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OBJECTIVES

After going through this unit you will be able to know:
● The components and classification of public budget.
● The essentials of an effective budgeting system.
● The economic functions of government.
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● The need and sources of public revenue.
● The concept and sources of public debt.
7.1

INTRODUCTION

In order to ensure and support economic freedom as well as political freedom, the
founders of our nation envisioned a very limited role for the government in economic
affairs. In a market economy, such as the one established by our Constitution, most
economic decisions are made by individual buyers and sellers, not by the government.
Economists, however, identify six major functions of governments in market
economies. Governments provide the legal and social framework, maintain
competition, provide public goods and services, redistribute income, correct for
externalities, and stabilize the economy. Citizens, interest groups, and political leaders
disagree about how large a scope of activities the government should perform within
each of these functions. Over time, as our society and economy have changed,
government activities within each of these functions have expanded.
7.2

ECONOMIC FUNCTIONS OF GOVERNMENT

● Protection of private property / national security: If a country has a problem
with crime, then it will discourage investment and the quality of life. The role of
the government is to ensure basic law and order, through ensuring the rule of law.
This involves protecting the rights to private property. In a free market, there is an
incentive to free ride on the provision of law and order, therefore it tends to be
under-provided. A government can pay for policing through general taxation. A
similar function of the government is to provide for national defence – paying for
an army. It is military spending which often was the primary cause of the first taxes.
Kings raising taxes to pay for his army.
● Raising taxes: To provide public goods and public services, the government needs
to raise tax. They can do this in a variety of ways – taxes on goods (customs duties),
taxes on income, taxes on people (poll tax) and tax on property and land. The
government has to consider the best way of raising taxes. A good tax is efficient
(doesn’t distort economic activity); easy to collect (hard to avoid); fair (may involve
taking a higher proportion of high earners). If the government run a budget deficit,
they will need to raise the shortfall through borrowing and selling government
bonds.
● Providing public services. Public goods tend to be not provided in a free market
because of the free rider problem. Therefore, these goods and services need to be
provided by the government. Examples of public goods include street lighting,
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roads and law and order. There are also public services which are provided
piecemeal in a free market, like education and healthcare. However, the
government may feel that these merit goods are important for equality and
improving labour productivity. Therefore, most governments provide some form of
state provided education and health care.
● Regulation of markets: Adam Smith in ‘Wealth of Nations’ noted that in a free
market, firms were often able to create monopoly power. This enables them to
charge excessive prices to consumers. The government may need to regulate
monopoly power, e.g. prohibiting mergers or setting price limits in natural
monopolies (industries like tap water and railways).
● Macroeconomic management: Capitalist economies can be subject to economic
cycles – economic booms and recession. Recessions can lead to lost output and
higher unemployment. In this case, the government may use fiscal policy to
influence aggregate demand. The government may also use monetary policy,
though, in recent years, many governments have delegated monetary policy to an
independent Central Bank. In addition to trying to solve recessions, the government
will also try to avoid inflation. This can involve higher taxes and higher interest
rates.
● Reducing inequality/poverty: In a capitalist economy, we may see a growth in
inequality and poverty. This can be due to inherited wealth and opportunity. It can
also be due to monopoly power. The government may feel the need to ensure
everyone has an equal opportunity, for example providing education so even those
from poor families have the opportunity to get qualifications. It may also involve
redistributing income from high earners to low-income earners, e.g. progressive
taxes such as higher rate of income tax and providing means-tested benefits such
as income support/housing benefit and state pensions.

7.3

BUDGET AND ITS TYPES

In our daily life, we use to prepare budgets for matching the expenses with income; and
available funds can be invested in a profitable manner. Similarly in business, budgets
are prepared on the basis of future estimated production and sales in order to find out
the profit in a specified period. A budget is in the nature of an estimate and is a
quantified plan for future activities to coordinate and control the use of resources for a
specified period. Thus budget is a quantitative statement of management plans and
policies for a given period and is used as a guide for the purpose of attaining the given
objectives. It is also used as standard with which actual performance is measured.
Budgets must be prepared with full knowledge and acceptance by the executives whose
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performance is to be measured against the budget. Different types of budgets are
prepared for different purposes.
Budgeting may be defined as the process of preparing plans for future activities of a
business enterprise after considering and involving the objectives of the said
organization. This also provides process/steps of collection and comparison of data, by
which deviations from the plan, either favorable or adverse, can be measured. This
analysis is helpful in performance analysis, cost estimation, minimizing wastage and
better utilisation of resources of the organisation.
7.3.1 Objectives of Budgeting
It is a well-known fact that a planned activity has better chances of success than an
unplanned one. The budgeting is a forward planning and effective control tool. Thus,
the objectives of budgeting are:
● To control the cost and increase revenue and thereby maximise profit, so as to
know profit at different levels of production and best production level.
● To run production activities in an efficient manner by lay behind the chances of
interruption in production process due to lack of material, labour etc.
● To bring about coordination between different functions of an enterprise, which
is essential for the success of any enterprise.
● To incorporate measures of calculation of deviations from budgeted results and
analysis of the same, whereby responsibility can be fixed and controlling
measures/action can be taken.
● To ensure that actions taken are in accordance with the targets and if required, to
take suitable corrective action.
● To predict short-term and long-term financial positions for better financial
position and management of working capital in better manner.
7.3.2 Advantages of Budgeting
The following are the advantages of budgeting:
● Budgeting leads to maximum utilisation of resources with a view to ensuring
maximum return.
● Budgeting increases the awareness about business enterprise at all levels of
management in the process of fulfillment of targets.
● Budgeting is helpful in better coordination between different functions/activities
of business/organisation and hence, better understanding between different
functions.
● Budgeting is a process of self-examination and self-criticism which is essential
for the success of any organisation.
4

● Budgeting makes a path for active participation and support of top management
● Budgeting enables the organisation to prefix its goals and push up the forces
towards their achievements.
● Budgeting stimulates the effective use of resources and creates an attitude of cost
consciousness throughout the organisation.
● It creates the bases for measuring performances of different departments as well
as different functions of the production activities.
7.3.3 Limitations of Budgeting
In Spite of the above advantages, budgeting has the following limitations:
● Forecasting, planning or budgeting is not an exact science and a certain amount
of judgment is present in any budgeting plan.
● The basic requirement for the success of budgeting is the absolute support and
enthusian provided by the top management. If it is lacking at any time, the whole
system will collapse.
● Budgeting should be followed up by effective control action, this is often lacking
in many organisations, which defeats the very purpose of budgeting.
● The installation of budgeting system is an elaborate process and it takes time.
● It is only a source and not a target and hence, cannot take the place of
management, while it is only a tool of management. Thus, the budget should be
regarded not as a master, but as a servant.
● It requires the experienced man-power, technical staff, analysis, control etc,
hence, it is costly affair.
7.3.4 Essentials of Effective Budgeting
A good budgeting system requires good organisational system with lines of authority
and responsibility clearly mentioned. There must be perfect coordination among
different functions as well as participation of responsible managers / supervisors in the
decision making process.
Thus, the main essentials of effective budgeting may be as follows:
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● There should be well-planned organisational set-up, authority and responsibility
clearly defined, budget committee should be formed consisting of all top
executives.
● There should be a good accounting system which provides accurate and timely
information.
● Variations should be reported promptly and clearly to the appropriate levels of
management.
● Budgets have no meaning unless they lead to control action as a consequence of
the feedback provided.
● The whole system should enjoy the support and cooperation of top management.
● Staff should be strongly and properly motivated towards the systems.
● Budgets should be prepared on the basis of clearly defined business policies after
discussion held with the head of individual department so that they may provide
their suggestions in this regard.
7.3.5 Classifications of Budget
Budgets can be classified into different categories on the basis of time, functions or
flexibility. The different budgets covered under each category are shown in the
following chart:
1) Classification According to Time, The budget, on the basis of time, may be
classified as:
a) Long-term budget,
b) Short-term budget, and
c) Current budget.
● Long-Term Budget: A budget designed for a long period is termed as a Long-term
budget. The period generally is of 5 to 10 years. These budgets are concerned with
the planning of the operations of a firm over a considerably long period of time.
They are generally prepared in terms of physical quantities.
● Short-Term Budget: The budget prepared for a period of less than 5 years is a
short-term budget. Generally short-term budgets are prepared for a period of one to
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two years. They are generally prepared in terms of physical as well as in monetary
units.
● Current Budget: The budget prepared for a period of a week, a month, or a quarter
is termed as a current budget. They are essentially short-term budgets adjusted to
current conditions or prevailing circumstances.
2) Classification According to Function Budgets can be classified on the basis of
functions, they are meant to perform.
Different types of budgets under this head are as follows:
● Sales Budget: This is the most important budget on which all other budgets are
based. The sales manager is responsible for preparation and execution of the
budget. The budget forecasts total sales in terms of quantity, value, items, periods,
areas etc.
● Production Budget: The budget is basically based on sales budget. It forecasts
quantity of production in terms of items, periods, areas, etc. The works manager is
responsible for the preparation of overall production budget and departmental
works manager is responsible for departmental production budgets.
● Cost of Production Budget: It forecasts the cost of production. Separate budgets
are prepared for different elements of costs such as direct materials budget, direct
labour budget, factory overhead budget, office overheads budget, selling and
distribution overhead budget, etc.
● Purchase Budget: The budget forecasts the quantity and value of purchases
required for production. It gives quantity-wise and period-wise information about
the materials to be purchased. It correlates with sales forecast and production
planning.
● Personnel Budget: The budget anticipates the quantity of personnel required
during a period for production activity. This may be further split up between direct
and indirect personnel budgets.
● Research Budget: The budget relates to the research work to be done for
improvement in quality of the products or research for new products.
● Capital Expenditure Budget: The budget provides guidance regarding the amount
of capital that may be required for procurement of capital assets during the budget
period.
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● Cash Budgets: The budget is a forecast of the cash position, for a specific duration
of time for different time periods. It states the estimated amount of cash receipts
and cash payments and the likely balance of cash in hand at the end of different
periods.
● Master Budget: It is a summary budget incorporating all functional budgets in a
capsule form. It interprets different functional budgets and covers within its range
the preparation of projected income statement and projected balance sheet.

3) Classification According to Flexibility Budget can also be classified in the
following categories:
● Fixed Budget: A budget prepared on the basis of a standard or a fixed level of
activity is called a fixed budget. It does not change with the change in the level of
activity. If the output and sales do not fluctuate from year to year or if an accurate
prediction of the same can be made, a fixed budget can be prepared.
● Flexible Budget: A budget designed in a manner so as to give the budgeted cost of
any level of activity is termed as a flexible budget. Such a budget is prepared after
considering the fixed and variable elements of cost and the changes that may be
expected for each item at various levels of operation.
7.4

GOVERNMENT REVENUE

Public revenue constitutes a part of the public receipt. It is an important source of
revenue mobilisation of a state. Through public revenue, the state mobilises funds
without incurring a corresponding increase in its debt obligation. To put it simply, funds
mobilised as public revenue are income to the state and hence does not need to be
returned. Another characteristic of public revenue is that it is recurring in nature. Thus,
public revenue is mobilised year after year, and hence constitutes a reliable and
perennial source of state funds.
7.4.1 Need for Public Revenue
We have already mentioned that like any other economic units, the state requires
resources to maintain itself and also to carry out all its activities. These resources are
raised from various sources of the economy and by various means. Among all the
sources, tax revenue constitutes the most important source for mobilisation of state
funds. Tax revenue (along with non-tax revenue and capital receipts) are mobilised by
the state to finance its various activities designed to attain the stated economic and
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social objectives. Among various economic objectives, revenue receipts are used to
achieve the most optimal allocation of resources so as to achieve the highest possible
growth rate. Besides, an appropriate taxation strategy is adopted to maintain price
stability during the periods of economic fluctuations. Public revenue instruments are
often used as fiscal tools to strive for the social objective of an egalitarian society. Thus,
besides mobilising resources for the state, public revenue instruments also facilitate the
endeavor towards the establishment of a more equal society. As mentioned above,
although most of the expenditures of the state can be financed through public borrowing
(i.e., capital receipt), however, this is not a sustainable option. In the long run, any
expenditure program of the state can only be sustained if it is covered by public
revenue. This, in fact, constitutes the greatest significance of public revenue.
7.4.2 Sources of Public Revenue
Public revenue is the income of the state that is mobilised from the economy. Broadly,
public revenue can be classified into tax revenue and non-tax revenue
Tax revenue: Tax revenue is the revenue mobilised by the state through taxation. This,
in fact, constitutes the most important source of revenue of a state. A Tax is defined as
a compulsory payment made to the state without any direct ‘quid-pro-quo’ between
taxpayers and public authorities. Thus, the two basic characteristics of tax are 


It is a compulsory payment.
There is no direct benefit extendable to the tax-payer.

Tax revenue can be classified into direct taxes and indirect taxes. The principal direct
taxes include income tax, corporation tax and consumption tax. The first two taxes are
imposed on income whereas the third is imposed on expenditure. Besides, direct taxes
are also imposed on property and also include wealth tax, death duty, gift tax and land
revenue. On the other hand, indirect taxes are essentially taxes on commodities and
resources that are offered for sale. They are imposed in the form of sales tax, excise
duty, custom duties and value added tax (VAT).
Non–tax revenue: Besides tax revenue, non–tax revenue constitutes another source of
revenue receipt for the state. The major non-tax revenues are broadly classified and
briefly explained under the following heads:


Commercial revenues: Commercial revenues accrue to the state as it produces and
supplies goods and resources to the public. This type of revenue accrues in the form
of dividend as it accrues to the state from the profit earned by the public sales
enterprises, and price that is paid by the public while consuming goods and services
which is provided by government owned public utilities.
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Administrative revenues: The government extends various public services
through its administrative infrastructure like civil and police administration,
agriculture and allied services, transport and communication, education, medical
and various other services from administrative services, revenue accrues to it which
is referred to as Administrative revenue. Administrative revenue also arises in the
form of fees, licenses, permits, fines and forfeitures and special assessments.
Finally, non–tax administrative revenue can also accrue as grants, gifts and
escheats.



Earnings from currency and credit: The government earns an income as it mints
coins and issues currencies. These constitute an important source of non–tax
revenue. Besides, the interest earned from government lending also constitutes nontax revenue.

7.5

GOVERNMENT EXPENDITURE

Since the latter part of the 19th century and earlier part of the 20th century, most of the
capitalistic and socialistic countries switched over to the concept of welfare state.
During this period, most governments of independent countries concentrated their
energy on economic development. To achieve speedy economic development,
governments had stepped up their expenditures
7.5.1 Nature of Government Expenditure:
Public expenditure is incurred in the form of purchases of goods and services, transfer
payments and lending. Purchase of goods and services is intended to carry out
governmental activities by the direct utilisation of economic resources for example,
purchase of articles from the market right from paper clips to military aircraft. Transfer
payments and lending are intended to provide enterprises and households with
purchasing power to enable them to buy goods and services in the market. In many
developed countries, transfer payments for social welfare constitute a sizeable portion
of government budgets. In developing countries, some of the functions of transfer
payments are performed by subsidies to consumers in the form of below cost sales by
state enterprises. Examples of such subsidies are supply of bread, food grains, cooking
oils, sugar and tea to public below the normal cost.
7.5.2 Classification of Government Expenditure:
Government expenditure can be broadly classified into four categories: (i) Functional
or Budget Classification (ii) Economic Classification (iii) Cross Classification and (iv)
Accounting Classification. As already mentioned, each classification of expenditure in
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government serves one objective or other i.e. financial control, economic growth, price
stability, etc.
● Functional or Budget Classification: In India, the classification of accounts was
structured so as to correspond to the organisation in which the transaction occurred
and within the organisation to the inputs on which expenditure was incurred. For
example, construction of a hospital would be classified and displayed in accounts
as "public.' works expenditure" and not as expenditure on a program like "Medical
Relief" under social services. The classification indicated the nature of expenditure
but not its purpose. It did not enable identification of expenditure with functions,
programs, activities and projects. It lacked management approach in accounting in
as much as it did not provide the facility for monitoring and analysis of expenditure
on functions, programs, activities and projects.
● Economic Classification: Economic classification refers to the resources allocated
by government to various economic activities. It involves arranging the public
expenditures and receipts by significant economic categories, distinguishing
current expenditure from capital outlays, spending for goods and services from
transfers to individuals and institutions, tax receipts by kind from other receipts and
from borrowing and inter-governmental loans, grants etc. This classification brings
out such important aggregates as public expenditure of the consumption kind,
public investment and the draft of public authorities on public savings for financing
the development outlays in the public sector. In short, this classification analyses
the total governmental transactions and records government's influence on each
sector of the economy.
● Cross Classification or Economic-cum-Functional Classification: Cross
classification provides the breakup of government expenditure not only-by
economic categories but also by functional heads. For instance, expenditure on
medical facilities (a functional head) is split between economic categories such as
current expenditure, capital expenditure, and various types of transfers and loans.
Conversely, cross classification shows how expenditure on a particular economic
category, say capital formation, is divided according to different public activities
like education, labour welfare, family planning etc.
● Accounting Classification: Accounting classification of government expenditure
can be analysed under (i) Revenue and Capital (ii) Developmental and Non
Developmental and (iii) Plan and Non-Plan. Each classification of expenditure
serves one objective or other of the government. For instance, Revenue and Capital
expenditure classification indicates how much government expenditure results in
creation of assets in the economy and how much expenditure is unproductive.
Again, developmental and non-developmental classification indicates how much
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government expenditure is spent on social and community services and economic
services as against general services. Similarly, the Plan and Non-Plan expenditure
classification helps the Planning Commission and the Finance Commission in
determining the pattern of central assistance on plan schemes to state governments,
and union territories. Thus, each classification of government expenditure serves
one objective or the other in government.

7.6

PUBLIC DEBT

Modern fiscal policy endorses unbalanced government budgets for purposes of
stimulating economic growth and stabilising economy, its application leading to a
growing public debt. Growth of public debt has been quite substantial in almost all
developing economies in recent years. Public debt in simple words means debt incurred
by the government in mobilising savings of the people in the form of loans, which are
to be repaid at a future date with interest. Public debt can be both internal as well as
external. According to Richard Musgrave and Peggy Musgrave, "(Public) borrowing
involves a withdrawal I made in return for the government's promise to repay at a future
date and to pay i , interest at the interim". The concept of public borrowing as such was
condemned earlier by classical economists like Hume and Adam Smith who considered
that it would compel the government to tax the public and hence lead to disequilibrium
in the economic system. Later the Great Depression of 1929 brought about a marked
change in economic thinking of which J.M. Keynes was the pioneer. It was felt that
public debt would raise the national income, lead to effective demand in the economy,
increase the employment and output. Hence it was after the Second World War that
public borrowings came to occupy a prominent place in the budgets of governments.
Having discussed the concept of public debt, now let us highlight the causes for public
borrowing.
a) A considerable portion of the public debt is attributable to the sharp increases in
government outlays in public sector projects. Building up the economic
infrastructure like railways, roads, bridges, power plants etc. that provide the base
for economic development, requires huge investments which the government
cannot finance just through taxation.
b) Another reason for the growth in public debt is due to both the Central and state
governments lending significant amounts of capital funds to the private sector for
investment in planned development projects.
c) Public borrowing is resorted to for meeting temporary as well as long-term deficits.
It is required to meet the current deficits in budget when the revenues are
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insufficient to meet the expenditure. Also in times of war, or economic crisis, or
other unexpected emergencies, the increase in governmental activities result in
increasing expenditure that make the government resort to public borrowing. In
recent years, factors-like increase in prices, enlargement of administrative services,
increasing expenditure on defence, wages and dearness allowances etc. have also
contributed to increase in public debt.

7.6.1 Classification of Public Debt
As said earlier, one method by which a public authority may obtain income is by
borrowing. The proceeds or whatever is collected from such borrowing form part of
public receipts. On the other hand, the payment of interest op and the repayment of the
principal of the public debt thus created form part of public expenditure. Public debt
car; be classified in many ways. Let us now discuss some important classifications:
● Reproductive and Unproductive Debt
A distinction is often drawn between 'reproductive debt' and dead weight debt or
unproductive debt. The former is a debt with 1s fully covered or balanced by the
possession of assets of equal value. These debts are incurred generally for the
construction of such capital assets which yield revenue to the government. In case any
debt is incurred to meet expenditure on irrigation, railways etc., the income derived
from the creation of such assets can be used to repay the debt. With regard to
reproductive debt, the interest and sinking fund on it (about which we will discuss later)
is normally paid out of income derived by the public authority, from the ownership of
its property or the conduct of its enterprises. And here it is a good working rule that the
debt should be repaid within the physical lifetime of the corresponding asset.
Unproductive or dead weight debt is that debt which is incurred to cover any budgetary
deficits or for such purposes as do not yield any income to the government in times of
war for example. The interest and sinking fund, if any, on this type of debt must be
obtained from some other source of public income, generally from taxation and, since
there is no corresponding asset created, there is no rule regarding the period of
repayment.
● Voluntary and Compulsory Debt
Public debts are incurred through public loans. There are two types of loans - voluntary
and compulsory. Voluntary loans are those regarding which people are free to subscribe
to government's securities whenever they are floated. The chief advantage of a
voluntary load, as compared with taxation is that, in the case of the former, people are
free, according to their circumstances and inclination, to subscribe as much or as little
as they please. Compulsory loan is a rarity in modern public finance, though, in
emergencies like war, famine etc., government enforces borrowing through legal
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compulsion to secure the required amount of funds. This is also resorted to at times to
curb inflationary tendencies in the economy. With this purpose in view only the
Government of India introduced the 'compulsory Deposit Scheme' in 1971.
● Internal and External Debt
Public debt may be internal or external. It is internal if subscribed by persons or
institutions inside the country. An internal loan only involves transfers of wealth within
the borrowing community which in this case is the same as the lending community, In
cage of external loan, it involves, firstly, a transfer of wealth from the lending to the
borrowing community, when the loan is raised and secondly, a transfer in the reverse
direction, when the interest is paid or principal is repaid.
● Long-term and Short-term Debt
Public debt may either be for a long-term or for a short-term. This is a distinction of
degree. The distinction often drawn between "funded" and "floating or unfunded" debt
is roughly equivalent to that between long and short-term debt. Funded or long-term
debts are repayable after a year while unfunded debts are generally incurred for a shortterm and must be repaid within a year. It includes the treasury bills which are issued
for a currency of ninety-one-days, ways and means advances from the Reserve Bank
of India (less than three months) etc.
7.6.2 Public Debt Management
Public debt management is the process of establishing and executing a strategy for
managing a governments' debt in order to raise the required amount of funding, achieve
its risk and cost objectives, and to meet any other debt management goals that a
government may have set, such as developing and maintaining an efficient market for
government securities. This course provides an overview of public debt management
by explaining concepts in a user-friendly language, avoiding mathematics and using
simple illustrations and country examples. The objective of the course is to explain in
layman's language - based on UNITAR's considerable past experience and prior
trainings - concepts and techniques of public debt management. Besides overall
concepts, this course will provide in-depth understanding of debt sustainability issues,
an appreciation of public debt management in the budgetary context, explain facets of
external and domestic public borrowing, and introduce participants to the meaning and
implication of contingent liability and risk management.
Elements of public debt management Let us now discuss some of the important
methods usually adopted for the retirement of public debt. These include the following:
i)
ii)

Refunding
Conversion
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iii)
iv)
v)
vi)
vii)
viii)

Surplus Budget
Sinking Funds
Terminable Annuities
Additional Taxation
Capital levy
Surplus balance of payments

i)

Refunding of debt implies the issue of new bonds and securities by the
government in order to repay the matured loans. In the refunding process, usually
short-term securities are replaced by long-term securities. Under this method the
money burden of debt is not relinquished but is accumulated owing to the
postponement of debt redemption.

ii)

Conversion of public debt implies changing the existing loans, before maturity,
into new loans at an advantage. In fact, the process of conversion consists
generally in converting or altering a public debt from a higher to a lower rate of
interest. Now, when the rate of interest falls, it may convert the old loans into new
ones at a lower rate, in order to minimise the burden. Thus the obvious advantage
of such conversion is that it reduces the burden of interest on the tax-payers. The
success of conversion, however, depends upon (i) the credit worthiness of the
government, (ii) The maintenance of adequate stock of securities, (iii) the
efficiency in managing the public debt. The difference between refunding and
conversion is that in the case of the latter, there can be: a change in rate of interest
and other terms.

iii)

Quite often, surplus budget (i.e., by spending less than the public revenue
obtained) may be utilised for clearing of public debts. But in recent years, due to
ever-increasing public expenditure, surplus budget is a rare phenomenon.
Moreover, heavy taxes have to be imposed for realizing a surplus budget, which
may have adverse consequences. Or when public expenditure is reduced for
creating surplus budget, a deflationary bias may develop in the economy. Hence
this method is not considered suitable for retirement of any debt.

iv)

A sinking fund is created by the government and it is gradually accumulated every
year by setting aside a part of current public revenue to be deposited in the fund
in such a way that it would be sufficient to pay off the funded debt at the time of
maturity. Perhaps, this is the most systematic and the best method of redemption.
Under this method, the aggregate burden of public debt is least felt, as the burden
of taxing the people to repay the debts is spread evenly over a period of time.
Accumulation of the fund inspires confidence among the lenders and thereby the
credit-worthiness of government increases. A sinking fund is however, a slow
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process of debt redemption. Moreover, during an emergency or financial
stringency, the government is tempted to encroach upon such funds.
v)

Terminable Annuities of debt redemption is similar to that of sinking fund. Under
this method, the fiscal authorities clear off or repay a part of the public debt every
year by issuing terminable annuities to the bond holders which mature annually.
This is the method of redeeming debt in instalments. By this method the burden
of debt goes on diminishing annually and by the time of maturity, it is fully paid
off.

vi)

The simple method of debt repayment is to impose new taxes and get the required
revenue to repay the principal amount of the loan as well as interest. This method
causes redistribution of income by transferring the resources from taxpayers to
the hands of bond holders. It may also impose a burden on future generations if
new taxes are levied to repay the long-term debts.

vii) Capital levy is strongly recommended by Dalton as a method of debt redemption
with the least real burden on the society. Capital levy refers to a very heavy tax
on property and wealth. It is a once for all tax on capital assets and estates. It is
generally imposed after a war to repay unproductive war debts.
viii) The retirement of external debt, however, is possible only through an
accumulation of foreign exchange reserves. This necessitates creation of a
favourable balance of payments by the debtor country by augmenting its exports
and curbing its imports, thereby improving the position of its trade balance. Thus
the debtor country has to concentrate on the expansion of its export sector
industry. Further, loans raised must be productively utilised, so that they may
become self liquidating, posing no real burden to the country's economy.
7.7

GOVERNMENT POLICY

A policy is a statement of intent, and is implemented as a procedure or protocol.
Policies are generally adopted by a governance body within an organization.
Presidential executive orders, corporate privacy policies, and parliamentary rules of
order are all examples of policy. Policy differs from rules or law. Public policy can be
generally defined as a system of laws, regulatory measures, courses of action, and
funding priorities concerning a given topic promulgated by a governmental entity or its
representatives. Shaping public policy is obviously different in Western-style
democracies than in other forms of government. A government policy statement is a
declaration of a government's political activities, plans and intentions relating to a
concrete cause or, at the assumption of office, an entire legislative session. In certain
countries they are announced by the head of government or a minister of the parliament.
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The three main types of government macroeconomic policies are fiscal policy,
monetary policy and supply-side policies. Other government policies including
industrial, competition and environmental policies. Price controls, exercised by
government, also affect private sector producers.
● Fiscal Policy
Fiscal policy refers to changes in government expenditure and taxation. Government
expenditure, also called public expenditure, and taxation occur at two main levels –
national and local. Governments spend money on a variety of items including benefits
(for the retired, unemployed and disabled), education, health care, transport, defense
and interest on national debt. A government sets out the amount it plans to spend and
raise in tax revenue in a budget statement. A budget deficit is when the government’s
expenditure is higher than its revenue. In this case, the government will have to borrow
to finance some of its expenditure.
● Monetary Policy
Monetary policy includes changes in the money supply, the rate of interest and the
exchange rate, although some economists treat changes in the exchange rate as a
separate policy. The main monetary policy measure, currently used in most countries,
is changes in the rate of interest. A rise in the rate of interest helps implement a
deflationary monetary policy. It will be likely to reduce aggregate demand by lowering
consumption and investment. Households will spend less due to availability of less
discretionary income, expensive borrowing and greater incentive to save.
● Supply-side Policies
Supply-side policies are policies designed to increase aggregate supply and hence
increase productive potential. Such policies seek to increase the quantity and quality of
resources and raise the efficiency of markets. These include improving education and
training, cutting direct taxes and benefits, reforming trade unions and privatization.
Improving education and training is designed to raise labour productivity.
7.8

LET US SUM UP

Government expenditure refers to the purchase of goods and services, which include
public consumption and public investment, and transfer payments consisting of income
transfers (pensions, social benefits) and capital transfer. Government revenue is the
money received by a government from taxes and non-tax sources to enable it to
undertake government expenditures. Government revenue as well as government
spending are components of the government budget and important tools of the
government's fiscal policy. The public debt is how much a country owes to lenders
outside of itself. These can include individuals, businesses, and even other
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governments. The term "public debt" is often used interchangeably with the term
sovereign debt. Public debt usually only refers to national debt. A public budget is a
financial statement of the government indicating expected receipts and proposed
disbursements in the coming fiscal Year. A budget is said to be balanced, when the
proposed expenditure and anticipated revenue are equal.
7.9

KEYWORDS

● Budgetary Control : The establishment of budgets relating the responsibilities of
executives to the requirements of a policy and the continuous comparison of actual
with budgeted results either to secure by individual action the objective of that
policy or to provide a basis for its revision.
● Budget Centers: Different sections of an undertaking or an organisation, where
budgetary control measures to be applied and for the purpose, separate budgets are
to be prepared.
● Committee : A group of representatives of various functions in an organisation
● Budget Officer: A person who links up or coordinates the various functions, to
bring them together and coordinate their efforts in the matter of preparation of target
figures.
● Public Debt: Government debt, also known as public interest, public debt, national
debt and sovereign debt, contrasts to the annual government budget deficit, which
is a flow variable that equals the difference between government receipts and
spending in a single year.
● Public Services: Public service is a service intended to serve all members of a
community. It is usually provided by the government to people living within its
jurisdiction, either directly or by financing provision of services
● Public Revenue: Government revenue is the money received by a government
from taxes and non-tax sources to enable it to undertake government expenditures.
● Fiscal Policy: Fiscal policy is the means by which a government adjusts its
spending levels and tax rates to monitor and influence a nation's economy. It is the
sister strategy to monetary policy through which a central bank influences a nation's
money supply.
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7.11

TERMINAL QUESTIONS

Q1:

What do you mean by Budgeting? Mention different types of budgets that a
big industrial concern would normally prepare
Define budgeting and budgetary control. State the objective of Budgeting.
What are the economic functions of the government in a country?
Discuss in detail the need and sources of public revenue.
Differentiate between Long term Debt and Short term debt.
What are the main three types of government macroeconomic policies?

Q 2:
Q 3:
Q 4:
Q 5:
Q 6:
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OBJECTIVES

After studying this unit you will be able to know
● The concept and phases of the business cycle with their significance.
● The meaning of inflation with its cause and effect on the society.
● Functions of Reserve Bank of India.
● Meaning & Objectives of Monetary Policy.
● The effects of monetary policy on recession and inflation.
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8.1

INTRODUCTION

Macroeconomics is focused on the movement and trends in the economy as a whole. It
is the field of economics that studies the behavior of the entire economy. Thus we can
say that it is that part of economic theory which studies the economy in its totality or
as a whole. Let us now understand how it is different from Microeconomics.
Microeconomics deals with individual economic units like a household, a firm or an
industry. On the contrary Macroeconomics deals with the whole economic system like
national income, total savings and investment, total employment, total demand, total
supply, general price level etc. In this unit we are going to study how these aggregates
of economy are determined and what causes fluctuations in them. What we are going
to understand the reason for the fluctuations and how to ensure the maximum level of
employment and income in a country.
8.2

BUSINESS CYCLE

Business cycle is one of the complex phenomena that a capitalist economy faces.
Economists have tried to explain this phenomenon from different perspectives. They
seem to be divided equally while discussing the basic concepts like causes and phases
as well. We shall however try to put forward the most common observations on the
topic.
Broadly speaking, business cycles are a kind of fluctuations which occur in business
activities in an economy with a certain degree of regularity and which follows the
different phases in certain sequence. Different economists have tried to define the term
business cycles differently. In the following, we discuss some of the important
definitions.
The definition put forward by Wesley C Mitchell and Arthur F Burns is considered to
be the most comprehensive. According to them, ‘Business cycles are a type of
fluctuation found in the aggregate economic activity of nations that organize their work
mainly in business enterprises: a cycle consists of expansions occurring at about the
same time in many economic activities, followed by similarly general recessions,
contractions and revivals which merge into the expansion phase of the next cycle; this
sequence of change
This definition highlights the following points:
● Business cycles emerge in organised capitalist economies.
● Cyclical fluctuations are important features of such economies led by private
entrepreneurs.
● Business cycles refer to fluctuations in aggregate economic activity.
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● The phases of expansion, recession, contraction and revival occur and recur in
a definite sequence.
● The cyclical fluctuations are recurrent but not periodic. This means that they reoccur. But their recurrence does not follow a definite time-frame
8.2.1 Features of Business Cycles
Business cycles are very complex phenomena to explain. However, some of the
common features may be explained. Some of the features of business cycles are as
follows:
● Affect the Whole Economy: Business cycles affect the whole economy. Business
cycles often emerge in regular intervals and it affects all sectors of an economy.
Temporary and partial fluctuations are not considered as trade cycles or business
cycles.
● Different sectors are affected with different intensities: Even when all the
sectors of the economy are affected by business cycles, during the phases of
depression and prosperity, but all sectors of the economy do not feel the same
pressures. For example, capital goods producing industries suffer more.
● Irregular Time Duration: A business cycle may complete its phases in a period
of 5 to 10 years. Sometimes, this period may extend to more than 10 years while it
may also last less than 5 years.
● International by Character: In today’s age of Globalisation, countries of the
world are closely connected with each other through international trade. As a result,
prosperity or depressionary shocks in one part of the world affects all the countries.
As a result, if depression emerges in a big economy, its repercussions are felt in
many other countries of the world.
● Recovery is comparatively slower than recession: The trough of depression
phases, (we shall discuss these phases in detail in the next subsection) contains the
vital seeds for recovery while the boom of expansion contains the germs of
recession. But international experiences suggest that usually recovery is slower
than recession.
● Complex in Nature: Business cycles are very complex phenomena to explain.
Their emergence are results of specific factors. This is the reason, why all trade
cycles do not have uniform characteristics and causes. Due to this reason it is
difficult to make accurate prediction of trade cycles before their occurrence
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● An Overall Growth Trend across different Business Cycles: Even when the
economy suffers from business cycles from time to time, as the market economy
grows over a long period of time, there seems to be overall growth trend. This
means that the peak level of every next trade cycle occurs at a higher level of
national income than the previous trade cycle. We have explained this phenomenon
graphically in the next subsection of this Unit.
● Business Cycles affect beyond the Economy: The effects of business cycles are
not limited to economic activities only. In fact, they cause serious social
consequences as well. It affects the behaviour of people, and also results in increase
in social crimes etc.
8.2.2 Causes of Business Cycle
● External factors: External causes of business cycles emerge outside the economy
and may range from sunspots, environmental disturbances, wars, revolutions,
political events, gold discoveries, growth rate of population, migration, industrial
discoveries and innovations etc. For example, political instability in a big influential
economy may adversely affect the economic environment of that country along
with the other economies who are closely linked with that economy in terms of
international trade etc. An innovation like the railroads, telecommunication brought
unprecedented business opportunities to the economies. Economic activities like
investment, consumption saw manifold increase with such innovations. Similarly,
situations like wars, famine, major earthquakes etc. in one part of the world
adversely affect the economic activities in the rest of the world often causing chain
reactions in the global economy
● Internal factors: The internal causes of business cycles emerge from within the
economy. Haberler has broadly classified them as monetary and non-monetary
factors. The monetary factors include bank credit, over-saving or underconsumption and over-investment. Monetary economists like Hawtrey, Friedman
and others have pointed out that cyclical fluctuations are caused by expansion and
contraction of bank credit. Expansion of bank credit leads to higher demand of
goods and services while contraction limits the demand. Thus, they argue that an
increase in money supply (expansion in bank credit) brings prosperity and a
decrease leads to depression Economists like Hobson, Foster and Douglas argue
that over saving or under-consumption leads to depressionary phase of an economy.
They argue that the rich section of the people do not spend their entire income on
consumption. As a result, they tend to save and invest more. This leads to
overproduction of consumer goods. The poor section of the economy on the other
hand, though have higher propensity to consume, lack sufficient income in their
hand to purchase the consumer goods. Thus, there is a supply and demand gap in
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the economy. While supply is more, demand tends to be less. As a result, stocks of
consumer goods pile up. This further leads to fall in the prices of consumer goods
and the income of the producers. The final consequence is that depression sets in
the economy.

8.2.3 Control of Business Cycle
Different economists put forward different versions of remedial measures based on
their arguments of trade cycles. Economists however agree that it is not always possible
to avoid cyclical fluctuations in the economy fully. So, they argue that two sets of
measures should be adopted. Preventive measures may delay the occurrence of such
phenomenon while curative measures will help the economy revive from the crisis
● Monetary Measures: As you have already known, monetary measures relate to
the banking and credit policy of a country. Thus, the central bank of a country has
a very important role to play in setting the right kind of banking and credit
environment of the country. The important measures of a central bank will be
discussed in detail in the next course. We just simply mention in this unit that bank
rate and open market operations are such two instruments. Thus, in boom
conditions, the central bank raises the bank rate with a view to contract the credit
supply in the economy. Again, during the depression, a policy of cheap money may
help stimulate business investment and thus recover the economy. Again, the
central bank may also adopt sector-specific credit policies to promote certain
sectors of the economy.
● Fiscal Measures: We shall discuss in detail the important fiscal measures adopted
by the government in the next course. Fiscal policy, in a wider sense, consists of
public spending and appropriate taxation. Keynes was prominent to acknowledge
the role of government spending during the period of depression. During depression
government should spend beyond its capacity of revenue earning. This means that
deficit budget is an important tool during depression. Such government investments
are expected to raise the level of employment in the economy. In the long-run, as
the economy recovers, the government should undertake budget-balancing
measures to offset any adverse effects on the economy. Such measures will help
the economy to stabilise in the long-run.
● International Measures: Business cycle is an international phenomenon and the
fluctuations in a country will also affect other countries as well (especially in the
present era of globalisation). Three measures are suggested to control depression
phase of the business cycles (viz., international production control, international
buffer stocks and international investment control). International production
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control tries to control the prices and production of primary products. Buffer stocks
go hand in hand with production and price control. Buffer stocks mean holding
stocks of primary commodities as a measure to wipe out price fluctuations. Thus,
buying buffer stocks during slump or low-price and releasing the same when prices
are high can help the economy ease out. Similarly, international investment controls
are adopted to promote economic development of the backward regions of the
developed economies. Such efforts have long-run effects on raising the living
standard as well as reducing economic inequalities among the under privileged
people.

8.3

UNEMPLOYMENT

In simple words a person, who is not gainfully employed in any productive activity, is
called unemployed. Unemployment could be voluntary or involuntary. However, there
is no scientific treatment with the help of which we can distinguish between voluntary
and involuntary unemployment. Generally speaking people in the age group of 15-59
years are considered to be in the working population of a country and the concept of
unemployment is restricted to this group of people only. That is, children and old
persons are not included in the definition of unemployment. However, some
economists suggest a broader definition. It should include (i) all persons (men, women
and children) who are working and (ii) those not working, but are searching for work.
There may be a section of society, which is not interested in any gainful employment.
There may be some people who may be interested in jobs at wage rates higher than
those prevailing in the labour market. Persons falling in the above two categories are
called voluntarily unemployed.
Involuntary unemployment is characterised by a situation in which people are prepared
to work at prevailing wage rate but they are not able to get employment.
In economics the term “unemployment” refers to involuntary unemployment and not
voluntary employment.
The problem of unemployment in underdeveloped economies is different from that in
developed economies. In developed economies generally unemployment takes the form
of cyclical unemployment or frictional unemployment. Cyclical unemployment arises
due to cyclical movements in economic activities. Frictional unemployment takes place
because of shift to a new technology. Thus, cyclical and frictional unemployment are
temporary in nature.
On the other hand, the nature of unemployment in underdeveloped economies is
basically structural in nature. In an under-developed economy the demand for labour is
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less mainly due to agricultural backwardness, undeveloped industries and small size of
the service sector. Although the type of unemployment found in underdeveloped
economies fits into the definition of involuntary unemployment, is much different from
the nature of unemployment found in developed economies.
8.3.1 Causes of Unemployment:
Foregoing analysis about trends and structure of unemployment in India, reveals the
gravity of the problem. Now let us discuss the main causes of unemployment. These
are:
i)
Slow economic growth process,
ii)
Rapid increase in labour force,
iii)
Inappropriate technology, and
iv)
Inappropriate education system and lack of manpower planning.
● Slow Economic Growth Process: It is no doubt that the problem of unemployment
is found in both developed as well as underdeveloped economies. Despite high
incomes of these developed economies, problem of unemployment is prevalent
there too. But the kind of unemployment found in underdeveloped countries is
basically due to its low levels of development and slow growth process.
It is expected that as an economy grows, production expands and thus the
employment opportunities. We find that in the past, after Independence there has
been growth in production. As a result, the absolute level of employment has also
risen. But rate of growth in production has been less than the target. As a result,
adequate number of employment opportunities could not be created.
But we should also keep in mind that growth alone is not expected to solve the
problem of unemployment. Some economists have hinted at a possible conflict
between employment and economic growth, in the early phase of development. In
India also this conflict has been very apparent. In the early plans till sixth five year
plan this conflict was not recognized. As a result, although the absolute level of
employment increased, it was hardly sufficient to solve the problem of
unemployment.
● Increase in Labour Force: There has been significant growth in the labour force
in the last fifty years, due to fast growing population. Since Independence, death
rate has been declining very fast, without a corresponding fall in birth rate. As a
result, the population is growing at a very high rate; at present rate of growth of
population is around 2%. This is naturally followed by fast expansion in labour
force.
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There is another factor, which has led to an increase in labour force, due to
urbanization Unemployment and changed attitude towards employment. After
Independence, education among women has led to change in attitude of women
towards employment. They now compete with men for employment. This
phenomenon is more prevalent in urban areas.
Thus rapid growth in labour force can be ascribed to (i) fast growing population,
(ii) changed attitude of women towards employment, (iii) failure of growth process
to create sufficient additional jobs. All these factors have increased the problem of
unemployment.
● Inappropriate Technology: We understand that, in India labour is abundant while
capital is a scarce factor of production. Therefore, to solve the problem of
unemployment, we need to adopt such a technology, which makes use of more
labour and less capital to produce a given level of output. But, it is unfortunate that
not only in industries, even in agricultural production capital is substituting labour
very fast. Thus, capital labour ratio has increased in production process.
Technological change has been labor-saving.
While making a choice about technology, normally western model is adopted. We
understand that in the west, labour is scarce and capital is abundant. Therefore, for
them appropriate technology is capital intensive. But in India we cannot justify the
use of more sophisticated and round about methods of production, which substitute
capital for labour. But adoption of such a technology has led to larger
unemployment.
A pertinent question at this point is that why, despite an abundance of labour,
capital intensive technology is adopted in India. This happens because the rate of
return on capital and labour are not market determined. While on the one hand,
labour is assured of minimum wages, rate of interest is kept low arbitrarily. As a
result, people are inclined to make more use of capital-intensive technology, as it
is economically more viable. According to W.A. Lions, investment in such a
situation in capital equipment may be more profitable to individual capitalist but
certainly not beneficial to society because it increases unemployment. Rigid labour
laws in India have also contributed towards adoption of capital intensive production
process. On the part of industries, it is quite difficult to reduce the number of
employees. Once a person is recruited, most likely he/she will be retained for life.
In addition, labour-unrest and lack of work-culture has increased inefficiency of
labour. These factors, again, have provided incentives for addition of labor-saving
technology.
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● Inappropriate Educational System and Lack of Manpower Planning We
inherited educational system from our colonial rulers. Macaulay, who designed
educational policy during the colonial period, had in mind the interests of British
government. Macaulay designed a system, which could merely produce clerks and
lower cadre executives for the British Government. Even after Independence, there
has been a fast expansion in the number of institutions, which impart education in
arts and commerce. There has been very little expansion in educational and training
institutions providing technical, engineering and medical education. As a result,
there has been a fast growth of unemployment among educated men and women,
while shortage of technical and specialised personnel remained. Therefore, there is
a need to change our educational system to an appropriate one, which takes into
account the needs of the society and develops human resources accordingly.
Moreover, there has been a total lack of manpower planning in India. For steady
growth of any economy human resources play an important role. There should be
long term planning for the provision of appropriate skills for meeting the
requirements of development. No doubt there has been an increase in facilities for
higher education, technical education, training in different fields, but they were not
in accordance with development needs. The obvious result is a surplus of manpower
in some fields and deficit in others. We find widespread unemployment among
graduates, postgraduates and even researchers in humanities while there is a
scarcity of physicians, engineers and technical personnel.
8.3.2 Measurement of Unemployment
In India the problem of unemployment is of much larger magnitude than conventionally
measured unemployment. Persons belonging to low income households cannot afford
to remain unemployed and therefore they may be engaged in any work that is available,
even if it yields a very low income. Thus, the rates of unemployment as measured
conventionally are deserved to be relatively low. We understand that in self-employed
sectors and primary sectors work sharing is very common. We also understand that in
India these are the dominant sectors in terms of number of labourers. Thus measures of
open unemployment are inadequate for the purpose of measuring and analysing the
problem of unemployment in India Giving recognition to this fact, National Sample
Survey Organisation (NSSO) provides estimates of magnitude of unemployment on the
basis of three different concepts.
These three concepts of unemployment are as follows:
1) Usual Status (US) Unemployment
2) Current Weekly Status (CWS) Unemployment
3) Current Daily Status (CDS) Unemployment
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● Usual Status Unemployment
A person is considered to be unemployed on usual status (US) basis if he/she was not
working but was either seeking or available for work for a relatively longer time during
the reference year. Usual status unemployment rates could be regarded as a measure of
chronic unemployment during the reference year. This measure provides the number
of (chronically or over a long period) unemployed persons. This is the narrowest
concept of unemployment, as estimate of unemployment given by this measure in
lowest. This is obvious in a poor country like India, because very few can afford to
remain without work over a long period and they take any work for short duration.
● Current Weekly Status Unemployment
In this measure reference period is one week-a person is considered to be unemployed
by current weekly status (CWS), if he/she had not worked for even one hour during the
reference week. CWS is also a measure or chronic unemployment but with a reduced
reference period. This again is a narrow concept of unemployment but is a little more
comprehensive as compared to usual status unemployment. According to this person
would be considered employed even if he was unemployed for six days of the reference
week and for the seventh day he worked for an hour. That is, a person according to this
concept would be considered unemployed only if he had not worked for a single hour
on any day of the week, but was seeking and available for work. It may be noted that
this measure does not give the number of unemployed persons. It is a measure of
unutilized time in terms of person weeks.
● Current Daily Status Unemployment
Estimate of current daily status unemployment is made in terms of the total person days
of unemployment. According to this concept, unemployment is measured as an
aggregate of all the unemployment days of all persons in the labour force during the
week under reference. Since this estimate includes both chronic unemployment as well
as underemployment on a weekly basis, this is the most comprehensive measure. It may
be noted that this measure does not give the number of unemployed persons. It is a
measure of unutilized time in terms of person days.
8.4

INFLATION

Inflation is defined as a persistent rise or, a tendency towards persistent rise in the
general level of prices. The adjective ‘persistence’ has to be taken note of. The reason
is, if price level goes up today but again falls tomorrow then it may not imply inflation,
but only short-term fluctuations in prices. The term general price level is also important
since, over a period of time, prices of some commodities may have gone up while some
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may have actually fallen. As a result, on the whole, the average of these prices may
remain constant or even go down. Similarly if the price of a group of commodities,
which constitute a small fraction of the total value of output of the economy, would go
up, then again it might not be inflationary as such. That is, the effect of rise in prices of
such commodities might be too small so as to affect the average price level of all the
commodities. Thus we see that inflation is a macroeconomic phenomenon and is not
concerned with the rise in the price of a particular commodity, or, a small group of
commodities.
8.4.1 Types of Inflation
On the basis of the severity of inflation or the rate of acceleration in prices we can
divide inflation into three different types, namely, moderate, galloping and
hyperinflation.
When the general price level increases slowly but steadily, it is known as moderate
inflation. Moderate inflation remains within a single digit level of less than 9 per cent.
You can say that the increase in the price level stays within ‘limits’. There are no major
uncertainties regarding the price level in the future.
Steady and fairly high rate of increases in the general price level is known as galloping
inflation. The rate of inflation runs into two digits (20 percent, 40 per cent etc.) and
sometimes even as high as three digits (i.e., 200 percent). Some Latin American
countries like Brazil and Argentina had experienced inflation rates of over 100 per cent
in the 1970s.
Hyperinflation is characterized by astronomical increases in the annual rate of
inflation. There have been cases in history when the price index rose from 100 to
10,000,000,000 within a year and a half! In such situations, money ceases to be a store
of value as well as a medium of exchange. The most recent example of hyperinflation
is perhaps the case of Brazil in the latter half of the 1980s.
8.4.2 Causes of Inflation
The causes underlying inflation can be generally divided according to the source
through which inflation originates. As we learnt in price of a commodity is determined
at the point at which its supply equals demand. This is known as the equilibrium price.
If the demand goes up, the price of the commodity would go up in order to restore the
equilibrium. So is the case when there is a fall in supply of a commodity. In either case
the price of the commodity goes up till the supply and demand are equalized. But the
source of the change in one case originates from the supply side while in the other from
the demand side. Sometimes, rise in the cost of production pushes up the supply
30

schedule. This again leads to a rise in prices. So, depending upon initial process, we
can identify two types of inflation: Demand pull inflation or, demand-side inflation;
and Cost-push inflation or, cost-side inflation. Note that here, we refer to aggregate
demand and aggregate supply in the economy.
The Demand-Side Factors, which influence an increase in aggregate demand with no
change in the level of aggregate supply, can be said to cause demand-side inflation.
These factors can be an increase in government spending, a decrease in savings rate
and a lower rate of taxation, which leaves a greater amount of money or, increased
disposable income with the public, and increase in money supply. Let us examine how
each of these factors generates inflationary tendencies.
● Inflation Caused by Increase in Government Spending Suppose the government
decides to build roads. In the process many unemployed get employment and earn
an income. This increases the number of people who have money to spend. With
no change in aggregate supply in the economy, a situation of excess demand arises.
There are two ways in which this excess demand can be met, viz., by increasing the
production and supply of commodities or, by increasing the price level, which
would then have a negative impact on the demand. In the short run, more often than
not, it is difficult to expand supply. Hence the price level increases to equilibrate
the aggregate supply and aggregate demand. An increase in demand arising out of
the increased government spending could be depicted by a shift in the aggregate
demand (AD) curve as shown in Figure below. In the figure the aggregate supply
(AS) curve is shown as a vertical line implying that we have taken aggregate supply
as fixed in the short run. Thus with unchanged supply, the national real income
remains at Y and only the price level goes up to equilibrate demand and supply.
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● Keynesian Inflationary Gap: A related, but slightly different type, is the
Keynesian inflationary gap. Recall that in Keynesian theory, investment plays the
vital role in determining the national income. In the Keynesian system, the
economy is divided into three broad sectors, namely, the household sector, the
government sector and the private sector. The households earn money by offering
their labour and other factor services and consume a part of it and save the rest. The
private sector produces goods and services, earns profits and invests a part of that,
say, for buying machines. The government sector gets revenue from these two
sectors by way of taxes and spends it on building of roads, public services and so
on. The total income of the economy or the national income consists of the goods
and services produced by the above sectors. Expenditure, on the other hand, is the
aggregate of consumption, C, investment, I, and government spending, G.
Equilibrium in the Keynesian system is obtained where the income, Y, earned in
the economy equals the expenditure on it. Assuming that there is no government
spending, expenditure would then constitute consumption, C, by households, plus
investment, I, by firms. Diagrammatically, equilibrium is obtained where the
expenditure line, C+I+G, intersects the 450 -degree line (depicting income =
expenditure), as shown in Fig. 19.2. If government expenditure is raised, the point
at which the expenditure line C+I+G’ intersects the 450 degree line depicts an
increase in the national income level. However, suppose for various reasons, the
income level cannot be increased. Then we have a situation of excess demand equal
to MN, which will be purely inflationary. MN is known as the inflationary gap
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● Inflation due to Increase in Money Supply: The above argument holds when
there is an increase in the money supply. With increased money supply, there is
more money to spend at the disposal of the general public. Again a situation of
excess demand arises, i.e., a situation of disequilibrium and general price level goes
up to restore equilibrium in the system. In this case there is no change in the
aggregate supply curve.

Inflation: The Supply-Side
Inflation arising out of movements in the aggregate supply curve with the aggregate
demand curve remaining unchanged is known as supply-side inflation. Cost-push
inflation, profit-push inflation and supply-shock inflation are three variants of this idea.
Cost-push Inflation
Cost-push inflation arises when either the labour unions (or the firms) exercise their
market power to increase the wage rate (or the price of their products). With an increase
in the wage rate, producers find that the labour cost per unit of output have risen, and
they respond by increasing the prices of goods to cover the higher cost of production.
The workers, faced with higher prices, demand still higher wage rate, to which the
producers respond by increasing the price of their commodities. A series of increase in
wage rates leads to a series of increase in price. This kind of inflation is known as wagepush inflation. When the firms increase the price of their products to increase their
profits, there is a demand for higher wage rate by the workers. Higher cost of
production due to increases in the wage rate and prices of inputs makes the producers
raise their prices further. Again a series of increase in the wage rate leads to a series of
increase in the prices. This kind of inflation is known as profit-push inflation.
In both the cases, each possible level of output will be supplied at a higher price level
than before. As shown in Fig. 19.3, the aggregate supply curve (in this case we have
taken a curved supply curve for analytical convenience) moves inwards showing that
for the same level of output Y1 the price now being charged is P2, which is higher than
P1. Note, in this case, unlike in demand pull type of inflation, the output level goes
down from Y1 to Y2. A prerequisite for inflation due to increases in the wage rate is that
of unionization of labour. In India labour is not organized in all sectors and there is
very little empirical evidence showing inflation arising out of increases in the wage
rate. Similarly a prerequisite for the firms to increase the prices is that the firms must
be operating in an imperfect market. A firm, which has many competitors, would be
unable to increase the price of its products because of the fear of losing its customers.
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On the other hand, fear of monopolistic or oligopolistic firms can increase their prices
without the fear of losing out on demand.

Supply-Shock Inflation
Inflation can arise out of either an unexpected or unforeseen sharp fall in the supply of
commodities or a rise in the prices of commodities. Reasons for a situation lie out of
the control of either the firms or the workers. It is known as supply-shock inflation. For
instance, a crop failure due to an unfavorable weather condition would give rise to an
all-round shortage and lead to an increase in the general price level. The above can be
an example of the supply-shock inflation. Similarly, in 1973 and 1979, when oil prices
were unexpectedly raised by the OPEC all the economies worldwide experienced a
massive rise in the general prices. This is another manifestation of supply-shock
inflation.

8.5

DEFLATION

Deflation is termed as opposite to inflation. It is characterized by the fall in general
price level. However, only the situation of falling prices is not called deflation. In this
unit, we shall discuss its definition, types, causes and effects. Apart from that, the unit
will enable you to state the anti-deflationary measures and finally, to make a
comparative analysis between inflation and deflation.
Both inflation and deflation refer to the movement of prices. Deflation is the opposite
of inflation. In loose terms, it may be described as the phenomenon of falling prices.
During deflation, since prices fall faster than costs, there will be heavy losses for
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producers and businessmen. There will not be profit to in any branch of economic
activity. So there will be a fall in investment. This results in unemployment. Crowther
defines deflation as a ‘state in which the value of money is rising, i.e., prices are
falling’.
8.5.1 Causes of Deflation
The following are the important causes of deflation:
● Keynes’ Explanation:
Keynes developed a theoretical model explaining the various causes of deflation.
➔ Deficient Aggregate Demand: The root cause of deflation according to
Keynes is the lack of aggregate demand. Lack of aggregate demand results in
over- production and unemployment.
➔ Less Investment Expenditure: Investment expenditure is adversely affected
basically for two reasons viz., low MEC (or low profitability of capital) and
high rate of interest.
➔ Less Consumption Expenditure: People in general spend proportionately less
in consumption as their income increases. This has been termed as
psychological law of consumption. This phenomenon adversely affects the
profitability (i.e., MEC) of fresh investments.
➔ High Rate of Interest: When MEC (Marginal Efficiency of Capital) falls,
people tend to keep money in cash instead of investing money in securities.
This raises the rate of interest which further reduces investment. Thus,
according to Keynes, rising rate of interest, declining MEC and falling
consumption expenditure lead to deficient aggregate demand that ultimately
leads to deflationary tendencies in the economy.
● Reduction in Government Expenditure: If the government decides to reduce
the level of public expenditure, it adversely affects the national income and the
aggregate demand level of the economy. This also results in the reduction in
employment. All these lead to lower investment activities in the economy and
the economy moves towards deflationary conditions.
● Heavy Taxes: When government imposes heavy tax rates, it reduces the
disposable income with the people. This leads to the reduction in both
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consumption expenditure and investment expenditure which ultimately results
in a deflationary situation in the economy.
● Public Borrowing: When government borrows from the public, it reduces the
liquidity available with the public. This reduces aggregate demand and the
economy is pushed towards deflationary situation.
8.5.2 Effects of Deflation
The major effects of deflation include the following:
● Effects on Production: Deflation adversely affects the production activities.
During deflation the prices of finished goods tend to fall; but the costs of producing
those goods do not fall. Again, the aggregate demand for goods and services also
falls at the same rate or fall with a lag. Thus, production is adversely affected due
to deflation.
● Traders: Just as the producing class, traders are also adversely affected during
deflation. This is because they have to buy goods at prices which tend to fall as time
passes. Thus, they have to buy goods at higher prices; but they have to sell those at
lower prices.
● Consumers: Due to the phenomenon of falling prices, consumers tend to gain. As
the prices of goods and services fall, the value of money rises.
● Wage earners: Wage earners gain during inflation. As the prices of goods and
services tend to fall, the value of money rises. Again, as wage rate cannot be
reduced (as trade union will oppose it) easily, the falling prices help wage earners
to better their life styles.
● Effects on the economy: Deflation slows the process of economic growth; it
adversely affects the investment climate of the economy, employment generation
and increases poverty. Creditors tend to gain and debtors tend to lose as the value
of money goes on increasing during deflation. This would lead to default of loan
repayment, NPAS and finally breaking down of banking and financial system. If
sustained for a long time, deflation may lead to depression and ruin the whole
economy.
8.6

RESERVE BANK OF INDIA

The central bank of a country is the apex institution of a country’s monetary system.
Since the monetary system is the most important component of the financial system of
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a country, a central bank is also the apex institution of its financial system. The central
bank assumes the responsibility of organization, monitoring, regulation and
development of the monetary and financial system of a modern economy. Any modern
economy that runs with money and credit is crucially dependent on the financial
system. Here lies the most important responsibility of the central bank of a country. In
addition, in a developing country like India, the central bank needs to perform certain
promotional role in accordance with the broad socio-economic objectives of the
country.
The present unit discusses the main functions of the central bank, various credit control
measures it takes up, and the special role that it has to play in a developing country.
Before we present the central functions of a central bank, let us present here the
broadest definition of a central bank as given by De Kock. According to him, a central
bank is “a bank which constitutes the apex of the monetary and banking structure of its
country and which performs as best as it can in the national economic interest, the
following functions:
(i)

(ii)
(iii)
(iv)
(v)

(vi)
(vii)

The regulation of currency in accordance with the requirements of business
and the general public for which purpose it is granted either the sole right
of note issue or at least a partial monopoly thereof,
The performance of general banking and agency for the state,
The custody of the cash reserves of the commercial banks,
The custody and management of the nation’s reserves of international
currency,
The granting of accommodation in the form of re-discounts and collateral
advances to commercial banks, bill brokers and dealers, or other financial
institutions and the general acceptance of the responsibility of lender of last
resort,
The settlement of clearance balances between the banks,
The control of credit in accordance with the needs of business and with a
view to carrying out the broad monetary policy adopted by the state.” Every
country has its own central bank. In our country the Reserve Bank of India
(RBI) is the central Bank, in England it is the Bank of England, in the USA
it is the Federal Reserve System and so on.

8.6.1 Functions of Central Bank:
The central bank, being the institution entrusted with the responsibility of managing
the expansion and contraction of the volume of money in the interest of the general
public, performs a variety of functions. Different definitions of the central bank
emphasize one or more of its functions. The principal and more common functions of
a central bank are as follows:
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● Currency Authority:
The central bank has a monopoly of note issue. The currency notes printed and issued
by the central bank become unlimited legal tender throughout the country. The central
bank keeps three considerations in mind while performing this function. These areuniformity, elasticity, and security. The right to note issue is regulated by law.
Central banks have been following different methods of note issue in different
countries. The central bank is required by law to keep a certain amount of gold and
foreign securities against the issue of notes. In some countries, the amount of gold and
foreign securities bears a fixed proportion, between 25 to 40 per cent of the total notes
issued. In other countries, a minimum fixed amount of gold and foreign currencies is
required to be kept against note issue by the central bank. This system is operative in
India whereby the Reserve Bank of India is required to keep Rs 115 crores in gold and
Rs 85 crores in foreign securities. There is no limit to the issue of notes after keeping
this minimum amount of Rs 200 crores in gold and foreign securities. The monopoly
of issuing notes vested in the central bank ensures uniformity in the notes issued which
helps in facilitating exchange and trade within the country. It brings stability in the
monetary system and creates confidence among the public. The central bank can restrict
or expand the supply of cash according to the requirements of the economy. Thus it
provides elasticity to the monetary system. By having a monopoly of note issue, the
central bank also controls the banking system by being the ultimate source of cash. Last
but not the least, by entrusting the monopoly of note issue to the central bank, the
government is able to earn profits from printing notes whose cost is very low as
compared with their face value.
● Banker, Agent and Adviser to the Government:
The central bank acts as the banker to the government, both central and state
governments. As banker to the government, the central bank keeps the deposits of the
central and state governments and makes payments on behalf of governments. It
transacts all banking business of the government like receipt and payment of money,
carrying out of its exchange, remittance and other banking operations. It keeps the stock
of gold of the government. Thus it is the custodian of government money and wealth.
As an agent to the government, the central bank collects taxes on behalf of the
government, undertakes management of government borrowings, and represents the
government in international forum.
As a fiscal agent, the central bank makes short-term loans to the government for a
period not exceeding 90 days. It floats loans, pays interest on them, and finally repays
them on behalf of the government. Thus it manages the entire public debt. In its
capacity as an adviser to the government, the central bank advises the government on
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economic, monetary and financial matters such as devaluation, public debt
management, trade policy, and foreign exchange policy and so on.
● Bankers’ Bank:
As bankers’ bank the central bank acts as the custodian of cash reserves, lender of the
last resort, and the clearing agent of commercial banks. Every commercial bank has to
keep a certain percentage of their cash deposits with the Central Bank. When a
commercial bank finds itself in financial trouble it can approach the central bank for
financial resources and the central bank offers support under specific terms and
conditions. Since commercial banks typically approach the central bank only when all
options are exhausted, it is known as the lender of last resort. The central bank also acts
as a clearing house for the commercial banks. It settles the claims of banks on each
other with the minimum use of cash. Thus the central bank acts as the custodian of the
cash reserves of commercial banks and helps in facilitating their transactions. There are
many advantages of keeping the cash reserves of the commercial banks with the central
bank, according to De Kock. In the first place, the centralisation of cash reserves in the
central bank is a source of great strength to the banking system of a country. Secondly,
centralised cash reserves can serve as the basis of a large and more elastic credit
structure than if the same amount were scattered among the individual banks. Thirdly,
centralised cash reserves can be utilised fully and most effectively during periods of
seasonal strains and in financial crises or emergencies. Fourthly, by varying these cash
reserves the central bank can control the credit creation by commercial banks. Lastly,
the central bank can provide additional funds on a temporary and short term basis to
commercial banks to overcome their financial difficulties.
● Custodian of Foreign Exchange Reserve:
The central bank keeps and manages the foreign exchange reserves of the country. It is
an official reservoir of gold and foreign currencies. It sells gold at fixed prices to the
monetary authorities of other countries. It also buys and sells foreign currencies at
international prices. Further, it fixes the exchange rates of the domestic currency in
terms of foreign currencies. It holds these rates within narrow limits in keeping with its
obligations as a member of the International Monetary Fund and tries to bring stability
in foreign exchange rates. Further, it manages exchange control operations by
supplying foreign currency to importers and persons visiting foreign countries on
business, studies, etc. in keeping with the rules laid down by the government. Thus as
the custodian of foreign exchange reserves, the central bank takes the necessary step to
maintain exchange rate stability and to overcome Balance of Payment (BOP)
difficulties.
● Controller of Money Supply and Credit:
The most important functions of a central bank is to control the total supply of money
and credit in the best interest of the national economy. The central bank has to meet the
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diverse claim on itself and the banking system for credit in such a manner that promotes
maximum output and employment with price stability, exchange rate stability, and a
high rate of growth. For this purpose, it adopts quantitative methods and qualitative
methods. Quantitative methods aim at controlling the cost and quantity of credit by
adopting bank rate policy, open market operations, and by variations in reserve ratios
of commercial banks. Qualitative methods control the use and direction of credit. These
involve selective credit controls and direct action. By adopting such methods, the
central bank tries to influence and control credit creation by commercial banks in order
to stabilise economic activity in the country.
● Developmental Role:
In addition to its traditional role, a central bank also performs certain developmental
and promotional roles in a developing country. This includes the development of
financial infrastructure, monetization of the economy, Sectorial development, and
distributive justice and so on. Accordingly, the central banks possess some additional
powers of supervision and control over the commercial banks. They are the issuing of
licenses, the regulation of branch expansion, to see that every bank maintains the
minimum paid up capital and reserves as provided by law, inspecting or auditing the
accounts of banks; to approve the appointment of chairman and directors of such banks
in accordance with the rules and qualifications, to control and recommend merger of
weak banks in order to avoid their failures and to protect the interest of depositors, to
recommend nationalisation of certain banks to the government in public interest, to
publish periodical reports relating to different aspects of monetary and economic
policies for the benefit of banks and the public; and to engage in research and train
banking personnel and so on.
● Miscellaneous Functions:
The central bank of a country also performs miscellaneous functions such as follows:
● It collects and publishes statistical data providing information about the current
status of the economy.
● It conducts surveys; seminars etc. and publishes periodic reports on money
matters.
● It extends training facilities to the staff working in the various banking
institutions.
8.7

MONETARY POLICY

Monetary policy refers to the policy measures undertaken by the Central Bank of a
country for influencing the volume of money, the level of rate of interest and the use
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of money and credit. It basically involves the deliberate manipulation of various
monetary instruments like bank rate, open market operations, variable reserve
requirements and qualitative credit controls etc. so as to realize the basic objectives of
economic policy. A.J. Shapiro defines monetary policy as “the exercise of central
bank’s control over the money supply as an instrument for achieving the objectives of
monetary policy”. According to H. G. Johnson, Monetary Policy is a “policy employing
the central bank’s control of the supply of money as an instrument for receiving the
objectives of general economic policy”. Thus monetary policy involves the
management of money supply for the implementation of general economic policy of
the government for achieving predetermined objectives.

8.7.1 Objectives of Monetary Policy
The monetary policy has many basic objectives. But all the objectives may not always
be consistent to the changing circumstances and requirements of an economy. Again,
some objectives clash with one another. The various objectives of monetary policy can
be stated as follows:
● Price Stability: One of the important objectives of monetary policy is to stabilize
the general price level. Price stability does not indicate that each and every price
should be kept fixed; rather it means that the general price level or the average
prices should not be allowed to fluctuate beyond a certain maximum limit. A policy
of price stability helps in keeping the value of money stable, eliminates cyclical
fluctuations, helps in maintaining economic stability, helps in reducing the gap
between the rich and the poor, secures justice and promotes economic welfare. In
short, price stability ensures smooth functioning of the economy and creates
conditions for stable economic growth.
● Exchange Stability: Another important objective of monetary policy is exchange
stability. Under the gold standard, exchange rate stability was considered as the
traditional objective of monetary policy. Exchange rate stability is very essential
for the promotion of smooth international trade. Frequent changes in exchange rates
can make value of currency of a country unstable, encourage speculation in the
exchange markets, fluctuations in the internal price level and create adverse effect
on economic and political relationships among countries. The monetary policy of a
country ensuring balance of payment equilibrium can maintain stability in the
exchange rates.
● Neutrality of Money: Neutrality of money is another basic objective of monetary
policy. Many economists like Robertson, Wicksteed, and Hayek etc. viewed that
neutrality of money is the main objective of monetary policy. Neutrality of money
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suggests that any changes in the supply of money should not affect the total volume
of output and total volume of transactions of goods and services in the economy.
This objective of monetary policy indicates that money supply should be controlled
in such a way that money should be neutral in affecting the various activities of an
economy.
The supporters of neutral money believe that changes in the supply of money are
the root cause of all sorts of economic fluctuations and disturbances. The neutral
money policy believes that if money is kept as neutral and supply of the same is
consistent with the requirement of the economy, there will be no disturbances and
no fluctuations in the economy. But the critics viewed that money is not neutral in
practice. It plays a very active and dynamic role in the process of economic
transformation of an economy. Moreover, the concept of neutral money is vague.
On the one hand it is based on the policy of laissez faire and on the other it requires
the monetary authority to intervene to keep money neutral.
● Full Employment: Full employment of human and all other natural resources is
another important objective of monetary policy. J.M.Keynes advocated the role of
monetary policy in promoting full employment of natural as well as human
resources of an economy. He viewed that cheap money policy is very helpful for
achieving the goal of full employment of human and other natural resources of an
economy. The term full employment does not mean complete absence of
unemployment; some amount of seasonal and frictional unemployment is
compatible with the concept of full employment. To realize the objective of full
employment monetary policy is to be designed in such a way that the money supply
be expanded along with the reduced rate of interest which can raise the investment
demand and equates it with full employment savings. The monetary policy which
tries to raise the level of investment and finally to achieve the goal of full
employment by reducing the cost of borrowing, is commonly termed as cheap
money policy. In fact, the policy of full employment is very conducive for
achieving the target of maximum economic welfare as it tries to solve the problem
of unemployment and underemployment of economic resources. It also reduces the
possibility of inflationary and deflationary situations by maintaining saving
investment equality in the economy.
● Economic Growth: Now a day’s economic growth is regarded as the main
objective of monetary policy, especially for the underdeveloped countries. The term
economic growth refers to the increase in the real national income of a country over
a long period of time. In most of the countries of the world and more specifically
in the less developed countries, there is a presence of large volume of unutilised
and underutilised physical and human resources. The basic reason behind such
unused resources is the deficiency of required finances. In such circumstances the
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expansionary monetary policy can play a very significant role by providing
necessary monetary resources for proper use of unutilised resources. In this way,
an expansionary monetary policy can help in enhancing and accelerating the
process of economic growth.
● Balance of Payments Equilibrium: Another objective of monetary policy is to
achieve balance of payment equilibrium. A properly designed monetary policy can
play a very important role in bringing balance of payments equilibrium without
having any disturbances in the stable exchange rate. If a country runs with a deficit
in the balance of payments, it can adopt restrictive monetary policy. Restrictive
monetary policy reduces currency and credit which again brings down the price
level within the country. The trend of falling prices will encourage exports and
accordingly discourage imports. Increase in exports and decrease in imports is very
helpful for correcting the disequilibrium in the balance of payments position of the
country. Some critics argued that monetary policy can influence the import function
and foreigners demand for export to a very limited extent. Because, monetary
variables directed for this purpose can be none better than the expedients designed
for creating small improvements in balance of visible trade for a temporary period.
8.7.2 Instruments of Monetary Policy
There are four basic instruments of monetary policy through which the central bank of
a country tries to achieve various predetermined objective. Bank rate, open market
operations, variable reserve ratio and selective credit control are the instruments of
monetary policy and the central bank of a country usually try to control the supply of
money and credit with the help of these instruments.
● Bank Rate: The bank rate is the minimum lending rate of interest of the central
bank at which it rediscounts first class bills of exchange and government securities
that are held by the commercial banks. Through the instrument of bank rate, the
central bank can control the cost and availability of credit to the commercial banks.
When there are inflationary pressures in an economy, the central bank raises the
bank rate and as a result of which contractions of credit and prices take place in the
economy. Similarly, when prices are falling, the central bank reduces the bank rate
which encourages borrowing and helps in expansion of income, employment,
demand in the economy and the economy gets recovered from the deflationary
period.
● Open Market Operations: Open market operations means buying and selling of
securities by the central bank in the open market. It is the most popular instrument
of monetary policy. During the period of inflation, the central bank sells securities
and as a result, reserves as well as lending capacity of commercial banks are
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reduced. It helps in reducing the volume of investment and thus the rise in price is
controlled. During deflation, the central bank buys securities in the open market
which in turn enhances the reserves of commercial banks creating increased
availability of credit, investment, income, demand and cures the deflationary
pressures in the economy.
● Variable Reserve Ratio: Every bank has to keep a certain percentage of its total
deposits with the central bank in the form of reserve funds. These reserve funds of
commercial banks tend to vary depending upon the changes in the price level in the
economy. When prices are moving in the upward direction, the central bank raises
the reserve ratio so as to reduce the lending capacity of the commercial banks. This
trend reduces the volume of investment, output, employment, income and
ultimately the prices of goods and services. Contrary to this, when prices fall, the
reserve ratio is lowered and as a result the lending capacity of the commercial banks
as well as the general level of economic activities tends to increase and prices start
rising.
● Selective Credit Control: The above mentioned three instruments of monetary
policy are only capable of controlling the total quantity of money and credit in the
economy. Selective credit controls are specific types of monetary policy instrument
used by the central bank mainly to control undesirable credit and direct flow of
credit to desirable sectors in the economy. The main types of selective credit control
measures used are:
Marginal Requirements: This is mainly used to control the speculative activities
and hoarding during the inflationary period of an economy. When credit is
advanced against any securities, the difference between the market value of it and
its maximum loan value is known as marginal requirement. This implies that if the
marginal requirement of a security is 20% and its market price is Rs 100, then the
maximum loan possible against that security is Rs. 80. When in an economy prices
of various goods and services start rising, the central bank raises the margin
requirement specifically on the loans required for various speculative activities and
thus borrowers become eligible to get fewer amounts of loans against specified
securities. In this way, the level of speculative activities and the rising prices of
goods and services can be checked. On the other hand, during a recession, the
central bank reduces margin requirements on specific loans which encourages
investment, level of income and prices in the economy.
Regulation of Consumer Credit: This instrument of selective credit control is used
to regulate the purchase of consumer goods and household appliances. When loan
for consumer durables is advanced, a certain percentage of the market value of the
product is to be paid by the consumers in cash as down payment and the remaining
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amount is financed by bank credit which the consumer has to repay within a certain
time period. The central bank can regulate such credit for consumer durables by
changing the amount of down payment or the period of repayment. This method is
helpful at times of inflation to control the excessive demand for consumer durables.
Credit Rationing: Credit rationing is used to restrict credit for specific categories
of borrowers and for specific purposes in a more direct way. Through this
instrument, central bank fixes limit on aggregate portfolios of commercial banks. It
is also used to put limitations on the maximum amount of credit the central bank
provides to each applicant bank.
Moral Suasion: The central bank sometimes may request and persuade and use its
moral influence on the member commercial banks to cooperate and help the central
bank in implementing the general monetary policy successfully.
In addition to all these instruments, the central bank uses some other methods like
publicity and some direct action to selectively control the credit and the flow of money
supply in the economy. It is to be noted that no single instrument of monetary policy
can be regarded as fully effective to achieve the basic objectives of an economy. For
effective functioning of a monetary policy two or more of the instruments should be
adopted simultaneously.

8.7.3 Effects of Monetary Policy in Inflation and Recession
Traditionally attaining price stability was regarded as the main concern of monetary
policy of a country. However in recent years, the emphasis of monetary policy has
shifted to a great extent from price stability to economic growth. But even today
monetary policy has a great role to play in controlling inflation and deflationary
pressures arising in an economy.
● Effects of Monetary Policy During Inflation:
A monetary policy can be used as a key instrument for controlling inflationary pressure
of an economy. To control inflation the central bank implements restrictive monetary
policy which reduces aggregate demand for goods and services and the level of
investment in the business sector. For this purpose, the central bank starts to sell
government securities in the open market, enhances reserve requirements of member
banks, raises the bank rate and introduces selective credit control measures with a view
to reduce the volume of consumer as well as business credit. This helps the economy
to overcome the situation of heavy inflationary pressures.
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But critics point out that monetary policy is not properly effective for controlling
inflation due to the existence of non-bank financial intermediaries which have major
decisive role in the financial market and the supply of money in the economy. Also
there are time lags in the process of implementation of restrictive monetary policy.
● Effects of Monetary Policy During Recession:
Recession is characterised by the falling level of economic activities including
decreasing trend of consumer and investment demand. An expansionary monetary
policy adopted by the central bank expands the availability of credit and helps in
shifting the aggregate demand in the economy in an upward direction. The
expansionary monetary policy adopted by the central bank may be in the form of the
purchase of government bonds and securities in the open market by the central bank, a
reduction in the reserve requirements of the commercial banks, reduction in bank rate
or encouragement of specific credits through selective credit control measures. These
measures are conducive for easier availability of credit, reduction in the cost of credit
and leads to overall expansion in economic activities.
It is generally believed that monetary policy is more effective in controlling inflation;
its role in deflationary situation is relatively limited. The reason behind such opinion
was the Great Depression of the 1930s and the publication of J.M. Keynes’ book The
General Theory of Employment, Interest and Money. When too much pessimism affect
businessmen following severe depression in the economy, the central bank’s policy to
revive the economy through expansion of credit and stimulating investment becomes
ineffective. At the same time, it fails to enhance consumer demand as well because
consumers suffered with widespread unemployment and reduced income do not come
forward to buy consumer goods through bank loans. However the view of monetarists
does not support this and they view that monetary policy is equally effective in
deflationary situation just as inflation.
8.8

LET US SUM UP

Business cycle is one of the complex phenomena a capitalist economy faces. Business
cycles consist of four phases’ viz., expansion (also called upswing or prosperity); peak
(also called turning point/boom); contraction (also called downswing, recession or
depression) and trough (also called lower turning point). Inflation can arise from either
the demand side or the supply side. The former would include factors like increase in
government expenditure, lowering of tax rates and increase in supply of money. Both
inflation and deflation are evils. Both inflation and deflation adversely affect the
economy and hence the society. A comparative analysis of the two, however, shows
that deflation is more undesirable than inflation.
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8.9

KEYWORDS

● Recession: A period of temporary economic decline during which trade and
industrial activity are reduced, generally identified by a fall in GDP in two
successive quarters.
● Business Cycle: The business cycle, also known as the economic cycle or trade
cycle, is the downward and upward movement of gross domestic product (GDP)
around its long-term growth trend. The length of a business cycle is the period of
time containing a single boom and contraction in sequence.
● Fiscal Measures: Fiscal policy, measures employed by governments to stabilize
the economy, specifically by manipulating the levels and allocations of taxes and
government expenditures. Fiscal measures are frequently used in tandem with
monetary policy to achieve certain goals.
● Public Borrowings: Public borrowing is the total amount of money that has been
borrowed by the government. The other terms used to refer to public borrowing are
government debt, national debt or public debt. The government issues bonds and
securities for borrowing money.
● Foreign Exchanges: An institution or system for dealing in the currencies of other
countries.
● Balance of Payment : The Balance of Payments or BoP is a statement or record of
all monetary and economic transactions made between a country and the rest of the
world within a defined period (every quarter or year)
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8.11

TERMINAL QUESTIONS

Q1:

Mention the broad areas where in the central bank of a country can contribute
in its developmental role
What are the various causes of Inflation?
Discuss the objectives of monetary policy and also state its effects on inflation
and deflation.
Explain the causes and effects of deflation in an economy
What do you think the role of the government in regulating the unemployment
situation in this country?

Q2:
Q3:
Q4:
Q5:
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