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UNIT I: FISCAL FUNCTIONS: AN OVERVIEW

LEARNING OUTCOMES

At the end of this unit, you will be able to:

 Enumerate the rationale of government intervention in markets

 Explain the three branch taxonomy of the role of government in a market

economy

 Describe  the  various  interventionist  measures  adopted  by  the

government

 Analyze  the  governmental  economic  actions  and  classify  them

according to the economic functions of the government

CHAPTER
PUBLIC FINANCE2
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UNIT OVERVIEW

Public Finance

Fiscal Functions: An
Overview

Allocation
Function

Redistribution
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Stablization
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LECTURE NOTES

PUBLIC FINANCE (Informal)

1. Sir Richard Musgrave - Role of the Government.
 Resource Allocation (Micro)
 Income Redistribution (Micro)
 Macroeconomic Stabilisation (Macro)

2. Resource Allocation - Got to occur efficiently
 What to produce
 How to produce

- Markets decide this with the help of price
- Generally efficiency
- At times market failure, i.e. inefficient allocation

Public Finance

Role of Government
(I)

Resource
Allocation

(II)

Income
Redistribution

(III)

Macroeconomic
stabilisation

(IV)

Microeconomics
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Example:
1. Over production of cigarettes and alcohol,
2. Higher price and lower quantity in imperfect competition, etc. So

Government should intervene - Government advertisement to
discourage cigarette and alcohol, competition act to promote
competition.

3. Income Redistribution - Market economy results in unequal  distribution
of income and wealth - people living below poverty line, children
deprived, from primary education etc. Government should intervene to
bring about distributive justice to bring about fairness and equality -
how→ progressive tax , subsidies and incentives provided free food
distributed to poor , free medicine distributed, higher tax on luxury cars
and lower tax on essential goods. However this will hurt efficiency due to
progressive tax, rich would not like to work, innovate and save -
Government needs to strike a perfect balance between efficiency and
equity.

4. Macroeconomic Stabilisation - countercyclical fiscal and monetary
policy.
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ADDITIONAL NOTES
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SUMMARY

 Government intervention to direct the functioning of the economy is based
on the  belief  that  the  objective  of  the  economic  system  and  the  role  of
government is to improve the wellbeing of individuals and households.

 An economic system should exist to answer the basic questions such as
what, how and  for  whom  to  produce  and  how  much  resources  should
be  to  set  apart  to ensure growth of productive capacity

 Since the 1930s, the traditional functions of the state have been
supplemented with the economic functions (also called the fiscal functions
or the public finance function)

 Richard  Musgrave  (1959)  introduced  the  three  branch  taxonomy  of  the
role  of government  in  a  market  economy  namely, resource  allocation,
income redistribution and macroeconomic stabilization

 The allocation and distribution functions are primarily microeconomic
functions, while stabilization is a macroeconomic function.

 One of the most important functions of an economic system is the optimal
or efficient allocation of scare resources so that the available resources are
put to their best use and no wastages are there.

 Market  failures,  which  hold  back  the  efficient  allocation  of  resources,
occur mainly due to imperfect competition, presence of monopoly power,
collectively consumed public goods, externalities, factor immobility,
imperfect information, and inequalities in the distribution of income and
wealth.

 The allocation responsibility of the governments involves appropriate
corrective action when private  markets fail to provide the right and
desirable combination of goods and services

 A  variety  of  allocation  instruments  are  available  by  which
governments  can influence  resource  allocation  in the  economy  such  as,
direct  production, provision of incentives and disincentives, regulatory
and  discretionary policies etc.,

 The distributive function of budget is related to the basic question of for
whom should an economy produce goods and services
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 The  distribution  function  aims  at  redistribution  of  income  so  as  to
ensure equity and fairness to promote the wellbeing of all sections of
people and is achieved  through  taxation,  public  expenditure,  regulation
and  preferential treatment of target populations.

 Redistribution policies are likely to have efficiency costs or deadweight
losses and therefore redistribution measures should be accomplished with
minimal efficiency cost by carefully balancing equity and efficiency
objectives

 A market economy does not automatically generate full employment  and
price stability  and  therefore  the  governments  should  pursue  deliberate
stabilization policies.

 Stabilization  function  is  one  of  the  key  functions  of  fiscal  policy  and
aims  at eliminating macroeconomic fluctuations arising from suboptimal
allocation

 The stabilization function is concerned with the performance of the
aggregate economy in terms of labour employment and capital utilization,
overall output and income, general price levels, economic growth and
balance of international payments

 Government’s stabilization intervention may be through monetary policy
as well as fiscal policy. Monetary policy has a singular objective of
controlling the size of money  supply  and  interest  rate  in  the  economy,
while  fiscal  policy  aims  at changing aggregate demand by suitable
changes in government spending and taxes.

 There  is  often  conflict  between  the  different  goals  and  functions  of
budgetary policy. The challenge before any government is how to design
its budgetary policy so that the pursuit of one goal does not jeopardize the
other.

 Government  intervention  does  not  necessarily  imply  that  the
government  is always capable of correcting the market failures.
Government failures occur due to  the  imperfect  information,  high
administrative  costs  and  tendency  of bureaucracy and the politicians to
promote vested self- interest using government mechanisms
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PRACTICE PROBLEMS

I. Multiple Choice Type Questions

1. Macroeconomic stabilization may be achieved through
a. Free market economy
b. Fiscal policy
c. Monetary policy
d. (b) and (c) above

2. Which  of  the  following  policies  of  the  government    fulfills  the
redistribution function
a. Parking the army on the northern borders of the country
b. Supply of medicines at subsidized prices to the poor people
c. Controlling the supply of money through monetary policy
d. None of the above

3. Choose the correct statement
a. Fiscal  policy  involves  the  use  of  changes  in  taxation  and

government spending;  while  monetary  policy  involves  the  use  of
price  and  profit controls.

b. Fiscal policy involves the use of price and profit controls; while
monetary policy involves the use of taxation and government
spending.

c. Fiscal  policy  involves  the  use  of  changes  in  taxation  and
government spending; while monetary policy involves the use of
changes in the supply of money and interest rates.

d. Fiscal  policy  involves  the  use  of    changes  in  the  supply  of money
and interest  rates;  while  monetary  policy  involves  the  use  of
changes  in taxation and government spending.
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4. The justification for government intervention is best described by
a. The need to  prevent recession and inflation in the economy
b. The need to modify the outcomes of private market  actions
c. The need to bring in justice in distribution of income and wealth
d. All the above

5. When the government decides to produce fertilizers and supply them to
the agriculturists, it aims
a. to achieve equity and fairness to the agriculturists
b. to influence the  way resources are allocated in the economy
c. to  ensure higher profits to agriculturists
d. to make greater profits for the public sector

6. Read the following statements:
1. The  market-generated allocation  of  resources  is  usually  imperfect

and leads to inefficient allocation of resources in the economy
2. Market  failures  can  at  all  times  be  corrected  through  government

intervention
3. Public  goods  will  not  be  produced  in  sufficient  quantities  in  a

market economy
Of the three statements above:
a. 1 ,2 and 3 are correct
b. 1 and 3 are correct
c. 2 and 3 are correct
d. 3 alone is correct

7. The allocation and distribution functions are primarily :
a. Micro-economic functions
b. Macro-economic functions
c. both micro as well as  macro-economic functions
d. aimed at bringing in price stability and economic growth

ANSWERS
1.  d
2.  b
3.  c
4.  d

5.  b
6.  b
7.  a
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II. Short Answer Type Questions

1. Describe  why  governments  should  perform  the  allocation  function  in
an economy?

2. How does monopoly power affect efficiency of markets?
3. Explain how government can get domestic producers produce more

pulses?
4. Enumerate the circumstances which necessitate redistribution by

government.
5. Illustrate with an example the redistribution effect of a tax and transfer

policy
6. What is the objective of government subsidy?
7. Why  do  private  producers  hesitate  to  produce  public  parks,  bridges

and highways?
8. What  reason  would  you  assign  for  employment  reservations  to

socially backward communities?
9. What would be the objective of a government when it declares special

schemes for backward regions?
10. What should be the public revenue and expenditure policy of the

government during recession?
11. Describe the rationale for the stabilization function of government policy.



FISCAL FUNCTIONS: AN OVERVIEW

SANJAY SARAF SIR 14

III. Long Answer Type Questions

1. Explain the role of government in a market economy.
2. Illustrate four cases which provide justification for government

intervention in markets.
3. Describe the various interventional measures adopted by the government.
4. What  are  the  different  instruments  available  to  the  government  to

improve allocation efficiency in an economy?
5. Explain how economic stability can be achieved through fiscal policy.
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IV. Application Oriented Questions

1. Elucidate the nature of economic function performed by the
government in the following cases:-
a. The  government  initiates  a massive  programme  for  eradication

of mosquito-borne diseases in coastal areas.
b. The  government  fixes  the  prices  of  377  essential  medicines

listed  in  the National List of Essential Medicine, 2015.
Source - ICAI, SM

Answer / Hint :
a.

i. Public  good – Merit  good- Positive  externalities – Inefficient
market outcomes - Possible market failure –scope for   market
intervention to improve  social  welfare - Adam  Smith’s
proposition  of  resource allocation  role  of  government  i.e
establishment and  maintenance of highly beneficial public
institutions and public works which the market may fail to
produce on account of lack of sufficient profits.  Define the
resource allocation role of government’s policy - the potential for
the government  to improve  economic  performance  through  its
expenditure to provide an optimum mix of various social goods.

ii. Nature and characteristics of the programme of government action
– Policy  of  Expenditure - Purpose- Welfare  outcomes  of
programmes for eradication of mosquito-borne diseases –
Possibility of government failure.

iii. Substantiate  with  examples  from  recent  policy  propositions  of
government.
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b.
i. The distributive function of budget related to the basic question of

for whom  should  an economy produce  goods and  services.
Left to  the market, only private benefits and private costs would
be reflected in the  price  paid  by  consumers.  This  means,
through  the  market mechanism, people would consume
inadequate quantities compared to  what  is  socially  desirable.
Outcome:  social  welfare  will  not  be maximized. Therefore -
Government Intervention in the case of Merit Goods    eg
Healthcare - government  deems  that  its  consumption should
be encouraged - Price intervention- setting price ceilings - to
influence the outcomes of a market on grounds of fairness and
equity - price floor  for ensuring minimum price  and price ceiling
for making a resource or commodity available to all at reasonable
prices - May illustrate with diagram.

ii. Nature  and  characteristics  of  the  programme  of  government
action - Purpose- Welfare outcomes of the policy – Negative
outcomes - Possible disincentives  to  producers- diversion  of
resources  away  from  regulated products- black marketing- etc.

iii. Substantiate with examples

2. The government   decides to levy up to ` 20, 500 per flight from private
airlines on  major routes  in  order  to  fund  an ambitious  regional
connectivity scheme which seeks to connect small cities by air  and to
make flying more affordable for the masses. Critically examine the
implications of this policy on the airlines market.

Source - ICAI, SM
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Answer / Hint :
Theory  of  Government  intervention  for  redistribution  to  ensure
fairness  and equity (As discussed in the above two questions)
i. Price  intervention - a  market-based  policy - contributing  airlines

may experience cost escalation – possible fare hikes – changes in
equilibrium quantities – disincentives to fly aircrafts in taxed routes -
possible exit from market    by  low  profit  margin  airlines- Regional
connectivity  and  other welfare  outcomes    as  subsidies  to
producers  would  lower  their  cost  of production increase output-
substantial positive externalities.

ii. Another possibility : government intervention in the economy to
correct a market  failure  creates  inefficiency and  leads  to  a
misallocation  of  scarce resources - social  welfare  will  not  be
maximized – uncertainty  as  to  the need for merit goods –
disincentives to existing players - cannot be sure that  the  government
interventions  would  be  effective – possibility  of government failure.
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V. Other Problems

1. What is the major determinant of the economic functions of a
government

Source - ICAI, MTP - Series I
Answer / Hint :
The nature of the economic system   determines the size and scope of the
economic functions of the government.   In a centrally planned socialistic
economy, the state owns all productive resources  and  makes  all
important  economic  decisions.  On  the contrary ,  in  a  market
economy, all important economic decisions are made by individuals and
firms who want to maximise self-interest and there is only limited role for
the government. In a mixed economic system, both markets and
government contribute towards resource allocation decisions.

2. What should the market price reflect for achieving economic efficiency?
Source - ICAI, MTP - Series II

Answer / Hint :
For economic efficiency to be achieved, the market price should reflect
social costs and not just the private costs. Social costs are private costs
borne by individuals directly involved in a transaction together with the
external costs borne by third parties not directly involved in the
transaction. Social costs represent the true burdens carried by society in
monetary and non-monetary terms.

3. What is the rationale for government intervention in allocation of
resources?

Source - ICAI, MTP - Series II
Answer / Hint :
The  allocation  responsibility  of  the  governments  involves  suitable
corrective  action  when private markets fail to provide the right and
desirable combination of goods and services to ensure social welfare. In
the absence of appropriate government intervention, market failures may
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occur and the resources are likely to be misallocated by too much
production of certain goods  or  too  little  production  of  certain  other
goods.  Thus,  market  failures  provide   the rationale for government’s
allocative function.

4. Explain the role of Government in a market economy as stated by
Richard Musgrave.

Source - ICAI, Exam - May 2018
Answer / Hint :
Richard  Musgrave,  in  his  classic  treatise  ‘The  Theory  of  Public
Finance’   (1959), introduced  the  three  branch  taxonomy  of  the  role  of
government  in  a  market  economy. The  objective  of  the  economic
system  and  the  role  of  government  is  to  improve  the wellbeing  of
individuals  or  households.  According  to  ‘Musgrave   Three-Function
Framework',  the  functions  of  government  are  to  be  separated  into
three,  namely, resource  allocation,  (efficiency),  income  redistribution
(fairness)  and  macroeconomic stabilization.  The  allocation  and
distribution  functions  are  primarily  microeconomic functions, while
stabilization is a macroeconomic function. The allocation function aims to
correct  the  sources  of inefficiency  in  the  economic  system  while  the
distribution  role ensures  that  the  distribution  of  wealth  and  income
is  fair.  The  stabilization  branch  is  to ensure  achievement  of
macroeconomic  stability,  maintenance  of  high  levels  of employment
and price stability.
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UNIT II: MARKET FAILURE

LEARNING OUTCOMES

At the end of this unit, you will be able to:

 Define the concept of market failure

 Describe the different sources of market failure

 Explain the role of externalities in welfare loss of markets

 Distinguish between different types of public goods and illustrate how

they cause market failure

 Describe the free rider problem associated with public goods

 Appraise the role of incomplete information in generating market failure

 Evaluate government interventions for correcting market failure

CHAPTER
PUBLIC FINANCE2
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UNIT OVERVIEW

Public Finance

Market Failure

Market
Power

Externalities Public Goods Incomplete
Information
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LECTURE NOTES

1. Revise allocative function

2. Market Failure - inefficient allocation of resources

3. Types of Market Failure :

4. Diagram
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1. Revise allocative function

2. Market Failure - inefficient allocation of resources

3. Types of Market Failure :

4. Diagram
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5. Cause of market failure
(a) Externalities
(b) Market Power
(c) Incomplete information
(d) Public Goods.

6. Externalities / Spillover effect / Neighborhood Effect / 3rd party effect or
side effect

(a) (-) Production externality.
Example - Pollution.
MPC < MSC∴ Over production.
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(b) (+) Production externality.
Example - Firm training its employees and other firms benefiting.
(Think Manyavar, ICAI)
MPC (Marginal Private Cost) > MSC (Marginal Social Cost)

(c) (-) Consumption externality.
Example -
1. Cigarette smoking by a person affecting others around him.
2. Person playing loud music at night.
MPB(Marginal Private Benefit) > MSB(Marginal Social Benefit) Over
Production.
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(d) (+) Consumption externality
Example - Garden Production
MPB (Marginal Private Benefit) < MSB (Marginal Social Benefit) 
Under Production

Note : In case of externality, market price do not convey information to
producer regarding what to produce and to consumers regarding what
to buy - this leads to inefficiency

7. Market failure Due to market power
Kash Perfect competition hota, equilibrium would have been P = MC.
However in real life PC (Perfect Competition) does not exists - we have
imperfect competition say monopoly - equilibrium being MR = MC. This
leads to higher price and lower quantity.
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8. Market failure due to incomplete information (Asymmetric Information)

Adverse Selection : It is a situation where incomplete information  results in
lower quality driving out higher quality from the market. Example - second
hand car and health insurance

Moral Hazard : Moral Hazard is opportunism characterised by an informed
person's taking advantage of a less informed person through an unobserved
action. Example - when a person buys car insurance he drives less carefully.
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9. Public goods (collective consumption goods or  social good)

Public Goods Private Goods

 Non Rival i.e. simultaneous
consumption by many
possible.

 Non excludable i.e. no price
is charged and therefore
nobody can be stopped from
consuming it.

 Rival.
 Excludable.

They are vulnerable to the
externality and free rider
problems - left to the market - they
will not be produced at all or will
be under produced - hence
Government intervention
required.

Market does a good job of
bringing about efficient
allocation.

Goods
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Free rider problem

The incentive to let other people pay for goods or service, the benefits of
which are enjoyed by an individual is known as free rider. If every individual
plays the same strategy of free riding, the strategy will fail because nobody is
willing to pay and therefore nothing will be provided by the market. Example
- Monkey dance.

Common Resource Club Goods

 Non excludable
 Rival tragedy of commons

i.e. since nobody has to buy
for it.

 Excludable
 Non Rival

Example - cinema hall,
coaching class, clubs.

Self interest makes them over use
the common resource and cause
their depletion and degradation.
Example - Fisheries, Pond,
atmosphere, etc.

Impure Public Goods
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SUMMARY

 Market failure is a situation in which the free market fails to allocate
resources efficiently in the sense that there is either overproduction or
underproduction of particular goods and services leading to less than
optimal market outcomes.

 The demand-side market failures are said to occur when demand curves do
not take into account the full willingness of consumers to pay for a product.
The supply -side  market  failures  happen  when  supply  curves  do  not
incorporate the full cost of producing the product.

 The  price  system  and  markets  work  efficiently  only  if    market  prices
convey information to both producers and consumers.

 There  are  four  major  reasons  for  market  failure.  They  are:  market
power, externalities, public goods, and incomplete information.

 Excessive  market  power  causes  the  single  producer  or  small  number
of producers to produce and sell less output than would be produced and
charge a higher price in a competitive market.

 Externalities,  also  referred  to  as  ‘spillover  effects’,  ‘neighbourhood
effects’ ‘third-party  effects’,  or  ‘side-effects’,  occur  when  the  actions  of
either consumers or producers result in costs or benefits that do not reflect
as part of the market price.

 Externalities  cause  market  inefficiencies  because  they  hinder  the  ability
of market prices to convey accurate information about how much to
produce and how much to buy.  Since externalities are not reflected in
market prices, they can be a source of economic inefficiency.

 Externalities  are  initiated  and  experienced,  not  through  the  operation
of  the price system, but outside the market and therefore, are external to
the market.

 Externalities may be unidirectional or reciprocal. Externalities can be
positive or negative. Negative externalities occur when the action of one
party imposes costs on another party. Positive externalities occur when the
action of one party confers benefits on another party.
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 The  four  possible  types  of  externalities  are  :  Negative  externality
initiated  in production  which  imposes  an  external  cost  on  others.
Positive  production externality, less commonly seen, initiated in
production that confers external benefits  on  others. Negative
consumption  externalities  initiated  in consumption  which  produce
external  costs  on  others.  Positive  consumption externality  initiated  in
consumption  that  confers  external  benefits  on  others. Each of the above
may be received by another in consumption or in production. The firm or
the consumer as the case may be , however, has no incentive to account for
the external costs that it imposes on consumers

 Private cost is the cost faced by the producer or consumer directly involved
in a  transaction  and  includes  direct  cost  of  labour,  materials,  energy
and  other indirect overheads and does not incorporate externalities.

 Social cost is the entire cost which the society bears. Social Cost =Private
Cost + External Cost.

 When negative production externalities exist, social costs exceed private
cost. If  producers  do  not  take  into  account  the  externalities,  there  will
be  over- production and market failure and unwarranted social
consequences.

 When firms do not have to worry about negative externalities associated
with their production, the result is excess production and unnecessary
social costs

 A public good (also referred to as a collective consumption good or a social
good) is defined as one which all individuals enjoy in common in the sense
that each individual’s consumption of such a good leads to no subtraction
from any other individual’s consumption of that good.

 Private  goods  are  ‘rivalrous’  ‘and  excludable’  and  less  likely  to  have
the  free rider problem. Additional resource costs are involved for
providing to another.

 Public  goods  consumption  is  indivisible,  collective,  nonrival,  non-
excludable and vulnerable to externalities and free rider problems.
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 Public goods do not conform to the settings of market exchange and left to
the market, they will not be produced at all or will be under produced. This
is because the price becomes zero

 A pure public good is non-rivalrous and non excludable. Impure public
goods are partially rivalrous or congestible.  Because of the possibility of
congestion, the benefit that an individual gets from  an impure public good
depends on the number of users.

 The provider of an impure public good may be able to control the degree of
congestion either by regulating the number of people who may use it, or
the frequency with which it may be used or both.

 The  quasi-public  goods  or  services,  also  called  a  near  public  good  (for
e.g. education,  health  services)  possess  nearly  all  of  the  qualities of  the
private goods and some of the benefits of public good. They exhibit market
failure as incomplete markets.

 Common  access  resources  or  common  pool  resources  are  a  special
class  of impure public goods which are non excludable as people cannot be
excluded from using them. These are rival in nature and their consumption
lessens the benefits available for others.

 Since price mechanism does not apply to ‘common resources’, producers
and consumers do  not  pay  for  these resources  and therefore, they
overuse them and cause their depletion and degradation.

 Economists  use  the  term  ‘tragedy  of  the  commons’  to  describe  the
problem   which  occurs  when  rivalrous  but  non  excludable  goods  are
overused  to  the disadvantage of the entire universe.

 The  incentive  to  let  other  people  pay  for  a  good  or  service,  the
benefits  of which are enjoyed by an individual is known as the free rider
problem.

 If every individual plays the same strategy of free riding, the strategy will
fail because nobody is willing to pay and therefore nothing will be
provided by the market.

 Complete information is an essential element of competitive market. But it
is not  fully  satisfied  in  real  world  markets  for  goods  or  services  due
to  highly complex nature of products.



MARKET FAILURE

SANJAY SARAF SIR 36

 Asymmetric  information  occurs  when  there  is  an  imbalance  in
information between buyer and seller i.e. when the buyer knows more than
the seller or the seller knows  more  than  the buyer.  This  can distort
choices. With asymmetric information, low-quality goods can drive high-
quality goods out of the market.

 Adverse selection is a situation in which asymmetric information about
quality eliminates high-quality goods from a market. Buyers expect hidden
problems in items offered for sale, leading to low prices and the best items
being kept off the market.

 Moral  hazard  is  opportunism  characterized  by  an  informed  person’s
taking advantage of a less-informed person through an unobserved action.

 Asymmetric information, adverse selection and moral hazard affect the
ability of markets to efficiently allocate resources and therefore, lead to
market failure because the party with better information has a competitive
advantage. Due to  this  the  market collapses  as  transactions  do  not  take
place  or  very  few transactions occur:
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PRACTICE PROBLEMS

I. Multiple Choice Type Questions

1. ‘Market failure’ occurs
a. when public goods are not sufficiently provided by public sector
b. the  market  fails  to  allocate  resources  efficiently  and  therefore

market outcomes become inefficient.
c. people are not willing to pay and want to free ride
d. (a) and (b) above

2. Markets fail because
a. externalities  are  not  accounted  for  in pricing  and  quantity

decisions  of firms
b. most often the prerequisites of competition are unlikely to be present

in an economy
c. prices fail to reflect the true costs and benefits to the society
d. all the above

3. Market power
a. makes price equal marginal cost and produce a positive external

benefit on others
b. can cause markets to be inefficient because it keeps price and output

away from equilibrium of supply and demand
c. makes the firms price makers and restrict output so as to make

allocation inefficient
d. (b) and(c) above

4. Markets do not exist
a. for pure public goods
b. for  goods which have positive externalities
c. for  goods which have negative externalities
d. none of the above
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5. The unique feature of an externality is that it is
a. initiated and experienced, not through the operation of the price

system but affects an external agent
b. initiated and experienced, not through the operation of the price

system, but outside the market
c. initiated and experienced by the same entity, but causes  decrease in

social welfare
d. causes decreases in social welfare through the system of prices

prevailing in the market

6. If a textile mill produces large amounts of negative externality, then
which one of  the following is possible?
a. The output  of  textile  is too  little  when  compared  to  the  socially

optimal quantity
b. The output of textile is too large when compared to the socially optimal

quantity
c. The output of textile is not socially optimal as it is likely to be a

regulated one
d. Any of the above

7. All  but  one  of  the  following  statements  is  incorrect.  Identify  the
correct statement.
a. When there is a negative  externality, the social marginal cost will

exceed private marginal cost
b. When  there  is  a  positive  externality  the social  marginal  cost  will

exceed private marginal cost
c. Common  property  resources  are  non  rival  and  non  excludable

public goods so that the problem of sustainability becomes grave
d. Goods that are rival in consumption and are non excludable are known

as private goods
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8. In case of a positive externality
a. the social marginal cost will exceed private marginal cost
b. the social marginal cost will be equal to private marginal cost
c. the social marginal cost will be less than private marginal cost
d. the social marginal cost has no relation to private marginal cost

9. Which of the following statement is correct in respect of externalities?
a. When social marginal costs are equal to private marginal costs, the

level of output will be equal to the socially optimal level
b. When social marginal costs are less than private marginal costs, the

level of output will be lower than the socially optimal level
c. When  social  marginal  costs  are  greater  than  private  marginal

costs,  the level of output will be higher than the socially optimal level
d. All of the above.

10. Match the following
a. Pure public goods i. Excludable and rival
b. Club goods ii. Non excludable and rival
c. Common resources iii. Non excludable and non rival
d. Private good iv. Non rival and excludable

a. {a) i)}; {b) ii)}; {c) iv)}; {d) iii)}
b. {a) ii)}; {b) i)}; {c) iii)}; {d) iv)}
c. {a) iii)}; {b) i)}; {c)ii)}; {d) iv)}
d. {a) iii)}; {b) iv)}; {c) ii)}; {d) i)}

11. Pollution is an instance of market failure
a. because the equilibrium price is higher than the efficient price
b. because the equilibrium price is less than the efficient price
c. because property rights are poorly distributed
d. because the market does not produce enough of the good
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12. An adequate amount of a pure public good will not be provided by the
private  market  because of
a. the  existence of negative externalities
b. governments would any way produce them
c. There are restrictions as well as taxes on the private market
d. The possibility of free riding

13. The free rider problem arises because of
a. ability of participants to produce goods at zero marginal cost
b. marginal benefit cannot be calculated due to externalities present
c. the good or service is non excludable
d. general  poverty and unemployment of people

14. Which of the following is an example of an impure public good?
a. a lighthouse provided by government
b. a congested highway during peak hours
c. a polio vaccination program sponsored by the government
d. national defence and the security offered by it

15. A  situation  where  a  pharmaceutical  company  has  full  information
regarding the risks of a product, but continues to sell it is a case of
a. asymmetric information
b. moral hazard
c. free riding
d. and (c) above

16. If an individual tends to drive his car in a dangerously high speed
because he has a comprehensive insurance cover, it is a case of
a. free riding
b. moral hazard
c. negative externality
d. efficiency
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17. Read the following statements
i. Common resources  are  pure public goods which are non rival
ii. Since  price mechanism does  not apply  to  common  resources,

producers and consumers do not pay for these resources
iii. Self-interest makes them overuse the common resources and cause

their   depletion and degradation
iv. The common resources impure public goods which are excludable but

non rival
a. Statement I alone is correct
b. Statements I and IV are correct
c. Statements II and III are correct
d. Statements I ,II and III are correct

18. Market failure will never occur in a
a. Socialist economy which is developed
b. Unplanned economy which is under developed
c. Capitalist economy which is developed
d. None of the above

ANSWERS
1.  b 7. a 13. c
2.  d 8. c 14. b
3.  d 9. d 15. a
4.  a 10. d 16. b
5.  b 11. b 17. c
6.  b 12. d 18. d
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II. Short Answer Type Questions

1. Explain the term market failure
2. Explain, with the aid of examples, the main characteristics of private

goods.
3. Identify a pure public good using the criteria for identification
4. Explain the free rider problem. Give examples
5. Public  goods  do  not  use  up  extra  resources  as  additional  people

consume them. Why?
6. Why do economists use the word external to describe third-party effects

that are harmful or beneficial?
7. Explain why environmental pollution is regarded as a source of market

failure.
8. Define externalities. Why are they considered as a source of market

failure?
9. Distinguish between positive and negative externalities.
10. Appraise the role of incomplete information in generating market failure.
11. What do you understand by externalities in consumption?
12. What criteria are used to distinguish between pure and impure public

goods?
13. What is the consequence of a negative externality on price and output?
14. How does the presence of positive externality influence price and output?
15. Describe the term  ‘Tragedy of Commons’
16. Define common resources.  Why are they overused?
17. Discuss  the  importance  of  the  distinction  between  private  costs  and

social costs.
18. Describe, using examples, common access resources
19. Why are health and education not pure public goods?
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III. Long Answer Type Questions

1. Describe why markets have incentives to produce private goods?
2. Why do markets fail to produce public goods? Illustrate your answer.
3. Distinguish between  different  types  of  public  goods.    How  do  public

goods cause market failure?
4. Explain using diagram and examples, the concepts of negative

externalities of production  and  consumption,  and  the  welfare  loss
associated  with  the production or consumption of a good or service.

5. Explain, with the aid of examples, the main characteristics of merit goods.
6. Describe the free rider problem associated with public goods. What

would be the outcome? Give examples
7. ‘The  existence  of  poverty  in  economically  less  developed  countries

creates negative  externalities  through  over-exploitation  of  land  for
agriculture,  and this poses a threat to sustainability’. Elucidate
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IV. Application Oriented Questions

1. Identify the market outcomes for each of the following situations
a. A few youngsters play loud music at night. Neighbours may not be

able to sleep.
b. Ram buys a large SUV  which is very heavy
c. X smokes in a public place
d. Rural school students given vaccination against measles
e. Traffic congestion making travel very uncomfortable
f. Piracy of computer programs
g. Some  species  of  fish  are  now  getting  extinct  because  they  have

been caught indiscriminately.
h. The municipality provides sirens four times a day
i. Burglar alarms are installed by many in your locality
j. Global warming increases due to emissions of fossil fuels

Source - ICAI, SM
Answer / Hint :
a. Negative externality, overproduction
b. Negative  externality,  environmental  externality,  wear  and  tear of

roads, increased fuel consumption, added insecurity imposed on
others

c. Negative externality, overproduction
d. Public good, positive externality
e. Negative externality
f. Unpatented  computer  programs  have  characteristics  very  much

like a  public good and therefore market failure.
g. The problem of the commons –The tragedy of commons
h. Sirens  have all  characteristics of public  goods. People will free  ride –

market failure.
i. Positive externality, free riding.
j. Negative externality.
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V. Other Problems

1. Define the concept of market failure. Describe the different sources of
market failure.

Source - ICAI,RTP - May 2018
Answer / Hint :
Market  failure  is  a  situation  in  which  the  free  market  fails  to
allocate  resources efficiently  in  the sense  that  there  is  either
overproduction  or  under production  of particular  goods  and  services
leading  to  less  than  optimal  market  outcomes.  The reason  for  market
failure  lies  in  the  fact  that  though  perfectly  competitive  markets
work efficiently, most often the prerequisites of competition are unlikely
to  be present in an economy. There are two aspects of market failures
namely, demand-side market failures  and  supply  side  market  failures.
Demand-side  market  failures are  said  to occur  when  the  demand
curves  do  not  take  into  account  the  full  willingness  of consumers  to
pay  for  a  product.  Supply-side  market  failures  happen  when  supply
curves do not incorporate the full cost of producing the product.
There are four major reasons for market failure. They are: market power,
externalities, public goods, and incomplete information.
1. Excess market power  or monopoly power causes the single producer

or small number of producers to produce and sell less output than
would be produced in a  competitive  market  and  to  charge  higher
prices  that  give  them  positive economic profits.

2. Externalities, also referred to as 'spillover effects', 'neighbourhood
effects' 'third - party  effects'  or  'side-effects',  occur  when  the  actions
of  either  consumers  or producers  result  in  costs  or  benefits  that
do  not  reflect  as  part  of  the  mark et price.  Externalities cause
market inefficiencies because they hinder the ability of market prices to
convey accurate information about how much to produce and how
much to buy.
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3. Public goods (also referred to as a collective consumption good or a
social good) are  indivisible  goods  which  all  individuals  enjoy  in
common  and  are  non excludable and non rival in consumption.  Each
individual’s consumption of such a  good  leads  to  no  subtraction
from  any  other  individual’s  consumption  and consumers  cannot
(at  least  at  less  than  prohibitive  cost)  be  excluded  from
consumption benefits of that good. Public goods do not conform to the
settings of market exchange and left to the market, they will not be
produced at all or will be under produced.

4. Incomplete  information: The  assumption  of  complete  information
which  is  a feature of competitive markets is not fully satisfied in real
markets due to highly complex  nature  of  products  and  services,
inability  of  consumers  to  quickly  / cheaply  find  sufficient
information,  inaccurate  or  incomplete  data,  ignorance, lack of
alertness and uncertainty about true costs and benefits.  Misallocation
of scarce  resources  occurs  due  to  information  failure  and
equilibrium  price  and quantity  is  not  established  through  price
mechanism.  Asymmetric  information also  referred  to  as  the
‘lemons  problem’  which  occurs  when  there  is  an imbalance in
information between buyer and seller i.e. when the buyer knows more
than the seller or the seller knows more than the buyer also distort
choices and cause market failure. Adverse selection, another source of
market failure, is  a  situation  in  which  asymmetric  information
about  quality  eliminates  high - quality goods from a market.  Moral
hazard i.e. opportunism characterized by an informed  person’s  taking
advantage  of  a  less-informed  person  through  an unobserved  action
arises  from  lack  of  information  about  someone’s  future behavior
also causes market failure.   In short, asymmetric information, adverse
selection  and  moral  hazard  affect the  ability  of  markets  to
efficiently  allocate resources  and  therefore  lead  to  market  failure
because  the  party  with  better information has a competitive
advantage.
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2. Identify the market outcomes for each of the following situations
i. A few youngsters play loud music at night. Neighbours may not be

able to sleep.
ii. Ram buys a large SUV which is very heavy.
iii.X smokes in a public place.
iv. Rural school students are given vaccination against measles.
v. Traffic congestion making travel very uncomfortable.

Source - ICAI,RTP - May 2018
Answer / Hint :
The market outcomes of different situations are given below;
i. Negative consumption externality; social cost not accounted for;

market failure; overproduction
ii. Negative  consumption  externality;  environmental  externality;  wear

and  tear  of roads; increased fuel consumption; added insecurity
imposed on others; social cost not accounted for; overproduction.

iii.Negative consumption externality; overproduction.
iv. Public  good,  merit  good;  positive  consumption  externality;  under

production; scope for government intervention.
v. Negative externality; social cost not accounted for; overproduction.

3. Explain the term quasi-public goods.
Source - ICAI,RTP - May 2018

Answer / Hint :
Quasi-public goods  or  services,  also called  a near  public  good  (for  e.g.
education, health  services)  possess  nearly  all  the  qualities  of  private
goods  and  some  of  the benefits of public good. These goods are, in
some measure excludable for example, it is possible to exclude non
paying consumers from the use of a highway by incurring the  cost  of
building  and  maintaining  a  toll  booth.  Similarly  beaches,  parks  and
wifi networks become partially rival and partially diminishable at times
of peak demand.  These are rejectable to some extent.   It is possible to
keep people away from them by charging a price or fee.  However, it is
undesirable to keep people away from such goods because the society
would be better off  if more people consume them.  This particular
characteristic namely, the combination of virtually infinite benefits and
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the ability  to  charge  a  price  results  in  some  quasi-public  goods  being
sold  through markets and others being provided by government. As
such, people argue that these should  not  be  left  to  the  market  alone.
Markets  for  the  quasi-public  goods  are considered to be incomplete
markets and their lack of provision by free markets would be considered
as inefficiency and market failure.

4. Explain the different types of externalities? How do externalities lead to
welfare   loss of markets?

Source - ICAI,RTP - November 2018
Answer / Hint :
Externalities, also referred to as 'spillover effects', 'neighbourhood effects'
'third -party effects'  or  'side-effects',  occur  when  the  actions  of  either
consumers  or  producers result in costs or benefits that do not reflect as
part of the market price. Externalities cause market inefficiencies because
they hinder the ability of market prices to convey accurate  information
about  how  much  to  produce  and  how  much  to  buy.  Since
externalities  are  not  reflected  in  market  prices,  they  can  be  a  source
of  economic inefficiency. Externalities are initiated and experienced, not
through the operation of the  price  system,  but  outside  the  market  and
therefore  are  external  to  the  market. Externalities may be positive or
negative or may be unidirectional or reciprocal.

Negative externalities occur when the action of one party imposes costs
on another party.  Positive externalities occur  when the action  of one
party  confers benefits on another party.  The four possible types of
externalities are
i. negative  externality  initiated  in  production  which  imposes  an

external  cost  on others,
ii. positive production externality, less commonly seen, initiated in

production that confers external benefits on others,
iii.negative consumption  externalities  initiated  in  consumption  which

produce external costs on others,
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iv. positive consumption externality initiated in consumption  that confers
external benefits  on  others.  Each  of  the  above  may  be  received  by
another  in consumption or in  production.  The firm  or  the consumer
as the case may be, however, has no incentive to account for the
external costs that it imposes on consumers.
How negative externalities lead to welfare loss of markets may be
explained with the help of the following diagram

The equilibrium level of output that would be produced by a free
market is Q1 at which marginal  private  benefit  (MPB)  is  equal  to
marginal  private  cost  (MPC).  Marginal social cost (MSC) represents
the full or true cost to the society of producing another unit  of  a  good.
It  includes  marginal  private  cost  (MPC)  and  marginal  social  cost
(MSC).  Assuming  that there are no externalities arising from
consumption,  we can see that marginal social cost (Q1S) is higher than
marginal private cost (Q1E). Social efficiency occurs at Q2 level of
output where marginal social cost is equal to marginal social benefit.
Output Q1 is socially inefficient because at Q1, the marginal social cost
is  greater  than the  marginal  social  benefit  and  represents  over
production.  The shaded triangle represents the area of dead weight
welfare loss. It indicates the area of  overconsumption.  Thus,  we
conclude  that  when  there  is  negative  externality,  a competitive
market will produce too much output relative to the social optimum.
This is a clear case of market failure where prices fail to provide the
correct signals.
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When there is a positive externality, the actual output is lower than the
optimal one at which marginal social (MSC) cost is equal to marginal
social benefit (MSB).  There is a welfare loss to the society due to under
production and under consumption. This is a strong case for
government intervention in the case of such goods.

5. Classify each of the following goods based on their characteristics.
Mention the rationale.
i. Open-access Wi-Fi networks
ii. Roads with toll booths
iii. Parks

Source - ICAI,MTP - Series I
Answer / Hint :
All the goods mentioned above can be classified as impure public good.
There are many hybrid goods that possess some features of both public
and private goods. These goods are called impure public goods and are
partially rivalrous or congestible. Because of the possibility of congestion,
the benefit  that  an  individual  gets  from  an  impure  public  good
depends  on  the number  of  users. Consumption of these goods by
another person reduces, but does not eliminate, the benefits that other
people  receive  from  their  consumption  of  the  same  good.  Impure
public goods  also  differ from pure public goods in that they are often
excludable.

Since free riding can be eliminated, the impure public good may be
provided either by the market or by the government at a price or fee. If
the consumption of a good can be  excluded, then the market would
provide a price mechanism for it. The provider of an impure public good
may be able to control the degree of congestion either by regulating the
number of people who may use  it, or the frequency with which it may be
used or both.
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6. Distinguish between private cost and social cost
Source - ICAI,MTP - Series I

Answer / Hint :
Private cost is the cost faced by the producer or consumer directly
involved in a transaction. If we take the case of a producer, his private
cost includes direct cost of labour, materials, energy and other indirect
overheads. These are usually added up to determine market price. The
actions of consumers or producers result in costs or benefits to others and
the relevant costs and benefits are not reflected as part of market prices. In
other words, market prices do not incorporate externalities. Social costs
refer to the total costs to the society on account of a  production  or
consumption  activity.  Social  costs  are  private  costs  borne  by
individuals directly involved in a transaction together with the external
costs borne by third parties not directly involved in the transaction. Social
costs represent the true burdens carried by society in monetary and non-
monetary terms.

7. Define ‘Moral Hazard’
Source - ICAI,MTP - Series I

Answer / Hint :
Moral hazard is associated with information failure and refers to a
situation that increases the probability of occurrence of a loss or a larger
than normal loss, because of a change in the unobservable or hard to
observe behaviour of one of the parties in the transaction after the
transaction  has  been  made.  Moral  hazard  is  opportunism
characterized  by  an  informed person’s taking advantage of a less-
informed person through an unobserved action. It arises from  lack  of
information  about  someone’s  future  behavior.  Moral  hazard  occurs
due to asymmetric information i.e., an individual knows more about his
or her own actions than other people do. This leads to a distortion of
incentives to take care or to exert effort when someone else bears the costs
of the lack of care or effort. For example, in the insurance market, the
expected loss from an adverse event increases as insurance coverage
increases.
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8. Define information failure
Source - ICAI,MTP - Series II

Answer / Hint :
Perfect information  which implies  that  both  buyers and sellers have
complete information  about anything  that  may  influence  their  decision
making  is  an  important  element  of  an  efficient competitive market.
Information failure  occurs  when  lack  of  information can  result  in
consumers and producers making decisions that do not maximize
welfare. Information failure is widespread in numerous market exchanges
due to complex nature of goods  and services that are transacted,
inaccurate and incomplete data, and non-availability of correct
information.

9. Explain the concept of adverse selection.  What are the possible
consequences of adverse selection?

Source - ICAI,MTP - Series II
Answer / Hint :
Adverse selection is a situation in which asymmetric information about
quality eliminates high - quality goods from a market.  It a form of market
failure which occurs when buyers have better information  than  sellers
due  to  hidden  information,  and this  can  distort  the  usual  market
process.  For example, in the insurance market adverse selection is the
tendency for people with higher risk to obtain insurance coverage to a
greater extent than persons with lesser risk because  compared  to
insurance  buyers,  insurers  know  less  about  the  health  conditions  of
buyers and are therefore unable to differentiate between high-risk and
low-risk persons. If the insurance company charges an average price, and
only high-risk consumers buy insurance it will make losses.  It  is
therefore  possible  that  there  will  be  higher overall premium as  firms
insure themselves against high-risk customers buying insurance. Then the
low-risk customers may not want to buy insurance because it is quite
expensive. Economic agents  end up either selecting a  sub-standard
product or  leaving  the market altogether leading to  a condition  of
‘missing  market’.  If  the  sellers  wish  to  do  business  profitably,  they
may  have  to  incur considerable costs in terms of time and money for
identifying  the extent of risk for different buyers.
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10. Describe features of public goods.
Source - ICAI, Exam - May 2018

Answer / Hint :
Features of public goods
 Public goods yield utility and their consumption is essentially

collective in nature.
 Public goods are non rival in consumption i.e. consumption of a public

good by one individual does not reduce the quality or quantity
available for all other individuals

 Public  goods  are  non-excludable  i.e.  consumers  cannot  (at least  at
less  than prohibitive cost) be excluded from consumption benefits

 Public goods are characterized by indivisibility, each individual may
consume all of the good i.e. the total amount consumed is the same for
each individual.

 Once  a  public  good  is  provided,  the  additional  resource  cost  of
another  person consuming the good is zero. No direct payment by the
consumer is involved in the case  of  pure  public  goods  and  these
goods  are  generally  more  vulnerable  to issues such as externalities,
inadequate property rights, and free rider problems

 Competitive  private  markets  will  fail  to  generate  economically
efficient  outputs  of public goods. E.g. national defence.
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UNIT III: GOVERNMENT INTERVENTIONS TO CORRECT
MARKET FAILURE

LEARNING OUTCOMES

At the end of this unit, you will be able to:

 Describe the  different  forms  of  government  intervention  for

correcting market failure

 Evaluate the outcomes  of intervention in case of public goods, merit

goods and demerit goods

 Illustrate how intervention combat market power, externalities,

inequalities and information failure

 Elucidate the functioning  and outcomes of price intervention

CHAPTER
PUBLIC FINANCE2
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UNIT OVERVIEW
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LECTURE NOTES

GOVERNMENT INTERVENTION TO CORRECT MARKET FAILURE

(1) We know that market sometimes fails to allocate resource efficiently
resulting in over production or under production - dead weight loss.
Hence government should intervene to enhance social welfare and bring
about production and allocation efficiency.

(2) Government intervention to correct market failure resulting from:
Case I : Market Power
Case II : Incomplete Information
Case III : Externalities
Case IV : Public Goods

Case I : Market power

Government Intervention to prevent market failure resulting from market
power

(a) Explain market failure due to market power with diagram
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(b) Government should intervene by promoting competition :
 Competition Act, 2002 - amended in 2007.
 Not allowing mergers which could create monopoly.
 Not allowing agreements in restraint of trade.

(c) Of course in case of natural monopoly (electricity, gas and water),
Government should regulate prices :
 Rate of return regulation - this means price will be fixed so as to

provide fair return to the firm.
 Price caps based on firm's variable cost, past prices and possible

inflation and productivity growth.

Case II : Incomplete Information

Government intervention to correct market failure resulting from
incomplete information

(a) We know that incomplete information leads to adverse selection and
moral hazard.

(b) To correct the same, Government should intervene by :
 Making it mandatory to have accurate labeling and content disclosure

by producers.
 SEBI guidelines on disclosure in case of IPO.
 Regulation of Advertising and Advertising standards.
 Consumer Protection Act and Consumer Protection Forums.
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Case III : Externalities

Government intervention to correct market failure resulting from
externalities

(a) On account of externalities, MSC≠ MPC (production externality) and/or
MSB ≠ MPB (consumption externality)
 Negative production externality (Pollution)

MSC > MPC
Results in over production and dead weight loss

 Negative consumption externality (Smoking)
MSB < MPB

Resulting in over production and dead weight loss
 Positive production externality (Trading)

MSC < MPC
Resulting in under production and dead weight loss

 Positive consumption externality (Garden)
MSB > MPB

Resulting in under production and dead weight loss

(b) Government should intervene :

Direct
intervention

Indirect intervention or
market based policies

The key is to internalise the externality
so that people consider it in decision
making.
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(c) Intervention measures to tackle negative externality like pollution :
 Direct controls :
 Requiring that pollution be limited to a certain level.
 Requiring pollution control equipment
 Charging emission fee.

 Market based approaches :
 Pigouvian tax by making polluter pay

Drawbacks of Pigouvian tax :
 Difficult to determine pollution taxes.
 May result in capital flight.
 The producer may pass on major portion of the tax to consumers due to

inelastic demand.

Cap - and - Trade :
Tradable emission permits are marketable licenses to emit limited  quantities
of pollutants and can be bought and sold by polluters (Think stock market).
The high polluters have to buy more permits and low polluters receive extra
revenue from selling their surplus permits.

Advantage of Cap - and - Trade :
The system is administratively cheap and simple, allow flexibility, rewards
efficiency and provides strong incentives for innovation.
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(d) Intervention measures to promote positive externality :
Government should grant subsidy such that cost of production comes
down and equilibrium quantity rises towards the socially optimum level.

New Case : Merit and demerit goods

Self Note : It is a repitition of positive and negative externalities

(a) Merit goods such as education, health care, etc has substantial positive
externalities. Left to the market, they will be under produced and
consumed - dead weight less. Government should intervene to promote
their production and consumption.

(b) Government intervention to promote merit goods:
 Regulation and legislation (Example - forcing private schools to teach

students free of cost or at subsidies cost)
 Subsidies (same thing that we did in last diagram(d))
 Direct Government provision (e.g.: government schools)
 Combination of government provision and market provision.
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(c) Demerit goods such as alcohol, has substantial negative externalities. Left
they will be over production and consumed - dead weight loss.
Government should intervene to discourage their production and
consumption.

(d) Steps taken by Government includes complete ban of the goods,
legislation, persuasion and advertising campaigns, limiting the goods,
specially by vulnerable goods.

Case IV : Public Goods

(a) Pure Public Goods : Non-rival and Non-excludable. Example - parks,
street lights - Government has to provide the arising tax revenue.

(b) Impure Public Goods : i.e. goods will are non-rival but excludable - these
can be provided by Government by charging entry fee. Example - Victoria
garden.

(c) One common approach adopted by the Government to construct
highways - give a private company say L & T, a contract to construct the
highway and the private company is allowed to collect toll tax but the tax
amount is regulated.

(d) For strategic and security reasons certain goods and service like police
administration, national defence, etc. has to be provided by the
Government.
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PRICE CONTROLS

(a) Suppose there is acute scarcity of food grains, causing very high price
through market mechanism such high price would be causing economic
suffering for the poor. To protect them, Government would announce a
price ceiling. This will result in excess demand which may result in black
marketing. To prevent this from happening, Government has to release
food grain through buffer stock (duty of Food Corporation of India).

(b) In case there is excess production of food grains causing very low price
through market mechanism. Such low price will be too inadequate for
farmers causing economic suffering. To protect them Government should
announce price floor or MSP (Marginal Support Price).

 Budget 2018 - This may lead to excess supply which Government has
to make up to build buffer stock.

(c) Price controls may enables Government to stabilise prices.

GOVERNMENT FAILURE

Occurs when intervention is
in effective causing wastage
of resources expended for

the intervention

Intervention produces
fresh and more
serious problem
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ADDITIONAL NOTES
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SUMMARY

 Governments intervene in various ways to correct the distortions in the
market which  occur  when  there  are  deviations  from  the  ideal  perfectly
competitive state.

 Because of the social costs imposed by monopoly, governments intervene
by establishing  rules  and  regulations  designed  to  promote  competition
and prohibit actions that are likely to restrain competition.

 Natural  monopolies  such  as  electricity,  gas  and  water  supplies  are
usually subject to price controls.

 Government  initiatives  towards  combating  market  failures  due  to
negative externalities  are  either  direct  controls  or  market-based  policies
that  would provide economic incentives.

 Direct  controls  prohibit  specific  activities  that  explicitly  create  negative
externalities or require that the negative externality be limited to a certain
level, for instance limiting emissions.

 Government may pass laws to alleviate the effects of negative externalities
or fix emissions standard which is a legal limit on how much pollutant a
firm can emit. It may charge an emissions fee  which is levied on each unit
of a firm’s emissions.

 The  market-based  approaches– environmental  taxes  and  cap-and-trade
– operate through price mechanism to create an incentive for change.

 The key is to internalizing an externality (both external costs and benefits)
is to ensure  that  those  who  create  the  externalities  include  them  while
making decisions.

 One  method  of  ensuring  internalization  of  negative  externalities  is
imposing pollution taxes. Pigouvian taxes by ‘making the polluter pay’,
seek to internalize external costs into the price of a product or activity.

 Pollution  taxes  are  difficult  to  determine  and  administer  due  to
difficulty  to discover the right level of taxation, problems associated with
inelastic nature of demand for the good and the problem of possible capital
flight.
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 Tradable emissions permits are marketable licenses to emit limited
quantities of pollutants and can be bought and sold by polluters. The high
polluters have to buy more permits and the low polluters receive extra
revenue from selling their surplus permits.

 The system is administratively cheap and simple, allows flexibility and
reward efficiency and provides strong incentives for innovation

 Subsidy  is market-based policy and involves the government paying part
of the cost  to  the  firms  in  order  to  promote  the  production  of  goods
having  positive externalities

 Merit  goods  such  as  education, health  care  etc  are  socially  desirable
and  have substantial  positive  externalities.  They  are  rival,  excludable,
limited  in  supply, rejectable  by  those  unwilling  to  pay,  and  involve
positive  marginal  cost  for supplying to extra users.

 Left  to  the  market,  merit  goods  are  likely  to  be under-produced  and
under- consumed  so that social welfare will not be maximized.

 The  possible  government  responses  to  under-provision  of  merit  goods
are regulation, legislation, subsidies, direct government provision and a
combination of government provision and market provision.

 When governments provide merit goods, it may give rise to large
economies of scale and productive efficiency and there will be substantial
demand for the same.

 Demerit  goods  are  goods  which  impose  significant  negative
externalities  on the society as a whole and  are believed to be socially
undesirable.

 The production and consumption of demerit goods are likely to be more
than optimal under free markets.  The government should therefore
intervene in the marketplace to discourage their production and
consumption.

 Steps  taken  by  government  include  complete  ban  of  the  good,
legislations, persuasion and advertising campaigns, limiting access to the
good, especially by  vulnerable groups,

 In  the  case  of  pure  public  goods  where  entry  fees  cannot  be  charged,
direct provision by governments through the use of general government
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tax revenues is the only option. Excludable public goods can be provided
by government and the same can be financed through entry fees.

 A very commonly followed method in the case of public good is to grant
licenses to private firms to build a facility and then the government
regulates the level of the entry fee chargeable from the public.

 Due  to  strategic  and  security  reasons,  certain  goods  are  produced  and
consumed  as  public  goods  and  services  despite  the  fact  that  they  can
be produced or consumed as private goods.

 Price controls may take the form of either a price floor (a minimum price
buyers are  required  to  pay)  or  a  price  ceiling  (a  maximum  price
sellers  are  allowed  to charge for a good or service).

 When  prices  of  certain  essential  commodities  rise  excessively
government  may resort  to  controls  in  the  form  of  price  ceilings  (also
called  maximum  price)  for making a resource or commodity available to
all at reasonable prices.

 With the objective of ensuring stability in prices and distribution,
governments often intervene in grain markets through building and
maintenance of buffer stocks.

 Government failures where government intervention in the economy to
correct a  market  failure  creates  inefficiency  and  leads  to  a
misallocation  of scare resources occur very often.

 Government failure occurs when intervention is ineffective causing
wastage of resources  expended  for  the  intervention  and/or  when
intervention  produces fresh and more serious problems.
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PRACTICE PROBLEMS

I. Multiple Choice Type Questions

1. A  thermal  power  plant  uses  coal  and  creates  pollution  in  an
otherwise unpolluted area.  Which of the following would ensure that a
socially optimal output of electricity is produced?
a. Where marginal private cost equals marginal private benefit.
b. Where marginal private cost equals marginal social benefit.
c. Where marginal social cost equals marginal private benefit.
d. Where marginal social cost equals marginal social benefit.

2. Which of the following statements is true?
i. The market-based approaches to control externalities operate  through

price mechanism
ii. When externalities are present, the welfare loss would be eliminated
iii. The key is to internalizing an externality is to ensure  that  those  who

create the externalities include them while making decisions
a. Both II and III
b. I only
c. II only
d. Both I and III

3. Which of the following statements is false?
a. Tradable permits provide incentive to innovate
b. A  subsidy  on  a  good  which  has  substantial  positive  externalities

would reduce its cost and consequently price
c. Substantial negative externalities are involved in the consumption of

merit goods.
d. Merit  goods  are  likely  to  be under-produced  and  under consumed

through the market mechanism
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4. A Pigouvian subsidy
a. cannot be present  when externalities are present
b. is a good solution for negative externality as prices will increase
c. is not measurable in terms of money and therefore not practical
d. may help production to be socially optimal when positive externalities

are

5. If governments make it compulsory to avail insurance protection, it is
because
a. Insurance companies need to be running profitably
b. Insurance will generate moral hazard and adverse selection
c. Insurance  is a merit good and government wants people to consume it
d. None of the above

6. If merit goods are provided free by the government
a. The quantity demanded of merit good will be less than supply
b. The quantity demanded of merit good will be equal to supply
c. The quantity demanded of merit good is likely to be more than supply
d. Any of the above can happen

7. The  government  should  intervene  in  the  marketplace  to  discourage
the production and consumption of ---------------
a. Goods which are not necessary
b. Demerit goods
c. Goods having no externalities
d. Goods which the markets produce less

8. If government produces and supplies a public good
a. It may correct market failure as there will be no externalities
b. It may correct market failure caused by free riding
c. It may correct market failure because people may free ride
d. It may correct market failure because people may not free ride
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9. Rules regarding product labeling
a. Seeks to correct market failure due to externalities
b. Is a method of solving the problem of public good
c. May help solve market failure due to information failure
d. Reduce the problem of monopolies in the product market

10. Identify the incorrect statement
a. A minimum support price for agricultural goods is a market

intervention method to   guarantee   steady and assured incomes to
farmers.

b. A price ceiling which is set below the prevailing market clearing price
will generate excess demand over supply.

c. Excludable  public  goods  can  be  provided  by  government  and  the
same can be financed through entry fees.

d. The  production  and  consumption  of  demerit  goods  are  likely  to
be  less than optimal under free markets

ANSWERS
1.  d 6.  c
2.  d 7.  b
3.  c 8.  c
4.  b 9.  c
5.  c 10.a



II. Short Answer Type Questions

1. Define  the  term  Regional  Trade  Agreements  (RTAs).  What  is  it’s
major advantage?

Source - ICAI, SM
Answer / Hint :
Regional  Trade  Agreements  (RTAs)  are  groupings  of  countries,
which  are formed  with  the  objective  of  reducing  barriers  to  trade
between  member countries.;  not  necessarily  belonging  to  the  same
geographical  region.  They reduce  trade  barriers  on  a  reciprocal  and
preferential  basis  for  only  the members of the group.

2. What is meant by ‘free trade area’?
Source - ICAI, SM

Answer / Hint :
Free-trade area is a group of countries that eliminate all tariff barriers on
trade with each other and retains independence in determining their
tariffs with non- members. Example: NAFTA

3. What is the key feature of Monetary Union?
Source - ICAI, SM

Answer / Hint :
In a Monetary Union, members share a common currency and
macroeconomic policies. For example, the euro zone countries implement
and adopt a single currency.

4. What are the peculiarities of the GATT?
Source - ICAI, SM

Answer / Hint :
General Agreement on Tariffs and Trade (GATT) (1948 to 1994) provided
the rules  for  much  of  world  trade;  it  was  only  multilateral
instrument  governing international trade or a provisional agreement
along with the two full fledged “Bretton Woods” institutions, the World
Bank and the International Monetary Fund.
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5. What are the major functions of the WTO?
Source - ICAI, SM

Answer / Hint :
The principal objective of the WTO is to facilitate the flow of international
trade smoothly, freely, fairly and predictably. The WTO does its functions
by acting as a forum for trade negotiations among member governments,
administering trade  agreements, reviewing  national  trade  policies,
assisting  developing countries  in  trade  policy  issues,  through
technical  assistance  and  training programmes and cooperating with
other international organizations.

6. What do you understand by the term ‘Most-favoured-nation’ (MFN)?
Source - ICAI, SM

Answer / Hint :
Under the WTO agreements, countries cannot normally discriminate
between their trading partners. If a country lowers a trade barrier or
opens up a market, it has to do so for the same goods or services from all
other WTO members.

7. What is meant by ‘National Treatment Principle’?
Source - ICAI, SM

Answer / Hint :
With respect to internal taxes, internal laws, etc. applied to imports,
treatment not less favourable than that which is accorded to like domestic
products must be  accorded  to  all  other  members;  i.e  a  country
should  not  discriminate between its own and foreign products, services
or nationals.

8. How does the WTO agreement ensure market access?
Source - ICAI, SM

Answer / Hint :
The  WTO  aims  to  increase  world  trade  by  enhancing  market  access
by converting  all  non- tariff  barriers  into  tariffs  which  are  subject  to
country specific limits. Further, in major multilateral agreements like the
Agreement on Agriculture  (AOA),  specific  targets  have  been  specified
for  ensuring  market access.
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9. Describe the functioning of the dispute settlement mechanism?
Source - ICAI, SM

Answer / Hint :
The disputes can be referred to the WTO and can pursue a carefully
mapped out, stage-by-stage procedure that includes the possibility of a
judgment by a panel of experts, and the opportunity to appeal the ruling
on legal grounds.  The decisions of the dispute settlement body are final
and binding.

10. What  is  the  major aim of the  agreement on  the  ‘Application of
Sanitary  and Phytosanitary (SPS) Measures’?

Source - ICAI, SM
Answer / Hint :
To prevent sanitary and phytosanitary measures from being used for
arbitrary or  unjustifiable  discrimination  or  for  camouflaged  restraint
on  international trade and to minimize their adverse effects on trade.

11. What purpose does the Agreement on Technical Barriers to Trade (TBT)
serve?

Source - ICAI, SM
Answer / Hint :
Agreement on Technical Barriers to Trade (TBT) aims to prevent
standards and conformity assessment systems from becoming
unnecessary trade barriers by securing their transparency and
harmonization with international standards.

12. What  does  the  agreement  on  Trade-Related  Investment  Measures
(TRIMs) stipulate?

Source - ICAI, SM
Answer / Hint :
Establishes  disciplines  governing investment  measures  in  relation  to
cross- border investments by stipulating that countries receiving foreign
investments shall  not  impose  investment  measures  such  as
requirements,  conditions  and   restrictions  inconsistent  with  the
provisions  of  the  principle  of  national treatment and general
elimination of quantitative restrictions.
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13. What  do  you  understand  by  agreement  on  Trade-Related  Aspects
of Intellectual Property Rights (TRIPS)?

Source - ICAI, SM
Answer / Hint :
This agreement  stipulates  most-favored-nation  treatment  and  national
treatment for intellectual properties.
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III. Long Answer Type Questions

1. Distinguish  between  different  types  of  regional  trade  agreements?
How  are they different from the WTO agreements?

2. Summarize the course of the history of trade negotiations. What are the
major areas in which trade negotiations were undertaken?

3. Describe the structure and guiding principles of the World Trade
Organization

4. Give an overview of the WTO agreements
5. List  out the major concerns in respect of functioning of the WTO
6. Do  you  agree  with  the  statement  that  the  WTO  disproportionately

benefits developed nations and impoverished developing nations?
7. What is the objective behind limiting protection by tariffs only? How

does it promote international trade?
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IV. Applications Oriented Question

Case Scenario
India aims to become   a global leader in solar energy and for achieving
this; the Jawaharlal  Nehru  National  Solar  Mission  (JNNSM) was
launched  in  2010.  To persuade and to promote producers to participate
in the national solar programme, the government planned long-term
power purchase agreements with solar power producers, thus
effectively guaranteeing the sale of the energy produced as well as the
price that solar power producers could obtain. However, there was a
stipulation that the producers should use domestically sourced inputs,
namely solar cells and modules. India lost the case in DSB and WTO
has ruled against the stipulation of local content requirements by
government of India.

Answer the following questions
i. How does the ‘local content requirements’ clause violate the WTO

agreements?
ii. Do you think Indian domestic solar power industry will be affected

when India scraps the local-sourcing regulation as per the ruling of
WTO?

Source - ICAI, SM
Answer / hint :
i. Local-sourcing regulation is considered as a protectionist measure

inconsistent with India’s international obligations under WTO
agreement. Discrimination on the basis of the national ‘origin’ of the
cells and modules is a violation of its trade  commitment  for  ‘national
treatment  obligation’  under  WTO. If  the objective  is cost  reduction
and  efficiency,  then  the  solar  power  producers should be free to
choose energy-generation equipments and components on the basis of
price and quality, irrespective of whether they are manufactured
locally or not.  By mandatorily requiring solar power producers to buy
locally, the  government  has,  it  is  argued,  tried  to  distort
competition.  This  imposes extra cost, and may possibly be passed on
to the final consumers. Therefore, the interests of the consumers will
not be protected.
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ii. The  market  forces  would  prevail  in  respect  of  solar  energy
production -The import competing domestic industry of solar panels
and modules may face stiff competition  from  imported  items,
especially  those  from  China.  Indian  solar industry is in its infancy.
Possibility of subsidized imports and dumping from different
countries. India can evoke anti dumping duties, countervailing duties
and safe guards as provided for in WTO agreements. Need for
innovation, cost reduction  and  quality  improvement  of  Indian solar
industry  to  compete  with global  manufacturers.  Since  clean  energy
is  a  merit  good,  government  may produce and  supply  it directly -
economies  of  large  scale  production can be reaped leading to cost
and price reduction.
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II. Short Answer Type Questions

1. How do governments ensure that market power does not create

distortions in the market?

2. Describe direct government actions to solve negative externalities.

3. What are the relative advantages of market based interventions?

4. Account  for  the  difficulties  in  determination  of  level  of  taxes  to

solve  the problems associated with market failure?

5. Why do governments provide public goods?

6. Define demerit good and point out its characteristics

7. What are the different options for providing merit goods to the public?

8. What are the consequences if demerit goods are left to free market?

9. Explain why governments impose taxes on goods and services?

10. Explain why governments provide subsidies?  Illustrate  a  few  examples

of subsidies.

11. Explain why governments impose price ceilings?

12. How do you justify food price controls and rent controls?

13. Describe the effects of price ceilings with examples

14. Illustrate the impact of a price ceiling on market outcomes.

15. Explain why governments impose price floors?

16. Describe the concept of price floors with examples.

17. Explain the rationale for price support for agricultural products

18. Why do governments fix minimum wages?
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III. Long Answer Type Questions

1. Do  you  think  government  intervention  in  markets  will  help  enhance
social welfare? Substantiate your arguments

2. Explain  the  intervention  strategies  of  government  to  bring  about
efficient market outcomes

3. Explain how government intervention can solve the problem of
externalities?

4. Explain  the  market  based  methods  for  solving  the  problems  of
negative externalities?

5. Explain  the  effectiveness  of  regulatory  mechanisms  for  mitigating
market failure?

6. What  is  the  rationale  behind  the  argument  that  public  goods  should
be provided by government?

7. Why do you think it is necessary for the government to manipulate the
price and output of commodities and services? What consequences do
you foresee in the absence of government intervention?
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IV. Applications Oriented Question

1. The pharmaceutical industry is involved  in innovation, development,
production, and marketing of medicines in India.  Ensuring the
availability of lifesaving  drugs  at  reasonable  prices  is  the  duty  of
the  government.  The National  Pharmaceutical Pricing  Authority
(NPPA)  is  the  watchdog  in  India, which controls the prices of drugs.
Government has to consider the interest of both the producers and the
buyers.

Questions
i. Elucidate the market outcomes if matters relating to drugs are

entirely left to the pharmaceutical industry.
ii. Appraise  the  need  for  government  action  in  the  above case.  Do

you consider government action necessary in the case of medicines?
Why?

iii. What are the different policy options available to government to
meet its public health objectives?

Source - ICAI, SM
Answer / Hint :
i. Essential  commodity – Left  to  market  there  may  be  inefficiency

and possible market power – likely to charge  higher prices than
competitive prices- Price  controls  are  put  in place  by  governments
to  influence  the outcomes  of  a  market- Policy  options  for  limiting
market  power  also include price regulation in the form of setting
maximum prices that firms can  charge- In  some  cases,  the
government‘s  regulatory  agency determines an acceptable rate-of
return - setting price-caps based on the firm’s  variable  costs,  past
prices,  and  possible  inflation  and  productivity growth regulation
price, so as to ensure a competitive or fair rate of return.  Legislation,
regulation in  terms  of price  controls,  selection and  listing of items
to be included in price control, care to be taken not to damage the
incentives of producers. Illustrate with figures
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ii. Merit good- merit goods are rival, excludable, limited in supply,
rejectable by those unwilling to pay, and involve positive marginal
cost for supplying to  extra  users.  Positive  externalities- Left  to  the
market,  only  private benefits  and  private  costs  would  be  reflected
in  the  price paid  by consumers.  This  means,  compared  to  what  is
socially  desirable,  people would consume inadequate quantities.

iii. Merit goods can be provided through the market, but are likely to be
under produced and under-consumed through the market
mechanism so that social welfare will not be maximized - This is a
strong case for government intervention.  Government  intervention
in  the  form  of  direct  provision, regulation, licensing and controls.
Illustrate with figure:  Market outcome for merit goods.

2. The draft of New Education Policy, 2016 proposes key changes in
government’s policy  towards  education.    Explain  the  rationale  for
government  action  to streamline the education system in the county.

Source - ICAI, SM
Answer / Hint :
Merit  good  (Refer  hints  to  question  1  above  )  Illustrate  with  figure:
Market outcome for merit goods.

3. The  Commission  for  Agricultural  Costs  and  Prices  (CACP)  advises
the government on minimum support prices of 23 agricultural
commodities which comprise 7 cereals, 5 pulses, 7 oilseeds, and 4
commercial crops.
i. What is the underlying principle of minimum support prices? Do

you think MSP is a form of market intervention? Why?
ii. Why do you consider free markets undesirable for the above

mentioned agricultural commodities?
Source - ICAI, SM
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Answer / Hint :
i. Influence  the  outcomes  of  a  market on  grounds  of  fairness  and

equity- strong political demand for government intervention - Price
intervention for ensuring stable prices and stable incomes to producers
- market-based incentives to ensure steady output, outcomes of higher
than equilibrium price. Illustrate with figures

ii. Markets  for  primary  products  are  subject  to  extreme  as  well  as
unpredictable  fluctuations  in  price – Income  elasticity  of  demand
for primary products is less than one – need to guarantee steady and
assured incomes to farmers - Minimum Support Price (MSP)
programme as well as procurement by government agencies at the set
support prices - Illustrate with figure : Market outcome of minimum
support price- When price floors are  set  above  market  clearing price,
suppliers  are  encouraged  to  over- supply and there would be an
excess of supply over demand – limitations -possible government
failure
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V. Other Problems

1. Describe price ceilings with examples.
Source - ICAI,RTP - November 2018

Answer / Hint :
Price ceiling is a government intervention in regulated market economies
wherein an upper  limit  is  set  on  the  price  charged  for  a  product  or
service  and  the  sellers  are bound to abide by such limits. The objective
is to influence the outcomes of a market on grounds of fairness and
equity. When prices of certain essential commodities rise excessively,
government  may  resort  to  controls  in  the  form  of  price  ceilings
(also called  maximum  price)  for  making  a resource  or  commodity
available  to  all  at reasonable  prices.  Rent  controls,  setting  of
maximum  prices  of  food  grains  and essential  items  during  times  of
scarcity  etc  are  examples  of  price  ceiling.  A  price ceiling which is set
below the prevailing market clearing price will generate excess demand
over supply and shortages will result.

2. Which  types  of  Government  interventions  are  applied  for
correcting  information failure?

Source - ICAI, Exam - May 2018
Answer / Hint :
Government  Interventions: For  combating  the  problem  of  market
failure  due  to information failure the following interventions are
resorted to:
 Government  makes  it  mandatory  to  have  accurate  labelling  and

content disclosures by producers.
 Public  dissemination  of  information  to  improve  knowledge  and

subsidizing  of initiatives in that direction.
 Regulation  of  advertising  and  setting  of  advertising  standards  to

make advertising more responsible, informative and less persuasive.
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A  few  examples  are : SEBI  mandates  on  accurate  information
disclosure  to prospective  buyers  of  new  stocks,  mandatory  statutory
information, licensing of doctors practicing medicine, awareness
campaigns and funding of organisations to influence public, media and
government attitudes.
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UNIT IV: FISCAL POLICY

LEARNING OUTCOMES

At the end of this unit, you will be able to:

 Define fiscal policy and list out its objectives

 Distinguish between discretionary and non- discretionary fiscal policy

 Explain the various instruments of fiscal policy

 Describe the expansionary and contractionary fiscal policies

 Illustrate the use of fiscal policy for redistribution and economic growth

 Elucidate the limitations fiscal policy

CHAPTER
PUBLIC FINANCE2
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UNIT OVERVIEW

Public Finance

Fiscal Policy

Objectives of
Fiscal Policy

Automatic
Stabilizers Versus

Discretionary
Fiscal Policy

Instruments of
Fiscal Policy

Types of
Fiscal Policy
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LECTURE NOTES

MACROECONOMIC STABILISATION

1. Fiscal policy refers to those economic policies which are drawn and
implemented by the Government and relate to Government expenditure,
taxes, transfer payments, budget and public debt with a view to influence
the level of economic activity, employment and price levels.

2. Business cycle refers to fluctuations in the level of economic activity.

3. The term macro - economic stabilisation refers to moderating the business
cycle, i.e. reducing the level of recession and expansion.
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4. The following diagram shows how the economy shifts from one phase to
the other phase of the business cycle:

5. According to classical economists, economy is generally in equilibrium as
there are built in mechanisms which operate and move the economy
towards equilibrium. These built in mechanisms are known as automatic
stabilisers or non-discretionary fiscal policy.
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For instance during recession, low income leads to lower tax collections
and higher unemployment compensation. This automatically pulls the
economy out of recession.

Similarly, during boom, higher income leads to higher taxes and lower
unemployment compensation. This brings the economy back to full
employment equilibrium.

Thus classical economists are against discretionary fiscal policy to be used
as a tool to moderate business cycle. According to them, wage rates are
flexible both upwards and downwards. So if there is a recessionary gap and
large scale unemployment, wage rate will fall, such that AS curve will shift
to the right restoring full employment output.

During the great depression of the 1930's there was large scale unemployment
and it continued as wage rate did not fall. Keynes therefore come of with the
prescription of "Counter Cyclical Aggregate Demand Management".
According to Keynes, wages rates are inflexible downwards and will not fall.
SRAS will never shift to the right (of course in the very long run when
everyone is dead). So Government should use fiscal policy as a strong tool to
manage business cycles. Keynes favored discretionary fiscal policy.
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The following two diagram shows how expansion fiscal policy (T↓, G↑) can be
used to fight recession and how contractionary fiscal policy (T↑, G↓) can be
used to fight inflation i.e. demand pull inflation.
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6. In relation to expansionary fiscal policy which is used to fight recession, we
advice running a budget deficit.
In relation to contractionary fiscal policy which is used to fight inflation, we
advice running a budget surplus.

7. Tools of fiscal policy

 Government Spending

Government Spending

 Taxes (Personal Tax as well as Business Tax)

Note : High tax rate is criticised as it will result in distinctive to work-bring
down investment and aggregate output.

When private spending becomes
deficient certain volume of
public spending will help to
revive the economy.

Pump Priming Compensation
Spending

is said to be resorted to when the
Government spending is carried
out with the obvious intent to
compensate the deficiency  in
private investment.
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 Public Debt

Public Debt

Note : Fiscal policy specifically expansionary fiscal policy result in budget
deficit. In order to finance the deficit, government will borrow from
within India (internal debt) and outside India (external debt). This
will raise interest rate in India and crowding out private spending.
This is a limitation of fiscal policy.

Budget

8. Fiscal policy aimed at reducing inequality of income and wealth.
 Progressive tax structure
 Fiscal incentives provided for setting up Factories in backward region
 Higher GST on luxury goods and lower GST on essential commodities.
 provided food grains at subsidised prices to families.
 Social security schemes

Note : This objective of equitable distribution of Income and wealth
conflicts with the objective of effectives. For instance higher tax
rate for rich people act as a disincentive to work.

Internal
(within India)

External
(from abroad)

Budget deficit
(to fight recession)

Budget surplus
(to fight inflation)
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9. Limitations of Fiscal policy
 Conflicting objective - think efficiency v/s fairness
 lag i.e delay -

i. recognition lag i.e delay in recognising the need for policy action
ii. decision  lag i.e. delay in deciding the appropriate policy action.
iii. implementation lag i.e delay in legislative implementation of the

decision taken.
iv. impact lag i.e. delay in the policy action impact the real economy.

 Crowding out
 Lack of integrity on the part of the govt.
 We know there is imperfect information and therefore even govt. can

make mistakes.
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ADDITIONAL NOTES
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SUMMARY

 From  a  macro-economic  perspective,  the  focus  of  fiscal  policy  is  on
the aggregate  economic  activity  of  governments,  say,  aggregate
expenditure, taxes, transfers and issues of government debts and deficits
and their effects on  aggregate economic  variables  such  as  total  output
total  employment, unemployment rate, inflation, overall economic growth
etc.

 Laissez-faire approach advocated limited role of government resulting in
non recognition of the significance of fiscal policy as a strategy for
achieving certain socio economic objectives till 1930.

 Through  the  use  of  budgetary  instruments,  such  as  public  revenue,
public expenditure,  public  debt  and  deficit  financing,  governments
intend  to favourably influence the level of economic activity of a country.

 The objectives of fiscal policy may vary from country to country, but
generally they  are:  achievement  and  maintenance  of  full  employment,
maintenance  of price stability, acceleration of the rate of economic
development and equitable distribution of income and wealth.

 Fiscal policy involves the use of government spending, taxation and
borrowing to  influence  both  the  pattern  of  economic  activity  and  level
of  growth  of aggregate demand, output and employment.

 Non-discretionary      fiscal  policy  or  automatic  stabilizers  are  part  of
the structure  of  the  economy  and  are  ‘built-in’  fiscal  mechanisms  that
operate automatically to reduce the expansions and contractions of the
business cycle.

 Automatic stabilisation occurs through automatic adjustments in
government expenditures  and  taxes  without  any  deliberate
governmental  action  i.e.  by limiting the increase in disposable income
during an expansionary phase and limiting the decrease in disposable
income during the contraction phase of the business cycle.

 During  recession  incomes  are  reduced  leading  to  lower  tax  payments.
Government expenditures increase due to increased transfer payments.
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These together  provide  proportionally  more  disposable  income
available  for consumption spending to household

 When  an  economy  expands,  employment  increases,  incomes  rise  and
the amount of transfer payments decline resulting in proportionally less
disposable income available for consumption expenditure

 Discretionary fiscal policy refers to deliberate policy actions on the part of
the government  to  change  the  levels  of  expenditure  and  taxes  to
influence  the level of national output, employment and prices.

 Since  GDP = C + I + G + NX, governments can influence economic  activity
(GDP), by controlling G directly and influencing C, I, and NX indirectly,
through changes in taxes, transfer payments and expenditure.

 The Keynesian school is of the opinion that fiscal policy can have very
powerful effects in altering aggregate demand, employment and output in
an economy when the economy is operating at less than full employment
levels and when there is a need to offer stimulus to demand.

 The tools of fiscal policy are taxes, government expenditure, public debt
and the   budget.

 Expansionary  fiscal  policy  is  designed  to  stimulate  the  economy
during  the contractionary  phase  of  a  business  cycle    and  is
accomplished  by  increasing aggregate  expenditures  and  aggregate
demand  through  an  increase  in  all types of government spending and /
or a decrease in taxes

 Contractionary  fiscal  policy  is  designed  to  restrain  the  levels  of
economic activity  of  the  economy  during  an  inflationary  phase  by
decreasing  the aggregate expenditures and aggregate demand through a
decrease in all types of government spending and/ or an increase in taxes

 A recession sets in with a period of declining real income, as measured by
real GDP and a situation of rising unemployment.

 A recessionary gap, also known as a contractionary gap, is said to exist if
the existing levels of aggregate production is less than what would be
produced with the full employment of resources
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 Government  expenditure, an  important  instrument  of fiscal  policy,
generates incomes and also has indirect effect in the form of working of
multiplier.

 Pump priming  means  that  when private spending becomes  deficient,
certain volumes of public spending will help to revive the economy.

 Compensatory  spending  is  said  to  be  resorted  to  when  the
government spending  is  carried  out  with  the  obvious  intention  to
compensate  the deficiency in private investment.

 Taxes determine the size of disposable income in the hands of general
public which  in  turn  determines  aggregate  demand  and  possible
inflationary  and deflationary gaps

 During recession and depression, the tax policy is framed to encourage
private consumption  and  investment.  A  general  reduction  in  income
taxes,  low corporate taxes increase aggregate demand and investments
respectively.

 During  inflation  new  taxes    can  be  levied  and  the  rates  of  existing
taxes  are raised to reduce disposable incomes and to  wipe off the surplus
purchasing power

 Borrowing from the public through the sale of bonds and securities curtails
the aggregate  demand  in  the  economy.  Repayments  increase  the
availability  of money in the economy and increase aggregate demand.

 Budget  is  widely used      as  a  policy  tool  to  stimulate  or  contract
aggregate demand as required.

 Fiscal policy also aims to attain long-run economic growth through policies
to stimulate  aggregate  supply.  Fiscal  policy  is  a  chief  instrument
available  for governments  to  influence  income  distribution  and  plays  a
significant  role  in reducing inequality and achieving equity and social
justice.

 Contrationary fiscal policy is aimed at eliminating inflationary gaps and to
trim down  the  aggregate  demand  by  decrease  in  government  spending
and  an increase  in  personal  income  taxes  and/or  business  taxes
causing  less disposable incomes and lower incentives to invest.
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 Fiscal policy suffers from limitations such as limitations in respect of choice
of appropriate policy, recognition lag,  decision lag, implementation lag,
impact lag, inappropriate  timing, difficulties of forecasting due to
uncertainties, possible  conflicts  between  different  objectives,  possibility
of  generating disincentives , practical difficulty to  reduce government
expenditures and the possibility of certain fiscal measures replacing
private spending  or crowding out private spending.
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PRACTICE PROBLEMS

I. Multiple Choice Type Questions

1. If Real  GDP is  continuously  declining  and  the  rate  of  unemployment
in  the economy is increasing , the appropriate policy should be to
a. Increase taxes and decrease government spending
b. Decrease both taxes and government spending
c. Decrease taxes and increase government spending
d. Either ( a)  or (c)

2. Which  of  the  following  are  likely  to  occur  when  an  economy  is  in
an expansionary phase of a business cycle?
A. Rising unemployment rate
B. Falling unemployment rate
C. Rising inflation rate
D. Deflation
E. Falling or stagnant wage for workers
F. Increasing tax revenue
G. Falling tax revenue
a. A, B and F are most likely to occur
b. B,  C and  F and are most likely to occur
c. D,  E  and  F are most likely to occur
d. A,  E  and G are most likely to occur

3. Fiscal policy refers to
a. use of government spending, taxation and borrowing to influence the

level of economic activity
b. government activities  related to use of government spending for

supply of essential goods
c. use  of  government  spending,  taxation  and  borrowing    for

reducing  the fiscal deficits
d. (a) and (b)  above



ECONOMICS FOR FINANCE

SANJAY SARAF SIR 99

4. During recession fiscal policy of the government should be directed
towards
a. Increasing the taxes and reducing the aggregate demand
b. Decreasing taxes to ensure higher disposable income
c. Increasing government expenditure and increasing taxes
d. None of the above

5. Automatic stabilizers
a. work towards stimulating aggregate spending during economic

expansion and reducing aggregate spending during the recessionary
phase.

b. provide  proportionally  more  disposable  income  available  for
consumption spending to households during expansion

c. work towards stimulating aggregate spending during  the
recessionary phase and reducing aggregate spending during economic
expansion.

d. provide  proportionally  less  disposable  income  available  for
consumption spending to households during contraction

6. Discretionary fiscal policy
a. refers  to  the  working  of  built  in  stabilizers  to  change  the  levels

of expenditure  and  taxes  to  influence  the  level  of  national  output,
employment and prices

b. refers to how governments may directly as well as indirectly influence
the level of taxes to attain export competitiveness

c. refers to deliberate policy actions on the part of the government to
change the  levels  of  expenditure  and  taxes  to  influence  the  level
of  national output, employment and prices

d. refers to deliberate policy actions on the part of the government to
change the composition of taxes to influence compliance
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7. Keynesian economists believe that
a. fiscal policy can have very powerful effects in altering aggregate

demand, employment and output in an economy
b. when  the  economy  is  operating  at  less  than  full  employment

levels  and when there is a need to offer stimulus to demand fiscal
policy is of great use

c. Wages  are  flexible  and  therefore  business  fluctuations  would  be
automatically adjusted

d. (a) and(b) above

8. Which  of  the  following  may  ensure  a  decrease  in  aggregate  demand
during inflation
a. decrease in all types of government spending and/ or an increase in

taxes
b. increase in government spending and/ or a decrease in taxes
c. decrease in government spending and/ or an decrease in taxes
d. All the above

9. A recession is characterized by
a. Declining prices and rising employment
b. Declining unemployment and rising prices
c. Declining real income and rising unemployment.
d. Rising real income and rising prices

10. Discretionary fiscal policy differs from non discretionary fiscal policy in
which of the following manner?
a. Discretionary  fiscal  policy  is  concerned  with  government  spending

and non discretionary fiscal policy deals with tax policy
b. Discretionary  fiscal  policy  is  concerned  with  government  spending

and non discretionary fiscal policy deals  government revenues
c. Discretionary fiscal policy is concerned with deliberate actions on the

part of the government and non discretionary fiscal policy works
automatically

d. Discretionary  fiscal  policy  is  built  into  the  system  and  non
discretionary fiscal  policy  is  concerned  with  deliberate  actions  on
the  part  of government
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11. Which one of the following is an example of discretionary fiscal policy?
a. A tax cut aimed at increasing the disposable income and spending
b. A reduction in government expenditure to contain inflation
c. An increase in taxes and decrease in government expenditure  to

control  inflation
d. All the above

12. Which of the following would illustrate a recognition lag?
a. The time required to identify the appropriate policy
b. The time required to identify to pass a legislation
c. The time required to identify the need for a policy change
d. The time required to  establish the outcomes of  fiscal policy

13. An  expansionary  fiscal  policy,  taking  everything  else  constant,  would
in  the short-run have the effect of
a. a relative large increase in  GDP and a  smaller increase in price
b. a relative large increase in price , a relatively smaller increase in GDP
c. both GDP and  price will be  increasing  in the same proportion
d. both GDP and  price will be  increasing  in a smaller proportion

14. Which statement (s) is (are) correct about crowding out?
I. A decline  in  private  spending  may  be  partially  or  completely

offset  the expansion  of  demand  resulting  from  an  increase  in
government expenditure.

II. Crowding out effect   is the negative effect fiscal policy may generate
when money from the private sector is ‘crowded out’ to the public
sector.

III. When  spending  by  government  in  an  economy  increases
government spending would be crowded out.

IV. Private investments, especially the ones which are interest –sensitive,
will be reduced if interest rates rise due to increased spending by
government
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a. I  and III only
b. I, II, and III
c. I, II, and IV
d. III only

15. Which  of  the  following  policies  is likely  to  shift  an  economy’s
aggregate demand curve to the right?
a. Increase in government spending
b. Decrease in taxes
c. A tax cut along with increase in public expenditure
d. All the above

16. Identify the incorrect statement
a. A  progressive  direct  tax  system  ensures  economic  growth  with

stability because it distributes the burden of taxes equally
b. A  carefully  planned  policy  of  public  expenditure  helps  in

redistributing income from the rich to the poorer sections of the
society.

c. There  are  possible  conflicts  between  different  objectives  of  fiscal
policy such  that  a  policy  designed  to  achieve  one  goal  may
adversely  affect another

d. An  increase  in  the  size  of  government  spending  during recessions
may possibly ‘crowd-out’ private spending in an economy.

ANSWERS
1.  c 7.  d 13. a
2.  b 8.  a 14. c
3.  a 9.  c 15. d
4.  b 10. c 16. a
5.  c 11. d
6.  c 12. c
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II. Short Answer Type Questions

1. Define fiscal policy.
Source - ICAI, SM

Answer / Hint :
Use  of  government  spending,  taxation  and  borrowing  to  influence
both  the pattern of economic activity and level of growth of aggregate
demand, output and employment.

2. Distinguish between discretionary and non discretionary fiscal policy
Source - ICAI, SM

Answer / Hint :
Automatic stabilisation occurs through automatic adjustments in
government expenditures  and  taxes  (non-discretionary  policy)  without
any  deliberate governmental action - stimulate aggregate spending
during the recessionary phase  and  reduce  aggregate  spending  during
economic  expansion. Discretionary fiscal policy ( refer hint  (1)  above)

3. Explain how automatic stabilization brings in stability in an economy.
Source - ICAI, SM

Answer / Hint :
Refer hint (2 )above

4. How do built-in stabilizers combat demand-pull inflationary pressures?
Source - ICAI, SM

Answer / Hint :
Employment increases, with progressive system of taxes - higher taxes -
lower disposable incomes - higher corporate tax payments- lower surplus
- decline in consumption and investments – decline in aggregate demand.

5. What are the symptoms of the beginning of a recession?
Source - ICAI, SM
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Answer / Hint :
Declining GDP - growing unemployment- declining prices – lower
aggregate demand

6. Explain the  term recessionary gap’.
Source - ICAI, SM

Answer / Hint :
Also  known  as  a  contractionary  gap,  the  difference  between  the
actual aggregate demand and the aggregate demand which is required to
establish the equilibrium at full employment level of income.

7. What is the consequence excessive taxation will have on business?
Source - ICAI, SM

Answer / Hint :
Less potential profits - disincentives- stifles new investments less growth

8. Describe the term expansionary fiscal policy.
Source - ICAI, SM

Answer / Hint :
Designed to stimulate the economy – aim to increase aggregate
expenditures and aggregate demand- increase in government spending
and / or a decrease in taxes.

9. What is meant by crowding out?
Source - ICAI, SM

Answer / Hint :
Negative  effect  fiscal policy  when  spending  by  government  in  an
economy replaces private spending -money from private sector is
‘crowded out’ to the public sector- decline in private spending - fiscal
policy becomes ineffective

10. Explain the use of fiscal policy for economic growth.
Source - ICAI, SM
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Answer / Hint :
Expenditure on  developmental  activities - public  goods  such  as
education, research  and  development  etc. - tax  policy  that  rewards
innovation  and entrepreneurship

11. What are the measures undertaken in a contractionary fiscal policy?
Source - ICAI, SM

Answer / Hint :
Deliberate policy to curtail aggregate demand - eliminate an inflationary
gap – reduce  the  level  of  economic  activity -decrease  in  government
spending - increase  in  personal  income  taxes  and/or  business  taxes -
a  combination  of decrease in  government  spending  and  increase  in
personal  income  taxes and/or business taxes.

12. Point out the limitations fiscal policy.
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III. Long Answer Type Questions

1. Explain the role of fiscal policy in achieving economic stability.
2. Define the terms ‘recessionary gap’ and ‘inflationary gap’. What would be

the appropriate  fiscal  policy  measures  to  eliminate  recessionary  gap’
and ‘inflationary gap’? Illustrate your answer.

3. Explain the term contractionary fiscal policy. What are limitations in
pursuing a contractionary fiscal policy?

4. Under what circumstances do governments pursue expansionary fiscal
policy? What are the instruments for expansionary fiscal policy?

5. List  out  the  factors  that  limit  the  effectiveness  of  fiscal  policy?
Explain  the possible impacts on private sector?

6. Using  aggregate demand  and  supply  diagrams,  examine  the  impact of
fiscal policy on national output.

7. Unemployment and recessionary trends can be solved through the use of
fiscal policies.  Do you agree? Justify your answer.
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IV. Application Oriented Questions

1. The  government  of  Country  X,  an  underdeveloped  country,  having
a  severe problem  of  unemployment  of  labour  embarks  on  a
massive  development programme. It has recognized the imminent
need for boosting up investments to take the country to a higher than
average growth trajectory. The following steps were taken by the
government:
i. Invited tenders for a huge net work of highways, solar energy

generation, communication systems ad computerized systems
ii. Large number of schools throughout the country
iii. Research grants for universities and private research institutes
iv. Announced a number of free health care programmes for all
v. All citizens assured of social security
vi. Increase in payments under existing social security schemes
vii. Tax exemption limit raised for individuals, instituted progressive

taxes with high marginal rates - increased corporate taxes

Very soon prices started spiraling and there was general unrest among
people especially the poor.

i. Analyze each of the above measures from a fiscal policy
perspective.

ii. Why did overall prices increase?
iii. What policies do you suggest to solve the problem of price rise?
iv. What are the limitations?

Source - ICAI, SM
Answer / Hint :
i. Fiscal  policy  aimed  at  economic  growth  and  desired

redistribution  of income - This is done through spending
programmes targeted on welfare measures for the disadvantaged for
e.g. poverty alleviation programmes, free  or  subsidized  amenities
to improve  the  quality  of  living  of  poor, infrastructure  provision
on  a  selective  basis,  strengthening  of  human capital for enhancing
employability, Government provision of public goods such as
education, research and development etc. provide momentum for
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long-run  economic  growth - A  well  designed  tax  policy  that
rewards innovation and entrepreneurship,  without  discouraging
incentives  will promote private businesses  who  wish  to  invest  and
thereby  help  the economy  grow- A  progressive  direct  tax  system
ensures that those  who have greater ability to pay  contribute more
towards defraying the expenses  of  government  and  that  the  tax
burden  is  distributed  fairly among  the  population- carefully
planned policy of public  expenditure helps in redistributing income
from the rich to the poorer sections of the society-

ii. Conflict  with  stabilization  functions  of  state  policy - Government
expenditure injects more money into the economy and stimulates
demand in each case, disposable incomes increase- aggregate demand
increases – illustrate with shift in  AD  curve- No  corresponding
increase  in  output-- inflation sets in

iii. Remedy through fiscal policy- reduce aggregate demand –
contractionary fiscal policy–increase aggregate    supply - illustrate
using figure

iv. Conflict of objectives - Possible lags - long gestation periods -
politically unviable to reduce expenditure-high taxes lead to
disincentives to invest.

2. In the above example, suppose that the increase in government
spending has been ` 5 billion.  Assume that the marginal propensity to
consume of people is equal to 0.6.
i. what will be the government spending multiplier
ii. What impact would a `5 billion increase in government

expenditure have on equilibrium GDP?
Source - ICAI, SM

Answer / Hint :
i. The government spending multiplier when the MPC is 0.6, is 1/1-

MPC = 2.5.
ii. A ` 5 billion increase in government expenditure will change the

GDP by ` 12.5 billion if the MPC = 0.6.
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V. Other Problems

1. Examine what types of fiscal policy measures are useful for
redistribution of income in an economy?

Source - ICAI,RTP - May 2018
OR

Fiscal policy plays a significant role in reducing inequality and
achieving equity and social justice. Do you agree? Substantiate your
answer with examples.

Source - ICAI,RTP - November 2018
Answer / Hint :
Many developed and developing economies are facing the challenge of
rising inequality in incomes and opportunities. Redistribution  of income
to  ensure  distributive  justice  is essentially a fiscal function.  Fiscal policy
is a chief instrument available for governments to  influence  income
distribution and plays a significant role in reducing inequality  and
achieving equity and social justice. The distribution of income in the
society is influenced by fiscal policy both directly and indirectly. While
current disposable incomes of individuals and corporates are dependent
on direct taxes, the potential for future earnings is indirectly influenced by
the nation’s fiscal policy choices.

Government revenues and expenditure have traditionally  been  regarded
as important instruments for carrying out desired  redistribution  of
income. Each of these can be manipulated to achieve desired
distributional effects.
 A progressive direct tax system appropriately designed   to protect

incentives ensures that  those  who  have  greater  ability  to  pay
contribute  more  towards  defraying  the expenses  of  government
and that  the  tax  burden  is  distributed  fairly  among  the population.

 Indirect taxes can be differential: for example, the commodities which
are primarily consumed by the richer income group, such as luxuries,
are taxed  heavily  and the commodities the expenditure on which
form a larger proportion of the income of the lower income group,
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such as necessities, are taxed light. Property taxes act both as a source
of revenue and as an efficient redistributive instrument.

 A carefully planned policy of public expenditure helps in
redistributing income from the  rich  to  the  poorer  sections  of  the
society.    This  is  done  through  spending programmes targeted on
welfare measures for the disadvantaged, such as :
i. poverty alleviation programmes
ii. free or subsidized medical care, education, housing, essential

commodities etc. to improve the quality of living of poor
iii. infrastructure provision on a selective basis
iv. various social security schemes and more efficient social transfers

under which people  are  entitled  to  noncontributory,  means-
tested  social  pensions, conditional  cash  transfer  programs,
unemployment  relief,  sickness  allowance etc.

v. subsidized production of products of mass consumption
vi. public  production  and/  or  grant  of  subsidies  to  ensure

sufficient  supply  of essential goods, and
vii. strengthening of human capital for enhancing employability etc.
The design of redistribution policies should justify  both
redistributive and efficiency objectives. Choice of a progressive tax
system with high marginal taxes may act as a strong  deterrent  to
work,  save  and  invest.  Therefore, the tax structure has to be carefully
framed to mitigate possible adverse impacts on production and
efficiency. Additionally, the redistributive fiscal policy and the extent
of spending on redistribution should be consistent with  the
macroeconomic  policy  objectives,  especially macroeconomic stability
of the nation.

2. Analyse what should be the tax policy during recession and depression?
Source - ICAI,RTP - May 2018
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Answer / Hint :
A recession is said to occur when overall economic activity declines, or in
other words, when  the  economy  ‘contracts’.    A  recession  sets  in  with
a  period  of  declining  real income,  as  measured  by real  GDP,
simultaneously  with  a  situation  of  rising unemployment.  If  an
economy  experiences  a  fall  in  aggregate  demand  during  a recession,
it is said to be in a demand-deficient recession. Economic depression is a
condition  of  the  economy  resulting  from  an  extended  period  of
negative  economic activity as measured by GDP. It is an extremely severe
form of recession that leads to extended unemployment, increased credit
defaults, extensive decline in output and income and a deflationary
economy.

Taxation,  though  less  effective  compared  to  public  expenditure,  is  a
powerful instrument  of  fiscal  policy  in  the  hands  of  governments  to
combat  recession  and depression.  Reduction in corporate and personal
income taxation is a useful measure to  overcome  contractionary
tendencies  in  the  economy. A  tax  cut  increases disposable  incomes  of
households. Their inclination to spend a portion of the additional
disposable  income  determined  by  their  marginal  propensity  to
consume and  the  multiplier  effect  of  spending  would  set  out  a  chain
reaction  of  spending, increased incomes,  and  consequent increased
output.  Reduction  in  the  rates  of commodity taxes like excise duties,
sales tax and import duty promote consumption and ultimately boost
investments. Moreover, tax measures can provide incentives, or reduce
disincentives, for firms and households to engage in investment and
consumer spending.

3. What should be the public revenue and expenditure policy during
recession?

Source - ICAI,RTP - November 2018
Answer / Hint :
Government’s fiscal policy for stabilization purposes attempts to direct
the actions of individuals and organizations by means  of  its  expenditure
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and  taxation decisions. During recession, an expansionary fiscal policy is
resorted to by government through increased aggregate spending to
compensate for the deficiency in effective demand. Increased government
expenditure (for example on building  infrastructure) injects more money
into  the  economy, initiate a series  of  productive  activities, stimulates
overall economic activities, employment and demand.

Production  decisions,  investments,  savings  etc  can  be  influenced  by
government’s tax policies. During recession, the government’s tax policy
is framed to encourage private  consumption  and  investment.  A  general
reduction in  income  taxes  leaves higher disposable incomes with people
inducing higher consumption. Low corporate taxes increase the prospects
of profits for business and promote further investment.

4. Distinguish between ‘pump priming’ and ‘compensatory spending’?
Source - ICAI,RTP - November 2018

Answer / Hint :
A distinction is made between the two concepts of public spending
during depression, namely, the concept of ‘pump priming’ and the
concept of 'compensatory spending'.  Pump  priming  involves  a  one-
shot  injection  of  government  expenditure  into  a depressed economy
with the aim of boosting business confidence and encouraging larger
private  investment.  It  is  a  temporary  fiscal  stimulus  in  order  to  set
off  the multiplier  process.  The  argument  is  that  with  a  temporary
injection  of  purchasing power into the economy through a rise in
government spending financed by borrowing rather  than  taxes,  it  is
possible  for  government  to  bring  about  permanent  recovery from a
slump. Pump priming was widely used by governments in the post-war
era in order to maintain full employment; however, it became discredited
later when it failed to  halt  rising  unemployment  and  was  held
responsible for inflation. Compensatory spending  is  said  to  be  resorted
to  when  the  government  spending  is  deliberately carried  out  with
the  obvious  intention  to  compensate  for  the  deficiency  in  private
investment.



ECONOMICS FOR FINANCE

SANJAY SARAF SIR 113

5. Describe the meaning and mechanism of 'crowding out' effect of public
expenditure.

Source - ICAI, Exam - May 2018
Answer / Hint :
Crowding Out:
Meaning
‘Crowding  out’  effect  is  the  negative  effect  fiscal  policy  may
generate  when spending by government in an economy substitutes
private spending. For example, if  government  provides  free  computers
to  students,  the  demand  from  students  for computers may not be
forthcoming.

Mechanism
The interest rates in an economy increase when:
 Government  increases  its  spending  by  borrowing  from  the

loanable  funds  from market and thus the demand for loans increases.
 Government increases the budget deficit by selling bonds or treasury

bills and   the amount of money with the private sector decreases.

Due to high interest, private investments, especially the ones which are
interest – sensitive, will be  reduced. Fiscal  policy  becomes  ineffective
as  the  decline  in private  spending  partially  or completely offset  the
expansion  in  demand  resulting from an increase in government
expenditure.

6. Explain the objectives of Fiscal Policy.
Source - ICAI, Exam - May 2018

Answer / Hint :
Objectives of Fiscal Policy
Fiscal Policy refers to the policy of government related to public revenue
and public expenditure.  The  objectives  of  fiscal  policy  are  derived
from  the  aspirations  and goals of the society and vary from country to
country.  The most common objectives of fiscal policy are:
 Achievement and maintenance of full employment,
 Maintenance of price stability,
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 Acceleration of the rate of economic development,
 Equitable distribution of income and wealth,
 Eradication of poverty, and
 Removal of regional imbalances in different parts of the country.

The  importance  as  well  as  order  of  priority  of  these  objectives  may
vary  from country  to  country  and  from  time  to  time.  For  instance,
while  stability  and  equality may  be  the  priorities  of  developed
nations,  economic  growth,  employment  and equity may get higher
priority in developing countries. Also, these objectives are not always
compatible;  for  instance  the  objective  of  achieving  equitable
distribution  of income may conflict with the objective of economic
growth and efficiency.
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PUBLIC FINANCE

QUESTIONS FOR PRACTICE

1. Reflect on the externalities present in each of the following and examine the
market implications:
i. The air force of country A spends substantial amount of money in

training pilots to perfection. Many such pilots leave the forces after 20
years of service contract and are robust to fly safely for many more
years. Several private civil aviation services hire these pilots to
ensure quality service. Statistics confirm comparatively superior
performance efficiency for retired air force pilots.

ii. AGN Med Ltd. has invented a series of cost effective technologies for
producing sophisticated medical equipments. The company
demonstrates some these state‐of‐the‐art technologies to local firms and
improves their productivity.

iii. A private school provides immunization against measles at a
subsidized price to its staff and students

iv. A research organisation publishes its research outcomes on scientific
disease prevention and treatment which are accessible freely by any one

v. A business firm installs a high mast light in its premises

2. Explain the consequences of asymmetric information on the functioning of
markets? What implication does asymmetric information have for the
market?

3. Why do you consider national defence as a public good?
OR

National defence is a clear case of market failure. Explain.
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UNIT I: THE CONCEPT OF MONEY DEMAND:
IMPORTANT THEORIES

LEARNING OUTCOMES

At the end of this unit, you will be able to:

 Define money and describe its nature and characteristics

 Explain the functions performed by money

 Describe the various theories related to demand for money

 Identify the factors that affect the demand for money.

 Distinguish  between  the  different  variables  considered  by  each  of

the theories of demand for money

CHAPTER
MONEY MARKET3
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UNIT OVERVIEW
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LECTURE NOTES

Part I : MONEY

Money

1. Definition :
 Money is anything which is acceptable as a medium of exchange

From a macro or policy makers perspective, money is a set of liquid
financial assets, variation in which will have a significant impact on the
level of economic activity.

 Just because something is used as a medium of exchange does not make
it money. It  has to be a legal tender, i.e. enforced by Government
authorities. Money has intrinsic value but the currency depicting money
has no intrinsic value - it is flat money.

Definition Functions Characteristic

This chapter is further divided into 3 parts :

Part I : Money

Part II : Demand for Money

Part III : Theories of Demand for Money
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2. Functions :
(a) Medium of exchange (refer to transactions demand for money later in

the write up)
(b) Store of value (refer to speculative demand for money later in the

write-up)
(c) Unit of accounting
(d) Standard for deferred payments

3. Characteristics :
(a) Generally acceptable
(b) Durable
(c) Difficult to counterfeit
(d) Relatively scarce
(e) Easily transported
(f) Divisible without losing value
(g) Effortlessly recognizable
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PART II

DEMAND FOR MONEY

Demand for money

1. Demand for money is derived demand. Which means money is demanded
because it provides purchasing power for real goods and services.

2. We are studying Md because it influences:
 Price Level (P)
 Real Income (Y)
 Interest Rate (I)

3. Factors determining Md

 Price Level (P) : If price level rises, more money is demanded to carry
out transactions.

 Real Income(Y) : If real income rises, there are more transactions to be
carried out and hence greater demand for money.

Self Note : These two above bullets are focusing on demand

 Interest Rate (I) : If interest rate rises, the opportunity cost of holding
money, rises and therefore demand for money falls.
MD = f(P+, Y+, i -)

 Degree of financial innovation : Presence of debit cards, credit cards,
ATM, pay wallet etc. If these are well developed, there is less need to
hold money.

Derived Demand Why study   (Md) Md depend on
which factors
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PART III

THEORIES OF DEMAND FOR MONEY

1. Keynesian Liquidity preference theory

Keynesian liquidity preference theory

As against all other assets, money is the most liquid asset. People prefer
liquidity. This liquidity preference causes people to hold the money inspite of
the fact that money does not pay any interest.

(a) Transactions demand for real money balances
TM

P
 
 
 

Keyne's postulates that people hold money to carry out both business
transactions and personal transactions. This is an account of the non-
synchronisation between the inflow and outflow of money.

Higher the level of income (Y), higher the level of transactions and
therefore higher the transactions demand for money.

Hence
TM

P
 
 
 

= F(Y+).

Transactions demand

for money
TM

P
 
 
 

Precautionary demand

for money
PM

P
 
 
 

Speculative demand

for money
SM

P
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(b) Precautionary demand for real money balances :
PM

P
 
 
 

Money is also demanded or held by people to act as a precaution against
unexpected contingences.
This is also directly related to income.

PM
P

 
 
 

= F (Y+)

Important note :
Thus according to Kynes, transactions and precautionary demand for
money are income elastic (i.e. dependent on income) interest inelastic
(i.e. does not depend on interest rate). However according to Boumol and
Tobins, transactions and precautionary demand are both income elastic
and interest elastic.

(c) Speculative demand for real money balances
SM

P
 
 
 

Money → o → safe (no interest)

Bonds
Interest income

Possibility of GG/CL

Speculative demand for money refers to the amount of money that a
person holds to carry  out speculative transactions in the bond market. As
a result of holding money, we loose the interest income that we would
have earned by, holding bonds. Hence interest rate is the opportunity cost

of holding money. Hence
sM

P
is inversely related to interest rate as shown

below:
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Elaborate explanation:
A person has to decide upon the composition of his wealth, i.e. what
portion of his wealth is to be held in the form of bonds and what portion
in the form of money.
Imagine a typical bond : FV = 1000

CR = 10%
n = 5 yearsPrice    = 970

1000 970100 1065 10 761000 970 985
2

YTM . %


  



This means that there are two sources of incomes from bonds:
 Coupon or interest income
 Capital gain/loss - bond prices are inversely related to interest rate.

If i↓ , P↑ → Capital gains
i↑, P↓ → Capital loss

There is certain interest rate known as critical interest rate (ic)

Case I. If i < ic, interest rates are quiet low. Hence opportunity cost of
holding money is quiet low. Also interest rates are expected to
rise and therefore bond prices are expected to fall. So the
investor will not hold bonds. He will hold his entire wealth in
terms of money.
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Case II. If i > ic , interest rates is high. Hence opportunity cost of holding
money is high. Also interest rates are expected to fall and
therefore bond prices are expected to rise. So the investor will
hold bonds. He will not hold any money.

Of course when we aggregate
SM

P
for the economy, we get a downward

sloping  i.e. inverse relationship between
SM

P
and i.

THE CONCEPT OF MONEY DEMAND:
IMPORTANT THEORIES

SANJAY SARAF SIR 124

Case II. If i > ic , interest rates is high. Hence opportunity cost of holding
money is high. Also interest rates are expected to fall and
therefore bond prices are expected to rise. So the investor will
hold bonds. He will not hold any money.

Of course when we aggregate
SM

P
for the economy, we get a downward

sloping  i.e. inverse relationship between
SM

P
and i.

THE CONCEPT OF MONEY DEMAND:
IMPORTANT THEORIES

SANJAY SARAF SIR 124

Case II. If i > ic , interest rates is high. Hence opportunity cost of holding
money is high. Also interest rates are expected to fall and
therefore bond prices are expected to rise. So the investor will
hold bonds. He will not hold any money.

Of course when we aggregate
SM

P
for the economy, we get a downward

sloping  i.e. inverse relationship between
SM

P
and i.



ECONOMICS FOR FINANCE

SANJAY SARAF SIR 125

Path Ahead : Frankly speaking, all other theories of money demand revolve
around Keynes.

Pre - Keynes Post - Keynes
 Fisher's  quantity theory
 Classical approach

 Inventory approach by
Baumol
 Also in FM (WC)

 Neo classical approach  Fried man approach
 Cambridge
 Cash balance theory

 Risk aversion theory by
Tobin

2. Classical approach  by Fisher (Known as the quantity theory of money :
QTM)
 Fishers equation of exchange is given by :

MV = PT
M – Money in circulation
V – Velocity of money, i.e. rate at which money changes hands
P - Price level
T – Total number of transactions (represents real GDP)

 Extended Fisher’s equation of exchange is given by :
MV + M1V1 = PT
M1 – Credit money
V1 - Velocity of credit money

 According to Fisher’s QTM, money supply and price level are directly
and equiproportionately related to each other. This means if M goes up
by 10%, P will also go up by 10%. Of course we assume that V and T are
constant in the short run.

KEYNES
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 Thus according to Fisher’s QTM, inflation (i.e. rising prices) is a purely
monetary phenomenon. Of course from this equation of exchange, we
can infer that demand for money is represented by PT and transactions
demand only.

3. Neo – Classical approach – Cambridge
 Money increase utility in the following 2 ways :
 enabling the possibility of split up of sale and purchase to two

different points on time rather than being simultaneous.
(hint : this is essentially the talk of non synchronisation of inflow and
outflow) and

 being a hedge against uncertainty.
 The first utility hints at transactions demand while the second utility

hints at the precautionary demand, i.e. money is a temporary store of
wealth or “temporary abode” of purchasing power as a hedge against
uncertainty.

 Thus Md = K (PY)

4. Inventory approach to transactions balance by Baumol's and Tobins.
 According to Baumol, people hold money to carry out transactions.

However as a result of holding money, they loose interest (opportunity
cost). So people optimise on their holding of money.

 In inventory management (EOQ model), firms determine EOQ such that
the sum total of ordering cost and carrying cost is minimised. EOQ is
given by :

Q* = EOQ = 2AO
C

Where A – annual demand
O – ordinary cost
C - carrying cost
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 Similarly the optimum conversion size (C*) is given by :

C* = 2bT
i

Where
T – Total value of transactions to be carried out, i.e. PY
b – Conversion cost per conversion (like brokerage)
i – Interest rate

 Thus demand for money depends on :
 income → positive function
 interest income → negative function
 conversion cost → i.e. brokerage (positive function)

5. Fried Man Approach
 Fried man extended Keynes speculative demand for money into a more

general asset pricing theory (like CAPM).
 According to fried man, it is permanent income and not current income

as in the Keynesian theory which determinants theory.
 Md depends on the following factors :
 Total wealth =A/i
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Where :
A – permanent income
i – average rate of return on five asset classes, i.e. money, bond,
shares, physical capital and human capital

 Interest rate – negative function
 price level – positive function
 expected inflation – negative function
Thus Md = F[w+, i- , P+, inf-]

6. Risk aversion theory by Tobin :
According to Tobin,
 Investor’s want to maximise expected utility of their portfolio.
 Utility i.e., satisfaction is a positive function of return and a negative

function of risk.
 Higher the return; higher the utility.
 Higher the risk; lower the utility.
 Portfolio has to be split between money and bonds:
 Money is preferred, although no return but no risk.
 Bonds are preferred – they provide return but they also have risk.

 Since investors are risk averse, they hold a combination of money and
bonds by striking a trade off between risk and return.

 Thus this approach is focusing on the store of value function of money –
there is an inverse relationship between demand for money and interest
rate.
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SUMMARY

 Money refers to assets which are commonly used and accepted as a means
of payment or as a medium of exchange or of transferring purchasing
power.

 Money is totally liquid and has generalized purchasing power and is
generally acceptable in settlement of all transactions and in discharge of
other kinds of business obligations including future payments.

 The functions of money are: acting as a medium of exchange to facilitate
easy exchanges of goods and services, providing a ‘common measure of
value’ or ‘common  denominator of value’,  serving  as  a  unit  or  standard
of deferred payments and facilitating storing of  value  both  as a temporary
abode of purchasing power and a permanent store of value.

 Money should be generally acceptable, durable, difficult to counterfeit,
relatively scarce, easily transported, divisible without losing value and
effortlessly recognizable.

 The demand for money is derived demand and is a decision about how
much of one’s given stock of wealth should be held in the form of money
rather than as other assets such as bonds.

 Both versions of the theory of money namely the classical approach and the
neoclassical approach demonstrate that there is strong relationship between
money and price level and the quantity of money is the main determinant
of the price level or the value of money.

 Keynes’ theory of demand for money is known as the  ‘liquidity  preference
theory’.  ‘Liquidity  preference’, is a term that was coined by John  Maynard
Keynes in his masterpiece ‘The General Theory of Employment, Interest
and Money’ (1936).

 According to Keynes, people hold money (M) in cash for three motives:  the
transactions, precautionary and speculative motives.

 The transaction motive for holding cash is directly related to the level of  in-
come and relates to ‘the need for cash for the current transactions for
personal and business exchange.’

 The amount of money demanded under the precautionary motive is to
meet unforeseen and unpredictable contingencies involving money
payments and depends on the size of the income, prevailing economic as
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well as political conditions and personal characteristics of the  individual
such as optimism/pessimism, farsightedness etc.

 The speculative motive reflects people’s desire to hold cash in order to be
equipped to exploit any attractive investment  opportunity  requiring  cash
expenditure. The speculative demand for money and interest  are  inversely
related.

 So long as the current rate of interest is higher than the critical rate of
interest (rc), a typical wealth-holder would hold in his asset portfolio only
government bonds  while if the current  rate  of  interest  is  lower  than  the
critical rate  of interest, his asset portfolio would consist wholly of cash.

 Baumol (1952) and Tobin (1956) developed a deterministic theory of
transaction  demand for ‘real cash balance’, known  as  Inventory  Theoretic
Approach, in which money is essentially viewed as an inventory held  for
transaction purposes.

 People hold an optimum combination of bonds and cash balance, i.e., an
amount that minimizes the opportunity cost.

 The optimal average money holding is: a positive function of income Y, a
positive function of the price level P, a positive function of transactions
costs c, and a negative function of the nominal interest rate i.

 Milton Friedman (1956) extending Keynes’ speculative money demand
within the framework of asset price theory holds that demand for money is
affected by the same factors as demand for any other asset, namely,
permanent income and relative returns on assets.

 The nominal demand for money is positively related to the price level, P;
rises if bonds and stock returns, rb and re, respectively decline and vice
versa;  is influenced by inflation; and  is a function of total wealth.

 The Demand for Money as Behavior toward ‘aversion to risk’ propounded
by Tobin states that money is a safe asset but an investor will be willing to
exercise a trade-off and sacrifice to some extent, the higher return from
bonds for a reduction in risk.

 According to Tobin, rational behaviour induces individuals to hold an
optimally structured wealth portfolio which is comprised of both bonds
and money and the demand for money as a store of wealth depends
negatively on the interest rate.
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PRACTICE PROBLEMS

I. Multiple Choice Type Questions

1. Choose the incorrect statement
a. Anything that would act as a medium of exchange is money
b. Money  has generalized purchasing  power and  is  generally

acceptable  in settlement of all transactions
c. Money is a totally liquid asset and provides us with means to access

goods and services
d. Currency which represents money does not necessarily have intrinsic

value.

2. Money performs all of the three functions mentioned below, namely
a. medium of exchange, price control,  store of value
b. unit of account,  store of value , provide yields
c. medium of exchange, unit of account, store of value
d. medium of exchange, unit of account, income distribution

3. Demand for money is
a. Derived demand
b. Direct demand
c. Real income demand
d. Inverse demand

4. Higher the ----------------------, higher would be -----------------------of holding
cash and lower will be  the --------------------------------
a. demand for money, opportunity cost, interest rate
b. price level , opportunity cost, interest rate
c. real income ,  opportunity cost, demand for money
d. interest rate, opportunity cost, demand for money
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5. The quantity theory of money holds  that
a. changes in the general level of commodity prices are caused by

changes in the quantity of money
b. there  is  strong  relationship  between  money  and  price  level  and

the quantity of money is the main determinant of the price
c. changes  in  the  value  of  money  or  purchasing  power  of  money

are determined  first  and  foremost  by  changes  in  the  quantity of
money  in circulation

d. All the above

6. The Cambridge approach to quantity theory is also  known as
a. Cash balance approach
b. Fisher’s theory of money
c. Classical approach
d. Keynesian Approach

7. Fisher’s approach and the Cambridge approach to demand for money
consider
a. money’s role in acting as a store of value and therefore, demand for

money is for storing value temporarily.
b. money  as  a  means  of  exchange  and  therefore  demand  for  money

is  termed as for liquidity preference
c. money  as  a  means  of  transactions  and  therefore,  demand  for

money  is only transaction demand for money.
d. None of the above

8. Real money is
a. nominal money divided by price level
b. real national incom
c. money demanded at given rate of interest
d. nominal GNP divided by price level
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9. The precautionary money balances people  want to hold
a. as income elastic and not very sensitive to rate of interest
b. as income inelastic and very sensitive to rate of interest
c. are determined primarily by the level of transactions they expect to

make in the future.
d. are determined primarily by the current level of transactions

10. Speculative demand for money
a. is not determined by interest rates
b. is positively related to interest rates
c. is negatively related to interest rates
d. is determined by general price level

11. According to Keynes, if the current interest rate is high
a. people will demand more money because the capital gain on bonds

would be less than return on money
b. people  will  expect  the  interest  rate  to  rise  and  bond  price  to  fall

in  the future.
c. people  will  expect  the  interest  rate  to  fall  and  bond  price  to  rise

in  the future.
d. Either a) or b) will happen

12. The inventory-theoretic approach to the transactions demand for money
a. explains the negative relationship between money demand and the

interest rate.
b. explains the positive relationship between money demand and the

interest rate.
c. explains the positive relationship between money demand and general

price level
d. explains the nature of expectations of people with respect to interest

rates and bond prices
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13. According to Baumol and Tobin’s approach to demand for money, the
optimal average money holding is:
a. a positive function of income Y and the price level P
b. a positive function of transactions costs c,
c. a negative function of the nominal interest rate i
d. All the above

14. --------------- considered demand for money is as an application of a more
general theory of demand for capital assets
a. Baumol
b. James Tobin
c. J M Keynes
d. Milton Friedman

15. The nominal demand for money rises  if
a. the opportunity costs of money holdings – i.e. bonds and stock returns,

rB and rE , respectively- decline and vice versa
b. the opportunity costs of money holdings – i.e. bonds and stock returns,

rB and rE , respectively- rises and vice versa
c. the opportunity costs of money holdings – i.e. bonds and stock returns,

rB and rE , respectively remain constant
d. b) and c) above

ANSWERS
1. a
2. c
3. a
4. d
5. d
6. a
7. c
8. a

9. a
10. c
11. c
12. a
13. d
14. d
15. a
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II. Short Answer Type Questions

1. Define money.
Source - ICAI,SM

Answer / Hint
Assets which are commonly used and accepted as a means of payment or
as a medium  of  exchange  or  of  transferring  purchasing  power/  The
set  of  liquid financial  assets,  the  variation  in  the  stock  of  which  will
have  impact  on aggregate economic activity.

2. What is meant by the term “legal tender,”
Source - ICAI,SM

Answer / Hint
They serve by law as means of payment –legally bound to accept in
settlement of obligations.

3. Write notes on the function of money as a medium of exchange,
Source - ICAI,SM

Answer / Hint
Money facilitate easy exchanges of goods and services  increases the ease
of trade and reduces the inefficiency and transaction costs involved in a
barter exchange.

4. Outline how money is useful as a ‘common denominator of value’.
Source - ICAI,SM

Answer / Hint
The monetary unit is the unit of measurement in terms of which the value
of all goods and services is measured and expressed.

5. Examine  the  relationship  between  purchasing  power  of  money  and
general price level

Source - ICAI,SM
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Answer / Hint
Value  of  money  is  linked  to  its  purchasing  power.  Purchasing  power
is  the inverse of the average or general level of prices as measured by the
consumer price index.

6. Critically examine money’s function as  standard of deferred payment
Source - ICAI,SM

Answer / Hint
Money facilitates recording of deferred promises to pay. Money is the unit
in terms of which future payments are contracted or stated.

7. List the general characteristics that money should possess?
Source - ICAI,SM

Answer / Hint
Money should be generally acceptable, durable, difficult to counterfeit,
relatively scarce, uniform, easily transported, divisible without losing
value, elastic in supply and  effortlessly recognizable.

8. Explain the concept of demand for money.
Source - ICAI,SM

Answer / Hint
The demand for money is a decision about how much of one’s given stock
of wealth should be held in the form of money rather than as other assets
such as bonds. Demand for money is actually demand for liquidity and a
demand to store value.

9. Why do we say that money demand is derived demand?
Source - ICAI,SM

Answer / Hint
Demand for money is in the nature of derived demand; it is demanded for
it purchasing power. Basically people demand money because they wish
to have command over real goods and services with the use of money.
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10. Why is it important to study about demand for money?
Source - ICAI,SM

Answer / Hint
Demand  for  money  has  an  important  role  in  the  determination  of
interest, prices and income in an economy.

11. Explain how higher the interest rate affect the demand for money.
Source - ICAI,SM

Answer / Hint
Important determinant of demand for money. Higher the interest rate,
higher would be opportunity cost of holding cash and lower the demand
for money.

12. Describe the main postulates of quantity theory of money
Source - ICAI,SM

Answer / Hint
The main postulates of the theory are: the proportionality of m and p, the
active or causal role of m, neutrality of money on real variables,
exogenous nature of nominal money supply and the monetary theory of
the price level.

13. Describe the Keynesian view of different motives of holding cash
Source - ICAI,SM

Answer / Hint
According  to  Keynes,  people  hold  money  in  cash  for  three  motives:
the transactions, precautionary and speculative motives.

14. Compare transaction demand for money according to Keynes and
Baumol &Tobin

Source - ICAI,SM
Answer
In contrast to the Keynesian demand for transaction balances which is
interest- inelastic, the transaction demand of Baumol and Tobin is
interest-elastic.



THE CONCEPT OF MONEY DEMAND:
IMPORTANT THEORIES

SANJAY SARAF SIR 142

III. Long answer Type Questions

1. Define money and describe  its nature and characteristics
2. Explain the functions performed by money
3. ‘The quantity theory of money is not a theory about money at all, rather it

is a theory of the price-level’ Elucidate
4. Describe the various theories related to demand for money
5. Define ‘real cash balance’. Describe the Inventory Theoretic Approach to

demand for money
6. Explain why bond prices move inversely to market interest rates
7. Distinguish between classical and Cambridge version of quantity theory

of money
8. Explain the Keynesian theory of demand for money. What motives did

Keynes ascribe to demand for money?  Illustrate your answer.
9. List out the factors that determine the demand for money in the Baumol-

Tobin analysis of transactions demand for money? How does a change in
each factor affect the quantity of money demanded?

10. To  what  extent  does  Friedman's Restatement  of  the  Quantity  Theory
explain the demand for money?

11. What  factors  determine  demand  for  money  in  Friedman’s  modern
quantity theory? How does each of eth factors affect demand for money?

12. Examine the influence of different variables on demand for money
according to  Inventory Theoretic Approach ?

13. ‘Risk-avoiding behavior of individuals provided the foundation for the
liquidity preference and for a negative relationship between the demand
for money and the interest rate’ Elucidate with examples

14. Critically examine the post Keynesian theories of demand for money.
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IV. Application Oriented Question

1. Why should you hold money balances?
Source - ICAI,SM

Answer / Hint
Transaction, precautionary and speculative demand–depends on the
nature of the holder-institutional payments mechanisms and the gap
between receipt and use of money, amount of income and changes in
incomes, general level of prices, cost of conversion from near money to
money etc.

2. Will you choose to hold only interest bearing assets?
Source - ICAI,SM

Answer / Hint
Not always-Partly held in assets-Depends on costs in terms of time and
resources to keep moving in and out of bonds or other assets, the levels of
interest payments, expectations about bond prices, future price levels-
concept of speculative demand for money.

3. What would your choice be if you can pay for nearly all transactions
through online transfers?

Source - ICAI,SM
Answer / Hint
Depends on financial infrastructure, how costless and immediate are
transfers, preferences, attitude towards risks and the opportunity costs.

4. Do you think money is a unique store of value?
Source - ICAI,SM

Answer / Hint
Financial assets other than money are also performing the function of
store of value. Just as money has, the financial  assets  have  fixed
nominal  value  over time and represent generalized purchasing power.
Therefore, money is not a unique store of value.
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V. Other Problems

1. Explain how speculative motive for holding cash is related to market
interest rate.

Source - ICAI,RTP - May 2018
Answer / Hint
According to Keynes’ theory of liquidity preference, speculative motive
for  holding cash is related to market interest. The market value of bonds
and the market rate of interest are inversely related. A rise in the market
rate of interest leads to a decrease in the market value of  the  bond, and
vice versa.  Investors have a relatively fixed conception of the ’normal’ or
‘critical’ interest rate and compare the current rate of interest with such
‘normal’ or ‘critical’ rate of interest.
If wealth-holders consider that the current rate of interest is high
compared  to  the ‘normal or critical rate of interest’, they expect a fall in
the interest rate (rise in bond prices). At the high current rate of interest,
they will convert their cash balances into bonds because:
(i) they can earn high rate of return on bonds
(ii) they expect capital gains resulting from a rise in bond prices

consequent upon an expected fall in the market rate of interest in
future.

Conversely, if the wealth-holders consider the current interest rate as low,
compared to the ‘normal or critical rate of interest’, i.e., if they expect the
rate of interest to rise in future (fall in bond prices), they would have an
incentive to hold their wealth in the form of liquid cash rather than bonds
because:
(i) the loss suffered by way of interest income forgone is small,
(ii) they can avoid the capital losses that would result from the

anticipated increase in interest rates, and
(iii) the  return  on  money  balances  will  be  greater  than  the  return

on  alternative assets
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(iv) If the interest rate does increase in future, the bond prices will fall
and the idle cash balances held can be used to buy   bonds at lower
price and can thereby make a capital-gain.

Summing up, so long as the current rate of interest is higher than the cr
itical rate of interest,  a  typical wealth-holder  would  hold  in  his  asset
portfolio  only  government bonds while if the current rate of interest is
lower than the critical rate of interest, his asset portfolio would consist
wholly of cash. When the current rate of interest is equal to the critical
rate of interest, a wealth-holder is indifferent to holding either cash or
bonds.  The inference from the above is that the speculative demand for
money and interest are inversely related.

2. Describe the treatment of transactions demand for money as per
Baumol and Tobin’s model.

Source - ICAI,RTP - May 2018
Answer / Hint
Baumol (1952) and Tobin (1956) developed a deterministic theory of
transaction demand  for money, known as  Inventory  Theoretic
Approach,  in which money was essentially viewed as an inventory held
for transaction purposes.
Inventory models assume that there are two media for storing value:
money and an interest-bearing alternative asset. Baumol’s propositions in
his theory of transaction demand  for money  hold  that receipt of
income, say Y takes place once per unit of time but expenditure is spread
at a constant rate over the entire period of time. There is an opportunity
cost of holding money: the interest forgone on an interest -bearing asset
such as a bond. In order to maximize interest earnings, a person would
like to hold as much of his wealth as possible in the form of bonds, while
still being able to finance the flow of monetary expenditures. If there is no
cost to doing so, he would keep all of his wealth in the form of “bond”
and hold zero money balances. However, making these transfers
generally incurs some kind of cost,  either explicitly through a transaction
fee  or  implicitly  through  the  time  and  inconvenience  of  making  the
transfer.
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The level of inventory holding depends upon the carrying cost, which is
the interest forgone by holding money and not bonds, net of the cost to
the individual of making a transfer between money and bonds, say for
example brokerage fee. If an individual, say X, decided to invest in bonds.
If r is the return on bond holding; c is the cost of each transaction in the
bond market; (i.e. for converting it to liquid cash) and n is the number of
bond transactions, then the net profit for the individual would be

R- (n c)
where R is the interest earning on the average bond holding which is
equal to r times average bond holdings and nc the transaction  costs
which  equal the cost of each transaction multiplied by the number of
bond transactions.
Therefore, for a given income, the choice of the split of total money into
money and bond holdings is determined by the choice of n. The
individual will choose n in such a way that the net profits from bond
transactions are maximized. The Baumol-Tobin model derives the optimal
frequency of bond-money transactions that minimizes the sum of the two
components of cost: the forgone interest cost (which rises as average
money balances increase) and the transaction cost (which falls as fewer
transactions are made or more money is held).
The individual  will  apply  the  marginalist  principle  and  will  increase
the  number  of transactions in the bond market until the point at which
the marginal interest earnings from one additional transaction just equals
the constant marginal cost, which will be equal to the brokerage fee etc.
Beyond this point, the marginal gain in interest earned from increasing
the number of bond market transactions is not sufficient to cover the
brokerage cost of the transaction. To sum up, the choice of n determines
the split of money and bond holdings for a given income.
The optimal average money holding is:
(i) a positive function of income Y
(ii) a positive function of the price level P,
(iii) a positive function of transactions costs c, and
(iv) a negative function of the nominal interest rate i
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3. Do you think money is a unique store of value?
Source - ICAI,RTP - November 2018

Answer / Hint
The effectiveness of an asset as a store of value depends on the degree and
certainty with which the asset maintains its value over time. Money is
undeniably a good store of value; but it is not unique as a store of value.
Financial assets other than money are also performing the function of
store of value just as money has the financial assets have fixed nominal
value  over time and  represent generalised purchasing power. Any asset,
such  as  equities, bonds, land, buildings, precious  metals,  antiques  and
works  of  art  can  all  act  as  store  of value.

4. Explain the Cambridge Version of Cash Balance Approach
Md = kPY

Source - ICAI,MTP - Series I
Answer / Hint
In the early 1900s, Cambridge Economists Alfred Marshall, A.C. Pigou,
D.H. Robertson and John Maynard Keynes (then associated with
Cambridge) put forward a fundamentally different approach  to  quantity
theory, known neoclassical theory or cash balance approach. The
Cambridge version holds that money increases utility in the following
two ways:
1. enabling the possibility of split-up of sale and purchase to two

different points of  time rather than being simultaneous, and
2. being a hedge against uncertainty.
While the first above represents transaction motive, just as Fisher
envisaged,  the  second points to money’s  role  as  a  temporary  store  of
wealth. Since sale and purchase of commodities by individuals do not
take place simultaneously, they need a ‘temporary abode’ of  purchasing
power as a hedge against uncertainty. As such,  demand  for  money  also
involves a precautionary motive in Cambridge approach. Since money
gives utility in its store of wealth and precautionary modes, one can say
that money is demanded for itself.
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Now, the question is how much money will be demanded? The answer is:
it depends partly on income and partly on other factors of which
important ones are wealth and interest rates. The  former determinant of
demand i.e.  income, points to transactions demand such that higher the
income, the greater the quantity of purchases and as a consequence
greater will be the need for money as a temporary abode of value to
overcome transactions costs. The Cambridge equation is stated as:
Md = k PY, Where Md = is the demand for money

Y = real national income
P = average price level of currently produced goods and services
PY   = nominal income

k = proportion of nominal income (PY) that people want to hold as cash
balances

The term ‘k’ in the above equation is called ‘Cambridge k’. The equation
above explains that the demand for money (M) equals k proportion of the
total money income.
Thus we see that the neoclassical theory changed the focus of the quantity
theory of money to money demand and hypothesized that demand for
money is a function of money income. Both  these versions are chiefly
concerned with money as a means of transactions or exchange, and
therefore, they present models of the transaction demand for money.

5. Explain the following modified equation of exchange as given by
Irving Fisher:
MV +M'V'=PT

Source - ICAI, Exam - May 2018
Answer / Hint
Modified Equation of Exchange
MV + M’ V’ = PT
MV + M’ V’= PT is an extended form of the  original  equation  of
exchange  which Fisher gave to include demand deposits (M’) and their
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velocity (V’)  in the total supply of money. The equation can also be
rewritten as P = (MV + M’ V’) / T
From the above equation, it  is  evident  that  the  price  level  is
determined  by the following  factors: (i) Quantity of money in circulation
(M), (ii) the  velocity of circulation of money (V), (iii) the volume of  credit
money (M’),  the velocity of circulation of credit money (V’) and the
volume of trade (T).
The equation of exchange further shows that the price level (P) i s directly
related to M, V, M’ and V’. It is, however, inversely related to T.  Velocity
of money in circulation (V) and the velocity of credit money (V’) remain
constant. Since full employment prevails and since T is function of
national income the volume of transactions T is fixed in the short run.
The total volume of transactions (T) multiplied by the price level (P)
represents the demand for money.  The  demand  for  money  (PT)  is
equal  to  the supply of money (MV + M'V’). In any given period, the total
value of transactions made is equal to PT and the value of money flow is
equal to MV+ M'V'.

6. Explain why people hold money according to Liquidity Preference
Theory.

Source - ICAI, Exam - May 2018
Answer / Hint
Reasons for holding money as per Liquidity Preference Theory:
According  to  Keynes’  Liquidity  Preference  Theory’,  people  hold
money  (M) in  cash for three motives:
i. The transactions motive: People hold cash for current transactions

for personal and business exchanges i.e. to bridge the time gap
between receipt of income and planned expenditures.

ii. The precautionary motive: People hold cash to make unanticipated
expenditures that may occur due to unforeseen and unpredictable
contingencies.

iii. The speculative motive: This motive reflects people’s  desire  to
hold cash in order to be equipped to exploit any attractive
investment  opportunity requiring cash expenditure. According to
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Keynes, people demand to hold money balances to take advantage
of the future changes in the rate of interest, which is the same as
future changes in bond prices.
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UNIT II: CONCEPT OF MONEY SUPPLY

LEARNING OUTCOMES

At the end of this unit, you will be able to:

 Define money supply and describe its different components

 List out  the need for and rationale of measuring money supply

 Elucidate the different sources of money supply

 Illustrate the various measures of money supply

 Distinguish between money multiplier and credit multiplier, and

 Describe the different determinants of money supply

CHAPTER
MONEY MARKET3
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UNIT OVERVIEW
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LECTURE NOTES

Warm up : Money multiplier theory of money supply

 M = m H
M = Currency with public  + deposit with banks + other deposit with RBI

= C + D + OD
= C (cash money) + D (credit money) (OD is negligible)

Hint : what are the sources of money supply?
Source 1 : Cash money - RBI and Government.
Source 2 : Credit money - result from credit creation by commercial banks

 High powered money (H)  or monetary base or reserve money
= ML of RBI + Government money

RBI Balance sheet
Liabilities Assets

Monetary liability
RBI currency
Deposits of banks with RBI(R)
Other Deposits
Non Monetary liability

- Net worth
- Government deposit
- Other NML

Financial Assets
- Credit to Government
- Credit to banks
- Credit to commercial sector
- Net foreign exchange assets

Non Financial Assets
- RBI building
- other

Back to our formula :
H = ML of RBI + Government money

= RBI currency + R + OD + Government money
= C + R + OD
= C + R (OD is negligible)
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Money multiplier (M) = M
H

= C D
C R



= C D
C rD



=
1C

D
C r
D





1Cu
Cu r





Where :

Cu = Currency to demand deposits ratio = C
Demanddeposit

r = reserve ratio
= Required CRR + Excess reserve ratio (e)

If we even consider fixed deposit , i.e., time deposit i.e. TD we may introduced
TDt
DD


Cu I tm
Cu r rt
 


 

Question :
What are the determinants of money Supply?

Answer :
According to the money multiplier theory of money supply, money supply is
determined by three forces:

Forces 1 : Behavior of RBI and Government
If Government wishes to monetise its deficit, it will borrow from RBI via
WMA/OD. (ways and means advances/overdraft). This will result in excess
reserves (R↑) Which will then lead to H↑ and therefore M↑
 RBI may increase CRR then M↓,
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Force 2 : Behavior of commercial banks.
Credit money is created by commercial banks by way of advancing credit.
This credit depends on commercial banks decision regarding how much
excess reserves is to be held.

Excess Reserve Ratio

↑, m↓, M↓
↓,m↑, M↑

Excess Reserve Ratio depends on
 Interest rate, (i↑, e↓)
 Fear of deposit outflow ↑, e↑
 Demand for credit in the economy ↑, e↓
 t↑, e↓
 Probability of NPA and bank loan , e↑
Force 3 : Behavior of public
 If cu↑, m↓
cu depends on banking habits of the people and the availability of innovative
banking products such as credit cards, e-payment portals, online shopping,
etc.
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ADDITIONAL NOTES
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ADDITIONAL NOTES



ECONOMICS FOR FINANCE

SANJAY SARAF SIR 159

ADDITIONAL NOTES
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SUMMARY

 The measures of money supply vary from country to country, from time to
time and from purpose to purpose.

 The high-powered money and the credit money broadly constitute the
most common measure of money supply, or the total money stock of a
country.

 High  powered  money is  the  source  of all  other  forms of  money.  The
second major  source  of  money  supply  is  the  banking  system  of  the
country.  Money created by the commercial banks is called 'credit money’.

 Measurement of money supply is essential from a monetary policy
perspective because it enables a framework to evaluate whether the stock of
money in the economy is consistent with the standards for price stability, to
understand the nature  of  deviations  from  this  standard  and  to  study
the  causes of  money growth.

 The  stock  of  money  always  refers  to  the  total  amount  of  money  at
any particular point of time i.e. it is the stock of money available to the
‘public’ as a  means  of  payments  and  store  of  value  and  does  not
include inter-bank deposits.

 The monetary aggregates are:
 M1 = Currency  and  coins  with  the  people  +  demand  deposits  of

banks (Current and Saving accounts) + other deposits of the RBI;
 M2 = M1 + savings deposits with post office savings banks,
 M3 = M1 + net time deposits of banks and
 M4 = M3 + total deposits with the Post Office Savings Organization

(excluding National Savings Certificates).
 Following the recommendations of the Working Group on Money (1998),

the RBI has started publishing a set of four new monetary aggregates as:
Reserve Money = Currency in circulation + Bankers’  deposits  with  the
RBI + Other deposits with the RBI, NM1 = Currency with the public +
Demand deposits with the banking system + ‘Other’ deposits with the RBI,
NM2 = NM1  +Short-term time  deposits  of  residents  (including  and  up
to contractual maturity of one year), NM3 = NM2 + Long-term time
deposits of residents + Call/Term funding from financial institutions
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 The Liquidity aggregates are :
 L1 = NM3 + All  deposits  with the  post  office  savings  banks

(excluding National Savings Certificates).
 L2 = L1 +Term  deposits  with  term  lending  institutions  and

refinancing institutions (FIs) + Term borrowing by FIs + Certificates of
deposit issued by FIs.

 The Reserve money, also known as central bank money, base money or
high powered  money  determines    the  level  of  liquidity  and  price  level
in  the economy.

 The money multiplier approach showing relation between the money stock
and money supply in terms of the monetary base or high-powered money,
holds that total supply of nominal money in the economy is determined by
the joint behaviour of the central bank, the commercial banks and the
public.

 M= m X MB; Where M is the money supply, m is money multiplier and MB
is the monetary base or high powered money. It shows the relationship
between the reserve money and the total money stock.

 The money multiplier is a function of the currency ratio which depends on
the behaviour  of  the  public,  excess  reserves  ratio  of the  banks  and  the
required reserve ratio set by the central bank.

 The additional units of high-powered money that goes into ‘excess
reserves’ of  the  commercial  banks  do not  lead  to  any additional  loans,
and  therefore, these excess reserves do not lead to the creation of deposits.

 When the required reserve ratio falls, there will be greater multiple
expansions for demand deposits.

 Excess  reserves  ratio  e  is  negatively  related  to  the  market  interest  rate
i.  If interest  rate increases, the  opportunity  cost of holding excess
reserves  rises, and the desired ratio of excess reserves to deposits falls.

 An increase in time deposit-demand deposit ratio (TD/DD) means that
greater availability of free reserves for banks and consequent enlargement
of volume of multiple deposit expansion and monetary expansion.

 When the Reserve Bank lends to the governments under WMA /OD it
results in the generation of excess reserves (i.e., excess balances of
commercial banks with the Reserve Bank).
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PRACTICE PROBLEMS

I. Multiple Choice Type Questions

1. Reserve money is also known as
a. central bank money
b. base money
c. high powered money
d. all the above

2. Choose the correct statement from the following
a. Money is deemed   as something   held by the public and therefore

only currency held by the public is included in money supply.
b. Money is deemed   as something   held by the public and  therefore

inter- bank deposits are included in money supply.
c. Since inter-bank deposits are not held by the public, therefore inter-

bank deposits are excluded from the measure of money supply.
d. Both a ) and c)  above.

3. Reserve Money  is composed of
a. currency in circulation + demand deposits of banks (Current and

Saving accounts) + Other deposits with the RBI.
b. currency in circulation + Bankers’ deposits with the RBI + Other

deposits with the RBI.
c. currency in circulation + demand deposits of banks + Other deposits

with the RBI.
d. currency in circulation + demand  and  time  deposits  of  banks  +

Other deposits with the RBI.
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4. M1 is the sum of
a. currency and coins with the people + demand deposits of banks

(Current and Saving accounts) + other deposits of the RBI.
b. currency and coins with the people + demand and time deposits of

banks (Current and Saving accounts) + other deposits of the RBI.
c. currency in circulation + Bankers’ deposits with the RBI + Other

deposits with the RBI
d. none of the above

5. Under the ‘minimum reserve system’ the central bank is
a. empowered  to  issue  currency  to  any  extent  by  keeping  an

equivalent reserve of gold and foreign securities.
b. empowered to issue currency to any extent by keeping only a certain

minimum reserve of gold and foreign securities.
c. empowered to issue currency in  proportion  to  the  reserve  money

by keeping only a minimum reserve of gold and foreign securities.
d. empowered to issue currency to any extent by keeping a reserve of

gold and foreign securities to the extent of ` 350 crores

6. The primary source of money supply in all countries is
a. the Reserve Bank of India
b. the Central bank of the country
c. the Bank of England
d. the Federal Reserve

7. The supply of money in an economy depends on
a. the decision of the central bank based on the authority conferred on it.
b. the  decision  of  the  central  bank  and  the  supply  responses  of  the

commercial banking system.
c. the decision of the central bank in respect of high powered money.
d. both a) and c) above.
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8. Banks in the country are required to maintain deposits with the central
bank
a. to provide the necessary reserves for the functioning of the central

bank
b. to meet the demand for money by the banking system
c. to meet the central bank prescribed reserve requirements and to meet

settlement obligations.
d. to meet the money needs for the  day to day working of the commercial

banks

9. If the behaviour of the public and the commercial banks is constant, then
a. the total supply of nominal money in the economy will vary directly

with the supply of the nominal high-powered money issued by the
central bank

b. the total supply of nominal money in the economy will vary directly
with the rate of interest and inversely with reserve money

c. the total supply of nominal money in the economy will vary  inversely
with the supply of high powered money

d. all the above are possible

10. Under the fractional reserve system
a. the money supply is an increasing  function  of  reserve  money  (or

high powered money) and the money multiplier.
b. the money supply is an decreasing function  of  reserve  money  (or

high powered money) and the money multiplier.
c. the money supply is an increasing  function  of  reserve  money  (or

high powered money) and  a decreasing function of money multiplier.
d. none of the above as the determinants of money supply are different

11. The money multiplier and the money supply are
a. positively related to the excess reserves ratio e.
b. negatively related to the excess reserves ratio e.
c. not related to the excess reserves ratio e.
d. proportional to the excess reserves ratio e.
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12. The currency ratio represents
a. the behaviour of central bank in the issue of currency.
b. the behaviour of   central bank in respect cash reserve ratio.
c. the behaviour of the public.
d. the behaviour of commercial banks in the country.

13. The size of the money multiplier is determined by
a. the currency ratio (c) of the public,
b. the required reserve ratio (r) at the central bank, and
c. the excess reserve ratio (e) of commercial banks.
d. all the above

14. --------------- tells  us  how  much  new  money  will  be  created  by  the
banking system for a given increase in the high-powered money.
a. The currency ratio
b. The excess reserve ratio (e)
c. The credit multiplier
d. The currency ratio (c)

15. The money multiplier will be large
a. for  higher  currency  ratio  (c),  lower  required  reserve  ratio  (r)  and

lower excess reserve ratio (e)
b. for constant currency ratio (c), higher required reserve ratio (r) and

lower excess reserve ratio (e)
c. for  lower  currency  ratio  (c),  lower  required  reserve  ratio  (r)  and

lower excess reserve ratio (e)
d. None of the above

16. The ratio that relates the change in the money supply to a given change in
the monetary base is called the
a. required reserve ratio.
b. money multiplier.
c. deposit ratio.
d. discount rate.
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17. For a given level of the monetary base, an increase in the required reserve
ratio will denote
a. a decrease in the money supply.
b. an increase in the money supply.
c. an increase in demand deposits.
d. Nothing precise can be said.

18. For a given level of the monetary base, an increase in the currency ratio
causes the money multiplier to _____ and the money supply to _____.
a. decrease; increase
b. increase; decrease
c. decrease; decrease
d. increase; increase

19. If commercial banks reduce their holdings of excess reserves
a. the monetary base increases.
b. the monetary base falls.
c. the money supply increases.
d. the money supply falls.

ANSWERS
1. d
2. c
3. b
4. a
5. b
6. b
7. b
8. c
9. a
10. a

11. b
12. c
13. d
14. c
15. c
16. b
17. a
18. c
19. c
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II. Short Answer Type Questions

1. Explain the nature of currency issue under minimum reserve system
Source - ICAI,SM

Answer / Hint
Under the ‘minimum reserve system’ the central bank is empowered to
issue currency to any extent by  keeping only a  certain  minimum  reserve
of  gold and foreign securities.

2. Define ‘credit money’.
Source - ICAI,SM

Answer / Hint
'Credit money’ refers to the fraction of   money supply created by
commercial banks in the process of borrowing and lending transactions
with the public.

3. List the components of M1
Source - ICAI,SM

Answer / Hint
M1 is composed of currency and coins with the people, demand deposits
of banks (current and saving accounts) and other deposits of the RBI.

4. Distinguish between  M1 and M2
Source - ICAI,SM

Answer / Hint
M2 includes M1(as above) as well as savings deposits with post office
savings banks

5. What is the rationale behind inclusion of net demand deposits of banks in
money supply measurement?

Source - ICAI,SM
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Answer / Hint
Money is deemed as something held by the ‘public’. Since inter-bank
deposits are not held by the public, they are netted out of the total
demand deposits to arrive at net demand deposits.

6. Define ‘Reserve Money’
Source - ICAI,SM

Answer / Hint
Reserve Money is composed of currency in circulation, bankers’ deposits
with the RBI  and other deposits with the RBI

7. Write a note on two major components Reserve money?
Source - ICAI,SM

Answer / Hint
Reserve money has two major components – currency in circulation and
reserves. Currency in circulation comprises currency with the public and
cash in hand with banks. Reserves are bank deposits with the central
bank.

8. Describe the term ‘cash reserve ratio’ (CRR)
Source - ICAI,SM

Answer / Hint
Banks in the country are required to maintain deposits with the central
bank to meet  the  central  bank  prescribed  reserve  requirements  or
cash  reserve ratio (CRR) as also to  meet  settlement  obligations. They
represent  balances maintained by banks in the current account with the
Reserve Bank of India.

9. Write a note on the liquidity aggregates compiled by RBI
Source - ICAI,SM

Answer / Hint
The liquidity aggregates are: L1 which is composed  of NM3, all deposits
with the post office savings banks (excluding National Savings
Certificates), L2 which comprises of L1, term  deposits  with  term
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lending  institutions  and refinancing institutions (FIs) ,term borrowing by
FIs and  certificates of deposit issued  by  FIs and L3  consisting of  L2  and
Public  deposits  of  non-banking financial companies.

10. Define ‘money multiplier’
Source - ICAI,SM

Answer / Hint
The money supply is defined as M= m X MB where M is the money
supply, m is  money  multiplier  and  MB  is  the  monetary  base  or  high
powered  money. Money multiplier m is defined as a ratio that relates the
change in the money supply to a given change in the monetary base.

11. What is the nature of relationship between money multiplier and the
money supply?

Source - ICAI,SM
Answer / Hint
The multiplier indicates what multiple of the monetary base is
transformed into money supply. The  link from  reserve money  to money
supply  is  through  the money multiplier. The multiplier process operates
as long as banks have excess reserves.

12. What would be the effect on money multiplier if banks hold excess
reserves?

Source - ICAI,SM
Answer / Hint
The additional units of high-powered money that goes into ‘excess
reserves’ of  the  commercial  banks  do not  lead  to  any additional  loans,
and  therefore, these excess reserves do not lead to creation of deposits. In
other words, excess reserves  may  be  considered  as  an  idle  component
of  reserves  and  therefore has no effect on money multiplier.

13. What effect does government expenditure have on money supply?
Source - ICAI,SM
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Answer / Hint
When the Reserve Bank lends to the governments under WMA /OD it
results in the generation of excess reserves (i.e., excess balances of
commercial banks with the Reserve Bank). The excess reserves thus
created can potentially lead to an increase in money supply through the
money multiplier process.

14. What is the value of the money multiplier in a system of 100% reserve
banking?

Source - ICAI,SM
Answer / Hint
If banks keep the whole deposits as reserve, deposits simply replace
currency as  reserves  and  therefore  no  new  extra  claims  will  be
created  and  no  new money will be created by banks.

15. Define credit multiplier. How is it calculated?
Source - ICAI,SM

Answer / Hint
The Credit Multiplier also referred to as the deposit multiplier or the
deposit expansion multiplier, describes the amount of additional  money
created by commercial bank through the process of lending the available
money it has in excess of  the central  bank's reserve requirements. It  is
the reciprocal of the required reserve ratio. If reserve ratio is 20%, then
credit  multiplier = 1/0.20 = 5.

1Credit Multiplier
Required Reserve Ratio
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III. Long Answer Type Questions

1. Define money supply. Describe the different components of money
supply.

2. Explain  the  concept  of  money  multiplier  and  bring  out  its  impact  on
money supply.

3. Explain the factors which determine excess reserves held by banks? How
do changes in each such factor affect the excess reserves, money
multiplier, and money supply?

4. Explain the money multiplier approach to money supply?
5. Describe  with  illustrations  how  changes  in  high  powered  money,

required reserves, excess reserves and currency ratio, influence the money
supply in an economy?

6. Describe the different determinants of money supply in a country.
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IV. Application Oriented Questions

1. Prepare separate graphs using excel on ‘Money Stock: Components and
Sources’ and ‘Reserve Money: Components and Sources’ for four
previous months from the weekly statistical supplements published by
Reserve Bank of India. Identify the trends in each.

Source - ICAI,SM
Answer / Hint
From the RBI website, collect the relevant information from the
‘publications (weekly) page.

2. Compute Reserve Money from the following data published by RBI
Components (In billions of `) As on 7 July 2017
Currency in Circulation 15428.40
Bankers’ Deposits with RBI 4596.18
’Other’ Deposits with RBI 183.30

Source - ICAI,SM
Answer / Hint
Reserve Money=Currency in Circulation + Bankers’ Deposits with RBI+
’Other’ Deposits with RBI 15428.40 + 4596.18 + 183.30 = 20205.68

3. Compute M3 from the following data published by RBI

Components (In billions of `)
As on 31 March, 2017

Currency with the Public 12637.1
Demand Deposits with Banks 14,106.3
Time Deposits with Banks 101,489.5
‘Other’ Deposits with Reserve Bank 210.9

Source - ICAI,SM
Answer / Hint
M3 = 128,443.9 Currency with the Public + Demand Deposits with Banks+
Time Deposits with Banks + ‘Other’ Deposits with Reserve Bank
= 12637.1 + 14,106.3 + 101,489.5 + 210.9 = 128,443.9
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4. What will be the total credit created by the commercial banking system
for an  initial  deposit of ` 1000/ for required reserve ratio 0.02, 0.05 and
0.10 percent respectively? Compute credit multiplier

Source - ICAI,SM
Answer / Hint
Credit Multiplier =1/ Required Reserve Ratio
1000 x 1/0.02= 50,000
1000 x 1/0.05 – 20,000
1000 x 1/0.10= 10,000

5. How would each of the following affect money multiplier and money
supply?
(i) Commercial banks in India decide to hold more excess reserves
(ii) Fearing shortage of money in ATMs, people decide to hoard money
(iii) Banks open large number ATMs all over the country
(iv) E banking becomes very common and nearly all people use them
(v) During festival season , people decide to use ATMs  very often
(vi) If banks decide to keep 100% reserves. What would be the effect on

money multiplier and money supply?
(vii) Suppose  banks need to keep no reserves only 0% reserves are there.

Source - ICAI,SM
Answer / Hint
(i) Excess reserves are those reserves that the commercial banks hold

with the central bank in addition to the mandatory reserve
requirements. Excess reserves result in an increase in reserve-
deposit ratio of banks; less money for lending reduces money
multiplier; money supply declines.

(ii) When people hold more money, it increases the currency-deposit
ratio ;reduces money multiplier; money supply declines.

(iii) ATMs  let  people  to  withdraw  cash  from  the  bank  as  and
when  needed, reduces cost  of  conversion  of  deposits  to  cash
and  makes  deposits relatively more convenient. People hold less
cash and more deposits, thus reducing the currency-deposit ratio;
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increasing the  money  multiplier causing the money supply to
increase

(iv) See iii) above
(v) If people, for any reason, are expected to withdraw money from

ATMs with more frequency, then banks will want to keep more
reserves. This will raise the reserve ratio, and lower the money
multiplier. As a result money supply will decline

(vi) If  banks decides to keep 100%  reserves,  then  the  Money
multiplier = 1/required reserve ratio = 1/100% = 1. No additional
money  supply  as there is no credit creation

(vii) If the required reserve ratio is 0 %, then money multiplier is infinite
and there will be unlimited money creation. There will be chaos
with spiraling prices as money supply is too much and real output
cannot increase.
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V. Other Problems

1. Describe the different determinants of money supply in a country.
Source - ICAI,RTP-May 2018

Answer / Hint
There  are  two  alternate  theories  in  respect  of determination  of
money  supply. According to the first view, money supply is determined
exogenously by the central bank. The second view holds that the money
supply is determined endogenously by changes  in  the  economic
activities  which  affect  people’s  desire  to  hold  currency relative  to
deposits,  rate  of  interest, etc. The current practice is to explain the
determinants of money supply based on ‘money multiplier approach’
which focuses on the relation between the money stock and money
supply in terms of the monetary base or high-powered money. This
approach holds that total supply of nominal money in the economy is
determined by the joint  behaviour of the central bank, the commercial
banks and the public.
The money supply is defined as

M = m MB
Where M is the money supply, m is money multiplier and MB is the
monetary base or high powered money


MoneySupplyMoney Multiplier(m)
Monetary Base

Money multiplier m is defined as a ratio that relates the change in the
money supply to a given change in the monetary base. It denotes by how
much the money supply  will change for a given change in high-powered
money. The multiplier indicates what multiple of the monetary base is
transformed into money supply.
If  some  portion of  the  increase in  high-powered money  finds  its  way
into currency, this portion does not undergo multiple deposit expansion.
In other words, as a rule, an increase in the monetary base that goes into
currency  is not multiplied, whereas an increase in monetary base that
goes into supporting deposits is multiplied.
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UNIT III: MONETARY POLICY

LEARNING OUTCOMES

At the end of this unit, you will be able to:

 Define monetary policy and describe its objectives

 Elucidate different components of the monetary policy framework

 Illustrate the analytics of monetary policy

 Explain the operating procedures and instruments of monetary policy,

and

 Describe the organizational structure for monetary policy decisions

CHAPTER
MONEY MARKET3
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UNIT OVERVIEW
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LECTURE NOTES

Past knowledge - Unit III
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PART I

MONETARY POLICY : DEFINITION, FUNCTION AND OBJECTIVES.

Definition :
1. Monetary  policy  may  be  defined  as  the  use  of  monetary  policy  tools

to regulate the availability, cost and use of money (both cash and credit) for
achieving macroeconomic objectives like price stability, economic growth,
full employment, Balance of payment equilibrium, stable currency values,
adequate flow of  credit  to  productive  sectors,  moderate  structure  of
interest  rates to encourage investments,  creation  of  an  efficient  market
for  Government securities, etc.

2. Analysis of the definition above:
a. Use of monetary policy tools (shall be covered in part II)
b. Function of monetary policy : to regulate the availability cost and use of

money
c. Macroeconomic objectives

Macroeconomic objectives

Primary
Becoming more

important in
globalised economy

Time pass

PART I : Monetary policy : Definition, Function and Objectives.

PART II : Monetary policy framework.

PART  III : Organisation  structure  for  monetary  policy decisions.
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PART II

MONETARY POLICY FRAMEWORK

Section II : Analytics i.e. transmission mechanism

 Definition : The channel or route through which changes in monetary
aggregates (think M1 or M3) affect the real economy i.e. components of
aggregate demand [ C + I + G + X - M] is known as transmission
mechanism.

 There are four channels :
i. Interest rate channel
ii. Exchange rate channel
iii. Quantum channel
iv. Asset price channel

Monetary Policy Framework

Objectives of
monetary policy

Sec I

Analytics i.e.
transmission
mechanism

Sec II

Operating
procedure i.e.

implementation
tools and issues

Sec III

3 elements
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aggregates (think M1 or M3) affect the real economy i.e. components of
aggregate demand [ C + I + G + X - M] is known as transmission
mechanism.

 There are four channels :
i. Interest rate channel
ii. Exchange rate channel
iii. Quantum channel
iv. Asset price channel
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1. Interest Rate Channel :
Situation 1 - (Recession) → Fight Deflation → Expansionary monetary
policy.

Note : You may draw the graph of how to remove recessionary gap drawn
in Fiscal Policy chapter

Situation 2 - (Economy overheated )→ Fight inflation vice versa. (self)

2. Exchange Rate Channel :
Situation 1 - (Recession) → Fight  Deflation → expansionary  monetary
policy
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3. Quantum Channel

4. Assets Price channel (Wealth Effect)
If RBI follows contractionary monetary policy to fight inflation, equity
markets and real estate markets will fall - this means wealth will fall∴ Consumption ↓, AD↓, Y↓

Quantum Channel

Bank lending
channel

Balance Sheet
Channel

If RBI follows contractionary
monetary policy (CRR↑,
Repo rate↑, sell securities
under OMO), less quantity
of money will be available to
the banks for lending - hence
C and I falls(↓) AD falls(↓)

If RBI follows contractionary
monetary policies capitalised
value of assets (think DCF)
using higher interest rate
falls. Hence I falls, AD falls, Y
falls
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Section III : Operating Procedure

Operating Procedure

Price stability
and economic

growth

(*Full
employment &

economic
growth bhai

bhai)

BOP
equilibrium
and stable
currency

values

Adequate flow of
credit to

productive sector,
moderate structure
of  interest rate to

encourage
investment, create
an efficient market

for government
securities

Many a time these objectives are conflicting -
hence amendment required in part 3
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PART  III

ORGANISATION  STRUCTURE  FOR  MONETARY  POLICY DECISIONS.

I. RBI Act 1934 was amended in 2016 to enable monetary policy framework
agreement and set up of monetary policy committee.

II. Monetary policy framework agreement entered between RBI and
Government to abandon "multiple indicator" approach and make inflation
targeting the prime objective of monetary policy.

Once in every 5 years inflation target would be set by the Government of
India in consultation with RBI - presently 2016-21

Target inflation - 4% using CPI ( Consumer Price Index).

If average inflation breaches the lower limit or upper limit for three
consecutive quarters, it will be constituted as a failure to achieve the inflation
target.

3. Monetary Policy Committee (MPC) : MPC is a committee of six member.
 Three RBI Representative
 RBI Governor ( Urjit Patel)
 Deputy Governor
 One nominee

 Three representatives of the Government

∓2%

lower limit = 2% Upper limit = 6%
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ICAI refer question 2.

The MPC shall through debate and majority voting determine the policy role
by monthly (beginning of April, June, August, October, December, February)
to achieve the inflation target.

Next monetary policy committee meeting - The latest MPC meeting on
October 4th and 5th decided to increase the policy rate i.e. Repo rate by 25
basis points from 6% to 6.25%.

This decision was Rationalised by mounting inflationary pressures arising
from Minimum Support Price (MSP) announcement  in the budget, steep rise
in international crude prices, higher government spending expected in the
upcoming election year etc. Ofcourse this decision is also keeping in mind the
action of Global Central bank (Federal Reserve in US, European Central Bank
in the Euro zone) of hiking their policy rates which in turn is putting a
downward pressure on rupee. So RBI had to raise policy rates in India to
protect rupee weakening.

Self Note : Sanjay sir has forecasted this rise which can be wrong. A fall is
ruled out. Incase RBI keeps policy rates unchanged, you will provide a
counter  explanation -
Raising  of  rates  at  this  juncture  could  hurt economic  growth  and  the
CAPEX cycle  which  has  just  now  begun. However  RBI's  comments  were
extremely  hawkish  (signaling contractionary monetary policy in times
ahead).
The constitution of MPC ensures diversity, independence, discipline,
representativeness and accountability.
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ADDITIONAL NOTES
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ADDITIONAL NOTES
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ADDITIONAL NOTES
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ADDITIONAL NOTES
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SUMMARY

 Monetary policy refers to the use of monetary policy instruments which are
at the disposal  of  the  central  bank  to regulate  the  availability,  cost  and
use of money and credit so as to promote economic growth, price stability,
optimum levels of output and employment, balance of payments
equilibrium, stable currency or any other goal of government's economic
policy.

 The  monetary  policy  framework  which  has  three  basic  components,
viz.  the objectives of monetary policy, the analytics of monetary policy
which focus on the transmission mechanism, and  the operating  procedure
which  focuses on the operating targets and instruments.

 Though multiple objectives are pursued, the most commonly pursued
objectives of monetary policy of the central banks across the world has
become maintenance of price stability (or controlling inflation) and
achievement  of economic growth.

 The process or channels through which the evolution of monetary
aggregates affects  the  level  of  production  and  price  level  is  known  as
‘monetary transmission mechanism’ ie how they impact real variables such
as aggregate output and employment.

 There are mainly four different mechanisms, namely, the interest rate
channel, the exchange rate channel, the quantum channel, and the asset
price channel.

 A contractionary monetary policy‐induced increase in interest rates
increases the cost of capital and the real cost of borrowing  for firms and
households who respond by cut back on their investment and consumption
respectively.

 The  exchange rate channel works through expenditure  switching  between
domestic and foreign goods on account of appreciation /depreciation of the
domestic currency with its  impact on net exports and  consequently  on
domestic output and employment.

 Two distinct credit channels- the bank lending channel and the balance
sheet channel-operate by altering access of firm and household to bank
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credit and by the effect of monetary policy on the firm’s balance sheet
respectively.

 Asset prices generate important wealth effects that impact, through
spending, output and employment.

 The operating framework of monetary policy relates to all aspects of
implementation namely, choosing the operating target, choosing the
intermediate target ,and choosing the policy instruments.

 The day-to-day implementation of monetary policy by central banks
through various instruments is referred to as ‘operating procedures’.

 Monetary policy instruments are the various tools that a central bank can
use to  influence  money  market  and  credit  conditions  and  pursue  its
monetary policy objectives. There are direct instruments and indirect
instruments.

 The Cash Reserve Ratio (CRR) refers to the fraction of the total net demand
and time liabilities (NDTL) of a scheduled  commercial  bank  in  India
which it should maintain as cash deposit with the Reserve Bank
irrespective of its size or financial position.

 The Statutory Liquidity Ratio (SLR) is what the scheduled commercial
banks in India are required to maintain as a stipulated percentage of their
total Demand and Time Liabilities (DTL)/Net DTL (NDTL) in Cash, Gold
or  approved investments in securities.

 On the basis of the recommendations of Narsimham Committee on banking
sector reforms  the RBI  introduced Liquidity Adjustment Facility (LAF)
under which RBI provides financial accommodation to the commercial
banks through repos/reverse repos.

 Repurchase  Options  or  in  short  Repo,  is  defined  as  ‘an  instrument for
borrowing funds by selling securities with an agreement to repurchase the
securities on a mutually agreed future date at an agreed price which
includes interest for the funds borrowed’.

 In India, the fixed repo rate quoted for sovereign securities in the
overnight segment of Liquidity Adjustment Facility (LAF) is considered as
the ‘policy rate’.

 Repo or repurchase option is a collaterised lending  because  banks  borrow
money from Reserve  bank  of  India  to  fulfill  their  short  term  monetary
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requirements  by  selling  securities  to  RBI  with  an  explicit  agreement  to
repurchase the same at  predetermined  date  and at  a  fixed  rate.  The  rate
charged by RBI for this transaction is called the ‘repo rate’.

 Reverse Repo is defined as an instrument for lending funds by purchasing
securities with an agreement to resell the  securities  on a  mutually  agreed
future date at an agreed price which includes interest for the funds lent .

 The Marginal Standing Facility (MSF) refers to the facility under which
scheduled commercial banks can borrow additional  amount of overnight
money from the central bank over and above what is available to them
through the LAF window by dipping into their Statutory Liquidity Ratio
(SLR) portfolio up to a limit

 Under the Market Stabilisation Scheme (MSS) the Government of India
borrows from the RBI (such borrowing being additional to its normal
borrowing requirements) and issues treasury-bills/dated securities

 Bank Rate refers to “the standard rate at which the Reserve Bank is
prepared to buy or re-discount bills of exchange or other commercial paper
eligible for purchase under the Act.

 OMOs is a general term used for market operations conducted by the
Reserve Bank of India by way of sale/ purchase of Government securities
to/from the market with an objective to adjust the rupee liquidity
conditions in the market on a regular basis.

 The Monetary Policy Committee (MPC) consisting of six members shall
determine the policy rate to achieve the inflation target through debate and
majority vote by a panel of experts.

 The Monetary Policy Framework Agreement is an agreement reached
between the Government of India and the Reserve  Bank  of  India  (RBI)  to
keep the Consumer Price Index CPI) inflation rate between 2 to 6 per cent.

 Choice of a monetary policy action is rather complex in view of the
surrounding uncertainties and the need for exercising  trade-offs between
growth and inflation concerns. Additional  complexities arise in the case  of
an emerging market like India where inflation is influenced by factors such
as international petroleum prices and food prices.
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PRACTICE PROBLEMS

I. Multiple Choice Type Questions

1. Which of the following is the function of monetary policy?
a. regulate the exchange rate and keep it stable
b. regulate the movement of credit to the corporate sector
c. regulate the level of production and prices
d. regulate the availability, cost and use of money and credit

2. The main objective of monetary policy in India is _______:
a. reduce  food shortages to  achieve stability
b. economic growth with price stability
c. overall monetary stability  in the banking system
d. reduction of poverty and unemployment

3. The monetary transmission mechanism refers to
a. how  money  gets  circulated  in  different  sectors  of  the  economy

post monetary policy
b. the  ratio  of  nominal  interest  and  real  interest  rates  consequent  on

a monetary policy
c. the  process  or  channels  through  which  the  evolution  of  monetary

aggregates affects the level of product and prices
d. none of the above

4. A contractionary monetary policy‐induced increase in interest rates
a. increases the cost of capital and the real cost of borrowing for firms
b. increases the cost of capital and the real cost of borrowing for firms and

households
c. decreases the cost of capital and the real cost of borrowing for firms
d. has no interest rate effect on firms and households
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5. During deflation
a. the RBI reduces the CRR in order to enable the banks to expand credit

and increase the supply of money available in the economy
b. the RBI  increases the CRR in order to enable the banks to expand

credit and increase the supply of money available in the economy
c. the  RBI  reduces the CRR  in  order  to  enable  the  banks  to  contract

credit and increase the supply of money available in the economy
d. the RBI reduces the CRR but increase SLR in order to enable the banks

to contract credit and increase the supply of money available in the
economy

6. Which of the following statements is correct?
a. The  governor of the RBI in consultation with  the  Ministry  of  Finance

decides the policy rate and implements the same
b. While CRR  has to be maintained by banks as cash with the RBI, the

SLR requires holding of approved assets by the bank itself
c. When  repo  rates  increase,  it  means  that  banks  can  now  borrow

money through open market operations ( OMO)
d. None of the above

7. RBI provides financial accommodation to the  commercial banks through
repos/reverse repos under
a. Market Stabilisation Scheme (MSS)
b. The Marginal Standing Facility (MSF)
c. Liquidity Adjustment Facility (LAF).
d. Statutory Liquidity Ratio (SLR)

8. ---------------- is a money market instrument, which enables collateralised
short term borrowing and lending through sale/purchase operations in
debt instruments.
a. OMO
b. CRR
c. SLR
d. Repo
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9. In India, the term ‘Policy rate’ refers to
a. The  bank  rate  prescribed  by  the  RBI  in  its  half  yearly  monetary

policy statement
b. The CRR and SLR prescribed by RBI in its monetary policy statement
c. the  fixed  repo  rate  quoted  for  sovereign  securities  in  the

overnight segment of Liquidity Adjustment Facility (LAF)
d. the  fixed  repo  rate  quoted  for sovereign  securities  in  the

overnight segment of Marginal Standing Facility(MSF)

10. Reverse repo operation takes place when
a. RBI borrows money from banks by giving them securities
b. banks borrow money from RBI by giving them securities
c. banks borrow money in the overnight segment of  the money market
d. RBI borrows money from the central government

11. The Monetary Policy Framework Agreement is on
a. the maximum repo rate that RBI can charge from government
b. the  maximum  tolerable  inflation  rate  that  RBI  should target  to

achieve price stability.
c. the maximum repo rate that RBI can charge from the commercial banks
d. the maximum reverse repo rate that RBI can charge from the

commercial banks

12. An open market operation is an instrument of monetary policy which
involves buying or selling of ________from or to the public and banks
a. bonds and bills of exchange
b. debentures and shares
c. government securities
d. none of these
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13. Which statement (s) is (are) true about Monetary Policy Committee?
I. The Reserve Bank of India (RBI) Act, 1934 was amended on June 27,

2016, for giving a statutory backing to the Monetary  Policy
Framework Agreement and for setting up a Monetary Policy
Committee

II. The Monetary Policy Committee shall determine the policy rate
through debate and  majority vote by a panel  of experts required to
achieve  the inflation target.

III. The Monetary Policy Committee shall determine the policy rate
through consensus  from the governor of RBI

IV. The Monetary Policy Committee shall determine the policy rate
through debate and majority vote by a panel of  bankers chosen for
eth purpose

(a) I only
(b) I and II only
(c) III and  IV
(d) III only

ANSWERS
1. d
2. b
3. c
4. b
5. a
6. b
7. c
8. d
9. c
10. a

11. b
12. c
13. b
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II. Short Answer Type Questions

1. Define monetary policy.
Source - ICAI,SM

Answer / Hint
Instruments  which  are  at  the  disposal  of  the  central  bank  to  regulate
the availability,  cost  and  use  of  money  and  credit  so  as  to  attain
predetermined objectives, mainly growth with stability

2. Describe the objectives of monetary policy?
Source - ICAI,SM

Answer / Hint
The most commonly pursued objectives of monetary policy: maintenance
of price stability (or controlling inflation) and achievement of economic
growth. Context-specific multiple objectives are pursued such as
moderate long term interest  rates, exchange rate stability and external
balance of  payments equilibrium etc.

3. What is meant by the term monetary policy framework?
Source - ICAI,SM

Answer / Hint
The operating framework relates to all aspects of implementation of
monetary policy

4. Define ‘monetary transmission mechanism’.
Source - ICAI,SM

Answer / Hint
Different mechanisms through which monetary policy is able to influence
the price level and the national income.

5. Explain  the  transmission  of  monetary  policy  outcomes  through
interest  rate channel?

Source - ICAI,SM
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Answer / Hint
A monetary policy‐induced change in interest rates generate
corresponding changes in the cost of capital and the real cost  of
borrowing  for firms and households who respond by changing on their
investment  and purchase expenditures respectively affecting aggregate
demand and employment.

6. Distinguish between the bank lending channel and the balance sheet
channel of monetary transmission?

Source - ICAI,SM
Answer / Hint
Two distinct credit channels- the bank lending channel and the balance
sheet channel- operate by altering access of firms and households to bank
credit and by the effect of monetary policy on the firm’s balance sheet
respectively.

7. How do asset prices asset prices respond to monetary policy?
Source - ICAI,SM

Answer / Hint
Asset prices generate important wealth effects that impact, through
spending, output and employment.

8. What is the distinction between direct and indirect instruments of
monetary policy?

Source - ICAI,SM
Answer / Hint
Direct instruments  presuppose  one-to-one  correspondence  between  the
instrument (such as a credit ceiling) and the policy objective (such as a
specific amount of domestic credit outstanding) ,while indirect
instruments act through the  market  by  adjusting  the  underlying
demand  for,  and  supply  of,  bank reserves

9. Distinguish between CRR and Statutory Liquidity Ratio (SLR)
Source - ICAI,SM
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Answer / Hint
While CRR has to be maintained by banks as cash with the RBI, the SLR
requires holding of assets in one of the above three categories by the bank
itself.

10. What are the eligible securities for SLR?
Source - ICAI,SM

Answer / Hint
Cash, Gold,  or  investments  in un-encumbered Instruments  that
include: treasury-bills, dated securities, State Development Loans (SDLs)
issued by State Governments  under their market borrowings programme
and  other instruments as notified by the RBI

11. Explain the functioning of SLR?
Source - ICAI,SM

Answer / Hint
Changes  in  SLR  chiefly  influence  the  availability  of  resources  in  the
banking system for lending. A rise in SLR -during periods of high
liquidity - to lock up a rising fraction of a bank’s assets in the form of
eligible instruments-reduces the credit  creation  capacity  of  banks. A
reduction  in  SLR during  periods  of economic downturn has the
opposite effect.

12. Define ‘repo’
Source - ICAI,SM

Answer / Hint
Repo,  is  defined  as  ‘an  instrument  for borrowing  funds by selling
securities with an agreement to repurchase the securities on a mutually
agreed future date at an agreed price which includes interest for the funds
borrowed’

13. What is meant by ‘policy rate’?
Source - ICAI,SM
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Answer / Hint
The  policy  rate  is  the  fixed  repo  rate  quoted  for  sovereign  securities
in  the overnight segment of Liquidity Adjustment Facility (LAF).

14. Define ‘Reverse Repo’
Source - ICAI,SM

Answer / Hint
Reverse Repo" is defined as an instrument for lending funds by
purchasing securities with  an  agreement  to  resell  the  securities  on  a
mutually agreed future date at an agreed price which includes interest for
the funds lent .

15. Assess the role of Bank Rate as an instrument of monetary policy
Source - ICAI,SM

Answer / Hint
The  bank  rate  has  been  aligned  to  the  Marginal  Standing  Facility
(MSF) rate and, therefore, as and when the MSF rate changes alongside
policy repo rate changes, the bank rate also changes automatically.  Now
bank rate is used only for calculating penalty on default in the
maintenance  of  Cash  Reserve  Ratio (CRR) and the Statutory Liquidity
Ratio (SLR).

16. Open Market Operations
Source - ICAI,SM

Answer / Hint
Open Market Operations (OMO) is a general term used for market
operations conducted by the Reserve Bank of India by way of sale/
purchase of Government securities to/from  the  market with  an
objective to adjust the rupee liquidity conditions in the market on a
durable basis.

17. Outline the role of Monetary Policy Committee (MPC)
Source - ICAI,SM

Answer / Hint
The Monetary Policy Committee (MPC) consisting of six members shall
determine the policy rate to achieve the inflation target through debate
and majority vote by a panel of experts.
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III. Long Answer Type Questions

1. Explain the objectives of monetary policy in  an economy. Assess the
instruments and targets of monetary policy of the Reserve Bank of India.

2. Make a critical evaluation of the latest monetary policy statement of the
Reserve Bank of India.

3. Explain the operational procedure of the monetary policy in India.
4. A central bank is a ‘bankers’ bank.’ Elucidate the statement with

illustrations
5. Describe the organisational structure for monetary policy decisions in

India
6. Outline different components the monetary policy framework for India
7. Critically examine the different instruments of monetary policy.
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IV. Application Oriented Question

1. What will be the nature of the monetary policy undertaken by RBI in
the following?
(i) Increases repo rate by 50 basis points
(ii) Reduces the cash reserve ratio
(iii) Increases the supply of currency and coins
(iv) Terminates marginal standing facility
(v) Increases the interest rates chargeable by commercial banks
(vi) Sells securities in the open market
(vii) Initiates reverse repo operation
(viii) Changes in the SLR

Source - ICAI,SM
Answer / Hint
(i) Contractionary monetary policy
(ii) Expansionary monetary policy
(iii) Expansionary monetary policy
(iv) Contractionary monetary policy
(v) Contractionary monetary policy
(vi) Contractionary monetary policy
(vii) Absorbs the liquidity in the system
(viii) Influence the availability of resources in the banking system for

lending

2. Write a brief note about the reasons why the policy rates were changed
/not changed in the recent monetary policy announcement by the RBI

Source - ICAI,SM
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V. Other Problems

1. What role does Market Stabilization Scheme (MSS) play in our
economy?

Source - ICAI,RTP - May 2018
Answer / Hint
Market Stabilization scheme (MSS), introduced in April 2004, is a
monetary policy intervention by the RBI to withdraw  excess  liquidity
(or  money supply) by selling government securities in the economy.
Under  the Market Stabilisation Scheme (MSS) the  Government  of  India
borrows  from the RBI  (such  borrowing  being additional  to  its  normal
borrowing  requirements)  and  issues  treasury -bills/dated securities
that are utilized for absorbing from the market excess liquidity  of a more
enduring nature arising from large capital inflows. The bills/bonds issued
under MSS would have all the attributes of the existing treasury bills and
dated securities. The bills and securities will be issued by way of auctions
to be conducted by the Reserve Bank. These bonds are issued by RBI on
the behalf of Government in order to mop out excess liquidity from the
market (Banks) and not for raising capital for government.

2. Examine what would be the effect on money multiplier if banks hold
excess reserves?

Source - ICAI,RTP - May 2018
Answer / Hint
The money multiplier approach to money supply considers the ratio of
deposit to reserve, e ={ER/D) which represent the behaviour of
commercial banks as one of the determinants  of  money  supply.  The
commercial  banks are  required  to  keep  only a part or fraction of their
total deposits in the form of cash reserves. For the commercial banking
system as a whole, the actual reserves ratio may be greater than the
required reserve ratio since the banks keep with them a higher than the
statutorily required percentage of their deposits in the form of cash
reserves. The additional units of high - powered money that goes into
‘excess reserves’ of the commercial banks do not lead to any additional
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loans, and therefore, these excess reserves do not lead to creation of
money. Therefore, if the central bank injects money into the banking
system and these are held as excess reserves by the banking system, there
will be no effect on deposits or currency and hence no effect on money
multiplier and therefore on money supply.

3. Write a note on Cash Reserve Ratio (CRR). Explain the operation of
CRR.

Source - ICAI,RTP - May 2018
Answer / Hint
Cash Reserve Ratio (CRR) refers to    the fraction of the total net demand
and time liabilities (NDTL) of a scheduled commercial bank in India
which it should maintain as cash deposit with the Reserve Bank. The RBI
may set the ratio in keeping with the broad objective of maintaining
monetary stability in the economy. The credit creation capacity of
commercial banks is inversely related the cash  reserve ratio. Higher the
CRR, lower will be the credit creation and vice versa.
CRR has, in recent years, assumed significance as one of the important
quantitative tools aiding in liquidity management. Higher the CRR with
the RBI, lower will be the liquidity in the system and vice versa. During
deflation, the RBI reduces the CRR in order to enable the banks to expand
credit and increase the supply of money available in the economy.  In
order to contain credit expansion during periods of inflation, the RBI
increases the CRR.

4. Explain how each of the following may affect money multiplier and
money supply?
a. Fearing shortage of money in ATM’s, people decide to hoard money?

Source - ICAI,RTP - November 2018
Answer / Hint
The money multiplier is a function of the currency ratio set by depositors
c, which depends on  the behaviour of the public in respect of holding
money. The public by their decisions in respect of the size of the  nominal
currency in hand (designated as the currency ratio) is in a position to
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influence the amount of the nominal demand deposits of  the  commercial
banks.  When  people decide to hoard to money fearing shortage of
money in ATM’s, there is an increase in  c because depositors are
converting some of their demand deposits into currency. Demand
deposits undergo multiple expansions while currency does not. Hence
when demand deposits are being converted into currency, there is a
switch from a component  of  the money supply that  undergoes multiple
expansions  to one that does not. The overall level of multiple expansion
declines, and therefore, money multiplier also falls.

b. During festival season, people decide to withdraw money through
ATMs very often

Source - ICAI,RTP - November 2018
Answer / Hint
Demand deposits held by people are highly liquid as they can be easily
withdrawn and converted to cash. If people, for any reason, withdraw
money from ATMs with greater frequency,  then  banks  will  have  to
keep  more cash reserves to meet the obligations. This will raise the
reserve ratio, and lower the money multiplier. As a result money supply
will decline.

5. Explain the money multiplier approach to money supply.
Source - ICAI,RTP - November 2018

Answer / Hint
The money multiplier approach to money supply propounded by Milton
Friedman and Anna Schwartz, (1963) considers three factors as immediate
determinants of money supply, namely:
a. the stock of high-powered money (H)
b. the ratio of deposit to reserve, e = {ER/D} and
c. the ratio of deposit to currency, c ={C/D}
These three represent the behaviour of the central bank, behaviour of the
commerc ial banks and the behaviour of the general public respectively.
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a. The Behaviour of the Central Bank: The behaviour of the central bank
which controls the issue of currency is reflected  in  the  supply  of  the
nominal high- powered money. Money stock is determined by the
money multiplier and the monetary base is controlled by the monetary
authority. Given the behaviour of the public and the commercial
banks, the total supply of nominal money in the economy will vary
directly with the supply of the nominal high-powered money issued
by the central bank.

b. The Behaviour of Commercial Banks: By creating credit, the
commercial banks determine the total amount of nominal demand
deposits. The behaviour of the commercial banks in the economy is
reflected in the ratio of their cash reserves to deposits known as the
‘reserve ratio’. If the required reserve ratio on demand deposits
increases while all the other variables remain the same, more reserves
would be needed. This implies that banks must contract their loans,
causing a decline in deposits and hence in the money supply. If the
required reserve ratio falls, there will be greater multiple expansions of
demand deposits because the same level of reserves can now support
more demand deposits and the money supply will increase. The
additional units of high-powered money that goes into ‘excess
reserves’ of the commercial banks do not lead to any additional loans,
and  therefore,  these  excess  reserves  do  not  lead  to  the  creation  of
deposits. When the required reserve ratio falls, there will be greater
multiple expansions for demand deposits. Excess reserves ratio e is
negatively related to the market interest rate i. If interest rate increases,
the opportunity cost of holding excess reserves rises, and the desired
ratio of excess reserves to deposits falls.

c. The Behaviour of the Public: The public,  by  their  decisions  in
respect of the amount of nominal currency in  hand  (how much money
they wish to hold as cash) is in a position to influence the amount of
the nominal demand deposits of the  commercial  banks.  The
behaviour  of  the public influences bank credit through the decision on
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ratio of currency to the money supply designated as the ‘currency
ratio’.
The time  deposit-demand  deposit  ratio  i.e. how  much  money  is
kept  as time deposits compared to demand  deposits,  also  has  an
important  implication  for the money multiplier and hence for the
money stock in the economy. An increase in TD/DD ratio means that
greater availability of free reserves and consequent enlargement of
volume of multiple deposit expansion and monetary expansion.
Thus the money multiplier approach, the  size  of  the  money
multiplier  is determined by the required reserve ratio  (r)  at  the
central  bank,  the  excess reserve ratio (e) of commercial banks and the
currency ratio (c) of the public. The lower these ratios are, the larger
the money multiplier is.  In other words, the money supply is
determined by high powered  money (H) and the money multiplier
(m) and varies directly with  changes in the monetary base, and
inversely with the currency and reserve ratios.  Although these three
variables do not completely explain changes in the nominal money
supply, nevertheless they serve as useful devices for analysing such
changes. Consequently, these variables are designated as the
‘proximate determinants’ of the nominal money supply in the
economy.

6. Explain the function of SLR? What are the eligible securities of SLR?
Source - ICAI,RTP - November 2018

Answer / Hint
The Statutory Liquidity ratio (SLR) is an instrument of monetary policy
and aims to control liquidity in the domestic market by means  of
manipulating  bank  credit. Changes  in  the  SLR  chiefly  influence  the
availability  of  resources  in  the  banking system  for  lending.  A  rise  in
the  SLR  which  is  resorted  to  during  periods  of  high liquidity, tends
to lock up a rising fraction of a bank’s assets in the form of eligible
instruments, and this reduces the credit creation capacity of banks. A
reduction in the SLR  during periods of economic downturn has the
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opposite  effect.  The SLR requirement also facilitates a captive market for
government securities.
Following are the eligible securities of SLR;
(i) Cash
(ii) Gold valued at a price not exceeding the current market price,
(iii) Investments in un-encumbered Instruments that include:

a. Treasury-bills of the Government of India.
b. Dated securities including those issued by the Government of

India from time to time under the market  borrowings
programme and  the  Market Stabilization Scheme (MSS).

c. State Development Loans (SDLs) issued by State Governments
under their market borrowings programme.

d. Other instruments as notified by the RBI.

7. What is meant by ‘monetary policy instruments’?
Source - ICAI,RTP - November 2018

Answer / Hint
Monetary policy instruments are the  various direct and indirect
instruments or tools that  a  central  bank  can  use  to  influence  money
market  and  credit  conditions  and pursue its monetary policy objectives.
In general, the direct instruments comprise of:
a. the required cash reserve ratios and liquidity reserve ratios prescribed

from time to time.
b. directed credit which takes the form of prescribed targets for allocation

of credit to preferred sectors (for e.g. Credit to priority sectors), and
c. administered interest rates wherein the deposit and lending rates are

prescribed by the central bank.
The indirect instruments mainly consist of:
a. Repos
b. Open market operations
c. Standing facilities, and
d. Market-based discount window
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8. Explain how Reserve Bank of India acts as a ‘lender of last resort ‘to
commercial banks?

Or
Explain the operation of Marginal Standing Facility?

Source - ICAI,MTP - Series I
Answer / Hint
The Marginal Standing Facility (MSF) is the last resort for banks to obtain
funds once they exhaust all  borrowing  options  including  the  liquidity
adjustment  facility  on  which  the  rates  are  lower compared to the MSF.
Under this facility, the scheduled  commercial banks can borrow
additional amount of overnight money from the central bank over and
above what is available to them through the LAF window by dipping into
their Statutory Liquidity Ratio (SLR) portfolio up to a limit (a fixed per
cent of their net demand and time liabilities deposits (NDTL) liable to
change) at a penal rate of interest. The scheme has been introduced by RBI
with the main aim of reducing volatility in the overnight lending rates in
the inter-bank market and to enable smooth monetary transmission in the
financial  system. This provides a safety valve against unexpected
liquidity shocks  to  the banking system.

9. What is meant by Liquidity Adjustment Facility (LAF)?  How does it
help commercial banks?

Source - ICAI,MTP - Series I
Answer / Hint
The Liquidity Adjustment Facility(LAF) is a facility extended by the
Reserve Bank of India to the scheduled commercial banks (excluding
RRBs) and primary dealers to avail of liquidity in case  of  requirement (or
park  excess  funds  with  the  RBI  in  case of excess  liquidity) on  an
overnight  basis against the collateral of government securities including
state  government securities. The objective is to provide liquidity to
commercial banks to adjust their day to day mismatches in liquidity.
Under this  facility, financial accommodation is provided through
repos/reverse repos.
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10. Define Money Multiplier
Source - ICAI,MTP - Series I

Answer / Hint

  Money SupplyMoney Multiplier m
Monetary Base


Money multiplier m is defined as a ratio that relates the change in the
money supply to a given change in the monetary  base. It denotes by how
much the money supply will change for a given change in high-powered
money. The multiplier indicates what multiple of the monetary base is
transformed into money supply.

11. Define CRR. How is CRR used as a policy instrument.
Source - ICAI,MTP - Series II

Answer / Hint
Cash Reserve Ratio (CRR) refers to the fraction of the total net demand
and time liabilities (NDTL ie aggregate savings account, current  account
and fixed deposit balances) of a scheduled commercial bank in India
which it should maintain as cash deposit with the Reserve Bank. This
requirement applies uniformly to all scheduled banks in the country
irrespective of its size or financial position. Non-Bank Financial
Corporations (NBFCs) are outside the purview of this reserve
requirement.

Higher the CRR with the RBI, lower will be the liquidity in the system
and  availability of lendable surpluses with  the  commercial  banks  and
vice  versa. During deflation, the RBI reduces the CRR in order to enable
the banks to expand credit and increase the supply of money  available  in
the  economy. In order to contain credit expansion during periods of
inflation, the RBI increases the CRR.

12. What is the role of Liquidity Adjustment Facility?
Source - ICAI,MTP - Series II



ECONOMICS FOR FINANCE

SANJAY SARAF SIR 211

Answer / Hint
The Liquidity Adjustment Facility(LAF) is a facility extended by the
Reserve Bank of India to the scheduled commercial banks (excluding
RRBs) and primary dealers to avail of liquidity in case  of  requirement
(or  park  excess  funds  with  the  RBI  in  case  of  excess  liquidity)  on
an overnight  basis  against  the  collateral  of  government  securities
including  state  government securities.

13. What would be the impact of each of the following on credit multiplier
and money supply?
(i) If Commercial Banks keep 100 percent reserves.
(ii) If Commercial Banks do not keep reserves.
(iii) If Commercial Banks keep excess reserves.

Source - ICAI, Exam - May 2018
Answer / Hint

1Credit Multiplier
Required Reserve Ratio


(i) If commercial banks  keep 100%  reserves, the reserve deposit  ratio
is  one  and  the value of money multiplier is one. Deposits simply
substitute for the currency that is held by banks as reserves and
therefore, no new money is created by banks.

(ii) If commercial banks do not keep reserves and lends the entire
deposits, it is a case of  zero  required  reserve  ratio  and  credit
multiplier  will  be  infinite  and  therefore money creation will also
be infinite.

(iii) Excess reserves are reserves over and above  what  banks  are
legally required to hold  against  deposits. The  additional  units  of
money that goes into ‘excess reserves’ of the commercial  banks do
not lead  to any additional loans, and therefore, these excess
reserves do not lead to creation of money. The increase in banks’
excess reserves  reduces the credit multiplier, causing the money
supply to decline.
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14. Explain the difference between Liquidity Adjustment Facility (LAP)
and  Marginal Standing Facility (MSF).

Source - ICAI, Exam - May 2018
Answer / Hint
Difference between Liquidity Adjustment Facility (LAF) and Marginal
Standing Facility (MSF).

Liquidity Adjustment Facility (LAF) which was introduced by RBI in
June, 2000, is a facility extended to the scheduled commercial banks and
primary dealers to avail of liquidity in case of requirement on an
overnight basis  against the collateral of government securities  including
state  government  securities. Its objective is to assist banks to adjust their
day to day  mismatches in liquidity. Currently, the RBI provides financial
accommodation to the commercial banks through repos / reverse repos
under LAF.

Marginal Standing Facility (MSF) which was introduced by RBI in its
monetary policy statements 2011 -12, refers to the facility under which
scheduled commercial banks can  borrow  additional  amount  of
overnight  money  from  the  central  bank  over  and above  what  is
available  to  them  through  the  LAF  window  by  dipping  into  their
Statutory Liquidity Ratio (SLR) portfolio up to a limit at a penal rate of
interest.  This provides a safety valve against unexpected liquidity shocks
to the banking system.  The MSF would be the last resort for banks once
they exhaust all borrowing options including the liquidity adjustment
facility.

15. Examine why General Agreement in Tariff & Trade (GATT) lost its
relevance .

Source - ICAI, Exam - May 2018
Answer / Hint
The GATT lost its relevance by 1980s because:
 It was obsolete to the fast evolving contemporary complex world trade

scenario characterized by emerging globalisation
 International investments had expanded substantially



ECONOMICS FOR FINANCE

SANJAY SARAF SIR 213

 Intellectual property rights and trade in services were not covered by
GATT

 World merchandise trade increased  by leaps  and  bounds  and  was
beyond its scope

 The ambiguities in the multilateral system could be heavily exploited
 Efforts at liberalizing agricultural trade were not successful
 There were inadequacies in institutional structure and dispute

settlement system
 It was not a treaty and therefore terms of GATT were binding only

insofar as they are not incoherent with a nation’s domestic rules

16. How do changes in Cash Reserve Ratio (CRR) impact the economy?
Source - ICAI, Exam - May 2018

Answer / Hint
Impact of changes in Cash Reserve Ratio (CRR):
Change in Cash Reserve Ratio is one of the important quantitative tools
aiding in liquidity management. Higher the CRR with the central bank,
lower will be the liquidity in the system and vice versa. In  order  to
control  credit  expansion  during periods  of  inflation,  the  central  bank
increases  the CRR. With higher CRR, banks have to keep more reserves
and the banks’ lendable resources get depleted leading  to  decrease  in
the  volume  of bank lending and contraction in credit and money supply
in the economy.

During deflation, the central bank reduces the CRR in order to enable the
banks to expand  credit  and  increase  the  supply  of  money  available  in
the economy. With more credit available in the market, economic
activities get accelerated bringing the economy back to stability and
economic growth.
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MONEY MARKET

QUESTIONS FOR PRACTICE

1. Briefly explain why people holding currency or banks holding excess
reserves would cause the money supply to react less to changes in
the monetary base.

2. Account for cash reserve ratio as a monetary policy instrument
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INTERMEDIATE EXAMINATION: MAY 2018

SECTION – B: ECONOMICS

Question Paper

...........................................................................................................................................

Question 1.
a. Calculate  the  Marginal  Propensity  to  Consume  (MPC)  and  Marginal

Propensity  to  Save (MPS) from the following data:
Income (Y) Consumption (C) Level
` 8,000 ` 6,000 Initial level
` 12,000 ` 9,000 Changed level

(2 Marks)
b. What would be the impact of each of the following on credit multiplier and

money supply?
i. If Commercial Banks keep 100 percent reserves.
ii. If Commercial Banks do not keep reserves.
iii. If Commercial Banks keep excess reserves.

(3 Marks)
c. Explain the role of Government in a market economy as stated by Richard

Musgrave.
(3 Marks)

d. List the point of difference between fixed exchange rate and floating
exchange rate.

(2 Marks)
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Question 2.
a.

i. Explain the following modified equation of exchange as given by Irving
Fisher:
MV +M'V'=PT

(3 Marks)
ii. Describe the meaning and mechanism of 'crowding out' effect of public

expenditure.
(3 Marks)

b.
i. Explain the leakages and injections in the circular flow of Income.

(2 Marks)
ii. Describe features of public goods.

(2 Marks)

Question 3.
a.

i. Explain why people hold money according to Liquidity Preference
Theory.

(3 Marks)
ii. Which  types  of  Government  interventions  are  applied  for  correcting

information failure?
(2 Marks)

b. Suppose in an economy:
Consumption Function C = 150 + 0.75 Yd
Investment spending I = 100
Government spending G= 115
Tax Tx = 20 + 0.20 Y
Transfer Payments Tr = 40
Exports X = 35
Imports M = 15 + 0.1 Y
Where, Y and Yd are National Income and Personal Disposable Income
respectively. All figures are in rupees.
Find:
i. The equilibrium level of National Income
ii. Consumption at equilibrium level
iii.Net Exports at equilibrium level (5 Marks)
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Question 4.
a.

i. Explain  the  difference  between  Liquidity  Adjustment  Facility  (LAP)
and  Marginal Standing Facility (MSF).

(3 Marks)
ii. From  the  following  data,  compute  the  Gross  National  Product  at

Market  Price (GNPMP) using value added method:
(` In crores)

Value of output in Secondary Sector 1000
Intermediate consumption in Primary Sector 300
Value of output in Tertiary Sector 3000
Intermediate consumption in Secondary Sector 400
Net factor income from abroad (-) 100
Value of output in Primary Sector 800
Intermediate consumption in Tertiary Sector 900

(3 Marks)
b.

i. What do you mean by anti-dumping duties?
(2 Marks)

ii. Describe deterrents to Foreign Direct Investment (FDI) in the country.
(2 Marks)

Question 5.
a.

i. Describe the objectives of World Trade Organization (WTO).
(3 Marks)

ii. Examine why General Agreement in Tariff & Trade (GATT) lost its
relevance .

(2 Marks)
b.

i. Explain the objectives of Fiscal Policy.
(3 Marks)

ii. How do import tariffs affect International Trade?
OR (2 Marks)

How do changes in Cash Reserve Ratio (CRR) impact the economy?
(2 Marks)
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Solutions

Answer 1.

a. Marginal Propensity to Consume (MPC) C
Y




Where ∆ C is change in consumption and ∆Y is change in income
∆ C = (9,000 – 6,000); ∆Y = (12,000 – 8,000)

.C 3000
0 75

Y 4000

 



Marginal Propensity to Save (MPS) S C . .
Y Y
1 1 0 75 0 25

 
    

 
Or

S = Y-C

Marginal Propensity to Save (MPS) S
Y



   
 ,

12000 9000 8000 6000
12 000 8000
  



.1000
0 25

4000
 

b. Credit Multiplier
Required Reserve Ratio

1


i. If commercial banks  keep 100%  reserves, the reserve  deposit  ratio is
one  and  the value of money multiplier is one. Deposits simply
substitute for the currency that is held by banks as reserves and
therefore, no new money is created by banks.

ii. If commercial banks do not keep reserves and lends the entire deposits,
it is a case of  zero  required  reserve  ratio  and  credit  multiplier  will
be  infinite  and  therefore money creation will also be infinite.

iii. Excess  reserves  are  reserves  over  and  above  what  banks  are  legally
required  to hold  against  deposits.  The  additional  units  of  money
that  goes  into  ‘excess reserves’  of  the  commercial  banks  do  not  lead
to  any  additional  loans,  and therefore, these excess reserves do not
lead to creation of money. The increase in banks’ excess reserves
reduces  the  credit  multiplier,  causing  the  money  supply  to decline.
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c. Richard  Musgrave,  in  his classic treatise  ‘The  Theory  of Public  Finance’
(1959), introduced the three  branch  taxonomy  of  the  role  of  government
in  a  market  economy. The  objective of the economic  system  and  the
role of government is to improve the wellbeing  of  individuals  or
households. According to ‘Musgrave Three-Function Framework',  the
functions  of government are to  be  separated  into  three,  namely,
resource  allocation,  (efficiency),  income  redistribution  (fairness) and
macroeconomic stabilization. The allocation and  distribution  functions
are primarily microeconomic functions, while stabilization is a
macroeconomic function. The allocation function aims to correct  the
sources  of  inefficiency  in  the  economic  system  while  the  distribution
role ensures  that  the distribution  of  wealth  and  income  is  fair. The
stabilization branch is to ensure  achievement  of  macroeconomic  stability,
maintenance  of  high  levels  of employment and price stability.

d.
Fixed Exchange Rate Floating Exchange Rate

A fixed exchange  rate,  also referred
to  as  pegged  exchange rate,  is  an
exchange  rate  regime under  which
a  country’s  central bank  and/ or
government announces  or  decrees
what its currency will be worth in
terms of either another country’s
currency or  a  basket  of  currencies
or another  measure  of  value,  such
as gold.

Under  floating  exchange  rate
regime,  the equilibrium  value  of
the  exchange  rate  of  a country’s
currency  is  market-determined  i.e.
the demand  for  and  supply  of
currency  relative  to other
currencies determine the exchange
rate.

In order to maintain the exchange
rate  at  the  predetermined  level,
the central bank intervenes in the
foreign exchange market

There  is  no  interference  on  the
part  of the government or the
central bank of the country in the
determination  of  exchange  rate.
Any interference  in  the  foreign
exchange  market  on the part of the
government or central bank would
be only for moderating the rate of
change
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resource  allocation,  (efficiency),  income  redistribution  (fairness) and
macroeconomic stabilization. The allocation and  distribution  functions
are primarily microeconomic functions, while stabilization is a
macroeconomic function. The allocation function aims to correct  the
sources  of  inefficiency  in  the  economic  system  while  the  distribution
role ensures  that  the distribution  of  wealth  and  income  is  fair. The
stabilization branch is to ensure  achievement  of  macroeconomic  stability,
maintenance  of  high  levels  of employment and price stability.

d.
Fixed Exchange Rate Floating Exchange Rate

A fixed exchange  rate,  also referred
to  as  pegged  exchange rate,  is  an
exchange  rate  regime under  which
a  country’s  central bank  and/ or
government announces  or  decrees
what its currency will be worth in
terms of either another country’s
currency or  a  basket  of  currencies
or another  measure  of  value,  such
as gold.

Under  floating  exchange  rate
regime,  the equilibrium  value  of
the  exchange  rate  of  a country’s
currency  is  market-determined  i.e.
the demand  for  and  supply  of
currency  relative  to other
currencies determine the exchange
rate.

In order to maintain the exchange
rate  at  the  predetermined  level,
the central bank intervenes in the
foreign exchange market

There  is  no  interference  on  the
part  of the government or the
central bank of the country in the
determination  of  exchange  rate.
Any interference  in  the  foreign
exchange  market  on the part of the
government or central bank would
be only for moderating the rate of
change
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Answer 2.

a.
i. Modified Equation of Exchange

MV + M’ V’ = PT
MV  +  M’  V’  =  PT  is  an  extended  form  of  the  original  equation  of
exchange  which Fisher  gave  to  include  demand  deposits  (M’)  and
their  velocity  (V’)  in  the  total supply of money. The equation can also
be rewritten as P = (MV + M’ V’) / T.
From  the  above  equation,  it is  evident  that  the  price  level  is
determined by the following factors: (i) Quantity of money in
circulation  (M),  (ii)  the  velocity  of circulation  of money  (V),  (iii)  the
volume  of  credit  money  (M’),  the  velocity  of circulation of credit
money (V’) and the volume of trade (T).
The equation of exchange further shows that the price level (P) i s
directly related to M,  V,  M’  and  V’.   It  is,  however,  inversely  related
to  T.  Velocity  of  money  in circulation  (V)  and  the  velocity  of  credit
money  (V’)  remain constant.  Since full employment  prevails  and
since T is function  of  national  income  the  volume  of transactions T is
fixed in the short run.
The total volume of transactions (T) multiplied by the price level (P)
represents the demand  for  money.  The  demand  for  money  (PT)  is
equal  to  the  supply  of  money (MV + M'V’). In any given period, the
total value of transactions made is equal to PT and the value of money
flow is equal to MV+ M'V'.

ii. Crowding Out:
Meaning
‘Crowding out’  effect  is  the  negative  effect  fiscal  policy  may
generate when spending by government in an economy substitutes
private spending. For example, if government  provides  free  computers
to  students,  the  demand  from  students  for computers may not be
forthcoming.
Mechanism
The interest rates in an economy increase when:
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 Government increases  its spending by borrowing  from the  loanable
funds from market and thus the demand for loans increases.

 Government increases the budget deficit by selling bonds or treasury
bills and   the amount of money with the private sector decreases.
Due to high interest, private investments, especially the ones which
are interest – sensitive, will be reduced. Fiscal policy becomes
ineffective as the decline in private  spending  partially  or completely
offset  the expansion  in  demand  resulting from an increase in
government expenditure.

b.
i. Leakages: A leakage is  an outflow or  withdrawal of income from the

circular  flow.  Leakages  are  money  leaving  the  circular  flow  and
therefore,  not  available  for spending  on  currently  produced  goods
and  services.  Leakages  reduce  the  flow  of income.
Injections:  An  injection  is  a  non-consumption  expenditure.  It  is  an
expenditure  on goods  and  services  produced  within  the  domestic
territory  but  not  used  by  the domestic household for consumption
purposes.  Injections are exogenous additions to the circular flow and
add to the total volume of the basic circular flow.
In  the  two-sector  model  with  households  and  firms,  household
saving  is  the   only leakage  and  investment  is  the  only  injection.  In
the  three-sector  model  which includes  the  government,  saving  and
taxes  are  the  two  leakages  and  investment and  government
purchases  are  the  two  injections.  In  the  four-sector  model  which
includes  foreign  sector  also,  saving,  taxes,  and  imports  are  the
three  leakages; investment, government purchases, and exports are the
three injections.
The  state  of  equilibrium  occurs  when  the  total  leakages  are  equal
to  the  total injections that occur in the economy.
Savings + Taxes + Imports = Investment + Government Spending +
Exports.
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ii. Features of public goods
 Public goods yield utility and their consumption is essentially

collective in nature.
 Public goods are non rival in consumption i.e. consumption of a

public good by one individual does not reduce the quality or
quantity available for all other individuals.

 Public  goods  are  non-excludable  i.e.  consumers  cannot  (at  least
at less  than prohibitive cost) be excluded from consumption benefits

 Public goods are characterized by indivisibility, each individual may
consume all of the good i.e. the total amount consumed is the same
for each individual.

 Once  a  public  good  is  provided,  the  additional  resource  cost  of
another  person consuming the good is zero. No direct payment by
the consumer is involved in the case of pure public goods  and  these
goods are generally more vulnerable to issues such as externalities,
inadequate property rights, and free rider problems.

 Competitive  private  markets  will  fail  to  generate  economically
efficient  outputs  of public goods. E.g. national defence.

Answer 3.
a.

i. Reasons for holding money as per Liquidity Preference Theory:
According  to  Keynes’  Liquidity  Preference  Theory’,  people  hold
money  (M) in  cash for three motives:
1. The transactions motive:  People hold cash for current transactions

for personal and business exchanges i.e. to bridge the time gap
between receipt of income and planned expenditures.

2. The  precautionary  motive:  People  hold  cash  to  make
unanticipated expenditures that may occur due to unforeseen and
unpredictable contingencies.

3. The  speculative  motive:  This  motive  reflects  people’s  desire  to
hold  cash  in order  to  be  equipped  to  exploit  any  attractive
investment  opportunity  requiring cash expenditure. According to
Keynes, people demand to hold money balances to take advantage of
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the future changes in the rate of interest, which is the same as future
changes in bond prices.

ii. Government  Interventions:  For  combating  the problem  of  market
failure  due  to information failure the following interventions are
resorted to:
 Government  makes  it  mandatory  to  have  accurate  labelling

and  content disclosures by producers.
 Public  dissemination  of  information  to  improve  knowledge  and

subsidizing  of initiatives in that direction.
 Regulation  of  advertising  and  setting  of  advertising  standards

to make advertising more responsible, informative and less
persuasive.

A  few  examples  are:  SEBI  mandates  on  accurate  information
disclosure to prospective  buyers  of  new  stocks,  mandatory  statutory
information,  licensing  of doctors practicing medicine, awareness
campaigns and funding of organisations to influence public, media and
government attitudes.

b. The consumption function is
C = 150 + 0.75Yd
Level of Disposable income Yd is given by
Yd = Y-Tax + Transfer Payments, Where, Transfer Payment = Tr = 40
= Y – (20+ 0.20 Y) + 40  = Y – 20 – 0.20Y +40
= Y – 0.2Y - 20+40
Yd = 20 + 0.8 Y and C = 150+0.75 Yd
C = 150 + .75 (20 +0.8 Y) where Yd = (20+0.8Y)
C = 150 +15+ 0.6Y
C = 165 + 0.6Y
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i. The equilibrium level of national income
Y = C + I + G + (X-M)
Y = 165 + 0.6Y +100+115+ [35 – (15+0.1Y)]
= 165 +0.6 Y +100+115+ [35 -15 – 0.1Y]
= 165+0.6Y +215+ 35 – 15 - 0.1Y
Y = 400+ 0.5Y
Y-0.5Y = 400; 0.5 Y = 400
Y = 400 / 0.5    = 800
The equilibrium level of national income is ` 800

ii. Consumption at equilibrium level of national income of ` 800
C = 165 + 0.6Y
C = 165 + 0.6(800)
C = 165+480 = 645
Consumption at equilibrium level = ` 645

iii.Net Exports at equilibrium level of national income 800
Net exports          =  Value total exports - Value of total imports
Given, exports X =  35; and imports M = 15+0.1Y
Net exports =  [35 - (15+0.1Y)]

=  35 -15 – 0.1Y
=  35 -15 – (0.1X 800) = 35 – 15 – 80  = - 60

Net exports = ` (-)60
There is an adverse balance of trade

Answer 4.
a.

i. Difference between Liquidity Adjustment Facility (LAF) and Marginal
Standing Facility (MSF).
Liquidity Adjustment Facility (LAF)  which was introduced by RBI in
June, 2000, is a facility extended to the scheduled commercial banks and
primary dealers to avail of liquidity  in  case  of  requirement  on  an
overnight basis against the collateral of government securities
including  state  government  securities. Its  objective  is  to assist  banks
to adjust their day  to day mismatches  in  liquidity. Currently, the RBI
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Y = C + I + G + (X-M)
Y = 165 + 0.6Y +100+115+ [35 – (15+0.1Y)]
= 165 +0.6 Y +100+115+ [35 -15 – 0.1Y]
= 165+0.6Y +215+ 35 – 15 - 0.1Y
Y = 400+ 0.5Y
Y-0.5Y = 400; 0.5 Y = 400
Y = 400 / 0.5    = 800
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C = 165 + 0.6Y
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Net exports = ` (-)60
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Answer 4.
a.

i. Difference between Liquidity Adjustment Facility (LAF) and Marginal
Standing Facility (MSF).
Liquidity Adjustment Facility (LAF)  which was introduced by RBI in
June, 2000, is a facility extended to the scheduled commercial banks and
primary dealers to avail of liquidity  in  case  of  requirement  on  an
overnight basis against the collateral of government securities
including  state  government  securities. Its  objective  is  to assist  banks
to adjust their day  to day mismatches  in  liquidity. Currently, the RBI
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provides financial accommodation to the commercial banks through
repos / reverse repos under LAF.
Marginal Standing Facility (MSF) which was introduced by RBI in its
monetary policy statements 2011 -12, refers to the facility under which
scheduled commercial banks can  borrow  additional  amount  of
overnight  money  from  the  central  bank  over  and above  what  is
available  to  them  through  the  LAF  window  by  dipping  into  their
Statutory Liquidity Ratio (SLR) portfolio up to a limit at a penal rate of
interest.  This provides a safety valve against unexpected liquidity
shocks to the banking system.  The MSF would be the last resort for
banks once they exhaust all borrowing options including the liquidity
adjustment facility.

ii. Computation of Gross National Product at Market Price (GNPMP)
GNPMP = (Value of output in primary sector – Intermediate
consumption of primary sector) + (Value  of output in secondary  sector
– Intermediate consumption  of secondary  sector)  +  (Value  of  output
in tertiary  sector – Intermediate  consumption of tertiary sector) + Net
Factor Income from Abroad
GNPMP = [(800- 300) + (1000 – 400) + (3000 – 900)] + (-100)
= 500+ 600+ 2100 - 100
= 3200 -100 = ` 3100 Crores

b.
i. Anti –Dumping Duties

An anti-dumping duty is an extra import duty that a domestic
government imposes on foreign imports that it believes are priced below
fair market value causing injury to the competing domestic industry. It
is a protectionist tariff  equal to the difference between  the  importing
country's FOB price of  the  goods at the time of  their  import and  the
market  value  of similar  goods  in  the  exporting  country.  An  anti-
dumping duty  increases  the  price  of  imports  and  brings  it  closer  to
the  domestic  price  and prevents injury to domestic industry due to
unfair competition.
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ii. Deterrents to Foreign Direct Investment (FDI)
i. Poor  macro-economic  environment, such  as, infrastructure  lags,

high  rates of inflation and continuing instability, balance of
payment deficits, exchange rate volatility, unfavourable  tax  regime
(including  double  taxation),  small size  of market  and  lack  of
potential  for  its  growth  and  poor  track -record  of investments.

ii. Unfavourable resource and labour market conditions such as poor
natural and human  resources,  rigidity  in  the  labour  market,  low
literacy,  low labour  skills, language barriers and high rates of
industrial disputes

iii.Unfavourable legal and regulatory framework such as absence of
well -defined property  rights, lack of security to  life  and  property,
stringent  regulations, cumbersome  legal  formalities  and  delays,
bureaucracy  and  corruption  and political instability.

iv. Lack of host country trade openness viz. lack of openness,
prevalence of non - tariff barriers, lack of a general spirit of
friendliness towards foreign investors, lack of facilities for
immigration and employment of foreign technical and
administrative personnel.

Answer 5.
a.

i. Objectives of World Trade Organization (WTO):
The WTO aims to facilitate the flow of international trade smoothly,
freely, fairly and predictably for the benefit of all.  The chief objectives of
WTO are:
 to set and enforce rules for international trade
 to provide a forum for negotiating and monitoring further trade

liberalization
 to resolve trade disputes
 to increase the transparency of decision-making processes
 to cooperate with other major international economic institutions

involved in global economic management and
 to help developing countries to get benefit fully from the global

trading system
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ii. The GATT lost its relevance by 1980s because:
 It was obsolete to the fast evolving contemporary complex world

trade scenario characterized by emerging globalisation
 International investments had expanded substantially
 Intellectual property rights and trade in services were not covered by

GATT
 World merchandise trade increased  by leaps  and  bounds  and  was

beyond its scope
 The ambiguities in the multilateral system could be heavily exploited
 Efforts at liberalizing agricultural trade were not successful
 There  were  inadequacies  in  institutional  structure and  dispute

settlement system
 It  was not  a treaty and  therefore terms  of GATT  were binding only

insofar as they are not incoherent with a nation’s domestic rules

b.
i. Objectives of Fiscal Policy

Fiscal Policy refers to the policy of government related to public revenue
and public expenditure.  The  objectives  of  fiscal  policy  are  derived
from  the  aspirations  and goals of the society and vary from country to
country.  The most common objectives of fiscal policy are:
 Achievement and maintenance of full employment,
 Maintenance of price stability,
 Acceleration of the rate of economic development,
 Equitable distribution of income and wealth,
 Eradication of poverty, and
 Removal of regional imbalances in different parts of the country.
The  importance  as  well  as  order  of  priority  of  these  objectives  may
vary  from country  to  country  and  from  time  to  time.  For  instance,
while  stability  and  equality may  be  the  priorities  of  developed
nations,  economic  growth,  employment  and equity may get higher
priority in developing countries. Also, these objectives are not always
compatible;  for  instance  the  objective  of  achieving  equitable
distribution  of income may conflict with the objective of economic
growth and efficiency.
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ii. Demerits of Tariffs in International Trade:
Tariffs  are  the  most  visible  and  universally  used  trade  measures
that  determine market access for goods.   Tariffs are aimed at altering
the relative prices of  goods and services imported, so as to contract the
domestic demand and thus regulate the volume of their imports.
i. Tariff  barriers  create  obstacles  to  international  trade,  decrease  the

volume  of imports and of international trade.
ii. The prospect of market access of the exporting country is worsened

when an importing country imposes a tariff.
iii.By  making  imported  goods  more  expensive,  tariffs  discourage

domestic consumption of imported foreign goods and therefore
imports are disco uraged.

iv. Tariffs create trade distortions by disregarding comparative
advantage  and prevent  countries  from  enjoying  gains  from  trade
arising from comparative advantage. Thus, tariffs discourage efficient
production in the rest of the world and encourage inefficient
production in the home country.

OR

ii. Impact of changes in Cash Reserve Ratio (CRR):
Change  in  Cash  Reserve  Ratio  is  one  of  the  important  quantitative
tools  aiding  in liquidity  management.  Higher  the  CRR  with  the
central  bank,  lower  will  be  the liquidity in  the  system  and  vice
versa. In order to control  credit  expansion  during periods  of  inflation,
the  central  bank  increases  the  CRR.  With  higher  CRR,  banks have
to keep more reserves and the banks’ lendable resources get depleted
leading to  decrease  in  the  volume  of  bank  lending  and  contraction
in  credit  and  money supply in the economy.
During deflation, the central bank reduces the CRR in order to enable
the banks to expand  credit  and  increase  the  supply  of  money
available  in  the  economy.    With more credit available in the market,
economic activities get accelerated bringing the economy back to
stability and economic growth.
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INTERMEDIATE EXAMINATION: NOVEMBER 2018

SECTION – B: ECONOMICS

Question Paper
.......................................................................................................................

Question 1.
a. How the Government intervenes to ensure stability in price level?

(2 Marks)

b. Explain the Concept of Gross National Product at market price (GNP mp).
(2 Marks)

c. The  RBI  Published  the  following  data  as  on  31st  March,  2018.  You
are  required  to compute  M4:

(` in crores)
Currency with the public 1,12,206.6
Demand Deposits with Banks 1,93,300.4
Net Time Deposits with Banks 2,67,310.2
Other Deposits of RBI 614.8
Post Office Savings Deposits 277.5
Post Office National Savings Certificates (NSCs) 110.5

(3 Marks)

d. The  table  given  below  shows  the  number  of  labour  hours required to
produce Sugar and Rice in two  countries  X and Y:

Commodity Country X Country Y
1 Unit of Sugar 2.0 5.0
1 unit of Rice 4.0 2.5

i. Compute the Productivity  of  labour in both countries  in respect  of
both commodities.

ii. Which country  has absolute advantage  in production  of Sugar?
iii.Which country has absolute advantage in production of Rice?

(3 Marks)
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Question 2.
a. In  a  two  sector  model  Economy,  the  business  sector  produces  7500

units  at  an  average price of ` 7.
i. What is the money value of output?
ii. What is the money income of Households?
iii.If  households spend 75 of their Income,  what  is the total  consumer

expenditure?
iv. What is the total money  revenue received  by the business sector?
v. What should happen to the level of output?

(5 Marks)
b.

i. Define  the  Contractionary  Fiscal  Policy.  What  measures  under  this
policy  are  to  be adopted to eliminate the inflationary gap?

(3 Marks)
ii. Explain the role of Monetary Policy Committee (MPC) in India.

(3 Marks)

Question 3.
a.

i. Explain with example how Ad Valorem Tariff is levied.
(3 Marks)

ii. What is allocation function of Fiscal-Policy?
(2 Marks)

b.
i. What are the modes of Foreign Direct Investment (FDI)?

(3 Marks)
ii. Calculate  the  Average  Propensity  to  Consume  (APC)  and  Average

Propensity  to Save (APS)  from  the following  data:
Income     Consumption
` 4,000 ` 3,000

(2 Marks)
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ii. Calculate  the  Average  Propensity  to  Consume  (APC)  and  Average

Propensity  to Save (APS)  from  the following  data:
Income     Consumption
` 4,000 ` 3,000

(2 Marks)
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Question 4.
a.

i. Define the market failure. Why do markets fail?
(3 Marks)

ii.Mention the general characteristics of Money.
(2 Marks)

b.
i. How do Governments  correct  market  failure resulting  from  demerit

Goods?
(3 Marks)

ii. The  Nominal  Exchange  rate  of  India  is ` 56/1  $,  Price  Index  in
India is 116 and Price Index in USA is 112. What will be the Real
Exchange Rate of India?

(2 Marks)

Question 5.
a.

i. Explain the different mechanism  of  monetary  policy  which  influences
the  price-level and national income.

(3 Marks)
ii. Explain the Monetary Policy Framework Agreement.

(2 Marks)
b.

i. Distinguish between Personal Income and Disposable Personal Income.
(2 Marks)

ii. "World Trade Organisation  (WTO)  has a  three-tier  system  of  decision
making." Explain.

(2 Marks)
OR

Explain the concept  of Social Costs.
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Solutions

Answer 1.

a. Government intervenes to ensure price stability and thus regulate
aggregate  demand with  two  policy  instruments  namely,  monetary
(credit) policy and fiscal (budgetary) policy. Monetary policy  attempts  to
stabilise aggregate demand in the economy  by  influencing the  availability
and  cost  of  money,  i.e.,  the  rate  of  interest.  Fiscal  policy,  on  the  other
hand,  aims  at  influencing  aggregate  demand  by  altering  tax, public
expenditure  and public  debt  of  the  government.  When  total  spending
is too  low,  the  government  may increase  its  spending  and/or  lower
taxes  to  reduce  unemployment  and  the  central  bank may lower interest
rates. When total spending is excessive, the  government  may  cut  its
spending  and/or  raise  taxes  to  foster  price  stability  and  the  central
bank  may  raise interest  rates.  In  addition,  the  government  may initiate
regulatory measures such as price ceiling and price floors.

b. Gross  National  Product  (GNP)  is  a  measure  of  the  market  value  of
all  final  economic goods  and  services,  gross  of  depreciation,  produced
within  the  domestic  territory  of  a country  by  normal  residents  during
an  accounting  year  plus  net  factor  incomes  from abroad.  Thus,  GNP
includes  earnings  of  Indian  corporations  overseas  and  Indian residents
working overseas.

GNPMP = GDPMP + Net Factor Income from Abroad
Net  factor  income  from  abroad  is  the  difference  between  the  income
received  from abroad  for  rendering  factor  services  by  the  normal
residents  of  the  country  to  the  rest  of the  world  and  income  paid  for
the  factor  services  rendered  by  non- residents  in the domestic territory
of a country.

c. M4 = Currency and coins with the people + demand deposits with the
banks (Current and Saving  accounts) + other  deposits  with the RBI + Net
time  deposits  with  the  banking system + Total  deposits  with  the  Post
Office  Savings  (excluding  National  Savings Certificates).
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Components ` in Crores
Currency with the public 1,12,206.6
Demand deposits with banks 1,93,300.4
Other deposits with the RBI 614.8
Net time deposits with the  banking system 2,67,310.2
Post Office Savings deposits 277.5
Total 5,73,709.5

d.
i. Productivity  of  labour  (output  per labour hour = the volume of output

produced per unit of labour input)
= output  / input of labour hours
Output of commodity Units in Country X Units in Country Y
Sugar 0.5 0.20
Rice 0.25 0.40

ii. A  country has an absolute advantage in producing a good over another
country if it requires fewer resources  to  produce  that  good.  Since  one
hour  of  labour  time produces 0.5 units  of  sugar  in  country  X against
0.20 units in country Y, Country X has absolute advantage in production
of sugar.

iii. Since  one  hour  of  labour  time  produces  0.40  units  of rice in country
Y against 0.25 units in country  X, Country  Y  has absolute advantage  in
production of rice.

Answer 2.
a.

i. The  money  value  of  output equals total output times the average
price per unit. T he money value  of output  is (75000×7)  = ` 52,500

ii. In  a  two  sector  economy,  households  receive  an  amount  equal  to
the money value of output. Therefore, the money income of
households  is  the  same  as  the  money value  of output  i.e. ` 52,500

iii. Total spending by  households (` 52,500 × .75)  i.e. ` 39,375
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iv. The total money revenues received by the business  sector  is  equal  to
aggregate spending by households ie. ` 39,375

v. The  circular  flow will be balanced  and therefore  in  equilibrium when
the injections are  equal  to  the  leakages. T he saving by the household
sector would imply leakage or  withdrawal of money  (equal  to  saving)
from  the  circular  flow  of  income.  If at any time  intended  saving  is
greater  than  intended  investment,  (not  given;  assumed  = zero)  this
would  mean  that  people  are  spending  lesser  volume  of  money  on
consumption.  Here,  the  business  sector  makes  payments  of ` 52,500
to produce output,  whereas the households  purchase  only output
worth ` 39,375 of what is produced. Therefore, the business  sector has
unsold inventories valued  at ` 13,125.  Consequently,  the  firms  would
decrease  their  production  which  would lead to  a fall in output and
income of the household.

b.
i. Contractionary fiscal policy refers to the deliberate policy of

government  applied  to curtail  aggregate  demand  and  consequently
the level of  economic  activity.  In  other words,  it is fiscal policy aimed
at eliminating an inflationary  gap.
This can be achieved either by:
1. Decrease  in  government spending:  With  decrease  in  government

spending, the  total  amount  of  money  available  in  the  economy
is  reduced which is turns trim down the aggregate  demand.

2. Increase in personal income taxes and/or business taxes: An
increase in personal income taxes reduces disposable income
leading  to  fall  in consumption  spending  and  aggregate  demand.
An  increase  in  taxes  on business  profits  reduces  the  surpluses
available to  businesses,  and  as  a result,  firms’  investments  shrink
causing  aggregate  demand  to  fall.  Increased taxes  also  dampen
the  prospects  of  profits  of  potential  entrants  who  will respond
by  holding back fresh  investments.

3. A combination  of  decrease  in  government  spending  and  increase
in  personal income taxes  and/or business taxes.
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ii. Monetary Policy Committee (MPC) constituted by the Central
Government is  an empowered  six-member  committee  with  RBI
Governor as the  chairperson.  Under the  Monetary  Policy  Framework
Agreement,  the  RBI  will  be  responsible  for  price stability  and  for
containing  inflation  targets  at  4%  (with  a  standard  deviation  of
2%) in the medium term. The committee is answerable to the
Government of India if the inflation  exceeds  the  range  prescribed  for
three consecutive  months.  MPC  has complete  control  over  monetary
policy decisions to ensure economic growth and price stability.
The  MPC  decides  the  changes  to  be  made  to  the  policy  rate  (repo
rate)  so  as  to  contain  inflation  within  the  target  level  specified  to
it  by the central government. Fixing  of  the  benchmark  policy  interest
rate  (repo  rate)  is  made  in  a more  consultative  and  participative
manner  and  on  the basis of majority vote by this panel  of  experts.
This  has  added  lot  of  value  and  transparency  to  monetary  policy
decisions.

Answer 3.
a.

i. An  ad  valorem  tariff  is  a  duty or other charges levied on an import
item on the basis of its  value and not on the basis of its quantity,  size,
weight, or any  other factor.
It  is  levied  as  a  constant  percentage  of  the  monetary  value  of  one
unit  of  the imported  good.  For  example,  a  20%  ad  valorem  tariff
on  a  computer  generates `2,000/  government  revenue  from  tariff  on
each  imported  computer  priced  at `10,000/  in  the  world  market.  If
the  price  of  computer  rises  to ` 20,000,  then  it generates  a tariff  of
` 4,000/

ii. Allocation  function  of  fiscal  policy  is  concerned  with  the process
by  which  the total resources  of  the  economy  are  divided  among
various  uses  as  well  as  for  provision of an optimum mix of various
social goods (both public goods and merit goods). T he allocation
function  also  involves  the  reallocation  of  society’s  resources  from
private use to public use.
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manner  and  on  the basis of majority vote by this panel  of  experts.
This  has  added  lot  of  value  and  transparency  to  monetary  policy
decisions.

Answer 3.
a.

i. An  ad  valorem  tariff  is  a  duty or other charges levied on an import
item on the basis of its  value and not on the basis of its quantity,  size,
weight, or any  other factor.
It  is  levied  as  a  constant  percentage  of  the  monetary  value  of  one
unit  of  the imported  good.  For  example,  a  20%  ad  valorem  tariff
on  a  computer  generates `2,000/  government  revenue  from  tariff  on
each  imported  computer  priced  at `10,000/  in  the  world  market.  If
the  price  of  computer  rises  to ` 20,000,  then  it generates  a tariff  of
` 4,000/

ii. Allocation  function  of  fiscal  policy  is  concerned  with  the process
by  which  the total resources  of  the  economy  are  divided  among
various  uses  as  well  as  for  provision of an optimum mix of various
social goods (both public goods and merit goods). T he allocation
function  also  involves  the  reallocation  of  society’s  resources  from
private use to public use.
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The  resource  allocation  role  of  government’s  fiscal  policy  focuses
on the potential for the government to  improve  economic  performance
and welfare through its expenditure and tax policies. It  also  determines
who and what will be taxed as well as how and on what the
government revenue  will be spent.

b.
i. Modes of foreign direct investment (FDI)

Foreign  direct  investment  is  defined  as  the  process  whereby  the
resident of  one country  (i.e.  home  country)  acquires  more than 10
percent ownership of an asset in another  country  (i.e.  the  host  country)
and  such  movement  of  capital  involves ownership,  control  as  well
as  management  of  the  asset in the host country. Various modes are:
(i) Opening of a subsidiary  or associate company in a foreign  country,
(ii) Equity  injection into an overseas  company,
(iii) Acquiring a controlling interest  in an existing  foreign company,
(iv) Mergers and acquisitions (M&A)
(v) Joint venture  with a foreign company.
(vi) Green  field  investment  (establishment  of  a  new  overseas  affiliate

for  freshly starting  production by  a parent company).

ii.The  average  propensity  to  consume  (APC)  is the ratio of consumption
expenditures (C) to disposable income (DI),  or APC  =C/DI.
The average propensity to save (APS) is the ratio of savings to
disposable  income or APS  =S  / DI
APC=  3000/4000=  0.75.
APS=  1000/4000= 0.25.

Answer 4.
a.

i. Market failure is a situation in which the free market with an
unrestricted  price system  determined by forces of supply  and  demand
leads  to  misallocation  of society’s  scarce  resources  in  the  sense  that
there is either  overproduction  or underproduction  of  particular  goods
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and services  leading to a less  than  optimal outcome. The major reasons
for market failure and economic inefficiency include:
(i) Though  perfectly  competitive  markets  work  efficiently,  most

often  the prerequisites  of competition are unlikely  to be present in
an economy.

(ii) Market  power  of  firms  enables  them  to act as price makers and
keep the level  of prices and output  that give  them positive
economic profits.

(iii) Externalities  hinder  the  ability  of  market  prices  to  convey
accurate  information about how much to produce and how much to
buy

(iv) Public  goods  are  not  produced  at  all  or  produced  less  than
optimal quantities due  to  its  special  characteristics  such  as
indivisibility,  non - excludability  and non-rivalry.

(v) Free  rider  problem  causing  overuse,  degradation  and  depletion
of  common resources

(vi) Information  failure  manifest  in  asymmetric  information,  adverse
selection  and moral hazard.

ii. There are some general characteristics that money should possess in
order to make it serve  its functions as money.  Money should be:
 Generally acceptable
 Durable or long-lasting
 Effortlessly recognizable
 Difficult to counterfeit i.e. not easily reproducible by people
 Relatively scarce, but has elasticity of supply
 Portable or easily transported
 Possessing uniformity; and
 Divisible into smaller parts in usable quantities or fractions without

losing value.
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b.
i. Demerit goods are deemed socially undesirable  and  their  consumption

imposes considerable  negative  externalities  on  the society  as a whole.
Examples of demerit goods  are  cigarettes,  alcohol  etc.  Since  demerit
goods  are  clear  cases  of  market failure,  the  government intervenes in
the marketplace to discourage their production and consumption mainly
by  the following methods:
(i) At the extreme, the government may enforce complete ban on a

demerit good; e.g. intoxicating drugs. In such cases, the possession,
trading or consumption of the good is made illegal.

(ii) Impose unusually high taxes on producing or purchasing the
demerit goods making them very costly and unaffordable to many.

(iii) Through persuasion which is mainly intended to be achieved by
negative advertising campaigns which emphasize the dangers
associated with consumption of demerit goods and granting of
subsidies for such advertisements.

(iv) Through legislations that prohibit the advertising or promotion of
demerit goods in whatsoever manner.

(v) Strict regulations of the market for the good may be put in place so
as to limit access to the good, especially by vulnerable groups such
as children and adolescents. Restrictions in terms of a minimum age
may be stipulated at which young people are permitted to buy
cigarettes and alcohol.

(vi) Regulatory controls in the form of spatial restrictions e.g. smoking
in public places, sale of tobacco to be away from schools, and time
restrictions under which sale at particular times during the day is
banned.

ii. The ‘real exchange rate' describes ‘how many’ of a good or service in
one country can be  traded  for  ‘one’  of  that  good  or  service  in  a
foreign  country.  Thus  it incorporates changes in prices

Real Exchange rate Domestic price indexNomin al exchange rate
Foreign price index

 

116
56 58
112
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Answer 5.
a.

i. The  process  or  channels  through  which  the  evolution  of  monetary
aggregates affects  the  level  of  product  and  prices  is  known  as
‘monetary  transmission mechanism’.  T here  are  mainly  four  different
mechanisms,  namely,  the  interest rate channel,  the  exchange  rate
channel,  the  quantum  channel,  and  the  asset  price channel.
The  interest rate  channel: A  contractionary  monetary  policy‐induced
increase  in interest  rates  increases  the cost  of  capital  and  the  real
cost  of  borrowing  for  firms and  households  with  the  result  that
they  cut  back  on  their  investment  expenditures and  durable  goods
consumption  expenditures respectively. A decline in aggregate demand
results  in  a  fall  in  aggregate  output  and  employment.  Conversely,
an expansionary  monetary  policy  induced decrease  in  interest  rates
will  have  the opposite  effect  through  decreases  in  cost  of  capital  for
firms  and  cost of borrowing for households.
The exchange  rate  channel: T he exchange rate channel works through
expenditure switching between domestic and foreign goods.
Appreciation  of  the  domestic currency  makes  domestically  produced
goods  more  expensive  compared  to foreign‐produced  goods.  T his
causes  net  exports  to  fall;  correspondingly  domestic output  and
employment also fall.
The quantum  channel  (e.g.,  relating  to  money  supply  and credit)
Two distinct credit channels: the  bank lending channel and  the  balance
sheet channel- also allow the effects of  monetary  policy  actions  to
propagate through the real economy. Credit channel operates by
altering access of firms and households to  bank credit.
A  direct  effect  of  monetary policy on the firm’s balance sheet comes
about when an increase in  interest  rates works to increase the payments
that the firm must make to service  its  floating  rate  debts.  An  indirect
effect  sets  in,  when  the  same  increase in interest  rates  works to
reduce the  capitalized value  of the firm’s long‐lived  assets.
The asset  price  channel: Asset  prices  respond  to  monetary  policy
changes  and consequently  impact  output,  employment  and inflation.
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A policy‐induced increase in the  short‐term  nominal  interest  rates
makes  debt  instruments  more  attractive  than equities  in  the  eyes  of
investors leading  to  a  fall  in  equity  prices,  erosion  in household
financial wealth, fall in consumption, output,  and employment.

ii. The  Reserve  Bank  of  India  (RBI)  Act,  1934  was  amended  in  2016,
for  giving  a statutory  backing  to  the  Monetary  Policy  Framework
Agreement.   It is an agreement reached  between  the  Government  of
India  and  the  RBI  on  the  maximum  tolerable inflation  rate  that  the
RBI  should  target  to  achieve  price stability. T he amended RBI Act
(2016)  provides  for  a  statutory  basis  for  the  implementation  of  the
‘flexible inflation  targeting  framework’ by abandoning   the ‘multiple
indicator’ approach. The inflation target is to be set  by  the  Government
of  India,  in  consultation  with  the Reserve  Bank,  once in every  five
years.   Accordingly,
 the  Central  Government  has  notified  4  per  cent  Consumer  Price

Index  (CPI) inflation as the target for the period from August 5, 2016
to March 31, 2021 with the upper tolerance limit of 6 per cent and the
lower tolerance limit of 2 per cent.

 T he  RBI is  mandated  to  publish  a  Monetary  Policy  Report  every
six  months, explaining the  sources  of  inflation  and  the  forecasts of
inflation for the coming period of six to eighteen months.

b.
i. Personal  Income  is  the  income  received  by  the household  sector

including  Non- Profit  Institutions  Serving  Households.   Thus, while
national income is a measure of income earned and personal income is a
measure of actual current income receipts of  persons  from  all  sources
which  may  or  may  not  be  earned  from  productive activities  during
a  given period of time. In other words, it is the income ‘actually paid
out’  to  the  household  sector,  but  not  necessarily earned.  Examples
of  this  include transfer  payments  such  as  social  security  benefits,
unemployment  compensation, welfare  payments  etc.   Individuals also
contribute income which they do not actually receive;  for  example,
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‘flexible inflation  targeting  framework’ by abandoning   the ‘multiple
indicator’ approach. The inflation target is to be set  by  the  Government
of  India,  in  consultation  with  the Reserve  Bank,  once in every  five
years.   Accordingly,
 the  Central  Government  has  notified  4  per  cent  Consumer  Price

Index  (CPI) inflation as the target for the period from August 5, 2016
to March 31, 2021 with the upper tolerance limit of 6 per cent and the
lower tolerance limit of 2 per cent.

 T he  RBI is  mandated  to  publish  a  Monetary  Policy  Report  every
six  months, explaining the  sources  of  inflation  and  the  forecasts of
inflation for the coming period of six to eighteen months.

b.
i. Personal  Income  is  the  income  received  by  the household  sector

including  Non- Profit  Institutions  Serving  Households.   Thus, while
national income is a measure of income earned and personal income is a
measure of actual current income receipts of  persons  from  all  sources
which  may  or  may  not  be  earned  from  productive activities  during
a  given period of time. In other words, it is the income ‘actually paid
out’  to  the  household  sector,  but  not  necessarily earned.  Examples
of  this  include transfer  payments  such  as  social  security  benefits,
unemployment  compensation, welfare  payments  etc.   Individuals also
contribute income which they do not actually receive;  for  example,



SANJAY SARAF SIR 241

undistributed  corporate  profits  and  the  contribution  of employers  to
social  security.  Personal  income  forms  the  basis  for  consumption
expenditures  and is derived  from   national income as  follows:
PI = NI + income received but not earned - income earned but not
received.
Disposable  Personal  Income  (DI): Disposable  personal  income  is  a
measure  of amount  of  the  money  in  the  hands  of  the  individuals
that  is  available  for  their consumption  or  savings.  Disposable
personal  income  is derived  from  personal income  by  subtracting  the
direct  taxes  paid  by  individuals  and  other  compulsory payments
made to the government.
DI = PI - Personal  Income Taxes

ii. The  World  Trade  Organization  has  a  three - tier  system  of  decision
making. The WTO’s  top  level  decision-making  body is the Ministerial
Conference which can take decisions  on  all  matters  under  any  of  the
multilateral  trade  agreements. The Ministerial  Conference meets  at
least once every two years. The next  level  is the General  Council which
meets  several  times  a year  at the Geneva headquarters. T he  General
Council  also  meets  as  the Trade Policy Review Body and the Dispute
Settlement Body. At the next level, the Goods Council,  Services Council
and Intellectual Property (TRIPS) Council  report to the General Council.
These councils are  responsible  for  overseeing  the  implementation  of
the  WTO  agreements  in their respective  areas  of  specialisation. The
three  also  have  subsidiary  bodies. Numerous  specialized  committees,
working  groups  and  working  parties  deal  with the individual
agreements.

Or

Social  costs  refer  to  the  total  costs  to  the  society  on  account  of  a
production  or consumption  activity.  Social  costs  are  private  costs
borne  by individuals  directly involved  in  a  transaction  together  with
the external  costs  borne  by  third  parties  not directly  involved  in  the
transaction. Social  costs  represent  the  true  burdens carried by  society
in monetary  and non-monetary  terms.
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