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www.aldine.edu.in 
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button

Step 1:

Enter your ID and 

Password and click 

on Submit Button

Step 2:

Step 5:

Select your 
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Step 6:

Click on your course 
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notes 

Step 7:

Click on Financial 

Reporting for 

accessing FR 

Questions.

Step 8:

Step 3:Click on LMS
Step 4:
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Update Now

Select here your 
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 and click on 

Submit button 

After updation of 

Attempt Due click 

on Click here to 

access New LMS

HOW TO USE (with New Features)LMS 

Important Note

Click here 
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access 
New LMS 

Select your
registered 

course
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GUIDELINES FOR ALDINE VIDEO ARCHIVE (AVA)

[AVA facility remain active till 90 Days from the completion of batch.]
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HOW AVA TO USE 
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your operating system* 

Step 3:Step 4:

After installation a 

shortcut will be 
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desktop & click to 

run the software.

Step 5: Step 6:

Step 7:

*Example: If your operating system type is of 32 bit - 
Download 32 bit version.
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BATCH/CENTRE TRANSFER PROCESS

 

Step 1:
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on Payment modes
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& Pay Transfer 
charges + discount 
received + prordata 
charges if applicable.
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Transfer after 
completion of first 
transfer request. 
Student need to register 
in new batch and go to 
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REFUND PROCESS

Step 2:Step 1:
Click on Student Login button

Enter 
www.aldine.edu.in 
in your browser and 
click on Login 
button

Enter your Reg.  ID 
and Password 
and click on 
Submit Button

Step 4:
Enter Request Reason 
& Bank details after 
that click on I accept 
and here by apply for 
Refund and request to 
proceed.

Step 3:
Click on My Batches after 
that click on Apply Refund Click on My Batches 

after that click on 
Apply Refund.

FPoints to be remembered:

No Cheques will be issued against Refund. This amount will be directly transferred to student 
personal account through NEFT within 45 days .

If student is unable to pay transfer charges within the 3 days of request, his request will be declined 
(cancelled) automatically by the system.

Drop-outs will be done automatically by the system (ERP) 15 days prior to batch end date, and shall 
not be entertained under any case.

Future Batch to Current batch transfer

In this case, student need to apply transfer (all by himself) from Future to Current Batch; student 
will not be charged with any differential amount e.g. transfer charge, pro-rata. it will be 
automatically adjusted by the system. 

Current batch to Future/upcoming batch transfer

In this case, student will have to pay all the differential amount e.g. discount (given at the time of 
admission included EBD, Combo discount, bucket discount), Transfer charges and Pro-rata charges 
(if any).

Transfer within the same batch (Centre change OR Morning to Evening batch)

In this case, student will have to pay all the differential amount e.g. discount (given at the time of 
admission included EBD, Combo discount, bucket discount), Transfer charges, Pro-rata charges (if 
any).

If you have applied for transfer from higher fee category to lower fee category center, 
differential fee shall not be refunded in any case.

Refund charges are still same i.e. `2000 for every subject except for Foundation, it is `500 per 
subject.

FNOTESNOTES
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ALDINE APP PROCESS
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EVALUATION (TEST) PROCESS
Step 1: Step 2:

Step 5:

Step 8:

Step 9:

Step 6:

Click on View Result

Step 10:

Step 7:

Step 11:

Step 3:Step 4:

Step 12:
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www.aldine.edu.in 
in your browser 
and click on Student 
Login button

Enter your Reg.  Id 
and Password and 
click on Submit 
Button.
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EVALUATION 
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After solution 
upload answer 
sheet click on 
Upload Answer 
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Test List Available 

in your login.
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Download option 
after that save in 
your computer 
the test paper.

Click on Drop/click 
here answer images 
to upload

You can download 
Evaluated Answer 
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PLAN  YOUR  STRATEGY

Financial Management & 
Economics for Finance

Financial Management

50 to 6060
Full Marks Possible

Economics for Finance

35 to 4040
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Group - 1 

CA INTER
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Accounting
Corporate and Other Laws
Cost and Management 
Accounting
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(Scoring)
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Enterprise Information Systems 
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Financial Management & 
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(Scoring)
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Receivables Management
Investment Decision
Risk analysis in Capital Budge�ng
Cost of Capital
Capital structure

Topic  No. of 
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1
2
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8
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Financial Management

Introduc�on to Working capital management, Management 
of Payable, Financing of Working capital 

Treasury & Cash Management
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To be 
Watched 
at HOME

Economics for Finance

1 to 5 
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National Income and Keynesian Theory
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International Economics
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Financial Analysis & Planning
Cost of Capital
Capital structure
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Investment Decision
Risk analysis in Capital Budgeting

FM  & EFF.
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UNDERSTAND

REVISION

The FM & EFF paper CA Inter has been evolving in an uncertain & unpredictable manner. In 
order to tackle the paper comprehensively, students need to acknowledge that their preparation 
in FM & EFF takes place in three stages- 

Pick up a topic say Capital Budgeting go through the entire note book slowly steadily. Now take 
a fresh note book and practice all questions in a written manner-some of the question may be 
done in a rough manner to save time and others can be done in a proper presentable manner. 
At this stage, you got to mark Questions which are-

Take mock test in exam conditions from ICAI Resources.
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20 focused classes taken by Sanjay Sir

Notes Dictated in exam to be carried in open book exam

Excel sheet provided to link each and every topic with ICAI Study 
Mat.  (its like CTRL+F)

We have a scope of getting 40 in the MCQ portion

Rest From 60, we have around 20 - 25 marks practical - 
similar to SFM  stuff (Portfolio, Forex, Capital Budgeting)
Less regulations to mug up

Most emerging discipline for Chartered Accountant's,  
given the recent PNB-SCAM, NBFC- FIASCO, etc.

Easy to score 90+
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TWO GREAT COURSES - TWO FLEXIBLE FORMATS

Study live or at home ! You can choose the format that is best for you and your 

busy schedule. Regarding of the format you select you receive the same expert 

instructions and comprehensive preparation materials. 
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UNIT I:  NATIONAL INCOME ACCOUNTING

LEARNING OUTCOMES

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

 Define national income

 Explain the usefulness and significance of national income estimates

 Differentiate among the various concepts of national income

 Describe the different methods of calculation of national income

 Outline measurement of national income in India

 Describe the system of regional accounts in India

 Identify the challenges involved in national income computation

CHAPTER

DETERMINATION OF NATIONAL
INCOME

1
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UNIT OVERVIEW

Determination of
National Income

National Income
Accounting

Different concepts
of National

Income

Measurement of
National Income

in India

Limitations and
Challenges of

National Income
Computation
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LECTURE NOTES

National Income

SECTION I

DIFFERENT CONCEPTS OF NATIONAL INCOME

We divide the chart into the following sections:

(1) Conversion Formulas

(2) Concepts of National Income

(3) Measurement of National Income in India

(4) Significance or Importance or Usefulness of National Income Statistics

(5) Limitation/Difficulties/Challenges in Measuring National Income.

Concept and
Measurement of
National income

Keynesion
Determination of
National Income
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(1) Conversion Formulas
(i) Net = Gross - Depreciation

Depreciation→ Capital Consumption Allowance

(ii) National = Domestic + NFIA
NFIA→Net Factor Income From Abroad
= Factor income earned by country's citizens abroad - Factor income
earned by  foreign citizens in our country

(iii) Market Price = Factor Cost + NIT
NIT → Indirect Tax - Subsidy

Question :
GNPFC = 80000 cr.
NIT = (400 cr.)
Deprecation = 2000 cr.
NFIA =(1000 cr.)
Calculate NNPMP

Answer :

Product tax↓
tax based on the
quantum of production
e.g. sales tax, excise
duty, GST etc.

Production tax↓
not based on the
quantum of production.
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Question :
NDPMP→ 40000
Capital consumption→ 3000
NFIA→	(800)
NIT → (600)
Calculate GNPFC

Answer :

(2) Concepts of National Income
(1) SNA : developed by United Nations, provide a comprehensive

conceptual and accounting framework for  compiling and reporting
macroeconomic statistics for analysing and evaluating the
performance of an economy.

(2) As per SNA, National income can be looked upon from 3 angles
giving rise to 3 different methods of measurement of national income:

Production↓
Distribution↓
Disposition

This represent the circular flow of income, i.e. a continuous flow of
three interconnected activities:

Production : this stage involves value addition, i.e. intermediate
inputs (i.e. raw materials) are converted into final output. e.g. wheat
used in making bread.



NATIONAL INCOME ACCOUNTING

SANJAY SARAF SIR 6

Note 1 : Final output refers to goods which are meant for
consumption by the final purchasers. On the other hand, intermediate
consumption consists of the value of goods and services consumed as
inputs for the process of production and excludes fixed assets whose
consumption is recorded as consumption of fixed assets.

Value added = Value of output - Value of intermediate consumption
The value addition is primarily the result of labour and capital.

Distribution : This stage involves making factor payments, i.e.,
wages, labour, rent and profit providers of labour, capital, landlord
and entrepreneurship.
Note 2 : We use the term 'compensation' to employees to refer to
wages and employer's contribution to social security schemes.

Note 3 : Interest + Rent + Profit→ Operating Surplus

Note 4 : In under developed and developing economies like India, it
is often difficult to segregate labour income  and capital income. So
we use mixed income in such a situation.

Disposition : In this stage the factor owners use their income to buy
goods and services from the business sector. This further stipulates
business sector to carry out business production.
 C + G + I + (X-M)

(3) There are 8 measures of National Income as shown below :
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(4) Definition of GDPMP , GNPMP, NDPMP, NNPMP :
Value of market price  of the final output of all economic goods and
services, including/excluding depreciation produced within the domestic
frontiers of countries including NFIA during an accounting period.

Note 1 : There are two portion in this definition which you have to
smartly manage:
(a) including(Gross) / excluding depreciation (Net)
(b) including NFIA (national) / excluding NFIA (domestic)

Note 2 : We take only final output, i.e. we do not take intermediate
consumption to avoid double counting. Thus steel used in making a car is
already included in the value of a car. Ofcourse, we can do it by the value
added method.

Question :
There are different stages in the production of good ‘Zebra’. The values at
each stage are given as under:

Particulars Value
Raw material 30

Manufacturing 50
Packaging 80
Retailing 120

What  are  the  value  added  in  manufacturing  stage  and  the  total
value  added  in  the process  of producing Zebra?

Answer :
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Note 3 : Economic Vs Non Economic Activities : Economic activities, as
distinguished from non-economic activities, include all human  activities
which  create  goods  and  services  that  are  exchanged  in  a market and
valued  at market price. Non-economic activities are  those  which
produce  goods  and  services,  but  since  these  are  not  exchanged  in  a
market transaction  they  do  not  command  any  market  value;  for  e.g.
hobbies, housekeeping and child rearing services of home makers and
services of family members that are done out of love and affection.

Question :
Non-economic activities are
a. those activities whose value is excluded from national income

calculation as it will involve double counting
b. those  which  produce  goods  and  services,  but  since  these  are  not

exchanged in a market transaction they do not command any market
value

c. those which do not involve production of goods and services as they
are meant  to provide hobbies and leisure time activities

d. those which result in production for self consumption and therefore
not included in national income calculation

Answer :

Although non economic activities involve production, they are not
counted as a part of National Income. However the following exceptional
activities even though non economic are counted as a part of National
Income:
(a) production for self consumption (e.g: agriculture)
(b) own account production of fixed assets
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(c) imputed rent of owner occupied houses
(d) government expenditure on current goods and services like defence,

education, health care, etc.

SUBNOTE :  However govt. transfer payments like oldage pension and
family pension, scholarship  given to deserving delight student,
compensation given for loss of property due to floods, etc is not a part of
National Income. It is a part of personal income.

Question :
Which of the following is an example of transfer payment?
a. Old age pensions and family pensions
b. Scholarships given to deserving diligent students.
c. Compensation given for loss of property due to floods
d. All the above

Answer :

Note 4 : National Income is a flow variable that is stated per period of
time. So, National Income of 2018-2019 shall comprise the value of goods
and services produced in 2018-19 →
(a) What if some goods or services are not sold → it is a part of inventory

investment of 2018-19 and shall be included in the National Income of
2018-19.

(b) What about goods which were produced in 2017-18 but are sold in
2018-19 → these are the National Income of 2017-18
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(c) Sale of second hand goods and purchase and sale in the stock market→ these are not National Income but the commission income
generated in these transactions is a part of National Income.

(5) Definition of GDPFC , GNPFC , NDPFC , and NNPFC :
It is the sum total of the factor income (W, I, R and P) for all production
carried down within the domestic frontiers of a country, including NFIA
and including/excluding depreciation.

(6) Mathematically, National Income refers to NNPFC excluding depreciation.

(7) Other measure of personal income:
(a) Private Income : Income of private sector (household + business

sector) NNPFC + Transfer payments + Interest on National Debt -
Profit of Government

(b) Income of household sector only : Private Income - Retained
earning (also known as undistributed corporate profits) - Corporate
Tax

(c) Personal Disposable Income : Personal income - Personal Tax
(d) Personal Savings : PDI - consumption
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SECTION II

MEASUREMENT OF NATIONAL INCOME INDIA

1. Nominal Income vs Real Income : Nominal income refers to the value of
current year production at current year prices.

1 1P Q
(The subscript 1 indicates current year)

Real income refers to the value of current year production at base year's
prices i.e. o oP Q (The subscript o refers to base year)

2. Economic growth of a nation should be measured as percentage change in
real income.
Suppose, real income for 2015 → 50000 trillion
Suppose, real income for 2016 → 54000 trillion∴ Economic growth for 2016 =  54000 50000

100 8
50000

%


 

3. Obviously economic growth is not the only variable of interest to policy
makers. The other important macroeconomic variable is inflation.
Suppose nominal income for 2016 → 800 billion
Real income for 2016 → 752 billion∴ GDP deflator  = 800100 100

752
Nominal Income

Real Income
  

= 106.38%
(106.38 -100)% This means inflation = 6.38% since the base year.

We also get the formula → 100Nominal IncomeReal Income =
Deflator
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Question :
Assume  that  only  two goods,  Butter  and  Guns  are  produced  in  an
economy.  The  following information pertaining to the economy is
available:

Year Number of
units of
Butter

produced

Price of
Butter per
unit(Rs)

Number of
units of Guns

produced

Price of Gun
per unit(Rs)

1999 1000 40 50,000 6
2002 1250 44 55,000 7

Assuming 1999 to be the base year, you are required to calculate:
a. Nominal GDP for the years 1999 and 2002.
b. GDP deflator for the year 2002.
c. Average annual inflation over the period.

Answer :
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4. To measure  the standard of living of the people of a country we calculate
real GDPPer Capita=

Population

5. In India, national account statistic (NAS) is the responsibility of the national
accounts division of the CSO. Base year has been revised from 2004-05 to
2011-12. CSO computes National Income by 3 methods
(a) output or production or value added method.
(b) income or distribution method
(c) expenditure or disposition method

6. Output method :
Step 1 : Divide the economy into 3 major sectors:

(a) Primary sector (i.e. agriculture, mining, etc.)
(b) Secondary sector (i.e. manufacturing)
(c) Tertiary sector (i.e. Services)
Next we divide each sector into sub sectors and further each sub
sector into commodity or service groups.

Step 2 : For each group, we calculate :
GVAMP = Value of output - intermediate input

Step 3 : (a) For sub sector, GVAMP = MPGVA for all groups belonging to

that sub-sector.
For sector, GVAMP = MPGVA for all subsectors belonging to

that sector.
For the economy, GVAMP = MPGVA for all sectors of the

economy
(b) NVAMP = GVAMP - Depreciation
(c) NDPFC (NVAFC)= NVAMP - NFIA
(d) NNPFC = NVAFC + NFIA
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Question :
An economy consists of three sectors: primary, secondary and tertiary
sectors. Transactions related to the three sectors are given below.

Items
Primary
Sector

Secondary
Sector

Tertiary
Sector

Sales 500 750 650
Intermediate Consumption 75 125 75
Indirect taxes 60 65 85
Depreciation 50 60 75
Subsidies 35 40 35

What is the GDP at factor cost for the economy ?

Answer :
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Question :
Refer Q. No. 4 of Application Oriented Problem under Practice Problem
in this Mat.

7. Income methods/distributed share method :
Production is the conversion of intermediate consumption into final output.
This conversion or value addition is done by the primary factors of
production. Factor payments are made to these primary factors
(i) Labours : Compensation to employees, i.e., wages, bonus contribution

to PF, etc. [W]
 Note : Do not include pension of retired workers.

(ii) Capital : interest (I)
 Note : Do not include interest of national debt

(iii) Land : Rent (R)
 Note : It includes rent, imputed rent of self occupied houses, profit

on unincorporated entities
(iv) Entrepreneurship : Corporate profit (P)
 Note : It includes dividend, retained earnings and corporate tax,

profit of government enterprises.
As per institute formula :
NDPFC = Compensation of employees + Operating surplus (interest
+ rent + profit) + Mixed income of self employed

8. Expenditure method:
Also known as disposal method. This method aggregates final expenditure
in an economy during an accounting period. Under SNA we have a 4 -
sector economy.

(i) Household Sector : Private final consumption expenditure
 Note : This includes production for self consumption.

(ii) Government Sector : Government final consumption expenditure
excluding transfer payments (G).
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(iii) Business Sector : Gross domestic capital formation or gross
investment (I)
 Note : This includes fixed as well as working capital investment

(Closing stock - Opening stock)

(iv) Foreign Sector : Net exports (X - M)
So, GDPMP = C + G + I + (X - M)

9. All the three methods are used simultaneously as they provide a 3-
dimensional view of the economy (i.e. different insights into the structure
of the economy). All the methods are prone to errors and therefore
comparing them leads to better measurement of national income.
In India, data its often not available - hence agricultural production is
measured by output method, small scale sector activity  is measured by
income method and construction activity is measured by expenditure
method

Question :
Refer Q. No. 2 of Application Oriented Problem under Practice Problem
in this Mat

10. System of regional accounts of India :
(i) In order for the government to frame regional policies and evaluate

regional development, use require income estimates of regions within
India, i.e. states and union territories.

(ii) Every state and union territory shall compute:
 net state domestic product (NSDP)

 state per capita income i.e. NSDP
Population

(iii) CSO will assess the states in the computation of regional measures.
(iv) There are 'supra-regional sectors' such as railways, communication,

banking and insurance, which cut through states boundaries for these
sectors allocation would be made to states based on relevant
indicators.
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Question :
The following information is extracted from National Income Accounts of
an economy:
Investment by business sector =  100
Corporate profit tax =    50
Dividends paid by the business sector =    15
Retained earnings = 20
What is the economy for Corporate profits?

Answer :

Question :
GDP of a country is 8000. Value of output produced in the domestic
country by foreign factors of production  is  200  and  value  of  the  output
produced  by  domestic  factors  of  production  in  foreign countries is 100.
What is the GNP of the country?

Answer :
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Question :
The following is the information from national accounts of an economy:

Particulars MUC
Direct taxes 2,400
Indirect taxes 11,400
Factor income paid abroad 12,000
Factor income received from abroad 9,000
Depreciation 12,000
Surplus 1,050
Subsidies 6,000
National income 48,000

What is the GDP at market prices?

Answer :
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Question :
The  following  information  is  extracted  from  the  National  Income
Accounts  of  an  economy.  All figures are in millions units of currency
(MUC).

Particulars MUC
Compensation to employees 1,942
Exports of goods and services 134
Depreciation 118
Government expenditure 594
Gross domestic investment 639
Transfer payments 139
Imports of goods and services 165
Personal taxes 405
Net income earned from abroad 22
Personal consumption expenditure 2,191

What is the NDP at market prices ?

Answer :
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Question :
The following data is taken from National Income Accounts of a country.

Particulars Rs. Cr.
GNP at market prices 3,400
Transfer payments 484
Indirect taxes 346
Consumption of capital 380
Undistributed corporate profits 56
Corporate tax 150
Subsidies 40
Personal disposable income 2,586

What are the Personal Tax Payments ?

Answer :
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Question :
The following information is extracted from the National Income Accounts
of an economy.

Particulars Million Units of Currency
(MUC)

Depreciation 590
Government expenditure 2,970
Corporate taxes 720
Gross domestic investment 3,195
Transfer payments 695
Personal taxes 2,025
Net income earned from abroad 110
Retained earnings 1,500
Consumption expenditure 20,000

If the national income is 25,000 MUC, what are the personal savings in the
economy ?

Answer :
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SECTION III

SIGNIFICANCE AND IMPORTANCE OF NATIONAL INCOME

CATEGORY I
Policy Oriented :
(1) Composition and structure of National Income helps in framing sectoral

policies (think about regional accounts).
(2) National Income helps in macroeconomic modeling and analysis and

choosing economic policies
(3) National Income combined with financial and monetary data, helps to

design policies for growth and inflation.

CATEGORY II
Protection and Forecasting :
(1) The distribution pattern of National Income helps in demand forecasting

for products.
(2) National Income is a value added tool used in economic forecasting and

to make projections about the future development trends of the economy.

CATEGORY III
Welfare Related:
(1) Per capita real income reflects living standards of people. Hence it reflects

economic welfare
(2) National Income shows right path, income distribution and inequality.

CATEGORY IV
Comparison and Evaluation :
(1) National Income provides the framework for short run performance of

the economy.
(2) National Income is evaluation of economic policies of the Government.
(3) International comparison are possible as a result of National Income.
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Limitation of national income :

CATEGORY I
Welfare Related
(1) National Income does not reflect economic welfare because distribution

pattern are ignored
(2) Quality improvement because of technology are ignored
(3) Dis - utility
(4) Many other things that contributes to the welfare, such as leisure time,

general quality, etc. are ignored

CATEGORY II
What is left out?
(1) Production hidden from government (black economy and illegal

activities) are left out.
(2) Volunteer work and services rendered without remuneration are left out.
(3) Non -Economic activities are left out
(4) There is no distribution between production that makes us better off and

production that only prevents us from becoming worse off.

Difficulties and challenges in measuring National income :
a. lack of an agreed definition of national income,
b. accurate distinction between final goods and intermediate goods,
c. issue of transfer payments,
d. services of durable goods,
e. difficulty of incorporating distribution of income
f. valuation  of a new good at constant prices, and
g. valuation of government services

Other challenges relate to:
a. Inadequacy of data and  lack of reliability of available data,
b. presence of  non-monetised sector,
c. production for self-consumption,
d. absence of recording of incomes  due to illiteracy and ignorance,
e. lack of proper occupational classification, and
f. accurate estimation of consumption of fixed capital
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ADDITIONAL NOTES
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ADDITIONAL NOTES
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SUMMARY

 National  income  accounts  are  extremely  useful  for  analyzing  and
evaluating the performance of an economy, knowing the composition and
structure of the national income, income distribution, economic forecasting
and for  choosing economic policies and  evaluating them..

 Gross domestic product (GDPMP) 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  during  a  given  time  period
gross  of depreciation.

 Capital  goods  (business  plant  and  equipment  purchases)  and
inventory investment—the  net  change in  inventories of final  goods
awaiting sale or  of materials used in the production are counted in GDP

 To eliminate the effect of prices, in addition computing GDP in terms of
current market  prices,  termed  ‘nominal  GDP’  or  GDP  at  current
prices, the  national income accountants also calculate ‘real GDP ’or GDP
at constant prices  which is the value of domestic product in terms of
constant prices of a chosen base year.

 GNPMP = GDPMP + Net Factor Income from Abroad
 NDPMP = GDPMP - Depreciation
 NDPMP = NNPMP - Net Factor Income from Abroad
 NNPMP = GNPMP - Depreciation
 Market Price = Factor Cost + Net Indirect Taxes= Factor Cost + Indirect

Taxes – Subsidies
 Gross  Domestic  Product  at  Factor  Cost  (GDPFC)  =  GDPMP – Indirect

Taxes  + Subsidies
 Net  Domestic  Product  at  Factor  Cost  (NDPFC)  is  defined  as  the  total

factor incomes earned by the factors of production.
 Net National Product at Factor Cost (NNPFC) or National Income
 NNPFC = National Income = FID (factor income earned in domestic

territory) + NFIA.
 Personal income is a measure of the actual current income receipt of

persons from  all  sources.  Disposable  Personal  Income  (DI) that  is
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available  for  their consumption or savings DI = PI - Personal Income
Taxes

 Circular  flow  of  income  refers  to  the  continuous  interlinked  phases
in circulation  of  production,  income  generation  and  expenditure
involving different sectors of the economy.

 Product  Method  or  Value  Added Method  is  also  called  Industrial
Origin Method or Net Output Method and entails the consolidation of the
production of each industry less intermediate purchases from all other
industries.

 Under income method, national income is calculated by summation of
factor incomes  paid  out  by  all  production  units  within  the  domestic
territory  of  a country as wages and salaries, rent, interest, and profit.
Transfer incomes are excluded.

 Under  the  expenditure  approach,  also  called  Income  Disposal
Approach, national income is the aggregate final expenditure in an
economy during an accounting year composed of final consumption
expenditure, gross domestic capital formation and net exports.
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PRACTICE PROBLEMS

I. Multiple Choice Type Questions

1. The concept of ‘resident unit’ involved in the definition of GDP denotes
a. A business enterprise which belongs to a citizen of India with

production units solely situated in India
b. the unit having predominant economic interest in the economic

territory of the country for one year or more irrespective of the
nationality or legal status

c. A citizen household which had been living in India during the
accounting year and one whose economic interests are solely in India

d. Households and business enterprises composed of citizens of India
alone living in India during the accounting year

2. Read the following statements and answer the following question.
I. Intermediate consumption consists of the value of the goods and

services consumed as inputs by a process of production,
II. Intermediate  consumption  excludes  fixed  assets  whose

consumption  is recorded as consumption of fixed capital.
a. Only I is true
b. Both I and II are true
c. Only II is true
d. Neither I nor II is true

3. Gross Domestic Product (GDP) of any nation
a. excludes capital consumption  and intermediate consumption
b. is inclusive of capital consumption or depreciation
c. is inclusive of indirect taxes but excludes subsidies
d. None of the above
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4. While computing Gross Domestic Product (GDP), intermediate goods
a. are counted as part of final consumption expenditure
b. are counted on a value added basis but excluded from gross output
c. are not counted as it would involve double counting
d. are treated as stock in trade and  therefore included in computation

5. Read the following statements
I. ‘Value  added’  refer  to  the  difference  between  value  of  output  and

purchase of intermediate goods.
II. Value  added’  represent  the  contribution  of  labour  and  capital  to

the production process.
a. Statements I and II are incorrect
b. Statements I and II are correct
c. Statement I is correct and II is incorrect
d. Statement II is correct and I is incorrect

6. Non-economic activities are
a. those activities whose value is excluded from national income

calculation as it will involve double counting
b. those  which  produce  goods  and  services,  but  since  these  are  not

exchanged in a market transaction they do not command any market
value

c. those which do not involve production of goods and services as they
are meant  to provide hobbies  and leisure time activities

d. those which result in production for self consumption and therefore
not included in national income calculation

7. Which of the following does not enter into the calculation of national
income?
a. exchange of previously produced goods
b. exchange of second hand goods
c. exchange of stocks and bonds
d. all the above
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8. Which of the following enters into the calculation of national income?
a. the value of the services that accompany the sale
b. Additions to inventory stocks of final goods and materials
c. Stocks and bonds sold during eth current year
d. (a) and (b) above

9. Nominal GDP is
a. GDP at current prices
b. GDP at constant prices
c. Real GDP
d. (a) and (c)  above

10. Gross National Product at market prices GNPMP is
a. GDPMP + Net Factor Income from Abroad
b. GDPMP - Net Factor Income from Abroad
c. GDPMP - Depreciation
d. GDPMP + Net Indirect Taxes

11. Choose the correct statement
a. GNP  includes  earnings  of  Indian  corporations  overseas  and  Indian

residents working overseas; but GDP does not include these
b. NNPFC = National  Income =  FID  (factor  income  earned  in  domestic

territory) -NFIA.
c. capital goods and inventory investment are excluded from

computation of GDP
d. NDPMP = GDPMP +  Depreciation

12. The basis of distinction between market price and factor cost is
a. net factor income from abroad
b. net indirect taxes (i.e., Indirect taxes - Subsidies)
c. net indirect taxes (i.e., Indirect taxes + Subsidies)
d. depreciation ( consumption of fixed capital)
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13. If net factor income from abroad is positive, then
a. national income will be greater than domestic factor incomes.
b. national income will be less than domestic factor incomes.
c. net exports will be negative
d. domestic factor incomes will be greater than national income

14. The GDP per capita is
a. a measure of a country's economic output per person
b. actual current income receipts of persons
c. national income divided by population
d. (a)  and (c) above

15. The new series of national accounts in India, is published revising the
base year from
a. 2004-05 to 2011-12
b. 2004-05 to 2010-11.
c. 2004-05 to 2014-15.
d. None of the above

16. Which of the following is an example of transfer payment?
a. Old age pensions and family pensions
b. Scholarships given to deserving diligent students.
c. Compensation given for loss of property due to floods
d. All the above

17. Mixed income of the self -employed means
a. net profits received by self -employed people
b. outside wages received by self- employed people
c. combined factor payments which are not distinguishable,
d. wages due to  non- economic activities
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18. Demand for final consumption arises in
a. household sector only
b. government sector only
c. both household and government sectors
d. neither household nor government sector

19. GDP per capita is a completely inadequate measure of welfare because
a. It reflects only incomes accrued not earned
b. It does not reflect distribution of income among people
c. It is usually low in underdeveloped countries
d. Net factor income from abroad is not included in it

20. Which of the following is added to national income while calculating
personal income?
a. Transfer payments to individuals
b. Undistributed profits of corporate
c. Transfer payments made to foreigners
d. Mixed income of self employed

ANSWERS
1. b 6. b 11. a 16. d
2. b 7. d 12. b 17. c
3. b 8. d 13. a 18. c
4. c 9. a 14. d 19. b
5. b 10. a 15. a 20. a
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II. Short Answer Type Questions

1. Define national income
Source - ICAI, SM

Answer / Hint :
The net value of all economic goods and services produced within the
domestic territory  of  a  country  in  an  accounting year  plus  the  net
factor  income  from abroad/ the sum total of factor incomes generated by
the normal residents of a country in the form of wages, rent , interest and
profit in an accounting year’

2. What function does the System of National accounts (SNA) serve?
Source - ICAI, SM

Answer / Hint :
SNA, developed by United Nations, provide a comprehensive conceptual
and accounting framework for  compiling and reporting macroeconomic
statistics for analysing and evaluating the performance of an economy.

3. Define GDPMP

Source - ICAI, SM
Answer / Hint :
GDPMP is the market value of all final economic goods and services, gross
of depreciation,    produced  within  the  domestic  territory  of  a  country
during  a given time period.

4. What do you understand by ‘final goods’?
Source - ICAI, SM

Answer / Hint :
‘Value added’ we mean the difference between value of output and
purchase of intermediate goods.

5. Distinguish between Intermediate goods and final goods
Source - ICAI, SM
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Answer / Hint :
Intermediate  goods  used  to  produce  other  goods  rather  than  being
sold  to final purchasers are not counted as it would involve double
counting whereas final goods are those that meant for final consumption

6. Distinguish between non-economic activities and economic activities
Source - ICAI, SM

Answer / Hint :
Economic  activities as  distinguished from  non-economic activities
include  all human activities which create goods and services that can be
valued at market price. Non-economic activities are those which produce
goods and service, but  are not exchanged in a market transaction so  that
do not command any market value.

7. Distinguish between nominal GDP and real GDP
Source - ICAI, SM

Answer / Hint :
GDP in terms of current market prices, termed ‘nominal GDP’ or GDP at
current prices,  the  national  income  accountants  also  calculate  ‘real
GDP  ’or  GDP  at constant prices  which is the value of domestic product
in terms of constant prices of a chosen base year.

8. Draw the basis if distinction between GDP current and constant prices
Source - ICAI, SM

Answer / Hint :
Refer Hint 7 above.

9. What is the difference between ‘national’ and ‘domestic’?
Source - ICAI, SM

Answer / Hint :
The term ‘national’ refers to normal residents of a country who may be
within or  outside  the  domestic  territory  of  a  country  and  is  a
broader  concept compared to the term ‘domestic’ which refers to the
domestic territory of the country.
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10. What do you understand by ‘factor cost’
Source - ICAI, SM

Answer / Hint :
Factor  Cost = Market  Price - Net Indirect Taxes = Market Price - Indirect
Taxes + Subsidies

11. Differentiate between ‘taxes on production’ and  ‘product taxes’
Source - ICAI, SM

Answer / Hint :
Product  taxes  are  related  to  the  quantum  of  production  are  levied
by  the government  on  goods  and  services  and  other  taxes  on
production,  factory, license fee, pollution tax which is. These taxes are
known as indirect taxes.

12. Define ‘mixed income of self- employed’
Source - ICAI, SM

Answer / Hint :
Mixed  income  includes  all  those  incomes  which  are  difficult  to
separate  eg. labour income from capital income because people provide
both labour and capital services.

13. Define Per Capita Income
Source - ICAI, SM

Answer / Hint :
The GDP per capita is a measure of a country's economic output per
person. It is  obtained  by  dividing  the  country’s  gross  domestic
product,  adjusted  by inflation, by the total population.

14. Define ‘Private income’ as used in India
Source - ICAI, SM

Answer / Hint :
National income plus the sum of government transfer payments and
interest on  national  debt  and  subtracting  the  property  income  of
government departments and profits of government enterprises.
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15. Illustrate the circular flow of income
Source - ICAI, SM

Answer / Hint :
Circular  flow  of  income  refers  to  the  continuous  circulation  of
production, income generation and expenditure involving different
sectors of the economy. Illustrate

16. How do you arrive at ‘gross value added’
Source - ICAI, SM

Answer / Hint :
Used in the process of production , not counted to avoid double counting

17. What is meant by intermediate consumption?
Source - ICAI, SM

Answer / Hint :
Intermediate  consumption  consists  of  the  value  of  the  goods  and
services consumed as inputs by a process of production, excluding fixed
assets whose consumption is recorded as consumption of fixed capital;
the goods or services may be either transformed or used up by the
production process.

18. How is production for self consumption treated in national income
accounts?

Source - ICAI, SM
Answer / Hint :
Production for self consumption added under Value Added Method

19. Define ‘Net Factor Income from Abroad’
Source - ICAI, SM

Answer / Hint :
The  difference  between  the  aggregate  amount  that  a  country's
citizens  and companies earn abroad, and the aggregate amount that
foreign citizens and overseas companies earn in that country.
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20. What is meant by the term ‘net exports’
Source - ICAI, SM

Answer / Hint :
Net  exports  are  the  difference  between  exports  and  imports  of  a
country during the accounting year. It can be positive or negative.

III. Long Answer Type Questions

1. Define  national  income  and  explain  the  usefulness  of national
income estimates

2. Describe  the  generally used concepts of national income
3. What are the different methods of calculation of national income
4. Explain the term Gross Domestic Product (GDP). How is it estimated?
5. Distinguish between GDP current and constant prices. What purpose

does real GDP serve?
6. What is the difference between the concepts ‘market price’ and ‘factor cost

in national income accounting?
7. Illustrate  the  circular  flow  of  income  and  describe  its  relevance  for

measurement of national income
8. Explain Value Added Method as applied in national income? accounting
9. How is national income calculated under ‘Income Method’?
10. Explain ‘Expenditure Method’ for calculation of national income?
11. Write notes on the system of regional accounts in India
12. Explain with illustrations the limitations of national income computation?
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IV. Application Oriented Questions

1. Compute National income
Consumption 750
Investment 250
Government Purchases 100
Exports 100
Imports 200

Source - ICAI, SM
Answer / Hint :
Expenditure Method: National income equals domestic spending
Y = C + I + G + (X – M)
(C + I + G = 1100) plus exports (X = 100) less imports (M = 200). Y = 1000

2. Calculate Gross Domestic Product at market Prices (GDPMP) and derive
national income from the following data (in Crores of Rupees)

Inventory Investment 100
Exports 200
Indirect taxes 100
Net factor income from abroad - 50
Personal consumption expenditure 3500
Gross residential construction investment 300
Depreciation 50
Imports 100
Government purchases of goods and services 1000
Gross public investment 200
Gross business fixed investment 300

Source - ICAI, SM
Answer / Hint :
Expenditure Method
GDPMP = Personal  consumption  expenditure + Gross  Investment (Gross
business fixed investment + inventory investment) + Gross residential
construction investment + Gross public investment + Government
purchases of goods and services + Net Exports (Exports-imports)
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GNPMP = GDPMP +Net factor income from abroad
GNPMP - Indirect Taxes = GNPFC

GNPFC – Depreciation = NNPFC (National Income)
GDPMp = `

Personal consumption   expenditure =  3500

+ Gross Investment = 900

which include  (Gross Business fixed  investment = 300

Gross residential construction investment = 300

Gross public investment = 200

Inventory investment = 100)

+ Government purchases of   goods arid services =  1000

+ Net exports which include: = 100

(Exports = 200

Imports = 100)

GDPMp = = 5500
Crores

+Net Factor Income From Abroad = -50

GNPMP = = 5450
Crores

-Indirect Taxes = 100

GNPFC
= 5350
Crores

- Depreciation = 50

NNPFC (National Income) = 5300
Crores
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3. Find GDPMP and GNPMP from the following data (in Crores of Rs) using
income method. Show that it is the same as that obtained by expenditure
method.

Personal Consumption 7,314
Depreciation 800
Wages 6,508
Indirect Business Taxes 1,000
Interest 1,060
Domestic Investment 1,482
Government Expenditures 2,196
Rental Income 34
Corporate Profits 682
Exports 1,346
Net Factor Income from Abroad 40
Mixed Income 806
Imports 1,408

Source - ICAI, SM
Answer / Hint :
Income Method
GDPMP = Employee compensation (wages  and  salaries + employers'
contribution  towards  social  security  schemes) + profits  + rent + interest
+ mixed income + depreciation + net indirect taxes (Indirect taxes -
subsidies)
GDPMP = 6,508+ 34 + 1060 + 806+ 682 + 1,000 + 800 = 10,890
GNPMP = GDPMP + NFIA =10,890+ 40 =10,930

Expenditure Method
Y = C + I + G + (X – M)
Y = 7314 + 1482 + 2196+ (1346 –1408)
Y = (7314 + 1482 + 2196) – 62
Y = 10930
GNPMP = GDPMP + NFIA =10,890+ 40 = 10,930
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4. From, the following data calculate the Gross National Product at Market
Price using Value Added method

(` in Crores)
Value of output in primary sector 500
Net factor income from abroad -20
Value of output in tertiary sector 700
Intermediate consumption in secondary sector 400
Value of output in secondary  sector 900
Government Transfer Payments 600

700
Intermediate consumption in tertiary sector 300
Intermediate consumption in  primary sector 250
Value of output in secondary  sector 900
Intermediate consumption in secondary sector 300

Source - ICAI, SM
Answer / Hint :
GDPMP = (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)
Value of output in primary sector = 500

- Intermediate consumption of primary sector = 250

+ Value of output in secondary    sector = 900

- Intermediate consumption in   secondary sector = 300

+ Value of output in tertiary   sector = 700

- Intermediate consumption of tertiary sector = 300

GDPMP =` 1250  Crores
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V. Other Problems

1. Define  National Income. Draw the basis of distinction between GDP at
current and constant prices.

Answer / Hint :
National  Income  is  defined  as  the  net  value  of  all  economic  goods
and  services produced within the domestic territory of a country in an
accounting year plus the net factor income from abroad. According to the
Central Statistical Organization (CSO ) ‘National income is the sum total
of factor incomes generated by the normal residents of a country in the
form of wages, rent, interest and profit in an accounting year’.

National income may be measured at current prices or at constant prices.
If goods and  services  produced  in  a  year  are  valued  at  current
prices,  i.e.,  market  prices prevailing  in  the  year in  which  goods  and
services  are  produced,  we  get  national income at current prices or
nominal national income. If goods and services produced in a year are
valued at ‘fixed’ prices, i.e., prices that prevailed during a previous year
chosen  as  base  year,  we  get  national  income  at  constant  prices  or
real  national income.  Thus  GDP  at  constant  prices  is  the  value  of
domestic  product  in  terms  of constant prices of a chosen base year.  A
base year is a carefully chosen year which is a normal year free from price
fluctuations.

The  GDP  market  prices  is  sensitive  to  changes  in  average  price
level.  The  s ame physical output will correspond to a different GDP level
if the average level of market prices changes. That is, if prices rise, GDP
measured at market prices will also rise without any real increase in
physical output. This is misleading because it do es not reflect  changes  in
the  actual  volume  of  output.  GDP  at  current  prices  makes  no
adjustment  for inflation  or  deflation.  GDP  at  constant  prices  is
inflation  /deflation corrected and can be used to measure true growth of
GDP. For example, the GDP of 2015-16 may be expressed either at prices
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of that year or at prices that prevailed in 2011-12. In the former case, GDP
will be affected by price changes, but in the latter case GDP will change
only when there has been a change in physical output. Since real  national
income  accurately  reflects  the  real  change  in  physical  output  of  a
country, it can be used to make a year to year comparison of changes in
the volume of output of goods and services.

2. You are given the following data on an economy in millions:
Consumer Expenditure (inclusive of indirect taxes) 110 m
Investment 20 m
Government Expenditure (inclusive of transfer payments) 70 m
Exports 20 m
Imports 50 m
Net Property Income from abroad 10 m
Transfer payments 20 m
Indirect taxes 30 m
Population 0.5 m

(i) Calculate the Gross Domestic Product at market prices.
(ii) Calculate the Gross National Income at market prices.
(iii) Calculate the Gross Domestic Product at factor cost.
(iv) Calculate the per capita Gross National Income at factor cost.

Answer / Hint :
(i) GDPMP= C + I + G + (X – Z)

110 + 20 + (70 – 20) + (20 – 50) = 150 million

(ii) GNPMP= GDP at market prices + net property income from abroad
150 + 10 = 160 million

(iii) GDPat factor cost = GDP market prices – indirect taxes
150 – 30  = 120 million
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(iv) Per  Capita  Income = GNP at Factor Cost
Population

= (160m – 30m)  /  0.5  million
= 130 / 0.5 = 260

3. How does Personal Income differ from Disposable Personal Income?

Answer / Hint :
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.

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

4. Calculate Gross National Disposable income from the following data
(in ` Crores)

NDP at factor cost 6000
Net factor income to abroad - 300
Consumption of fixed capital 400
Current transfers from government 200
Net current transfers from rest of the world 500
Indirect taxes 700
Subsidies 600
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Answer / Hint :
Gross National Disposable Income (GNDI)= GNPMP + Net current

transfer received from  rest  of  the  world.  Net  current  transfer  received

from  rest  of  the  world  is  the difference between the current transfer

received from rest of the world and current transfers paid to rest of the

world. Current transfers from government are not included as they are

simply transfers within the economy.

Gross National Disposable Income = (National Consumption
Expenditure) + (Gross National Saving)

= (Government final consumption expenditure + Private final
consumption expenditure) + (Gross National Saving.)

Calculation: -

= NDP at factor cost + Consumption of fixed capital =GDP at factor cost

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

GNP at factor cost + (indirect taxes – subsidies) = GNP at market prices

GNP at market prices + Net current transfers from rest of the world

= Gross National Disposable income

= (6000+400) + (- 300) + (700-600) + 500

= 6400 - 300 + 100 + 500 = 6700 Crores
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5. Estimate national Income by (a) Expenditure Method (b) Income
Method From Following data

Rs. in Crores
Private Final Consumption Expenditure 210
Govt. Final Consumption Expenditure 50
Net domestic capital Formation 40
Net Exports (-) 5
Wages and Salaries 170
Employers Contribution 10
Profit 45
Interest 20
Indirect Taxes 30
Subsidies 05
Rent 10
Factor Income from abroad 03
Consumption of Fixed capital 25
Royalty 15

Answer / Hint :
National Income (NNPFC)
Expenditure Method:
= Private  Final  Consumption  Expenditure  +  Govt.  Final Consumption
Expenditure + Net domestic capital Formation + Net Exports
= 210+50+40+(-5) = 295
NNP (FC) = NDPMP + Factor Income from abroad – Net Indirect Tax
(Indirect Tax – Subsidy)
= 295 + 3 - (30-5)
= 295 + 3 - 25 = 273
= 298 - 25 = 273
NNPFC = 273 Crores
Income Method:
Wages and Salaries+ Employers Contribution+ Profit + Interest + Rent +
Royalty
= 170 + 10 + 45 + 20 + 10 + 15 = 270 (NDPFC)
NNPFC = NDPFC + FIFA
270+3 = 273 Crores
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6. Calculate (a) GDPMP and (b) NNPFC from the following data:
Particulars (Rs.) In Crore

Net indirect tax 208
Consumption of fixed capital 42
Net factor income from abroad -40
Rent 311
Profit 892
Interest 81
Royalty 6
Wages and Salary 489
Employer's contribution to Social Security Scheme 50

Answer / Hint :
NDPFC = Compensation of Employees + Operating Surplus + Mixed
Income
= (viii) + (ix) + (iv) + (v) + (vi) + (vii) = 489 + 50+ 311 + 892 + 81 + 6 = 1829
Crores
GDPMP = NDPFC + Depreciation + Net Indirect Tax
= NDPFC + (ii) + (i) = 1829 + 42 + 208 = 2079 Crores
NNPFC= NDPFC + Net Factor Income from Abroad
= NDPFC + (iii) = 2079 + (-40) = 2039 Crores

7. 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
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Answer / Hint :
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

8. Explain usefulness and significance of national income estimates.

Answer / Hint :
Usefulness and significance of national income estimates :
(i) Analyzing and evaluating the short-run performance of an economy.
(ii) Economic  welfare.
(iii) Show  the  composition  and  structure  of national  income  in  terms

of  different sectors  of  the  economy,  the  periodical variations in
them and the broad sectoral shifts in an economy over time.

(iv) Throw light on income distribution and the possible inequality in the
distribution among different categories of income earners.

(v) International comparisons.
(vi) Guide to make policies for growth and inflation.
(vii) Indispensable  variable considered in economic forecasting.

9. Explain limitations and challenges of national income computation.

Answer / Hint :
limitations and challenges of national income computation :
(i) Completely inadequate measure  of  welfare.
(ii) Quality improvements.
(iii) Productions hidden.
(iv) Non-market production.
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(v) The  dis-utility  of  loss  of  leisure  time.
(vi) Economic ’bads’.
(vii) The volunteer work and services rendered without remuneration

undertaken in the economy.
(viii) Many things that contribute to our economic welfare such as, leisure

time, fairness, gender equality, security of community feeling etc.,
(ix) The distinction between production that makes us better off and

production that only prevents us from becoming worse off.

Other challenges relate to:
(i) Inadequacy of data and  lack of reliability of available data,
(ii) presence of  non-monetised sector,
(iii) production for self-consumption
(iv) absence of recording of incomes  due to illiteracy and ignorance,
(v) lack of proper occupational classification, and
(vi) accurate estimation of consumption of fixed capital
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UNIT - II : THE KEYNESIAN THEORY OF DETERMINATION
OF NATIONAL INCOME

LEARNING OUTCOMES

At the end of this unit, you will be able to:
 Define Keynes’ concept of equilibrium aggregate income

 Describe  the  components  of  aggregate  expenditure  in  two, three and

four sector economy models

 Explain  national  income  determination  in  two,  three  and  four sector

economy models

 Illustrate the functioning of multiplier, and

 Outline  the  changes  in  equilibrium  aggregate  income  on account of

changes in its determinants

CHAPTER

DETERMINATION OF NATIONAL
INCOME

1
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UNIT OVERVIEW

Determination of National Income

The Keynesian Theory of
Determination of National Income

Determination
of Equilibrium
Income : Four
Sector Model

The Two-
Sector Model
for National

Income
Determination

The
Investment
Multiplier

Determination
of Equilibrium
Income : Three
Sector Model
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LECTURE NOTES

WARM UP

Economy shall be in equilibrium when all the markets are in equilibrium, i.e.
the goods market, the assets market and labour market. This occurs when:

AD = AS

Where AD = C + I + G + X - M

There are two types of AS :

(i) SRAS
(ii) LRAS

This is as show below:

The Keynesian theory of income determination is a demand sided model. This
means we assume supply is perfectly elastic, i.e. there are no supply and any
amount can be produced at the given price level. So equilibrium output is dd
determined as shown below:
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We are dividing the chapter into the following parts :

1. Practical 2. Theory

PART I : PRACTICAL

Question :
C = 500 + 0.84
I = 1,000
G = 2,000

(i) Calculate equilibrium income and comment on it
(ii) Draw a graph to show the determination of equilibrium income
(iii) If potential output of the economy is :

Case I   12,000
Case II  25,000
What would be the effect?

Answer :
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Question :
Given the consumption function:
C = 300 + 0.6Y
(i) What is the autonomous consumption?

Answer :

(ii) What is the expression for  induced consumption?
Answer :

(iii) What does 0.6 represents ?
Answer :

(iv) Write down the saving function and explain its parameters?
Answer :

(v) Define and explain APC.
Answer :
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(vi) Draw a table to show consumption, MPC and APC at Y = 0, Y = 1,000, Y =
2,000 and Y = 3,000
Answer :
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Question :
Consider the following consumption function :

Calculate Keynesian Multiplier.

Answer :
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Question :
For an economy :
Autonomous consumption = 40
MPS = 0.25
Exogenous investment = 200
Government expenditure = 100
Calculate equilibrium income

Answer :

Question :
S = - 80 + 0.4Y
What is the investment multiplier ?

Answer :
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Question :
In an economy we have a proportional tax system, i.e.
T = 0.25Y
C = 150 + 0.8Yd (Where Yd = disposable income)
Yd = Y - T
I = 500
G = 300
Calculation budget surplus or deficit in equilibrium.

Answer :

Question :
We have S = - 200 + 0.6Yd

Yd = Y - T + R
T = 0.25Y
R = Transfer Payments = 100.
I = 1,000
G = 700
Calculate equilibrium Income.
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Answer :

Question :
MPC = 0.8
Tax rate (t) = 0.25
Calculate Keynesian multiplier (k)

Answer:
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Question :
Y C

1,000 600
1,200 680

Calculate  Keynesian multiplier

Answer:

Question :
Yd C

1,000 400
1,400 500

t= 0.10
Calculate Keynesian multiplier.

Answer:
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Question :
Equilibrium output from the dd side = 1000 [Y= AD=1000]
Potential output, i.e. few employment output = 1,800
MPC = 0.6
1. What is the current situation?
2. What action do you advice the Government to achieve full employment?

Answer:
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Question :
C = 500 + 0.8 Yd

Yd = Y -T + R
T = 0.25Y
R = 100
I = 1,000
G = 500
X = 400
M =0.14

1. Interpret the import function.

Answer :

2. Calculate Equilibrium Income .

Answer :
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3. Calculate the Keynesian multiplier.

Answer :
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PART II : THEORY

1. In this masterpiece, "The General Theory of Employment, Interest and
Money", Lord Maynard Keynes advocated the prescription of counter
cyclical AD management in order to stabilise business cycles.

2. Economy shall be in equilibrium when :
(i) AS = AD

i.e. Y = AD, i.e. C + S = C + I, i.e. S = I.
This means actual output should be equal to desired  output by all the
economic agents. In other words, the production plan of business
should match with the consumption plan of household. In other
words, the investment plan of business should match with the saving
plan of output should match with the investment plan of output.

3. Circular flow of income :

 Implies real flow
 implies money flow
 Leakages → Saving, tax and imports (S, T and M)
 Injections → I, G and R.
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4. Equilibrium Income Determination In a 2 - sector economy:
Y = C + I  or S = I

CASE I.
If Y < Yo , we have Y < AD → there is excess dd resulting in inventory
shortfall. This will cause firms to ↑	production and output

Case II.
If Y > Y0 , we have Y > AD →	 there is excess SS resulting in inventory
accumulation. This will cause firms to reduce output
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5. Equilibrium income in a three sector economy :
Y = e + I + G
or
S + T = I + G
 graph hint : graph will be exactly same
 Change : Upper Panel→	

 45o line →	Y = C + S
 C + I→ C + I + G

Lower Panel→
 S→ S + T
 I→ I + G

6. Equilibrium income determination in  a 4 sector economy:
Y = C + I + G + (X - M)
or
S + T + M = I + G + X

7. Consumption Function :
 Consumption is a positive function of disposable function∴ C = f ( t

dY )
 In a two sector economy, Yd = Y∴ C = f(Yt )
 We assume a linear relationship between C and Y

i.e. C = a + by
a → autonomous consumption
b→MPC
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 APC = C
Y

 S = - a + (l - b)Y

 APS = S
Y

 Y ↑ MPC, MPS, APC ↓,	APS ↓
8. Keynesian Multiplier :

This means that if any of the exogenous component of AD like I or G
increase by 1, it has a multiple effect on Y.

Y YK or
I G


 
 

The formula for Keynesian multiplier are :

  
1

1 1MPC t MPM  ↓ ↓
may be 0    may be 0

Explanation of Keynesian Multiplier :
Suppose initially Y = AD, Y C I G  and C =a +by  

Step I.
Now G goes up by 1, AD↑ by 1.∴ Y ↑ by 1.

Step II.
If C ↑ by b, AD↑ by b and Y↑ by b.

Step III.
If C2 ↑ by b2 , AD2 ↑	by b2 and Y2 ↑ by b2



ECONOMICS FOR FINANCE

SANJAY SARAF SIR 71

ADDITIONAL NOTES
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ADDITIONAL NOTES
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SUMMARY

 John Maynard Keynes in his masterpiece ‘The General Theory of
Employment Interest  and  Money’  published  in  1936 put  forth  a
comprehensive theory to explain the determination of equilibrium
aggregate income and output in an economy.

 The equilibrium analysis is best understood with a hypothetical simple a
two- sector economy which has only households and firms with all prices
(including factor  prices),  supply  of  capital  and  technology  constant;  the
total  income produced  Y,  accrues to the households and equals their
disposable personal income.

 The equilibrium output occur when the desired amount of output
demanded by  all  the  agents  in  the  economy  exactly  equals the
amount  produced  in  a given time period.

 In the two-sector economy aggregate demand (AD) or aggregate
expenditure consists of only two components: aggregate demand for
consumer goods and aggregate demand for investment goods, I being
determined exogenously and constant in the short run.

 Consumption  function  expresses  the  functional  relationship  between
aggregate  consumption  expenditure  and  aggregate  disposable  income,
expressed as C = f (Y). The specific form consumption function, proposed
by Keynes C = a + bY

 The value of the increment to consumer expenditure per unit of increment
to income (b) is termed the Marginal Propensity to Consume (MPC).

 The  Keynesian  assumption  is  that  consumption  increases  with an
increase in disposable income (b > 0), but that the increase  in  consumption
will be  less than the increase in disposable income (b < 1).

 The  propensity  to  consume  refers  to  the  proportion  of  the  total  and
the marginal incomes which people spend on consumer goods and
services.

 The  proportion  or  fraction  of  the  total  income  consumed  is  called
‘average propensity to consume’ (APC)=  Total Consumption /Total
Income
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 Since Y = C + S, consumption and saving functions are counterparts of each
other. The condition for national income equilibrium can thus be expressed
as C + I = C + S

 Changes in income are primarily from changes in the autonomous
components of  aggregate  demand,  especially  from  changes  in  the
unstable  investment component.

 The investment multiplier k  is defined as the ratio of change in national
income (∆Y) due to change in investment (∆I)

 The marginal propensity to consume (MPC) is the determinant of the value
of the  multiplier.  The  higher  the  marginal  propensity  to consume
(MPC)  the greater is the value of the multiplier.

 The more powerful the leakages are, the smaller will be the value of
multiplier.

 Aggregate demand in the three sector model of closed economy (neglecting
foreign  trade)  consists  of  three  components  namely,  household
consumption(C), desired business investment demand(I) and the
government sector’s demand for goods and services(G).

 The  government  sector  imposes  taxes  on  households  and  business
sector, effects  transfer  payments  to  household  sector  and  subsidy
payments  to  the business  sector,  purchases  goods  and  services  and
borrows      from  financial markets.

 In  equilibrium,  it  is  also  true  that  the  (S  +  T)  schedule  intersects  the
(I  +  G) horizontal schedule.

 The four sector model includes all four macroeconomic sectors, the
household sector, the business sector, the government sector, and the
foreign sector and in equilibrium, we have Y = C + I + G + (X-M)

 The domestic economy trades goods with the foreign sector through
exports and imports.

 Imports are subtracted from exports to derive net exports, which is the
foreign sector's contribution to aggregate expenditures. If net exports are
positive (X > M), there is net injection and national income increases.
Conversely, if X<M, there is net withdrawal and national income decreases.
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 The  autonomous  expenditure  multiplier  in  a  four  sector  model

includes  the effects of foreign transactions and is stated as 1
1 b v 

against

 
1
1 b

in a closed economy.

 The  greater  the  value  of v, the  lower  will  be  the  autonomous
expenditure multiplier.

 An increase in the demand for exports of a country is an increase in
aggregate demand  for domestically  produced  output  and  will  increase
equilibrium income just as would an increase in government spending or
an autonomous increase in investment.
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PRACTICE PROBLEMS

I. Multiple Choice Questions

1. In the Keynesian model, equilibrium aggregate output is determined by
a. aggregate demand
b. consumption function
c. the national demand for labor
d. the price level

2. Keynes believed that an economy may attain equilibrium level of output
a. only at the full-employment level of output
b. below the full-employment level of output
c. only if prices were inflexible
d. a) and c) above

3. According to Keynes, consumption expenditure is determined by
a. the level of interest rates
b. extent of government taxes and subsidies
c. disposable income
d. autonomous investment expenditure

4. The marginal propensity to consume (MPC) can be defined as
a. a change in spending due to a change in income
b. a change in   income  that is saved after consumption
c. part of income that is spent on consumption.
d. part of income that is not saved.

5. If the consumption function is expressed as C = a + bY  then  b represents
a. autonomous consumer expenditure when income is zero
b. the marginal propensity to consume.
c. the expenditure multiplier when consumption  is increased
d. part of disposable income
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6. If the consumption function is expressed as C = a + bY   then  a represents
a. autonomous consumer expenditure.
b. the marginal propensity to consume.
c. the  consumption income relationship
d. Non- linear consumption function

7. If the consumption function is C = 20 + 0.5YD, then an increase in
disposable income by `100 will result in an increase in consumer
expenditure by `------- ----
a. 25
b. 70
c. 50.
d. 100

8. If the autonomous consumption equals ` 2,000 and the marginal propensity
to consume  equals  0.8.  If  disposable  income  equals ` 10,000,  then  total
consumption will be ` ---------
a. 8,000
b. 6,000
c. 10,000
d. None of the above

9. In  the  Keynesian  cross  diagram,  the  point  at  which  the  aggregate
demand function crosses the 45 degree line indicates the
a. level of full employment income.
b. less than full employment level of income.
c. equilibrium level of income which may or may not be full employment

level of income
d. autonomous level of income which may not be full employment level  of

income
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10. In a closed economy, aggregate demand is the sum of
a. consumer expenditure,  demand for exports , and government

spending.
b. consumer expenditure,  planned  investment  spending,  and

government spending.
c. consumer  expenditure,  actual  investment  spending,  government

spending, and net exports.
d. consumer  expenditure,  planned  investment  spending,  government

spending, and net exports.

11. In an open economy, aggregate demand is the sum of
a. C+I+G
b. C+I
c. C+I+G+(X-M)
d. None of the above

12. Aggregate output and autonomous consumer expenditure are ________
related
a. negatively
b. positively
c. proportionately
d. collectively

13. The slope of the consumption function is called
a. autonomous consumption  when income is zero
b. average propensity to consume.
c. marginal propensity to consume.
d. None of the above

14. The saving function shows
a. the incremental saving caused by incremental disposable income
b. the level of saving at each level of disposable income
c. position where saving is equal to investment
d. change in saving due to autonomous investment
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15. Which of the following statement  is true
a. saving is an increasing function of the level of income and MPS is

positive
b. Since the Marginal Propensity to Consume (MPC) is always less than

unity, but greater than zero, i.e., 0 < b < 1
c. MPC + MPS = 1 and   MPS 0 < b < 1.
d. All the above

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

1. Define equilibrium output?
Source - ICAI, SM

Answer / Hint :
Equilibrium output occur when the desired amount of output demanded
by all the agents in the economy exactly equals the amount produced in a
given time period.

2. What are the components of aggregate expenditure in two sector
economy?

Source - ICAI, SM
Answer / Hint :
Only two components namely: aggregate demand for consumer goods
(C),  and  aggregate demand for investment goods (I)

3. Define consumption function?
Source - ICAI, SM

Answer / Hint :
Functional  relationship  between  aggregate  consumption  expenditure
and aggregate  disposable  income,  expressed  as  C  =  f  (Y)  ;shows  the
level  of consumption (C) corresponding to each level of disposable
income (Y)

4. Explain the concept of marginal propensity to consume?
Source - ICAI, SM

Answer / Hint :
The value of the increment to consumer expenditure per unit of increment
to income; termed b such that 0 < b < 1.

5. Define average propensity to consume?
Source - ICAI, SM
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Answer / Hint :

The ratio of total consumption to total income  i.e C
Y

6. Distinguish between saving function and marginal propensity to save
Source - ICAI, SM

Answer / Hint :
The saving function  shows  the  level of  saving  (S)  at  each  level  of
disposable income (Y). The increment to saving per unit increase in
disposable income (1 - b) is called the   marginal propensity to save.

7. What is meant by autonomous expenditure?
Source - ICAI, SM

Answer / Hint :
Expenditures that do not vary with the level of income. They are
determined by  factors other  than  income  such  as  business
expectations  and  economic policy

8. Outline  the  relationship  between  marginal propensity  to  consume
and multiplier?

Source - ICAI, SM
Answer / Hint :
The  marginal  propensity  to  consume  is  the  determinant  of  the  value
of  the multiplier. The higher the (MPC) the greater is the value of the
multiplier.

9. What is the effect of income leakages on multiplier?
Source - ICAI, SM

Answer / Hint :
The more powerful the leakages are, the smaller will be the value of
multiplier.
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10. List out the components of aggregate demand in a three sector
economy?

Source - ICAI, SM
Answer / Hint :
Three  components  namely,  household  consumption(C),  desired
business investment  demand  (I)  and  the  government  sector’s  demand
for  goods  and services (G).

11. What role does government play in a three sector economy?
Source - ICAI, SM

Answer / Hint :
Imposes taxes on households and business sector, effects transfer
payments to household  sector  and  subsidy  payments  to  the  business
sector,  purchases goods and services and borrows   from financial
markets

12. Define net exports?
Source - ICAI, SM

Answer / Hint :
The  foreign  sector's  contribution  to  aggregate  expenditures;  derived
by subtracting imports from exports

13. How do imports affect investment multiplier?
Source - ICAI, SM

Answer / Hint :
The  greater  the value  of  propensity  to  import  v,  the  lower  will  be
the autonomous expenditure multiplier.
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III. Long Answer Type Questions

1. Explain  Keynesian  concept  of  equilibrium  aggregate  income?  Illustrate
your answer with appropriate diagrams.

2. Describe the circular flow in a simple two-sector model?
3. Explain the concept of investment multiplier? Give suitable examples?
4. Describe  the  components  of  aggregate  expenditure  in  two,    three  and

four sector economy models
5. Explain national income determination in a two, sector economy?
6. Distinguish  between  national  income  determination  in  three  and  four

sector economy models?
7. Define multiplier. Explain the   functioning of multiplier?
8. Outline the changes in equilibrium aggregate income on account of

changes in its determinants?
9. Elucidate the relationship between consumption function and saving

function?
10. Describe the rationale behind multiplier? Point out the factors that weaken

the multiplier?
11. How  do  imports  and  exports  with  the  rest  of  the  world  affect  the

level  of income and output?



THE KEYNESIAN THEORY OF DETERMINATION
OF NATIONAL INCOME

SANJAY SARAF SIR 86

IV. Application Oriented Question

1. In a two sector economy, the business sector produces 7000 units at an
average price of ` 5.
a. What is the money value of output?
b. What is the money income of households?
c. If households spend 80 percent of their income, what is the total

consumer expenditure?
d. What is the total money revenues received by the business sector?
e. What should happen to the level of output?

Source - ICAI, SM
Answer / Hint :
a. The money value of output equals total output times the average price

per unit. The money value of output is (7,000 x 5) = ` 35,000.

b. 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 `35,000.

c. Total spending by households (` 35,000 x 0.8) ie. `28,000.

d. The  total  money  revenues  received  by  the  business  sector  is  equal
to aggregate spending by households ie. ` 28, 000.

e. The  business  sector  makes  payments  of `35000  to  produce  output,
whereas the households purchase only  output worth ` 28,000 of what
is produced. Therefore, the business sector has unsold inventories
valued at ` 7000. They should be expected to decrease output.
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2. Assume that an economy’s consumption function is specified by the
equation C =   500 + 0.80Y.
a. What  will  be  the  consumption  when  disposable  income  (Y)  is
`4,000, `5,000, and `6,000?

b. Find saving when disposable income is ` 4,000, ` 5,000, and ` 6,000.
c. What amount of consumption for consumption function C is

autonomous?
d. What  amount  is induced  when  disposable  income  is ` 4,000?
`5,000? `6,000?

Source - ICAI, SM
Answer / Hint :
a. Consumption for each level of disposable income is found by

substituting the specified disposable income level into the

consumption equation.

Thus, for Y = ` 4,000, C = ` 500 + 0.80(` 4,000) = ` 500 + ` 3,200 =
` 3,700.
Likewise C is ` 4,500 when Y = ` 5,000, and ` 5,300 when Y = ` 6,000.

b. Saving is the difference between disposable income and consumption.
It is  the  difference between  the  consumption  line  and  the  45  line
at  each level of disposable income
Using the calculation from part a) above, we find that saving is ` 300
when Y is ` 4,000; ` 500 when Y is ` 5,000 and ` 700 when Y is ` 6,000.

c. Autonomous  consumption  is  the  amount  consumed  when
disposable income  is  zero;  autonomous  consumption  is ` 500,  i.e
the  consumption expenditure when the consumption line C intersects
the vertical axis and disposable  income  is  0.  Since  autonomous
consumption  is  unrelated  to income, autonomous consumption is `
500 for all levels of income.

d. Induced consumption is the amount of consumption that depends
upon the  level  of  income.  Consumption  is ` 3,700  when  disposable
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income  is ` 4,000. Since ` 500 is autonomous (ie consumed regardless
of the income level), ` 3,200  out  of  the ` 3,700  level  of  consumption
is  induced  by disposable  income.  Similarly,  Induced  consumption
is ` 4,000  when disposable  income  is ` 5,000,  and ` 4,800  when
disposable  income  is ` 6,000.

3. Find the value of the multiplier when
a. MPC is 0.2
b. MPC is 0.5
c. MPC is 0.8

Source - ICAI, SM
Answer / Hint :
The value of the multiplier (k) is found by relating the change in output
(∆Y) to the initial change in aggregate spending. The value of the
multiplier is directly related to the level of MPC, i.e., the greater the MPC,
the larger the value of the multiplier. The value of the multiplier is found
from the equation k = 1/ (1 − MPC).
a. Thus, when MPC is 0.2, the multiplier is 1.25
b. When MPC is 0.5, the multiplier is 2
c. When MPC = 0.80, the multiplier is 5

4. For  the  linear  consumption  function  is  C  =  700  +  0.8Y;  I  is ` 1200
and  Net exports X-M = 100. Find equilibrium output?

Source - ICAI, SM
Answer / Hint :
The  equilibrium  level  of  output  can  be  found  by  equating  output
and aggregate spending i.e by solving Y = C + I + X - M for Y
Y = C + I + X- M
Y = 700 + 0.8Y + 1200 + 100
Y − 0.8Y = 700 + 1200 + 100
0.2Y = 2000
Y =2000/.2 = 10,000
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V. Other Problems

1. Define consumption function? Examine what would happen if
aggregate expenditures were to exceed the economy’s production
capacity?

Answer / Hint :
Consumption function is the functional relationship between aggregate
consumption expenditure  and  aggregate  disposable  income,  expressed
as C  =  f  (Y);  shows  the level of consumption (C) corresponding to each
level of disposable income (Y)

Aggregate  expenditures  in  excess  of  output  lead  to  a  higher  price
level  once  the economy  reaches  full  employment.  Nominal  output
will  increase,  but  it  merely   reflects higher prices, rather than
additional real output.

2. For an Economy with the following specifications
Consumption, C = 50+0.75 Yd

Investment, I = 100
Government Expenditure, G = 200
Transfer Payments, R= 110
Income Tax = 0.2Y
i. Find out the equilibrium of income and the value of expenditure

multiplier.
ii. If autonomous taxes worth `25 Crores are added. Find out

equilibrium level of Income.
iii.If  the  economy is  opened  up  with  exports X  =  25  and  imports

M  = 5+0.25Y Calculate the new level of Income and balance of Trade
(Assume that there are no autonomous Taxes.)
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Answer / Hint :
i. Level of Disposable income Yd is given by

Yd = Y-Tax + Transfer Payments, Where, Transfer Payment = 110
= Y -0.2 Y +110 = 0.8Y +110,
and C = 50+0.75 Yd

= 50+0.75(0.8Y +110)(where Yd = 0.8Y +110)
=50+(0.75×0.8Y) + (0.75X110) =132.50+0.6Y
C = 132.50+0.6 Y
Now Y = C+I+G, Where C = 132.50+0.6Y, I = 100, G = 200(Given)
Y=  (132.50+0.6Y)+100+200
= 432.50+0.6Y
Y-0.6Y= 0.4Y = 432.50
or Y = 432.50/0.4 = ` 1,081.25 Crores

Expenditure Multiplier = 1 1 2 5
1 1 0 6

.
b .
 

 
(Multiplier in closed

economy = 1
1 b

)

CHere b  MPC
Y

   
 




ii. If  autonomous  taxes  worth  of ` 25  Crores  added,  this  will  reduce
disposable income by ` 25 crores
Level of Disposable income Yd is given by
Yd = Y – Tax + Transfer payments
Thus Yd = Y-0.2Y +(110-25)= 0.8Y +85   ( Income Tax Given = 0.2Y,
Transfer Payments = 110)
C= 50+0.75(0.8Y +85) (Given C = 50+0.75 Yd)
C= 50+(0.75×0.8Y)+(0.75×85)
= 50+0.6Y+63.75 = 113.75+0.6Y
Y = C+I+G
= (113.75+0.6Y) +100+200= 413.75+0.6Y(C= 113.75+0.6Y , I = 100,
G = 200)
Y-0.6Y = 413.75
0.4Y = 413.75
413 75
0 4

.Y
.

 =` 1034.375 Crores.
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iii. Y  =  C + I + G + (X-M),  Where  Consumption,  (C)  =  132.50+0.6  Y,
Investment(I)  = 100, Government Expenditure (G) = 200
Since X = 25, M = 5+0.25 Y
Y  =  (132.50+0.6Y)  +100+200+  {25-(5+0.25Y)}  (Given  X  =  25  crores
and  M = 5+0.25Y)
Y = (132.50+0.6Y) +100+200+ (25-5-0.25Y)
= (1-0.6+0.25) Y = 452.50
452 50
0 65

.Y
.

 = ` 696.15 Crores

Imports = 5+0.25Y = 5+ (0.25×696.15) = `179.04 Crores
Balance of trade = Exports – Imports
Balance of Trade = 25- M = 25-179.04= -`154.04 crores.
Thus, there is adverse balance in Trade of ` 154.04 crores

3. What  would  happen  if  aggregate  expenditures  were  to  exceed  the
country’s economy’s production capacity?

Answer / Hint :
Aggregate  demand  (AD)  is  the  sum  of  all planned  expenditures  for
the  entire economy. When aggregate expenditures  exceed an economy’s
production capacity at  full  employment  level;  the  resulting  strain  on
resources  creates  “demand-pull” inflation  or higher  price  level.
Nominal output  will increase,  but  it  merely reflects higher prices,
rather than additional real output.

4. What effects do income leakages have on multiplier?

Answer / Hint :
The multiplier is the ratio of the change in real GDP to the initial change
in spending. Causes responsible for the decline in income are called
leakages.  Income that is not spent on currently  produced  consumption
goods and services may  be regarded  as having leaked out of income
stream.  If the increased income goes out of the cycle of consumption
expenditure, there is a leakage from  income stream which reduces the
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effect  of  multiplier.  The  more  powerful  these  leakages  are,  the
smaller  will  be  the value of multiplier.

5. An Economy is characterised by the following equations:
Consumption (C) = 100+0.9 Yd
Investment (I) = 100
Government Expenditure (G) = 120
Tax (T) = 50
X (Exports) = 200
M (Imports) = 100+ 0.15 Y
i. What is the equilibrium Income?
ii. Calculate trade balance.
iii.What is the value of Foreign Trade Multiplier?

Answer / Hint :
i. National Income

Y = C+I+G+(X-M)
= (100+0.9Yd) +100+120+200-(100+0.15Y)
= 100+0.9(Y-T) +100+120+200-100-0.15Y
= 100+0.9(Y-50) +100+120+200-100-0.15Y
Y= 375+0.75Y
Y-0.75Y= 375
0.25Y= 375

100375 1500 00
25

Y .  

ii. Trade balance = X- M
= 200- (100+0.15Y)
Substituting the value of Y We have
Trade Balance = 200-100-225= -125
Trade balance is in deficit of 125.
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iii. Value of foreign trade Multiplier = 1
1 b m 

Where  b  marginal  propensity  to  consume,  and  m  is  marginal
propensity  to import. (Here MPC = 0.9 and marginal propensity to
Import (m) = 0.15

Foreign trade Multiplier = 1 1 1 100 4
1 0 9 0 15 1 15 0 9 0 25 25. . . . .

   
  

6. The  equilibrium  level  of  real  GDP  is  Rs  1,000  billion,  the  full
employment  level  of  real  GDP  is  Rs 1,250 billion, and the marginal
propensity to consume (MPC) is 0.60.  How much government spending
(∆G) would be needed to raise income to full-employment level?

Answer / Hint :
k. ∆I =∆ Y; k = 1/0.4

= (1250 -1000) .0.4
= 100 billion

7. If  an  economy  has  a  flat  aggregate  expenditure  function,  what
would  be  the  nature  of  the multiplier?

Answer / Hint :
The marginal propensity to consume (MPC) is the determinant of the
value of the multiplier and that there exists a direct relationship  between
MPC and the value of multiplier. Higher the MPC, more will be the value
of the multiplier and vice-versa.  A flat aggregate expenditure function
implies lower MPC and higher MPS for all levels of income.   Therefore,
the value of multiplier will be small.
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8. You are given the following data on an economy     (Rs. in Cores):
Investment expenditure (I): 250
Government expenditure on goods and services (G): 800
Exports (X): 600
All tax revenues are derived from a uniform rate of income tax of 30%
of  income.
Consumption expenditure is given by:  C = 0.75 Yd; Where: Yd is
disposable national income (i.e. income less taxes) and C is
consumption expenditure
Import expenditure is given by: M = 0.15 Y Where: Y is national income
and M is import expenditure
i. Calculate the equilibrium value of National Income.
ii. Calculate the Current Account Balance at the equilibrium value of

National Income.
iii. Calculate the Fiscal Surplus (+) or Deficit (-) at the equilibrium

value of National Income.

Answer / Hint :
i. Y=C + I+ G+ (X-M)

Y= 0.75 ×{(1-0.30)*Y} + 250 + 800 + 600 - 0. 15×Y
Y= 0.375Y+1650
0.625Y= 1650
1650
0 625

Y
.



Hence Y = Rs.2640 Crores

ii. Exports (X) = Rs.600 Crores
Imports = 0.15(2640) = Rs.396 Cores
Hence current account is in surplus of Rs. 204 Crores

iii. Tax revenue = 0.3 (2640) = Rs.792 Crores
Government expenditure = Rs.800 Crores
Hence budget is in deficit of Rs.8 crores i.e. –8
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9. An  increase  of  investment  by  Rs.600  Crores  resulted  in  an  increase
in  national  income  by   2400 Crores. Find MPC and MPS?

Answer / Hint :
The ratio of ∆Y to ∆I is called the investment multiplier, k.

Change in Income YK
Change in Investment I
 




2400 1 14 4
600 1

Here ;
MPC MPS

  


4 – 4MPC = 1
4 MPC = 4-1 = 3

3 0 75
4

MPC . 

MPS= 1-MPC = 0.25

10. Explain the leakages and injections in the circular flow of income.

Answer / Hint :
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,



THE KEYNESIAN THEORY OF DETERMINATION
OF NATIONAL INCOME

SANJAY SARAF SIR 96

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

11. Suppose an economy:
Consumption Function (C) = 200+ 0.6 Yd, where Yd = Y-T
Autonomous Investment (I) = Rs. 600 crores
Government Expenditure G = Rs. 900 crores

Taxes   (T) =  Rs.100 crores
Exports (X) = Rs.200 crores

Import Function (M) = 50 + 0.3 Y
Where Y and Yd National Income and Personal Disposable Income
respectively. All the figures are in Rupees.
Find Out:
i. Equilibrium level of GDP
ii. Disposable Income
iii. Net Exports at Equilibrium GDP

Answer / Hint :
Given C = 200+0.6Yd

I = Rs. 600 Crores
G = Rs.900 crores
T = Rs. 100 Crores

Exports, X = 200 Crores
Import function = M = 50+0.3Y
i. Equilibrium level of GDP

Y = C + I + G+ (X-M)
= 200 + 0.6Yd+600+900+[200-(50+0.3Y)]

Y = 200 + 0.6Y- 60 + 1500 +150 - 0.3Y [Yd = Y – 100]
Y = 1790 + 0.3Y
Y-0.3Y = 1790
Y = 2557.14
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ii. Disposable Income
Yd = Y-T = 2557.14 - 100 = 2457.14

iii. Net Exports at GDP level
X-M = 200-(50+0.3 Y)
= 200-(50+0.3(2557.14)]
= 150-767.14
=- 617.14 crore

12. 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

Answer / Hint :

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)

3 000
4 000

C ,
Y ,





= 0.75

Marginal Propensity to Save (MPS) = 1 1 0 75S C .
Y Y
   

 
 

= 0.25

OR
S = Y-C

Marginal Propensity to Save (MPS) = S
Y



(12,000 - 9,000) - (8,000 - 6,000)
(12,000 - 8,000)

1 000 0 25
4 000
, .
,
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13. 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

Answer / Hint :
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

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



ECONOMICS FOR FINANCE

SANJAY SARAF SIR 99

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
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DETERMINATION OF NATIONAL INCOME

QUESTIONS FOR PRACTICE

1. How are the following transactions treated in national income calculation ?
What is the rationale in each case?
a. Electricity sold to a steel plant
b. Electric power sold to a consumer household
c. A car manufacturer procuring parts and components from the market
d. A computer producer buys a robot produced in the same country and

uses it in production of computers
e. A set of four tyres produced by MRF in 2017 and sold to Suzuki to be

put on a 2017 car

2. Distinguish between the terms ‘market price’ and ‘factor cost’

3. Calculate GDPMP from the following data.
Net national product at factor cost 75000
Net indirect taxes 9500
Corporate profit tax 8000
Part of national income accruing to government sector 1500
Factor income to abroad 800
Factor income from abroad 1000
Depreciation allowance 8000
Interest on national debt 500
Undistributed corporate profits 4000
Direct personal taxes 3000
Pension payments by government 2000
Unemployment benefits 1000
Current transfers from abroad 40000
Current transfers to abroad 20000
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UNIT I: THEORIES OF INTERNATIONAL TRADE

LEARNING OUTCOMES

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

 Define  international  trade  and  describe  how  it  differs  from internal

trade

 Elucidate the arguments in favour of and against  liberal trade

 Explain  the  mercantilists’  views  on  international  trade Illustrate how

trade can be based on absolute advantage

 Describe the Ricardian theory of comparative advantage

 Explain  the  basis    of  trade    according  to  modern  theory  of trade

CHAPTER

INTERNATIONAL TRADE4

MALAY
Line
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UNIT OVERVIEW

International Trade

Theories of International Trade

Important Theories of International Trade
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LECTURE NOTES

The unit is divided into two parts namely :

Part I → Theories of International Trade.
Part II → Arguments in favour/against International Trade.

PART I

THEORIES OF INTERNATIONAL TRADE

Labour cost (Hours) Per unit. e.g. :
Rice Wine

US 10 (0.5) (2)

India
(0.05) 100(20)

20

5

It is a zero sum game↓
Said by Mercantile Theory

It is mutually beneficial to all
countries.
 Absolute Advantage

Theory By Adam Smith
 Comparative Advantage

Theory By Ricardio
 Heckscher- Ohlin  Theory

or Modern Theory of
Trade (MTT) or
Factor Endowment
Theory

 New Trade Theory (NTT)
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1. Mercantilist view of International Trade :

 Countries should promote exports to earn specie (Precious metals)
 Countries should discourage imports by imposing trade barriers

(chapter. 2)
 It is a zero sum game, i.e., one country can win and become more

powerful and wealthy only by exploiting other countries.
 US president, Trump's  recent tweet regarding imposition of 25% duty

on steel imports and 10% duty on aluminum imports is an example of
mercantile view.

2. Absolute advantage theory - Adam Smith

 According to Adam Smith who supported unrestricted trade and free
international  competition,  absolute  cost  advantage  is  the
determinant  of mutually beneficial international trade.  The absolute
cost advantage theory points out that a country will specialize in the
production and export of a commodity in which  it  has  an  absolute
cost  advantage.

 In  other  words,  exchange  of  goods between two countries will take
place only if each of the two countries can produce one commodity at an
absolutely lower production cost than the other country.

 Absolute advantage employs less labour cost , i.e., number of hours
required to produce one unit of output.
Note : To produce one unit of rice, a country requires 5 hours of labour
(lower - the better)
This means productivity of labour = 1/5 , i.e., 0.2 units of rice per hour
(higher - the better)
This means absolute advantage implies lower cost or higher
productivity.



ECONOMICS FOR FINANCE

SANJAY SARAF SIR 105

 Consider the following situation :
Labour cost (hours) per unit of output

Rice Wine

US 10

India 80

Question :
Comment on absolute advantage?

Answer :

Question :
What pattern of IT do you advice?

Answer :

Question :
Discuss what ought to be the terms of trade? (of course assuming barter
system)

Answer :

20

5
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Question :
Suppose it is a agreed that one wine = 10 rice.
Calculate the benefit of IT to each country?

Answer :

3. Comparative advantage theory - David Ricardio

 According to Ricardo, a country should specialise in the production and
export of a commodity in which its absolute disadvantage is lower and
import that commodity in which its absolute disadvantage is higher.

 As per Ricardo, a country should specialise in the production and export
of a commodity in which it enjoys comparative advantage (i.e., in which
absolute disadvantage is lower or in other words in which opportunity
cost is lower).

 Ricardo focused on 'the labour theory of value' - This means that he
looked at cost in terms of labour hours. Later Haberler introduced the
concept of opportunity cost.
Opportunity cost of commodity X = Number of units of commodity Y
foregone in order to produce one unit of commodity X.

 Consider the following table:
Lower Cost (Hours) per unit.

Rice Wheat
US 5 10
India 20 100
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Question :
Comment on absolute advantage?

Answer :

Question :
Comment on comparative advantage?

Answer :

Question :
If terms of trade are agreed at 1 wine = 6 rice, calculate net benefit for both US
and India?

Answer :
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Question :
Refer Q. No. 2 of Application Oriented Problem under Practice Problem in
this Mat.

Question :
Refer Q. No. 7 of MCQ under Practice Problem in this Mat.

4. Heckscher - Ohlin Theory / Modern Theory of Trade (MTT)/Factor
Endowment Theory of Trade
 According to this theory, international trade is but a special case of inter-

regional trade.
 In  a  general  sense  of  the  term, ‘factor endowment’ refers to the

overall availability of usable resources including both natural and man-
made means of production. Nevertheless, in the exposition of the
modern theory, only the two most important factors—labour and
capital— are taken into account.

 A country should specialise in the production and export of a
commodity whose production required intensive use of its abundant
resources and import that commodity whose production requires
intensive use of its scarce resource.

 Accordingly a capital abundant country should produce and export
capital intensive goods while a labour abundant country should produce
and export labour intensive goods.

 Hence under this theory, International Trade occurs due to difference in
factor endowments.

 Suppose there are two commodities rice and machine tools which are
produced in India and US in the situation of autarchy. India has
abundant labour but scare capital while the reverse is true for US. Rice is
labour intensive while machine tools is capital intensive. Hence
according to MTT, India should specialise in the production and export
of rice. While US should specialise in machine tools.

 There are 2 theorems under H - O Theory :
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Theorem 1 → H - O Trade Theorem (same as explained in the 1st 4
bullets)
Theorem 2 → Factor - Price equalisation Theorem - when the prices of
output of goods are equalised between countries as they move to free
trade, then the prices of factors (capital and labour) will also be
equalised between countries. In other words product mobility become
perfect substitutes.

 Comparison between comparative theory and H-O Theory:
Comparative advantage theory H-O theory

1. The  basis  is  the  difference
between countries is
comparative costs

1. Explains  the  causes  of
differences  in comparative
costs as  differences  in factor
endowments

2. Based on labour theory of value 2. Based  on  money  cost  which  is
more realistic.

3. Considered   labour as the sole
factor of production  and
presents  a  one-factor (labour)
model

3. Widened  the  scope  to  include
labour and  capital  as
important  factors  of
production. This is 2-factor
model and cand be extended to
more factors.

4. Treats  international  trade  as
quite distinct from domestic
trade

4. International  trade  is  only  a
special case of inter-regional
trade.

5. Studies  only  comparative
costs  of  the goods concerned

5. Considers  the  relative  prices
of  the factors  which  influence
the comparative costs of the
goods

6. Attributes  the  differences  in
comparative  advantage  to
differences in productive
efficiency of workers

6. Attributes  the  differences  in
comparative  advantage  to  the
differences in factor
endowments.
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7. Does  not  take  into  account
the  factor price differences

7. Considers  factor  price
differences  as the  main  cause
of  commodity  price differences

8. Does  not  provide  the  cause  of
differences in comparative
advantage.

8. Explains the differences in
comparative advantage  in
terms  of  differences  in factor
endowments.

9. Normative;  tries  to
demonstrate  the gains from
international trade

9. Positive; concentrates on the
basis of trade

6. New trade theory
 This is the latest entrant towards explaining the rising proportion of

International Trade in developed world and in the bigger developing
economics (BRIC economies) which trades in similar products
(monopolistic competition) Two effects explain the same :
(1) Economies of scale
(2) Network or Bandwagon effect.
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PART II

AGREEMENTS IN FAVOUR / AGAINST IT

1. IT will be defined as the exchange of goods, services and resources among
residents of different countries involving multiple currencies, legal systems,
documentation, shipping and transportation etc. Hence it is more
complicated than national trade.

2. Benefits of IT: Most of emperical evidence shows that IT is mutually
beneficial to all. The benefits are:
(a) specialisation
(b) efficient use of scarce resources
(c) high level of competition
(d) consumers have greater variety of choices
(e) lower prices
(f) economies of scale
(g) sharing of technology and business practices
(h) quantitative and qualitative advantage of division of labour
(i) better international relations
(j) precursor of FDI which in return  creates job and increases country's

GDP.
(k) helps earn foreign exchange reserves
(l) access to new markets and new materials for products

3. Costs of IT : Of course IT hurts certain sections of the society specially in
the short run. The costs of IT are :
(a) dependency on other countries prove to be fatal during political

turmoil.
(b) there are certain industries which are of strategic advantage such as

telecom - those cannot be just imported.
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(c) Inflation

rising crude price leads to inflation in India.

if essential commodities like onion and sugar are
aggressively exported, there will be scarcity of  the
sale in India resulting in inflation.

(d) industries which are at infant stage in our country will be wiped off if
there is free trade.

(e) depletion of forest reserves
(f) price fluctuation , i.e., volatility will rise as a result of IT
(g) there will be dumping of excess production by countries like china
(h) short term unemployment in certain industries which are not able to

compete
(i) profit driven exhaustion of  natural resources
(j) quick transmission of trade cycles
(k) rivalry and risks in trade associated with changes in government

policy

Terms of trade

100price of a country's exports
price index of its imports



(kash 100 se upar ho and badhta jae)

Question :
Step 1 - Let us take 2010 to be the base year.

We make a sample of export as well as import basket
The following table provides value of the basket:

Years Export Basket Import Basket
2010 ` 42,000 cr. ` 49,000 cr.
2011 ` 48,000 cr. ` 58,000 cr.
2012 ` 55,000 cr. ` 70,000 cr.
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Step 2 - Calculate export index, import index and terms of trade for each year.
Years E1 II Terms of Trade
2010
2011
2012

Step 3 - Interpret 96.55 and 91.66

Step 4 - Conclusion :
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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

 International  trade is  the  exchange  of   goods  and services as  well  as
resources between  countries  and  involves  greater  complexity  compared
to internal trade

 Trade  can  be  a  powerful  stimulus  to  economic  efficiency,  contributes
to economic  growth  and  rising  incomes,  enlarges  manufacturing
capabilities, ensures  benefits  from  economies  of  large  scale  production,
and  enhances competitiveness and profitability by adoption of cost
reducing technology and business practices.

 Efficient  deployment  of  productive  resources  to  their  best  uses,
productivity gains, decrease the likelihood of domestic monopolies, cost
effective sourcing of inputs and components internationally, innovative
products at lower prices, wider  choice  in  products  and  services  for
consumers  are  also  claimed  as benefits of trade

 Enhanced foreign exchange reserves, increased scope for mechanization
and specialisation,  research  and  development,  creation  of  jobs,
reduction in  poverty ,augmenting factor incomes, raising standards of
livelihood ,increase in overall demand for goods and services and  greater
stimulus to innovative services are other benefits

 There  are  also  other  possible  positive  outcomes  in  the  form  of
prospects  of employment  generating  investments,  improvement  in  the
quality  of  output, superior  products,  labour  and  environmental
standards,  broadening  of productive base, export diversification, stability
in prices and supply of goods, human resource development and
strengthening of bonds between nations.

 The arguments against trade converge on negative labour market
outcomes, economic  exploitation,  profit-driven  exhaustion  of  natural
resources,  shift towards a consumer culture, risky dependence, shortages
resulting in inflation, disregard for welfare of people, quick transmission of
trade cycles, rivalries and  risks in trade associated with changes in
governments’ policies of participating countries.



ECONOMICS FOR FINANCE

SANJAY SARAF SIR 119

 Mercantilism advocated maximizing exports in order to bring in more
precious metals and minimizing imports through the state imposing very
high tariffs on foreign goods.

 According  to  Adam  Smith’s  Absolute  Cost  Advantage  theory, a
country  will specialize  in  the  production  and  export  of  a  commodity
in  which  it  has  an absolute cost advantage.

 Ricardo's  theory  of  comparative  advantage  states  that  a  nation  should
specialize in the production and export of the commodity in which its
absolute disadvantage is smaller (this is the commodity of its comparative
advantage) and import the commodity in which its absolute disadvantage
is greater (this is the commodity of its comparative disadvantage).

 Haberler  resolved  the  issue  of  dependence  on labour  alone  in  the
case  of theory  of  comparative  advantage  when  he  introduced  the
opportunity  cost concept. Opportunity cost which is the value of the
forgone option.

 The  Heckscher-Ohlin  theory  of  trade,  also  referred  to  as  Factor-
Endowment Theory of Trade or Modern Theory of Trade, states that
comparative advantage in  cost  of  production  is  explained  exclusively
by  the  differences  in  factor endowments

 A country tends to specialize in the export of a commodity whose
production requires  intensive  use  of  its  abundant  resources  and
imports  a  commodity whose production requires intensive use of its
scarce resources.

 Accordingly,  a  capital  abundant  country  will  produce  and  export
capital- intensive  goods relatively  more  cheaply  and  a  labour-abundant
country  will produce  and  export  labour-intensive  goods  relatively
more  cheaply  than another country

 The Factor-Price Equalization Theorem states that international trade
equalizes the factor prices between the trading nations. Therefore, with free
trade, wages and returns on capital will converge across the countries.

 NTT is the latest entrant to explain the rising proportion of world trade in
the developed  world  and  bigger  developing  economies  (such  as
BRICS)  which trade in similar products. These countries constitute more
than 50% of world trade.
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PRACTICE PROBLEMS

I. Multiple Choice Type Questions

1. The theory of absolute advantage states that
a. national  wealth  and  power  are  best served  by  increasing  exports

and decreasing imports
b. nations  can  increase  their  economic  well-being  by  specializing  in

the production of goods they produce more efficiently than anyone
else

c. that the value or price of a commodity depends exclusively on the
amount of labour going into its production and therefore factor prices
will be the same

d. differences  in  absolute  advantage  explains  differences  in  factor
endowments in different countries

2. Which  of  the  following  theories  advocates  that      countries  should
produce those goods for which it has the greatest relative advantage?
a. Modern theory of international trade
b. The factor endowment theory
c. The Heckscher-Ohlin Theory
d. None of the above

3. Which of the following does not represent a difference between internal
trade and international trade?
a. transactions in multiple currencies
b. homogeneity of customers and currencies
c. differences in legal systems
d. none of the above
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4. Which of  the  following  holds  that  a  country  can  increase  its  wealth
by encouraging exports and discouraging imports
a. Capitalism
b. Socialism
c. Mercantilism
d. Laissez faire

5. Given the number of labour hours to produce cloth and grain in two
countries, which country should produce grain?

Labour cost (hours) for production of one unit
Country A Country B

Cloth 40 80
Grain 80 40

a. Country A
b. Country B
c. Neither A nor B
d. Both  A and B

6. According to the theory of comparative advantage
a. trade  is  a  zero-sum  game  so  that  the  net  change  in  wealth  or

benefits among the participants is zero.
b. trade is not a zero-sum game so that the net change in wealth or

benefits among the participants is positive
c. nothing definite can be said about  the gains from trade
d. gains from trade depends upon factor  endowment and utilization

7. Given the number of labour hours to produce wheat and rice in two
countries and  that these countries specialise and engage in trade at a
relative price of 1:1 what will be the gain of country X ?

Labour cost (hours) for production of one unit
Wheat Rice

Country X 10 20
Country Y 20 10
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a. 20 labour hours
b. 10 labour hours
c. 30 labour hours
d. Does not gain anything

8. Assume India and Bangladesh have the unit labour requirements for
producing tables and    mats   shown in the table below. It follows that:

Labour cost (hours) for production of one unit
India Bangladesh

Tables 3 8
Mats 2 1

a. Bangladesh has a comparative advantage in mats
b. India has a comparative advantage in  tables
c. Bangladesh has an absolute advantage in mats
d. All the above are true

9. Comparative advantage refers to
a. a country’s ability to produce some good or service at the lowest

possible cost compared to other countries
b. a country’s ability to produce some good or service at a lower

opportunity cost than other countries.
c. Choosing  a  productive  method  which  uses  minimum  of  the

abundant factor
d. (a) and (b)   above

10. Ricardo explained the law of comparative advantage on the basis of
a. opportunity costs
b. the law of diminishing returns
c. economies of scale
d. the labour theory of value
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ANSWERS
1.  b 6.  b
2.  d 7.  b
3.  b 8.  d
4.  c 9.  b
5.  b 10.d

II. Short Answer Type Questions

1. Define international trade?
Source : ICAI, SM

Answer / Hint :
International  trade is  the  exchange  of goods  and services as  well  as
resources between  countries  and  involves  transactions  between
residents  of different countries.

2. What is meant by opportunity cost ?
Source : ICAI, SM

Answer / Hint :
The value of the best foregone alternative that is given up when
something is chosen. In production, it is the amount of a second
commodity that must be given up to release just enough resources to
produce one more unit of the first commodity.

3. How does trade increase economic efficiency?
Source : ICAI, SM

Answer / Hint :
Economic  efficiency  increases  due  to  quantitative  and  qualitative
benefits of extended division of labour, economies of large scale
production, betterment of manufacturing capabilities, increased
competitiveness and profitability by adoption of cost reducing technology
and business practices and decrease in the  likelihood  of  domestic
monopolies.  Efficient  deployment  of  productive resources  natural,
human,  industrial  and  financial  resources  ensures productivity gains.
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4. What is meant by absolute advantage?
Source : ICAI, SM

Answer / Hint :
The ability of a country to produce a good at a lower cost, in terms of
labour, than another country.

5. What is the major idea behind Mercantilist’s view of trade?
Source : ICAI, SM

Answer / Hint :
Encourage  exports    and  prevent  imports  and  accumulate  as  much
precious metals as possible to become wealthy

6. What is the essence of the theory of absolute advantage?
Source : ICAI, SM

Answer / Hint :
A trade theory which holds that nations can increase their economic well-
being by  specializing  in  goods  that they  can  produce  more  efficiently
than anyone else.

7. Mention the core principle of the theory of comparative advantage.
Source : ICAI, SM

Answer / Hint :
A nation should specialize in the production and export of the commodity
in which  its  absolute  disadvantage  is  smaller  (this  is  the  commodity
of  its comparative  advantage)  and  import  the  commodity  in  which
it’s  absolute disadvantage  is greater  (this  is  the  commodity  of  its
comparative disadvantage).

8. What is meant by ‘factor endowment ‘in the theory of international
trade?

Source : ICAI, SM
Answer / Hint :
In a general sense of the term, ‘factor endowment’ which explains
comparative advantage  in  cost  of  production,  refers  to  the  overall
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availability  of  usable resources  including  both  natural  and  man-made
means  of  production. Differences between countries are explained
exclusively by the differences in factor endowments of the nations.

9. What is the crux of Heckscher-Ohlin theory of international trade?
Source : ICAI, SM

Answer / Hint :
A country tends to specialize in the export of a commodity whose
production requires  intensive  use  of  its  abundant  resources  and
imports  a  commodity whose production requires intensive use of its
scarce resources.

10. What  do  you  understand  by  ‘factor-price  equalization’  in  the
context  of international trade?

Source : ICAI, SM
Answer / Hint :
International trade equalizes the factor prices between trading nations;
implies that  the  wages  and  rents  will  converge  across  the  countries
with  free  trade, that  if  the  prices  of  the  output  of  goods  are
equalised  between  countries engaged in free trade, then the price of the
input factors will also be equalised between countries.



THEORIES OF INTERNATIONAL TRADE

SANJAY SARAF SIR 126

III. Long Answer Type Questions

1. Define international trade and describe how it differs from internal trade?
2. Critically examine the arguments for and against international trade?
3. Do  you  think  international  trade  is  always  beneficial?  Substantiate

your arguments?
4. What are the major arguments against liberal trade?
5. Do  you  think  the  developing  countries  will  be  disproportionately

disadvantaged if they engage in liberal trade?
6. What  consequences  do  you  foresee  for  the  industrial  sector  if  a

nation  has greater openness of trade?
7. Using Ricardian model, explain how two countries can gain from trade?

What does the Ricardian model suggest regarding the effect of trade?
8. What are the underlying reasons that explain the differences among

nations? Explain the predictions from different theories in international
trade.

9. Describe the reasons why international trade is opposed by many people?
10. “Specialization in production always increases the prosperity of a

country” Do you agree with the statement? Substantiate your answer.
11. Explain the Heckscher-Ohlin theory of international trade.
12. Compare the classical and modem theories of international trade.
13. What is the basis for international trade according to Ricardo?
14. What  are the arguments put forth in the modem theory of international

trade?
15. Describe  the  reasons  for  the  superiority of  Hecksher  Ohlin  theory  of

international trade over the classical theory of international trade.
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IV. Application Oriented Questions

1. The  price  index  for  exports  of  Country  A  in  year  2012  (2000  base-
year),  was 116.1 and the price index for Country A’s imports was 120.2
(2000 base-year)
i. What do these figures mean?
ii. Calculate the index of terms of trade  for Country A
iii. How do you interpret the index of terms of trade for Country A?

Source : ICAI, SM
Answer / Hint :
i. The price index for exports of Country A in year 2012 (2000 base-

year), was 116.1  means  that  compared  to  year  2000,  its  export
prices  were  16.1 percent above the 2000 base year prices.

ii. The price index for Country A’s imports was 120.2 in year 2012(2000
base- year),  means  that  compared  to  year  2000,  its  import  prices
were  20.2 percent above the 2000 base year prices.

iii. The index of the terms of trade for  Country A in 2012 would be
calculated as follows:

Price of a country's exportsTerms of Trade =
Price index of its imports

× 100

= (116.1/120.2) x 100 = 96.6
“Terms of trade” is ratio of the price of a country’s export commodity
to the price of its import commodity.  The figure 96.6 means that each
unit of country A’s exports in 2012 exchanged for 3.4 percent (3.4 =
100 – 96.6) fewer units of imports than in the base year.

2. The table below shows the number of labour hours required to produce
wheat and cloth in two countries X and Y.

Commodity Country X Country Y
I unit of  cloth 4 1.0
I unit of wheat 2 2.5
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i. Compare the productivity of labour  in both countries in respect of
both commodities

ii. Which country has absolute advantage in the production of wheat?
iii. Which country has absolute advantage in the production of cloth?
iv. If there is trade, which commodity should these countries produce?
v. What are the opportunity costs of each commodity?

Source : ICAI, SM
Answer / Hint :
i. Productivity of labour in both countries in respect of both

commodities
Productivity of Labour Country X Country Y
Units of  cloth per hour 0.25 1.0
Units of wheat per hour 0.5 0.4

ii. Country  X  has  absolute  advantage  in  the  production  of  wheat
because productivity of wheat is higher in country X , or conversely,
the number of labour hours required to  produce wheat in country X
is less compared to country Y

iii. Country  Y  has  absolute  advantage  in  the  production  of  cloth
because productivity of cloth is higher in country Y , or conversely,
the number of labour hours required to  produce wheat in country Y
is less compared to country X

iv. In country X, the opportunity cost is 0.25 units of cloth for 0.5 unit of
wheat.

v. In country Y the opportunity cost is 0.4 units of wheat for 1 unit of
cloth.
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UNIT II: THE INSTRUMENTS OF TRADE POLICY

LEARNING OUTCOMES

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

 Define trade policy and describe its objectives

 Distinguish between different types of trade policy measures

 Evaluate  the use of tariffs as a trade policy instrument

 Describe the ‘trigger price mechanisms’ for protection of domestic

industry

 Outline  the  different  Non-Tariff  Measures  adopted  by countries

CHAPTER

INTERNATIONAL TRADE4

MALAY
Line
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UNIT OVERVIEW

International Trade

The Instruments of Trade Policy

Tariffs Non-Tariff Measures
(NTMs)

Export-Related
Measures
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LECTURE NOTES

1. Trade policy
 It is the policy which is designed and implemented by a country to

regulate International Trade, i.e., export and import
 The objective of trade policy is mercantile in nature - encourage exports

and discourage imports

2. Classification of trade policy instruments
(a) Price Related / visible measures
(b) Non Price Related / Non visible, i.e., non tariff measures
(c) Export Related Trade Policy Instruments

3. Tariff Measures (TM)
Custom duty, i.e., duty imposed on exports and imports

4. Classification of Tariff Measures
I. Tariff as response to trade distortions:

(i) Anti Dumping Duty
Some country like China may be offloading its excess production in
India at a price below average cost or below its domestic price.
Indian manufacturers will not be able to compete and will be wiped
off. Later China will raise the price in India. To protect domestic
manufactures from this unfair competition, India has to impose
additional duty known as Anti dumping duty (page 4.47).

(ii) Countervailing Duty
Suppose India subsidises  its exports of textiles, thereby providing
them with unfair competitive advantage. These textile exports from
India flood the Bangladeshi market and wipes out the Bangladeshi
textile manufacturers. To prevent this from happening the
Bangladesh Government imposes countervailing duty on textiles
coming from India
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Note : WTO guidelines allow both anti dumping and countervailing
duty - even if these are greater than the bounded tariff.

II. Mathematical :
(i) Specific Tariff

Amount per unit of commodity is fixed irrespective of value e.g.,
` 1000/ bicycle imported.

(ii) Ad - Valorem Tariff
It is fixed percentage of value of imports. e.g. : 30% of the value
of bicycle.

(iii) Mixed Tariff
Maximum. (Specific duty, ad Valorem) e.g : ` 1000/ bicycle or
30% of bicycle value whichever is higher.

(iv) Compound Tariff
Specific Duty + Ad Valorem. e.g. : ` 100/ bicycle + 10% of bicycle
value

(v) Variable Tariff
It is a duty imposed on imports in order to make the price of
imported goods equal to domestic price of import substitutes.

Imported
price without

Tariff

Domestic
price

Variable
Tariff

Imported
Price with

Tariff
400 450 12.5% 450
400 440 10% 440

III. Badde log :
(i) Escalated Tariff

Nominal Tariff on manufactured goods which is greater than tariff
charged on raw material

IV. WTO related :
(i) Most Favoured Nation (MFN)

Rates charged by WTO members with each other of course higher
import tariff is charged with non WTO members.
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(ii) Preferential Tariff
Countries which are part of Regional Trading Agreement (RTA)
may charge lower tariff, i.e., preferential tariff with member of
RTA.

(iii) Bound Tariff
On account of negotiations in WTO a country may agree to an
upper limit of import duty on specific items for specific period.
This upper limit is known as bounded tariff.

(iv) Applied Tariff
The country which agrees to bounded tariff may of course charge
lower tariff and we called it applied tariff.

V. Residual
(i) Tariff Rate Quotas

A country may charge no tariff or very low tariff on limited
amount of import and charge a higher tariff on the excess import.

(ii) Prohibitive Tariff
It is such a high tariff designed to make imports impossible.

(iii) Import Subsidy
A country in need of essential commodities, say life saving drugs
may grant subsidy (specific/ ad valorem) on imports.

5. Goals of charging tariff :
 Revenue from Government
 To protect domestic industries of import substitutes.

However imposition of tariff raises domestic price and raises consumer
surplus. Theory suggests that the loss of consumer surplus is greater than
the amount of government revenues and domestic industry's revenue.

6. Impacts of tariff measures:
(a) the benefits of IT, i.e., efficient utilisation of resources across the globe

is hurt
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(b) export oriented nations such as China do not get access to other
countries.

(c) Government collects revenue and can use the same for social welfare
(d) Consumers suffer as they buy lower quantity at higher prices, i.e., loss

of consumer surplus
(e) domestic producers gain as they are now able to sell more at higher

prices.

7. Non tariff measures :
These are policy measures other than custom tariff that can potentially
affect IT - price or quantity or both.

8. Classification of non tariff measures :

9. Technical measures (NTMs) :
(a) SPS (Sanitary and phytosanitary measures) are intended to protect :
 human, animal and plant life
 bio diversity
from risk arising due to additives, pests, toxins, etc. Thus US may put
an SPS barrier on poultry coming from Canada on the ground that it is
infected with flu.

TECHNICAL
MEASURES

NON TECHNICAL
MEASURE

refer to product specific
properties

consider legitimate by
WTO (Uruguay round)

relate to trade requirements

considered protectionist by
WTO
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(b) Technical Barriers to Trade

Note : SPS and TBT may result in loss of competitive advantage of
developing countries, also SPS and TBT increase the cost of compliance to
the exporting counties.

10. Non Technical measures - Classification
I. Related to Quota
 Quota refers to the limit imposed on the quantity of a commodity

that can be imported in  a given period.

Quota

Binding [ QQ < QF]

Non Binding Quota

Quota

Absolute Quota

Tariff Rate Quota

Effect of Quota :
(1) license holders earn additional profit known as quota rent
(2) domestic produces benefit - higher producer surplus
(3) consumer loses - loss of consumer surplus.
Non Automatic Licensing and Prohibition :
e.g. : textiles may be allowed only on a discretionary basis by importing
country. (special license for certain products)

These relates to
product specification,
i.e., size, shape, design,
marking, labeling etc.

The confirmatory
assessment procedures
undertaken at the time
of pre shipment - this
is also a part of TBT.
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II. Embargo related :
 It is a complete ban on import of certain items from a certain

country so it is an extreme form of NTM.
 Safeguard Measures - if domestic industry is getting severely

injured, a country can apply these measures to restrict or prohibit
exports.

III. Government related :
 Government Procurement Policy - Government may adopt a policy

of procuring inputs only from locals even though imported goods
might be cheaper.

 Local Content Requirement - This requirement mandates a
specified fraction of a final good should be produced domestically
Refer Case Scenario of Application Oriented Problem under
Practice Problem of chapter 4 unit-3 in this Mat.

 Measures Affecting Competition - Government may announce a
channel or entity such as the trade training corporation - this entity
shall have the exclusive right to others - other will not be allowed to
import.

 Administrative Hurdles - This could be in the form of complex
documentation allowed, corruption, delay etc. frustrating importers.

 Rules of Origin - These are criteria needed by Government of
importing countries to determine the national source of a product -
its complicated as different components of the product have
different origin.

IV. Marketing and after sale related :
 Distribution Restrictions - e.g. imported fruits can be sold only

through refrigeration facilities.
 Restriction on Post Sales Services - This means after sales services

on the imported can only be provided by local service companies.
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V. Residuals :
 Financial Measures

Government will make it difficult for importers to import by :
(i) not providing foreign exchange required for import
(ii) worsening the terms of payment for importers, i.e., importers

have to pay in advance.

11. Export related measures:

Measure to restrict exports
 ban on certain commodity like ban

on essential commodity like onion in
India.

 Taxes (same feeling as onions)
 Voluntary export Restraints :

if  India has a persistent trade
surplus with US, US may force India
to voluntarily restrict its  exports to
US. India may do so to appease US
and avoid the effect of possible trade
restraints (think about
countervailing duty)

Measures to encourage exports
 India provides subsidy in

the form of concessional
financing to exporters as
well as tax holidays in order
to promote  Indian exports.
Of course importing
countries therefore applying
countervailing duty on
importing goods.
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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

 Trade  policy  encompasses  all  instruments  that  governments  may  use
to promote or restrict imports and exports.

 Trade policies are broadly classified into price- related measures such as
tariffs and non-price measures or non-tariff measures (NTMs)

 Tariff, also known as customs duty is defined as a financial charge in the
form of a tax, imposed at the border on goods going from one customs
territory to another. Tariffs are the most visible and universally used trade
measures.

 A specific tariff is an import duty that assigns a   fixed monetary tax per
physical unit of the good imported whereas an ad valorem tariff is levied as
a constant percentage of the monetary value of one unit of the imported
good.

 Mixed  tariffs  are  expressed  either  on  the  basis  of  the  value  of  the
imported goods (an ad valorem rate) or on the basis of a unit of measure of
the imported goods (a specific duty),depending on desired yields.

 Compound Tariff or a compound duty is a combination of an ad valorem
and a specific tariff and is calculated on the basis of both the value of the
imported goods (an ad valorem duty) and a unit of measure of the
imported goods

 Tariff rate quotas (TRQs) combine two policy instruments namely quotas
and tariffs.

 MFN  tariffs  are  what  countries  promise  to  impose  on  imports  from
other members  of  the  WTO,  unless  the  country  is part  of  a
preferential  trade agreement (such as a free trade area or customs union).

 Preferential tariff occurs when a country gives another country's products
lower tariffs than its MFN rate.

 The bound rate is specific to individual products and represents the
maximum level of import duty that can be levied on a product imported by
that member.

 An  'applied  tariff'  is the  duty  that is  actually  charged  on imports  on a
most- favoured nation (MFN) basis.
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 Escalated tariff structure refers to the system wherein the nominal tariff
rates on imports of manufactured goods are higher than the nominal tariff
rates on intermediate inputs and raw materials, i.e   the tariff on a product
increases as that product moves through the value-added chain.

 A prohibitive tariff is one that is set so high that no imports will enter.
 Trigger-price mechanisms are quick responses of affected importing

countries upon  confirmation  of  trade  distortion  to  offset  the  distortion.
Eg.  Anti- dumping duties.

 Dumping occurs when manufacturers sell goods in a foreign country below
the sales  prices  in  their  domestic  market  or  below  their  full  average
cost  of  the product. It hurts domestic producers.

 Anti-dumping measures are additional import duties so as to offset the
foreign firm's unfair price advantage.

 Countervailing duties are tariffs to offset the artificially low prices charged
by exporters  who  enjoy  export  subsidies  and  tax  concessions  offered
by  the governments in their home country.

 Tariff barriers create obstacles to trade, reduce the prospect of market
access, make  imported  goods  more  expensive,  increase  consumption  of
domestic goods, protect domestic industries and increase government
revenues

 Non-tariff measures (NTMs) are policy measures, other than ordinary
customs tariffs, that can potentially have an economic effect on
international trade in goods, changing quantities traded or prices or both

 Technical Barriers to Trade (TBT) are ‘Standards and Technical
Regulations’ that define the specific characteristics that a product should
have, such as its size, shape,  design,  labelling  /  marking  /  packaging,
functionality  or  performance and production methods,  excluding
measures covered by the SPS Agreement.

 Non-technical  measures  relate  to  trade  requirements;  for  example;
shipping requirements, custom formalities, trade rules, taxation policies,
etc.
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 SPS  measures    are  applied  to  protect  human,  animal  or  plant  life
from  risks arising  from  additives,  pests,  contaminants,  toxins  or
disease-causing organisms  and to protect biodiversity

 An  import  quota  is  a  direct  restriction  which  specifies  that  only  a
certain physical amount of the good will be allowed into the country
during a given time period, usually one year.

 The objective of  financial  measures  is  to  increase  import  costs by
regulating the access to and cost of foreign exchange for imports and to
define the terms of payment.

 Government  procurement  policies  may  interfere  with  trade      if  they
involve mandates  that  the  whole  of  a  specified  percentage  of
purchases  should  be from domestic firms rather than from foreign firms

 In  the  case  of  investments,  local  content  requirements  that  mandate
that  a specified fraction of a final good be produced domestically may act
as a trade barrier.

 Rules of origin are the criteria needed by governments of importing
countries to determine the national source of a product.

 Safeguard measures are initiated by countries to temporarily restrict
imports of a product if its domestic industry while an embargo is a total
ban imposed by government on import of export of some or all
commodities to particular country or regions for a specified or indefinite
period.

 An export tax is a tax collected on exported goods and may be either
specific or  ad  valorem  and  an  export  subsidy  includes  financial
contribution  to domestic producers in the form of grants, loans, equity
infusions or some form of income or price support. Both distort trade.

 Voluntary  Export  Restraints  (VERs)  refer  to  a  type  of  informal  quota
administered  by  an  exporting  country  voluntarily  restraining  the
quantity  of goods that can be exported out of that  country during a
specified period of time, imposed based on negotiations to appease the
importing country and to avoid the effects of possible trade restraints
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PRACTICE PROBLEMS

I. Multiple Choice Type Questions

1. A specific tariff is
a. a tax on a set of specified imported good
b. an import tax that is common to all goods imported during a given

period
c. a specified fraction of the economic value of an imported good
d. a tax on imports defined as an amount of currency per unit of the good

2. A tariff on imports is beneficial to domestic producers of the imported
good because
a. they get a part of the tariff revenue
b. it  raises  the  price  for  which  they  can  sell  their  product  on  the

domestic market
c. it determines the quantity that can be imported to the country
d. it reduces their producer surplus, making them more efficient

3. A tax applied as a percentage of the value of an imported good is known
as
a. preferential tariff
b. ad valorem tariff
c. specific tariff
d. mixed or compound tariff

4. Escalated tariff refers to
a. nominal  tariff  rates  on  raw  materials  which  are  greater  than

tariffs  on manufactured products
b. nominal  tariff  rates  on  manufactured  products  which  are  greater

than tariffs on raw materials
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c. a  tariff  which  is  escalated  to  prohibit  imports  of  a  particular  good
to protect domestic industries

d. none of the above

5. Voluntary export restraints involve:
a. an importing country voluntarily restraining the quantity of goods that

can be exported  into the country during a specified period of time
b. domestic firms agreeing to limit the quantity foreign products sold in

their domestic markets
c. an exporting country voluntarily restraining the quantity of goods that

can be exported out of a country during a specified period of time
d. quantitative restrictions imposed by the importing country's

government.

6. Anti-dumping duties are
a. additional import duties so as to offset the effects of exporting firm's

unfair charging of prices in the foreign market  which are lower than
production costs

b. additional  import  duties  so  as  to  offset  the  effects  of  exporting
firm's increased competitiveness due to subsidies by government

c. additional import duties so as to offset the effects of exporting firm's
unfair charging of lower prices in the foreign market

d. and (c) above

7. A countervailing duty  is
a. a tariff that aim to offset artificially low prices charged by exporters

who enjoy export subsidies and tax concessions in their home country
b. charged by importing countries to ensure fair and market oriented

pricing of imported products
c. charged by importing countries to protect domestic industries and

firms from unfair price advantage arising from subsidies
d. All the above
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8. Which of the following is an outcome of tariff?
a. create obstacles to trade and   increase the volume of imports and

exports
b. domestic  consumers    enjoy    consumer  surplus  because  consumers

must now pay only a lower price for the good
c. discourage domestic consumers from consuming imported foreign

goods and encourage consumption of domestically produced import
substitutes

d. increase  government  revenues  of  the  importing  country  by    more
than value of the total tariff it charges

9. SPS measures and TBTs are
a. permissible under WTO to protect the interests of countries
b. may result in loss of competitive advantage of developing countries
c. increases the costs of compliance to the exporting countries
d. All the above

10. Which of the following is not a non-tariff barrier.
a. Complex documentation requirements
b. Import quotas on specific goods
c. Countervailing duties charged by importing country
d. Pre shipment product inspection and certification requirements

11. Under tariff rate quota
a. countries promise to impose tariffs on imports from members other

than those who are part of a preferential trade agreement
b. a country permits an import of limited quantities at low rates of duty

but subjects an excess amount to a much higher rate
c. lower tariff is charged from goods imported from a country which is

given preferential treatment
d. none of the above
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12. Non -tariff barriers (NTBs) include all of the following except:
a. import quotas
b. tariffs
c. export subsidies
d. technical standards of products

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

1. Define trade policy.
Source : ICAI, SM

Answer / Hint :
Trade  policy  encompasses  all  instruments  that  governments  may  use
to promote or restrict imports and exports.

2. What is the purpose of trade policy?
Source : ICAI, SM

Answer / Hint :
The  instruments  of  trade  policy  are  typically  used  by  countries  to
restrict imports and/ or to encourage exports.

3. What are the main types of trade policy instruments?
Source : ICAI, SM

Answer / Hint :
The  instruments  of  trade  policy  are  broadly  classified  into  price-
related measures  such  as  tariffs  and  non-price  measures  or  non-tariff
measures (NTMs).

4. Define ‘tariff’.
Source : ICAI, SM

Answer / Hint :
Tariffs, also known as customs duties, are basically taxes or duties
imposed on goods and services which are imported or exported.

5. Outline the main goals of tariffs?
Source : ICAI, SM

Answer / Hint :
The  main  goals  of  tariffs  are  to  raise  revenue  for  the  government
and  more importantly to protect the domestic import-competing
industries.
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6. What is meant by ‘specific tariff’?
Source : ICAI, SM

Answer / Hint :
A specific tariff is an import duty that assigns a   fixed monetary tax per
physical unit of the good imported.

7. Explain the term ‘ad valorem tariff’?
Source : ICAI, SM

Answer / Hint :
An ad valorem tariff is levied as a constant percentage of the monetary
value of one unit of the imported good.  A 20% ad valorem tariff on
imported car

8. What is meant by mixed tariff?
Source : ICAI, SM

Answer / Hint :
Mixed tariff is a combination of an ad valorem and a specific tariff. That
is, the tariff is calculated on the basis of both the value of the imported
goods (an ad valorem duty) and a unit of measure of the imported goods
(a specific duty)

9. Define ‘bound tariff’
Source : ICAI, SM

Answer / Hint :
A  bound  tariff  is  a  tariff  which  a  WTO  member  binds  itself  with  a
legal commitment not to raise above a certain level.

10. What is the purpose of binding a tariff?
Source : ICAI, SM

Answer / Hint :
By binding a tariff, often during negotiations, the members agree to limit
their right to set tariff levels beyond a certain level
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11. How does ‘escalated tariff structure’ work?
Source : ICAI, SM

Answer / Hint :
Escalated tariff structure refers to the system wherein the nominal tariff
rates on imports of manufactured goods are higher  than the nominal
tariff rates on intermediate inputs and raw materials, i.e   the tariff on a
product increases as that product moves through the value-added chain.

12. Define ‘dumping’?
Source : ICAI, SM

Answer / Hint :
Dumping occurs when manufacturers sell goods in a foreign country
below the sales  prices  in  their  domestic  market  or  below  their  full
average  cost  of the product. It hurts domestic producers.

13. Why are countervailing duties imposed?
Source : ICAI, SM

Answer / Hint :
Countervailing  duties  are  tariffs  which  seek  to  offset  artificially  low
prices charged by exporters who enjoy export subsidies and tax
concessions offered by the Governments in their home country.

14. Describe the term ‘Non-Tariff measure (NTM).
Source : ICAI, SM

Answer / Hint :
Non-tariff measures (NTMs) are policy measures, other than ordinary
customs tariffs, that can potentially have an economic effect on
international trade in goods, changing quantities traded, or prices or both

15. What is the purpose of SPS measures?
Source : ICAI, SM

Answer / Hint :
SPS measures    are  applied to protect human, animal  or  plant  life  from
risks arising  from  additives,  pests,  contaminants,  toxins  or  disease-
causing organisms  and to protect biodiversity
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16. What do you understand by the term ‘import quota’?
Source : ICAI, SM

Answer / Hint :
An  import  quota  is  a  direct  restriction  which  specifies  that  only  a
certain physical amount of the good will be allowed into the country
during a given time period, usually one year.

17. Explain  the  concept  of  ‘local  content  requirements’  in  the  context
of  trade policy

Source : ICAI, SM
Answer / Hint :
Local content requirements mandate that a specified fraction of a final
good should be produced domestically

18. What is meant by ‘Voluntary Export Restraints’
Source : ICAI, SM

Answer / Hint :
Voluntary  Export  Restraints  (VERs)  refer  to  a  type  of  informal  quota
administered  by  an  exporting  country  voluntarily  restraining  the
quantity  of goods that can be exported out of a country during a specified
period of time

19. Outline the meaning of ‘Trigger-price mechanism’
Source : ICAI, SM

Answer / Hint :
Trigger-price mechanisms are quick responses of affected importing
countries upon  confirmation  of  trade  distortion  to  offset  the
distortion.  Eg.  Anti- dumping duties
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III. Long Answer Type Questions

1. Define ‘trade policy’.  What are the major objectives of trade policy?
2. Distinguish  between  different  types  of  trade  policy  measures.  What

are  the effects of each?
3. Evaluate  the use of tariffs as a trade policy instrument
4. Describe the ‘trigger price mechanisms’ for protection of domestic

industry?
5. Outline the different non- tariff measures adopted by countries
6. ‘Governments do not conform to free trade despite the potential efficiency

and welfare outcomes it will promote’ Elucidate the statement .Give
examples.

7. Distinguish  between  anti-dumping  duties  and  countervailing  duties.
What purpose do they serve?

8. Describe different   technical barriers to trade (TBT) and their effects on
trade

9. What are the effects of tariff on the importing and exporting countries?
10. How do import quotas affect domestic industries and consumers?
11. Explain  the  concept  of  ‘Voluntary  Export  Restraints’.  What  are  the

circumstances under which exporters commit to voluntary export
restraints?
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IV. Application Oriented Question

1.
i. Which  of  the  three  exporters  engage  in  anticompetitive  act  in

the international market while pricing its export of good X to country
D?

ii. What  would  be  the  effect  of  such  pricing  on  the  domestic
producers  of good X?  Advise remedy available for country D?

Goods X Country A
(in $)

Country B
(in $)

Country C
(in$)

Average Cost 30.5 29.4 30.9
Price per Unit for domestic
Sales

31.2 31.1 30.9

Price charged in country D 31.9 30.6 30.6
Source : ICAI, SM

Answer / Hint :
i. Dumping by Country B and Country C.  B because it sells at a lower

price than  that  in  domestic  market; Country C because  it  is  selling
at  a  price which is less than the average cost of production.

ii. Adverse effects on domestic industry as they will lose
competitiveness in their markets due to  unfair  practice  of  dumping.
Country D  may  prove damage to domestic industries and charge
anti dumping duties on goods imported from Country B and Country
C so as to raise the price and make it at par which similar goods
produced by domestic firms.

2.
i. What do you think the implications on trade will be if India pays an

export subsidy  of ` 400  /  on  every  pair  of  cotton  trousers
exported  by  it  to Germany

ii. Suppose Germany charged an equivalent countervailing duty on
every pair of cotton trousers imported from India. Do you think
world welfare will be affected?

Source : ICAI, SM
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Answer / Hint :
i. Unfair and artificially created price advantage to trousers exporters of

India – price  does  not  reflect  costs- German  trousers  industry
lose competitiveness and market share as trousers from India are
lower priced- Loss  of  world  welfare.  German  industry  can  ask
for  protection  by introducing countervailing duties.

ii. An equivalent countervailing duty will push the prices of Indian
trousers and afford protection to domestic trousers industry. World
welfare will be the same as before India introduced export subsidy.

V. Other problems

1. Define ‘dumping’? What is meant by an ‘Anti-dumping’ measure?

Answer / Hint :
Dumping occurs when manufacturers sell goods in a foreign country
below the sales prices  in  their  domestic  market  or  below  their  full
average  cost  of  the  product. Dumping may be persistent, seasonal, or
cyclical. Dumping may also be resorted to as a predatory pricing practice
to drive out established domestic producers from the market  and  to
establish  monopoly  position.  Dumping  is  international  price
discrimination  favouring  buyers  of  exports,  but  in  fact,  the  exporters
deliberately forego money in order to harm the domestic producers of the
importing country and to  gain  market  share.  This  is  an  unfair  trade
practice  and  constitutes  a threat  to domestic producers.

Anti-dumping measures consist of imposition of additional import duties
to offset the effects of dumping. These measures are   initiated as
safeguards to offset the foreign firm's unfair price advantage. This is
justified only if the domestic industry is seriously injured by  import
competition, and protection is  in the national interest  (that is,  the
associated costs to consumers would be less than the benefits that would
accrue to producers).



THE INSTRUMENTS OF TRADE POLICY

SANJAY SARAF SIR 156

2. What do you mean by anti-dumping duties?

Answer / Hint :
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.

3. How do import tariffs affect International Trade?

Answer / Hint :
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.
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UNIT III: TRADE NEGOTIATIONS

LEARNING OUTCOMES

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

 Distinguish  between  different types  of  regional  trade agreements

 Outline the course of the history of trade negotiations

 Describe the structure and guiding principles of the WTO

 Give an overview of the WTO agreements

 List out the major concerns in respect of functioning of the WTO

CHAPTER

INTERNATIONAL TRADE4

MALAY
Line
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UNIT OVERVIEW

International Trade

Trade Negotiations

GATT WTORTAs
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LECTURE NOTES

1. Definition of trade negotiation  from summary : These are complex
interactive processes between  countries having competing objectives.

2. RTA's : These are agreements
To reduce trade barriers and promote economic welfare among the
member nations.

3. Types of RTA :
(1) TIME PASS :

(a) unilateral agreement
(b) bilateral agreement - EU : South Africa Free Trade Agreement /

ASEAN - India Free Trade Area
(c) preferential agreement
(d) trade block (definition same as customs union)

(2) KAAM KA :
(e) free trade area → free trade among members and each member

has the freedom to decide upon its trade policy with non members
e.g. NAFTA

(f) customs union → free trade among members→ common trade barriers with non members
(g) common market → same→ same→	 free flow of factors of production amongmember nations
(h) economic and monetary union → same→	 same→	 same→ common currency and

common central bank with Euro as common currency and with
European central bank.
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4. History of GAAT and WTO :

1) goods as well as services
2) agreement on agriculture
3) agreement on textile to replace multi fibre
4) agreement on IP [TRIPS]
5) agreement on prevention of exploitation under SPS
6) agreement on prevention of exploitation under TBT
7) agreement on TRIMS
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ADDITIONAL NOTES
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SUMMARY

 International trade  negotiations, especially the  ones aimed  at formulation
of international  trade  rules,  are  complex  interactive  processes  engaged
in  by countries having competing objectives.

 Regional Trade Agreements (RTAs) are defined as groupings of countries
(not necessarily belonging to the same geographical region) which are
formed with the objective of reducing barriers to trade between member
countries.

 Trade negotiations result in different types of agreements, namely:
unilateral trade  agreements,  bilateral  agreements,  regional  preferential
trade agreements, trading bloc, free-trade area, customs union, common
market and economic and monetary union

 The  General  Agreement  on  Tariffs  and  Trade  (GATT)  provided  the
rules for much of world trade for 47 years, from 1948 to 1994

 Eight  multilateral  negotiations  known  as  “trade  rounds”  held  under
the auspices GATT resulted in substantial international trade liberalization.

 The  eighth  of  the  Uruguay  Round  of  1986-94,  was  the  last  and  most
consequential of all rounds and culminated in the birth of WTO and a new
set of agreements replacing the General Agreement on Tariffs and Trade
(GATT).

 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, cooperating with other international
organizations and assisting developing  countries  in  trade  policy  issues
through  technical  assistance  and training programmes.

 The WTO activities are supported by the Secretariat located in Geneva,
headed by a Director General. It has a three-tier system of decision making.
The top level decision-making body is the Ministerial Conference, followed
by councils namely,  the General  Council and  the  Goods  Council,
Services  Council  and Intellectual Property (TRIPS) Council.
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 The  WTO, accounting  for  about  95%  of  world  trade,  currently  has 164
members,  of  which  117 are  developing  countries  or  separate  customs
territories.

 The  major  guiding  principles  of  the  WTO  are  trade  without
discrimination, most-favoured-nation treatment(MFN), the national
treatment principle (NTP), freer  trade,  predictability,  general  prohibition
of  quantitative  restrictions, greater  competitiveness,  tariffs  as  legitimate
measures  for  protection, transparency in decision making, progressive
liberalization, market access and a transparent, effective and verifiable
dispute settlement mechanism.

 The  important  agreements  under  WTO  are  on  agriculture,  (SPS)
measures, textiles and clothing, technical barriers to trade (TBT), trade-
related investment measures (TRIMs), anti-dumping,  customs valuation,
pre-shipment inspection (PSI) , rules of origin, import licensing procedures,
subsidies and countervailing measures  ,  safeguards,  trade  in  services
(GATS),  intellectual  property  rights (TRIPS), settlement of disputes
(DSU), trade policy review mechanism (TPRM) and    plurilateral  trade
agreements  on  trade  in civil aircraft and    government procurement.

 The Doha Round, formally the Doha Development Agenda, which is the
ninth round since the Second World War was officially launched at the
WTO’s Fourth Ministerial Conference in Doha, Qatar, in November 2001.

 The  major  issues  related  to  the  WTO    are  in  respect  of  slow  progress
of multilateral  negotiations, uncertainties  resulting  from  regional  trade
agreements, inadequate or negligible trade liberalisation, and those which
are specific  to  the  developing  countries,  namely,  protectionism  and
lack  of willingness among developed countries to provide market access,
difficulties that they face in implementing the present agreements,
apparent north-south divide, exceptionally high tariffs, tariff escalation,
erosion of preferences and difficulties with regard to adjustments.
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PRACTICE PROBLEMS

I. Multiple Choice Type Questions

1. Which  of  the  following  culminated  in  the  establishment  of  the
World  Trade Organization?
a. The Doha Round
b. The Tokyo Round
c. The Uruguay Round
d. The Kennedy Round

2. Choose the correct statement
a. The GATT was meant to prevent exploitation of poor countries by

richer countries
b. The GATT dealt with trade in goods only, while, the WTO covers

services as well as intellectual property.
c. All members of the World Trade Organization are required to avoid

tariffs of all types
d. All the above

3. The ‘National treatment’ principle stands for
a. the procedures within the WTO for resolving disagreements about

trade policy among countries
b. the  principle  that  imported  products  are  to  be  treated  no  worse

in  the domestic market than the local ones
c. exported products are to be treated no worse in the domestic market

than the local ones
d. imported products should have the same tariff , no matter where they

are imported from
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4. ‘Bound tariff’ refers to
a. clubbing of tariffs of different commodities into one common measure
b. the    lower  limit  of  the  tariff    below  which  a  nation  cannot  be

taxing  is imports
c. the upper limit on the tariff that a country can levy on a particular

good, according to its commitments under the GATT and WTO.
d. the limit within which  the country’s export duty should fall so that

there is cheaper exports

5. The essence of ‘MFN principle’ is
a. equality  of  treatment of  all member  countries  of  WTO in  respect

of matters related to trade
b. favour one, country , you need to  favour all in the same manner
c. every WTO member will treat all its trading partners equally without

any prejudice and discrimination
d. all the above

6. The World Trade Organization (WTO)
a. has now been replaced by the GATT
b. has an inbuilt mechanism to settle disputes among members
c. was established to ensure free and fair trade internationally.
d. b) and c) above

7. The  Agreement  on  Agriculture  includes  explicit  and  binding
commitments made by WTO Member governments
a. on increasing agricultural productivity and rural development
b. market access  and agricultural credit support
c. market access, domestic support and export subsidies
d. market access, import subsidies and export subsidies

8. The Agreement on Textiles and Clothing
a. provides  that  textile  trade  should  be  deregulated  by  gradually

and  the tariffs should be increased
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b. replaced  the  Multi-Fiber  Arrangement  (MFA)  which  was  prevalent
since 1974

c. granted rights of textile exporting countries to increase tariffs to protect
their domestic textile industries

d. stipulated that tariffs in all countries should be the same

9. The Agreement on Trade-Related Aspects of Intellectual Property Rights
a. stipulates to administer a system of enforcement of intellectual

property rights.
b. provides  for  most-favored-nation  treatment  and  national  treatment

for intellectual properties
c. mandates to maintain high levels of intellectual property protection  by

all members
d. all the above

10. The most controversial topic in the yet to conclude Doha Agenda is
a. trade in manufactured goods
b. trade in intellectual property rights based goods
c. trade in agricultural goods
d. market access to goods from developed countries

11. The WTO commitments
a. affect developed countries adversely because they have comparatively

less agricultural goods
b. affect  developing  countries  more  because  they  need  to  make

radical adjustments
c. affect both developed and developing countries equally
d. affect none as they increase world trade and ensure prosperity to all
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ANSWERS
1.  c 6.  d 11. b
2.  b 7.  c
3.  b 8.  b
4.  c 9.  d
5.  d 10.c

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 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.

3. 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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4. 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.

5. 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.

6. 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.

7. 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.
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8. 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.

9. 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.

10. 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?

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?
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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.

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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V. Other Problems

1. What  are  the  major  functions  of  the  WTO?    What  do  you
understand  by  the  term ‘Most-favored-nation’ (MFN)?

Answer / Hint :
The  principal  objective  of  the  WTO  is  to  facilitate  the  flow  of
international  trade smoothly, freely, fairly and predictably. To achieve
this, the WTO endeavors:
i. to set and enforce rules for international trade,
ii. to provide a forum for negotiating and monitoring further trade

liberalization
iii. to resolve trade disputes
iv. to increase the transparency of decision-making processes
v. to  cooperate  with  other  major  international  economic  institutions

involved  in global economic management, and
vi. to help developing countries benefit fully from the global trading

system.
When a country enjoys the best trade terms given by its trading partner it
is said to enjoy  the  Most  Favored  Nation  (MFN) status.   Originally
formulated as  Article 1  of GATT, this principle of non discrimination
states that any advantage, favour, privilege  or immunity granted by any
contracting party to any product originating in or destined for any other
country shall be extended immediately and unconditionally to the like
product originating or destined for the territories of all other contracting
parties . Under the WTO agreements, countries cannot normally
discriminate between their trading partners. If a country improves the
benefits that it gives to one trading partner,  (such as  a  lower  a  trade
barrier,  or  opens  up  a  market),  it  has  to  give  the  same  best
treatment to all the other WTO members   too in respect of the same
goods or services so that they all remain ‘most-favoured’. As per the WTO
agreements, each member treats all the other members equally as “most-
favoured” trading partners.
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2. Explain  how  ‘technical  barriers  to  trade’  (TBT)  may  operate  as  a
protectionist measure?

Answer / Hint :
The non tariff measure ‘technical barriers to trade’ (TBT) which cover both
food and non-food  traded  products  refers  to  mandatory  standards
and technical  regulations that define specific characteristics that a
product should have, such as its size, shape, design, labelling / marking/
packaging,  production  methods,  functionality  or performance.  The
specific  procedures  used  to  check  whether  a  product  is  really
conforming  to  these  requirements  (conformity  assessment  procedures
e.g.  testing, inspection  and  certification)  are  also  covered  in  TBT.  This
involves  compulsory quality,  quantity  and  price  control  of  goods
before  shipment  from  the  exporting country. TBT measures are
standards-based measures that countries use to protect their  consumers
and  preserve  natural  resources,  but  these  can  also  be  used effectively
as  obstacles  to  imports  or  to  discriminate  against  imports  and
protect domestic  products.  In  actual  practice,  technical  measures
create trade  barriers  for existing and potential exporters for the
following reasons:
a. Altering  products  and  production  processes  to  comply  with  the

diverse requirements  in  export  markets  may  be  either  impossible
for  the  exporting country  or would  obviously  raise  costs  hurting
the  competitiveness  of  the exporting country.

b. Compliance with technical regulations needs to be established through
testing, certification  or  inspection  by  laboratories  or  certification
bodies.  These are usually cumbersome and costly

c. The exporters also need to incur additional costs for consultation,
acquisition of expertise, training etc.

In  effect  technical  measures,  or  the  ways  in  which  they  are  applied,
discriminate against  foreign producers  and  turn  out  to  be  trade
restrictive  rather  than  being  legitimate implementation of  social  policy.
Some  examples of  TBT  are: food laws, quality standards, industrial
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standards, organic certification, eco -labelling, ingredient standards, shelf-
life restrictions, marketing and labelling requirements.

3. Distinguish between ‘non tariff measures’ and ‘non tariff barriers’

Answer / Hint :
Non-tariff  measures  are  policy  measures  other  than  ordinary  customs
tariffs  that  can potentially  have an  economic effect  on international
trade in  goods, changing quantities traded, or prices or both (UNCTAD,
2010). They form a constellation of different types of policies which alter
the conditions of international trade. They are more difficult to quantify
or compare than tariffs. NTMs can be instituted for a range of public
policy reasons and have been negotiated within the General Agreement
on Tariffs and Trade and at the World Trade Organization NTMs are
allowed under the WTO’s regulations and are meant to allow
governments  to  pursue  legitimate  policy  goals  even  if  this  can  lead
to  increased  trade costs. For example,  NTMs like sanitary and
phytosanitary measures and licensing could be  legitimately  used  by
members to  ensure  consumer  health  and  to  protect  plant  and animal
life and environment.

Depending on their scope and/or design NTMs are categorized as:
i. Technical Measures: Technical measures   refer to product-specific

properties such as characteristics of the product, technical
specifications and production processes. These measures are intended
for ensuring product quality, food safety, environmental protection,
national security and protection of animal and plant health.

ii. Non-technical Measures: Non-technical measures relate to trade
requirements; for example;  shipping  requirements,  custom
formalities,  trade  rules,  taxation  policies, etc.
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These are further distinguished as:
a. Hard measures (e.g. Price and quantity control measures),
b. Threat measures (e.g. Anti-dumping and safeguards) and
c. Other measures such as trade-related finance and investment

measures.

Furthermore, the categorization also distinguishes between:
i. Import-related measures which relate to measures imposed by the

importing country, and
ii. Export-related measures which relate to measures imposed by the

exporting country itself.

NTMs are not the same as non-tariff barriers (NTBs). NTMs are
sometimes used as means to  circumvent  free-trade  rules  and  favour
domestic  industries  at  the  expense  of  foreign competition. In this case
they are called  non-tariff barriers (NTBs). NTBs are a subset of NTMs that
have a 'protectionist or discriminatory intent' and implies a negative
impact on trade.  NTMs  only  become  NTBs  when  they  are  more  trade
restrictive  than  necessary. Some examples of NTBs are compulsory
standards, often not based on international norms or  genuine  science;
stringent  technical  regulations  requiring  alterations  in  production
processes,  testing  regimes  which  require  complex  procedures  and
product  approvals requiring  inspection  of  individual  premises.  In
addition,  to  these,  there  are  procedural obstacles  (PO)  which  are
practical  problems  in  administration,  transportation,  delays  in testing,
certification  etc.  that  may  make  it  difficult  for  businesses  to  adhere
to  a  given regulation.

4. How does the WTO address the special needs of developing and the
least developed countries?

Answer / Hint :
The  WTO  addresses  the  special  needs  and  problems  of  developing
and  the  least developed countries in the following ways.
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i. Special and Differential Treatment (S&DT) for these countries is
incorporated in the WTO laws and rules.

ii. Developing  and  the  least  developed  countries  are  generally  given
longer implementation time to conform to their obligations for
promotion of freer trade.

iii. They are also given more flexibility in matter of compliance with the
WTO and special privileges and permission to phase out the transition
period.

iv. These countries are granted transition periods to make adjustments to
the not so familiar and intricate WTO provisions

v. Members  may violate  the  principle  of  MFN  to  give  special
market  access  to developing countries.

5. What’s meant by free trade area?

Answer / Hint :
Free  trade  policy  is  based  on  the  principle  of  non-interference  by
government  in foreign trade.  The  distinction  between  domestic  trade
and  international  trade disappears and goods and services are freely
imported from and exported to the rest of  the  world.  Buyers and  sellers
from separate economies voluntarily trade  without the domestic
government  helping  or  hindering  movements  of  goods  and  services
between countries by applying tariffs, quotas, subsidies or prohibitions on
their goods and services.  The theoretical case for free trade is based on
Adam Smith’s argument that the division of labour among countries leads
to specialization, greater efficiency, and higher aggregate production.

6. What are the objectives of the Agreement on Agriculture (AOA)?

Answer / Hint :
The  Agreement  on  Agriculture  (AoA)  is  an  international  treaty  of
the  World  Trade Organization  negotiated  during  the  Uruguay  Round.
It  contains  provisions  in  three broad  areas  of  agriculture  and  trade
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policy:  market  access,  domestic  support  and export subsidies. The
Agreement aims to:
i. establish fair and market oriented agricultural trading system, and
ii. provide  for  substantial  and  progressive  reduction  in  agricultural

support  and export subsidies with a view to remove distortion in the
world market. These are to be achieved through enhancement of
market access, reduction of domestic support and elimination of export
subsidies.

7. What is meant by ‘safeguard measures’ under WTO?

Answer / Hint :
A  safeguard  measures  is  an  action  taken  to  protect  a  specific
domestic  industry  from  an unexpected  build-up  of  imports.
Safeguard  measures  are  initiated  by  countries  to  restrict imports of a
product temporarily if its domestic industry is injured or threatened with
serious injury caused by a surge in imports.

8. What is meant by ‘Voluntary Export Restraints’?

Answer / Hint :
Voluntary  Export  Restraints  (VERs)  refer  to  a  type  of  informal  quota
administered  by  an exporting country voluntarily restraining the
quantity of goods that can be exported out of a country during a specified
period of time.

9. Describe the objectives of World Trade Organization (WTO).

Answer / Hint :
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:
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 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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UNIT IV: EXCHANGE RATE AND ITS ECONOMIC EFFECTS

LEARNING OUTCOMES

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

 Define exchange rate and describe how it is determined

 Appraise different types of exchange rate regimes

 Describe the functioning of the foreign exchange market

 Explain changes in exchange rates and their impact on the real economy

CHAPTER
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LECTURE NOTES

PART I

EXCHANGE RATE

 Definition : exchange rate may be defined as the price of 1 currency in
terms of other. If we have A/B :

'B' is the base currency
'A' is the counter currency

Thus if we have `60/$ : '$' is the base currency and '`' is the counter
currency

 Exchange Rate Quotations : There are 2 types of exchange rate quotations :

(a) Direct Quote (European Quota) :
 Base currency is foreign currency while counter currency is local

currency (LC)
 1 FC = How many units of LC?

e.g. 1 $ = ` 60, (1£ = ` 90.50)
This is direct quote in India.

(b) Indirect Quote
 Base currency is local currency while counter currency is foreign

currency.
 1 LC = How many units of FC?

e.g. `1 = ¥ 2.40 (` 1 = $0.01667)
This is an indirect quote  in India.
obviously indirect quote = 1 ÷ direct quote.

 Types of Exchange rate :
(a) Nominal exchange rate → It is the quoted exchange rate in the market

place , say ` 50/$

(b) Real exchange rate incorporates nominal exchange rate as well as
change in the price of goods and services in the two countries.
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REER = NEER  Domestic Index
Foreign Index

Real Effective Exchange Rate (REER)
Nominal Effective Exchange Rate (NEER)

 TYPES OF EXCHANGE RATE :
(a) Spot rate
 It is the rate applicable for buying and selling foreign exchange, i.e.,

on spot immediate delivery in actuality two business days ahead.
(b) Forward rate
 It is the rate fixed today for delivery, i.e. settlement to take place at a

certain date in future. Forward rate is extensively used for hedging
thus consider an Indian exporter who has $10,000 receivable 3
months from now. The exporter is afraid of dollar falling, to hedge
the same, exporter should enter into a 3 month forward contract to
sell dollars at a rate determined today. If forward rate > spot rate, it
is said that the base currency is at a forward premium.
suppose spot rate→ ` 60/$
3 months forward rate→ ` 60.9/$
Dollar is at a forward premium.
SELF NOTE : Accordingly you may interpret forward discount
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PART  II

EXCHANGE RATE REGIMES

1. Definition :
 It is the system by which exchange rates are determined across the

globe.
 It is the system used by a country to manage its currency with respect to

foreign currencies.

2. General classification:
Fixed exchange rate regime Floating exchange rate regime

1. The government/ central bank
announce or decrees a certain
exchange rate called peg against
another currency or a basket of
currencies or gold

1. Exchange rate is left to be
determined by the free forces
of dd and ss.

2. It leads to stability and promotes
IT.

2. It results in instability, i.e.
exchange rate volatility which
hurts IT and capital flows.

3. It is not a flexible agreement and
leads to devaluation or
revaluation in the long run.

3. It ensure flexibility,
depreciation or appreciation as
per market forces

4. Cannot have independent
monetary policy to pursue
domestic objectives.
(such a moderate inflation and
higher growth.)

4. Can have independent
monetary policy to pursue
domestic objectives.

5. Need to hold huge amount of
foreign exchange reserves.

5. Needs to hold very little
foreign exchange reserve, if
any

6. It imposes discipline on
government and Central Bank and
therefore controls inflation.

6. There is no such discipline.
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Note : The fall in the value of the  currency  via government/market forces
in a fixed/floating exchange rate regime is known as devaluation/
depreciation.
The rise in the value of currency via government/market forces in a
fixed/floating exchange rate regime is known as revaluation /appreciation.

3. IMF Classification of Exchange rate regime :

Category I.
Countries that do not have their own currencies.

 Dollarisation : Countries like Ecuador and Zimbabwe have adopted dollar
as their legal lender, i.e. medium of exchange.

 Monetary Union : The Euro zone has a common currency, i.e. Euro and a
common Central Bank.

Category II.
Countries which have their own currency
 Currency bond system : Hongkong Central Bank (currency board) has

announced a fixed exchange rate with respect to US dollar→ 1 USD = 7.85
HKD and this rate is fixed without any banks. To defend this rate,
Hongkong Central bank has to maintain USD reserves equivalent to
100% of the HKD in circulation.

 Conventional peg : In this case a country fixed its exchange rate wrt
another currency or basket of currencies and maintains a band of ± 1%
around the peg.
Example : JORDAN, BERMUDA

 Peg with horizontal band or target zone : in this case we have peg ± 2%,
i.e. beyond ± 1%
Example : Denmark
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 Crawling Peg : Here the peg is periodically changed based on market
forces.
Example : BOLIVIA

 Crawling Band : This is a transition floating exchange rate i.e. the country
keeps on widening the band.
Example : CHINA

 Managed Float : Exchanged Rates are determined by dd and ss forces -
there is no peg, however the Central Bank intervenes from time to time to
achieve some macro objectives like BOP situation, inflation, etc. India has
a managed float.

 Free Float/ Independent Float : Exchange rate are determined by dd/ss
forces - there is no peg - Central Bank hardly intervenes and when it does
the purpose is to smoothen out fluctuations in exchange rate.
Example : US, JAPAN, NEW ZEALAND.
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PART III

FOREIGN EXCHANGE MARKET

1. Foreign exchange market
 It is a market where foreign currencies are bought and sold against one

another.
Foreign exchange market is an Over the Counter (OTC) market. Where
RBI has appointed Authorised Dealers (ADs) to provide bid and ask
rates. Suppose SBI quotes `/$ 63.20/64.50.↓												 ↓

bid rate ask rate.
This means customers can buy $ at 64.50 from SBI and customer can sell
$ at 63.20 to SBI.
Foreign exchange market is an electronically linked network of banks,
institutions, brokers and other dealers who transact 24  7.

2. Participants in the Foreign exchange market:
(a) Hedgers (exporters and importers) : They are presently facing

currency risk. They enter into a Foreign exchange transaction to
reduce that risk. (Fattu).

(b) Speculators : They do not have any existing currency risk. Instead,
they have certain opinion - bullish or bearish. Accordingly they buy or
sell foreign exchange to make a profit from their opinion knowing
fully well that they can lose if their belief goes wrong (Jigra)

(c) Arbitrageurs : These are sophisticated entities who try to detect
mispricing. They buy currency at an undervalued rate and sells it
elsewhere at a overvalued rate. In doing so, they generate risk less
profit (siyana)
The activities of arbitrageurs removes the mispricing such that
exchange rate is same at all places.
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PART IV

DETERMINATION OF EXCHANGE RATE

1. In the floating exchange rate system, ER is determined by dd and ss forces.

2. Any transaction that results in the inflow of foreign exchange, ↑	the dd for
home currency and ss of the foreign currency. Hence home currency
appreciates and foreign currency depreciates (`↑, $↓)
Example :
 ↑ in exports
 ↑ in capital inflow
 borrowing from abroad.

3. Any transaction that results in the outflow of FE, ↑ the ss for home currency
and dd for foreign currency. Hence home currency will depreciate and FC
will appreciate. (` ↓, $↑)
Example :
 ↑ in imports
 ↑ in capital outflow
 lending to abroad.
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4. Impact of currency appreciation and depreciation
` Depreciation [` 60/$ →	` 70/$ ]
 Indian goods become cheaper for rest of the world. So Indian exports

will rise.
 Foreign goods become costlier for Indians. So Indian imports will ↓
Note : The above explanation assumes that the ss of Indian exports and dd
for foreign goods by Indians is relatively elastic.
 GDP growth rate will rise due to rises in net exports.

GDP ↑ = C + I + G +  X  M ↑
 Due to rise in GDP growth there will be higher employment in India.
 Due to rise in dd for Indian goods, there could be dd Pull inflation in

India.
 Due to rise in cost of essential imports like oil, there could be cost push

inflation in India.
 For Indians, foreign travel becomes expensive
 For Indian companies who have borrowed funds from abroad, cost of

borrowing goes up.
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ADDITIONAL NOTES
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SUMMARY

 Exchange rate is the rate at which the currency of one country exchanges
for the currency of another country

 A direct quote (European Currency Quotation) is the number of units of a
local currency  exchangeable  for  one  unit  of  a  foreign  currency.  For
example,  Rs 65/US$

 An indirect quote (American Currency Quotation).is the number of units of
a foreign  currency  exchangeable  for  one  unit  of  local  currency;  for
example:  $ 0.0151 per rupee.

 In  a  direct  quotation,  the  foreign  currency is  the  base  currency  and
the domestic  currency  is  the  counter  currency.  In  an  indirect
quotation,  the domestic currency is the base currency and the foreign
currency is the counter currency

 The rate between Y and Z which is derived from the given rates of another
set of two pairs of currency (say, X and Y, and, X and Z) is called cross rate.

 An exchange rate regime is the system by which a country manages its
currency in respect to foreign currencies.

 There  are  two  major  types  of  exchange  rate  regimes  at  the  extreme
ends; namely  floating  exchange  rate  regime,  (also  called  a  flexible
exchange  rate) and fixed exchange rate regime

 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 determines the
exchange rate.

 A  fixed  exchange  rate,  also  referred  to  as  pegged  exchanged  rate,  is
an exchange rate regime under which a country’s 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.

 A central bank may implement soft peg policy under which the exchange
rate is generally determined by the market, or a hard peg where the central
bank sets a fixed and unchanging value for the exchange rate
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 A  fixed  exchange  rate  avoids  currency  fluctuations  and  eliminates
exchange rate risks and transaction costs, enhances international trade and
investment and  lowers  the  levels  of  inflation.  But,  the  central  bank
has  to  maintain  an adequate amount of reserves and be always ready to
intervene in the foreign exchange market.

 A floating exchange rate allows a government to pursue its own
independent monetary policy and there is no need of market intervention
or maintenance of  reserves.  But,  volatile  exchange  rates  generate  a  lot
of  uncertainties  in relation to international transactions,

 The  ‘real  exchange  rate'  incorporates  changes  in  prices  and  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.

Real exchange rate = Nominal exchange rate × Domestic price Index
Foreign price Index

 Real Effective Exchange Rate (REER) is the nominal effective exchange rate
(a measure  of  the  value  of  a  currency  against  a  weighted  average  of
various foreign currencies) divided by a price deflator or index of costs.

 The  wide-reaching  collection  of  markets  and  institutions  that  handle
the exchange of foreign currencies is known as the foreign exchange
market. Being an      over-the-counter  market,  it  is  not  a  physical  place;
rather,  it is  an electronically linked network bringing buyers and sellers
together and has only very narrow spreads

 On account of arbitrage, regardless of physical location, at any given
moment, all markets tend to have the same exchange rate for a given
currency. Arbitrage refers to the practice of making risk-less profits by
intelligently exploiting price differences of an asset at different dealing
places.

 There  are  two  types  of  transactions  in  a  forex  market:  current
transactions which are carried out in the spot market and contracts to buy
or sell currencies for future delivery which are carried out in forward and
futures markets
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 Usually,  the  supply  of  and  demand  for  foreign  exchange  in  the
domestic foreign  exchange  market  determine the  external  value  of  the
domestic currency, or in other words, a country’s exchange rate.

 Changes  in  exchange  rates  portray  depreciation  or  appreciation  of  one
currency.  The  terms,  ‘currency  appreciation’  and  ‘currency
depreciation’ describe the movements of the exchange rate.

 Currency  appreciates  when  its  value  increases  with  respect  to  the
value  of another  currency  or  a  basket of  other  currencies.  On  the
contrary,  currency depreciates when its value falls with respect to the
value of another currency or a basket of other currencies.

 Devaluation is a deliberate downward adjustment by central bank in the
value of  a  country's  currency  relative  to  another  currency,  group  of
currencies  or standard.

 An  appreciation  of  a  country’s  currency  cause  changes  in  import  and
export prices will lead to changes in import and export volumes, causing
resulting in import spending and export earnings

 Exchange  rate  depreciation  lowers  the  relative  price  of a  country’s
exports, raises  the  relative  price  of  its  imports,  increases  demand  both
for  domestic import-competing  goods  and  for  exports,  leads  to  output
expansion, encourages economic  activity,  increases  the  international
competitiveness of domestic  industries  ,increases  the  volume  of  exports
and  improves  trade balance.

 Currency  appreciation  raises  the  price  of  exports,  decrease  exports;
increase imports,  adversely  affect  the  competitiveness  of  domestic
industry,  cause larger deficits and worsens the trade balance.
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PRACTICE PROBLEMS

I. Multiple Choice Type Questions

1. Based  on the supply  and  demand  model of  determination of  exchange
rate, which of the following ought to cause the domestic currency of
Country X to appreciate against dollar?
a. The US decides not to import from Country X
b. An increase in remittances from the employees who are employed

abroad to their families  in the home country
c. Increased imports by consumers of Country X
d. Repayment  of foreign debts by Country X

2. All else equal, which of the following is true if consumers of India
develop taste for imported commodities and decide to buy more from the
US?
a. The  demand  curve  for  dollars  shifts  to  the  right  and  Indian

Rupee appreciates
b. The supply of US dollars shrink and, therefore, import prices decrease
c. The  demand  curve  for  dollars  shifts  to  the  right  and  Indian

Rupee depreciates
d. The demand curve for dollars shifts to the left and leads to an increase

in exchange rate

3. ‘The nominal exchange rate is expressed in units of one currency per unit
of the other currency. A real exchange rate adjusts this for changes in
price levels’. The statements are
a. wholly correct
b. partially correct
c. wholly incorrect
d. None of  the  above
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4. Match the following by choosing the term which has the same meaning
i. floating exchange rate a. fixed exchange rate
ii. pegged exchange rate b. depreciation
iii. devaluation c. revaluation
iv. appreciation d. flexible exchange rate

a. (i  c ) ; ( ii d) ;( iii b); (iv a))
b. (i  b) ; ( ii a) ;( iii d); (iv c )
c. (i  a ) ; ( ii d ) ;( iii b); (iv c )
d. (i  d) ; ( ii a) ;( iii b); (iv c )

5. Choose the correct statement
a. An indirect quote is the number of units of a local currency

exchangeable for one unit of a foreign currency
b. the  fixed  exchange  rate  regime  is  said  to  be  efficient  and  highly

transparent
c. A direct quote is the number of units of a local currency exchangeable

for one unit of a foreign currency
d. Exchange  rates  are generally fixed by the central bank of the country

6. Which of the following statements is true?
a. Home-currency appreciation or foreign-currency depreciation takes

place when there is a decrease in the home currency price of foreign
currency

b. Home-currency depreciation  takes place when there is an increase in
the home currency price of the foreign currency

c. Home-currency depreciation  is the same as foreign-currency
appreciation  and implies that the home currency has become relatively
less valuable.

d. All the above
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7. An increase in the supply of foreign exchange
a. shifts the supply curve to the right  and as a consequence, the exchange

rate declines
b. shifts the supply curve to the right  and  as  a  consequence,  the

exchange rate  increases
c. more  units  of  domestic  currency  are  required  to  buy  a  unit  of

foreign exchange
d. the domestic currency depreciates and the foreign currency appreciates

8. Currency devaluation
a. may  increase  the  price  of  imported  commodities  and,  therefore,

reduce the international competitiveness of domestic industries
b. may  reduce export prices and increase the international

competitiveness of domestic industries
c. may cause a fall in the volume of exports and promote  consumer

welfare through increased availability of goods and services
d. (a) and (c) above

9. At any point of time , all markets tend to have the same exchange rate for
a given currency due to
a. Hedging
b. Speculation
c. Arbitrage
d. Currency futures

10. ‘Vehicle Currency’ refers to
a. a currency that is widely used to denominate international contracts

made by parties because it is the national currency of either of the
parties

b. a currency that is traded internationally and, therefore, is in high
demand

c. a type of currency used in euro area  for synchronization of exchange
rates

d. a currency that is widely used to denominate international contracts
made by parties even when it is not the national currency of either of
the parties
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ANSWERS
1.  b 6.  d
2.  c 7.  a
3.  a 8.  b
4.  d 9.  c
5.  c 10.d

II. Short Answer Type Questions

1. Define exchange rate
Source : ICAI, SM

Answer / Hint :
The  price  of  one  currency  expressed  in  terms  of  units  of  another
currency- represents  the number of units of one  currency  that
exchanges for a unit of another

2. Distinguish between direct quote and indirect quote?
Source : ICAI, SM

Answer / Hint :
A direct quote (European Currency Quotation) is the number of units of a
local currency  exchangeable  for  one  unit  of  a  foreign  currency.  For
example,  Rs 66/US$.  An  indirect  quote  (American  Currency
Quotation).is  the  number  of units  of  a  foreign  currency  exchangeable
for  one  unit  of  local  currency;  for example: $ 0.0151 per rupee.

3. What do you understand by the term ‘cross rate’?
Source : ICAI, SM

Answer / Hint :
The rate between Y and Z which is derived from the given rates of
another set of two pairs of currency (say, X and Y, and, X and Z) is called
“cross rate”.
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4. What is an ‘exchange rate regime’?
Source : ICAI, SM

Answer / Hint :
An exchange rate regime is the system by which a country manages its
currency in respect to foreign currencies.

5. Which are the major types of exchange rate regimes?
Source : ICAI, SM

Answer / Hint :
There  are  two  major  types  of  exchange  rate  regimes  at  the  extreme
ends; namely  floating  exchange  rate  regime,  (also  called  a  flexible
exchange  rate) and fixed exchange rate regime

6. How is exchange rate determined under floating exchange rate regime?
Source : ICAI, SM

Answer / Hint :
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
determines the exchange rate.

7. Define fixed exchange rate?
Source : ICAI, SM

Answer / Hint :
A  fixed  exchange  rate,  also  referred  to  as  pegged  exchanged  rate,  is
an exchange rate regime under which a country’s government or central
bank 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.

8. What are the major merits of floating exchange rate?
Source : ICAI, SM
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Answer / Hint :
A floating exchange rate allows a government to pursue its own
independent monetary policy and there is no need of market intervention
or maintenance of reserves.

9. Mention the main demerit of floating exchange rate?
Source : ICAI, SM

Answer / Hint :
The  volatile  exchange  rates  generate  a  lot  of  uncertainties  in  relation
to international transactions

10. Explain the term ‘real exchange rate’
Source : ICAI, SM

Answer / Hint :
The  ‘real  exchange  rate'  incorporates  changes  in  prices  and 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.

Real exchange rate = Nominal exchange rate × Domestic price Index
Foreign price Index

11. Define Real Effective Exchange Rate (REER)
Source : ICAI, SM

Answer / Hint :
Real Effective Exchange Rate (REER) is the nominal effective exchange
rate (a measure  of  the  value  of  a  currency  against  a  weighted
average  of  various foreign currencies) divided by a price deflator or
index of costs.

12. Describe the chief characteristics of foreign exchange market?
Source : ICAI, SM

Answer / Hint :
The  wide-reaching  collection  of  markets  and  institutions  that  handle
the exchange of foreign currencies is known as the foreign exchange
market. Being an  over-the-counter  market,  it  is  not  a  physical  place;
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rather,  it  is  an electronically linked network bringing buyers and sellers
together and has only very narrow spreads.

13. Mention the types of transactions in the forex market?
Source : ICAI, SM

Answer / Hint :
There  are  two  types  of  transactions  in  a  forex  market  ; current
transactions which are carried out in the spot market and contracts to buy
or sell currencies for future delivery which are carried out in forward and
futures markets

14. Describe the term currency appreciation?
Source : ICAI, SM

Answer / Hint :
Currency  appreciates  when  its  value  increases  with  respect  to  the
value  of another  currency  or  a basket of  other  currencies.  On  the
contrary,  currency depreciates when its value falls with respect to the
value of another currency or a basket of other currencies.
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III. Long Answer Type Questions

1. Distinguish between fixed exchange rate and floating exchange rate?
What are the merits and demerits of each?

2. Describe  how  exchange  rate  is  determined  under  different exchange
rate regimes?

3. Evaluate the relative merits and demerits of different types of exchange
rate regimes?

4. What are the characteristic features of foreign exchange market? Who are
the participants in the foreign exchange market?

5. Describe  the functioning  of  the  foreign  exchange  market?  What  are
the different roles played by the participants in the foreign exchange
market?

6. What do you understand by appreciation and depreciation of currency?
How do they affect real economy?

7. Explain the effects of currency depreciation? Do you consider a weak
currency is advantageous to a country?

8. Explain  the  nature  of  changes  in  exchange  rates  and  their  impact  on
real economy?

9. ‘An  overvalued  currency  is  a  bane  for  an  economy’  Do  you  agree
with  the statement? Give examples.

10. ‘Flexible exchange rates reflect the true fiscal health of the economy’
Elucidate.
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IV. Application Oriented Questions

1. Explain the implications of the following on the demand and supply of
foreign exchange and the exchange rate in spot foreign exchange
market.
i. Sherry Land’s   exports remained more or less stagnant in the years

2005- 06 to 2016-17. However, due to heavy thrust on
industrialization, import of machinery, raw materials and
components as well as associated services of different types
increased.

ii. The  investors  of  Merry  Land      find  investments  in  financial
assets  in  UK highly  attractive  and  the  government  of  Merry
Land  which  has  a  liberal attitude on foreign investments permits
such investments.

iii. Many foreign investors who had previously acquired  Roseland ’s
financial assets sell them

iv. Effect on Country Y if Country  X borrows $ 100 billion from country
Y

Source : ICAI, SM
Answer / Hint :
i. Higher  demand  in  Sherry  Land  for  foreign  exchange  (say  $)  to

make development imports for industrialization ; coupled with  no
proportionate increase  in  supply  on  account  of  meager  inflow  of
foreign  exchange consequent on stagnant exports  for more than a
decade, lead to rise in exchange rate and depreciation in the value of
domestic currency.

ii. Increased demand for foreign exchange in Australia; the domestic
currency depreciates

iii. Increased  demand  for  foreign  exchange  ;  Roseland’s  domestic
currency depreciates

iv. International  capital  outflow:  demand  for  foreign  currency-outflow
of foreign exchange , depreciation of domestic currency
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2. Explain how the exchange value of Indian Rupee will be affected in
each of the following cases. What are the possible consequences on
exports and imports?
i. The spot exchange rate changes from Rs 61/ 1$  to Rs 64/1$
ii. The spot exchange rate changes from Rs 66/ 1$  to Rs 63/1$

Source : ICAI, SM
Answer / Hint :
i. The  spot  exchange  rate  changes  from  Rs  61/  1$  to  Rs  64/1$.  It

implies depreciation of Rupee and appreciation of Dollar. Exports
become cheaper and  more  attractive  to  foreigners;  imports  will  be
discouraged  as  they become costlier to import.

ii. The spot exchange rate changes from Rs 66/ 1$ to Rs 63/1$. This
means that  Rupee  has appreciated  in value and  dollar  has
depreciated. Exports become  costlier  and  so  demand  for  Indian
exports  may  fall;  imports become cheaper.

3. In 1983 Australia decided to float its dollar. Assuming free trade,
explain the effects of each of the following on the spot exchange rate
between AUD and USD.
i. There  is  a  substantial  increase  demand  in  Australia  for  US

exports  of services. Since Australia manufactures were favoured
over others, there is a  proportionate increase in exports of
Australian products to the US

ii. Investors  in Australia perceive  that  the  returns  on investments  in
the US would be much more lucrative than elsewhere. As a result
there is a huge increase  in  demand  for  investments  in  US  dollar
denominated  financial investments

iii. Political uncertainties in the US  due to presidential elections caused
large scale shift of Australian financial investments back in to
Australia

iv. An epidemic in some parts of Australia  made the US evoke SPS
measures and ban the entry of a number of food items to the US

Source : ICAI, SM
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Answer / Hint :
i. The  spot  exchange  rate  between  AUD  and  USD  will  not  be

affected  as increased demand for foreign currency in each country
will be matched by a proportionate increase in the supply of foreign
exchange.

ii. Investors  in  Australia  would  demand  more  USD  for  making
dollar denominated  financial  investments  in  the  US. Supply  of  US
dollars remaining the same, being in floating rate, AUD will
depreciate and USD will appreciate.

iii. Large scale shift of Australian financial investments back to home due
to political uncertainties in the US would result in large scale sale of
financial assets and capital outflow from the US. This will lead to
more inflow of US dollars to Australia and demand remaining the
same, depreciation in the value of USD viz a viz AUD.

iv. Ban of exports to the US reduces USD inflows to Australia; demand
for USD remaining the same, AUD may depreciate.
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V. Other Problems

1. Explain the nature of changes in exchange rates and their impact on real
economy?

Answer / Hint :
Changes in exchange rates portray depreciation or appreciation of one
currency against another.  The  terms, `currency  appreciation’ and
‘currency  depreciation’ describe  the movements  of  the  exchange  rate.
Currency  appreciates  when  its  value  increases  with respect to the
value of another currency or a basket of other currencies. On the contrary,
currency depreciates when its value falls with respect to the value of
another currency or a basket of other currencies.  If the Rupee dollar
exchange rate changes from $1 =  ` 65 to $1 = ` 68, the value of the Indian
Rupee has diminished or Indian Rupee has depreciated and the US dollar
has appreciated. On the contrary, home-currency appreciation or foreign-
currency depreciation takes place when there is a decrease in the home
currency price of foreign  currency  (or  alternatively,  an  increase  in  the
foreign  currency  price  of  home currency). The home currency thus
becomes relatively more valuable. Under a floating rate system,  if  for
any  reason,  the  demand  curve  for  foreign  currency  shifts to  the
right representing  increased  demand  for  foreign  currency,  and  supply
curve  remains unchanged, then the exchange value of foreign currency
rises and the domestic currency depreciates in value.

Following are the impact of exchange rate changes on the real economy:

The  developments  in  the  foreign  exchange  markets  affect  the
domestic  economy  both directly and indirectly. All else equal, an
appreciation(depreciation) of a country’s currency raises (decreases) the
relative price of its exports and lowers (increases) the relative price of its
imports leading to changes in import and export volumes and
consequently on import spending  and  export  revenue.  Depreciation
adversely  affects  importers  as  they  have  to pay more domestic
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currency on the same quantity of imports ad benefits exporters as forex
earnings will fetch more in terms of domestic currency.

For an economy where exports are significantly high, a depreciated
currency would mean a lot of gain.  Depreciation of domestic currency
primarily decreases the relative price of domestically produced goods and
diverts spending from foreign goods to domestic goods. Increased
demand, both for domestic import-competing goods and for exports
encourages economic  activity  and creates  output  expansion. Overall,
the outcome of exchange  rate depreciation is an expansionary impact on
the economy at an aggregate level.

As a result of depreciation or devaluation, the terms of trade of the nation
can rise, fall or remain unchanged, depending on whether price of exports
rises by more than, less than or same percentages as price of imports.
Depreciation also can have a positive impact on country’s  trade  deficit as
it makes  imports more  expensive for domestic  consumers and exports
cheaper  for  foreigners.  However,  the  fiscal  health  of  a  country
whose  currency depreciates  is  likely  to  be  affected  with  rising  import
payments  and  consequent  rising current account deficit (CAD) and
diminished growth prospects of overall economy.

Depreciation  is  also  likely  to  fuel  consumer  price  inflation,  directly
through  its  effect  on prices of imported consumer goods and also due to
increased demand for domestic goods. The  impact  will be greater if  the
composition of domestic consumption  baskets consists more  of
imported  goods.  Indirectly,  cost  push  inflation  may  result  through
possible escalation in the cost of imported components and intermediaries
used in production.

When a country’s currency depreciates, production of export goods and
import substitutes becomes more profitable. Therefore, factors of
production will be induced to move into the tradable  goods  sectors  and
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out  of  the  non  tradable  goods  sectors.  By  lowering   export prices,
currency depreciation helps increase the international competitiveness of
domestic industries,  increases the volume of  exports,  augments
windfall profits  in export  oriented sectors and import-competing
industries and promotes trade balance.  If exports originate from  labour-
intensive  industries,  increased  export  prices  will  have  spiraling
effects  on wages, employment and income. If inputs and components for
manufacturing are mostly imported and cannot be domestically
produced, increased import prices will increase firms’ cost of production,
push domestic prices up and   decrease real output.

Foreign  capital  inflows  are  characteristically  vulnerable  to  exchange
rate  fluctuations. Depreciating  currency  hits  investor  sentiments  and
has  radical  impact  on  patterns  of international capital flows. Foreign
investors are likely to be indecisive or highly cautious before  investing  in
a  country  which  has  high  exchange  rate  volatility.  Foreign  direct
investment flows are likely to shrink and foreign portfolio investments
are likely to flow into debt and equity. This may shoot up capital account
deficits affecting the country’s fiscal health. Reduced foreign investments
also widen the gap between investments required for growth and actual
investments. Over a period of time, unemployment is likely to mount in
the economy.

If investor sentiments are such that they anticipate further depreciation,
there may be large scale withdrawal of portfolio investments and huge
redemptions through global exchange traded  funds  leading  to  further
depreciation  of  domestic  currency.  This  may  result  in  a highly
volatile domestic equity market affecting the confidence of domestic
investors.

Companies  that  have  borrowed  in  foreign  exchange  through  external
commercial borrowings (ECBs) but have not sufficiently hedged against
foreign exchange risks would also be negatively impacted as they would
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require more domestic currency to repay their loans. A depreciated
domestic currency would also increase their debt burden and lower their
profits and impact their balance sheets adversely. Exchange rate
fluctuations make financial forecasting more difficult for firms and larger
amounts will have to be earmarked for insuring against exchange rate
risks through hedging.

Investors who have purchased a foreign asset, or the corporation which
floats a foreign debt, will find themselves facing foreign exchange risk.
However, remittances to homeland by non residents and businesses
abroad fetches more in terms of domestic currency.

In  case  of  foreign  currency  denominated  government  debts,  currency
depreciation  will increase the interest burden and cause strain to the
exchequer for repaying and servicing foreign debt.

Depreciation would enhance government revenues from import related
taxes, especially if the  country  imports more  of  essential  goods.
Depreciation  would  also  result  in  higher amount of local currency for a
given amount of foreign currency borrowings of government.

2. Explain  the  effect  of  currency  devaluation?  Do  you  think  a  weak
currency  is advantageous to a country?

Answer / Hint :
Devaluation is a deliberate downward adjustment in the value of a
country's currency relative to another currency, group of currencies or
standard. It is a policy tool used by countries that  have  a  fixed exchange
rate  or nearly fixed exchange  rate  regime and involves a discrete official
reduction in the otherwise fixed par value of a currency. The  monetary
authority  formally  sets  a  new  fixed  rate  with  respect  to  a  foreign
reference currency or currency basket.
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Devaluation  is  primarily  an  expenditure  switching  policy.  Ceteris
paribus,  the weakening  of  currency  can  have  positive  effects  on  an
economy’s  trade  balance.  Devaluation increases  the price of  foreign
goods relative  to goods produced in  the home  country  and  diverts
spending  from  foreign  goods  to  domestic  goods. Devaluation implies
that foreigners pay less for the devalued currency and that the residents
of the devaluing country pay more for foreign currencies. By lowering
export prices,  devaluation  helps  increase  the  international
competitiveness  of  domestic industries and increases the volume of
exports. Devaluation lowers the relative price of a country’s exports,
raises the relative price of its imports, increases demand both for
domestic  import-competing  goods  and  for  exports,  leads  to  output
expansion, encourages  economic  activity,  increases the  international
competitiveness  of domestic industries, increases the volume of exports
and promotes trade balance.

3. What ‘s Arbitrage? What is the outcome of Arbitrage?

Answer / Hint :
Arbitrage  refers  to  the  practice  of  making  risk-less profits  by
intelligently  exploiting  price differences  of  an  asset  at  different
dealing  places.  On  account  of  arbitrage,  regardless  of physical
location, at any given moment, all markets tend to have the same
exchange rate for a given currency

4. Explain the effects of monetary policy through the exchange rate
channel?

Answer / Hint :
The  exchange  rate  channel works  through expenditure switching
between  domestic and  foreign goods. A reduction in policy rate lowers
interest rates and reduces the relative returns and investors shift  their
funds  into  foreign  assets  and  leads to  depreciation  in  the  exchange
rate.    Higher competitiveness  of  domestic  producers  increase  export
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volumes  and  higher  prices  of  imports discourage imports (or higher
net exports) and increase demand for domestically produced goods and
services.    Consequently,  domestic  output  and  employment  increases.
High  policy  rates normally  lead  to  an  appreciation  of  the  currency,
as  foreign  investors  seek  higher  returns  and increase their demand for
the currency. Appreciation of the domestic currency make domestically
produced goods more expensive compared to foreign‐produced goods.
This causes net exports to fall; correspondingly domestic output and
employment also fall.

5. What’ s meant by devaluation?

Answer / Hint :
Devaluation is a deliberate downward adjustment in the value of a
country's currency relative to another currency, group of currencies or
standard.

6. Explain the function of money as a unit of account?

Answer / Hint :
A unit of account is a common unit for measuring how much something
is worth. The monetary unit (for e.g. Rupee, Dollar) serves as a numeraire
or common measure value   in terms of which  the  value  of  all  goods,
services,  assets,  liabilities,  income,  expenditure  etc      are measured and
expressed. This helps in measuring and fixing the exchange values in
terms of  a  common  unit  and  avoids  the  problem  of  recording  and
expressing  the  value  of  each commodity in terms of quantities of other
goods. Use of money as a unit of account thus
 reduces the number of exchange ratios between goods and services
 makes it possible to keep business accounts
 allows meaningful interpretation of prices, costs, and profits, and
 facilitates  a  system  of  trade  through  orderly pricing,  comparison

of  value  and  rational economic choices.
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7. List the point of difference between fixed exchange rate and floating
exchange rate.

Answer / Hint :
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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UNIT V: INTERNATIONAL CAPITAL MOVEMENTS

LEARNING OUTCOMES

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

 Describe the nature and types of foreign capital

 Distinguish  between  foreign  direct  investment  and  foreign

institutional investment

 Outline the factors influencing foreign investments

 Elucidate  the  potential  costs  and  benefits  of  foreign direct investment

 Explain the  state-of-affairs of foreign direct investment in India

CHAPTER

INTERNATIONAL TRADE4

MALAY
Line
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UNIT OVERVIEW

International Trade

International Capital Movements

FPIFDI
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LECTURE NOTES

1. Flow of capital from home country to the  host country is extremely
important nowadays - we call it foreign capital. It can be of 4 types:
(a) Foreign Aid
(b) Borrowing like ECB (External Commercial Borrowing)
(c) Deposits from NRI
(d) Foreign Instrument (FDI and FPI)

2. Definition of FDI :
 Home

country
(JAPAN) Long Term management and control

Host country
(INDIA)↓ Investment > 10% of the total share of MUL ↓

SUZUKI Maruti

Refer  Q.  No. 1 (i to vi) of Application  Oriented  Problem under Practice
Problem in this Mat.

3. Components of FDI:
(a) Equity capital (>10%)
(b) Retained earnings
(c) Loan Given (Refer Q.No. 1(v and vi) of Application  Oriented  Problem

under Practice  Problem in this Mat.)

4. Types of FDI :
(a) Horizontal FDI : Foreign investors carry out the same business in host

country (e.g. Vodafone)
(b) Vertical FDI : Foreign investors invests in the host country in a

different business which is however supplementary to its main
business. (e.g. automobiles company → car manufacturer) in USA
invests in a auto parts manufacturer in India.)

(c) Conglomerate FDI : Foreign investor invests in the host country in a
different and unrelated business.
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(MODES)

5. Forms of FDI :
(a) opening of a subsidiary or associate company
(b) equity injection
(c) acquiring the controlling interest
(d) mergers and acquisition
(e) joint venture and green field investment

Note : green field vs. ground field investment
Green Field Investment Ground Field Investment

 New assets are created  Existing assets are owned

 FDI may be defined as the process by which a resident  of a country
(home country) makes a substantial investment (<10%) in the enterprise
in another country (host country) wherein the investor acquires
substantial ownership management and control of the investee. It is a
long term investment in physical assets, i.e., fixed assets, inventory, etc.

6. Reasons for FDI:
(i) Market seeking (e.g., India, because of its huge population provides

huge market for consumer products)
(ii) Resource seeking, i.e. cheap labour and cheap raw material.
(iii) Technology or efficiency Seeking
(iv) Higher profit
(v) Diversification
(vi) Tax benefits
(vii) To avoid trade barriers
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7. Benefit and cost of FDI :
(a) Effect on labour market :

For Against
 FDI results in greater

employment opportunities
higher wages, higher
productivity, higher
efficiency, positive
competitive environment,
skill transfer.

 FDI is criticised because they
use capital intensive
technology which is not
suitable in labour rich
countries, most of the jobs
created are mundane, low
level they discriminate and
create inequality.

(b) Effect of FDI on Technology :
For Against

 FDI brings in new technology
and therefore increases the
efficiency of resource
utilisation.

 They bring outdated
technology which is useless
and second hand.

(c) Effect on Environment :
For Against

 Foreign companies are more
conscious and responsible
towards environment. So
they use technology which
are environment free.

 Foreign companies are
ruthless and excessively
exploit natural resources and
environment in the host
country.

(d) Effect on Competition :
For Against

 Foreign companies remove
domestic monopolies

 Foreign companies
themselves become
monopolies.



INTERNATIONAL CAPITAL MOVEMENTS

SANJAY SARAF SIR 222

(e) Effect on Consumer :
For Against

 Consumers get larger variety
of goods at lower prices.

 Foreign companies starts
exploiting consumers by
charging higher prices

(f) Effect on Domestic Industries :
For Against

 As a result of competition,
even domestic companies
become more efficient

 Foreign companies are very
powerful and they use their
muscle power  to throw away
domestic firms. So domestic
firms shut down and Foreign
companies becomes
monopoly.

8. FDI in India :
STAGE I.
After Independence, India followed an import substitution policy and did
not encourage FDI.

STAGE II.
1980’s : Due to the new Industrial Policy and Technology Policy. FDI
picked up to some extent. Also India as a signatory to GATT reduced
trade barriers.

STAGE III.
1991 : India adopted economic reforms, i.e. LPG and opened its door
towards FDI. We have FEMA, SEZ, encouragement to foreign technology
collaboration agreement, foreign investment promotion board (FIPB), etc.
In 2016, India rise as the 10th highest recipient of FDI.
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STAGE IV.
Current Status : resulting of FDI in India permitted through :
 Automatic route, i.e. without any prior approval of GOI or RBI and
 Government route
 100% FDI is nowadays allowed in many industries

The prohibited sectors are-
 Lottery business
 Gambling
 Chit fund
 NIDHI company
 Real estate business
 Manufacturing of cigars, tobacco, etc.
 Atomic energy and railway operations

9. Overseas Direct Investment by India Companies :
 Even Indian companies are making FDI abroad. The limit of outbound

FDI in a year is US $ 12,500. Specially technology company say TCS,
WIPRO, INFOSYS, etc have made FDI abroad. Reason for the same are
market seeking, resource seeking and technology seeking.

10. Foreign Portfolio  Investment (FPI) :
 It is the flow of financial capital, i.e., investment in stocks bonds, etc. It

is > 10% - hence no management control. It is short term, speculative
and opportunistic. It generally makes the domestic markets more
volatile. It does not have any impact on employment and GDP.
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ADDITIONAL NOTES



ECONOMICS FOR FINANCE

SANJAY SARAF SIR 225

ADDITIONAL NOTES



INTERNATIONAL CAPITAL MOVEMENTS

SANJAY SARAF SIR 226

ADDITIONAL NOTES
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ADDITIONAL NOTES
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SUMMARY

 Foreign  capital  may  flow  into  an economy  in  different  ways,  such  as
foreign aid, grants, borrowings, deposits from non-resident Indians,
investments in the form of foreign portfolio investment (FPI) and foreign
direct investment  (FDI)

 Foreign direct investment is defined as a process whereby the resident of
one country (i.e. home country) acquires 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.

 Direct  investments  are  real  investments  in  factories,  assets,  land,
inventories etc. and have three  components, viz., equity capital, reinvested
earnings and other direct capital in the form of intra-company loans. FDI
may be categorized as horizontal, vertical or conglomerate.

 Foreign portfolio investment is the flow of ‘financial capital’ with stake in a
firm at below  10  percent,  and  does  not  involve  manufacture  of  goods
or  provision  of services, ownership management or control of the asset on
the part of the investor.

 The main reasons for foreign direct investment are profits, higher rate of
return, possible  economies of  large-scale operation,  risk diversification,
retention of trade patents, capture of emerging markets, lower host country
environmental and labour standards, bypassing of non tariff and tariff
barriers, cost–effective availability of needed inputs and tax and investment
incentives.

 Foreign  direct  investment  takes  place  through  opening  of  a subsidiary
or associate company, equity injection, acquiring a controlling interest,
mergers and acquisitions (M&A), joint venture and green field investment.

 Benefits of foreign direct investment include positive outcomes of
competition such  as  cost- reducing  and quality-improving  innovations,
higher  efficiency, huge  variety  of  better  products  and  services  at  lower
prices,  welfare  for consumers,  multiplier  effects  on  employment,
output  and  income,  relatively higher  wages,  better  access  to foreign
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markets,  control  of  domestic monopolies and betterment of balance of
payments position.

 Potential problems of foreign  direct  investment  include use of
inappropriate capital- intensive methods in a labour-abundant country,
increase in regional disparity, crowding-out of domestic investments,
diversion of capital resulting in distorted pattern of production and
investment, instability in the balance of payments and exchange rate and
indiscriminate repatriation of the profits.

 FDIs are also likely to indulge in anti-ethical market distortions, off–
shoring or shifting  of  jobs,  overexploitation  of  natural  resources
causing  environmental damage,  exercising  monopoly  power,  decrease
competitiveness  of  domestic companies,  potentially jeopardize  national
security  and  sovereignty,  worsen commodity terms of trade and cause
emergence of a dual economy

 FDI in India, mostly a post reform phenomenon, is a major source of non-
debt financial resource for economic development. The government has, at
different stages, liberalized FDI by increasing sectoral caps, bringing in
more activities under automatic route and easing of conditions for foreign
investment.

 Overseas  direct  investments by  Indian  companies,  made  possible  by
progressive relaxation of capital controls and simplification of procedures
for outbound  investments  from  India,  have  undergone  substantial
changes  in terms of size, geographical spread and sectoral composition.
Outward Foreign Direct Investment (OFDI) from India stood at US$ 1.86
billion in the month of June 2016.
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PRACTICE PROBLEMS

I. Multiple Choice Type Questions

1. Which of the following statements is incorrect?
a. Direct  investments  are  real  investments  in  factories,  assets,  land,

inventories etc. and involve foreign ownership of production facilities.
b. Foreign portfolio investments involve flow of  ‘financial capital’
c. Foreign direct investment (FDI) is not concerned with either

manufacture of goods or with provision of services.
d. Portfolio  capital  moves  to  a  recipient  country  which  has  revealed

its potential for higher returns and profitability.

2. Which of the following is a component of foreign capital?
a. Direct inter government loans
b. Loans from international institutions (e.g. World Bank, IMF, ADB)
c. Soft loans for e.g. from affiliates of World Bank such as IDA
d. All the above

3. Which of the following would be an example of foreign direct investment
from Country X?
a. A  firm  in  Country  X  buys  bonds  issued  by  a  Chinese  computer

manufacturer.
b. A computer firm in Country X enters into a contract with a Malaysian

firm for the latter to make and sell to it   processors
c. Mr.  Z    a  citizen  of  Country  X  buys  a  controlling  share  in  an

Italian electronics firm
d. None of the above
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4. Which  of  the  following  types  of  FDI  includes  creation  of  fresh  assets
and production facilities in the host country?
a. Brownfield investment
b. Merger and acquisition
c. Greenfield investment
d. Strategic alliances

5. Which is the leading country in respect of inflow of FDI to India?
a. Mauritius
b. USA
c. Japan
d. USA

6. An argument in favour of direct foreign investment is that it tends to
a. promote rural development
b. increase access to modern technology
c. protect domestic industries
d. keep inflation under control

7. Which of the following is a reason for foreign direct investment?
a. secure access to minerals or raw materials
b. desire to capture of large and rapidly growing emerging markets
c. desire to influence home country industries
d. (a) and (b) above

8. A foreign direct investor
a. May enter India only through automatic route
b. May enter India only through government route
c. May enter India only through equity in domestic enterprises
d. Any of the above
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9. Foreign investments are prohibited in
a. Power generation and distribution
b. Highways and waterways
c. Chit funds and Nidhi company
d. Airports and air transport

10. Which of the following statement is false in respect of FPI?
a. portfolio capital in general, moves to investment in financial stocks,

bonds and other financial instruments about foreign portfolio
investment?

b. is effected largely by individuals and institutions through the
mechanism of capital market

c. is difficult to recover as it involves purely long term investments and
the investors have controlling interest

d. investors also do  not  have any  intention of  exercising  voting
power  or controlling or managing the affairs of the company

ANSWERS
1. c 6. b
2. d 7. d
3. c 8. d
4. c 9. c
5. a 10.c
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II. Short Answer Type Questions

1. What are the different types of foreign capital?
Source : ICAI, SM

Answer / Hint :
Foreign aid or assistance, multilateral aid from international organizations
like the  World  Bank,  borrowings  of  all  types;  such  as,  soft  loans,
external commercial borrowings, deposits from NRIs, and investments
both FPI and FDI.

2. Define foreign direct investment?
Source : ICAI, SM

Answer / Hint :
All  investments  involving  a  long  term  relationship  and  reflecting  a
lasting interest  and  control  of  a  resident  entity  in  one  economy  in  an
enterprise resident in an economy other than that of the direct investor
and occur through acquisition of more than 10 percent of the shares of the
target asset.

3. Enumerate the components of foreign direct investment?
Source : ICAI, SM

Answer / Hint :
FDI has three components,  viz., equity capital, reinvested earnings and
other direct capital in the form of intra-company loans.

4. Distinguish between horizontal and vertical foreign direct investment
Source : ICAI, SM

Answer / Hint :
A  horizontal  direct  investment  is  said  to  take  place  when  the
investor establishes  the  same  type  of  business  operation  in  a  foreign
country  as  it operates  in  its  home  country,  whereas  a     vertical
investment  is  one     under which  the  investor  establishes  or  acquires
a  business  activity  in  a  foreign country  which  is  different  from  the
investor’s  main  business  activity,  yet  in some way supplements its
major activity.
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5. What is meant by foreign portfolio investment?
Source : ICAI, SM

Answer / Hint :
Foreign portfolio investment is the flow of ‘financial capital’ rather than
‘real capital’ and does not involve ownership, control, or management on
the part of the investor.

6. What is meant by automatic route?
Source : ICAI, SM

Answer / Hint :
Direct investments through ‘automatic route’ do not need any prior
approval either of the Government or of the Reserve Bank of India.

7. Mention the effects of FDI on host country labour?
Source : ICAI, SM

Answer / Hint :
Benefits  of  higher  wages,  better  opportunities  for  employment  and
skill enhancement, increased productivity, adverse effects of displacement
due to use  of  capital  intensive  methods,  crowding  in  jobs  requiring
low  skills, perpetuation of low labour standards and  differential
treatment.

8. What  are  the  reasons  for  the  speculative  nature  of  foreign
portfolio investments?

Source : ICAI, SM
Answer / Hint :
Typically  of  short  term  nature  with  no  intention  to  create  capital
assets; tendency to often speedily shift the capital from one country to
another with changes in prospects of returns.

9. What impact does FDI have on host country employment?
Source : ICAI, SM
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Answer / Hint :
Better opportunities for employment, likely to concentrate in less skill
requiring jobs, possible displacement due to use of capital intensive
methods

10. Outline the effect of FDI on technology of host country?
Source : ICAI, SM

Answer / Hint :
Possible  state-of-the-art  technology  transfer, improvement  in  host
country technology  (may  be  inappropriate  for  a  labour  abundant
nation).  Often criticized of transferring outdated technology

11. Enumerate the effect of FDI on domestic industries?
Source : ICAI, SM

Answer / Hint :
Unequal competition, gainfully outperforms the host country's domestic
firms, tendency  to  undercut  a  competitive  local  industry,  may  even
drive  out domestic firms from the industry, exercise a high degree of
market power and exist  as  monopolists,  high growth  of  wages  in
foreign  corporations  can influence  a  similar  escalation  in  the  domestic
corporations,  decreasing competitiveness, detrimental to the long term
interests.

12. Do you think FDI would help prevent formation of monopolies?
Source : ICAI, SM

Answer / Hint :
Increased  competition decreases  market power and  the  chance of
formation of monopolies. However, foreign firms may also act as
monopolists.

13. Do you agree with the argument that FDI is likely to reduce
employment?

Source : ICAI, SM
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Answer / Hint :
Possible  due  to  capital  intensive  technology  which  is  inappropriate
for  a  labour abundant country; displacement of labour if industries fail
or are forced to close down

14. What implications do FDI have on domestic resource use?
Source : ICAI, SM

Answer / Hint :
Better and more efficient utilization of available resources, but resources
are likely to be unsustainably overexploited causing environmental
damage.

15. Why did India discourage FDIs in its early stages?
Source : ICAI, SM

Answer / Hint :
Policy of import substitution, extensive controls, selective policy
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III. Long Answer Type Questions

1. What are the different types of foreign capital?
2. Define foreign direct investment (FDI). What are the features of FDI?
3. What are the characteristics of foreign portfolio investments (FPI)?
4. Describe the factors influencing foreign direct investments?
5. Enumerate the host country determinants of foreign direct investment?
6. What  are  the  factors  in  the  host  country  that  discourage  inflow  of

foreign investments?
7. Explain the different modes of effecting foreign direct investment (FDI)?
8. What are the benefits of foreign direct investments to the host country?
9. Critically  examine  the  general  arguments  put  forth  against  entry  of

foreign capital
10. Write a note on foreign direct investment in India
11. Give an account of overseas direct investments by Indian companies?
12. Distinguish  between  foreign  direct  investment  and  foreign

institutional investment?
13. Elucidate the potential costs and benefits of foreign direct investment?
14. Explain the state of affairs of foreign direct investment in India
15. What are the grounds on which the opponents of foreign investments

criticise the flow of FDI to developing countries?
16. Mention two arguments made in favour of FDI to developing economies

like India? Illustrate your answer
17. Which are the sectors in India where FDI is prohibited? Why?
18. “Foreign capital is not a bag of unmixed blessings as far as its impact on

the host country is concerned”. Comment on this statement.
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IV. Application Oriented Questions

1. Which of the following is a FDI?
i. Claram Joe, a German investor buys 5000 shares of Ford, a US

Automobile company.
ii. Annette D, the US Company acquires all the equity shares of

Emeline & Co in Alice Land which makes computer components.
iii. A  Bulgarian  investor  Boryana  Gergiev  pays  cash  and  buys  0.2

%  of  all outstanding  equity  shares  of  Mariette  company  which
makes  computer peripherals

iv. Maansi  Tech  solutions  purchase  52%  stake  in  a  Sarra,  a
Jamaican technology firm

v. Kora extends a loan to Christa Victorine,  a power producing firm
in which it holds 60 percent of equity

vi. Augusta Corp lends pounds 10 million to Lee Sud, a Dutch parts
making firm in which it holds 79 percent of equity

vii. Labour group in your country oppose the flow of FDI into the
country on grounds  of  perceived  inequities  consequent  on  FDI.
What  are  their arguments?

viii.Beth &  Sushil are  members of  the  committee for resolution  of
the  issue cited under What arguments would they put forth to
convince the labour groups   of the welfare implications for labour
that may arise from FDI?

Source : ICAI, SM
Answer / Hint :
i. Not FDI because less than 10 percent (which is the globally accepted

criterion)
ii. FDI since 100 percent shares are bought
iii. Not FDI because an insignificant part of the total stake is acquired
iv. FDI because it involves more than 10 percent of the company’s

shares.
v. FDI; lending to a company in which Kora has majority stake
vi. FDI refer (e)above
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vii. Foreign corporates concentrate on capital-intensive methods of
production - so they need to hire only relatively few workers,
technology inappropriate for a labour-abundant country - does not
support generation of jobs or address poverty  and  unemployment-
help  accentuate  the  already  existing  income inequalities- jobs that
require expertise and entrepreneurial skills for creative decision
making may generally be retained in the home country and therefore
the host country is left with routine management jobs that demand
only lower levels  of  skills  and  ability.  The  argument  of  possible
human  resource development and acquisition of new innovative
skills through FDI may not be realized  in  reality- may  resort  to
anti-ethical,  and  anticompetitive  practices- ‘off –shoring’, or shifting
jobs – negative effects on employment potential of home  country-
continuance  of  lower  labour  or  environmental  standards  and
ruthless labour and natural resources exploitation.

viii.FDI  will - accelerate  growth  and  foster  economic  development –
bring  in technological  know-how,  management  skills  and
marketing  methods- generate direct employment in the recipient
country- Subsequent FDI as well as domestic investments propelled
in the downstream and upstream projects that  come  up  in
multitude  of  other  services  generate  multiplier  effects  on
employment  and  income - generate  indirect  employment
opportunities-- promote  relatively  higher  wages  for  skilled  jobs-
more  indirect  employment will  be  generated  to  persons  in  the
lower-end  services  sector  occupations thereby catering to an extent
even to the less educated and unskilled engaged in those units. Better
work culture and higher productivity standards- induce productivity
related  awareness  and  may  also  contribute  to  overall  human
resources development.
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V. Other Problems

1. Define foreign direct investment (FDI).  Mention two arguments made
in favour of FDI to developing economies like India?

Answer / Hint :
Foreign direct investment is defined as a process whereby the resident of
one country (i.e. home country)  acquires 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. Direct investments are real investments in factories, assets,
land, inventories etc. and have three components, viz., equity capital,
reinvested earnings and other  direct  capital  in  the  form  of  intra-
company  loans.  Foreign  direct  investment  also includes all subsequent
investment transactions between the investor and the enterprise and
among affiliated enterprises, both incorporated and unincorporated. FDI
involves long term  relationship  and  reflects  a  lasting  interest  and
control.  According  to  the  IMF  and OECD definitions, the acquisition of
at least ten percent of the ordinary shares or voting power  in  a  public  or
private  enterprise  by  non-resident  investors  makes  it  eligible to  be
categorized as FDI. FDI may be categorized as horizontal, vertical,
conglomerate and two-way direct foreign investments which are
reciprocal investments.
Benefits of Foreign Direct Investment
Following are the benefits ascribed to foreign investments:
i. Entry of foreign enterprises usually fosters competition and generates a

competitive environment in the host country. The domestic enterprises
are compelled to compete with the foreign enterprises operating in the
domestic market. This results in positive outcomes  in  the  form  of
cost-reducing  and  quality-improving  innovations,  higher efficiency
and  increasing  variety  of  better  products  and  services  at  lower
prices ensuring wider choice and welfare for consumers.
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ii. International  capital  allows  countries  to  finance  more  investment
than  can  be supported by domestic savings resulting in higher
productivity and enhanced output. From  the  perspective  of
emerging  and  developing  countries,  FDI  can  accelerate growth  and
foster  economic  development  by  providing  the  much  needed
capital, technological  know-how,  management  skills  and  marketing
methods  and  critical human capital skills in the form of managers and
technicians. The spill -over effects as the new technologies usually
spread beyond the foreign corporations. In  addition, the  new
technology  can  clearly  enhance  the  recipient  country's  production
possibilities.

2. Enumerate the bases of distinction between FDI and FPI

Answer / Hint :
Foreign  direct  investment  takes  place  when  the  resident  of  one
country (i.e. home country) acquires 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. Foreign portfolio investment is the flow of what economists call
‘financial  capital’  rather  than  ‘real  capital’  and  does  not  involve
ownership  or control on the part of the investor.

Foreign direct investment (FDI) VS Foreign portfolio investment (FPI)
Foreign direct investment (FDI) Foreign portfolio investment (FPI)

Investment  involves  creation  of
physical assets

Investment is only in financial
assets

Has  a  long  term  interest  and
therefore remain invested for long

Only  short  term  interest  and
generally remain invested for short
periods

Relatively difficult to withdraw Relatively easy to withdraw
Not inclined to be speculative Speculative in nature
Often accompanied  by  technology
transfer

Not accompanied by technology
transfer
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Direct  impact  on  employment  of
labour and wages

No direct impact on employment of
labour and wages

Enduring  interest  in  management
and control

No  abiding interest  in
management  and control

Securities  are  held  with
significant degree  of  influence  by
the  investor on  the  management
of  the enterprise

Securities  are  held  purely  as  a
financial investment  and  no
significant  degree  of influence  on
the  management  of  the enterprise

3. What is the rationale behind resource seeking foreign direct
investments

Answer / Hint :
The foreign-based multinational companies invest abroad to gain access
to resources, that are either unobtainable or available only at a much
higher cost in the home country. The firm may find it cheaper to produce
in a foreign facility due to the availability of superior or less costly access
to the inputs of production than at home. The resources generally sought
for are:
i. physical resources such as oil, minerals, raw materials, or agricultural

products.
ii. human resources such as skilled labor and low-cost unskilled labour,

organizational skills, management, consultancy or marketing expertise,
iii.technological resources such as innovative, and other created assets

(e.g., brand names)
iv. physical infrastructure
v. financial infrastructure such as safe efficient and integrated financial

market, set of market institutions, networks and financial
intermediaries
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4. What are the different routes for securing FDI?

Answer / Hint :
The main forms of direct investments are: the opening of overseas
companies, including the establishment of subsidiaries or branches,
creation of joint ventures on a contract basis, joint development of natural
resources and purchase or annexation of companies in the country
receiving foreign capital.

5. Describe deterrents to Foreign Direct Investment (FDI) in the country.

Answer / Hint :
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 po or
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.
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INTERNATIONAL TRADE

QUESTIONS FOR PRACTICE

1. Enumerate five major arguments put forth against openness in
international trade?

2. Enumerate six important effects of depreciation in exchange rate on
domestic economy?

3. Enumerate the bases of distinction between FDI and FPI



Notes
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