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USSP e A s MirPakistani U5 0§ 6012
Assignment 3

Q.1 Define national income. Explain the expenditure method of
measuring national income.

Answer:

Definition of National Income

National income is the total monetary value of all final goods and services produced by a
country’s residents during a given period (usually one year). It can be measured at factor cost or
market prices.

Common concepts:

GDP (Gross Domestic Product) — production within geographical boundary.

GNP (Gross National Product) — production by nationals, regardless of location.
NNP (Net National Product) = GNP — Depreciation.

National Income (NI) = NNP — Indirect taxes + Subsidies (or NNP at factor cost).

Expenditure Method of Measuring National Income

This method sums up all final expenditures made in the economy. It is based on the identity:
GDP=C+I+G+ (X - M)

Where:

* C = Consumption expenditure (households on durable & non-durable goods, services)

-

I = Investment expenditure (business fixed investment, residential construction, change in

inventories)

L

G = Government expenditure (on goods and services, excluding transfer payments)

L

X = Exports of goods and services

L

M = Imports of goods and services ( X — M = net exports )
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Steps in expenditure method:

1. Identify institutional sectors: households, firms, government, foreign sector.
2. Collect data on all final expenditures. Avoid double counting (only final goods, not intermediate).
3. Sum consumption (C) - from household surveys, retail sales.

4. Sum investment (I) - gross fixed capital formation + inventory changes. Data from business

surveys.
5. Sum government spending (G) - from government budgets (defence, education, infrastructure).
6. Add net exports (X — M) - from trade statistics.

7. Sum to get GDP at market prices.

8. Adjust to get national income (NI = GDP at market prices — depreciation - indirect taxes +

subsidies).
Precautions:

* Only final goods (to avoid double counting).
* Exclude second-hand sales (only current production).
» Exclude purely financial transactions (stock, bonds, transfer payments).

* Include imputed values (owner-occupied rent).
Advantages:

= Useful for analysing demand components (C, |, G, NX).

« Data often available (national accounts, surveys).

Example (simple numbers):
C =500, 1=150, G = 200, X =100, M = 80 — GDP = 500+150+200+20 = 870 crores.
If depreciation = 50, indirect taxes = 40, subsidies = 10 — NI = 870 - 50 - 40 + 10 = 790 crores.

Q.2 What is meant by the equilibrium level of national income?
Explain the concept of average and marginal propensity to
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consume with the help of a hypothetical consumption table. Also
discuss the factors which determine the consumption behaviour.

Answer:

Equilibrium Level of National Income

In Keynesian economics, equilibrium national income occurs when planned (desired) aggregate
expenditure equals actual output. That is:

Y=C+I+G+(X—-M)
In a simple two-sector model (households + firms, no government, no foreign trade):
Y=-C+1

Equilibrium can be reached via adjustment of output (inventories). If ¥ < C' + I, firms see falling

inventories — increase output — Y rises. If Y = ' + I, inventories rise — cut output — Y falls.

Diagram: 45° line (Y = AE) and AE curve (C+l). Equilibrium at intersection.

Average and Marginal Propensity to Consume

= Average Propensity to Consume (APC) = ;— (fraction of income spent on consumption).

» Marginal Propensity to Consume (MPC) = j—; (change in consumption due to change in
income). ) <« MPC < 1.

Hypothetical consumption table:

Assume consumption function C' = 50 + 0.8Y (autonomous consumption = 50, MPC = 0.8).

Income (Y) Consumption (C) APC = C/Y MPC (AC/AY)
0 50 - -

100 130 1.30 0.80
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Income (Y) Consumption (C) APC = C/Y MPC (AC/AY)

200 210 1.05 0.80
300 290 0.967 0.80
400 370 0.925 0.80
500 450 0.90 0.80

Observation: APC falls as income rises (because autonomous consumption becomes smaller
proportion). MPC is constant (if linear consumption function) but can also be decreasing in more
realistic models.

Factors Determining Consumption Behaviour (Keynesian)

Current disposable income (primary factor — positive relationship).
Wealth (houses, shares, savings) — higher wealth — higher consumption.
Expectations about future income, prices, employment.

Interest rate — higher interest encourages saving (substitution effect) but also may reduce current
consumption via higher debt service (income effect). Net effect ambiguous.

Credit availability — easier credit — higher consumption.

Demographics (age structure, family size) — younger and older populations have different
consumption patterns.

Distribution of income — lower income groups have higher MPC — redistribution may increase
aggregate consumption.

Taxation — higher taxes reduce disposable income — lower C.

Social security / pension systems — reduce need for precautionary saving — may raise MPC.

Q.3 What is money? Also, discuss the process of credit creation in
detail.

Answer:

Definition of Money
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Money is anything that is generally accepted as a medium of exchange, a unit of account, a store
of value, and a standard of deferred payment.

Functions:

Medium of exchange (solves double coincidence of wants)
Unit of account (common measure of value)

Store of value (holds purchasing power over time)
Standard of deferred payment (for loans, credit)

Measures of money supply (RBI definitions):

M1 = Currency + Demand deposits + Other deposits with RBI
M2 = M1 + Post office savings deposits

M3 = M1 + Time deposits with banks (broad money)

M4 = M3 + Total post office deposits

Process of Credit Creation by Commercial Banks

Credit creation is the ability of banks to create demand deposits (money) by lending a multiple of
their initial excess reserves, through the fractional reserve banking system.

Assumptions:

All transactions are through bank accounts (no cash leakage).
Banks keep a fixed reserve ratio (RRR) = 10% (say).

There is no excess reserve drain.

Public does not hold cash.

Step-by-step process:

. Initial deposit: A person deposits 1000 in Bank A.

Bank A’s liabilities: +31000 deposit. Assets: +X1000 cash (reserves).

. Reserve requirement (r = 10%): Bank A must keep X100 as legal reserve. The excess = 3900.

. Bank A lends %900 to a borrower. The loan is credited to borrower’s account (or cheque issued).
Borrower spends it, say to buy goods from seller X.

. Payment to seller X: Seller X deposits Y900 in Bank B.

Bank B’s reserves increase by 3900. Required reserve = 390. Excess = %810.

. Bank B lends X810 — deposited in Bank C = and so on.

Total deposit creation (infinite geometric series):
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1
Total deposits = Initial deposit = —

r

r

1
Total credit created = Initial deposit = (— — 1)

With r = 0.10, initial deposit 1000:
Total deposits = 1000 x (1/0.10) = $10,000.
Total loans = 10,000 - 1,000 = ¥9,000.

Table illustration (r = 10%, initial deposit = $1000):

Bank New deposit (%) Required reserve (10%)
A 1000.00 100.00

E 800.00 90.00

C 810.00 81.00

D 729.00 72.80

Total 10,000.00 1,000.00

Limitations on credit creation:

Cash drain (public holds cash) reduces multiplier.
Banks may voluntarily hold excess reserves.
Central bank’s policies (CRR, SLR, repo rate).
Lack of creditworthy borrowers.

Seasonal variations in deposits.

Government restrictions.

Excess reserve ()

800.00

810.00

729.00

B558.10

Loan created ()

800.00

810.00

729.00

658.10

8,000.00

Conclusion: Credit creation is a powerful function of commercial banks that expands the money

supply, subject to the reserve ratio and other constraints.
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Q.4 Define bank. Also, discuss in detail the different functions of a
central bank.

Answer:

Definition of Bank
A bank is a financial institution which:

Accepts deposits from the public,
Lends money to borrowers,
Provides payment and other financial services.

Types: Commercial banks, central bank, development banks, co-operative banks.

Functions of a Central Bank

The central bank (RBI in India, Federal Reserve in US) is the apex monetary authority. Its functions
are classified into traditional and developmental.

A. Traditional (Primary) Functions

1. Monopoly of Note Issue

Sole authority to issue currency notes (except coins, minted by government).
Ensures uniformity, public confidence, and elastic currency.

2. Banker to the Government

Maintains accounts of central and state governments.
Makes payments, collects taxes, manages public debt.
Advises government on financial and economic policies.

3. Banker's Bank (Lender of Last Resort)

Holds a portion of commercial banks’ reserves (CRR, SLR).
Provides emergency loans to solvent banks facing liquidity crisis.
Acts as a clearinghouse for inter-bank settlements.
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4. Controller of Credit (Monetary Policy)

Uses quantitative and qualitative tools to regulate money supply and credit:

Quantitative methods Qualitative methods
Bank Rate / Repo Rate Margin requirements
Cash Reserve Ratio (CRR) Moral suasion
Statutory Liquidity Ratio (SLR) Selective credit controls
Open Market Operations (OMO) Direct action

Reverse Repo Rate
Monetary policy objectives: Price stability, economic growth, exchange rate stability.

5. Custodian and Manager of Foreign Exchange

Maintains foreign exchange reserves.
Administers exchange control regulations.
Determines exchange rate policy (managed float, etc.).

B. Developmental and Promotional Functions (in developing countries)

Financial inclusion — promoting banking in rural areas.
Development of financial institutions (NABARD, SIDBI).
Agricultural credit - refinance to rural banks.

Export promotion — special credit facilities.

Collection and publication of economic data.

C. Supervisory Functions

Licensing of banks.

Inspection of banks (on-site, off-site).

Enforcing capital adequacy norms (Basel standards).

Protecting depositors through Deposit Insurance (up to %5 lakh in India).

Conclusion: The central bank is the "bank of issue, bank of bankers, and bank of the state.” Its
functions have evolved from pure note issue to active management of the entire financial system.
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Q.5 Differentiate between domestic and foreign trade. Also, write a

note on the merits and demerits of international trade.

Answer:

Difference between Domestic Trade and Foreign Trade

Basis
Geographical
scope
Currency

Legal system

Trade barriers

Mobility of factors

Transport costs
Risk

Documentation

Languages &
culture
Price

determination

Domestic Trade
Within national boundaries

Same currency

Uniform (same laws,
regulations)

No tariffs, quotas (within
common market)

Labour and capital move freely
Lower

Lower (political, currency,
payment risks)

Simple invoice, bill of lading

Same language, similar culture

By domestic demand & supply

Foreign Trade

Across international boundaries

Multiple currencies, exchange rates

Different legal systems, trade treaties

Tariffs, quotas, non-tariff barriers

Restricted mobility (immigration laws, capital
controls)

Higher (longer distances, customs)

Higher (exchange rate fluctuations, political
instability)

Complex: letter of credit, consular invoice,
certificate of origin

Different languages, customs, business
practices

By world demand & supply, influenced by

exchange rates

Merits of International Trade (Advantages)

Specialisation and comparative advantage — each country produces goods where it is most
efficient — higher world output.
Economies of scale — larger markets allow longer production runs, lower average costs.
Greater choice for consumers — access to foreign goods, better quality, variety.
Competition reduces monopoly power — domestic firms must improve efficiency.
Transfer of technology and knowledge - learning from advanced nations.
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Source of foreign exchange — exports bring in hard currency.

Employment generation — export industries create jobs.
Peace and cooperation — trade interdependence reduces likelihood of war.

Demerits of International Trade (Disadvantages)

Over-specialisation — may lead to structural unemployment if demand shifts.
Dependence on foreign countries — critical goods (food, defence) may be compromised.
Harms infant industries — unable to compete with established foreign firms.

Unequal distribution of gains — rich countries benefit more; poor may be exploited.
Cultural erosion — foreign goods, media displace local traditions.

Environmental damage — transport emissions, resource depletion.

Business cycles transmitted — a recession in one country spreads via trade.

Dumping — foreign firms may sell below cost to destroy local competition.

Conclusion: Despite demerits, international trade has been a powerful engine of growth for most
countries. The key is to manage trade through appropriate policies (tariffs for infant industries,
diversification, strategic reserves) while reaping the benefits of comparative advantage.
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