
India and Economic Survey

.
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Give the profitability of the different types of commercial
Banks in India. Table No 9.4.Indicates the profitability of scheduled
commercial banks in India.

Table No 9.4.

Net Profit of Commercial Banks

(Rs.Cores)
Reporting Banks 1991-92 1992-93 1993-94 1995-96 2002-03 2005-06

State Bank
Group(8)

244 280 356 793 4,510

Nationalized
Banks(19)

559 -3,648 -4,779 -1,160 7,780
16,540

Private Sector
Banks(30)

77 60 149 557 2,960 4,780

Foreign Banks(40) 320 -842 573 749 1,820 3,070

SOURCE: Economic Survey 2006-07,

Diversification in Banking:

The changes which have been taking places in India since
1969 have necessitated banking companies to give up their
traditional system of banking and take a modern look and
progressive functions .From the following functions we can know
that how commercial banks have give up their traditional look and
accept the modern functions and responsibilities :
A) Commercial Banks have now set up Merchant Banking

division and are underwriting New Issues.

B) For the development of rural area most of the banks have
introduced the Lead Bank Schemes.

C) Some banks were permitted to float subsidiaries as Mutual
Funds.

D) Commercial banks in India are taking up Retail banking as an
attractive market segment with opportunities for growth and for
profit.

E) Automated Teller Machine (ATMs) has emerged as an
alternative banking channel which facilitate low cost banking.

F) Most of the commercial banks have adopted E-Banking
(Banking through Internet) .

.
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G) Some Banks have launched Venture Capital Funds (VCFs) to
provided equity capital for pilot projects.

Check Your progress
1. What is a commercial bank?
2. What are the main functions performed by commercial

banks ?
3. What is credit creation?
4. How banks create credit?
5. What are the limitations of credit creation?
6. Explain the process of progress of Commercial Banking in

India since 1969.

9.8 SUMMARY

The origin of the word Bank can be traced in the word “Banco”
which means the “Benches”. Benches were used by Italian
Goldsmiths and Merchants who had the facilities for safe
custody of valuables.

As public enterprises the banking came into being around the
middle of the 12th century in Italy and the “Bank of Venice”
started as the first public banking institution in 1157.

A strong network of commercial banks has emerged in the 20th
century.

“A banker is one who in the ordinary course of his business
honours cheques drawn upon him by persons from and for
whom he received money on current account.”- Dr.Hart.

A bank is a financial institution which deals in debts and credits.
It accepts deposits, lends money and also creates money.

The functions of Commercial Banks can be broadly divided into
two categories:

Primary functions
Secondary functions



159

The deposits can be classified as :
Current Deposits
Savings Deposits
Fixed Deposits.

The various types of loans provided by commercial banks are :

Overdraft Facilities:
Secured Loans :
Discounting Bills of Exchange:
Call Loans :
Term Loans:
Consumer Loans :

Banks performs certain functions for and on behalf of their
customers and acts as their Agent these functions are known as
Agency services (Functions).

In addition to agency services, the modern banks provide many
general utility services for the community they are called as
General Utility Services like locker facility, traveler’s cheques,
ATM facility, provide Letters of credit, Collection of statistical
data and publish valuable journals and bulletins ,E-Banking, etc
.
Creation of credit is the major function of commercial banks.

Prof. Sayers says “banks are not merely purveyors of money,
but also in an important sense, manufacturers of money.”

Govt. Of India Nationalized 14 major banks in July 1969 and 6
commercial banks In 1980.Now there are 20 nationalized banks.

After bank nationalization, there was over 800% increase in
number of branches.

Most spectacular progress was in rural branches – increase was
from about 1,860 to nearly 32,180 bank offices.

Since 1950-51 deposits mobilization and supply of credit by
banks were growing at a rapid rate particularly after bank
nationalization in 1969.

Growth of deposits in India of all scheduled banks was as
follows :

1951 – 1971 (20 Years) - 700 % or 7 times .
1971 – 1991 (20 Years) - 3,260 % or 32.6 times .
1991 – 2007 (16 Years) - 11200% or 12 times .

.
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There has been the rapid expansion of bank deposits and bank
credit.

Bank credit too has expanded particularly from amount
Rs.1,16,300 cores in 1990-91 to Rs.19,28,910 cores during
2006-07.

9.9 QUESTIONS

I) Define the following concepts :-
1) Commercial Bank
2) Demand Deposit
3) Time Deposit
4) Fixed Deposit
5) Credit Creation

II)Explain in short :
1. What is a commercial bank?
2. Explain the type of Deposits.
3. Explain the type of Loans and Advances.
4. Explain the Primary Functions of Commercial Banks.
5. Discuss the Secondary Functions of Commercial Banks.
6. What is credit creation?
7. What are the limitations of credit creation?

III)Explain in Brief :
1. What are the main functions performed by commercial

banks?
2. How banks create credit?
3. Explain the performance of commercial banks since 1991.

.
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10

CENTRAL BANK

Unit Structure:

10.0 Objectives
10.1 Introduction
10.2 Definition of Central Bank
10.3 Functions of Reserve Bank Of India (RBI)
10.4 Monetary Policy
10.5 Objectives of Monetary policy
10.6 Instruments of Monetary policy
10.7 Narsimham Committee Reports of 1998
10.8 Summary
10.9 Questions

10.0 OBJECTIVES

To understand the meaning of Central Bank
To know the functions of Central Bank
To understand the meaning of monetary policy
To understand the Objectives of monetary policy
To study the Instruments of Monetary Policy
To study the recommendations made by Narsimham Committee
1998

10.1 INTRODUCTION

The central bank is the head of the banking system of a
country .It is a supreme monetary authority who regulates and
control the money market of a country. A central bank, or monetary
authority is a public institution that usually issues the currency,
regulates the money supply, and controls the interest rates in a
country. Central banks often also oversee the commercial banking
system of their respective countries. In contrast to a commercial

.
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bank, a central bank possesses a monopoly on printing the national
currency, which usually serves as the nation’s legal tender.
Examples include the European Central Bank (ECB), the Federal
Reserve of the United States, and the People’s Bank of China and
in India the central bank of India called as Reserve Bank of
India(RBI) was established on 1st April 1935.

10.2 DEFINITION OF CENTRAL BANK

What is a Central Bank?

To define a central bank is a ticklish issue. There has been a
great diversity of opinion in regard to its definition. Each writer has
define it in his own way emphasizing either one or more functions
performed by central bank. Some important Definitions of central
bank Have been discussed below.

Definitions of Central Bank

1) “ An institute which is charged with responsibility of managing
the expansion and contraction of the general public welfare.”

:- KENT

2) “ The primary definition of central banking is a banking system
in which a single bank has either a complete or residuary
monopoly in the note-issue.It was out of monopoly in the note-
issue that were derived the secondary functions and
characteristics of our modern central banking.”

:- VERA SMITH

3) “ A central bank is a bank which controls credit.” :- SHAW.

4) The Preamble to the Reserve Bank of India Act refers to the
RBI as being constituted, “ To regulate the Issue of the bank
notes and the keeping of reserves with a view of securing
monetary stability and generally to operate the currency and the
credit system of the country to its advantage.”

.
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10.3 FUNCTIONS OF RESERVE BANK OF INDIA (RBI)

For smooth and speedy progress of the Indian Financial
System the Reserve Bank has significant powers and functions to
perform. It has to perform some important tasks.

For simplification, the functions of the Reserve Bank are
classified into following three categories;

A) Traditional Functions of RBI :

Traditional functions are also known as fundamental functions
of central bank. Traditional functions are those functions which
every central bank of each nation performs all over the world.

The RBI functions on the traditional lines regarding the following
activities.

1. Issue of Currency Notes :
In terms of Section 22 of the Reserve Bank of India Act, the RBI

has been given the statutory function of note issue on a monopoly
basis. The RBI has the sole right or authority or monopoly of
issuing currency notes except one rupee note and coins of smaller
denomination. These currency notes are legal tender issued by the
RBI.

Currently it is in denominations of Rs. 5, 10, 20, 50, 100, 500,
and 1,000. The RBI has powers not only to issue and withdraw but
even to exchange these currency notes for other denominations.

It issues these notes against the security of gold bullion,
foreign securities, rupee coins, exchange bills and promissory
notes and government of India bonds.

Functions of RBI

Traditional Functions Development functions Supervisory functions

.
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2. Banker to other Banks :

In terms of Section 42 of the Reserve Bank of India Act, the
RBI acts as banker to all scheduled banks. Commercial banks
including foreign banks, co-operative banks and RRBs. The RBI
being an apex monitory institution has obligatory powers to guide,
help and direct other commercial banks in the country. The RBI can
control the volumes of banks reserves and allow other banks to
create credit in that proportion. Every commercial bank has to
maintain a part of their reserves with its parent's viz. the RBI.
Similarly in need or in urgency these banks approach the RBI for
fund. Thus it is called as the lender of the last resort.

This centralization of reserves and accounts enables the RBI to
achieve the following:

(a) Regulation of money supply credit.
(b) Acts as custodian of cash reserves of commercial banks.
(c) Strengthen the banking system of the country
(d) Exercises effective control over banks in Liquidity Management.
(e) Ensures timely financial assistance to the Banks in difficulties.
(f) Gives directions to the Banks in their lending policies in the

public interest.
(g) Ensures elasticity in the credit structure of the country.
(h) Quick transfer of funds between member banks.

3. Banker to the Government :

The RBI acts as banker to the Government under Section 20 of
RBI Act. The RBI being the apex monitory body has to work as an
agent of the central and state governments. The RBI acts, as the
financial agent and adviser to the Government. It renders the fol-
lowing functions:

(a) As an agent to the Government, it accepts loans and manages
public debts on behalf of the Government.

(b) It issues Government bonds, treasury bills, etc.
(c) Acts as the financial adviser to the Government in all important

economic and financial matters.
(d) To accept deposits, taxes and make payments on behalf of the
government.

(e) It works as a representative of the government even at the
international level.
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(f) It maintains government accounts, provides financial advice to
the government.

(g) It maintains foreign exchange reserves on behalf of the
government.

(h) It provides overdraft facility to the government when it faces
financial crunch.

4. Exchange Rate Management :

The RBI acts as the custodian of foreign exchange reserves.
Adequate reserves may help maintain foreign exchange rates. In
order to minimize the undue fluctuations in the rates it may buy and
sell foreign currencies depending upon the situations.

Its purchase and sale of foreign currencies from the market is
done like commercial banks. However, the objective of the RBI will
not be profit booking.

It is an essential function of the RBI. In order to maintain stability
in the external value of rupee, it has to prepare domestic policies in
that direction. Also it needs to prepare and implement the foreign
exchange rate policy which will help in attaining the exchange rate
stability. In order to maintain the exchange rate stability it has to
bring demand and supply of the foreign currency (U.S Dollar) close
to each other.

5. Credit Control Function :

The RBI controls the credit creation by commercial banks. For
this, the RBI uses both quantitative and qualitative methods. The
important methods used by RBI are,

(i) Bank Rate Policy
(ii) Open Market Operation
(iii) Variation of Cash Reserve Ratio
(iv) Fixing Margin Requirements
(v) Moral Suasion
(vi) Issue of Directives
(vii) Direct Action

By controlling credit, the RBI achieves the following:

(a) Maintains the desired level of circulation of money in the
economy.

(b) Maintains the stability in the price level.

.
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(c) Controls the effects of trade cycles.
(d) Controls the fluctuations in the foreign exchange rate.
(e) Utilize credit to the productive sectors of the economy

6. Acts as National Clearing House:

In India RBI acts as the clearing house for settlement of banking
transactions. This function of clearing house enables the other
banks to settle their interbank claims easily. Further it facilitates the
settlement economically.

Where the RBI has no offices of its own, the function of clearing
house is carried out in the premises of the State Bank of India. The
entire clearing house operations carried on by RBI are
computerized. The inter-bank cheque clearing settlement is done
twice a day.

There is a separate route for clearing high value cheques of
Rs.1.00 lacs and above. Cheques drawn on banks in metropolitan
cities are cleared on the same day.

The RBI now mainly provides refinance facilities as direct
assistance. Rediscounting of bills fall under the following
categories:

(i) Commercial Bill:
(ii) Bills for Financing Agricultural Operations:
(iii) Bills for Financing Cottage and Small Scale Industries:
(iv) Foreign bills:

Developmental / Promotional Functions of RBI :

Along with the routine traditional functions, central banks
especially in the developing country like India have to perform
numerous functions. These functions are country specific functions
and can change according to the requirements of that country.

The RBI has been performing as a promoter of the financial
system since its inception. Some of the major development
functions of the RBI are maintained below.

1. Development of Agriculture :

The RBI extends indirect financial facilities to agriculture
regularly. Through NABARD it provides short-term and long-term

.
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financial facilities to agriculture and allied activities. In an agrarian
economy like India, the RBI has to provide special attention for the
credit need of agriculture and allied activities. It has earlier the
Agriculture Refinance and Development Corporation (ARDC) to
look after the credit, National Bank for Agriculture and Rural
Development (NABARD) and Regional Rural Banks (RRBs).

2. Development of Large and Small Industry :

Faster economic development is impossible without rapid
industrial growth. In this regard, the adequate and timely availability
of credit to small, medium and large industry is very significant. In
this regard the RBI has always been instrumental in setting up
special financial institutions such as ICICI Ltd. IDBI, SIDBI and
EXIM BANK etc.

3. Development of the Financial System :

The sound and efficient financial system is very essential
condition for the rapid economic development of the nation. The
financial system means the financial institutions, financial markets,
financial services and financial instruments. The RBI has
encouraged establishment of main banking and non-banking
institutions to cater to the credit requirements of diverse sectors of
the economy.

4. Promotion of Co-operative Sector:

RBI extends indirect financing to State Co-operative Banks
thereby connects the cooperative sector with the main banking
system of the country. The finance is mostly, is routed through
NABARD. This way the financial needs of agricultural sector are
taken care of by RBI.

5. Provisions of Banking Staff Training :

To develop the working quality and skill of banking staff the RBI
has always tried to provide essential training to the staff of the
banking industry. The RBI has set up the bankers' training colleges
at several places. National Institute of Bank Management i.e NIBM,
Bankers Staff College i.e BSC and College of Agriculture Banking
i.e CAB are few to mention.

.
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6. Collection and Publication of Data :

The RBI collects statistics on economic and financial
matters. It publishes periodically an analytical account of the
operations of joint stock and co-operative banks. It presents the
genuine financial position of the government and companies.

The Reserve Bank has its separate publication division. This
division collects and publishes data on several sectors of the
economy.

Some important publications by RBI includes:

1. Report on currency and finance.
2. RBI Annual Report.
3. Report on Trend and Progress of Commercial Banks India.
4. RBI weekly reports.
5. RBI Bulletin.

7. Promotion of Banking Habits :

As an apex organization, the RBI always tries to promote the
banking habits in the country. Accordingly RBI has set up Deposit
Insurance Corporation in 1962, UTI In 1964, the IDBI in 1964, the
Agricultural Refinance Corporation in 1963, Industrial
Reconstruction Corporation of India in 1972, NABARD in 1982 and
the National Housing Bank in 1988, etc.

These organizations develop and promote banking habits
among the people. During economic reforms it has taken many
initiatives for encouraging and promoting banking in India.

8. Provides Refinance for Export Promotion

The RBI always tries to encourage the facilities for providing
finance for foreign trade especially exports from India.

The Export-Import Bank of India (EXIM Bank India) and the
Export Credit Guarantee Corporation of India (ECGC) are
supported by refinancing their lending for export purpose. To
encourage exports the RBI is providing refinance facilities for export
credit given by commercial banks. Further the rate of interest on
export credits continues to be prescribed by RBI at a lower rate.

.
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The ECGC provides an insurance cover on Export receivables.
EXIM Bank extends long term finance to project exporters and
foreign currency credit for promotion of Indian exports.

Supervisory Functions of RBI :

By supervisory functions RBI controls and administers the
entire financial and banking systems of the country. The Reserve
Bank of India performs the following supervisory functions.

1. Granting license to banks :

The RBI grants license to banks for carrying its business.
License is also given for opening extension counters, new
branches, even to close down existing branches. With this power
RBI can ensure avoidance of unnecessary competitions among
banks.

2. Inspection and Enquiry:

RBI inspects and makes enquiry in respect of various
matters covered under Banking Regulations Act and RBI Act. The
inspection of commercial banks and financial institutions are
conducted in terms of the provisions contained in Banking
Regulation Act.

Under such inspection RBI ensures that the banks and finan-
cial institutions carry on their operations in a prudential manner.
This type of inspection is carried on periodically once a year or two
covering all branches of banks.

3. Periodical Review of the Working of the Commercial Banks

The RBI periodically reviews the work done by commercial
banks. It takes suitable steps to enhance the efficiency of the banks
and make various policy changes and implement programmes for
the well-being of the nation and for improving the banking system
as a whole.

4. Controls the Non-Banking Financial Corporations

RBI issues necessary directions to the Non-Banking financial
corporations and conducts inspections through which it exercises
control over such institutions. Deposit taking NBFCs require
permission from RBI for their operations.

.
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5. Implementation of the Deposit Insurance Scheme :

RBI Implements the Deposit Insurance Scheme for the
benefit of bank depositors. This supervisory function has improved
the standard of banking in India due to this confidence building
exercise. Under this system, deposits up to Rs.1.00 lakh with the
bank branch are guaranteed for payment. Deposits with the
banking system alone are covered under the scheme.

The RBI work to implement the Deposit Insurance Scheme in case
of a bank failure.

10.4 MONETARY POLICY

Monetary policy plays an important role in shaping the
economic character of a country is concerned with the changes in
the supply of money and credit. It refers to the policy measures
undertaken by the government or the central bank to influence the
availability, cost and use of money and credit with the help of
monetary techniques to achieve specific objectives. The
techniques; of monetary policy are the same as the techniques of
credit control Various techniques of monetary policy, thus, include
bank rate, open market operations, variable cash reserve
requirements, selective credit controls.

According to A J. Shapiro, "Monetary Policy is the exercise
of the central bank's control over the money supply as an
instrument for achieving the objectives of economic policy."

According to R.P. Kent “ Monetary policy is the management
of the expansion and contraction of the volume of money in
circulation for the explicit purpose of attaining a specific objective
such as full employment."

According to Prof. Harry Johnson ,”A policy employing the
central banks control of the supply of money as an instrument for
achieving the objectives of general economic policy is a monetary
policy.”

According to Prof .A.G Hart , “A policy which influences the
public stock of money substitute of public demand for such assets
of both that is policy which influences public liquidity position is
known as a monetary policy.”

.
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10.5 OBJECTIVES OF MONETARY POLICY

Various objectives or goals of monetary policy are:
1. Neutrality of Money :
2. Price Stability :
3. Economic growth :
4. Exchange Rate Stability :
5. Full Employment :

1. Neutrality of Money :

Prof. Wicksteed, Hayak, Robertson and others have advocated
this policy. This objective was in vogue during the days of gold
standard. According to this policy, money is only a technical devise
having no other role to play. It should be a passive factor having
only one function, namely to facilitate exchange. It should not inject
any disturbances. It should be neutral in its effects on prices,
income, output, and employment. They considered that changes in
total money supply are the root cause for all kinds of economic
fluctuations and as such if money supply is stabilized and money
becomes neutral, the price level will vary inversely with the
productive power of the economy. If productivity increases, cost per
unit of output declines and prices fall and vice-versa.

According to this policy, money supply is not rigidly fixed. It
will change whenever there are changes in productivity, population,
improvements in technology etc to neutralize fundamental changes
in the economy. Under these conditions, increase or decrease in
money supply is allowed to result in either fall or raise in general
price level. In a dynamic economy, this policy cannot be continued
and it is highly impracticable in the present day economy.

2. Price Stability :

With the suspension of the gold standard, maintenance of
domestic price level has become an important aim of monetary
policy all over the world. Both inflation and deflation are dangerous
and detrimental to smooth economic growth. They distort and
disturb the working of the economic system and create chaos. Both
of them are bad as they bring unnecessary loss to some groups
where as undue advantage to some others. They have potential
power to create economic inequality, political upheavals and social
unrest in any economy. In view of this, price stability is considered
as one of the main objectives of monetary policy in recent years.

.
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It is to be remembered that price stability does not mean that
prices of all commodities are kept constant or fixed over a period of
time. It refers to the absence of sharp variations or fluctuations in
the average price level in the country. A hundred percent price
stability is neither possible nor desirable in any economy.

Prof Basu says, “A monetary policy which can maintain a
reasonable degree of price stability and keep employment
reasonably full, sets the stage of economic development”.

3. Economic growth :

Achieving a higher rate of per capita output and income over a
long period of time has become one of the supreme goals of
monetary policy in recent years. A higher rate of economic growth
would ensure full employment condition, higher output, income and
better living standards to the people. Consequently, monetary
authorities have to take the necessary steps to raise the productive
capacity of the economy, increase the level of effective demand for
various kinds of goods and services and ensure balance between
demand for and supply of goods and services in the economy.

Also they should take measures to increase the rate of savings,
capital formation, step up the volume of investment, direct credit
money into desired directions, regulate interest rate structure,
minimize economic and business fluctuations by balancing demand
for money and supply of money, ensure price and overall economic
stability, better and full utilization of resources, remove
imperfections in money and capital markets, maintain exchange
rate stability, allow the inflow of foreign capital into the country,
maintain the growth of money supply in consistent with the rate of
growth of output minimize adversity in balance of payments
condition, etc. Depending upon the conditions of the economy
money supply has to be changed from time to time.

4. Exchange Rate Stability :
Maintenance of fixed exchange rate is an essential objects of

monetary policy for a long time under the gold standard. The
stability of national output and internal price level was considered
secondary and subservient to the former. It was through free and
automatic imports and exports of gold that the country was able to
remove the disequilibrium in the balance of payments and ensure
stability of exchange rates with other countries. The government
followed the policy of expanding currency and credit with the inflow
of gold and contracting currency and credit with the outflow of gold.
In view of suspension of gold standard and IMF mechanism, this
object has lost its significance. However, in order to have smooth
and unhindered international trade and free flow of foreign capital in

.
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to a country, it becomes imperative for a county to maintain
exchange rate stability. Changes in domestic prices would affect
exchange rates and as such there is great need for stabilizing both
internal price level and exchange rates. Frequent changes in
exchange rates would adversely affect imports, exports, inflow of
foreign capital etc. Hence, it should be controlled properly.

5. Full Employment :
In recent years it has become another major goal of monetary

policy all over the world Many well-known economists like
Crowther, Halm. Gardner Ackley, William, Beveridge and Lord
Keynes have strongly advocated this objective in the context of
present day situations in most of the countries. Advanced countries
normally work at near full employment conditions. Their major
problem is to maintain this high level of employment situation
through various economic policies. This object has become much
more important and crucial in developing countries as there is
unemployment and under employment of most of the resources.
Deliberate efforts are to be made by the monetary authorities to
ensure adequate supply of financial resources to exploit and utilize
resources in the best possible manner so as to raise the level of
aggregate effective demand in the economy.

It is to be noted that the above-mentioned objectives are
inter related, inter dependent and inter connected with each other.
Each one of the objectives would affect the other and in its turn is
influenced by the others.

10.6 INSTRUMENTS OF MONETARY POLICY

As the custodian of cash reserves of the commercial banks
the RBI plays an important role in the control of credit created by
the banks. For this the RBI is vested with wide powers under RBI
Act and Banking Regulation Act. The important methods adopted
by RBI can be classified as under.

A) Quantitative Methods
1. Bank Rate Policy
2. Open Market Operations
3. Cash Reserve Ratio
4. Fixation of Lending Rates of Commercial Banks

B) Qualitative Methods
1. Prescription of margins requirements
2. Regulation of Consumer Credit
3. Rationing of Credit
4. Moral Suasion
5. Direct Action
Let us discuss these methods here under:

.
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A) Quantitative Credit Control by RBI
These methods are called traditional methods because they have
been in use for decades. Through these methods, the credit
creation is controlled by changing the cash reserves of commercial
banks.

The important methods of this nature are explained herein below:

1. Bank Rate Policy
According to the Reserve Bank of India Act, the Bank Rate is

defined as "the standard rate at which the RBI is prepared to
buy or rediscount bills of exchange or other commercial
papers eligible for purchase under the provisions of the Act
".Thus, Whenever the RBI provides refinance or other financial
assistance to Commercial Banks, the rate of interest on such
assistance is determined with reference to Bank Rate. The bank
rate is the rate of interest at which RBI rediscounts the first-class
bills in the hands of commercial banks to provide them with liquidity
in case of need. However, presently RBI does not accept any bills
for re-discounting. This function is being done by separate financial
institutions like DHFI created for similar purposes.

For a long period up to 1990-91, the Rate remained
unchanged at 10 per cent. Later, from October 1991 to April 1997
the rate remained at 12.00 per cent. The current Bank rate is 6%.
Increase in Bank Rate increases the cost of borrowing by
commercial banks which results into the reduction in credit volume
to the banks and hence declines the supply of money. Increase in
the bank rate is the symbol of tightening of RBI monetary policy.
Bank rate is also known as Discount rate.

2.Open Market Operations:
An open market operation is an instrument of monetary

policy which involves buying or selling of
government securities from or to the public and banks. This
mechanism influences the reserve position of the banks, yield
on government securities and cost of bank credit. The RBI
sells government securities to contract the flow of credit and buys
government securities to increase credit flow. Open market
operation makes bank rate policy effective and maintains stability in
government securities market.

The role of open market operation as an instrument of credit
control will assume importance in the restructured monetary
system. With the interest rate offered on government securities
becoming truly competitive, a broad enough securities market may
emerge for the Reserve Bank to use open market operations as an
instrument of credit control.

.
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It will sell the securities in open market to drain out excess
liquidity from the financial system and thereby contraction of credit.
When it buys securities it injects additional funds into the market
and consequently credit expansion may take place. "Repos" and
"Reverse Repos" transactions may be considered a supplementary
operation to this system.

3. Cash Reserve Ratio(CRR) :
Under this requirement, certain percentage of Deposit

liabilities of banks is impounded in cash form with RBI and/or to be
maintained in liquid assets like government securities. The reserve
requirements were originally evolved as a means for safeguarding
the interests of depositors.

In India, the reserve requirements are of two types. They are,
(a) The Cash Reserve Ratio(CRR), and
(b) The Statutory Liquidity Ratio(SLR).

(a) Cash Reserve Ratio:
Under the provisions of the RBI Act, the Scheduled banks

were required to maintain a minimum amount of cash reserve with
the Reserve Bank. The reserve is made out of demand and time
liabilities at certain percentage fixed by the RBI.

The cash Reserve Ratio is required to be maintained in cash
with RBI, in addition to the percentage to be maintained under the
Statutory Liquidity Ratio. The cash Reserve Ratio cannot exceed
15% of the net demand and time Liabilities.

The Cash Reserve Ratio at the time of notification of banks
was 3% which having been revised a number of times. The flat rate
of 15% was introduced in the credit policy for the first half of
1989-90.

The CRR is being gradually reduced after initiating banking
sector reforms from 1994- 95. The rate was 10.5 % as on April
1999. It stands reduced to 10.0 % from May 1999 and from
November 1999 it stands further reduced to 9.0 per % .It was
reduced during 2001, to 4.75 % in November 2002. As of
November 2012, the CRR is 4.25 %.

(b) Statutory Liquidity Ratio (SLR) :
Accordingly the banks both scheduled and non-scheduled

have to maintain liquid assets in cash, gold or unencumbered
approved securities amounting to not less than 25% of their net
demand and time liabilities in India.

.
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This requirement of 25% can be increased by the RBI from
time to time by a notification in the official Gazette. But the ratio so
prescribed cannot exceed 40% (In the first half of 1986-87 the ratio
was 37%) however; Regional Rural Banks, non-scheduled Banks
and co-operative Banks are allowed to maintain statutory Liquidity
Ratio at 25% only. Further, all banks are required to maintain this
reserve only at 25% in respect of N.R.E accounts.

The prescribed SLR on Commercial Banks in November
1999 stands at 25% of net demand and time liabilities. There was a
reduction In SLR from 38.5% to 25% because of the suggestion by
Narshimam Committee. The current SLR is 23%.

4. Fixation of Lending Rates of Commercial Banks
The RBI controls the credit created by the commercial banks

by fixing the lending rates of the banks. When the lending rates are
fixed at higher level, the credit becomes costlier and it may lead to
contraction of credit. Similarly when the rates are lowered, it may
result into expansion of credit.

The banks are also given freedom in October, 1997 to fix their
own rates on deposits accepted by them. This, is however not
applicable to savings bank accounts.

B) Qualitative Credit Control by RBI
The qualitative measures do not regulate the total amount of

credit created by the commercial banks. These measures make
distinction between good credit and bad credit and regulate only
such credit, which creates economic instability. Therefore,
qualitative measures are known as the selective measures of credit
control.

The qualitative credit control is intended to ensure an adequate
credit flow to the desired sectors and preventing excessive credit
for less essential economic activities. The RBI issues directives
under Section 21 of the Banking Regulation Act 1949, to regulate
the flow of banks' credit against the security of selected
commodities.

Qualitative credit control measures include:

(1) Prescription of margins requirements:
Generally, commercial banks give loan against ‘stocks or

‘securities’. While giving loans against stocks or securities they
keep margin. Margin is the difference between the market value of
a security and its maximum loan value. Let us assume, a
commercial bank grants a loan of Rs. 9000 against a security worth
Rs. 10,000. Here, margin is Rs. 1000 or 10%. This system was
introduced in 1956.

.
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If central bank feels that prices of some goods are rising due
to the speculative activities of businessmen and traders of such
goods, it wants to discourage the flow of credit to such speculative
activities. Therefore, it increases the margin requirement in case of
borrowing for speculative business and thereby discourages
borrowing. This leads to reduction is money supply for undertaking
speculative activities and thus inflationary situation is arrested.

On other contrary, central bank can encourage borrowing
from the commercial banks by reducing the margin requirement.
When there is a grater flow of credit to different business activities,
investment is increased. Income of the people rises. Demand for
goods expands and deflationary situation is controlled.

The RBI made use of the weapon of regulation of margin
requirements to check bank advances against food grains, i.e.,
cereals and pulses, selected oil seeds indigenously grown and oil
there of vanaspati and all imported oil seeds and vegetable oils,
raw cotton, jute, sugar, etc.

Thus, margin requirement is a significant tool in the hands of
central bank to counter-act inflation and deflation.

2.Regulation of Consumer Credit
Now-a-days, most of the consumer durables like Car , T.V.,

Refrigerator, motorbike, computers, etc. are available on
installment basis for which banks are providing credit. Such credit
made available by commercial banks for the purchase of consumer
durables is known as consumer credit. If consumer credit is ex-
panded, it leads to the increase in production of consumer goods in
the country. Such increased sale of consumer goods will affect
savings of people and capital formation in the economy. Hence,
RBI may control the consumer credit extended by the commercial
banks.

If there is excess demand for certain consumer durables
leading to their high prices, central bank can reduce consumer
credit by (a) increasing down payment, and (b) reducing the
number of installments of repayment of such credit.

On the other hand, if there is deficient demand for certain
specific commodities causing deflationary situation, central bank
can increase consumer credit by (a) reducing down payment and
(b) increasing the number of installments of repayment of such
credit.

.
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3.Moral Suasion
Moral suasion means persuasion and request. To arrest

inflationary situation central bank persuades and request the
commercial banks to refrain from giving loans for speculative and
non-essential purposes. On the other hand, to counteract deflation
central bank persuades the commercial banks to extend credit for
different purposes.

Central bank also appeals commercial banks to extend their
wholehearted co-operation to achieve the objectives of monetary
policy. Being the monetary authority directions of the central bank
are usually followed by commercial banks.

Following are the few examples for such line of action given to
banks:

(i) To refrain from lending for speculative purposes.
(ii) To reduce the level of advances against certain

commodities .
(iii) To increase their investment in government securities.
(iv) To maintain exchange rate stability.

4. Direct Action
This method is adopted when a commercial bank does not

co-operate the central bank in achieving its desirable objectives.
Direct action may take any of the following forms:
1. Levying penal interest rates on the defaulting banks.
2. Cancelling the licenses of such banks.
3. Putting lending restrictions on the banks.
4. Central bank may refuse to rediscount the bills.
5. Refuse for opening of new branches.
6. Not allowing participation in money market, etc.

This method is essentially a corrective measure which may
bring about some psychological pressure on the commercial banks
to follow the RBI instructions.

10.7 NARSIMHAM COMMITTEE REPORT OF 1998
During the decades of the 60s and the 70s,

India nationalized most of its banks. The banking sector, handling
80% of the flow of money in the economy, needed serious reforms
to make it internationally reputable, accelerate the pace of reforms
and develop it into a constructive usher of an efficient, vibrant and
competitive economy by adequately supporting the country's
financial needs. In the light of these requirements, two expert
Committees were set up in 1990s under the chairmanship of M.
Narasimham (an ex-RBI (Reserve Bank of India) governor) which
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are widely credited for spearheading the financial sector reform in
India.

The first Narasimham Committee was appointed
by Manmohan Singh as India's Finance Minister on 14 August
1991, and the second one (Committee on Banking
Sector Reforms) was appointed by P.Chidambaram as Finance
Minister in December 1997. Subsequently, the first one widely
came to be known as the Narasimham Committee-I (1991)and the
second one as Narasimham-II Committee(1998).

The purpose of the Narasimham Committee -I was to study
all aspects relating to the structure, organization, functions and
procedures of the financial systems and to recommend
improvements in their efficiency and productivity. The Committee
submitted its report to the Finance Minister in November 1991
which was tabled in Parliament on 17 December 1991.

The Narasimham Committee- II was tasked with the
progress review of the implementation of the banking reforms since
1992 with the aim of further strengthening the financial institutions
of India. It focused on issues like size of banks and capital
adequacy ratio among other things. M. Narasimham, Chairman,
submitted the report of the Committee on Banking Sector Reforms
(Committee-II) to the Finance Minister Yashwant Sinha in April
1998.

The 1998 report of the Committee-II to the Government Of India
made the following major recommendations:
A) Autonomy in Banking
Greater autonomy was proposed for the public sector banks in
order for them to function with equivalent professionalism as their
international counterparts. For this the panel recommended that
recruitment procedures, training and remuneration policies of public
sector banks be brought in line with the best-market-practices of
professional bank management. Secondly, the committee
recommended that the equity in nationalized banks be reduced to
33% for increased autonomy.
B) Stronger banking system

For supporting international trade, the Committee
recommended for merger of large Indian banks to make them
strong enough. It recommended a three tier banking structure in
India through establishment of three large banks with international
presence, eight to ten national banks and a large number of
regional and local banks.
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The Committee recommended the use of mergers to build the
size and strength of operations for each bank. However, it
cautioned that large banks should merge only with banks of
equivalent size and not with weaker banks, Given the large
percentage of non-performing assets for weaker banks, some as
high as 20% of their total assets, the concept of "narrow banking"
was proposed to assist in their rehabilitation.
C) Narrow Banking System :

The Narasimham committee is seriously concerned with the
rehabilitation of weak public sector banks which have accumulated
a high percentage of non-performing assets (NPA), and in some
cases, as high as 20% of their total assets. They suggested the
concept of narrow banking to rehabilitate such weak banks.
D) Capital Adequacy Ratio:

To improve the inherent strength of banks and to improve their
risk taking ability the Narasimham committee has also suggested
that the government should consider raising the prescribed capital
adequacy ratio. This would also improve their risk taking ability. The
committee targeted raising the capital adequacy ratio to 9% by
2000 and 10% by 2002 and have penal provisions for banks that
fail to meet these requirements

To implement these recommendations, the RBI in Oct 1998,
initiated the second phase of financial sector reforms. The RBI
targeted to bring the capital adequacy ratio to 9% by March 2001.

E) Small Local Banks:
The Narasimham committee has argued that “While two or

three banks with an international orientation and 8 to 10 of larger
banks should take care of their needs of the large and medium
corporate sector ad larger of the small enterprises, there will still be
a need for a large number of local banks.” The committee has
suggested the setting up of small local banks which should be
confined to states or clusters of districts in order to serve local
trade, small industry etc.
F) Entry of Foreign Banks:

The committee suggested that the foreign banks seeking to set
up business in India should have a minimum start-up capital of $25
million as against the existing requirement of $10 million. It said that
foreign banks can be allowed to set up subsidiaries and joint
ventures that should be treated on a par with private banks.
G) Review And Updating Banking Laws:

The Narasimham committee has suggested the urgent need to
review and amended the provisions of RBI Act, Banking Regulation

.
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Act, State Bank of act etc so as to bring them on same line of
current banking needs.

10.8 SUMMARY

The central bank is the head of the banking system of a country.
A central bank issues the currency, regulates the money supply,
and controls the interest rates in a country.
In India the central bank of India called as Reserve Bank of
India (RBI) was established on 1st April 1935.
A central bank is a bank which controls credit.
The Central Bank has the right to issue currency notes.
The Central Bank has the monopoly power of the note issue to
regulate the supply of legal tender money.
The Central Bank acts as the banker, financial agent and
advisor to the government.
The central bank supervises and co-ordinates the operations of
Commercial Banks So that it is called the bankers' bank.
Central Bank is also the custodian of nation's gold and foreign
exchange reserves.
The central bank works as the lender of the last resort for the
commercial banks.
The Central Bank acts as the clearing house for the commercial
banks and facilitates their day to day transactions.
Central bank controls and regulates money supply of bank
credit and flow of money in the best interest of countries
economy.
The Central Bank collects and publishes the statistics regarding
various economic activities.
Monetary Policy is the exercise of the central bank's control over
the money supply.
RBI can use the following Instruments to control the money
supply in the economy.

Quantitative Methods:
Qualitative Methods:

To make banking sector reputable ,Competitive and healthy it
needed some serious reforms to make, in that concern the first
Committee was founded under the Chairmanship of Dr.C.M.
Narasimham on14 August 1991.
The second Narasimham Committee on Banking
Sector Reforms was appointed by P.Chidambaram as Finance
Minister in December 1997.

.
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10.9 QUESTIONS

I) Define the following concepts :-

1) Central Bank
2) Monetary Policy

3) Bank Rate Policy

4) Open Market Operations

5) Cash Reserve Ratio

6) Moral Suasion

II)Explain in short :

1. What is Central Bank?
2. What are the main Objectives of Monetary Policy of central

bank ?

III)Explain in Brief :

1. Explain the functions performed by central bank.
2. Explain the Instruments of Monetary Policy in brief.
3. What are the main recommendations made by Narsimham

committee-II (1998)?
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11

Module 5

FINANCIAL MARKETS

Unit Structure:
11.0 Objectives
11.1 Introduction
11.2 Financial Market & Functions of financial market
11.3 Money Market – Meaning
11.4 Functions of Money Market
11.5 Characteristics of Indian Money Market
11.6 Drawbacks of Indian Money Market
11.7 Constituents of the Indian Money Market
11.8 Recent Reforms in Indian Money Market
11.9 Summary
11.10 Questions

11.0 OBJECTIVES

To understand the Financial Market & Functions of financial
market.
To know the concept of Money Market.
To study the Functions of Money Market.
To know the structure and features of Indian money market.
To know the Constituents of the Indian Money Market.
To study the Recent Reforms in Indian Money Market.

11.1 INTRODUCTION

The financial system play a significant role in facilitating
financial intermediation. It is evident from the theories of
"Endogenous growth" that strong linkages exist between financial
intermediation and economic growth. With the rapid growth and
diversification of the Indian Financial System, particularly during the
last two decades, the financial markets too have widened and have
paved the way for the emergence of many new and innovative

.
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instruments in the process of financial intermediation, which in turn,
has facilitated the mobilization and transfer of financial resources
for various social and economic needs.

A financial system is a set of institutions like commercial banks
,foreign bank, investment institutions etc., instruments like bill,
shares ,debentures etc. and markets like stock exchanges etc.,
Which foster savings and channelize them to their most efficient
use.

Efficient financial markets are essential for speedy economic
development. Financial market is a market where financial
instruments are exchanged or traded and helps in determining the
prices of the assets that are traded in.

Functions of financial system:

The two main functions of financial system are :
(i) Provisions of money required for production of goods and

services; and
(ii) Mobilization of savings and channelizing them into productive

activities.

11.2 FINANCIAL MARKET & FUNCTIONS OF
FINANCIAL MARKET

Financial markets facilities transfer of funds from surplus
sectors (lenders or investors) to deficit sectors (borrowers or users
of funds). Households are the main investors, they have excess of
funds (i.e., savings) which they lend or give for investment to
industrialists or governments. The borrowers are, generally, the
companies or the governments whose requirements of funds for
exceed their savings.

Functions of financial market
1) Transfer of resources: Financial market facilitate transfer of

resources from lenders to the borrowers.

2) Income to lenders and funds to industry: It provides
income to lenders in the form of interest or dividends and
much needed funds to the industry or governments.

3) Capital formation: It serves as a channel of capital
formation which helps the economy to grow.

4) Liquidity: It provides liquidity to investments and ensures
fair dealing.

.
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Indian Financial Market mainly divided into two markets

Money Market
Capital Market/ Securities Market.

Primary capital market
Secondary capital market.

11.3 MONEY MARKET – MEANING

The term money market is used in the sense to mean
financial institutions dealing in short-term funds. It refers to
institutional arrangements facilitating borrowings and lending of
short-term funds which deals in financial assets whose period of
maturity is up to one year. It should be noted that money market
does not deal in cash or money as such but simply provides a
market for credit instruments such as Bills of exchange, promissory
notes, commercial paper, treasury bills, etc. These financial
instruments are close substitute of money. These instruments help
the business units, other organizations and the Government to
borrow the funds to meet their short-term requirement.

Money market does not imply to any specific market place.
Rather it refers to the whole Networks of financial institutions
dealing in short-term funds, which provide an outlet to Lenders and
a source of supply for such funds to borrowers. Most of the money
market transactions are taken place on telephone, fax or Internet.
The Indian money market consists of Reserve Bank of India,
Commercial banks, Co-operative banks, and other specialized
financial institutions. The Reserve Bank of India is the leader of the
money market in India. Some Non-Banking Financial Companies
(NBFCs) and financial institutions like LIC, GIC, UTI, etc. also
operate in the Indian money market.

Following definitions will help us to understand the concept of
money market.

Definitions of Money Market:

According to the RBI, "The money market is the centre for
dealing mainly of short character, in monetary assets; it meets the
short term requirements of borrowers and provides liquidity or cash
to the lenders."

According to Crowther, “Money market is the collective name
given to various firms and institutions that deal in the various firms
and institutions that deal in the various grades of near money.”

.
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According to Nadler and Shipman, "A money market is a
mechanical device through which short term funds are loaned and
borrowed through which a large part of the financial transactions of
a particular country or world are degraded. A money market is
distinct from but supplementary to the commercial banking system."

These definitions help us to identify the basic characteristics
of a money market. A money market comprises of a well organized
banking system. Various financial instruments are used for
transactions in a money market. There is perfect mobility of funds in
a money market. The transactions in a money market are of short
term nature.

11.4 FUNCTIONS OF MONEY MARKET

Money market is an important part of the economy. It plays
very significant functions. As mentioned above it is basically a
market for short term monetary transactions. Thus it has to provide
facility for adjusting liquidity to the banks, business corporations,
non-banking financial institutions (NBFs) and other financial
institutions along with investors.

The major functions of money market are given below:-
1. To maintain monetary equilibrium:- It means to keep a balance

between the demand for and supply of money for short term
monetary transactions.

2. To promote economic growth:- Money market can do this
by making funds available to various units in the economy
such as agriculture, small scale industries, etc.

3. To provide help to Trade and Industry:- Money market
provides adequate finance to trade and industry. Similarly it
also provides facility of discounting bills of exchange for trade
and industry.

4. To help in implementing Monetary Policy: It provides a
mechanism for an effective implementation of the monetary
policy.

5. To help in Capital Formation:- Money market makes available
investment avenues for short term period. It helps in
generating savings and investments in the economy.

6. Money market provides non-inflationary sources of finance to
government: It is possible by issuing treasury bills in order to
raise short loans. However this dose not leads to increases in
the prices.

.
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Apart from those, money market is an arrangement which
accommodates banks and financial institutions dealing in short term
monetary activities such as the demand for and supply of money.

Check your progress:
1. Functions of financial markets.
2. Define money market.
3. Write the functions of money market.

11.5 CHARACTERISTICS OF INDIAN MONEY MARKET

Every money is unique in nature. The money market in
developed and developing countries differ markedly from each
other in many senses. Indian money market is not an exception for
this. Though it is not a developed money market, it is a leading
money market among the developing countries.

Indian Money Market has the following major features or
characteristics:-

1. Two Sectors:
The money market is divided into two sectors i) Organised

sector and ii) Unorganised sector with hardly any relationship
between them. Consequently, there is a wide disparity in the rates
of interest in the two sectors. The financial institutions in the
organized sector have been providing mostly long-term loans to
industries. Their lending rates are also different from the general
market rates. Besides, there are also financial intermediaries, such
as call-loan brokers, stock brokers and underwriters.

2. Seasonality :
The Indian money market suffers from seasonal monetary

stringency. The seasonality of demand for money and credit follows
generally the courses of agriculture seasons. The period from end
of October to end of April or the beginning of May is the busy
season and the agriculturists require funds for finance and also for
maintaining the higher tempo of economic activity after the rainy
season.

During the busy season the market is generally tight and the
rates of interests are quite high, while in the slack season, the rates
are quite low and the money market is very cheap. Consequently,
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there are wide variations in money rates between these two
periods.

3. Lack of Organized Bill Market :
Another disquieting feature of the money market that the bill

market not being fully developed or organized, Though the RBI
tried to introduce the Bill Market Scheme (1952) and then New Bill
Market Scheme in 1970, still there is no properly organized bill
market in India.The use of bills which facilitates the money to
expand or contract easily, quickly and automatically with the
changes in the level of economic activity, is not very common in the
country. But the development of a bill market definitely depends
upon the development of bill-habit in the people which is rather
absent in our country.

4. Lack of Homogeneity in Unorganized Sector:
The unorganized sector of the market is beyond the control

of the Reserve Bank of India. The indigenous banker like the
sahukars the mahajans, are completely free to carry on their
transactions in any way they like; there is hardly any difference in
short and long-term loans and there is wide disparity in the
interests rates. Thus the unorganized sector lacks homogeneity.

5. Multiplicity of Interest Rates :
In Indian money market, we have many levels of interest

rates. They differ from bank to bank from period to period and even
from borrower to borrower. Again in both organized and
unorganized segment the interest rates differs. Thus there is an
existence of many rates of interest in the Indian money market.

6. Lack of Discount Houses:
The Indian money market does not have discount houses

and the reason is that there is an utter lack of commercial bills.
Only few bills are discounted by the banks , that too is being done
by foreign banks.

7. Limited Instruments :
It is in fact a defect of the Indian money market. In our

money market the supply of various instruments such as the
Treasury Bills, Commercial Bills, Certificate of Deposits,
Commercial Papers, etc. is very limited. In order to meet the varied
requirements of borrowers and lenders, It is necessary to develop
numerous instruments.

11.6 DRAWBACKS OF INDIAN MONEY MARKET

Though the Indian money market is considered as the
advanced money market among developing countries, it still suffers
from many drawbacks or defects. These defects limit the efficiency
of our market.

.
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Some of the important defects or drawbacks of Indian money
market are :-

1. Absence of Integration :
The Indian money market is broadly divided into the

Organized and Unorganized Sectors. The former comprises the
legal financial institutions backed by the RBI. The unorganized
statement of it includes various institutions such as indigenous
bankers, village money lenders, traders, etc. There is lack of proper
integration between these two segments.

2. Multiple rate of interest :
In the Indian money market, especially the banks, there

exists too many rates of interests. These rates vary for lending,
borrowing, government activities, etc. Many rates of interests create
confusion among the investors.

3. Insufficient Funds or Resources :
The Indian economy with its seasonal structure faces

frequent shortage of financial recourse. Lower income, lower
savings, and lack of banking habits among people are some of the
reasons for it.

4. Shortage of Investment Instruments :
In the Indian money market, various investment instruments

such as Treasury Bills, Commercial Bills, Certificate of Deposits,
Commercial Papers, etc. are used. But taking into account the size
of the population and market these instruments are inadequate.

5. Shortage of Commercial Bill :
In India, as many banks keep large funds for liquidity

purpose, the use of the commercial bills is very limited. Similarly
since a large number of transactions are preferred in the cash form
the scope for commercial bills are limited.

6. Lack of Organized Banking System :
In India even through we have a big network of commercial

banks, still the banking system suffers from major weaknesses
such as the NPA (Non Performing Asset), huge losses, poor
efficiency. The absence of the organized banking system is major
problem for Indian money market.

7. Less number of Dealers :
There are poor number of dealers in the short-term assets

who can act as mediators between the government and the
banking system. The less number of dealers leads to the slow
contact between the end lender and end borrowers.

.
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These are some of the major drawbacks of the Indian money
market; many of these are also the features of our money market.

11.7 CONSTITUENTS OF THE INDIAN MONEY
MARKET

Form the following chart we will come to know the
components’ of Indian money market.

Reserve Bank of India
Indigenous Bankers
Scheduled Commercial Banks
Domestic Money
Development Banks
Nidhis & Chit funds
Investment Institutions
Traders & Friends
Regional Rural Banks
Brokers & Dealers
Foreign Banks
State Finance Corporations, etc.

Call money market Bill Market 364 day Bill Market CDs CPs

Indian money market is divided into two sector
1) Organized sector and
2) Unorganized sector.

The organized sector comprises as already stated: (i) the
Reserve Bank of India; (ii) the State Bank of India and its associate
banks; (iii) the Indian commercial banks; (iv) the exchange banks,
the cooperative banks; (v) special semi-governmental institutions
which make their funds available to the money market through the
banks; (vi) special institutions like the Industrial Corporations; (vii)
nationalized banks; and (viii) National Bank for Agriculture and
Rural Development, etc.

Unorganized MoneyOrganized Money Market

Structure of Indian Money Market

Sub Markets

.

Market
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The unorganized sector is so known, because it is not
controlled and coordinated by the Reserve Bank of India. It
comprises of indigenous bankers, moneylenders, needhi &
chitfund, traders & friends, Broker & dealers etc,. These two sectors
are the main suppliers of funds in the money market.

Special Markets of the Organized Sector
The organized sector comprises of a number of special

markets which are as follows:

1. Call Money Market
It is an important sub market of the Indian money market. It

is also known as money at call or money at short notice. It is also
called inter bank loan market. The funds or loans are given only for
one day. Its chief features are :

(i) It provides facilitates for making temporarily available the
surplus funds of some banks to other banks which need these
funds.

(ii) The banks are the main participants in the call money market
and the State Bank of India is the main lender.

(iii) The main link between the borrowers and the lenders are the
brokers.

(iv) Because of its highly sensitive and competitive nature, the call
money market is the chief indicator of the position of liquid
funds in the organized money market.

2. Treasury Bill Market
This is a market for sale and purchase of short term

government securities. These securities are called as Treasury Bills
which are promissory notes or financial bills issued by the RBI on
behalf of the Government of India. There are two types of treasury
bills. (i) Ordinary or Regular Treasury Bills and (ii) Ad Hoc Treasury Bills.
The maturity period of these securities range from as low as 14
days to as high as 364 days. They have become very popular
recently due to high level of safety involved in them.

IT may be noted that in this respect India is very much
backward. The treasury bill market is highly limited and does not
play any role in the open market operations, like the UK and the
USA. There are no dealers and hence the Reserve Bank of India Is
the only supplier and purchaser of these bills. These bills are not
popular with other non-banking financial institutions.

3. Commercial Bill Market
Bills issued by the business firms are known as commercial

bills. Such bills are generally of three months maturity. It is a
promise to pay the specified amount in the specific period by the
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purchaser of goods to the seller. The bills become marketable only
after the banks of the purchaser has endorsed it and written a word
‘accepted’ on it. The seller can only present the bill to his bank for
discounting thereafter in times of emergency the bank can also sell
the bills to other banks or to the Reserve Bank of India.

In India the bill market is not so developed as it is in the UK
and the USA because of the non-existence of acceptance houses
and discount houses.

4. Collateral Loan Market
The loans which are backed with securities are known as

collateral loans. In this market the commercial banks provide short-
term funds on the securities and share or debentures of the
government, etc.

5. Market for Certificate of Deposits (CDs) :
It is again an important segment of the Indian money market.

The certificate of deposits is issued by the commercial banks. They
are worth the value of Rs. 25 lakh and in multiple of Rs. 25 lakh.
The minimum subscription of CD should be worth Rs. 1 Crore. The
maturity period of CD is as low as 3 months and as high as 1 year.
These are the transferable investment instrument in a money
market. The government initiated a market of CDs in order to widen
the range of instruments in the money market and to provide a
higher flexibility to investors for investing their short term money.

6. Discount and Finance House of India (DHFI)
With its own resources Of Rs. 100 crore and the financial

support of the Reserve Bank of India, the DHFI was established on
26 April, 1988. to: (i) bring the entire financial system comprising of
all banks in the public sector, private sector, cooperative sector and
foreign banks. all Indian financial institutions and non-banking
financial institutions in the private and public sectors, within the
ambit of the Indian money market; and (ii) to equilibrate short-term
surpluses and deposits of these instruments at market related rates
through inter-bank transactions, in the case of banks, and through
money market instruments in the case of banks and others. The
main instruments are : call funds, treasury bills, certificate deposits,
commercial papers, terms deposits and Central Government dated
securities.

The DHFI is both a borrower and a lender and its chief
objective is to increase the liquidity of various money market
instruments. Further, it aims at stabilising the call money market
rates by building up a huge turnover, The Reserve Bank of India
started extending liquidity support to DHFI in June 1996 in the form
of “Reserve Repos Facility” in government dated securities and 91-
day treasury bills, with a view to stabilising the call money rates.

.
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The Reserve Bank of India has, however, withdrawn the facility of
providing refinance against treasury bills, Since March 1996, the
DHFI has also become a primary dealer in government securities.

7. Securities Trading Corporation of India (STCI)
The Corporation was established in May 1994 with a fully

paid-up capital of Rs. 100 crore. Its objective is to develop
secondary market in government securities and treasury bills. It
also undertakes ready forward transactions in these instruments
which take place in Mumbai and are routed through the SGL
accounts maintained by the Reserve Bank of India. It also borrows
and lends in the call money market. It also gets liquidity support
from the Reserve Bank of India like the DHFI.

8. Primary Dealers
There are four other primary dealers, dealing in government

securities since March 1996. These are the ICICI securities, the
SBI Gifts Gilts Ltd. , the PNB Gilts Ltd., and the Gilts Securities
Trading Corporation Ltd, These primary dealers also receive
liquidity support from the Reserve Bank of India similar to the one
available to the DHFI and the STCI.

9. Repurchase Agreements Auctions (REPOS)
With a view to leveling the interest rates in the call money

market, the Reserve Bank of India on 10 December 1992,
introduced the scheme of Repurchase Agreements Auction
(REPOS) in the Central Government dated securities. These are
repurchase agreements for the sale and repurchase of a security. It
permits the holders of the security to raise cash using it as a
collateral. Under Repos transactions, a part of one kind of asset is
liquidated in order to buy it back, Banks could, however, substitute
it either by cash or RBI balance for securities. Their period is 14
days. The Repos have been employed as an indicator of expected
call rates in order to bring call money rates at feasible level. Repos
transactions are allowed only in Mumbai through the Subsidiary
Central Ledger (SCL) accounts maintained by the Reserve Bank of
India.

10. Money Market Mutual Funds (MMMFs)
In 1992, the RBI also allowed commercial banks and

financial institution to set up Money Market Funds to invest their
resources in money market instruments like treasury bills,
government dated securities, corporate bonds and debentures,
commercial papers, etc. But much progress has not been achieved
and the number of active MMMFs stands reduced to three from
eight.

.
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Check your progress:
1. Explain the characteristics of Indian money market.
2. Defect of Indian money market.
3. Call money market.
4. DFHI.

11.8 RECENT REFORMS IN INDIAN MONEY MARKET

Indian Government appointed a committee under the
chairmanship of Sukhamoy Chakravarty in 1984 to review
the Indian monetary system. Later, Narayanan Vaghul working
group and Narasimham Committee was also set up. As per the
recommendations of these study groups and with the financial
sector reforms initiated in the early 1990s, the government has
adopted following major reforms in the Indian money market.

Reforms made in the Indian Money Market are:-

1. Widening of the call money market:
The call money market has widened in recent years. Life

insurance Corporation(LIC) , General Insurance Corporation(GIC),
Industrial Development Bank of India(IDBI), Unit Trust of
India(UTI), and some mutual funds have started participating in the
call money market. The Discount and Finance House of India
(DFHI) and the Securities Trading Corporation of India(SEBI) have
been permitted to operate both as lenders and borrowers in the call
money market.

2. Deregulation of the Interest Rate :
In recent period the government has adopted an interest rate

policy of liberal nature. It lifted the ceiling rates of the call money
market, short-term deposits, bills rediscounting, etc. Commercial
banks are advised to see the interest rate change that takes place
within the limit. There was a further deregulation of interest rates
during the economic reforms. Currently interest rates are
determined by the working of market forces except for a few
regulations.

3. Control on unorganized sector:
By offering rediscount facility of hundies and bills to

indigenous moneylenders through commercial banks, the Reserve

.
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Bank of India is trying to integrate unorganized sector of money
market with the organized sector.

4. Money Market Mutual Fund (MMMFs) :
In order to provide additional short-term investment revenue,

the RBI encouraged and established the Money Market Mutual
Funds (MMMFs) in April 1992. MMMFs are allowed to sell units to
corporate and individuals. The upper limit of 50 crore investments
has also been lifted. Financial institutions such as the IDBI and the
UTI have set up such funds.

5. Establishment of the DFHI :
The Discount and Finance House of India (DFHI) was set

up in April 1988 to impart liquidity in the money market. It was set
up jointly by the RBI, Public sector Banks and Financial Institutions.
DFHI has played an important role in stabilizing the Indian money
market.

6. Liquidity Adjustment Facility (LAF) :
Through the LAF, the RBI remains in the money market on a

continue basis through the repo transaction. LAF adjusts liquidity in
the market through absorption and or injection of financial
resources.

7. Electronic Transactions :
In order to impart transparency and efficiency in the money

market transaction the electronic dealing system has been started.
It covers all deals in the money market. Similarly it is useful for the
RBI to watchdog the money market.

8. Establishment of the CCIL :
The Clearing Corporation of India limited (CCIL) was set up

in April 2001. The CCIL clears all transactions in government
securities, and repose reported on the Negotiated Dealing System.

9. Development of New Market Instruments :
The government has consistently tried to introduce new

short-term investment instruments. Examples: Treasury Bills of
various duration, Commercial papers, Certificates of Deposits,
MMMFs, etc. have been introduced in the Indian Money Market.

10.Setting up of standing committee for development of
money market:

The Reserve Bank of India has set up 10 member standing
committee under the Chairmanship of Dr. Y.V.Ready for
development of money market in the country. It will suggest ways to
strengthen the role of money market in the country. It will suggest
ways to strength the role of money market in the financial system
and advice measures needed for orderly functioning of call money

.
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market. It will also suggest ways for developing the secondary
market for money market instruments and will also advice on
linkages between money, foreign exchange, government securities
and capital market.

These are major reforms undertaken in the money market in
India. Apart from these, the stamp duty reforms, floating rate bonds,
etc. are some other prominent reforms in the money market in
India.

Thus, at the end we can conclude that the Indian money
market is developing at a good speed.

11.9 SUMMARY

The financial system plays a significant role in facilitating
financial intermediation.
A financial system is a set of institutions like banks etc.,
instruments like bill, shares ,debentures etc. and markets like
stock exchanges etc.
Financial markets facilities transfer of funds from surplus sectors
to deficit sectors.
Indian Financial Market mainly divided into two markets;

Money Market
Capital Market/ Securities Market.

The term money market is used in the sense to mean financial
institutions dealing in short-term funds.
According to the RBI, "The money market is the centre for
dealing mainly of short character, in monetary assets.”
The money market is divided into two sectors:

Organised Sector.
Unorganized Sector.

The main functions perform by Money market are as follows;
To maintain monetary equilibrium.
To promote economic growth.
To provide help to Trade and Industry.
To help in implementing Monetary Policy.
To help in Capital Formation.
To provide non-inflationary sources of finance to
government.

The Indian money market suffers from seasonal monetary
stringency.
The period from end of October to end of April or the beginning
of May is the busy season from the side of agricultural
requirement.
The bill market is not being fully developed or organized in
Indian money market.

.
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The unorganized sector of the market is beyond the control of
the Reserve Bank of India.
There is an existence of many rates of interest in the Indian
money market.
There is lack of supply of financial instruments in money market.
To remove the defects in Indian money market the government
of India has adopted some major reforms.

11.10 QUESTIONS

Answer in Short:
1. What is financial system? Define it.
2. Define money market.
3. State two functions of money market.
4. What is a Commercial Paper (CP)?
5. Define certificate of deposit (CD)?
Answer in Brief:
1. What are the Functions of financial system?
2. What are the main characteristics of Indian money market?
3. Give reasons of under development of money market in

India.
4. Explain the structure of Indian money market.
5. What are the recent reforms in Indian money market?

.
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12

CAPITAL MARKET

Unit Structure :
12.0 Objectives
12.1 Introduction
12.2 Meaning and Concept of Capital Market
12.3 Instruments of the Capital Market
12.4 Features of Capital Market
12.5 Role of Capital Market
12.6 Structure of Indian Capital Market
12.7 Classification of Capital Market
12.8 Difference between Money Market and Capital Market
12.9 Shortcoming of the Indian Capital Market
12.10 Suggestions for improvement of the Indian capital market
12.11 Reforms in Capital Market of India
12.12 Mutual Funds
12.13 Securities and Exchange Board of India (SEBI)
12.14 Summary
12.15 Questions

12.0 OBJECTIVES

To know the concept of Capital Market.
To know the instruments and features of capital market.
To understand the Shortcomings of the Indian Capital Market.
To suggest some measures for improvement of the Indian
capital market.
To study the Reforms in Indian Capital Market.
To know the concept of Mutual funds.
To understand the role of SEBI.

12.1 INTRODUCTION

Financial markets can be classified in to two main markets
i.e. I) Money market and II) Capital market. Like a strong money
market ;a strong capital market is also essential for the rapid
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growth of every economy. Capital market deals with medium term
and long term funds. The capital markets involve borrowing and
lending of medium term and long term funds. The participants in the
capital markets include Financial Institutions and Commercial
banks, Primary and Secondary markets.

12.2 MEANING AND CONCEPT OF CAPITAL
MARKET

The term ‘Capital Market’ refers to the arrangements for
borrowing and lending of long term funds. Capital Market is one of
the significant aspect of every financial market. Hence it is
necessary to study its correct meaning.

Definition of capital market :
Capital market may be defined as “an organized

mechanism for transfer of money, capital or financial
resources from investing parties to entrepreneurs engaged in
industry or commerce.”

Broadly speaking the capital market is a market for financial
assets which have a long or indefinite maturity. Unlike money
market instruments the capital market instruments become mature
for the period above one year. It is an institutional arrangement to
borrow and lend money for a longer period of time. It consists of
financial institutions like IDBI, ICICI, UTI, LIC, etc. These
institutions play the role of lenders in the capital market. Business
units and corporate are the borrowers in the capital market.

Capital market involves various instruments which can be
used for financial transactions.

12.3 INSTRUMENTS OF THE CAPITAL MARKET

A number of securities or instruments of different maturities,
interests rates, dividend. Liability, ownership, voting rights, etc are
traded in the Indian capital market. The following instruments are
dealt with in the Indian capital market:

1. Corporate securities which include preference shares, bonus
shares, and right issue shares, stocks, bonds, convertible and non-
convertible debentures, etc. And bonds of the public sector
undertakings,

2. Shares issued by mutual funds like UTI Master Shares, UTI
Master growth, Canshare, Cangrowth, SBI Magnums, GIC Growth
Plus, Goldshare. Starshare, etc.

.
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3. Government bonds and securities, also known as gilt-edged
securities, issued by the Central and State Governments and local
bodies. A number of other innovative hybrid instruments have also
been floated for attracting investors in new issues like warrants
attached to convertible and non-convertible debentures, zero-
interest bonds, etc.

12.4 FEATURES OF CAPITAL MARKET

Following are the main features of capital market :

1. Primary and Secondary markets : Primary market relates to
sale of new shares while secondary market relates to sale and
purchase of existing shares.

2. Long-term operations of securities: Capital market deals in
long-term securities like share, debentures and bonds.

3. Marketable and Non-marketable securities: Capital market
deals in both marketable and non-marketable securities.
Marketable securities are those which can be transferred e.g.
shares, debentures or government bonds etc. Non-marketable
securities are those which can not be transferred e.g. term
deposit with banks, loans and advances of banks and financial
institutions.

4. Participation of Individual and institutional investors:
Capital market companies of both individual investors and
institutional investors like Life Insurance Corporation of India,
Unit Trust of India, mutual funds etc.

5. Intermediaries: Capital market functions through different kinds
of intermediaries like underwriters, bankers, stock brokers
mutual funds etc.

12.5 ROLE / FUNCTIONS OF CAPITAL MARKET

Capital market plays a significant role in the national
economy. A developed, dynamic and vibrant capital market can
immensely contribute for speedy economic growth and
development.

Following are main functions of capital market:

1. Mobilization of Savings: Capital market is an important source
for mobilizing idle savings from the economy. It mobilizes funds
from people for further investments in the productive channels of an
economy. In that sense it activates the ideal monetary resources
and puts them in proper investments.

.
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2. Capital Formation: Capital market helps in capital formation.
Capital formation is net addition to the existing stock of capital in
the economy. Through mobilization of ideal resources it generates
savings; the mobilized savings are made available to various
segments such as agriculture, industry, etc. This helps in increasing
capital formation.

3. Provision of Investment Avenue: Capital market raises
resources for longer periods of time. Thus it provides an investment
avenue for people who wish to invest resources for a long period of
time. It provides suitable interest rate returns also to investors.
Instruments such as bonds, equities, units of mutual funds,
insurance policies, etc. definitely provides diverse investment
avenue for the public.

4. Speed up Economic Growth and Development: Capital
market enhances production and productivity in the national
economy. As it makes funds available for long period of time, the
financial requirements of business houses are met by the capital
market. It helps in research and development. This helps in,
increasing production and productivity in economy by generation of
employment and development of infrastructure.

5. Proper Regulation of Funds: Capital markets not only helps in
fund mobilization, but it also helps in proper allocation of these
resources. It can have regulation over the resources so that it can
direct funds in a qualitative manner.

6. Service Provision: As an important financial set up capital
market provides various types of services. It includes long term and
medium term loans to industry, underwriting services, consultancy
services, export finance, etc. These services help the
manufacturing sector in a large spectrum.

7. Continuous Availability of Funds: Capital market is place
where the investment avenue is continuously available for long
term investment. This is a liquid market as it makes fund available
on continues basis. Both buyers and seller can easily buy and sell
securities as they are continuously available. Basically capital
market transactions are related to the stock exchanges. Thus
marketability in the capital market becomes easy.

Check your Progress:
1. Define capital market.
2. Instruments of capital market.
3. Features of capital market.

.
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12.6 STRUCTURE OF INDIAN CAPITAL MARKET

Broadly speaking the capital market is classified in to two
categories. They are the Primary market (New Issues Market) and
the Secondary market (Old (Existing) Issues Market). This
classification is done on the basis of the nature of the instrument
brought in the market. However on the basis of the types of
institutions involved in capital market, it can be classified into
various categories such as the Government Securities market or
Gilt-edged market, Industrial Securities market, Development
Financial Institutions (DFIs) and Financial intermediaries. All of
these components have specific features to mention. The structure
of the Indian capital market has its distinct features. These different
segments of the capital market help to develop the institution of
capital market in many dimensions. The primary market helps to
raise fresh capital in the market. In the secondary market, the
buying and selling (trading) of capital market instruments takes
place. The following chart will help us in understanding the
organizational structure of the Indian Capital market.

New Issue Market Old Issue Market

IFCI ICICI SFCs IDBI IIBI UTI

Merchant Mutual Leasing Venture Other
Banks Funds Companies Companies Financial Organisation

1. Government Securities Market : This is also known as the
Gilt-edged market. This refers to the market for government and
semi-government securities backed by the Reserve Bank of India
(RBI).

Govt. Securities
Market

Structure of Indian Capital Market

Industrial Securities
Market

Development Financial
Institution

Financial
Intermediaries

.
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2. Industrial Securities Market : This is a market for industrial
securities i.e. market for shares and debentures of the existing and
new corporate firms. Buying and selling of such instruments take
place in this market. This market is further classified into two types
such as the New Issues Market (Primary) and the Old (Existing)
Issues Market (secondary). In primary market fresh capital is raised
by companies by issuing new shares, bonds, units of mutual funds
and debentures. However in the secondary market already existing
i.e old shares and debentures are traded. This trading takes place
through the registered stock exchanges. In India we have three
prominent stock exchanges. They are the Bombay Stock Exchange
(BSE), the National Stock Exchange (NSE) and Over The Counter
Exchange of India (OTCEI).

3. Development Financial Institutions (DFIs) : This is yet
another important segment of Indian capital market. This comprises
various financial institutions. These can be special purpose
institutions like IFCI, ICICI, SFCs, IDBI, IIBI, UTI, etc. These
financial institutions provide long term finance for those purposes
for which they are set up.

4. Financial Intermediaries: The fourth important segment of
the Indian capital market is the financial intermediaries. This
comprises various merchant banking institutions, mutual funds,
leasing finance companies, venture capital companies and other
financial institutions.

12.7 CLASSIFICATION OF CAPITAL MARKET

The capital market can be classified broadly on the basis of
status and stages.

i) On the basis of status of the market :

a) Organised capital market : The constituent of organised form
of capital market includes central bank of the country, long term
financing of commercial banks, special financial institutions and
stock market.

b) Un-organised capital market :It consists of indigenous
bankers, money lenders, chit-funds, hire-purchase and investment
companies. It supplies funds mainly to small business units.

ii) On the basis of stages:

a) Primary market: is the market wherein funds are raised by issue
of shares, debentures and bonds issued by industrial enterprises.
Such type of market concerned with new issues. Capital market
originates as primary market in the initial stage but later on
secondary market develops to support the primary market.

.
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b) Secondary market: It is the market which facilitates transfer of
ownership of securities. It makes purchase and sale of securities
easy and creates liquidity. In developed economies secondary
market plays significant role.

PRIMARY MARKET : NEW ISSUE MARKET

The New Issues market plays a role for attracting investible
resources in the corporate sector. Corporate sector raises capital
from this market for setting up new enterprises or for the expansion
and diversification of the existing ones.

Floating of New Issues :
Prior to 1992, the Capital Issues (Control) Act 1947

regulated the primary or New Issue market. The Act was
administered by the Controller of Capital Issues, (CCI). The Act
required prior approval or consent for issues of capital to the public
and pricing of issues. The timing of new issues, composition of
securities and other aspects of the issues were also regulated.

1992 :
The Capital Issues (Control) Act, 1947 was repealed,

allowing issuers of securities to raise capital from the market
without requiring any consent from any authority either for floating
the issues or for pricing it.

1992 and After :
The new issue of capital has been brought under SEBI‘s

purview and the issuers are required to meet SEBI‘s guidelines for
disclosure and investor protection.

Ways of Floating New Issues :
i) By the issue of prospectus to the public: It is an open invitation

to the public to subscribe to the issue by giving the details in the
prospectus regarding the company, the issue, the underwriters,
etc.

ii) By private placement: The issue is not offered to the public for
subscription but placed privately with a few big financiers –
including brokers who may sell them to clients or to the public.

iii) By the right issue to the existing shareholders of the company:
Invitation to the existing shareholders to subscribe to a part or
whole of the new issue.

Types of Issues:

Initial issues: issues of the new companies. It is raised by
issuing ordinary and preference shares.
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Further issues: issues by the existing companies. It can be
raised by issuing ordinary shares, preference shares and
debentures.

Major forms of New Issues: Depending on the raising of
capital of ownership or debt, the new issues may take the form
of equity shares – ordinary shares and preference shares and
debentures.

i) Ordinary shares :- These are ownership securities. These
involve permanent investment, but could be viewed as liquid by
exercising the option of selling these in the secondary market.

ii) Preference shares :- It is an ownership security, but carries a
fixed rate of return.

iii) Debentures/Bonds :- A creditor ship security with a fixed rate
of return and fixed maturity period.

SECONDARY CAPITAL MARKET : STOCK EXCHANGES

Stock Exchange is defined as any body or individuals whether
incorporated or not, constituted for the purpose of assisting,
regulating or controlling in the business of buying, selling or dealing
in securities‘.

There are at present 21 stock exchanges in India
recognised under the Securities Contract (Regulation) Act, 1956.
There is also Over The Counter Exchange of India – OTCEI and
National Stock Exchange (NSE). OTCEI was set up in 1992 and
the National Stock Exchange started its operations in 1994. The
number of ‘listed‘ companies was 9877 by the year 1998-99. The
‘listed‘ securities are securities that appear on the approved lists of
stock exchanges. Bombay Stock exchange is the leading exchange
distinguished by its size, its share in the listed companies and
market capitalisation i.e., the market value of the issues listed.

Functions of Stock exchanges :
Stock Exchanges help the corporate sector in raising funds

equity and debt from the market. Stock Exchanges extend facilities
for trading i.e., buying and selling in corporate securities and public
sector bonds. The prime function of a stock exchange is to offer
‘liquidity‘ to the existing securities.

Stock Exchanges provide an opportunity to all concerned to
invest in securities as and when they like. This opens a way for the
continuous inflow of funds into the market. Investment in new
issues is facilitated greatly by operations of the secondary market.

.
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Secondary Capital Market: Reform measures during 1990s:

Open outcry trading system replaced by on-line screen-based
electronic trading. 23 stock Exchanges have 8000 trading
terminals.

Trading and settlement cycles shortened from 14 days to 7
days.

1992: Regulation of Insider trading- SEBI formulated the Insider
trading regulations prohibiting insider trading.

Structural changes:
a) boards of various stock exchanges have been made
broad based to represent different interests.
b) permitted corporate and institutional members and also a
member to be a member of another stock exchange.

Depositories Act, 1996 passed to provide legal framework for
the establishment of depositories to record ownership details in
book entry form and to facilitate the dematerialisation of
securities.

Disclosure standards have been strengthened:
a) Disclosure of information having a bearing on the

performance/operations of a company is required to be
made available to the public.

b) The stock exchanges have to disclose carry forward
position- script wise and broker wise at the beginning of
carry forward session.

Setting up Trade/Settlement Guarantee fund:
a) To ensure timely completion of settlements

b) 10 stock exchange have set up trade/settlement guarantee
fund.

Permission given to Foreign Institutional Investors (FIIs) to
operate in the primary and secondary segments of the Indian
capital market.

Indian companies have been allowed to raise capital markets –
in the form of instruments such as Global Depository Receipts
(GDR), American Depository Receipts (ADR), Foreign
Currency, Convertible bonds (FCCBs) and External Commercial
Borrowings (ECBs).

Companies allowed to buy back their own shares for capital
restructuring.

.



207

National Stock Exchange (NSE) : was incorporated in
November 1992 with an equity capital of Rs.25 crore. It started
operations in November 1994. The NSE initially began with debt
instruments like PSU bonds, UTI units, Treasury Bills,
Government Securities and call money. Equities and
debentures also have been added on the trading list lately. NSE
is a country-wide, screen-based, on-line trading system
conforming to international standards.

Objectives :

i) The establishment of a nationwide trading facility for equities,
debt and hybrids.
ii) Facilitation of equal access to investors across the country.
iii) Fairness, efficiency and transparency of securities trading.
iv) Shorter settlement cycles and book entry settlement.
v) Meeting international securities market standards.

Operations:

The NSE has its control centre located at Mumbai. NSE
members all over India are linked via satellite and cables to the
system. The automated quotation system allows brokers to buy and
sell electronics. It has set up a Clearing Corporation (CC) designed
on the basis of the National Clearing Corporation in the USA. The
CC clears and settles all trades. It guarantees all the trades put
through NSE. It is able to determine who owes what and to whom.
Since all the securities are physically stored in the Central
Securities Depository (CSD), book entries suffice to conclude
deals. Financial data about every deal concluded by the NSE flows
into the National Settlement System (NSS) computers every day
after trading hours. In early 1996 the NSE got linked up with
internet; now price movements in any of the Indian stock markets
are available to the net users. Internet subscribers all over the
world can now deal on NSE.

Securities and Exchange Board of India (SEBI) :

The Securities and exchange Board of India (SEBI) was set
up on April 12, 1988, to act as a unifying force in bringing together
the scattered legislation and offer better protection to the Indian
Stock investor. Initially, the SEBI was set up as a non-statutory
body. Statutory powers were conferred by the SEBI Act, 1992.

Securities Trading Corporation of India (STCI) :

The STCI was promoted by RBI as its majority owned
subsidiary in May 1994 with a paid up capital of Rs. 500 crores.
The objective was to foster the development of an active secondary
market for Government Securities and to deepen the debt market in

.
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general. RBI fully divested its holdings in STCI by 2002. Presently,
the STCI is owned by commercial banks and financial institutions.

Clearing Corporation of India Ltd. (CCIL):
The CCIL commenced operations from February 15, 2002. It

has been set up for clearing and settlement of transactions in
government securities. The CClL provides guaranteed settlement
and has put in place risk management systems.

Credit Rating Institutions :
Credit Rating is a symbolic indicator of an expert opinion by

a rating agency on the relative willingness and ability of the issuer
of a debt instrument to meet the debt servicing obligations in time
and in full. Equities are not rated as their risk is not measurable and
the equity holders as the owners have to bear the residual risk.
Following are some Credit Rating agencies:

a) CRISIL: Credit Rating Information Services of India Limited
b) ICRA: Investment Information and Credit Rating Agency of India

Limited.
c) CARE: Credit Analysis and Research Limited.

12.8 DIFFERENCE BETWEEN MONEY MARKET AND
CAPITAL MARKET

Following are the main points of differences between money
market and capital market :

1. Period of finance: Money market deals with short-term funds
while Capital market deals with long-term funds needed to finance
fixed assets of business or loans required by the Government for a
long period.

2. Types of credit instruments: Credit instruments used in the
money market are bills of exchange, treasury bills, commercial
papers (CPs) certificates of deposit (CDs) etc. Instruments used in
capital market are: shares, debentures, government bonds etc.

3. Intermediaries: In case of capital market the intermediaries are
stock exchanges, stock brokers etc. For money market the
intermediaries are banks, discount houses, acceptance houses and
sometimes brokers.

4. Link: Money market is a link between lenders and borrowers for
short-period while capital market is a link between investors and
borrowers for long-term.

.
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5. Use of funds: Money market funds are used to tide over short-
term needs or liquidity of banks or to meet seasonal demand for
extra working capital but funds raised by capital market are used to
finance long term needs of business or governments.

12.9 SHORTCOMING OF THE INDIAN CAPITAL
MARKET

The Indian Capital Market still suffers from a number of
shortcomings. These are as follows :

1. The Indian capital market suffers from lack of adequate
liquidity.

2. Delayed delivery problem has been seen in capital market.
Sometimes the delivery of scrips takes 4 to 5 months and the
payments are made after 2 to 3 months.

3. The practice of insider trading causes fluctuations in the Indian
capital market and harms the small investors.

4. There is an Inadequacy of Market Instruments in capital
market.

5. The defective functioning of the banks and postal services
have also added to the problems of the small investors.

5. Sometimes transactions are unofficially conducted in the
shares before they are listed. This is called the grey market.
Due to this that the small investor suffers.

6. The entire system of stock broking is full of defects. Cheating
cases of the sellers and buyers of shares and debentures by
brokers have been observed.

7. In case of default by brokers and sub-brokers the investors
have no protection.

8. The trading transactions in stock exchanges lack transparency.
9. Looking to the large number of shareholders the number of

stock exchanges is very small and inadequate.

12.10 SUGGESTIONS FOR IMPROVEMENT OF THE
INDIAN CAPITAL MARKET

The following suggestions have been made into improve
upon the functioning of the Indian capital market :

The working of stock exchanges should be so streamlined that
the delay in transaction, delivery of scripts and transfer of
shares is minimized. For achieving this goal, the stock
exchanges must be computerized.

.
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Again, the Registration of spot transactions should be made
compulsory so that illegal trading is eliminated.

It is very essential that insider trading is stopped by adopting
preventing measures by the SEBI and stock exchanges.

The insider trading should be banned and a code of conduct
may be prescribed by the SEBI for financial analysis.

The prospectuses issued by the new companies should be
transparent and should supply all the information truthfully and
honestly. Those companies which fail to do this should be
penalized thorough legal action.

To facilitate investors a separate trust should be set up for
disposal of odd lot shares. It would be useful if he SEBI instructs
the companies to pay cash instead of allotting odd lots.

The number of stock exchanges should be increased to
facilitate smooth trading in the capital market.

The activities of intermediaries should be regulated by the
SEBI so that the secondary capital market may function
properly.

Finally more tax concessions should be provided to the
investors to give a boost to the capital market.

12.11 REFORMS IN CAPITAL MARKET OF INDIA

The major reforms undertaken in capital market of India
includes:-

1. Establishment of SEBI: The Securities and Exchange
Board of India (SEBI) was established in 1988. It got a legal status
in 1992. SEBI was primarily set up to regulate the activities of the
merchant banks, to control the operations of mutual funds, to work
as a promoter of the stock exchange activities and to act as a
regulatory authority of new issue activities of companies. The SEBI
was set up with the fundamental objective, "to protect the interest of
investors in securities market and for matters connected therewith
or incidental thereto."

2. Establishment of Creditors Rating Agencies: Three
creditors rating agencies viz. The Credit Rating Information
Services of India Limited (CRISIL - 1988), the Investment
Information and Credit Rating Agency of India Limited (ICRA -
1991) and Credit Analysis and Research Limited (CARE) were set

.
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up in order to assess the financial health of different financial
institutions and agencies related to the stock market activities. It is
a guide for the investors also in evaluating the risk of
their investments.

3. Increasing of Merchant Banking Activities: Many Indian
and foreign commercial banks have set up their merchant banking
divisions in the last few years. These divisions provide financial
services such as underwriting facilities, issue organizing,
consultancy services, etc. It has proved as a helping hand to
factors related to the capital market.

4. Rising Electronic Transactions: Due to technological
development in the last few years. The physical transaction with
more paper work is reduced. Now paperless transactions are
increasing at a rapid rate. It saves money, time and energy of
investors. Thus it has made investing safer and hassle free
encouraging more people to join the capital market.

5. Growing Mutual Fund Industry: The growing of mutual
funds in India has certainly helped the capital market to grow.
Public sector banks, foreign banks, financial institutions and joint
mutual funds between the Indian and foreign firms have launched
many new funds. A big diversification in terms of schemes,
maturity, etc. has taken place in mutual funds in India. It has given
a wide choice for the common investors to enter the capital market.

6. Growing Stock Exchanges: The numbers of various Stock
Exchanges in India are increasing. Initially the BSE was the main
exchange, but now after the setting up of the NSE and the OTCEI,
stock exchanges have spread across the country. Recently a new
Inter-connected Stock Exchange of India has joined the existing
stock exchanges.

7. Investor's Protection: Under the review of the SEBI the
Central Government of India has set up the Investors Education
and Protection Fund (IEPF) in 2001. It works in educating and
guiding investors. It tries to protect the interest of the small
investors from frauds and malpractices in the capital market.

8. Growth of Derivative Transactions: Since June 2000, the
NSE has introduced the derivatives trading in the equities. In
November 2001 it also introduced the future and options
transactions. These innovative products have given variety for the
investment leading to the expansion of the capital market.

9. Insurance Sector Reforms: Indian insurance sector has
also witnessed massive reforms in last few years. The Insurance
Regulatory and Development Authority (IRDA) was set up in 2000.

.
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It paved the entry of the private insurance firms in India. As many
insurance companies invest their money in the capital market, it
has expanded.

10. Commodity Trading: Along with the trading of ordinary
securities, the trading in commodities is also recently encouraged.
The Multi Commodity Exchange (MCX) is set up. The volume of
such transactions is growing at a splendid rate.

12.12 MUTUAL FUNDS

Nowadays, bank rates have fallen down and are generally
below the inflation rate. Therefore, keeping large amounts of money
in bank is not a wise option. Mutual Fund is an instrument of
investing money.

A mutual fund is a group of investors operating through a
fund manager to purchase a diverse portfolio of stocks or bonds.
Mutual funds are highly cost efficient and very easy to invest in. By
pooling money together in a mutual fund, investors can purchase
stocks or bonds with much lower trading costs than if they tried to
do it on their own.

Definition of Mutual Funds

“Mutual funds are investment vehicles that pool money
from many different investors to increase their buying power and
diversify their holdings. This allows investors to add a substantial
number of securities to their portfolio for a much lower price than
purchasing each security individually.”

Types of Mutual Funds:
On the basis of their Structure and Objective, mutual funds

can be classified into following major types:

A) By Structure:-

Open- Ended Funds:
An open ended fund is one that is available for subscription all
through the year and they are highly liquid.

Close- Ended Funds:
A close-ended fund has a stipulated maturity period which
generally ranges from 3 to 15 years. However investors can buy or
sell the units of the schemes on the stock exchanges where they
are listed.

.



213

B) By Objective:-

Growth Funds:
The aim of growth funds is to provide capital appreciation over the
medium to long-term period. Such schemes normally invest a
majority of their corpus in equities. Growth funds are ideal for the
investors having a long-term outlook.

Income Funds:
The aim of income fund is to provide regular and steady income to
investors. Such schemes generally invest in fixed income securities
such as bonds ,corporate debentures ,and government securities.
Income funds are ideal for capital stability and regular income.

Balanced Funds:
The aim of balanced fund is to provide both the growth and regular
income. Such schemes periodically distribute a part of their earning
and invest in both equieties and fixed income securities in
proportion indicated in their offered documents. These are idea for
investors looking for a combination of income and moderate
growth.

Load Funds:
A load fund is one that charges a commission for entry or exit. That
is each time you buy or sell the units from your fund ,a commission
will be payable. Typically entry and exit loads range from 1% to 2%.

No-Load Fund:
A no-load fund is one that does not change a commission for entry
or exit. That is no commission payable on purchase or sale of units
in the fund. The advantage of this fund is that the entire corpus is
put to work.

Advantages of Mutual Funds:

1. Investment in mutual fund is simple as compared to other
available investments in the market.

2. Mutual funds are managed by skilled and professionally
experienced managers who help to channel the funds in the
best available growth opportunities.

3. Mutual fund offers diversification in a portfolio which reduces
the risk of fall in a value of investments.

4. The basic idea behind diversification is to invest in a large
number of assets so that a loss in any particular-investment is
minimized by gains in other investments.

.
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5. Mutual fund helps to save investor's time, because there is no
administrative risk as many funds offer these services in their
Demat trading accounts.

6. As compared to other sources of investment Investor usually
gets higher returns in mutual fund.

7. An operating cost of mutual fund is considered to be relatively
less expensive. Since, it buys and sells large amounts
(quantity) of securities at a time, this helps in reducing
transaction costs.

8. Mutual fund allows investors to liquidate their holdings as and
when they feel it necessary.

9. Mutual fund provides transparency as mutual fund companies
should to disclose their Net Assets Value (NAV) through the
available media.

10.Mutual funds all over the world are highly regulated. The fund
manager has to submit all necessary documents to the statutory
authorities.

11.Mutual fund gives an option to an investor, to switch to other
schemes whenever they like, without any charges. This helps
the investor to take benefit of the various available schemes

Limitations Of Mutual Funds:

1. Mutual fund investments are subject to market risk involved.
This warning given below can be checked with the offer
document:

** "Mutual Fund investments are subject to market risks.
Please read the offer document carefully before investing."

2. Selecting appropriate and suitable financial securities for
investment to generate higher returns is a difficult task for a
mutual fund manager to select.

3. Mutual funds do not give any guarantee of the returns for
the investments made in its various schemes.

4. Mutual fund managers may follow illegal (corrupt) practices to
boost the performance of the various fund-related schemes.

5. Diversification of portfolio doesn't maximize returns ,because
diversification which helps in minimization of risk, does not
results in maximization of returns to the investors every time.

.
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6. More of the time investors are having the problem of hidden
fee or charges. Hidden fees are popularly known as '12b-1
fees'. It is basically a sum of annual distribution fees.

12.13 SECURITIES AND EXCHANGE BOARD OF
INDIA (SEBI)

To develop and regulate the Indian capital market, Securities
and Exchange Board of India was constituted by Department of
Economic Affairs, Government of India on 12th April, 1988. Initially
SEBI was set up as a non-statutory body but in January 1992 it was
made a statutory body. SEBI was authorised to regulate all
merchant banks on issue activity, lay guidelines and supervise and
regulate the working of mutual funds and oversee the working of
stock exchanges in India.

The Capital Issues (Control) Act,1947 governed capital
issues in India to ensure sound capital structure for corporate
enterprises, to promote rational and healthy expansion of the joint
stock companies in India and to protect the interests of the
investing public from the fraudulent practices of fast operators. The
capital issues control was administered by the Controller of Capital
Issues (CCI) according to the principles and policies were laid down
by the Central Government.

The Narasimham Committee on the Reform of the Financial
System in India(1991) recommended the abolition of CCI and
wanted SEBI to protect the investors and take over the regulatory
function of CCI. The Government of India accepted this
recommendation, repealed the Capital Issues (Control) Act, 1947
and abolished the post of CCI. SEBI was given the power to control
and regulate the new issue market as well as the old issue market.

Objectives of SEBI:

The main objectives of SEBI can be expressed as follows:

1. Objectives towards the Investors:
It intends to protect the rights and interest of the investors

through necessary regulations.

2. Objectives towards Capital Issuers:
It aims to create a good market environment in which the

issuers of capital can raise necessary funds by offering securities in
form of shares, debentures and bonds.

3. Objectives towards Intermediaries:
It aims at generating professionalism among the different

intermediaries such as brokers, underwriter, portfolio managers,
and others

.
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Powers and Functions of SEBI :-

SEBI is empowered with powers to perform the following functions:

1. Protection of Investors Interest:
SEBI frames rules and regulations to protect the interest of
investors. It monitors whether the concerned parties are following
the rules and regulations i.e., issuing companies ,mutual funds
,brokers and others. It also pay attention towards the complaints
against brokers, securities issuing companies etc.

2. Regulates working of Mutual funds:
SEBI has laid down rules and regulations to be followed by Mutual
funds. SEBI has prescribed the SEBI(Mutual fund)
Regulations,1993.

3. Regulated Merchant Banking:
SEBI has laid down rules and regulations in respect of merchant
banking activities in India. The regulations are in respect of
registration, code of conduct, submission of half yearly result and
so on.

4. Restriction on Insider Trading:
SEBI restrict insider trading activities. It prohibits dealing
,communication or counseling on matters relating to insider trading.

5. Regulates Stock Brokers Activities:
SEBI has also laid down regulations in respect of brokers and sub-
brokers. No broker can buy ,sell ,or deal in securities without being
a registered member of SEBI.

6. Portfolio Management:
SEBI has also enacted regulations to regulate the working of
portfolio managers. It has laid down that no person or institutions
can operate as a portfolio manager without the registration. The
portfolio managers have to follow the relevant regulations laid down
by SEBI.

7. Regulates Take-over, and Mergers:
SEBI has issued a set of guidelines to protect the interest of the
investors in the case of Take-over and mergers .SEBIs Guidelines
are to be followed by corporations at the time of take-over ,
mergers ,etc.

8. Research and Publicity:
SEBI conducts surveys in respect of investments and opportunities
.SEBI publishes two monthly bulletins called ‘SEBI Market Review’
and ‘SEBI Newsletter’.

.
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9. Other Functions:
SEBI prohibits unfair trade practices relating to securities
market.

SEBI promotes and regulates self-regulatory organisations.
SEBI promotes investors education and also tranning of
intermediaries in securities market.
SEBI conducts inspections, inquiries and audits of stock
exchange.
SEBI also conducts inspections, inquiries and audits of
intermediaries, self regulatory organisation in securities market.

Strengthening of SEBI

In January 1995, the Government of India amended SEBI
Act,1992 so as to arm SEBI with additional powers for ensuring the
orderly development of capital market and to enhance its ability to
protect the interest of the investors. The important features of the
ordinance are as follows:

1. To enable SEBI to respond speedily to market conditions and to
reinforce its autonomy, SEBI has been empowered to file
complaints in courts and to notify its regulations without prior
approval of the Government.

2. SEBI is now provided with regulatory powers over companies in
the issuance of capital, the transfer of securities and other related
matters.

3. SEBI is now empowered to impose monetary penalties on capital
market intermediaries and other participants for a listed range of
violations. The amendment proposes to create adjudicating
mechanism within SEBI for leaving penalties and
also constitute a separate tribunal to deal with cases of appeal
against orders of the adjudicating authority.

4. SEBI is now given the power to summon the attendance and call
for documents from all categories of market intermediaries,
including persons from the securities market.

5. SEBI has now power to issue directions to all intermediaries and
persons connected with the securities markets with a view to
protect investors or secure the orderly development of the
securities market.

.
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Check your Progress:
1. Define Mutual fund.
2. Types of Mutual funds.
3. Write short note on SEBI.

12.14 SUMMARY

Financial markets can be classified in two main markets;
Money market and
Capital market.

a strong capital market is also essential for the rapid growth of
every economy.

Capital market deals with medium term and long term funds.
The capital markets involve borrowing and lending of medium
term and long term funds.

“ Capital market may be defined as “an organized mechanism
for transfer of money, capital or financial resources from
investing parties to entrepreneurs engaged in industry or
commerce.”

A number of securities or instruments of different maturities,
interests rates, dividend. Liability, ownership, voting rights, etc.
Are traded in the Indian capital market.

The capital market can be classified broadly on the basis of
status and stages.

On the basis of status of the market :
a) Organised capital market :
b) Un-organised capital market :
On the basis of stages:
a) Primary market:
b) Secondary market:

Primary market is the market wherein funds are raised by issue
of shares, debentures and bonds issued by industrial
enterprises. Such type of market concerned with new issues.
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Secondary market is the market which facilitates transfer of
ownership of securities.

Stock Exchange is defined as “any body or individuals whether
incorporated or not, constituted for the purpose of assisting,
regulating or controlling in the business of buying, selling or
dealing in securities”

There are at present 21 stock exchanges in India recognised
under the Securities Contract (Regulation) Act, 1956.

The Securities and exchange Board of India (SEBI) was set up
on April 12, 1988.

Many Indian and foreign commercial banks have set up their
merchant banking divisions in the last few years.

A mutual fund is a group of investors operating through a fund
manager to purchase a diverse portfolio of stocks or bonds.

Mutual funds can be classified into following major types:

By Structure:
1. Open- Ended Funds:
2. Close- Ended Funds:

By Objective:-
1. Growth Funds:
2. Income Funds:
3. Balanced Funds:
4. Load Funds:
5. No-Load Fund:

The Securities and exchange Board of India (SEBI) was set up
on April 12, 1988.

SEBI prohibits unfair trade practices relating to securities
market.

SEBI promotes investors education and also tranning of
intermediaries in securities market.

SEBI conducts inspections, inquiries and audits of stock
exchange ,intermediaries, self regulatory organisation in
securities market.

.
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12.15 QUESTIONS

Answer in Short:
1. Define Capital market.
2. What are the main features of capital market?
3. What are the main instruments of capital market?
4. Primary Capital Market.
5. Secondary Capital Market.
6. Define Mutual Fund.
7. Objectives of SEBI.
8. Types of Mutual funds.

Answer in Brief:
1. Explain the nature of capital market? What are its functions?
2. Explain the structure of capital market?
3. What are the measures for improvement of Indian capital

market?
4. What are the recent reforms in Indian capital market?
5. What are the powers and Functions of SEBI?
6. Discuss the benefits and limitations of Mutual funds.

.
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13

Module 6

PUBLIC FINANCE
Unit Structure

13.0 Objectives
13.1 Introduction
13.2 Meaning, Concept & Nature of Public finance
13.3 Scope or subject-matter of Public Finance

13.4 Difference between Public finance and Private finance
13.5 Questions

13.0 OBJECTIVES

To understand the meaning of Public finance.
To understand the nature of public finance
To acquaint with the scope or subject-matter of public finance
To understand the Difference between public and private
finance

13.1 INTRODUCTION

The proper role of government provides a starting point for
the analysis of public finance. Public finance has an important role
to play in modern times as it is concerned with the financial
operation of the government. Presently, the modern economy is a
welfare oriented economy & therefore. The government has
different functions to perform. In this context, it is very important to
study public finance. It is concerned with revenue raising and
expenditure incurring process of the government. It studies the
manner in which govt. taxes the people, borrows from them &
spends on them in the performance of its various functions.

The study of how the government (or public) sector pays for
(or finances) expenditures through taxes and borrowing.

.
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Governments produce or provide valuable goods and services,
such as education, security, and transportation. They pay for these
goods by collecting taxes or, if taxes fall short, by borrowing
through the financial markets. Public finance adapts and applies the
fundamental microeconomic theory of markets to the public sector
and government activity. In particular, this area of study analyzes
the efficiency of taxes and the market failure of public goods. Public
finance is also key to the study of government stabilization policies
that address the inflation and unemployment problems of business
cycles. In particular, fiscal policy is the manipulation of government
expenditures and taxes to stabilize the business cycle.

13.2 MEANING, CONCEPT & NATURE OF PUBLIC
FINANCE

Public Finance is the study of the role of the government in the
economy. It is the definitive branch of Economics which assesses
the Government revenue and Government expenditure of
the Public Authorities and the adjustment of one or the other to
achieve desirable effects and avoid undesirable ones.

Definitions :

According to R.A. Musgrave, Public finance is basically
concerned with the problems of resource allocation, the
distribution of national income, full employment, price stability
and growth.

Findlay Shirras : Public finance is the study of the principles
underlying the spending and raising of funds by public
authorities.

J.M. Buchanan: “Public finance studies the economic
activity of government as a unit.”

H. Dalton: “Public finance is concerned with the income &
expenditure of public authorities, and with the adjustment of
the one to the other”.

The above definitions show that the public finance is mainly
concerned with the study of income and expenditure process of the
government. Since the government has to perform certain functions
in the society in the form of supplying certain collective goods,
raising of revenue to meet the necessary expenditure for the
provision of these public goods constitute the subject-matter of
public finance.

.
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The purview of public finance is considered to be threefold:
governmental effects on (1) efficient allocation of resources,
(2) distribution of income, and (3) macroeconomic stabilization.

Government can pay for spending by borrowing (for
example, with government bonds), although borrowing is a method
of distributing tax burdens through time rather than a replacement
for taxes. A deficit is the difference between government spending
and revenues. The accumulation of deficits over time is the total
public debt. Deficit finance allows governments to smooth tax
burdens over time, and gives governments an important fiscal
policy tool. Deficits can also narrow the options of successor
governments.

Public finance is closely connected to issues of income
distribution and social equity. Governments can reallocate income
through transfer payments or by designing tax systems that treat
high-income and low-income households differently.

The Public Choice approach to public finance seeks to explain how
self-interested voters, politicians, and bureaucrats actually operate,
rather than how they should operate.

Collection of sufficient resources from the economy in an
appropriate manner along with allocating and use of these
resources efficiently and effectively constitute good financial
management. Resource generation, resource allocation and
expenditure management (resource utilization) are the essential
components of a public financial management system.

Public Finance Management (PFM) basically deals with all
aspects of resource mobilization and expenditure management in
government. Just as managing finances is a critical function of
management in any organization, similarly public finance
management is an essential part of the governance process. Public
finance management includes resource mobilization, prioritization
of programmes, the budgetary process, efficient management of
resources and exercising controls. Rising aspirations of people are
placing more demands on financial resources. At the same time,
the emphasis of the citizenry is on value for money, thus making
public finance management increasingly vital.

Economists classify government expenditures into three
main types. Government purchases of goods and services for
current use are classed as government consumption. Government
purchases of goods and services intended to create future benefits-

.
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-- such as infrastructure investment or research spending--- are
classed as government investment. Government expenditures that
are not purchases of goods and services, and instead just
represent transfers of money--- such as social security payments---
are called transfer payments.

13.3 SCOPE OR SUBJECT-MATTER OF PUBLIC
FINANCE

Public finance is the revenue and the expenditure of the
public authorities. Its scope covers the government effects on the
efficient allocation of resources, macroeconomic stabilization and
the distribution of income. Each of these effects contributes equally
toward the broader subject of public finance.

1. An efficient allocation of resources

Government effects on the efficient allocation of resources.
Economic efficiency occurs when resources are used in a way that
best maximizes the production of goods and services. If a
government has helped create an efficient economy, it means that
more goods and services can be provided with the use of less
resources, i.e. Nothing more can be achieved with the resources
that are available. Other descriptions of economic efficiency
include; that no additional output can be made without increasing
the input, no one can be made better off without first putting
someone else out and that production proceeds at the lowest
possible cost per unit.

2. Macroeconomic Stabilization

Government effects on macroeconomic stabilization.
Macroeconomics deals with the structure, behaviour, performance
and decision making of the entire economy. These decisions are
often made by the government figures and the effects of these
decisions will therefore have an impact on the entire economy.
These economies can be on a national, international or global
scale. In terms of macroeconomic stabilization, governments
attempt to avoid major economic shocks by making small and
frequent adjustments through policy changes. These changes will
hopefully maintain stability and continue a growth of the economy.

3. Income distribution

Government effects on the distribution of income. In the
modern economy, the distribution of income is concerned across

.
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individuals and households. Previously in history this distribution
was concerned with income spanning land, labour, production and
capital. Governments try to balance out the effects of inequality and
economic growth to ensure equality and fairness.

Income distribution - Some forms of government expenditure
are specifically intended to transfer income from some groups to
others. For example, governments sometimes transfer income to
people that have suffered a loss due to natural disaster. Likewise,
public pension programs transfer wealth from the young to the old.
Other forms of government expenditure which represent purchases
of goods and services also have the effect of changing the income
distribution. For example, engaging in a war may transfer wealth to
certain sectors of society. Public education transfers wealth to
families with children in these schools. Public road
construction transfers wealth from people that do not use the roads
to those people that do (and to those that build the roads).

Public (Government) expenditures are financed in three ways:

Public (Government) revenue
Taxes
Non-tax revenue (revenue from government- owned
corporations, sovereign wealth funds, sales of assets, or
Seigniorage)
Public (Government) borrowing
Printing of Money or Deficit financing
Privatization

How a government chooses to finance its activities can have
important effects on the distribution of income and wealth (income
redistribution) and on the efficiency of markets (effect of taxes on
market prices and efficiency). The issue of how taxes affect income
distribution is closely related to tax incidence, which examines the
distribution of tax burdens after market adjustments are taken into
account. Public finance research also analyzes effects of the
various types of taxes and types of borrowing as well as
administrative concerns, such as tax enforcement.

These three factors contribute towards discovering the
scope of public finance. They come together to create a general
definition of public finance dealing with the revenue and
expenditure of the public authorities.

.
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13.4 DIFFERENCE BETWEEN PUBLIC AND PRIVATE
FINANCE

Public finance is the revenue and the expenditure of the
public authorities, while Private finance to the financial operations
of an individual economic unit such as a firm or a household. Some
of the important difference between them are as follows :-
1. Motive :- The motive of the govt. is to maximize the welfare of

the community, whereas, the motive of the private finance is to
maximize individual benefits rather than social benefits.

2. Nature of Resources : The govt. has many resources to raise
the revenue, while the individual has limited resources. The
govt. can revise revenue through taxation. It can borrow
internally as well as externally but individual has limitations in
such case.

3. Adjustment of Income and expenditure : In case of public
finance, income is adjusted to expenditure, while in case of
private finance, expenditure is adjusted to income .Dalton rightly
says that, “ while individual’s income determines his
expenditure, a public authority’s expenditure determines its
income.”

4. Compulsory Character : Government can raise revenue by
using force. It can compel people to pay taxes. On the other
hand, individual cannot use force to get income.

5. Openness in the financial operation : The financial operations
of the govt. are open to all, while the private finance maintains
secrecy with regard to sources of income and spending.

6. Foresightedness : The govt. being a permanent institution,
has a long term perspective towards its expenditure. The state
has to consider the interests of the whole society while, an
individual has short sightedness in his perspective.

13.5QUESTIONS :

1. What is Public finance ?
2. Discuss the nature and scope of public finance.
3. Distinguish between Public and Private finance.

.
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14

PUBLIC REVENUE

Unit Structure

14.0 Objectives
14.1 Introduction
14.2 Meaning, Concept & Nature of Public revenue
14.3 Sources of Public Revenue

14.4 Canons of Taxation
14.5 Characteristics of a Good Tax system
14.6 Merits & demerits of Direct Taxes
14.7 Merits & demerits of Indirect Taxes
14.8Questions

14.0 OBJECTIVES

To understand the meaning of Public revenue
To understand the sources of public revenue
To acquaint with the Canons of Taxation
To get familiar with the features of a Good Tax System
To acquaint with the merits & demerits of Direct Taxes.
To get familiar with the merits & demerits of Indirect Taxes

14.1 INTRODUCTION

The study of public finance is the deep study of all finance
operations related to the state which is therefore concerned with
complete income and expenditure of public authorities and
administrative structures that are adjusted with one another.
Public finance is a concept that includes Public expenditure, public
debt and public revenue and income.

Public revenue is exactly income generated from sources of
government in order to meet requirements of expenses of public.

.
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14.2 MEANING OF PUBLIC REVENUE

Public revenue generally refers to government revenue.
Some important sources or concepts that are included in public
revenue consist of taxes, fees, sale of public goods and services,
fines, donations, etc.

Public revenue refers to the income side of the financial
operations of the state. It is the revenue or income of public
authorities namely central, State, Local bodies etc.

According to Dalton, public revenue can be viewed from a
broad as well as a narrow sense. He therefore, makes a distinction
between public revenue and public receipts. In a broad sense, the
income of public authorities includes all receipts from all possible
sources during a specific period, normally a year. It is called public
receipts.

In a narrow sense, it refers only to those sources which bring
income to the government. These sources are known as revenue
sources and include only the non-tax sources of public revenue.

14.3 SOURCES OF PUBLIC REVENUE

The main sources of public revenue are: Tax and Non-tax
revenue

1. Tax Revenue:
The chief source of public revenue is Tax. To define tax, it is

said that tax is a mandatory imposition of duty on public authority
by government organizations to meet requirements of general
public as a whole.

Therefore, with the above defined term, some points are
highlighted as below:
i) A Tax is a compulsory duty levied by the government. If any

individual refuses to comply with tax payments, he can be
punished or penalized

ii) Tax basically involves some understanding and sacrifice on the
basis of a tax payer

iii) Tax is a duty and not a penalty
iv) Most part of revenue income is generated from tax by the central

government.

.
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Broad classification of taxes is: Direct and Indirect Taxes
Direct taxes:

Direct taxes are levied on wealth and income of individuals
or organizations. These taxes are personal income tax, corporate
tax, and gift or wealth tax. The impact of direct taxes is on the same
person.

Direct taxes are developing in nature and the tax rate
increases along with the tax base. Progressive direct taxes are
involved in falling income discrimination especially in rising
countries.

Indirect Taxes:
These taxes are levied on manufactured goods and

consumable goods in India. Excise duty is the chief and single
largest source to generate revenue income.

Rates of excise duty faces a declining trend.
Customs Duty is imposed on exports of selective range and

imports. With revenue point of view, Custom duty has less
importance. Service Tax is imposed by specific category of firms,
agencies or persons. Rate of service taxes have been increased
progressively. Goods and service tax includes range of all taxes
like excise duty, service tax, goods tax, VAT, etc. It covers goods
and service charges in mostly all sectors. It generally simplifies the
complexity of charges on good and services

2. Non tax revenues
Non Tax Revenue comprises all revenues apart from taxes

accumulated to the Government. Non tax revenues are funds that
are generated from internal sources.
The sources of revenue are:

revenues

Important sources of Non tax revenues include
a) Special Assessment:

This can be called as betterment charge. This tax is imposed
to a certain category of members of a community who are generally
benefited from governmental activities or public functions like
constructions of road, railways, parks, etc. Therefore, government
imposes special charges on such properties.

.
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b) Surplus of Public Enterprises
The government has arranged public sector enterprises that

are concerned in commercial activities. The surpluses generated of
these enterprises are a significant source of non-tax revenue.
These incomes are in the form of profits that are known as
commercial revenues.

c) Fees:
A fee is a significant source of managerial non-tax revenue

charged by Government authorities for depiction services to the
members of the public. There is no compulsion to pay fees. All
those utilize services may pay fees. Fees may be charged for
getting licenses, passports or registrations, filing of court cases, etc.

d) Fine and Penalties
These are general sources of administrative non tax

revenues. These may be applied on public for non compliance with
certain rules and regulations. These are not considered as the
major source of revenue for the government.

e) Grants and Gifts
Grants are financial support. These are provided to public

authority to perform certain social activities. These are generated
by higher public authority to lower ones
e.g. World bank gives grants to State bank. There is no repayment
compulsion. Gifts and donations are voluntarily made by
individuals, organizations or foreign governments to the Central
Government. These gifts are made by natural feeling in case of
disasters or natural calamities. Gifts are not considered as a source
of income. Therefore, tax plays an important part in generating
government revenue. Non tax is important in developing revenue.

14.4 CANONS OF TAXATION

Canons of Taxation are the main basic principles (i.e. rules)
set to build a 'Good Tax System'. Canons of Taxation were first
originally laid down by economist Adam Smith in his famous book
"The Wealth of Nations".

In this book, Adam smith only gave four canons of taxation.
These original four canons are now known as the "Original or Main
Canons of Taxation".

.
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As the time changed, governance expanded and became
much more complex than what it was at the Adam Smith's time.
Soon a need was felt by modern economists to expand Smith's
principles of taxation and as a response they put forward some
additional modern canons of taxation.

Adam Smith's Four Main Canons of Taxation
A good tax system is one which is designed on the basis of

an appropriate set of principles (rules). The tax system should
strike a balance between the interest of the taxpayer and that of tax
authorities. Adam Smith was the first economist to develop a list of
Canons of Taxation. These canons are still regarded as
characteristics or features of a good tax system.

Adam Smith gave following four important canons of taxation.

1. Canon of Equity
The principle aims at providing economic and social justice

to the people. According to this principle, every person should pay
to the government depending upon his ability to pay. The rich class
people should pay higher taxes to the government, because without
the protection of the government authorities (Police, Defence, etc.)
they could not have earned and enjoyed their income. Adam Smith
argued that the taxes should be proportional to income, i.e., citizens
should pay the taxes in proportion to the revenue which they
respectively enjoy under the protection of the state.

2. Canon of Certainty
According to Adam Smith, the tax which an individual has to

pay should be certain, not arbitrary. The tax payer should know in
advance how much tax he has to pay, at what time he has to pay
the tax, and in what form the tax is to be paid to the government. In
other words, every tax should satisfy the canon of certainty. At the
same time a good tax system also ensures that the government is
also certain about the amount that will be collected by way of tax.

3. Canon of Convenience
The mode and timing of tax payment should be as far as

possible, convenient to the tax payers. For example, land revenue
is collected at time of harvest income tax is deducted at source.
Convenient tax system will encourage people to pay tax and will
increase tax revenue.
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4. Canon of Economy
This principle states that there should be economy in tax

administration. The cost of tax collection should be lower than the
amount of tax collected. It may not serve any purpose, if the taxes
imposed are widespread but are difficult to administer. Therefore, it
would make no sense to impose certain taxes, if it is difficult to
administer.

Additional Canons of Taxation
Activities and functions of the government have increased

significantly since Adam Smith's time. Government are expected to
maintain economic stability, full employment, reduce income
inequality & promote growth and development. Tax system should
be such that it meets the requirements of growing state activities.
Accordingly, modern economists gave following additional canons
of taxation.

5. Canon of Productivity
It is also known as the canon of fiscal adequacy. According

to this principle, the tax system should be able to yield enough
revenue for the treasury and the government should have no need
to resort to deficit financing. This is a good principle to follow in a
developing economy.

6. Canon of Elasticity
According to this canon, every tax imposed by the

government should be elastic in nature. In other words, the income
from tax should be capable of increasing or decreasing according
to the requirement of the country. For example, if the government
needs more income at time of crisis, the tax should be capable of
yielding more income through increase in its rate.

7. Canon of Flexibility
It should be easily possible for the authorities to revise the

tax structure both with respect to its coverage and rates, to suit the
changing requirements of the economy. With changing time and
conditions the tax system needs to be changed without much
difficulty. The tax system must be flexible and not rigid.

8. Canon of Simplicity
The tax system should not be complicated. That makes it

difficult to understand and administer and results in problems of

.
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interpretation and disputes. In India, the efforts of the government
in recent years have been to make the system simple.

9. Canon of Diversity
This principle states that the government should collect

taxes from different sources rather than concentrating on a single
source of tax. It is not advisable for the government to depend upon
a single source of tax, it may result in inequity to the certain section
of the society; uncertainty for the government to raise funds. If the
tax revenue comes from diversified source, then any reduction in
tax revenue on account of any one cause is bound to be small.

14.5 CHARACTERISTICS OF A GOOD TAX
STRUCTURE / SYSTEM

The tax structure is a part of economic organisation of a society
and therefore fit in its overall economic environment. No tax system
that does not satisfy these basic condition can be termed a good
one. However, the state should pursue mainly following principles
in structuring its tax system :-

1. The distribution of tax burden should be equitable. Everyone
should be made to pay as per their ability. It collects more from
richer section and less from poorer section.

2. The tax system should encourage productive efficiency. It
should provide incentive to increase savings and investment. It
may lead to favourable allocation of resources.

3. A tax system should be diversified. It may rely on different
bases, such as , income, wealth and expenditure.

4. The primary aim of the tax should be to raise adequate revenue
to meet public expenditure since the modern government
performs various functions in the economy.

5. The tax system should be flexible to change with changing
requirements of the government and the economy.

6. A good tax system should recognize the basic rights of the tax
payer, and therefore, it should be simple, certain and
convenient.

7. The tax system should be economical. Administrative machinery
should be efficient and honest. It should involve minimum cost
of collection.

.
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8. A good tax system should also facilitate stability and growth
objectives. Growth with stability is an important objective for
both developed and developing countries.

In general a good tax system should run in harmony with
important national objectives and if possible should assist the
society in achieving them. Thus, the good tax system should be
designed so as to meet the requirements of equity in the
distribution of tax burden, efficiency in the tax use, goals of
macroeconomic policy and ease of administration.

Direct and Indirect Taxes

With the budget session around the corner, there is lot of
noise about taxes. Taxes don’t just mean your income-tax; there
are many other forms of tax that an individual pays without directly
seeing the hit. While income-tax is a direct tax, the latter are called
indirect taxes. Here’s a look at what the two categories cover and
how they impact you.

14.6 DIRECT TAXES : MEANING

A direct tax is one, which is paid by a person on whom it is
legally imposed and the burden of which cannot be shifted to any
other person. The person from whom it is collected cannot shift its
burden to anybody else. The tax-payer is the tax-bearer. The
impact i.e. the initial burden and its incidence i.e. the ultimate
burden of direct tax is on the same person. For e.g. Income tax,
wealth tax, property tax, estate duties, capital gain tax, corporate /
company tax, etc. are all direct taxes.

This kind of levy is payable directly by the individual or
company, whose obligation it is to pay. It can’t be transferred to
anyone else. The most common form of direct tax is income-tax,
which has to be paid by individuals, hindu undivided families
(HUFs), cooperative societies and trusts on the total income they
earn. This can include income from salary, income from house
property, business and professional income, capital gains and
income from other sources such as interest. The tax liability
depends on the residential status and gender of the person being
taxed.
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Companies are also taxed on the income they earn. For
Indian companies, tax is obligatory on income earned in India and
overseas, whereas in case of non-resident companies tax has to be
paid on money earned in India.

A house owner has to pay property tax, which is applied as
per state rules. Lastly, if you receive a gift in excess of Rs.50,000
per year, you will have to pay gift tax.

The onus of declaring income for the purpose of calculating
direct tax liability is on you. Non-payment or tax evasion can incur
heavy penalty.

Advantages / Merits of Direct Taxes :

Following are the important advantages or merits of Direct Taxes :-

1. Equity
There is social justice in the allocation of tax burden in case

of direct taxes as they are based on the principle of ability to pay.
Persons in a similar economic situation are taxed at the same rate.
Persons with different economic standing are taxed at a different
rate. Hence, there is both horizontal and vertical equity under direct
taxation. Progressive direct taxation can reduce income inequalities
and bring about adequate social & economic justice.

For example, in the Indian Budget of 2007, individual with an
income of up to Rs. 1,10,000 are exempted from payment of
income tax and in the case of women tax payer, the exemption limit
is Rs. 1,45,000.

2. Certainty

As far as direct taxes are concerned, the tax payer is certain
as to how much he is expected to pay, as the tax rates are decided
in advance. The Government can also estimate the tax revenue
from direct taxes with a fair accuracy. Accordingly, the Government
can make adjustments in its income and expenditure.

3. Relatively Elastic

The direct taxes are relatively elastic. With an increase in
income and wealth of individuals and companies, the yield from
direct taxes will also increase. Elasticity also implies that the

.
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government's revenue can be increased by raising the rates of
taxation. An increase in tax rates would increase the tax revenue.

4. Creates Public Consciousness

They have educative value. In the case of direct taxes, the
taxpayers are made to feel directly the burden of taxes and hence
take keen interest in how public funds are spent. The taxpayers are
likely to be more aware about their rights and responsibilities as
citizens of the state.

5. Economical

Direct taxes are generally economical to collect. For
instances, in the case of personal income tax, the tax can be
deducted at source from the income or salaries of the individuals.
Therefore, the government does not have to spend much in tax
collection as far as personal income tax is concerned. However, in
the case of indirect taxes, the government has to set up an
elaborate machinery to collect taxes.

6. Anti-inflationary

The direct taxes can help to control inflation. During
inflationary periods, the government may increase the tax rate. With
an increase in tax rate, the consumption demand may decline,
which in turn may reduce inflation.

Disadvantages / Demerits of Direct Taxes

Though direct taxes possess above mentioned merits, the
economist have criticised them on the following grounds :-

1. Tax Evasion

In India, there is good amount of tax evasion. The tax
evasion is due to High tax rates, Documentation and formalities,
Poor and corrupt tax administration. It is easier for the businessmen
to evade direct taxes. They invariable suppress correct information
about their incomes by manipulating their accounts and evade tax
on it.

In less developed countries like India, due to high rate of
progressive tax evasion & avoidance are extensive and led to rise
in black money.
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2. Arbitrary Rates
The direct taxes tend to be arbitrary. Critics point out that

there cannot be any objective basis for determining tax rates of
direct taxes. Also, the exemption limits in the case of personal
income tax, wealth tax, etc., are determined in an arbitrary manner.
A precise degree of progression in taxation is also difficult to
achieve. Therefore direct taxes may not always fulfill the canon of
equity.

3. Inconvenient
Direct taxes are inconvenient in the sense that they involve

several procedures and formalities in filing of returns. For most
people payment of direct tax is not only inconvenient, it is
psychological painful also. When people are required to pay a
sizeable part of their income as a tax to the state, they feel very
much hurt and their propensity to evade tax remains high. Further
every one who is required to pay a direct tax has to furnish
appropriate evidence in support of the statement of his income &
wealth & for this he has to maintain his accounts in proper form.
Direct tax is considered inconvenient by some people because they
have to make few lump sum payments to the governments,
whereas their income receipts are distributed over the whole year.

4. Narrow Coverage

In India, there is a narrow coverage of direct taxes. It is
estimated that only three percent of the population pay personal
income tax. Due to low coverage, the government does not get
enough funds for public expenditure. Estate duty & wealth tax are
equally narrow based and thus revenue proceeds from these taxes
are invariably small.

5. Affects Capital Formation
The direct taxes can affect savings and investment. Due to

taxes, the net income of the people gets reduced. This in turn
reduces savings. Reduction in savings results in low investment.
The low investment affects capital formation in the country.

6. Effect on Willingness and Ability to Work

Highly progressive direct taxes reduce people's ability and
willingness to work and save. This in turn may have a negative
impact on investment and productive capacity in the economy. If
tax burden is high, people's consumption level gets adversely

.
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affected and this has an impact on their ability to work and save.
High taxes also discourage people from working harder in order to
earn and save more.

7. Sectoral Imbalance

In India, there is Sectoral imbalance as far as direct taxes
are concerned. Certain sectors like the corporate sector is heavily
taxed, whereas, the agriculture sector is 100% tax free. Even the
large rich farmers are exempted from payment of personal income
tax.

Conclusion on Direct Taxes

In direct tax burden of tax cannot be shifted. The
disadvantage of direct taxation are mainly due to administrative
difficulties and inefficiencies. The extent of direct taxation should
depend on the economic state of the country. A rich country has
greater scope for direct taxation than a poor country. However
direct taxation is an important aspect of the modern financial
system.

14.7 INDIRECT TAXES : MEANING

Indirect tax is levied by the government and collected by an
intermediary from the person who bears the ultimate economic
burden of the tax. What this means is that if you are purchasing
goods or services from anywhere and you are the final consumer,
then the tax levied on the manufacturer will ultimately get passed
on to you. This kind of tax increases the total amount you pay for
something. Sometimes it may be represented separately from the
price of the item or may be shown together with the cost of the
product itself. For example, the service tax paid on a food bill is
shown separately, but tax paid on fuel is included in the product
price.

An indirect tax is one in which the burden can be shifted to
others. The tax payer is not the tax bearer. The impact and
incidence of indirect taxes are on different persons. An indirect tax
is levied on and collected from a person who manages to pass it on
to some other person or persons on whom the real burden of tax
falls. For e.g. commodity taxes or sales tax, excise duty, custom
duties, etc. are indirect taxes.
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There are many forms of indirect taxes. Customs duty is a
tax levied on items imported (and exported out of) into India. The
central government also charges an excise duty or a tax payable on
goods manufactured in India for domestic consumption. Service tax
is a charge applied on services such as food and beverage, travel
and recreation by the provider, while value-added tax is applied at
each stage of sale of a product and the final tax is borne by the last
consumer. Lastly, there is securities transaction tax levied on all
transactions done on a stock exchange.

The reason why these are called indirect taxes is because
unlike direct taxes, the person paying the tax to the government
can pass it on to another person. They are charged first at the
manufacturers’ level, but ultimately get passed on to the consumer,
which is you.

Hicks classifies direct & indirect taxes on the basis of
administrative arrangements. In case of direct tax-there is a direct
relationship between the taxpayer and the revenue authorities. A
tax collecting agency directly collects the tax from the taxpayers,
whereas in case of indirect taxes there is no direct relationship
between the taxpayers and the revenue authorities. They are
collected through traders and manufacturers.

Over the years the share of indirect tax has declined in India
due to reduction in the rates of indirect taxes.

Advantages / Merits of Indirect Taxes
The merits of indirect taxes are briefly explained as follows :-

1. Convenient
Indirect taxes are imposed on production, sale and

movements of goods and services. These are imposed on
manufacturers, sellers and traders, but their burden may be shifted
to consumers of goods and services who are the final taxpayers.
Such taxes, in the form of higher prices, are paid only on purchase
of a commodity or the enjoyment of a service. So taxpayers do not
feel the burden of these taxes. Besides, money burden of indirect
taxes is not completely felt since the tax amount is actually hidden
in the price of the commodity bought. They are also convenient
because generally they are paid in small amounts and at intervals
and are not in one lump sum. They are convenient from the point of
view of the government also, since the tax amount is collected
generally as a lump sum from manufacturers or traders.
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2. Difficult to evade
Indirect taxes have in built safeguards against tax evasion.

The indirect taxes are paid by customers, and the sellers have to
collect it and remit it to the Government. In the case of many
products, the selling price is inclusive of indirect taxes. Therefore,
the customer has no option to evade the indirect taxes.

3. Wide Coverage
Unlike direct taxes, the indirect taxes have a wide coverage.

Majority of the products or services are subject to indirect taxes.
The consumers or users of such products and services have to pay
them.

4. Elastic
Some of the indirect taxes are elastic in nature. When

government feels it necessary to increase its revenues, it increases
these taxes. In times of prosperity indirect taxes produce huge
revenues to the government.

5. Universality
Indirect taxes are paid by all classes of people and so they

are broad based. Poor people may be out of the net of the income
tax, but they pay indirect taxes while buying goods.

6. Influence on Pattern of Production
By imposing taxes on certain commodities or sectors, the

government can achieve better allocation of resources. For e.g. By
Imposing taxes on luxury goods and making them more expensive,
government can divert resources from these sectors to sector
producing necessary goods.

7. May not affect motivation to work and save
The indirect taxes may not affect the motivation to work and

to save. Since, most of the indirect taxes are not progressive in
nature, individuals may not mind to pay them. In other words,
indirect taxes are generally regressive in nature. Therefore,
individuals would not be demotivated to work and to save, which
may increase investment.

8. Social Welfare
The indirect taxes promote social welfare. The amount

collected by way of taxes is utilized by the government for social
welfare activities, including education, health and family welfare.
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Secondly, very high taxes are imposed on the consumption of
harmful products such as alcoholic products, tobacco products, and
such other products. So it is not only to check their consumption but
also enables the state to collect substantial revenue in this manner.

9. Flexibility and Buoyancy
The indirect taxes are more flexible and buoyant. Flexibility

is the ability of the tax system to generate proportionately higher tax
revenue with a change in tax base, and buoyancy is a wider
concept, as it involves the ability of the tax system to generate
proportionately higher tax revenue with a change in tax base, as
well as tax rates.

Disadvantages / Demerits of Indirect Taxes
Although indirect taxes have become quite popular in both

developed &Under developed countries alike, they suffer from
various demerits, of which the following are important.

1. High Cost of Collection
Indirect tax fails to satisfy the principle of economy. The

government has to set up elaborate machinery to administer
indirect taxes. Therefore, cost of tax collection per unit of revenue
raised is generally higher in the case of most of the indirect taxes.

2. Increase income inequalities
Generally, the indirect taxes are regressive in nature. The

rich and the poor have to pay the same rate of indirect taxes on
certain commodities of mass consumption. This may further
increase income disparities among the rich and the poor.

3. Affects Consumption
Indirect taxes affects consumption of certain products. For

instance, a high rate of duty on certain products such as consumer
durables may restrict the use of such products. Consumers
belonging to the middle class group may delay their purchases, or
they may not buy at all. The reduction in consumption affects the
investment and production activities, which in turn hampers
economic growth.

4. Lack of Social Consciousness
Indirect taxes do not create any social consciousness as the

taxpayers do not feel the burden of the taxes they pay.
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5. Uncertainty
Indirect taxes are often rather uncertain. Taxes on

commodities with elastic demand are particularly uncertain, since
quantity demanded will greatly affect as prices go up due to the
imposition of tax. In fact a higher rate of tax on a particular
commodity may not bring in more revenue.

6. Inflationary
The indirect taxes are inflationary in nature. The tax charged

on goods and services increase their prices. Therefore, to reduce
inflationary pressure, the government may reduce the tax rates,
especially, on essential items.

7. Possibility of tax evasion
There is a possibility of evasion of indirect taxes as some

customers may not pay indirect taxes with the support of sellers.
For instance, individuals may purchase items without a bill, and
therefore, may not pay Sales tax or VAT (Value Added Tax), or
may obtain the services without a bill, and therefore, may evade the
service tax.

Conclusion on Indirect taxes:
Elaborate analysis of merits and demerits of direct and

indirect taxes makes it clear that whereas the direct taxes are
generally progressive, and the nature of most indirect taxes is
regressive. The scope of raising revenue through direct taxation is
however limited and there is no escape from indirect taxation in
spite of attendant problems. There is common agreement amongst
economists that direct & indirect taxes are complementary and
therefore in any rational tax structure both types of taxes must find
a place.

14.8 QUESTIONS

1. What is Public revenue? Explain its meaning.
2. Explain the different sources of Public revenue.
3. Discuss the various canons of taxation.
4. What are the characteristics of a good tax system?
5. What is Direct Tax? Explain its merits & demerits.
6. What is Indirect Tax? Explain its merits & demerits.

.



243

15

PUBLIC EXPENDITURE AND PUBLIC
DEBT

Unit Structure

15.0 Objectives
15.1 Introduction
15.2 Meaning, Concept & Nature of Public Expenditure
15.3 The Need / importance of Public expenditure
15.4 Objectives of Public expenditure
15.5 Types of public expenditure
15.6 Causes of growth of public expenditure
15.7 Effects of public expenditure
15.8 Adolph Wagner's Law of Increasing State Activity
15.9 The Peacock-Wiseman Hypothesis
15.10 Public Debt and the types of public debt
15.11 Burden of internal & external debt on India
15.12 Measures to reduce the burden of public debt in India
15.13 Budget Deficit and the types of Budget deficit
15.14 Questions

15.0 OBJECTIVES

To understand the meaning, Concept & Nature of Public
Expenditure
To familiar with Need / importance of Public expenditure
To acquaint with the objectives of Public expenditure
To know types, causes & effects of increasing public
expenditure
To understand Wagner's Law of Increasing State Activity
To familiar with Peacock-Wiseman Hypothesis
To understand Public Debt and the types of public debt
To acquaint with Burden of internal & external debt on India
To know the Budget and the components of Budget
To familiar with Budget Deficit and the types of Budget deficit
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15.1 INTRODUCTION

1. Public Expenditure : Meaning & Definition

Public expenditure refers to Government expenditure i.e.
Government spending. It is incurred by Central, State and Local
governments of a country. Public expenditure can be defined as,
"The expenditure incurred by public authorities like central,
state and local governments to satisfy the collective social
wants of the people is known as public expenditure."

Public Expenditure refers to Government Expenditure. It is
incurred by Central and State Governments. The Public
Expenditure is incurred on various activities for the welfare of the
people and also for the economic development, especially in
developing countries. In other words The Expenditure incurred by
Public authorities like Central, State and local governments to
satisfy the collective social wants of the people is known as public
expenditure.

2. Need / Importance / Significance of Public :

In modern economic activities public expenditure has to play
an important role. It helps to accelerate economic growth and
ensure economic stability. Public Expenditure can promote
economic development as follows :-

1. To promote rapid economic development.
2. To promote trade and commerce.
3. To promote rural development
4. To promote balanced regional growth
5. To develop agricultural and industrial sectors
6. To build socio-economic overheads eg. roadways, railways,

power etc.
7. To exploit and develop mineral resources like coal and oil.
8. To provide collective wants and maximise social welfare.
9. To promote full - employment and maintain price stability.
10. To ensure an equitable distribution of income.

Thus public expenditure has to create and maintain
conditions conducive to economic development. It has to
improve the climate for investment. It should provide
incentives to save, invest and innovate.

.
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3. Objectives of Public Expenditure :

The major objectives of public expenditure are

1) Administration of law and order and justice.
2) Maintenance of police force.
3) Maintenance of army and provision for defence goods.
4) Maintenance of diplomats in foreign countries.
5) Public Administration.
6) Servicing of public debt.
7) Development of industries.
8) Development of transport and communication.
9) Provision for public health.
10) Creation of social goods.

In a modern welfare state, the importance of public
expenditure has increased. The total Central Government’s
expenditure (Revenue and Capital) rose from Rs. 98,272 crores in
1990-91 to Rs. 10,18,526crores in 2009-10.

Throughout the 19th Century, most governments followed
laissez faire economic policies & their functions were only restricted
to defending aggression & maintaining law & order. The size of
pubic expenditure was very small. But now the expenditure of
governments all over has significantly increased. In the early
20th Century, John Maynard Keynes advocated the role of public
expenditure in determination of level of income and its distribution.

In developing countries, public expenditure policy not only
accelerates economic growth & promotes employment
opportunities but also plays a useful role in reducing poverty and
inequalities in income distribution.

15.2 CLASSIFICATION OF PUBLIC EXPENDITURE

Classification of Public expenditure refers to the systematic
arrangement of different items on which the government incurs
expenditure. Different economists have looked at public
expenditure from different point of view. The following classification
is a based on these different views.

A. Functional Classification :

Some economists classify public expenditure on the basis of
functions for which they are incurred. The government performs
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various functions like defence, social welfare, agriculture,
infrastructure and industrial development. The expenditure incurred
on such functions fall under this classification. These functions are
further divided into subsidiary functions. This kind of classification
provides a clear idea about how the public funds are spent.

B. Revenue and Capital Expenditure :
Revenue expenditure are current or consumption

expenditures incurred on civil administration, defence forces, public
health and education, maintenance of government machinery. This
type of expenditure is of recurring type which is incurred year after
year.

On the other hand, capital expenditures are incurred on
building durable assets, like highways, multipurpose dams,
irrigation projects, buying machinery and equipment. They are non
recurring type of expenditures in the form of capital investments.
Such expenditures are expected to improve the productive capacity
of the economy.

C. Transfer and Non-Transfer Expenditure :

A.C. Pigou, the British economist has classified public
expenditure as :-
1. Transfer expenditure
2. Non-transfer expenditure

1. Transfer Expenditure :-
Transfer expenditure relates to the expenditure against which

there is no corresponding return.
Such expenditure includes public expenditure on :-
1. National Old Age Pension Schemes,
2. Interest payments,
3. Subsidies,
4. Unemployment allowances,
5. Welfare benefits to weaker sections, etc.

By incurring such expenditure, the government does not get
anything in return, but it adds to the welfare of the people,
especially belong to the weaker sections of the society. Such
expenditure basically results in redistribution of money incomes
within the society.
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2. Non-Transfer Expenditure :-
The non-transfer expenditure relates to expenditure which

results in creation of income or output. The non-transfer
expenditure includes development as well as non-development
expenditure that results in creation of output directly or indirectly.
Economic infrastructure such as power, transport, irrigation, etc.
1. Social infrastructure such as education, health and family

welfare.
2. Internal law and order and defence.
3. Public administration, etc.

By incurring such expenditure, the government creates a
healthy conditions or environment for economic activities. Due to
economic growth, the government may be able to generate income
in form of duties and taxes.

D. Productive and Unproductive Expenditure :

This classification was made by Classical economists on the
basis of creation of productive capacity.

1. Productive Expenditure :-
Expenditure on infrastructure development, public

enterprises or development of agriculture increase productive
capacity in the economy and bring income to the government. Thus
they are classified as productive expenditure.

2. Unproductive Expenditure :-
Expenditures in the nature of consumption such as defence,

interest payments, expenditure on law and order, public
administration, do not create any productive asset which can bring
income or returns to the government. Such expenses are classified
as unproductive expenditures.

E. Development and Non-Development Expenditure :
Modern economists have modified this classification into

distinction between development and non-development
expenditures.

1. Development Expenditure :-
All expenditures that promote economic growth and

development are termed as development expenditure. These are
the same as productive expenditure.

.
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2. Non-Development Expenditure :-
Unproductive expenditures are termed as non development

expenditures.

F. Grants and Purchase Price :
This classification has been suggested by economist Hugh Dalton.

1. Grants :-
Grants are those payments made by a public authority for

which their may not be any quid-pro-quo, i.e., there will be no
receipt of goods or services. For example, old age pension,
unemployment benefits, subsidies, social insurance, etc. Grants are
transfer expenditures.

2. Purchase prices :-
Purchase prices are expenditures for which the government

receives goods and services in return. For example, salaries and
wages to government employees and purchase of consumption
and capital goods.

G. Classification According to Benefits :
Public expenditure can be classified on the basis of benefits

they confer on different groups of people.

1. Common benefits to all : Expenditures that confer common
benefits on all the people. For example, expenditure on
education, public health, transport, defence, law and order,
general administration.

2. Special benefits to all : Expenditures that confer special
benefits on all. For example, administration of justice, social
security measures, community welfare.

3. Special benefits to some : Expenditures that confer direct
special benefits on certain people and also add to general
welfare. For example, old age pension, subsidies to weaker
section, unemployment benefits.

H. Hugh Dalton's Classification of Public Expenditure
Hugh Dalton has classified public expenditure as follows :-

1. Expenditures on political executives : i.e. maintenance of
ceremonial heads of state, like the president.

.
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2. Administrative expenditure : to maintain the general
administration of the country, like government departments and
offices.

3. Security expenditure : to maintain armed forces and the police
forces.

4. Expenditure on administration of justice : include
maintenance of courts, judges, public prosecutors.

5. Developmental expenditures : to promote growth and
development of the economy, like expenditure on infrastructure,
irrigation, etc.

6. Social expenditures : on public health, community welfare,
social security, etc.

7. Pubic debt charges : include payment of interest and
repayment of principle amount.

15.3 GROWTH OF THE PUBLIC EXPENDITURE

Public expenditure is also referred as Government
expenditure. It is incurred by the government to provide public
goods & services, and to service debts. The expansion in
government activities during the planning period has resulted in a
huge rise in the public expenditure.

Before independence, there was no planning in India and
hence no effort was made on the part of the government to provide
welfare services but the accelerating growth of government
expenditure began in late seventies. During the planning period, the
expenditure of Central and State Government’s have increased.
The Central Government’s expenditure has increased over 10
times.

.



250

The table shows the rapid rise in public expenditure over the
years. The ratio of public expenditure to GDP has increased
steadily from 9.1% in 1950-51 to 28.3 % in 2005-06. There has
been tremendous increase in total public expenditure during the
period 1960-61 to 2005-06. The total public expenditure increased
from Rs.2,631crores in 1960-61 to Rs.9,99,563 crores in 2005-06.

The ratio of Public Expenditure to national income in India is
one of the highest in developing countries. But in India as a
sizeable proportion of population is living below the poverty line.
Many people fail to obtain even necessaries for human survival.
They hardly derive any benefit from the public expenditure.

15.4 CAUSES FOR INCREASE IN GOVERNMENT
EXPENDITURE

1. Population Growth
During the past 50 years of planning, the population of India

has increased from 36.1 crore in 1950-51, it has crossed over 102
crore in 2001. The growth in population requires massive
investment in health and education, law and social order, etc. A
young population requires increasing expenditure on education &
youth services, whereas the aging population requires transfer
payments like old age pension, social security & health facilities.

Population in India
Year Population in Crores
1951 36.1
2001 102.9
2011 121.0
Source : Economic survey 2010-11

2. Defence Expenditure
There has been enormous increase in defence expenditure

in India during planning period. According to Economic Survey
2006-07 the defence expenditure of central government was
Rs.10,874 crores in 1990-91 which has increased significantly to
Rs.51,542 crores in 2006-07. In India Defence expenditure has
increased from Rs. 10,874 crores in 1990-91 to Rs. 90,688 crore in
2009-10.

.



251

DEFENCE REVENUE EXPENDITURE (Central Govt.)

Year Rs. Crore

1990-91

2009-10

10, 874

90,668

Source :- Economic Survey 2010-11

The defence expenditure has increase tremendously due to
modernisation of defence equipment used by army, navy and air
force. India cannot postpone modernisation in defence specially
when its neighbouring countries are buying the latest defence
equipments from developed countries of the world.

3. Increase in National Income
The increase in national income also resulted in more

income to the government by way of tax revenue and other income.
As a result of which the government Expenditure also increased
because under the circumstances, the Government is not only
expected to expand its traditional activities but it also undertakes
new activities.

4. Government Subsidies
The Government of India has been providing subsidies on a

number of items such as food, fertilizers, interest to priority sector,
exports, education, etc. Because of the massive amounts of
subsidies, the public expenditure has increased. According to
Economic Survey 2006-07 the expenditure on subsidies by central
government in 1990-91 was Rs.9581 crores which has increased
significantly to Rs.44,792crores in 2005-06 & increased to Rs.
1,23,396crores in 2009-10. In order to reduce unproductive
expenditure, Central Government must make attempts to reduce
subsidies.

MAJOR SUBSIDIES (Central Govt.)

Year Rs. Crore

1990-91

2009-10

9,581

1,23,396

Source:- Economic Survey 2010-11
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5. Debt Servicing or Interest Payments

The internal debt as well as external debt is on the increase.
The government has been borrowing heavily both from the
domestic market and from foreign sources, to meet its expenditure.
As a result of which, the government has to make huge amounts of
money towards interest payments. The interest payment of the
central government has increased from 21,500 crore in 1990-91 to
Rs.1,39,823crores in 2006-07 & to Rs. 2,11,643crores in 2009-10.

INTEREST PAYMENTS (Central Govt.)

Year Rs. Crore

1990-91

2009-10

21,498

2,11,643

Source :- Economic Survey 2010-11

6. Expansion of Administrative Machinery

There has been an increase in the administrative machinery
in the country with the rapid growth of population and also
economic development. Heavy expenditure is to be incurred on
administrative machinery in respect of police, tax administration,
administration of public sector enterprises, etc.

7. Development Projects

The government has been undertaking various development
projects such as irrigation, iron and steel, heavy machinery, power,
telecommunications, etc. The development projects require lot of
capital and revenue expenditure.

8. Urbanization
There has been an increase in urbanization. In 1950-51

about 17% of the population was urban based. Now the urban
population has increased to about 28%. There are more than 23
cities above one million population. The increase in urbanization
requires heavy expenditure on law and order, education, civil
amenities like drinking water housing, electricity, etc.

9. Industrialization
Setting up key and basic industries requires a huge capital

and profit may arise only in the long run. It is the government which
starts such industries in a planned economy. India needs a strong

.



253

network of infrastructure including transport, communication,
power, fuel, etc. The public sector has created a strong
infrastructure as a support base for our industrial sector by
investing huge capital. The government has not only improved the
rail, air and sea transport but has also expanded them manifold.

10. Economic Incentives
Economic incentives such as subsidies, cheap credit, tax

concession, cheap electricity, etc. given by the Government to the
agriculturists and industrialists have caused monetary burden on
the Government whereas recoveries in respect of both economic
and social services have been insignificant.

11. Increase in grant in aid to state and union territories
There has been tremendous increase in grant in aid to state

and union territories during planning period. According to Tata
Statistical Outline 2004-2005 the Grant in aid to states and Union
Territories was Rs.3982 crores in 1990-91 which has increased to
Rs.15,669crores in 2003-2004.

The grant in aid to states and union territories has increased
significantly both for developmental purposes like construction of
roads, railways, etc. and for non-developmental purposes like
police administration, tackling terrorism and naxalite activities, etc.

12. New Responsibilities
Several new responsibilities have been assumed by the

Indian Government in the post independence period. In a Complex
Multi Caste Indian Society there are frequent occasions of social
tensions which require greater amount of public services like Law
and Order, Defence, etc. Provisions of justice and constitutional
remedies also require expenditure.

13. Education
Education not only contributes to mental development of

man but also raises productivity. Moreover mass education is
necessary condition for the success of democracy. The state has
made attempts to create various types of educational facilities. In
order to meet growing demand for skilled labours. Government has
also set up specialised institutes for medical & technical education
which involves heavy expenditure.

.
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Conclusion
There is a tremendous rise in total public expenditure in

India during the period 1961-2007 without adequate increase in
revenues. This has resulted in huge deficit in budget in India.
Hence there is a need to manage public expenditure in India to
control and reduce fiscal deficit during future period of time.

15.5 EFFECTS OF PUBLIC EXPENDITURE :

A. Effects on Production

The effect of public expenditure on production can be
examined with reference to its effects on ability & willingness to
work, save & invest and on diversion of resources.

1. Ability to work, save and invest : Socially desirable public
expenditure increases community's productive capacity.
Expenditure on education, health, communication, increases
people's productivity at work and therefore their incomes. With
rise in income savings also increase and this in turn has a
beneficial effect on investment and capital formation.

2. Willingness to work, save and invest : Public expenditure,
sometimes, brings adverse effects on people's willingness to
work and save. Government expenditure on social security
facilities may bring such unfavourable effects. For e.g.
Government spends a considerable portion of its income towards
provision of social security benefits such as unemployment
allowances old age pension, insurance benefits, sickness benefit,
medical benefit, etc. Such benefits reduce the desire to work. In
other words they act as disincentive to work.

3. Effect on allocation of resources among different industries
&trade : Many a times the government expenditure proves to be
an effective instrument to encourage investment on a particular
industry. For e.g. If government decides to promote exports, it
provides benefits like subsidies, tax benefits to attract investment
towards such industry. Similarly government can also promote a
particular region by providing various incentives for those who
make investment in that region.
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B. Effects on Distribution

The primary aim of the government is to maximise social
benefit through public expenditure. The objective of maximum
social welfare can be achieved only when the inequality of income
is removed or minimised. Government expenditure is very useful to
fulfill this goal. Government collects excess income of the rich
through income tax and sales tax on luxuries. The funds thus
mobilised are directed towards welfare programmes to promote the
standard of poor and weaker section. Thus public expenditure
helps to achieve the objective of equal distribution of income.

Expenditure on social security & subsidies to poor are aimed
at increasing their real income & purchasing power. Public
expenditure on education, communication, health has a positive
impact on productivity of the weaker section of society, thereby
increasing their income earning capacity.

C. Effects on Consumption

Public expenditure enables redistribution of income in favour
of poor. It improves the capacity of the poor to consume. Thus
public expenditure promotes consumption and thereby other
economic activities. The government expenditure on welfare
programmes like free education, health care and housing certainly
improves the standard of the poor people. It also promotes their
capacity to consume and save.

D. Effects on Economic Stability
Economic instability takes the form of depression, recession

and inflation. Public expenditure is used as a mechanism to control
instability. The modern economist Keynes advocated public
expenditure as a better device to raise effective demand & to get
out of depression. Public expenditure is also useful in controlling
inflation & deflation. Expansion of Public expenditure during
deflation & reduction of public expenditure during inflation control
money supply & bring price stability.

E. Effects on Economic Growth
The goals of planning are effectively realized only through

government expenditure. The government allocates funds for the
growth of various sectors like agriculture, industry, transport,
communications, education, energy, health, exports, imports, with a
view to achieve impressive growth.

.
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Government expenditure has been very helpful in
maintaining balanced economic growth. Government takes keen
interest to allocate more resources for development of backward
regions. Such efforts reduce regional inequality and promotes
balanced economic growth.

Conclusion
Modern economies have all experienced tremendous growth

in public expenditure. So it is absolutely necessary for governments
to formulate rational public expenditure policies in order to achieve
the desired effects on income, distribution, employment and growth.

15.6 ADOLPH WAGNER'S LAW OF INCREASING
STATE ACTIVITY

Adolph Wagner, the German economist made an in depth
study relating to rise in government expenditure in the late
19thcentury. Based on his study, he propounded a law called "The
Law of Increasing State Activity".

Wagner’s law states that "as the economy develops over
time, the activities and functions of the government increase".
According to Adolph Wagner, "Comprehensive comparisons of
different countries and different times show that among progressive
peoples (societies),with which alone we are concerned; an increase
regularly takes place in the activity of both the Central Government
and Local Governments, constantly undertake new functions, while
they perform both old and new functions more efficiently and more
completely. In this way economic needs of the people to an
increasing extent and in a more satisfactory fashion, are satisfied
by the Central and Local Governments."

Wagner's Statement Indicates Following Points

1. In Progressive societies, the activities of the central and local
government increase on a regular basis.

2. The increase in government activities is both extensive and
intensive.

3. The governments undertake new functions in the interest of
the society.

4. The old and the new functions are performed more efficiently
and completely than before.

.
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5. The purpose of the government activities is to meet the
economic needs of the people.

6. The expansion & intensification of government function &
activities lead to increase in public expenditure.

7. Though Wagner studied the economic growth of Germany, it
applies to other countries too both developed and
developing.

15.7 THE PEACOCK-WISEMAN HYPOTHESIS

Peacock and Wiseman conducted a new study based on
Wagner's Law. They studied the public expenditure from 1891 to
1955 in U.K. They found out that Wagner's Law is still valid.

Peacock and Wiseman further stated that :-
1. "The rise in public expenditure greatly depends on revenue

collection. Over the years, economic development results in
substantial revenue to the governments, this enabled to
increase public expenditure".

2. There exists a big gap between the expectations of the people
about public expenditure and the tolerance level of taxation.
Therefore, governments cannot ignore the demands made by
people regarding various services, especially, when the revenue
collection is increasing at constant rate of taxation.

3. They further stated that during the times of war, the government
further increases the tax rates, and enlarges the tax structure to
generate more funds to meet the increase in defence
expenditure. After the war, the new tax rates and tax structures
may remain the same, as people get used to them. Therefore,
the increase in revenue results in rise in government
expenditure.

Wagner's law and Peacock-Wiseman hypothesis emphasize on
the fact that public expenditure has tendency to increase
overtime.

15.8 PUBLIC DEBT : MEANING

Public debt or public borrowing is considered to be an
important source of income to the government. If revenue collected
through taxes & other sources is not adequate to cover government

.
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expenditure government may resort to borrowing. Such borrowings
become necessary more in times of financial crises & emergencies
like war, droughts, etc.

Public debt may be raised internally or externally. Internal
debt refers to public debt floated within the country; While external
debt refers loans floated outside the country.

The instrument of public debt take the form of government
bonds or securities of various kinds. Such securities are drawn as a
contract between the government & the lenders. By issuing
securities the government raises a public loan & incurs a liability to
repay both the principal & interest amount as per contract. In India,
government issues treasury bills, post office savings certificates,
National Saving Certificates as instrument of Public borrowings.

15.9 CLASSIFICATION / TYPES OF PUBLIC DEBT

Government loans are of different kinds, they may differ in
respect of time of repayment, the purpose, conditions of repayment,
method of covering liability. Thus the debt may be classified into
following types.

1. Productive and Unproductive debts

A. Productive debt :-
Public debt is said to be productive when it is raised for

productive purposes and is used to add to the productive capacity
of the economy. As Dalton puts, productive debts are those which
are fully covered by assets of equal or greater value.

If the borrowed money is invested in the construction of
railways, irrigation projects, power generations, etc. It adds to the
productive capacity of the economy and also provides a continuous
flow of income to the government. The interest and principal
amount is generally paid out of income earned by the government
from these projects.

Productive loans are self liquidating. Generally, such loans
should be repaid within the lifetime of property. Thus, such loans
does not cause any net burden on the community.
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B. Unproductive debt :-
Unproductive debts are those which do not add to the

productive capacity of the economy. Unproductive debts are not
necessarily self liquidating. The interest and the principal amount
may have to be paid from other sources of revenue, generally from
taxation, and therefore, such debts are a burden on the community.
Public debt used for war, famine relief, social services, etc. is
considered as unproductive debt.

However, such expenditures are not always bad because
they may lead to well being of the community. But such loans are a
net burden on the community since they are repaid generally
through additional taxes.

2. Voluntary and Compulsory Debt

A. Voluntary debt :-
These loans are provided by the members of the public on

voluntary basis. Most of the loans obtained by the government are
voluntary in nature. The voluntary debt may be obtained in the form
of market loans, bonds, etc. The Government makes an
announcement in the media to obtain such loans. The rate of
interest is normally higher than that of compulsory debt, in order to
induce the people to provide loans to the government.

B. Compulsory debt :-

A compulsory debt is a rare phenomenon in modern public
finance unless there are some special circumstances like war or
crisis. The rate of interest on such loans may be low. Considering
the compulsion aspect; these loans are similar to tax, the only
difference is that loans are rapid but tax is not. In India, compulsory
deposit scheme is an example of compulsory debt.

3. Internal and External Debt

A. Internal debt :-
The government borrows funds from internal and external

sources. Internal debt refers to the funds borrowed by the
government from various sources within the country. Over the
years, the internal debt of the Central Government of India has
increased from Rs.1.54 lakh crore in 1990-91 to Rs.13.4 lakh crore
in 2005-06.

.



260

The various internal sources from which the government
borrows include individuals, banks, business firms, and others. The
various instruments of internal debt include market loans, bonds,
treasury bills, ways and means advances, etc.

Internal debt is repayable only in domestic currency. It imply
a redistribution of income and wealth within the country & therefore
it has no direct money burden.

B. External debt :-

External loans are raised from foreign countries or
international institutions. These loans are repayable in foreign
currencies. External loans help to take up various developmental
programmes in developing and underdeveloped countries. These
loans are usually voluntary.

An external loan involves, initially a transfer of resources
from foreign countries to the domestic country but when interest
and principal amount are being repaid a transfer of resources takes
place in the reverse direction.

4. Short-Term, Medium-Term & Long-Term Debts

A. Short-Term debt :-
Short term debt matures within a duration of 3 to 9 months.

Generally, rate of interest is low. For instance, in India, Treasury
Bills of 91 days and 182 days are examples of short term debts
incurred to cover temporary shortages of funds. The treasury bills
of government of India, which usually have a maturity period of 90
days, are the best examples of short term loans. Interest rates are
generally low on such loans.

B. Medium-Term debt :-
The Government may borrow funds for medium term needs.

These funds can be used for development and non development
activities. The period of medium term debt is normally for a period
above one year and up to 5 years. One of the main forms of
medium term debt is by way of market loans.

C. Long-Term debt :-
Long term debt has a maturity period of ten years or more.

Generally the rate of interest is high. Such loans are raised for
developmental programmes and to meet other long term needs of
public authorities.
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5. Redeemable and Irredeemable Debts

A. Redeemable debt :-

The debt which the government promises to pay off at some
future date are called redeemable debts. Most of the debt is
redeemable in nature. There is certain maturity period of the debt.
The government has to make arrangement to repay the principal &
the interest on the due date.

B. Irredeemable debt :-

Such debt has no maturity period. In this case, the
government may pay the interest regularly, but the repayment date
of the principal amount is not fixed. Irredeemable debt is also called
as perpetual debt. Normally, the government does not resort to
such borrowings.

6. Funded and Unfunded Debts

A. Funded debt :-
Funded debt is repayable after a long period of time. The

period may be 30 years or more. Funded debt has an obligation to
pay fixed sum of interest subject to an option to the government to
repay the principal. The government may repay it even before the
maturity if market conditions are favourable. Funded debt is
Undertaken for meeting more permanent needs, say building up
economic & industrial infrastructure. The government usually
establishes a separate fund to repay this debt. Money is credited by
the government into this fund & debt is repaid on maturity out of this
fund.

B. Unfunded debt :-

Unfunded debts are incurred to meet temporary needs of the
governments. In such debts duration is comparatively short say a
year. The rate of interest on unfunded debt is very low. Unfunded
debt has an obligation to pay at due date with interest.

15.10 THE PUBLIC DEBT IN INDIA

During recent years, public debt in India has been growing at
an alarming rate. The under developed nature of the economy &

.
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institutional credit deficiencies makes the financing of economic
development a complicated problem.

Hence the government has to play a key role in stimulating
the rate of capital formation & in promoting the economic
development of the economy. So public debt can be used by the
government as means for mobilising the resources.
The following table indicates the composition of public debt of the
Central Government of India.

From the above table, it is clear that the Central Government
of India's debt has increased by over 7 times between 1990-91 and
2005-06. Apart from internal debt, there are also internal liabilities
of the Central Government in the form of small savings of the
public, provident funds, and reserves funds and deposits of
Government departments.

A. Internal Debt

The internal debt is a major component of public debt of the
central government of India. The following are the various
components of internal debt.

1. Market Loan

These have a maturity period of 12 months or more at the
time of issue and are generally interest bearing. The government
issues such loans almost every year. These loans are raised in the
open market by sale of securities or otherwise. Total market loans
as at the end of March 2005 are estimated at Rs. 7,58,999crores.

2. Bonds
The Government borrows funds by way of issue of bonds.

The government obtains funds through the issue of bonds such as
National Rural Development Bonds, Central Investment Bonds. The
bonds are issued at different maturity periods, which may range
from 3 years to 10 years period. They provide medium-term to long-
term funds to the government.

.
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3. Treasury Bills
A major source of short-term funds for the government is

obtained by issue of treasury bills. At present, government issues
91 day and 364 day treasury bills. The treasury bills are purchased
by commercial banks and others. The amount of debt as a result of
Treasury bills decreased from Rs. 64,760 crores in 1997 to Rs.
7,184 crores as at the end of March 2006.

4. Special Floating and Other Loans
These represents India's contribution towards share capital

of international financial institutions like IMF, World Bank,
International Development Agency and so on. These are non-
negotiable and non-interest bearing securities. The Government of
India is liable to pay the amount at the call of these institutions.
Accordingly, it is a short-term debt upon the Government of India.
At the end of March 2006, special and other loans rose to Rs.
21,631 crores.

5. Special securities issued by RBI
The government obtains temporary loans for a period of

maximum 12 months from RBI and issues special securities, which
are non-negotiable and non-interest bearing. Such securities
provide short term funds to the Government.

6. Ways and Mean Advances
The Government of India obtains ways and means advances

from the Reserve Bank of India to meet its short period
expenditure. These debts are purely temporary in nature and are
usually repaid within three months.

7. Securities against small savings
Since 1999-2000, under the new accounting system,

national small savings have been converted into the Central
Government securities. As a result there has been a sharp increase
in internal debt and corresponding decline in small savings. At the
end of March 2006, securities against small savings amounted to
Rs. 2,06,631crores.

B. External Debt

External debt refers to the liabilities of the Indian
Government, public sector, private sector and financial institutions
to overseas parties. The government of India has raised foreign
loans from U.S.A, U.K, France, U.S.S.R, Japan, etc. External Debt

.
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rose from Rs. 31,525 crores in 1990-91 to Rs. 68,392 crores in
2005-06.

The external debt can be broadly divided into two groups :-

A. Long term debt :
i. Multilateral borrowings,
ii. Bilateral borrowings
iii. Loans from IMF, World Bank, etc.

B. Short term debt :
It is to be noted that the overall external debt of India

comprises of Government debt and Non-government debt. The
Government debt is owed by Govemment authorities, both Central
and State Governments, whereas the non-Government debt is
owed by private parties in India. In terms of composition, India's
external debt has shifted in favour of private debt over the last
decade.

C. Other Internal Liabilities

The government does not include liabilities under Public
Debt. However, the government is liable to make repayment of
these liabilities.

1. Small Savings
In recent years small savings have increased due to rising

money income in the economy. Recently the Government of India
launched a number of small savings instruments. These include 9%
Relief Bonds 1987, KisanVikasPatras, Indira VikasPatras, etc. The
outstanding amount of small savings increased from Rs. 2,209
crores in 1971 to Rs. 4,18,110crores at the end of March, 2006.

2. Provident Funds
Provident funds are divided into two categories :-

1. Employee Provident Funds meant for employees.
2. Public Provident Funds meant for general public.

Outstanding amount under provident fund stood Rs. 66,217
crores at the end of March 2006.

3. Other accounts
Other accounts include Postal Insurance and Life Annuity

Fund, Borrowings against Compulsory Deposits, Income Tax

.
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Annuity Deposit, Special Deposit of Non-Government Provident
Fund and Outstanding Amount. Other accounts were Rs.
1,76,649crores at the end of March 2006.

4. Reserve Funds and Deposits
Reserve Funds and Deposits are divided into two categories :-

1. Interest bearings and
2. Non-interest bearings.

They include depreciation and reserve funds of Railways,
Department of Post, Telecommunication, Deposits of Local Funds,
Departmental and Judicial Deposits, Civil Deposits, etc. Reserve
Funds and Deposits increased to Rs. 1,01,170crores at the end of
March, 2006.

Conclusion
The main reason for increase in internal public debt in India

during 1961-2004 was the requirement of funds for financing
various developmental programmes as both tax and non-tax
revenues were totally inadequate to finance the government
expenditure.

The external public debt in India Increased significantly
during 1961-2004 as it was utilized to make import payments and
solve balance of payment problems. The tremendous rise in total
public debt in India during 1991-2004 provides an alarming signal
to Indian economy. There is an urgent need to manage public debt
in India.

15.11 THE BURDEN OF PUBLIC DEBT

Over the years, the public debt of the India's Central and that
of State government has increased considerably during the
planning period. The Government borrows funds by way of public
debt to meet the various development and non-development
expenses.

Table below indicates composition of public debt of the Central
Govt. of India.
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Apart from internal debt, there are also internal liabilities of
the central government in the form of small savings of the public,
provident funds, reserve funds & deposits of Government
department. Both internal and external debt carry a burden on the
economy of nation.

A. The Burden of Internal Public Debt

1. Internal debt trap
One of the bad effects of internal debt is the interest paid by

the government. Such interest payments increase public
expenditure and may become a cause for fiscal deficit. If internal
public debt is not checked and kept within limits, it may take the
country to the worst position called 'Internal Debt Trap'.

2. More burden on poor and weaker sections
Internal debt provides opportunities for the rich and higher

middle class to earn a higher rate of interest from the state on their
lending. At the same time the poor suffer a lot due to
the tax burden. The government levies taxes to repay interest on
public debt. But the tax burden does not necessarily fall on the rich
unless it is progressive in nature. In the case of indirect taxes, the
burden is felt more by the poor than the rich.

3. Increasing interest burden
Public borrowing may become costlier for the government

especially when it resorts to public borrowing by issuing bonds and
debentures. Such bonds and debentures carry a high rate of
interest to the extent of 15 percent. The impact of such interest
payments may develop manifold and still worsen in the future if the
government stick to the same policy of borrowing in the years to
come.

4. Unjustified transfer
The servicing of internal debt involves transfers of income

from the younger to the older generations and from the active to the

.
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inactive enterprises. The government imposes taxes on enterprises
and earnings from productive efforts for the benefit of the idle,
inactive, old and leisurely class of bond holders. Hence work and
productive risk taking efforts are penalised for the benefit of
accumulated wealth. This adds to the net real burden of debts.

5. Indirect real burden
Internal debt involves an additional indirect real burden on

the community. This is because the taxation required for servicing
the debts reduces the tax payer's ability to work and save and
affects production adversely. The government may also economise
social expenditure thereby, reducing the economic welfare of the
people.

Taxation will reduce the personal efficiency and desire to
work. Thus there would be a net loss in the ability and desire to
work. The creditor class will also not have any incentive to work
hard due to the prospect of receiving interest on bonds. This would
further cause a loss to production and increase the indirect burden
of debt.

B. The Burden of External Public Debt

External debt is beneficial in the initial stages as it increases
the resources available to the country. But its repayment &
servicing creates a burden on the debtor country.

1. External debt trap
The external debt creates direct money burden. This is

because; it involves transfer of funds from the debtor country to
foreign citizens. The degree of burden depends upon the interest
rate, and the loan amount. The loans are normally to be paid in
foreign currency. Therefore, the funds are mostly transferred from
export earnings or by raising more funds from foreign markets.
Borrowing by way of additional loans would put extra burden on the
country. The situation may become so worse, that the country may
be caught in the external debt trap. It may have to borrow from
foreign markets to repay the interest amount and it would be very
difficult to repay the principal amount.

2. Direct real burden
The external debt may also result in direct real, burden. The

citizens of the debtor will have to suffer loss of economic welfare to
the extent of repayment of principle amount and interest burden.

.
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The foreign currency earned through exports would have been
utilized to import better goods and technology. Which would have
increased the economic welfare of the citizens of the debtor
country. But because of external debt repayment, they have to
restrict their welfare which the imported goods would have
provided. In other words, the citizens of debtor country are deprived
of imported goods and service to the extent till the loans and
interest amount is repaid.

3. Decline in expenditure to public welfare programmes
When the government spends a significant portion of its

resources towards the payment of foreign debt it reduces the
government expenditure to that extent which otherwise would have
been spent for public welfare programmes.

4. Decline in the value of nation's currency

The repayment of external debt involves an increase in the
demand for the currency of the creditor country. This will raise the
exchange rate of the creditor country's currency, and aggravate the
problem of foreign exchange crisis.

The creditor country may also be adversely affected if it is
induced to import more from the debtor country. This may hinder
the growth of their domestic industries and cause unemployment.

5. Burden of unproductive foreign debt
The magnitude of external debt burden depends upon

whether the debt is incurred for productive purposes or for
unproductive purposes. If it is incurred for unproductive purposes, it
will create a greater burden and sacrifice on the citizens of the
debtor country.

6. Political exploitation
In recent years, it was found that the lending countries who

dominate international organisations like World Bank & international
monetary fund use the lending opportunity as an instrument to
exploit the borrowing countries economically & politically.

C. Shifting the Burden of Public Debt
When resources for government expenditure are generated

through taxation, the present generation bears the burden but when
resources are generated through public debt, the future generation
pays the interest & principal and thus bears the burden. Thus in the

.
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case of public debt the burden falls on the prosperity. Payment of
such projects out of taxation would be unjustified as it would put
burden on the present generation while benefit would accrue to the
future generations. In future when the time for payment of interest &
principal comes, the government will have to tax people to pay
money to bond holders. The future tax payers will pay future bond
holders. It would merely imply diversion of funds from one set of
people to another within the country. However, it will involve direct
real burden as the classes of tax payers & bond holders are likely
to be different. The burden of taxation is likely to be heavy on
general mass while the benefit will accrue to small rich class of
bond holders.

Whether the burden of public debt is borne by future
generations or not may also depend upon many factors. The loan
raised for productive purposes may not create burden on future
generation since it will create assets and will add to productive
capacity of the economy. This would not only increase income for
present generation but also for the posterity. If it is used for
unproductive purposes or emergencies like war it will shift burden
on future generation.

Whether the burden will shift or not also depends on whether
the present generation pays off debts by sacrificing current
consumption or investment. If it is done by reducing current
consumption, future generation will not bear the burden. But if it is
done by reducing investment the future generation will bear the
burden.

If loans are short term it can be repaid by the current
generation. This will not shift the burden. In case of long term loans
shifting of burden will depend upon whether the loan is self
liquidating or deadweight. It may be concluded from the above
analysis that shifting of the burden of public debt from present to
future generations may be possible, but it depends of various
factors.

15.12 SOLUTIONS TO MANAGE PUBLIC DEBT IN
INDIA

The increase in Public debt puts a burden on the citizens of
the country. The burden of public debt adversely affect the growth
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and development of the economy. Therefore there is a need to
effectively manage public debt. Management of public debt
involves; repayment of public debt, controlling the amount of
borrowings and productive use of borrowed funds for development.

Following are the measures to be undertaken to reduce &
repay public debt.

1. Reduction in Primary Deficit
Corrective action with respect to the growing internal debt

must be carried out in two stages. In the first stage, action must be
directed toward slowing down the pace of growth of the debt ratio
or reducing it to a reasonable level. In the second stage, attempts
must be made to contain most revenue expenditures within the
revenues raised by the Government so that Government's net
borrowing is used only for productive purposes.

2. Reduction in Growth of current expenditure
In order to reduce primary deficit, emphasis has to be placed

more on reducing the growth of current expenditure of the
Government than on raising the rate of growth of revenues.

According to R.J. Chelliah the kind of changes in expenditure policy
that have to be brought about are as follows :-

1. Reduction in the government's consumption expenditure for
its staff.

2. Reduction in subsidies.
3. Reduction in capital assistance and subsidy to public

enterprises.
4. Liquidation of public debt.
5. Reduction in government civilian employment.

3. Raising efficiency of borrowing Programmes of Central
Govt.

The RBI has played a major role in improving the efficiency
of borrowing programmes of the Central Government. Since 1992,
the RBI has been raising Central Government debts at market
related rates. From 1997, a new system of ways and means
advances to meet the temporary mismatches of the central
government finances replaced the earlier system of ad hoc treasury
bills. While deciding to issue a loan, RBI takes into account the
cash needs of the government, the liquidity conditions in the market

.
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and primary and secondary market yields. All this has helped in
making the borrowing programme more market oriented.

4. Reforms in Debt Management of States
While several reforms in debt management policy have been

introduced in the respect of sale of central government securities,
sale of state government loans continue to be on old pattern and
procedures. Under the present system, there is no scope for better
managed states to access funds at competitive rates of interest.
Hence, it is necessary to bring flexibility in the borrowing programs
of the state governments with the help of RBI initiatives.

5. Foreign institutional investors and Public debt
Foreign Institutional Investors have been permitted to invest

in government debt. In respect of government debt, they are
permitted to invest only in dated government securities.

6. Consolidated Sinking Fund (CSF)
It is argued that there is an urgent need to create

a Consolidated Sinking Fund. The CSF has the objective of
breaking the vicious cycle of rise in repayment, burden of public
debt. Even the State Government should set up such a fund in view
of problem of repayment of loan.

7. Improving the state of debt market
Since 1997, the RBI has taken various measures to widen

and deepen the debt market in India. These measures include
uniform price auction of 91 days treasury bills, undertaking repos in
non-government debt instruments, sale of capital index bonds, etc.

8. Disinvestment Policy
The government should disinvest public sector units,

especially, those which are not strategic, especially the sick ones.
Disinvestment will enable the government to raise funds, which can
be utilized to repay a part of the public debt.

9. Proper Monitoring of Expenditure

The Government should make effort, to monitor the use of
funds. The wastage of funds should be monitored by Government
Authorities.
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15.13 BUDGET DEFICIT : MEANING

When the government expenditure exceeds revenues, the
government is having a budget deficit. Thus the budget deficit is the
excess of government expenditures over government receipts (income).
When the government is running a deficit, it is spending more than it's
receipts. The government finances its deficit mainly by borrowing from the
public, through selling bonds, it is also financed by borrowing from the
Central Bank.

1. Types of Budgetary Deficit

The different types of budgetary deficit are explained in following points :-

1. Revenue Deficit
Revenue Deficit takes place when the revenue expenditure

is more than revenue receipts. The revenue receipts come from
direct & indirect taxes and also by way of non-tax revenue. The
revenue expenditure takes place on account of administrative
expenses, interest payment, defence expenditure & subsidies.
Table below indicate revenue deficit of the central government of
India.

From the above table it is clear that revenue deficit was Rs.
18,562 crores in 1990-91 and Rs. 94,644 crores in 2005-06. As
proportion of GDP, revenue deficit increased from 1.5% in 1980-81
to 3.3% in 1990-91 and declined to 2.7% in 2005-06. The decline is
due to the passing of the Fiscal Responsibility and Budget
Management Act in 2002.

2. Budgetary Deficit
Budgetary Deficit is the difference between all receipts and

expenditure of the government, both revenue and capital. This
difference is met by the net addition of the treasury bills issued by
the RBI and drawing down of cash balances kept with the RBI. The
budgetary deficit was called deficit financing by the government of
India. This deficit adds to money supply in the economy and,
therefore, it can be a major cause of inflationary rise in prices.

.
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Budgetary Deficit of central government of India was Rs.
2,576 crores in 1980-81, it went up to Rs. 11,347 crores in 1990-91
to Rs. 13,184 crores in 1996-97.

The concept of budgetary deficit has lost its significance
after the presentation of the 1997-98 Budget. In this budget, the
practice of ad hoc treasury bills as source of finance for
government was discontinued. Ad hoc treasury bills are issued by
the government and held only by the RBI. They carry a low rate of
interest and fund monetized deficit. These bills were replaced by
ways and means advance. Budgetary deficit has not figured in
union budgets since 1997-98. Since 1997-98, instead of budgetary
deficit, Gross Fiscal Deficit (GFD) became the key indicator.

3. Fiscal Deficit
Fiscal Deficit is a difference between total expenditure (both

revenue and capital) and revenue receipts plus certain non-debt
capital receipts like recovery of loans, proceeds from disinvestment.

In other words, fiscal deficit is equal to budgetary deficit plus
governments market borrowings and liabilities. This concept fully
reflects the indebtedness of the government and throws light on the
extent to which the government has gone beyond its means and
the ways in which it has done so. in 1980-81, fiscal deficit was Rs.
7,733 crores. Between 1980-81 and 1990-91 it increased 5 times to
Rs. 37,606 crores. Since the introduction of economic reforms in
1991-92, the government has tried to restrict the growth of fiscal
deficit. As percentage of GDP fiscal deficit declined from 6.2% in
2001-02 to 4.1% in 2005-06.

4. Primary Deficit
The fiscal deficit may be decomposed into primary deficit

and interest payment. The primary deficit is obtained by deducting
interest payments from the fiscal deficit. Thus, primary deficit is
equal to fiscal deficit less interest payments. It indicates the real
position of the government finances as it excludes the interest
burden of the loans taken in the past.

Table below indicate primary deficit as a Percentage of GDP.
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Primary deficit of the central governent of India was 16,108
crores in 1990-91, it reduced to 14,591 crores in 2005-06.

5. Monetised Deficit
Monetised Deficit is the sum of the net increase in holdings

of treasury bills of the RBI and its contributions to the market
borrowing of the government. It shows the increase in net RBI
credit to the government. It creates equivalent increase in high
powered money or reserve money in the economy.

Conclusion
All these budgetary deficit reveal fiscal imbalance. Fiscal

imbalance & budget deficit result in harmful consequences like
mounting inflation, deficit imbalance, etc. It has also adversely
affect the growth of the economy. The government must introduce
fiscal correction policies to overcome the deficit budget and fiscal
crisis.

15.14 QUESTIONS

1. What is Public Expenditure? Explain the objectives of Public
expenditure.

2. Explain the importance of Public expenditure.

3. Describe the types of public expenditure.

4. Explain the causes of increasing public expenditure in India.

5. What id Public Debt ? Describe the types of public debt.

6. Write Short notes on ;

a) Effects of Public Expenditure

b) Adolph Wagner's Law of Increasing State Activity

c) The Peacock-Wiseman Hypothesis

7. Explain the burden of internal & external debt on India.

8. Suggest the measures to reduce the burden of public debt in
India.

9. What is Budget ? Discuss the components of Budget.

10. What is Budget Deficit ? Discuss the various types of Budget
deficit.
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