- [

0?1 ;D“uwuw

Unleash the topper in you

UPSC

CDS

Union Public Service Commission (UPSC)

Volume - 3

Indian Economy




INDEX

S No. Chapter Title Page
No.
1 Basic Concepts of Economy 1
2 Money and Money Supply 5
3 Inflation 10
4 | Banking in India 14
5 Monetary Policy 28
6 | Government Budgeting 33
7 Fiscal Policy and Taxation 36
8 | Financial Markets 45
9 | Balance of Payments 54
10 |Foreign Investment 62
11 | Poverty 66
12 | Agriculture In India 76
13 |Industry and Infrastructure 92
14 | Service Sector 106
15 |International Financial Institutions 112
16 | Miscellaneous Topics 121




1 Basic Concepts of Economy
CHAPTER

Economics is a social science concerned with the production, distribution and consumption of goods and
services.

Branches of Economics

v v v

Micro Economics Meso Economics Macro Economics
Deals with the Deals with Deals with the
behaviour of intermediate levels economy as a whole
individuals like of an. economy like like poverty,
households, firms, sectors as unemployment etc.
etc. infrastructure.

Types Of Economy

>

Capitalist Economy: Based on laissez faire with minimal government intervention. Private
enterprises decide production, pricing, and supply based on market demand, and prices are
determined by supply and demand forces.

Socialist Economy: The government controls output and pricing, focusing on distributing goods
based on need rather than affordability. Essential services like health care are provided free to
citizens.

Mixed Economy: Combines elements of both capitalism and socialism. The government intervenes
to achieve social goals, redistributes wealth through taxes, and promotes social objectives alongside
private sector activity.

Open Economy: Engages in economic relations with the rest of the world. The demand for domestic
goods includes domestic consumption, investment, government spending, and exports minus imports.
Exports provide an additional demand for domestic goods and services.

Closed Economy: Has no economic interactions with other countries. In a closed economy, saving,
investment, GDP, and GNP are equal, while in an open economy, these may differ due to international trade.

Schools of Economic Thought

>

>

Classical View: Believes in free markets as the most efficient way to allocate resources and
advocates for limited government involvement, acting only as a fair and strict referee.

Keynesian View: Argues that markets alone cannot efficiently allocate resources and it supports
active government intervention to reallocate resources and stabilize the economy.

Structural Composition of an Economy

>

>

Primary Sector: Refers to industries involved in the extraction of natural resources or the production
of raw materials. Examples include fishing, farming, mining and more.

Secondary Sector: Encompasses industries involved in the manufacturing of usable or finished
goods. Examples include heavy industries such as steel, automotive and light industries such as food
and cosmetics.
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Tertiary Sector: Refers to industries that offer services to businesses or end consumers. Examples
include healthcare, insurance and more.

Quaternary Sector: Involves industries focused on the creation and dissemination of knowledge.
Examples include research and development, education etc.

Quinary sector: Involves the highest levels of decision-making in an economy. Examples include
NITI Aayog members, scientists.

Sectors of Economy

>

>

Formal Sector: This sector consists of businesses that are officially registered with the government
and are governed by various regulations, such as the Companies Act, Factories Act and Labour laws
etc.

Informal Sector: This sector consists of businesses that operate without legal regulation or the
maintenance of regular financial records. Examples include landless laborers, farmers and vendors.

The Real sector of an economy drives economic output and GDP growth, encompassing activities like
farming or textile production, which directly contribute to the economy's productivity and meet
aggregate demand. It is essential for economic sustainability. In contrast, the Financial sector includes
institutions providing financial services such as banks, insurance companies and investment firms,
which generate revenue through loans and mortgages.

Goods

>

Goods are products or services that satisfy people's needs and wants. They can be physical items,
services, or a mix of both, and anything that offers value to consumers is considered a good.

Types of Goods in an Economy:

>

VVVYVYYVYY A\

A\

Intermediate goods: Products used by producers as inputs in the production process. Example:
Rubber for tyres.

Final goods: Items intended for final consumption, without further transformation or production.
Example: Bicycle.

Consumer goods: Goods purchased by consumers for personal use. Example: Sugar.

Capital goods: Durable items utilized in the production process, such as machinery and tools.
Luxury goods: Products for which demand increases with higher income levels. Example: Gold.
Complementary goods: Goods that are used together. Example: Bread and butter, pen and refill.
Substitute goods: Products that serve as alternatives to each other. Example: Tea and coffee.
Veblen (Snob) goods: Goods for which demand increases as their price rises, often because people
perceive them as better. Example: A rolex watch, private jets.

Giffen goods: Goods where demand increases as prices rise, often considered inferior goods.
Example: Bajra.

Public goods: Goods that are non-rivalrous (one person’s consumption doesn’t reduce availability
for others) and non-excludable. When the government provides a commodity for free, the opportunity
cost shifts from the consumers to taxpayers. This means that while individuals receive the good at no
cost, the expense is covered by the general population through taxes. Example: Parks, defense.
Private goods: Goods that are both rivalrous (one person’s consumption limits others’) and
excludable (can be restricted to specific users). Example: Club membership, houses.

Merit goods: Goods with positive externalities, such as education or healthcare.

Demerit goods: Goods with negative externalities. Example: liquor, cigarettes.
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Stock and Flows

» Stocks refer to assets or goods that are present at a particular moment in time, while flows represent
the quantities occurring over a specified period.

» Capital goods, like machinery, are considered stocks, whereas the changes in capital goods over
time are classified as flows.

Law of Demand

» The Law of Demand states that, assuming all other factors are
unchanged, when the price of a good or service increases, the
quantity demanded by consumers decreases, and vice versa.

» For example, if smartphone prices fall, consumers are more D
likely to buy more. This inverse relationship between price and @J))c?
demand is a key principle in economics. However, this law &

applies only to normal goods.
1. Demand Curve

v' A price change usually leads to an inverse change in
quantity demanded, with the demand curve sloping
downward.

v In some cases, a price decrease can reduce demand, and a price increase can boost it, causing the
curve to slope upward.

v The Speculative Effect can also reverse this trend, as consumers anticipate future price hikes.

v’ Factors such as changes in income, prices of related goods and preferences can shift the demand
curve.

v An increase in these factors shifts the curve rightward, while a decrease shifts it leftward.

2. Elasticity of Demand
v It measures how responsive the quantity demanded of a good or service is to price changes. It
reveals how sensitive consumers are to variations in price.
3. Types of Elasticity of Demand
Perfectly Elastic: Infinite change in quantity for a small price change.
Perfectly Inelastic: No change in quantity regardless of price changes.
Relatively Elastic: Large change in quantity for a small price change.
Unitary Elastic: Proportional change in quantity and price.
Relatively Inelastic: Small change in quantity for a large a
price change.

Price

.
>

Quantity

ANANANAYS

Law of Supply

» The Law of Supply states that as prices rise, the quantity
supplied increases, and as prices fall, the quantity supplied
decreases. &

» For instance, higher coffee prices encourage farmers to grow /

Price

)

more, while lower prices reduce production. This reflects the
direct relationship between price and supply. :
1. FElasticity of Supply Quantity
v' It measures how responsive the quantity supplied of a good or service is to price changes.
v" It helps understand how producers adjust their output in response to price fluctuations.
2. Types of Elasticity of Supply
v Relatively Elastic Supply: Quantity supplied changes more than proportionally to price.
v’ Unitary Elastic Supply: Quantity supplied changes proportionally to price.
v Relatively Inelastic Supply: Quantity supplied changes less than proportionally to price.

A J
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Income and Cross Elasticity

» Income Elasticity: Measures the response of quantity demanded or supplied to income changes.
» Cross Elasticity: Analyzes how the quantity demanded or supplied of one good responds to price
changes of another good.

Economies of Scale

» Economies of scale occur when a company becomes more efficient in production, leading to cost
advantages. Companies can lower product costs and increase production to achieve economies of
scale.

» Example: Large supermarket chains benefit from economies of scale due to greater cash flow and a
larger customer base. By purchasing groceries in bulk from suppliers, they reduce costs, enabling
them to sell at lower prices compared to independent grocers.

Economic Growth V/s Economic Development

Improvement in Standard of Living

A4

Economic Development

Economic Growth

—>| Increase in GDP numbers — Growth of Human capital indexes

—»| Increase in Consumption —» Improvement in quality of life

Progressive changes in Socio-

—»{ [ncrease in Government spending :
economic structure of the country

L»| Growth of economic variables | Growth of variables, Health, Education

Important Economists and Their Books

Economist/Author Book Title Key Concept / Contribution

Gunnar Myrdal Economic Theory and Under- | Circular cumulative causation; regional
developed Regions inequality

Albert O. Hirschman | The Strategy of Economic | Unbalanced growth strategy in
Development development economics

Nicholas Kaldor Strategic Factors in Economic | Importance of manufacturing and
Development increasing returns

Adam Smith The Wealth of Nations (1776) Classical economics; invisible hand,;

division of labor

Thomas R. Malthus

An Essay on the Principle of
Population (1798)

Population grows geometrically, food
supply arithmetically

Circular economy

» A circular economy is an economic model aimed at eliminating waste and continually reusing
resources, in contrast to the traditional linear model of "take-make-dispose".

VVVVY

Promotes recycling, reusing, and energy-efficient systems.
Reduces the need for primary resource extraction.
Promotes closed-loop systems to minimize waste.
Waste from one process can become input for another.
Encourages lean manufacturing and industrial symbiosis.
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CHAPTER

2 Money and Money Supply

The money and banking system comprises institutions like central and commercial banks that manage
currency, regulate interest rates, and provide loans.

It ensures economic stability, growth, and efficient resource allocation by facilitating the flow of
money and credit.

Money & Its Evolution

>

>

Money is defined as something widely accepted by society as a medium of exchange, serving as a
unit of account, store of value, and a means for debt repayment.

It emerged as a more efficient alternative to the barter system, where goods and services were
exchanged directly without a monetary intermediary.

The barter system faced challenges, such as the issue of "double coincidence of wants" (both parties
needing what the other offers) and the difficulty of storing goods without loss of value.

These problems led to the development of money as a common, easily transferable medium of
exchange.

Barter Paper Crypto

System Currency Currency

Functions of Money

v" Medium of Exchange: Money eliminates the double coincidence of wants, enabling smooth
economic transactions.

Unit of Account: It standardizes the value of goods and services, making price comparison easy.
Store of Value: Money preserves wealth, offering liquidity for spending and saving.

Standard of Deferred Payments: It enables future payments in transactions.

Means of Payment: Money settles debts, taxes and obligations.

AN NI NN

Legal tenders
» Currency notes and coins are also called legal tenders as they cannot be refused by any citizen of

» Cheques drawn on savings or current accounts, however, can be refused by anyone as a mode of

the country for settlement of any kind of trans-action.

payment. Hence, cheques are not legal tenders.

2.

Types of Money

v' Commodity Money: Money with intrinsic value, such as gold or silver which holds worth
independently of any government.

v' Paper Money: Currency notes issued by the government or central bank, representing a
monetary value.

v' Metallic Money: Money made from precious metals like gold and silver, valued for portability,
high density and convenience.
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Bank Money: Money held in demand deposits at commercial banks, accessible through cheques;
considered "near money."

Fiat Money: Government-issued money not backed by a physical commodity, deriving value
from the issuing authority's guarantee, like currency notes and coins in India.

Plastic Money: Physical cards, like debit, credit, or cash cards, used in place of cash transactions.
Helicopter Money: A policy involving printing and distributing money to stimulate the economy
through increased spending or tax cuts.

Bitcoins: Bitcoin, introduced in 2009, is a digital currency that allows instant payments without
the need for a central authority. It operates on an open-source protocol, and users can acquire
Bitcoin through mining, exchanges, or peer-to-peer transactions.

Non-Fungible Token (NFT): They are unique digital assets used to verify ownership of items
like art or real estate and cannot be subdivided or exchanged one-to-one due to differing values.
They are not banned but operate in grey zones.

Central Bank Digital Currency: A CBDC is a digital legal tender issued by a central bank,
backed by it for stability. Unlike cryptocurrencies, it's equivalent to fiat currency and
exchangeable one-to-one. The RBI Governor recently highlighted the innovative features of
India's e-rupee.

Digital Currency Cryptocurrency

Normally backed by Central Bank (The RBI | Not backed by the central bank
already introduced it in India)

Centralised Decentralised

Not as transparent as only the sender, receiver | Transparent due to distributed ledger system;
and the banking authorities will be aware of the | details regarding cryptocurrency transactions in
transactions public domain.

Demand & Supply of Money
1. Demand for Money:

v

v

Transaction Motive: This motive for holding money is to conduct deals when income and
expenditure timings differ. It is directly proportional to real GDP and price level.
Precautionary Motive: It refers to the desire of people to hold cash reserves for certain
unforeseen contingencies like sickness, accident etc. Higher the income of the individual, higher
will be the cash balance for precautionary motive.

Speculative Motive: Speculation involves anticipating future asset values; if people expect asset
prices to rise, they invest in them to make future profits, and if they expect prices to fall, they
convert holdings into money to avoid losses. It is inversely related to the market rate of interest.

A liquidity trap occurs when interest rates are |Rateof
extremely low, causing individuals to prefer holding
cash or cash equivalents due to uncertainty about the Liquidity Trap
economy's performance.

Interest

Demand for money is
perfectly elastic

Demand for Money
(Liquidity preference)
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Bond Market Dynamics and Speculative Money Flows:

v

v

v

An increase in money supply leads to higher bond purchases, raising bond prices and lowering
interest rates.

As interest rates fall, people expect future increases and anticipate capital loss, driving up
speculative demand for money.

Conversely, when interest rates are high, people expect a decrease and convert money into bonds,
reducing speculative demand for money.

The Link Between Bond Yields and Interest Rates

v" Bonds with fixed interest rates become more appealing when interest rates decrease, leading to
higher demand and market value.

v Conversely, when interest rates rise, bond prices fall to align with the yields of newly issued
bonds.

v" Bond yield is calculated by dividing the annual interest by the current price, so when bond prices
drop, yields increase, and when prices rise, yields decrease.

Supply of Money:

v' Money Supply refers to the total stock of money in circulation among the public at a given time,
excluding money held by the government, RBI (in the form of CRR), and commercial banks (in
the form of SLR).

v’ It includes currency notes and coins, demand deposits (e.g., savings accounts), time deposits
(e.g., fixed deposits), money in post office savings accounts, and inter-bank deposits (excluding
CRR).

v" Measures of Money Supply:

*  Money supply measures are tools used to measure the money supply in an economy, with
the Reserve Bank of India (RBI) using several aggregates:
& MO (Reserve Money) includes currency in circulation, bankers' deposits with the RBI
and other deposits with the RBI.
< M1 (Narrow Money) is the sum of currency held with the public and net demand
deposits held by commercial banks.
& M2 includes M1 plus savings deposits with Post Office Savings Banks.
< M3 (Broad Money) is M1 plus net time deposits with the banking system.
& M4 is M3 plus total deposits with Post Office Savings Organizations (excluding National
Savings Certificates).
Measures of Money Supply
Most Liquid M1 M2
(Narrow Money) | 1. Currency Notes M1
2. Coins "
3. Demand Deposits with Bank
(savings, current) Post Office
Savings Deposits
Less Liquid M3 M4
(Broad Money) M2 M3
+ +
Time deposits (up to 1 year) with banks Time deposits (over 1 year) with
+ Call/term borrowings by banks banks + Deposits
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v' In India, MO, M1, and M3 are most commonly used. The RBI also tracks new monetary
aggregates like NM0, NM1, NM2 and NM3, which focus on the banking sector's balance sheet
and liquidity like:
= NMO is the sum of currency in circulation, bankers' deposits with the RBI, and other deposits
with the RBI, which primarily include deposits from quasi-government institutions, foreign
central banks and international agencies like the IMF.

= NMI1 (Narrow Money) includes currency with the public, current deposits with banks, the
demand liabilities portion of savings deposits, and other deposits with the RBI. It represents
currency and non-interest-bearing deposits in the banking sector.

= NM2 is NM1 plus short-term time deposits having maturity of up to one year.

= NMS3 (Broad Money) includes NM2, long-term time deposits and call/term funding from
financial institutions, capturing the complete balance sheet of the banking sector.

v" The Working Group also suggested the creation of three Liquidity Aggregates- L1, 1.2, and L.3
- alongside the New Monetary Aggregates.
= L1 is the sum of NM3 and all deposits with Post Office Savings Banks (excluding National

Savings Certificates).
» L2 includes L1, term deposits, term borrowing and certificates of deposit from financial
institutions (FIs).
* L3 is the sum of L2 and public deposits from non-banking financial companies (NBFCs).
5. Determinants of Money Supply:

v' Money supply is determined by several factors in the economy as:

= Central Bank Policy:
& Open Market Operations: Buying or selling government securities to manage the money
supply.
& Reserve Requirements: The percentage of deposits banks must hold in reserve, affecting
lending capacity.
= Commercial Bank Actions:
& Lending Practices: Banks influence money supply by deciding how much to lend to
individuals and businesses.
* Public Preferences:
% Holding Money: The public's preference for holding cash or depositing it in interest-
bearing accounts affects the money supply.
= Economic Activity:
& Velocity of Money: The rate at which money circulates in the economy impacts its effect
on economic activity.
* Government Influence:
& Government Spending: Fiscal policies and government expenditure, especially if
financed by borrowing, can affect the money supply.
* Financial Innovation:
& New Financial Products: Introduction of new financial instruments can change the size
and composition of the money supply.
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= Effects of Money Supply on the Economy:
& Increase in money supply lowers interest rates.
& More money in consumers' hands leads to higher spending.
# Increased spending drives businesses to order more raw materials and boost production.
<« Higher business activity increases demand for labor.
& A decline in money supply has the opposite effect.
& Changes in money supply impact price levels and inflation.
& Significant effects are also observed on inflation and interest rates.
= Money Multiplier
& It refers to the amount of broad money banks create with each rupee of reserves or base
money they hold. Reserves are the deposits banks must keep with the RBI and not lend
out.
& It is calculated as Money Multiplier = 1/r (where 1 is the reserve ratio) or as the ratio of
M3 to MO (M3/MO).
Money is crucial for economic transactions and the effective management of the money supply,
influenced by central banks and public preferences, is essential for controlling inflation, interest rates,
and promoting economic growth.
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3 Inflation
CHAPTER

» Inflation is the persistent rise in the price level of goods and services, reducing purchasing power as

money's value declines.

» In India, the Ministry of Statistics and Programme Implementation measures inflation by tracking

changes in the prices of a basket of goods and services.

» Typically seen as negative, inflation can harm consumers' purchasing power and destabilize the

economy.

Types of Inflation

Types of Inflation

v ! v v
On the basis of On the basis of On the basis of Oth £
magnitude of rise causes of time of 1er [ypes 0
in prices inflation occurrence inflation

1. Creeping inflation | | 1. Demand-pull 1. War-time inflation | |1. Structural inflation
2. Walking or inflation 2. Post-war inflation | [2. Markup inflation

trotting inflation 2. Cost-push inflation| |3. Peace-time 3. Open inflation
3. Running inflation | | 3. Sectoral inflation inflation 4. Suppressed
4. Hyperinflation 4. Development inflation

inflation

1. Based on Magnitude:

v' Creeping Inflation: It refers to a slow but steady rise in prices, typically between 2% and 3%.
This manageable inflation is often seen as beneficial for economic growth, as it allows producers
and traders to make reasonable profits, encouraging further investment.

v Walking or Trotting Inflation: A Y4
moderate price increase between
3% and 10%, serving as a warning
. . 200 D
sign that, if unchecked, could lead |, &
to higher inflation rates like |§ c/8
150 s
running or galloping inflation. = . &
v" Running inflation, or galloping “E 100 B §§
inflation: When prices rise by |2 : ¢
over 10% but under 50%, causing | £ A
) . C 50 «®
incomes to lag behind costs, g <
. . A
leading to reduced business Cree®
actlv.lty and a decline in investor 0 R =20 5 >
confidence. No. of years

v' Hyperinflation: An extreme form

of inflation where prices increase by more than 50% per month, often caused by an excessive
money supply. It devalues currency, making basic goods unaffordable. Notable cases include

Zimbabwe (2004-09) and Venezuela (2019).
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2. Based on causes of Inflation:

v

Demand-pull inflation: It occurs when demand for goods and services exceeds supply, driving
prices up. Causes include: expansionary government policies, fiscal stimulus, depreciation of the
currency and lower interest rates, all of which increase demand and create inflationary pressure.
Cost-push inflation: It occurs when production costs rise, leading to higher prices for
consumers. Causes include higher wages, rising raw material prices (e.g., oil), and supply chain
disruptions.

Built-in or wage-price inflation: It is a cycle where higher wages lead to increased production
costs, prompting businesses to raise prices. This price hike then drives workers to demand higher
wages, perpetuating the cycle. Collective bargaining by labour unions can exacerbate this
inflationary loop.

Monetary inflation: It occurs when an increase in the money supply boosts purchasing power,
leading to higher demand and prices. Central banks can contribute to this by printing more money
or adopting policies that expand the money supply.

Structural or bottleneck inflation: It occurs when deficiencies in the economy, such as
insufficient storage, distribution, or low productivity, cause supply shortages, driving up prices.
The government faces challenges in addressing this type of inflation due to its underlying
structural issues.

Imported Inflation: It happens when a country's currency depreciates, making imported goods
more expensive. This is particularly impactful for countries reliant on imports for raw materials
or finished products. Example: crude oil imports.

Measures of Inflation

» Inflation is measured using price indices that track changes in the average price level of a basket of
goods and services over time.

» In India, the Wholesale Price Index (WPI) and Consumer Price Index (CPI) are key indicators, while
the GDP Deflator is a common global measure of inflation.

1. Wholesale Price Index (WPI):

v' The Wholesale Price Index (WPI) tracks price changes in the wholesale market, excluding
services, and provides a broad view of inflation at the wholesale level.

v Published monthly by India's Office of Economic Adviser, under the Department for
Promotion of Industry and Internal Trade (DPIIT), Ministry of Commerce and Industry, its base
year is 2011-12.

v' Weightage of WPI

Commodities Weightage (%) | Components

Primary Articles 22.6 Food Articles: Cereals, Wheat, Vegetables,
Fruits, Milk, Meat and Fish.
Non-Food Articles: Oil Seeds, Minerals, Crude
Petroleum.

Fuel and Power 13.2 LPG, Petrol, High-Speed Diesel

Manufactured Products 64.2 Manufactured food products, vegetable and
animal oils, pharmaceuticals and other non-
metallic mineral products.
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2. Consumer Price Index (CPI):

3.

v’ It tracks changes in the average prices
of goods and services purchased by
consumers over time, reflecting

All India Consumer Price Index - Gorups

Miscellaneous

inflation or deflation. (28.8%) Food and
v" Base year of CPI is 2012. Beverages
v The Monetary Policy Committee | (45.9%)

(MPCQ) relies on CPI data to manage

inflation. In April 2014, the Reserve Housing .
Bank of India (RBI) adopted the CPI (10.1%) <&
, aDs. ;;s prlingl?ll 1nﬂ'at1i)n 1nd1clat011r.t N . Fuel and Pan, Tabacco and
ifferen variants are calculated in Light (6.8%) Intoxicants (2.4%)

India based on consumers' .
socioeconomic conditions as: Clothing and
= CPI for Industrial Workers Footwear (6.5%)
(CPI-IW): Measures price changes in the commodity basket of industrial workers. Compiled
monthly by the Labor Bureau with a base year of 2016. Used for wage adjustments in the
government and organized sectors.
= CPI for Urban Non-Manual Employees (CPI-UNME): Measures price changes for non-
manual employees (e.g., office workers). Discontinued now, it was compiled by the CSO.
= CPI for Rural Laborers and Agricultural Labourers: Tracks price changes for the basket
of goods consumed by rural labourers. Compiled monthly by the Labor Bureau with a base
year of 1986-87. Used to revise minimum wages for agricultural workers.
Producer Price Index (PPI)
v The Producer Price Index (PPI) tracks the average change in selling prices received by domestic
producers for their output.
v Unlike the WPI and CPI, which measure price changes from the buyer's perspective, PPI focuses
on price changes from the producer's perspective.

Measures to Control Inflation
1.

Monetary Measures:

v’ Inflation targeting: Formally adopted in 2016, is a statutory framework that aims to keep CPI
inflation at 4% +2%, with RBI using monetary policy tools (like repo rate) to meet this target.

v" The RBI reduces money supply by adjusting interest rates, which decreases demand and lowers prices.

v Insevere cases, Demonetization (invalidating specific currency denominations) is used to quickly
reduce money supply and demand. Example: The recent demonetization in 2016.

Fiscal Measures:

v Reduced government spending helps decrease demand, thus controlling prices.

v Increased direct taxes (e.g., Income Tax) lower disposable income, leading to reduced demand
and prices.

v" Decreased indirect taxes (e.g., Sales Tax, Excise Duty) directly lower the cost of goods and services.

v" A surplus budget (higher receipts than expenditures) reduces money supply, curbing demand and prices.

Administrative Measures:

v’ A rational wage policy controls production costs and, in turn, prices.

v’ Price controls (setting maximum price limits) can be implemented through the Administered
Price System or Subsidy Programs.

v" Rationing (limiting consumption) helps control demand and reduce prices.
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Some Important Concepts Related to Inflation

>

Skewflation: It refers to a prolonged price increase in a small group of goods or commodities, while
other prices stay stable. Unlike inflation, which affects all goods and services, skewflation impacts
only specific items.

Disinflation: A slowdown in the rate of inflation, meaning a reduction in the pace at which the
general price level of goods and services rises.

Inflationary Gap: An inflationary gap represents the difference between the current real GDP and
the GDP that would occur if the economy were functioning at full employment.

Deflationary Gap: It occurs when aggregate demand in the economy is below aggregate supply at
the full employment level.

Deflation: An economic condition marked by a prolonged decline in the general price level of goods
and services in an economy.

Cobweb Phenomenon: It is an economic theory that explains cyclical supply and demand
fluctuations in markets with production lags, such as agriculture. Producers base their decisions on
past prices, leading to cycles of surpluses and shortages. Due to the time lag between production
decisions and market availability, the market never reaches equilibrium, resulting in price and
quantity fluctuations that form a "cobweb" pattern.

Phillips Curve: This curve illustrates an inverse relationship between unemployment and inflation,
indicating that as unemployment decreases, inflation tends to rise, and vice versa.

Inflation Premium: It is the bonus brought about by inflation to the borrowers.

Base Effect: The base effect refers to how choosing a different reference point for comparison
between two data points can influence the outcome of that comparison like in case of inflation
measurement.

Purchasing Power Parity (PPP): It measures the amount of a country's currency needed to buy the
same goods and services that one US dollar would purchase in the US. It helps determine the
exchange rate between two currencies to reflect their relative buying power in their respective
countries. India ranks 3rd behind China and the US in terms of GDP based on PPP.

Headline Inflation: It represents the overall inflation in an economy, measured through the
Consumer Price Index (CPI). It includes price changes across a basket of goods, including
commodities like food and energy.

Core Inflation: It refers to the change in the costs of goods and services, excluding price fluctuations
in seasonal items like food and energy.

Refined Core Inflation: It is an inflation measure that excludes volatile food and fuel prices from
headline inflation. It was introduced in the Economic Survey of 2022.

Inflation Tax: This isn't a legal tax but a consequence of holding currency during high inflation. It
occurs when the government increases the money supply, reducing the value of existing money,
effectively taxing money holders. This hidden tax diminishes the value of assets due to inflation.

Inflation reflects the rise in prices, with moderate inflation indicating growth, while excessive inflation
or deflation harms the economy. Effective monetary and fiscal policies are crucial for stability, preserving
purchasing power and supporting long-term growth.
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CHAPTER

Banking in India

>

Banking in India plays a crucial role

in economic growth by facilitating
transactions, loans and investments.

(Central Bank & Monetary Authority)

Reserve Bank of India

The system is diverse, comprising

commercial, cooperative and rural

banks, all regulated by the Reserve

[Scheduled Banks I

[Unscheduled Banks]

Bank of India (RBI).

Over time, the sector has expanded with the inclusion of private, foreign and digital banks, making

banking more accessible, especially in rural areas.

Difference Between Scheduled & Non-Scheduled Banks

Point of distinction Scheduled Banks Non-Scheduled Banks

Definition Banks listed in the second schedule | Banks not listed in the second schedule
of the RBI Act, 1934. of the RBI Act, 1934.

Factors Paid-up capital of 5 lakhs or | No fixed criteria.
more, affairs not detrimental to
depositors.

Regulatory Must keep CRR deposits with RBI, | Maintain ~ CRR  deposits  with

Requirements file periodic returns. themselves, no periodic return filing.

Entitlements Authorized to borrow from RBI, | Not authorized to borrow from RBI, not
join  clearinghouse, rediscount | eligible = for  clearinghouse  or
exchange bills. rediscounting.

Risk Financially stable, low risk to | Riskier for business.
depositors.

Examples Commercial Banks, Private and | Local Area Banks (LABs), some Urban
Public Sector Banks. Cooperative Banks (UCBs).

Composition of India’s Banking Sector

I Reserve Bank of India (RBI) I

I Industrial Development

Differentiated
Banks

Small Finance Banks
Payments Banks

Devel
evelopment Local Area Banks

I Infrastructure Development

|
v v v
Scheduled Cooperative Development
Banks Banks Banks
Public Banks Ruval
Private Banks & Urbal:i C H i Banks
Foreign Banks OOPE‘[’B ve ODpera Ive | i
Regiognal Rural Banks Banks g;g;l]fsultural
Banks | - EXIM Bank
| Bank
Short term Long Term

State cooperative banks
District cooperative banks

Primary agricultural
credit societies

State Cooperative
Agricultural and Rural
Development Banks

Primary Cooperative
Agricultural and Rural
Development Banks

L Sector Specific Banks
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1. Reserve Bank of India (RBI)

v

v

The Reserve Bank of India (RBI) was established on April 1, 1935, under the Reserve Bank of

India Act, 1934.

Initially located in Calcutta, its central office was permanently moved to Mumbai in 1937, where

the Governor resides and policies are created. Although it was privately owned at first, the RBI

became fully government-owned after its nationalization in 1949.

RBI is governed by a central board of directors, appointed by the Government of India according

to the RBI Act, with terms lasting four years.

Functions of RBI:

= Issuer of Bank Notes: The RBI has the exclusive authority to issue currency notes, except
for the 1 Rupee note and coins, which are issued by the Government of India.

= Banker to the Government: The RBI serves as the financial agent and advisor to both the
Central and State Governments. It manages government accounts, keeps deposits, provides
short-term loans without interest, buys and sells Government Securities, and offers monetary
advice.

» Bankers’ Bank: The RBI acts as the banker to all Scheduled Commercial Banks (SCBs). It
maintains their reserves in the form of Cash Reserve Ratio, provides financial assistance
against mortgaged securities, and rediscounts bills of exchange.

» Lender of the Last Resort: In times of financial crisis, the RBI provides financial assistance
to SCBs when they are unable to meet their financial obligations through regular channels.

* Custodian of Forex Reserves: The RBI maintains foreign exchange reserves to stabilize the
external value of the Indian rupee and promote international trade.

* Credit Control: Using monetary policy tools, the RBI regulates money supply to control
inflation or deflation and stabilize prices in the economy.

» Banking Regulator: Under the RBI Act (1934) and Banking Regulation Act (1949), the RBI
has the authority to regulate banks. This includes licensing banks, setting capital and reserve
requirements, and ensuring the overall health of the banking system.

* Promotional Functions: The RBI promotes the financial system by expanding the presence
of commercial banks, encouraging banking habits, fostering financial inclusion, educating
consumers.

= Supervisory Functions: RBI holds the authority to issue licenses for establishing new banks,
opening new branches, setting minimum reserve requirements, inspecting the operations of
commercial banks both in India and abroad, and providing guidance to commercial banks
within the country.

RBI Surplus: The RBI is not liable to pay income tax and transfers its surplus to the government

as per Section 47 of the RBI Act, 1934. Its total expenditure is much lower than net interest

income, leading to surplus generation. Following the Malegam Committee's 2013

recommendations and the revised Economic Capital Framework by the Bimal Jalan committee

in 2018-19, the RBI increased its surplus transfer to the government.

Minimum Reserve System of RBI: The RBI follows the Minimum Reserve System for issuing

currency notes. According to this system, the RBI must maintain a minimum reserve of gold and

foreign securities worth X200 crore, with at least *115 crore in gold. The RBI is permitted to
issue currency notes exceeding this minimum reserve based on economic demands and
requirements.
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v Incomes and Expenditures of the RBI:

Incomes and Expenditures of the RBI

I
| |

* Earnings from buying and selling forex. *  Costs associated with printing
* Income generated from Open Market

Operations » Staff salaries
» Earnings from the government securities o .

held by the RBL. * Commissions paid to banks
* Earnings from foreign currency assets for government transactions.

invested in bonds of foreign central banks. » Commissions for primary
* Returns from deposits with other central dealers underwriting

* Income from short-term loans to banks.
*+ Management commissions for handling

RBI's Incomes RBI's Expenditures

currency notes.

banks or the Bank for International

government borrowings.
Settlements (BIS).

borrowings of State and Central
Governments.

2. Commercial Banks

Commercial banks accept deposits and provide loans and credit facilities to individuals and businesses.
They also offer services like payments, investments, and foreign exchange.

Regulated by the central bank, they aim to generate profit while ensuring banking system stability.
Assets include loans, investments in securities and reserves held by the bank as a percentage of
total deposits. Liabilities consist of deposits from customers and bonds.

Subdivision of Commercial Banks:

Public sector banks:

SN

AN

Public sector banks are those where the government owns more than 50% of the total shares,
and it sets the financial guidelines for their operations.

These banks operate under government oversight to ensure depositors' trust and the safety of
their funds.

The largest public sector bank in India is the State Bank of India.

These banks focus on public welfare by offering customer-friendly schemes and charge
lower fees compared to private banks.

Prominent Public sector banks include, SBI, PNB, Canara Bank, Bank of India, UCO Bank etc.
The FSIB, a government body under the Department of Financial Services (DFS) in the
Ministry of Finance, is responsible for identifying and selecting talent for senior positions at
government-owned financial institutions. It replaced the Bank Board's Bureau (BBB), which
was deemed ineffective.

FSIB

» It’s a government body set up under the Department of Financial Services (DFS), Ministry of Finance.

» primary role of FSIB is to identify manpower capabilities and ensure proper selection of talent for
senior positions at financial institutions owned by the government

» FSIB would be headed by a chairman, a central government nominee.

» The board would comprise the Secretaries of the DFS, the chairman of IRDAI, and a deputy
governor of the RBI.

Domestic Systemically Important Banks (D-SIBs): They are Indian banks that are “too big to
fail” domestically — meaning their failure can severely affect the financial system and economy of
the country. They are identified and regulated by the RBI under Basel III guidelines. It
includes SBI, ICICI & HDFC.
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Private Sector banks:

They are financial institutions owned and managed by private individuals or corporations,
with the goal of generating profits for their shareholders.
Notable private sector banks in India include Axis Bank, Yes Bank.

Foreign Banks:

They are financial institutions headquartered outside of India but with branches or
subsidiaries operating within the country.

As part of global banking networks, they offer a wide array of financial services similar to
domestic banks.

These banks primarily serve multinational corporations, foreign businesses, high-net-worth
individuals and Indian customers.

Some prominent foreign banks operating in India include HSBC, CitiBank.

Regional Rural Banks:

They were established in 1975 based on the recommendations of the Narasimhan Committee
on Rural Credit.

This led to the enactment of the Regional Rural Banks Act in 1976.

They are regulated by the RBI and supervised by the National Bank for Agriculture and Rural
Development (NABARD).

The equity of RRBs is distributed as follows: 50% is owned by the central government, 35%
by sponsor banks and 15% by state governments.

They are managed by a Board of Directors, which includes one Chairman, three Directors
nominated by the Central Government, up to two Directors nominated by the State
Government, and up to three Directors nominated by the sponsor bank.

Overall, RRBs must allocate 75% of their total credit to priority sector lending.

The funds of RRBs come from owned funds, deposits, borrowings from NABARD, sponsor
banks and other sources such as SIDBI and the National Housing Bank.

Lead Bank Scheme (LBS):

» Introduced in 1969 on the recommendation of the Gadgil Committee to enhance financial inclusion
in rural and semi-urban areas by the RBI.

» Under this, a designated commercial bank (Lead Bank) is assigned to each district to coordinate
the efforts of all banks and government agencies in that area to expand banking services and credit
facilities.

» The Lead Bank is responsible for preparing the District Credit Plan, conducting State Level
Bankers’ Committee (SLBC) and District Consultative Committee (DCC).

3. Cooperative Banks

v

v

Cooperative banks are financial institutions founded on a cooperative basis to conduct regular

banking activities, such as accepting deposits and granting loans.

These banks are formed by community members who pool funds to offer loans to each other at
favourable terms.

They are regulated under the Cooperative Societies Act or the Multi-State Cooperative Societies
Act, 2002.

Cooperative banks are governed by the Banking Regulations Act, 1949 & the Banking Laws
(Cooperative Societies) Act, 1955.
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v Cooperative Banks are further subdivided into:

Urban Cooperative Banks: They function in urban and semi-urban regions, primarily
providing loans to small borrowers and businesses. They are further subdivided into
Scheduled and Non-Scheduled banks. UCBs are regulated by the State or Central Registrar
of Co-operative Societies (RCS/CRCS) and the RBI. However, in 2020, all UCBs, including
multi-state cooperatives, came under RBI's supervision. They can issue equity and preference
shares.

Rural Cooperative Banks: They cater to the financial needs of people in rural areas and are
divided into two categories based on lending duration namely as Short-Term Structures and
Long-Term Structures.

Short Term Structures
» State Cooperative Banks
v" Serve as the apex body for cooperative banks in each state.
v'Act as intermediaries between RBI/NABARD and District Cooperative Banks/PACS.
» District Cooperative Central Banks (DCCBs)
v Operate at the district level.
v" Receive loans from State Cooperative Banks and provide loans to PACS and individuals.
» Primary Agricultural Credit Societies (PACS)
v The smallest cooperative credit institution, operating at the village/Gram Panchayat level.
v Provide short-term loans (1 to 3 years) for agricultural purposes to members.

Long Term Structures

> State Cooperative Agricultural and Rural Development Banks (SCARDBs): They are
designed to offer long-term financial support for agricultural and rural development initiatives.

» Primary Cooperative Agricultural and Rural Development Banks (PCARDBs): They focus
on delivering financial services to rural communities, particularly targeting small farmers,
agricultural workers, and rural artisans.

4. Development Banks
v' Development banks in India are financial institutions that offer medium and long-term loans at
low interest rates to encourage investments in sectors with social benefits, including
infrastructure, agriculture, heavy industry, and mining.
v' Notable examples include the Industrial Finance Corporation of India (IFCI), NABARD, NHB,
SIDBI, MUDRA, and EXIM Bank.

Industrial Finance Corporation of India (IFCI): Established in 1948, IFCI provides
medium and long-term finance to various sectors, including manufacturing, services, and
infrastructure. It has helped set up mega projects like Mundra Port, Salasar Highways etc.
Industrial Development Bank of India (IDBI): Originally set up in 1964 as a subsidiary of
the Reserve Bank of India (RBI), IDBI now operates as a full-service commercial bank
supporting industrial development.

Small Industries Development Bank of India (SIDBI): Founded in 1990, SIDBI focuses on
financing the growth and development of Micro, Small, and Medium Enterprises (MSMEs) in
India, and coordinates similar financial institutions. Headquarters located in Lucknow.

National Bank for Agriculture and Rural Development (NABARD): Established in 1982 on
the recommendations of Shivaraman committee, NABARD is the key agency for promoting
agricultural credit, rural development, and overseeing the Rural Infrastructure Development Fund
(RIDF). It supervises cooperative banks and regional rural banks and helps them develop sound
banking practices and integrate them to the Core Banking Solution platform.
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