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Net Value of all economic goods and services produced within the 

domestic territory of a country in an accounting year plus net factor 

income abroad.

• 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.

National Income Usefulness of National Income Accounts 

CHAPTER I: UNIT-I NATIONAL INCOME 
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National 
Income 

Accounting 

Different concepts of 
National Income 

Gross National Product

GNP at Market Prices 

NNP at Market Prices 

GDP at Market Prices 

NDP at Market Prices 

GNP at Factor Cost 

NNP at Factor Cost 

GDP at Factor Cost 

NDP at Factor Cost 

Net National Product 

Gross Domestic Product 

Net Domestic Product 

Per  Capita Income 

Personal Income 

Disposable Income 

Measurement of National 
Income in India 

Limitations and  Challenges of 
National Income Computation

ECONOMICS FOR FINANCE: A CAPSULE FOR QUICK RECAP

At the Intermediate level , students are expected to not only acquire professional knowledge but also the ability to apply 
such knowledge in problem solving. In this capsule for students, an attempt has been made to capture the significance and 
importance of the subject of Economics for Finance  with the intention to assist you in revision of concepts discussed in 
the study material .

GNP
MP   

• GDP
MP

   + Net Factor 

Income from Abroad 

Factor Cost = Market Price - 

Net Indirect Taxes = Market 

Price - Indirect Taxes + 

Subsidies

Gross Domestic Product at 
Factor Cost (GDP

FC
)

•  GDP MP – Indirect Taxes + 
Subsidies 

•  Compensation of employees 
+ Operating Surplus (rent 
+ interest + profit) + Mixed 
Income of Self - employed + 
Depreciation

Net Domestic Product at Factor 
Cost (NDP

FC
) is defined as the 

total factor incomes earned by 
the factors of production.
• NDP

FC
 = NDP

MP
 - Net Indirect 

Taxes 
 = Compensation of employees 

+ Operating Surplus ( rent 
+ interest + profit) + Mixed 
Income of Self - employed

Personal income is a measure of the actual 
current income receipt of persons from all 
sources. 
• PI = NI + income received but not 

earned - income earned but not 
received

Disposable Personal Income (DI) that is 

available for their consumption or savings 

DI = PI - Personal Income Taxes

Net National Product at Factor 

Cost (NNP
FC

) or National Income

• NNP
FC

 = National Income 

• FID (factor income earned in 

domestic territory) + NFIA.

NDP
MP

• GDP
MP

  - Depreciation

• NNP
MP

 - Net Factor      

Income from Abroad

NNP
MP

• GNP
MP

    - Depreciation
• NNP

Mp
 = NDP

MP
 + Net 

Factor Income from abroad
• NNP

MP
 = GDP

MP
 + Net 

Factor Income from Abroad - 
Depreciation

Market Price

• Factor Cost + Net Indirect   

Taxes= Factor Cost + Indirect 

Taxes – Subsidies
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Distribution as 
factor incomes 
(Rent , Wages, 
Interest ,Profit)

Disposition 
Consumption /

Investment

Circular flow of 
income

Production 
of goods and 

services
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Value added 
Method or 
Production 

Method

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. 

Income 
Method 

Expenditure 
Method 

Determination of National Income 

• 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 / 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 as Marginal Propensity 
to Consume (MPC).

Two -Sector Model Three Sector Model Four Sector Model The Investment Multiplier

Circular Flow in a Two Sector Economy

The Keynesian theory of Determination of National Income 

UNIT-II: THE KEYNESIAN THEORY OF DETERMINATION OF NATIONAL INCOME

 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 

 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 i ncome (∆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.

Factor input

Households Firms

Factor Payment 
(Y)

Wages,Rent,Interest,Profit

Goods and 
Services (O)

Consumption
expenditure

(C)
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Keynesian Consumption Function Effects of Changes in Autonomous Income 

Three Sector Model

 Consumption and Saving Function 

Determination of Equilibrium Income:  
Two Sector Model

• 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.
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 Circular Flow in Three Sector Model

Product
Market

Goods and Services Goods and Services
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Determination of Equilibrium Income:   
Three Sector Model

Determination of Equilibrium Income:  
Four Sector Model

Four Sector Model

Circular Flow in Four Sector Model

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. 

 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.

(Y=C+S+T)

C+I+G

C+I

C

Y Y
i

S+T

I+G

I

G

O

E

E
1

Y
1

Y

Y

C,I,G
(A)

G

45O

(B)

O
S,I,G

I

E
1

E

A
gg

re
ga

te
 e

xp
en

d
it

u
re

In
je

ct
io

n
s/

L
ea

k
ag

es

Income (Output) 

Income (Output) 

Net Capital Inflow

Exports

Expenditure on

Domestic Products

Investment Expenditure

Product 
Market

Financial
Market

Factor
Market

Business Households 

Subsidies

Taxes Taxes

SavingInvestment

Factor Payments Personal Income

Government

Government
Borrowings

Transfer
Payments

Imports

Consumption
ExpenditureGovt.Purchase

Rest of the
 world

A
gg

re
ga

te
 e

xp
en

d
it

u
re

C+S+T

S-I+M
I,G,X,S,T,M

I+G+X

C+I+G+(K-M)

Income(Output)

Income(Output)

E

45O

O

Y

(B)

+

O

Y

(A)

In
je

ct
io

n
s/

L
ea

k
ag

es



ECONOMICS FOR FINANCE   

 10   April 2018  The Chartered Accountant Student

Broadly speaking, Public Finance is the study of role of the Government in a market economy with regards to allocation, income 
redistribution and market stabilization.

CHAPTER -II PUBLIC FINANCE
Unit-I Fiscal Functions: An Over View

Unit-II Market Failure 

Public Finance

Fiscal Functions Allocation Function

Redistribution Function

Stabilization Function

Market Failures

Government 
intervention 

♦ The allocation responsibility of the government involves 

appropriate corrective action when private markets fail to 

provide the right and desirable combination of goods and 

services. 

♦ A variety of allocation instruments are available by which 

governments can influence resource allocation in the 

economy such as, direct production, provision of incentives 

and disincentives, regulatory and discretionary policies etc.

 ♦ Aims at redistribution of income so as to ensure equity and 

fairness to promote the wellbeing of all sections of people 

and is achieved through taxation, public expenditure, 

regulation and preferential treatment of target populations. 

 ♦ One of the key functions of fiscal policy and aims at 

eliminating macroeconomic fluctuations arising from 

suboptimal allocation.

♦ Concerned with the performance of the aggregate economy 

in terms of labour employment and capital utilization, 

overall output and income, general price levels, economic 

growth and balance of international payments. 

♦ Government’s stabilization intervention may be through 

monetary policy as well as fiscal policy. Monetary policy 

has a singular objective of controlling the size of money 

supply and interest rate in the economy, while fiscal policy 

aims at changing aggregate demand by suitable changes in 

government spending and taxes.

Market Failure is a situation in which the free market fails to allocate resources efficiently in the sense that there is either 

overproduction or underproduction of particular goods and services leading to less than optimal market outcomes.

♦ Conflicting goals of budgetary policy.

♦ Designing the budgetary policy in a way that the  pursuit of 

one does not jeopardize the other.

Allocation Function

Distribution Function 

Stabilization Function

Fiscal Policy Challenges  

M
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Market Power 

Externalities

Types of Externalities

Negative Production Production imposes an external 
cost on others

Production imposes external 
benefits on others

Consumption imposes external 
costs on others

 Consumption imposes external 
benefits on others

Positive Production

Pure and Impure  
Public Goods 

Negative Consumption 

Quasi Public Goods 
(Mixed Goods) 

Positive Consumption  

Global Public Goods 

Characteristics 

Causes of Externalities 

Classification 

Public Goods

Incomplete 
Information
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 Spillover 
effects

Externalities

 Third-party 
effects or side-

effects

Neighbourhood 
effects

Either 
consumers 

or producers 
result in costs 

or benefits that 
do not reflect 
as part of the 
market price. 

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

Quasi  
Public 
Goods

Private 
Good

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

Market Power
Excess market power causes the single producer or small 
number of producers to produce and sell less output than 
would be produced in a competitive market.

Public Goods

A public good (also called collective consumption good or 

social good) is one which all enjoy in common in the sense 

that each individual’s consumption of such a good leads to 

no subtraction of such a good leads to no subtraction from 

any other individual’s consumption of that good. 

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

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

When a factory which produces aluminum discharges untreated 
waste water into a nearby river and pollutes the water causing 
health hazards for people who use the water for drinking and 
bathing. Pollution of river also affects fish output as there will be 
less catch for fishermen due to loss of fish resources.

A firm which offers training to its employees for increasing 
their skills. The firm generates positive benefits on other firms 
when they hire such workers as they change their jobs. Another 
example is the case of a beekeeper who locates beehives in 
an orange growing area enhancing the chances of greater 
production of oranges through increased pollination. 

Smoking cigarettes in public place causing passive smoking by 
others, creating litter and diminishing the aesthetic value of the 
room and playing the radio loudly obstructing one from enjoying 
a concert.

Consumption of the services of a health club by the employees of 
a firm would result in an external benefit to the firm in the form 
of increased efficiency and productivity.

Examples of Externalities 

Negative Production Externalities

Positive Production Externalities

Negative consumption externalities 

Positive consumption externalities

Consumtion 
is collective in 

nature 

Pure Public 
goods  

characteristics 

 Non-rival – 
consumption of 

the good 

 Non-
Excludable  Indivisibility 

Inadequate 
Property 

rights and 
free rider 
problems 

Classification of Public Goods
Excludable Non-excludable

Rivalrous A
Private goods food,

 clothing, cars

B
Common resources such 

as fish stocks, forest 
resources, coal

Non-
rivalrous

C
Club goods,  cinemas, 
private parks, satellite 

television

D
Pure public goods such as 

national defence

Asymmetric Information

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

♦ Asymmetric information, adverse selection and moral hazard 
affect the ability of markets to efficiently allocate resources and 
therefore lead to market failure because the party with better 
information has a competitive advantage.
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Government intervention to correct Market Failure

Minimise Market 
Power 

Correct 
Externalities

Merit and Demerit 
Goods

Correcting 
Information Failure 

Equitable 
Distribution 

♦ Governments intervene in various ways to correct the distortions in the market which occur when there are deviations 

from the ideal perfectly competitive state. 

♦ Government initiatives towards combating market failures due to negative externalities are either direct controls or 

market-based policies that would provide economic incentives. 

♦ Direct controls prohibit specific activities that explicitly create negative externalities or require that the negative externality 

be limited to a certain level, for instance limiting emissions. 

Government interventions to Minimise Market Power

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

♦      E.g. Competition Act , 2002 (as amended by the Competition   
(Amendment) Act , 2007). 

♦     Natural Monopolies such as electricity, gas and water supply 

are subject to price control.

 Government interventions to correct  Externalities   

♦ One method of ensuring internalization of negative 

externalities is imposing pollution taxes. Pigouvian taxes 

by ‘making the polluter pay’, seek to internalize external 

costs into the price of a product or activity. 

♦ Pollution taxes are difficult to determine and administer 

due to difficulty to discover the right level of taxation, 

problems associated with inelastic nature of demand for 

the good and the problem of possible capital flight.

♦ Tradable emissions permits are marketable licenses to 

emit limited quantities of pollutants and can be bought 

and sold by polluters. The high polluters have to buy more 

permits and the low polluters receive extra revenue from 

selling their surplus permits.

Market Outcomes of Pollution Tax

Effect of Subsidy on Output

Unit-III Government Interventions to minimise Market Failure  

Marginal Private Cost

Marginal Social Benefit

Marginal Social cost

Cost/ 
benefit

C

B A1

P1

Q1 Q Quantity

P A

Marginal Private Cost
Plus Tax

Q

P

S=E

Q1 Quantity

S=MPC=MSC

MSB
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♦ Merit goods such as education, health care etc are socially 

desirable and have substantial positive externalities. 

They are rival, excludable, limited in supply, rejectable 

by those unwilling to pay, and involve positive marginal 

cost for supplying to extra users.

♦ Left to the market, merit goods are likely to be under-

produced and under-consumed   so that social welfare 

will not be maximized.

♦ The possible government responses to under-provision 

of merit goods are regulation, legislation, subsidies, 

direct government provision and a combination of 

government provision and market provision. 

♦ When governments provide merit goods, it may give 

rise to large economies of scale and productive efficiency  

and there will be substantial demand for the same.

♦ Demerit goods are goods which impose significant 

negative externalities on the society as a whole and  are 

believed to be socially undesirable. 

♦ The production and consumption of demerit goods 

are likely to be more than optimal under free markets.  

The government should therefore intervene in the 

marketplace to discourage their production and 

consumption. 

♦ In the case of pure public goods where entry fees cannot 

be charged, direct provision by governments through the 

use of general government tax revenues is the only option. 

Excludable public goods can be provided by government 

and the same can be financed through entry fees. 

♦ Price controls may take the form of either a price floor 

(a minimum price buyers are required to pay) or a price 

ceiling (a maximum price sellers are allowed to charge for 

a good or service). 

♦ When prices of certain essential commodities rise 

excessively government may resort to controls in the form 

of price ceilings (also called maximum price) for making 

a resource or commodity available to all at reasonable 

prices.

♦ With the objective of ensuring stability in prices and 

distribution, governments often intervene in grain 

markets through building and maintenance of buffer 

stocks.

Government Intervention in the case of Merit Goods: Government Intervention in the case of Demerit Goods

Government Intervention in the Case of Public Goods

Price Intervention : Non-Market Pricing

Outcomes of Minimum Price for a Demerit Good

Consumption of Merit Goods at Zero Price

Market Outcome for Merit Goods 

Price

Free
0 Q

D

S

Free 
Market 
Price

Quantity of 
healthcare

Marginal Private Cost

MPB = MSB

Quantity

Cost/
benefit

Q

P
A

B

Q1

Marginal Social Cost

Welfare loss from  

underproduction/

underprovision

Minimum price

MSC=MPC

Marginal Social Benefit

Quantity of 
alcohol consumed

MPB

B

C
A

P

P1

Q1 Q
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♦ Achievement and maintenance of full employment.

♦ Maintenance of price stability. 

♦ Acceleration of the rate of economic development and  

equitable distribution of income and wealth. 

♦   Expansionary Fiscal Policy

♦   Contractionary Fiscal Policy

An expansionary fiscal policy is used to address recession and the 
problem of general unemployment on account of business cycles. 

♦ Government makes it mandatory to have accurate labeling 

and content disclosures by producers. For example: 

SEBI requires that accurate information be provided to 

prospective buyers of new stocks.

♦ Public dissemination of information to improve 

knowledge and subsidizing of initiatives in that direction. 

♦ Regulation of advertising and setting of advertising 

standards to make advertising more responsible, 

informative and less persuasive. 

♦ One of the most important activities of the government is 
to redistribute incomes so that there is equity and fairness 
in the society.

♦ Some common policy interventions include: 
progressive income tax, targeted budgetary allocations, 
unemployment compensation, transfer payments, 
subsidies, social security schemes, job reservations, land 
reforms, gender sensitive budgeting etc. 

♦ Government also intervenes to combat black economy 
and market distortions associated with a parallel black 
economy

The objectives of Fiscal Policy

Types of Fiscal Policy  

Expansionary Fiscal Policy

Government Intervention for correction Information Failure Government Intervention for Equitable Distribution

Market Outcome of Minimum Support Price Market Outcome of Price Ceiling

Unit-IV Fiscal Policy

Fiscal Policy: The focus of fiscal policy is on the aggregate economic activity of  governments, aggregate expenditure, taxes, 

transfers and issues of government debts and deficits and their effects on aggregate economic variables such as total output total 

employment, unemployment rate, inflation, overall economic growth etc. 

Through the use of budgetary instruments such as public revenue, public expenditure, public debt and deficit financing, 

governments intend to favourably influence the level of economic activity of a country. 

Fiscal Policy

Objectives of 
Fiscal Policy

Automatic 
Stabilizers 

Versus 
Discretionary 
Fiscal Policy

Instruments of 
Fiscal Policy

Types of Fiscal 
Policy Expansionary Fiscal policy for Combating Recession

Price Price

Quantity Quantity

Price floor

Price ceiling

Rs. Rs.

Q

D

D

S
S

150 150

75 75

Q1
Q1

Q2
Q2

Real GDP ( Y)

Price
Level

LAS SAS1

SAS2

AD2

AD1

Y1

P3

P1

P2

Y2
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♦ Decrease in government spending. 

♦ Increase in personal income taxes and/or business taxes. 

♦ A combination of decrease in government spending and 

increase in personal income taxes  and/or business taxes. 

♦ A well designed tax policy that rewards innovation and 

entrepreneurship, without discouraging incentives will 

promote private businesses who wish to invest and thereby 

help the economy grow.

♦ A progessive direct tax system

♦ Indirect taxes can be differential 

♦ A carefully planned policy of expenditure 

♦ In respect of choice of appropriate policy 

♦ Recognition lag 

♦ Decision lag 

♦ Implementation lag 

♦ Impact lag   

Contractionary Fiscal Policy : Eliminating an inflationary gap

Fiscal Policy for long term Economic Growth

Fiscal Policy for Inequalities of Income and Wealth 

Fiscal Policy Limitations Contractionary Fiscal policy for Combating inflation

♦ Government Expenditure : Generates income and also effect 

of multiplier.

♦ Taxes : Determine the size of the disposable income of public.

♦ Budget : A widely used tool to stimulate or contract aggregate 

demand.

♦ Public Debt: Public Borrowing and Debt Repayment system.

Instruments of Fiscal Policy 

CHAPTER-III MONEY MARKET
Unit-I The concept of Money Demand: Important theories 

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

M
o

n
ey

Functions of 
Money

Inventory Approach 
to Transaction 

Balances (Baumol)

Friedman’s 
Restatement of the 
Quantity Theory

The demand for 
Money as Behavior 

towards Risk

Characteristics  
of Money

Theories of 
Demand for 

Money

Classical 
Approach(QTM)

Neo Classical 
Approach

Keynesian Theory 
of Demand

Post-Keynesian 
Development in 

the Theory of  
Demand for Money

A Medium of 

Exchange

Functions of 
Money

A Store of Value

The Basis of 

CreditA Unit of 

Account

A Standard 

of Postponed 

Payment

Price
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Classical Approach : The Quantity Theory of Money

Fishers version of Equation : Equation of Exchange of 

Transaction  approach : MV = PT  

Fishers Extended version : Equation of Exachange  to include 

demand ( bank) depostits( M’) and Velocity in the total 

supply of Money  : MV + M’V’ = PT

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

Characterstics  
of Money

♦ Generally acceptable

♦  Durable or long-lasting

♦  Difficult to counterfeit i.e. not easily 

reproducible by people

♦  Relatively scarce,  but has elasticity of 

supply

♦  Portable or easily transported 

♦  Possessing uniformity

♦ Divisible into smaller parts in usable 

quantities or fractions without losing value 

♦  Effortlessly recognizable

♦ One of the oldest theories of Economics, was  first propounded by   

Irving Fisher of Yale University in his book ‘The Purchasing Power 

of Money’ published in 1911.

♦ There is strong relationship between money and price level and 

the quantity of money is the main determinant of the price level 

or the value of money.

♦ Where, M= the total amount of  money  in circulation (on an 

average) in an economy.

♦ V = transactions velocity of circulation i.e. the average number of 

times across all transactions a unit of money (say Rupee)  is spent 

in purchasing goods and services.

♦ P = average price level (P= MV/T).

♦ T = the total number of transactions.

♦ In the early 1900s, Cambridge Economists Alfred 

Marshall, A.C. Pigou, D.H. Robertson and John Maynard 

Keynes (then associated with Cambridge)   put forward 

a fundamentally different approach to quantity theory, 

known neo classical theory or cash balance approach.

♦ Keynes’ theory of demand for money is known as ‘Liquidity 

Preference Theory’. ‘Liquidity preference’, a term that 

was coined by John Maynard Keynes in  his masterpiece 

‘The General Theory of Employment, Interest and Money’ 

(1936), denotes people’s desire to hold money rather than 

securities or long-term interest-bearing investments.

♦ The transactions motive for holding cash relates to ‘the 

need for cash for current transactions for personal and 

business exchange’.

♦ L
r
 = kY,  Where, L

r
 is the transactions demand for money, 

k is the ratio of earnings which is kept for transactions 

purposes  and Y is the earnings.

♦ The aggregate transaction demand for money is a function 

of national income. 

♦ Precautionary motive is to meet unforeseen and un-

predictable contingencies involving money payments and 

depends on the size of the income, prevailing economic  

as well as political conditions and   personal characteristics of 

the individual such as optimism/ pessimism, farsightedness 

etc. 

♦ The speculative motive reflects people’s desire to hold cash 

in order to be equipped to exploit any attractive investment 

opportunity requiring cash expenditure. 

♦ The speculative demand for money and interest are inversely 

related.

♦ Enabling the possibility of split-up of sale and purchase to 

two diffeent points of time rather than being simultaneous.

♦ Being a hedge against uncertainty.

♦ Where  M
d
 = is the demand for money , Y = real national 

income ,P = average price level of currently produced 

goods and services ,PY = nominal income , k = proportion 

of nominal income (PY) that people want to hold as cash 

balances.

The Neo classical Approach: The Cambridge approach 

The Keynesian Theory of Demand for Money

Transactions motive

Precautionary motive

Speculative motive

Individual’s Speculative Demand for Money

People hold money (M) in cash for three motives 

Money increases utility in the following two ways

Cambridge equation = M
d
 = k PY

Speculative Demand for Money.
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Aggregate Speculative Demand for Money

An increase in income increases the transction and 
precautionary demand for money and also a rise in the rate of 
interest decreases the demand for speculative demand money.

Post-
Keynesian 
Development 
in the Theory 
of Demand 
for Money

Friedman’s 
Restatement 
of the 
Quantity 
Theory

Sources of 
Money Supply

Measurement  
of Money 
Supply

The Demand 
for Money 
as Behavior 
toward Risk

♦ Inventory Approach to Transaction 

Balances (Baumol)

♦ Baumol (1952) and Tobin (1956) 

developed a deterministic theory of 

transaction demand for ‘real cash balance’, 

known as Inventory Theoretic Approach, 

in which money is essentially viewed as an 

inventory held for transaction purposes.

♦ People hold an optimum combination of 

bonds and cash balance, i.e., an amount 

that minimizes the opportunity cost. 

♦ The optimal average money holding is: a 

positive function of income Y, a positive 

function of the price level P, a positive 

function of transactions costs c, and a 

negative function of the nominal interest 

rate i.

♦ Milton Friedman (1956) extending 

Keynes’ speculative money demand 

within the framework of asset price 

theory holds that demand for money is 

affected by the same factors as demand 

for any other asset, namely, permanent 

income and relative returns on assets.

♦ The nominal demand for money is 

positively related to the price level, P; 

rises  if bonds and stock returns, r
b
 and 

r
e
 , respectively  decline and vice versa; is 

influenced by inflation; and  is a function 

of total wealth. 

♦ The central banks of all countries are 
empowered to issue currency and 
therefore, the central bank is the primary 
source of money supply in all countries. In 
effect, high powered money is the source 
of all other forms of money.

♦ The supply responses of the commercial 
banking system  of the country to the 
changes  in policy variables initiated by 
the central bank to influence the total 
money supply in the economy. In India, 
RBI is the Central Bank. 

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

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

♦ In India RBI has been publishing data 
on four alternative measures of money 
supply denoted by M

1
, M

2
, M

3
, M

4
 besides 

the reserve money. 

♦ The Demand for Money as Behavior 

toward as ‘aversion to risk’ propounded 

by Tobin  states that money is a safe asset 

but an investor will be willing to exercise a 

trade-off and sac rifice to some extent the 

higher return from bonds for a reduction 

in risk.

♦ According to Tobin, rational behaviour 

induces  individuals  to hold an optimally 

structured wealth portfolio which is 

comprised of both bonds and money and 

the demand for money as a store of wealth 

depends negatively on the interest rate.

Unit -II Concept of Money Supply

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

Importance of 
Money Supply

Monetary 
Development

Monetary Policy 
perspective

Price Stability & 
GDP Growth

The Concept of 
Money Supply

The Sources 
of Money 

Supply

Measurement 
of Money 

Supply

Determinants 
of Money 

Supply

The Concept 
of Money 
Multiplier

Interest rate

Liquidity Trap
Region

Speculative Demand for Money 

r*

r
1

M
1 M

2
M

3
M

4

r
2

r
0

0
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M1    =  Currency and coins with the people + demand 
deposits of banks   (Current and Saving accounts) + 
other deposits with the RBI.

M2    =   M1 + savings deposits with post office savings banks. 
M3    = M1 + net time deposits with the banking system.
M4  =  M3 + total deposits with the Post Office Savings 

Organization (excluding National Savings 
Certificates).

Effect of 
Government 
Expenditure 
on Money 
supply

The Credit 
Multiplier

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

♦ The Credit Multiplier also referred to 
as the deposit multiplier or the deposit 
expansion multiplier, describes the 
amount of additional   money created by 
commercial bank through the process 
of lending the available money it has 
in excess of the central bank’s reserve 
requirements.

Monetary policy refers to the use of monetary policy instruments 
which are at the disposal of the central bank to regulate the 
availability, cost and use of money and credit to promote economic 
growth, price stability, optimum levels of output and employment, 
balance of payments equilibrium, stable currency or any other goal 
of government’s economic policy.

Unit -III Monetary Policy

♦ Based on the recommendations of the Working Group on 

Money (1998), the RBI has started publishing a set of four 

new monetary aggregates on the basis of the balance sheet 

of the banking sector in conformity with the norms of 

progressive liquidity.  The new monetary aggregates  are :

♦ The money multiplier is a function of the currency ratio which 

depends on the behaviour of the public, excess reserves ratio of 

the banks and the required reserve ratio set by the central bank.

♦ Determined exogenously by central bank.

♦ Determined endogenously by changes in the economic 

activities which affect peoples desire to hold currency 

relative to deposites, rate of interest etc.

 Reserve money, also known as central bank money, base 

money or high powered money, determines the level of 

liquidity and price level in the economy. 

The money multiplier approach to money supply propounded 
by Milton Friedman and Anna Schwartz, (1963) considers three 
factors as immediate determinants of money supply
a) the stock of high-powered money (H)
b) the ratio of deposit to reserve,  e = {ER/D} and  
c) the ratio of deposit to currency,  c ={C/D}

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

When the required ratio falls, there will be multiple expansions 

for demand deposits

Liquidity aggregates

L1 =  NM3 + All deposits with the post office savings banks 

(excluding National Savings Certificates).

L2 =  L1 +Term deposits with term lending institutions and 

refinancing  institutions (FIs) + Term borrowing by FIs + 

Certificates of deposit issued by FI’s.

L3 = L2+ Public deposits of non-banking financial companies

The concept of money multiplier

The money supply is defined as 

                      M= m X MB

Where M is the money supply, m is money multiplier and MB is 

the monetary base or high powered money.

 Money Multiplier( m)  =   

Reserve Money =  Currency in circulation + Bankers’ deposits 

with the RBI + Other  deposits with the RBI

           =  Net RBI credit to the Government + RBI 

credit to the Commercial  sector + RBI’s 

Claims on banks + RBI’s net Foreign assets 

+  Government’s Currency liabilities to the 

public – RBI’s net non-monetary Liabilities

 NM1 =   Currency with the public + Demand deposits with 

the banking system + ‘Other’ deposits with the RBI.

 NM2 =  NM1 + Short-term time deposits of residents 

(including and up to contractual maturity of one 

year).

 NM3 =  NM2 + Long-term time deposits of residents + Call/

Term funding from financial institutions

New Monetary Aggregates

Current Practice : Money Multiplier Approach to 
Supply of Money

Determinants of Money Supply : Two Theories 

Monetary Base
Money Supply

Excess Reserve 
Ratio is 
negatively related 
to the

Market Interest 

Rate. 

M
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cy The Monetary Policy 

Framework

Objectives of Monetary Policy

Analytics of Monetary Policy

Operating  Procedures & 
Instruments

The Monetary Policy 
Framework Agreement

The Monetary Policy 
Committee ( MPC)

The Organisational 
Structure for Monetary 

Policy Decisions
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Objectives 
of Monetary 
Policy

♦ Price Stability

♦ Economic Growth

♦ Ensuring an adequate flow of credit 

♦ Creation of an efficient market for 
government securities

A contractionary monetary policy-induced increase in interest 
rates increases the cost of capital and the real cost of borrowing 
for firms  and households who respond by cutting back on their 
investment  and purchase expenditures respectively.

The exchange rate channel works through expenditure switching 
between domestic and foreign goods on account of appreciation 
/ depreciation of the domestic currency  with its impact on net 
exports  and consequently on domestic output and employment. 

Two distinct credit channels- the bank lending channel and the 
balance sheet channel- operate by altering access of firm and 
household to bank credit and by the effect of monetary policy on 
the firm’s balance sheet respectively.

Asset prices generate important wealth effects that impact, 
through spending, output and employment.

Operating 
Framework 

Direct 
Instruments 

Indirect 
Instruments 

Repos
Open Market 

Operations
Standing 
facilities

Market-based 
Discount 
Window

Choosing the 
operating target
(e.g. Inflation)  

Cash Reserve 
Ratio and 

Liquidity Reserve 
Ratio

Choosing the 
intermediate target

(e.g. Economic 
Stability) 

Credit to Priority 
Sector

Choosing the 
policy instruments
(e.g. Cash Reserve 

Ratio) 

Administered 
Interest Rate

Interest Rate 
Channel

Analytics of 
Monetary 

Policy

Quantum 
Channel

Higher the 
CRR with the 

RBI

Exchange Rate 
Channel

Asset Price 
Channel

Lower will be 
liquidity in the 
system and vice 

versa 

Monetary Policy 
Instruments

Direct Indirect

♦ The Cash Reserve Ratio (CRR) refers to   the fraction of the 

total net demand and time liabilities (NDTL) of a scheduled 

commercial bank in India which it should maintain as cash 

deposit  with the Reserve Bank irrespective of its size or 

financial position. 

♦ The Statutory Liquidity Ratio (SLR) is what the scheduled 

commercial banks in India are required to maintain as a 

stipulated percentage of their total Demand and Time 

Liabilities (DTL) / Net DTL (NDTL) in Cash, Gold or 

approved investments in securities. 

♦ The SLR is also a powerful tool for controlling liquidity 

in the domestic market by means of manipulating bank 

credit. Changes in the SLR chiefly influence the availability 

of resources in the banking system for lending. 

A rise in the SLR 

which is resorted to 

during periods of 

high liquidity, tends 

to lock up

A reduction in 

the SLR during 

periods of economic 

downturn

a rising fraction of a bank’s 

assets in the form of  eligible 

instruments, and this reduces the 

credit creation capacity of banks. 

has the opposite effect. The SLR 

requirement also facilitates a 

captive market for government 

securities. 

Cash Reserve Ratio

Statutory Liquidity Ratio
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Types of Repo 
Market

Repo on 
sovereign 
securities

Repo on Corporate 
debt securities Other Repos

International       
Trade

Arguments in favour  of International Trade 

♦ Theories

♦ Important Theories of International 

Trade

♦ Contributes to economic growth and rising incomes
♦ Enlarges manufacturing capabilities
♦ Ensures benefits from economies of large scale production
♦ Enhances competitiveness and profitability by adoption of 

cost reducing technology business practices
♦ Deployment of productive resources
♦ Domestic monopolies
♦ Cost- effective sourcing of inputs and components 

internationally 

S
ta

tu
to

ry
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iq
u
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y 
R

at
io Cash

Gold

Treasury bills of the 
Government of India

Dated Securities

State Government Loans

Other insturments as notified 
by RBI

Investment

The Liquidity 
Adjustment 
(LAF) 

Monetary 
Policy 
Committee

Policy Rate

Policy Rate

♦ The Liquidity Adjustment Facility(LAF) 

is a facility extended by the Reserve 

Bank of India to the scheduled 

commercial banks (excluding RRBs) 

and primary dealers to avail of liquidity 

in case of requirement (or park excess 

funds with the RBI in case of excess 

liquidity) on an overnight basis against 

the collateral of government securities 

including state government securities. 

♦ The Monetary Policy Committee 

(MPC) consisting of six members shall 

determine the policy rate to achieve 

the inflation target through debate and 

majority vote by a panel of experts.

♦ The Monetary Policy Framework 

Agreement is an agreement reached 

between the Government of India and 

the Reserve Bank of India (RBI) on the 

maximum tolerable inflation rate as 4 

per cent Consumer Price Index (CPI) 

inflation with a deviation of 2 percent.

♦ Choice of a monetary policy action 

is rather complicated in view of the 

surrounding uncertainties and the 

need for exercising complex judgment 

to balance growth and inflation 

concerns. Additional complexities 

arise in the case of an emerging market 

like India.

♦ Repo or repurchase option is a 
collaterised lending because banks 
borrow money from Reserve bank 
of India to fulfill their short term 
monetary requirements by selling 
securities to RBI with an explicit 
agreement to repurchase the same 
at predetermined date and at a fixed 
rate. The rate charged by RBI for this 
transaction is called the ‘repo rate’.

♦ Reverse Repo is defined as 
an instrument for  lending 
funds  by  purchasing securities  with 
an agreement to resell the securities 
on a mutually agreed future date at an 
agreed price which includes interest 
for the funds lent . 

♦ In India, the fixed repo rate quoted for 
sovereign securities in the overnight 
segment of Liquidity Adjustment 
Facility (LAF) is considered as the 
‘policy rate’.

CHAPTER-IV INTERNATIONAL TRADE
Unit-I: Theories of International Trade

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

♦ 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 
♦ Raising standards of livelihood 
♦ Increase in overall demand for goods and services
♦ Prospects of employment generating investments
♦ Improvement in the quality of output
♦ Labour and environmental standards
 ♦ Broadening of productive base 
♦ Development and strengthening of bonds between nations.
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♦ Negative labour market outcomes 
♦ Economic exploitation 
♦ Exhaustion of Natural Resources
♦ May result in consumerism
♦ Dependence
♦ May result 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

♦ 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.

♦ 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.

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

♦ 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).

♦ 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.

♦ 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.

♦ New Trade Theory 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. Accoring to this theory, two key 
concepts

♦ Economies of Scale and Network effects, affects 
international tarde in a major way.

♦ 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. 

  Arguments against International Trade 

The Mercantilist View of International Trade

Tariff

Forms of Import Tariffs

The Theory of Absolute Advantage: Adam Smith

The Theory of Comparative Advantage : Ricardo 

The Heckscher-Ohlin  Theory of Trade

Factor-Price Equalization Theorem

New Trade Theory

Anti-dumping Duties

Important Theories of International Trade

Unit-II The Instruments of Trade Policy

The Instruments of 
Trade Policy

Tariffs

Non-Tariff Measures      
(NTMs)

Export-Related 
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 Tariff
♦ Compound Tariff or a Compound Duty
♦ Technical/Other Tariff
♦ Tariff Rate Quotas
♦ Most-Favored Nation Tariffs
♦ Variable Tariff
♦ Preferential Tariff
♦ Bound Tariff
♦ Applied Tariffs
♦ Escalated Tariff
♦ Prohibitive Tariff
♦ Important subsidies
♦ Tariffs asa Response

♦ An ad valorem tariff is levied as a constant 
percentage of the monetary value of one unit of the 
imported good.

Specific 
Tariff

Other 
Tariff

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

Unit-III Trade Negotiations

♦ 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.

♦ 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

♦ Ban of Export : Exports of certain itmes may be banned 
during shortages.

♦ Export Taxes : 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 also 
usually provide etc.  or give some form of income or price 
support. Both distort trade

♦ Export subsidies and Incentives: Given by government to 
boost exports

♦ Voluntary Export-Restraints :  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, imposed based on negotiations to 
appease the importing country and to avoid the effects of 
possible trade restraints

♦ Sanitary and Phytosanitary (SPS) measures :  applied to 
protect human, animal or plant life from risks arising form 
addition, pests, contaninants, toxins or disease causing 
organisms.

♦ Technical Barriers to Trade specifying details such as size, 
shape, design, labelling/marking etc.

♦ Non-technical measures relate to trade 
requirements; for example; shipping 
requirements, custom formalities, trade 
rules, taxation policies, etc.

♦ Import Quotas: Restrictions on physical 
amount of imported goods.

♦ Price Control Measures : Imposing taxes on 
charges.

♦ Non Automatic Licensing and Prohibitions: 
limiting or prohibiting certain types of 
import.

♦ Financial Measures : Regulating access to 
and cost of foreign exchange.

♦ Measures Affecting Competition : Granting 
exclusive or special preferences to one or a 
few limited group of economic operations.

♦ Unilateral trade agreements

♦ Bilateral agreements

♦ Regional preferential trade agreements 

♦ Trading bloc

♦ Free-trade area 

♦ Customs union

♦ Common market and economic and 

monetary union

Countervailing Duties

Non-Tariff Measures

Export Related Measures

Technical Measures

Category of Non-Tariff Measures

Create 
obstacles to 

trade

 Reduce the 
prospect 
of market 

access 

Effects of 
Tariff

Make 
imported 

goods more 
expensive

 Increase 
consumption 
of domestic 

goods 

Protect 
domestic 
industries

Increase 
government 

revenues

Non-
Technical 
Measures

Major 
Types of 

Agreements 
in 

International 
Trade 

Non-
Technical 
Measures

♦ Government Procurement Policies : Govt. 
may lay down policies w.r.t procurements.

♦ Trade-Related Investment Measures : May 
include rules on local content requirements 
of production.

♦ Distribution Restrictions.
♦ Restriction on Post-sales Services.
♦ Administrative Procedures.
♦ Rules of Origin :  To determine the national 

source of a product.
♦ Safeguard Measures : Initiated by countries 

to restrict imports of a product temporarily 
if its domestic industry is injured.

♦ Embargos : Total ban on import or export 
of some commodition to a particular 
country or region for some or indefinits 
period. 

Trade 
Negotiations

RTAs GATT WTO



  ECONOMICS FOR FINANCE

 The Chartered Accountant Student   April 2018    23

♦ 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 GATT auspices.

♦ The 8th of the Uruguay Round of 1986-94 was last under 
GATT and culminated in the birth of WTO.

♦ The ninth round since the Second World War was officially 
launched at the WTO’s Fourth Ministerial Conference in 
Doha, Qatar, in November 2001.

♦ Sought to accomplish major modifications of the 
International trading system through lower trade barriers 
and revised trade rules

♦ Include 20 areas of trade.

♦ 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

♦ A transparent, effective and verifiable dispute settlement 

mechanism.

♦ Agriculture

♦ SPS measures

♦ Textiles and clothing

♦ Technical barriers to trade (TBT) 

♦ Trade-related investment measures (TRIMs) 

♦ Anti-dumping  

♦ Customs valuation 

♦ Pre-shipment inspection (PSI)

WTO 
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 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 principal objective of the 
WTO
To  facilitate the flow of 
international trade smoothly, 
freely, fairly and predictably.

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. 

Members
The WTO currently has 164 members, of which 117 are 
developing countries or separate customs territories 
accounting for about 95% of world trade. 

GATT

The Doha Round, formally the Doha Development Agenda

The major guiding principles of the WTO

Important Agreements under WTO

Important Agreements under WTO

♦ 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)

♦ Plurilateral trade agreements on trade in civil aircraft 

and  government procurement.

♦ Slow progress of multilateral negotiations
♦ Uncertainties resulting from regional trade 

agreements
♦ Inadequate or negligible trade liberalisation
♦ Those which are specific concerns to the developing 

countries 
♦ 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.

A Few 
concerns 
of WTO  

Exchange rate is the rate at which the currency of one country 
exchanges for the currency of another country.

Unit-IV Exchange Rate and its Economic Effects

International 

Trade

Exchange 
Rate and its 
Economic 

Effects

The Exchange Rate 
Regimes

Changes in 
Exchange Rates

Devaluation Vs 
Depreciation

Exchange Rate

Direct Quote

Foreign Currency is the 
Base Currency  
(e.g. ` 66/US)

Domestic Currency is 
the Base Currency (e.g.  

$ 0.151 per rupee)

Indirect Quote
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♦ 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.

♦ 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 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.

♦ Examples : Advanced economies like U.S.A, New -Zealand, 

Swedon.

♦ 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. 

♦ 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. 

♦ Examples : Cuba, Hongkong, Diji bouti.

♦ Nominal Echange Rate states how much of one currency 

can be traded for a unit of another currency.

♦ Real Exchange Rate : 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 X  

♦ Real Effective Exchange Rate (REER) is the nominal 

effective exchange rate (a measure of the value of a currency 

against a weighted average of several foreign currencies) 

divided by a price deflator or index of costs.

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. 

Appreciation & Depreciation of Currency

♦ 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.

Effect of Depreciation 

♦ 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 promotes trade 

balance.

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.

Devaluation

♦ is a deliberate downward 
adjustment in the value of a 
country’s currency relative to 
another currency, group of 
currencies or standard.

Effect of Appreciation 

♦ An appreciation of a country’s 

currency changes in import and 

export prices will lead to changes in 

import and export volumes, causing 

changes in import spending and 

export revenue

♦ adversely affect the  competitiveness 

of domestic industry, cause larger 

deficits and worsen the current 

account

Cross rate

Exchange Rate Regime

Floating Exchange Rate Regime

Fixed Exchange Rate

Nominal Vs Real Exchange Rate

Foreign price Index

Domestic price Index

Determination of Nominal Exchange Rate
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Home-Currency Depreciation under Floating  
Exchange Rates

Home-Currency Appreciation under Floating  
Exchange Rates

Foreign Exchange Market

Types of transactions in a forex market 

Spot Market

Forward and /or Future Market

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.

♦ Current transactions which are carried out in the spot market 

and exchange involves immediate delivery

♦ Contracts buy or sell currencies for furture delivery which are 

carried out in forward and/or future

♦ 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 

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. Two- way direct foreign investments 
reciprocal investments.

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. 

Unit-V International Capital Movements

International Trade

International Capital 
Movements

FDI FPI

♦ 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.

♦ Opening of a subsidiary or associate company 

♦ Equity injection

♦ Acquiring a controlling interest 

♦ Mergers and acquisitions (M&A)

♦ Joint venture and green field investment

The main reasons  for foreign direct investment are

Foreign direct investment takes place through
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♦ 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 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.

♦ Anti-ethical  market distortions

♦ Off–shoring or shifting of jobs

♦ Overexploitation of natural resources causing 

environmental damage

Benefits of foreign direct investment Benefits of foreign direct investment

FDI in India 

♦ 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 

♦ 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. 

Cases of adoption/attempt to adopt unfair means are reported in respect of the examinations held every time. In respect 

of the Examinations held in November  2017, over 90 cases of infringement/ violation of Instructions to Examinees, 

which tantamounts to adoption of unfair means, were reported. The nature of infringement/ violation in these cases, 

inter alia, included the following.

(1) Writing/jotting on the question paper [other than Roll Number at the specified place].

(2) Writing in the answer book or additional book of, e.g. Roll Number [other than at the specified space]/ Registration 

Number, Name, Mobile number, unwarranted Remarks, irrelevant notes etc.

(3) Possession of material inside the examination hall/room/washroom, e.g. writing/copying material / books / notes 

/ writing on desk/writing on writing pad/geometric box/admit card (relevant for the day of the examination or 

otherwise), mobile phone [in switched off mode or otherwise], I Pod etc.

(4) Seeking sympathy/making appeal, e.g. parent or relative passed away, met with accident /was hospitalized/ award 

marks/minimum required marks, inducement to examiner/writing irrelevant / unrelated remarks etc.

(5) Writing/making in the answer book or additional answer book distinguishing marks - e.g. religious symbols, 

prayers, Om, Swastika, 786, etc.

(6) Others, e.g. not handing over the answer book at the conclusion of the specified time, taking away the answer book, 

misbehaving with the examination functionaries, use of different inks/highlighter, availing of the services of an 

ineligible person as a writer by candidates with permanent disability.

The above cases were considered by the Examination Committee in accordance with the provisions of Regulation 

41, read with Regulation 176, of the Chartered Accountants Regulations, 1988. The decision taken by the Committee 

included cancellation of result and debarment from appearing in the examination in future.

In view of the above, students are advised to download the Instructions to Examinees supplied along with the admit 

card, from the website, read them carefully and familiarize themselves with the same to avoid falling within the ambit of 

unfair means leading to avoidable difficulties.

Examination Department

Stringent Action Against Adoption of Unfair Means


