SRIRAM s I}
E_CONOMICS: AN INTRODUCTION

Definition '

Economics as a word comes from the Greek: oikos means "family, household, or estate’, and nomos
stands for ‘custom, law’ etc. As the management of household, so the management of national
economy. The scale is different but the nature of the operation and the principles that underlie both
are the same. The basic assumption that connects both is the ‘scarcity of resources and the need to
manage them judiciously as well as equitably. Rational management of scarce resources is the
substance of economics. Since last century, rationality has come to include equity and
sustainability as well as that adds the long term dimension to it.

‘Take for example, land. It is a scarce resource. India has 15% of global population but only 2.4%

of the global land. Thus there is hugé pressure on land. It is needed for agriculture (food and non-
food); manufacturing; residential purposes and so on. There should be rational and judicious use of
land for which economics can help to make public policy. The challenges associated with land use
are being grappled with presently , for instance in the Land Acquisition and Rehabilitation and
Resettlement Act 2013 where the land claims of farmers, industry and other sections are addressed.

Similarly, water is scarce and is becoming even more so. There are demands for agricultural,
industrial, doggtiqand other uses. How.to apportion.th '%:tyi,nguamount,\-ofzcwﬁatcr. among all these

users is a publx raft@féﬁonal Water Policy (NWP,
2012). Same 1 :

Broadly, econgii stu Vltyalmedwatsatlsfymgneeds and
wants. It encompasses production, digtribution, trade and,cpnsumption of goods and services
NeV Pdeihd |
Initially, economics focused on wealth and later welfare. That is, initially, what mattered was
creation of wealth at any cost. It did not interest economists to be sensitive to the human
dimension- the misery that it produced. Later, by the late 19" century, there was hue and cry about
children being made to overwork and receive paltry payment for their work, to give one example.
Then welfare became the focus of the discipline. ‘

As a policy science, economics is always confronted with trade offs as scarcity of resources is the
overriding assumption of the discipline. Tradeoffs involve making choices in policies wherein
there is a compromise on one goal to achieve another goal. It is a way of balancing among
desirable goals. Presently, the policy of Reserve Bank of India aims at moderating inflation that it
is the overriding objective of its monetary policy (2015), even as some’ growth is eroded in the
process. Thus, a bit of growth is traded off for price stability. Similarly, government wants to give
subsidies to the poor and weak. It may mean more borrowings and thus some fiscal excess but
poverty is addressed and thus political stability. Thus, fiscal prudence may be traded off to some
extent in pursuit of welfare. The current state of public finance is an accurate description of this
dilemma with fiscal deficit targeted at 3.2% of GDP (2017-18) even while 3% of GDP is the stated
norm because public investment is urgently required in the given circumstances and thus fiscal
discipline is relatively sccondary in importance. In the land acquisition law, compensation for the
land owners is increased to balance the interests of the industrialists and the farmers and others.
Investment may moderate in the process, but social justice gets addressed. Land is to be acquired

for manufacturing and consent of the land owner may be conditionally dispensed with in public

interest- that is the tradeoff logic.
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while choosing another).

Adam Smith, generaliy regarded as the Father of Economics, author of An Inquiry into the Nature -

and Causes of the Wealth of Nations (generally known as The Wealth of Nations) defines
economics as “The science of wealth.” Smith also offered another definition, “The Science relating
to the laws of production, distribution and exchange.”

Definitions in terms of wealth creation are limited in scope and favour the advantaged. ‘Weak are
left out, for example, women, children and old people. The belief is that non-productive activity

was added to the discipline of economics- one of welfare and eqility.

As the production process evolved and as more problems cropped up, the discipline became
wider while in search for new foci- sustainable development, green €conomy, well being, national
happiness and yond wealth, welfare and trade offs,
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Macroeconomics, on the other hand, studies the economy as a whole and its features like national
income, employment, poverty, balance of payments and inflation.

The two are linked closely as the behaviour or a firm or consumer or household depends upon the |

state of the national and global economy and vice versa, For example, business and consumer
confidence depends on the state of economy.

economics like auto, infrastructure may be considered mesoeconormics while the study of each unit
may fall under micro. ‘ '

Division of

. Focus
Economics

Is concerned with single factors and the effects of individual decisions.
Microeconomics | Deals with behavior of firms and consumers as to how they make their
decisions.

National production/output, Gross domestic product, employment,

Macrocconomics Poverty, Inflation, BOP. Demonetisation, GST, IBC etc.
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There are broadly the following approaches in the mainstream economics to boost national
economic growth, the basis of all of them being the same: resources are scarce while wants are’
unlimited (often mentioned as the economic problem)

» During the Great Depression of the 1930s, there was no convincing economic theory either
to explain why the economic crash happened or what was to be done to retrieve stability
and growth. The entire focus on the discipline at that time was on free markets. British
economist John Maynard Keynes changed the complexion by asserting that free markets
have no self-balancing mechanisms that lead to full employment. Keynesian economists
justify government intervention through public policies that aim to achieve full
employment and price stability in times of slowdown and recession.Keynes argued that. An
economy’s -output of goods and services is the sum of four components: consumption,
investment, government purchases, and net exports (the difference between what a country
sells to and buys from foreign countries) (Read ahead). Any increase in demand has to
come from one of these four components. But during a recession, for a variety of reasons,
demand slows down and may even turn negative when consumer confidence collapses
causing them to reduce their spending. It in turn causes firms to -either prune their
_operations or close down. It leads to more people out of work and the downward spiral.
Under such recessionary conditions, it is the Government that has to lead by borrowing and
investing. According to Keynesian theory, state intervention is necessary to moderate the
booms and busts in economic activity, otherwise known as the business cycle. Intervene

when there is bust and withdraw when there is boom. In normal times, it is the market that
' drives_ d though the respectwe roles of State
and ma

' growth decelerated in; 2017 18, the
GOI launched Bharatmala as a Keynsnan stimulus. It is the biggest ever h1ghway project to
develop and expand approx’ﬁl%te ‘OOE}rp;Qfé oads at an investment of Rs 6.9 lakh
crore by 2022.1t is the second largest highways constructlon project in the country after

National Highway Development Programme connecting border areas, improving

international, port and coastal connectivity and developmg highway corridors connecting
key economic and commer01al hubs. -

Economics is about resource management and politics is about the redistributive s1de of

resources through government power. Politics sets the larger framework in which

economics operates. Thus, understanding the two as they interconnect is the substance of
political economy studies. While politics sets the values, economists set the prices! In
simple terms, political economy describes production, buying and selling, and their
relations with law, custom, and government, as well as with the distribution of national
income and wealth. It refers to examining how political forces affect the choice of
economic policies. If we take the example of demonetization that took place in India in
2016 which is a millennial event, the entire process of choosing to embark on it was a
political choice while the economy went through so many fundamental effects of it-
banking, fiscal, industrial, agricultural etc. Similarly, unless. one studies the connection
between land reforms and the political context, its failure can not be fathomed in India.
Political economy reveals that the landlords and the political leaders being the same, the
policy had inherent limtations to success. In China, a political party, Communist Party of
China, decided how the economy is to be structured. The priorities and policies of economy
drastically altered according to the beliefs and biases of the political party and its leaders.
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Thus, economics can be understood only when the politics that influences it, is made sense
of. '

Liberalism dominated economics m its early forms. Later it fell into disrepute as socialist
and welfare perspectives came up and held sway. When the latter lost charm starting from
the middle of last century and decisively by late last century, liberalism staged a comeback

‘under the term Neoliberalism. As with the earlier version, it is associated with free-market -

economics: free trade, privatisation, price deregulation, a reduced size of government (“that
government is the best which governs the least”) and flexible labour markets (“hire and
fire”). Neo-liberalism is the underlying philosophy of the Washington Consensus — the free
market approach of the IMF and other institutions. Individualism, competition and
efficiency are its core values. Neoliberals believe that there is so much rationality and end
use in their beliefs that Francis Fukuyama ,the American political economist who wrote
the book The End of History and the Last Man (1992) argued that the worldwide
popularity of free markets after the demise of Soviet communism showed that free markets
are the highest point of human evolution and can not be improved upon.Neoliberalism
"proposes that human - well-being can best be advanced by liberating individual
entrepreneurial freedoms and skills within an institutional framework characterized by
strong private property rights, free markets and free trade". India’s economic reforms are
largely centred around it. Critics of neoliberalism hold that leaving large role to the market
forces can be detrimental to genuine human and sustainable growth. The risk is
compounded by the notion of “invisible hand” used by Adam Smith. It says that all

omic:partici e:rational-and:theirselfi tensures order-in the-economy. That
system find its equilibrium. There is
¢ hand” of collective self interest
ssion'is the:latest éxamplé when the belief

‘ ( aéla%%[&arzs)g 3 economic resources should be in
giovernemnt hands so that inequality can be” mintmized and give the workers greater
control of the means-of production. It comes in‘many forms- Nehruvian socialism where
there is public and private sector coexisting and complementing called mixed economy. An
extreme form of socialit economics is communist control where the entire economy is held
by State and there is no private property at all. For example, Soviet economy and China
under Mao Zedong (1 893 -1976). ' ‘

socialist- economics belicv‘%ét

Nehruvian economics is a subset of socialist economics. It rests on state -ownership of
basic parts of economy like infrastructure, higher education, metal and other industries
etc.;s0¢io economic planning bécause Soviet Russia showed that it could be an .expeditious
way of -achieving equitable growth, India lacked any significant private sector ‘when we

- became Independent and also because Nehm personally believed in the values of
equity.Given the - historical :circumstances in which it emerged, Nehruvian economics
supports self-reliance in economic growth. The modern foundations of it are revealed in its
emphasis on capital goods- industry, technical education and R&D- all being
interconnected. :

Gandhian economics is the set of ideas that Mahatma Gandhi propounded. Mahatma
Gandhi questioned the scarcity assumption when he said: ‘Farth provides enough to satisfy
every man's need but not for every man's greed.” The principle of Gandhian economic
thought is small scale and locally oriented production, using local resources and meeting
local needs, so that employment opportunities are made available everywhere, promoting
the ideal of Sarvodaya: the welfare of all, in contrast to the rich dominating. (Gandhian
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economy aims to boost employment which is very desirable for India where there is
abundance of labour. It had no aversion to machinery and welcomes it where it avoids
drudgery and reduces monotony, for example, sewing machine. It is opposed: to labour-
displacing technology It is worth imagining whether Gandhi would support artificial
intelligence and machine learning. It emphasises dignity of labour, and criticises the
- society’s contemptuous attitude to manual labour. It insists on everybody doing some
‘bread labour’. Another axiom of Gandhian economics is “trusteeship”: while an individual
or group of individuals is free not only to make a decent living through an economic
enterprise but also to accumulate, their surplus wealth above what is necessary to meet
basic needs and investment, should be held as a trust for the welfare of all, particularly of
the poorest and most-deprived. It thus combines economics of development with ethics of
equity, self-reliance (with minimum wants), sustainability, trust and cooperation.

i

Development economics. By the middle of last century the challenge of enabling economic
growth of the poor countries to transition from low income to decent standard of living was
the focus for a school of economic thought called the Development economics. The
concern was the human challenge of promoting economic growth and structural change
(from agriculture to industry) but also improving the well being of the population as a
whole through focus on health , education and employment, whether through public or
private channels. The most prominent contemporary development economists are Nobel
laureates Amartya Sen and Joseph Stiglitz. Currently, Jean Dreze, Ejaz Ghani, Abhijit
Banerjee, Jeffrey Sachs and Esther Duflo are some global names in the field.

nsus is the name given to the political
, v ; ng Xiaoping since early ClghthS which
contmues t111 today under Xi Jmpmg (2012— ) The term captures China's economic
development model: as an* alternatlve 1o the Washmgton Consensus of market-friendly
policies advocated by the Bretton Woods Twms World Bank and International Monetary
Fund; and the World Trade Organlzatlon (WTO) :here 1s no clear set of implications ‘of
the term but is generally taken 't Thean pragmz?fic economic policy led by State but liberal
use of private initiative: “stable, if repressive, politics and high-speed economic growth". It
does not follow text book economics but sets out its own mix of  State, market and
redistribution. Its growing global reach is striking. Officially it called socialism with
Chinese characteristics but critics call it capitalism with Chinese characteristics.

Mercantilism wants Government to make policies for maximising net exports because the
best way of ensuring a country’s prosperity is to reduce imports and promote exports,
thereby generating a net inflow of foreign exchange and maximising the country’s gold
stocks. Mercantalists believe that the country that has more gold is stronger. That belief
however is outdated though the foundational mercantilist views are still influential. Import
substitution means selective use of globalization for national prosperity which in the
‘medium to long term is unworkable as national growth is premised at the expense of other
countries. It is in contrast to the theory of free trade — which states that countries can have
economic growth through the reduction of tariffs and fair free trade. While it dominated
European thought between the 16th and 18th centuries, in the current world it is acquiring
dominant importance under the US President Donald Trump who stands for “America
First” and also Brexit. Brexit argued against import of human capital from the European
Union as influx of immigrants from Eastern Europe deprived unskilled British workers of
their jobs, lowered their wages and increased unemployment.

Behavioural economics: Behavioral economics is a relatively new field that combines
insights from various fields of study to generate a more accurate understanding of human



that could not be explained by standard economic theory. Thaler inspired the creation of
behavioral science teams, often call “nudge units,” in public and private organizations
around the globe. He suggests that there are many opportunities to “nudge” people’s

‘nature and attempts to reconcile the two. It is referred by many names like sustainable
development, green economy. “A Green Economy promotes a triple bottom line: sustaining
and advancing eéonomic, environmental and social well-being.” New indices of measuring
growth have been built to promote green economy: Green GDP, Social Progress Index and
erformance Index (EPI) are some examples. Millennium«,Develop}ment
1able s als fe green economics.

Economic growth is the change- inc?eghg Q%Qecré{;aég,,in?lfeg\éalue of goods and services produced
by an economy. Measures of national‘ifcome and’oﬁtputiare used in economics to estimate the
value of goods and services produced in an €conomy. Common measures are Gross National

Product (GNP) and Gross Domestic Product (GDP).

National Income Accounting

GDP is defined as the total market value of all final goods and services produced within the

“ountry in a given period of time- usually a calendar year or financial year or a fraction like
Juarter.

0ods and service valued at base year prices. Base year prices are constant prices. For the current
ational income series introduced in 2015, the base year is 201 1-12.

1 estimating GDP, only final marketable goods and services are considered. When it ig compared
) the base year figure, the real growth levels are seen. ‘ '




A
- Market Price and Factor Cost

SRIRAM SIEW

In calculating GDP, certain transactions are excluded. For example, gains from resale are excluded
but the services provided by the agents are counted. That is, when a used car or house 1s sold, no
new goods are being produced. But the real estate or the auto agent makes some money though
commission which adds to the service economy. ‘

Final goods are goods that are ultimately consumed rather than used in the production of another
good. For example, a car sold to a consumer is a final good; the components such as tyres sold to
the car manufacturer are not; they are intermediate goods used to make the final goods. The same
tyres, if sold to a consumer, would be a final goods. Only final goods are included when measuring
national income. If intermediate goods were included too, this would lead to double counting; for
example, the value of tyres would be counted once when they are sold to the car manufacturer, and
again when the car is sold to the consumer.

Only newly produced goods are counted. Transactions in existing goods, such as second-hand cars,
are not included, as these do not involve the production of new goods. (mentioned earlier)

GDP considers only marketed goods. If a cleaner is hired, his pay is included in GDP. If one does
the work himself, it does not add to the GDP. Thus, much of the work done by women at home-
taking care of the children, aged; chores etc. which is called ‘care economy’ is outside the GDP.
Even what the elder sibling teaches the younger one is outside the scope of national accounts.

ds and spryigeﬁs‘and so are not counted
the value of the output.

d Servicés: from productive activities enter’into market transactions. Imputations
are made for someof these non-miarketed but productive activities: for ‘example, imputed rental for
owner-occupied housing. - )
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Market price refers to the actual transacted price and it includes indirect taxes- custom duty, excise
duty, sales tax, service tax etc.

Factor cost refers to the actual cost of the various factors of production and it includes government
grants and subsidies but it excludes indirect taxes. :

Factors of Production

Factors of production, which are also called resource orinputsare what we use used in the
production process to produce output—that is, finished goods and services. There are three factors
of production: land, labor and capital. All three of these are required in combination at a time to

produce a commodity.

There are two types of factors: primary and secondary. Primary factors are land, labor (the
capacity to work), and capital goods. Materials and energy (fuel) are considered secondary factors
in classical economics because they are obtained from land, labor and capital. The primary factors
facilitate production but neither become part of the product (as with raw materials) nor become
significantly transformed by the production process (as with fuel used to power machinery). Land
includes not only the site of production but natural resources above or below the soil. Some
scholars distinguish human capital (skills, talent and knowledge in the labor force) from labor.
Capital can have other forms also intellectual capital, social capital (networks of relationships

-~



Some scholars list Entrepreneurship as a factor of production.

Factor Costs

Factor costs are the actual production costs at which goods and services are produced by the firms
and industries in an econo y. They are the costs of all the factors of production such as land,
labor, capital, energy, raw materials like steel etc. that are used to produce a given quantity of

Relationship Between Market Price And Factor Cost:
GNP at factor cost = GNP at market price — indirect taxes + subsidies

"GDP at factor cost = GDP at market price — indirect taxes + subsidies
Transfer Payments

Transfer payments are made by the government as ‘one-way’ payment of money for which no
money, good, or service is received in exchange. Governments use such payments as means of
Income redistribution:(univérsa i 1e).sunderssocial Welfzi’fé'ﬁﬁé’f&ih’"s‘"é’i)ch as social
security, old age-ordisability ployment compensation; etc. There is
a need to differentiate. thém from < ments are a_part ofipersonal income,
Subsidies paid o ex jconsidered transfer payments because

basic income). IGMSY is a transfer payment. It is a conditional cash transfer. Under Indira
Gandhi Matritva Sahyog Yojana (IGMSY) GoI provides financial aid of Rs 6,000 to pregnant

Direct Benefit transfer of LPG (DBT) scheme PAHAL (Pratyaksh Hanstantrit Labh) is a part of
5DP and thus is not a transfer payment.

‘ransfer payments are excluded in computing gross national product.

Lstimating GDP/GNP .




In reality, there will be minor differences in the results obtained from the various methods due to
changes in inventory levels. This is because goods in inventory have been produced (and therefore
included in GDP), but not yet sold. Similar timing issues can also cause a slight discrepancy
between the value of goods produced (GDP) and the payments to the factors that produced the
goods, particularly if inputs are purchased on credit. Inventory is a detailed list of all the items in
stock :

Gross GDP means depreciation (wear and tear of machinery in their use) of capital stock is not
subtracted. If depreciation is subtracted, it becomes net domestic product.

Calculating the real GDP growth-inflation adjusted GDP growth-allows us to determine if
production increased or decreased, regardless of changes in the inflation and: purchasmg power of
the currency.

Output expressed as GDP at factor cost at constant prices makes more genoine sense as
inflation/deflation 1s factored out and the distortions of subsidies and indirect taxes are also.

deducted. Thus, quantitative levels of production changes are expressed.

The data from the current prices is adjusted to the constant prices by using deflator- it helps take
out the contribution of inflation to the value of the output. GDP deflator is a price index.

GDP and GNP

t forelgn mcome what foreigners
3 i abroad or V1ce versa. That is meant
ne. Gl ds net relgn ncom compu_“ed to GDP. GDP shows how much
is produced w1th1n the boundarles o{ the country by botli the citizens and the foreigners. GDP
focuses on where the output is producedirathér thgn}p@ Eprpduced it- it is a geographical concept.

GDP measures all domestic production, disregarding the producmg entities' nationalities.

In contrast, GNP is a measure of the value of the output produced by the “nationals” of a country-
both within the geographical boundaries and outside. That is, all the output that the Indian citizens
produce 1n a given year — both within India and all other countries makes up the GNP of India. For
example, there are Indian and foreign firms operating in India. Together what they produce within
the Indian geography is the GDP of India. The profits of foreign firms earned within India are
included in India’s GDP, but not in India’s GNP.

In other words, income is counted as part of GNP according to who owns the factors of production
rather than where the production takes place. For example, in the case of a German-owned car
factory operating in the US, the profits from the factory would be counted as part of German GNP
rather than US GNP because the capital used in production (the factory, machinery, etc.) is
German owned. They are a part of US GDP.

GDP is essentially about where production takes place. GNP is about who produces. If it is an
open economy with great levels of foreign investment (FDI) and lesser levels of outbound FDI, its
GDP 15 likely to be larger than GNP.

If it is an open economy but more of its nationals tend to move economic activity abroad or earn
more from investing abroad compared with non-nationals doing business and eaming incomes
within 1ts borders, its GNP will be larger than GDP.




If it is a closed ecohomy where nobody leaves its shores, nobod

Y invests abroad, nobody comes in
and nobody invests in the country, its GDP wil] be equal to GN

For most countries, GDP. and GNP have more or Jess the same values.

production where employment is created: inflation is moderated: ta

can be made fi foreign exchange reserve build y and GNP also has its a
India is a big:benss - N

dvantages and

zisition of fa*fvééfgﬁ%aifﬁpanies; invest
s that fomfzgr is of greater value than
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Gross National Product and Ne National Product
We have seén GDP and GNP above.

Net National Product

NNP = GNP - Depreciation

National Income is calculated by deducting indirect tax

es from Net National Produyct and adding
ubsidies. National Income (NI) is the NNP at factor cos

J[=NNP- Indirect Taxes + Subsidies

er Capita Income is per capita GDP: GDP divided

by mid year population of the corresponding
car. Similarly, per capita GNP can also be calculated
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The real GDP per capita of an economy is often used as an indicator of the average standard of

living of individuals in that country, and economic growth is therefore often seen as indicating an
increase in the average standard of living.

Base Year

Base year is a specific year from which the economic growth is measured. It is allocated the value
of 100 in an index. The estimates at the prevailing prices of the current year are termed as “at
current prices”, while those prepared at base year prices are termed “at constant prices”. The
comparison of the two estimates gives the measure of real growth. It means the production of the
current year is valued at base year prices so that the real growth is worked out by deducting the
impact of inflation or deflation. That is, the increase in the value of the GDP due to inflation is
excluded and the “real increase’ of goods and services is found out.

The base year of the national accounts is changed periodically to take into account the new goods
and services in the economy and thus to depict a true picture-of the economic growth. For example,
software, digital hardware etc are of recent origin and if the base year remained in the 1990’s, the
same would be not tracked. Thus, we are blind to growth in its statistical measurement. Similarly,
when we continue to measure the goods and services that are no longer in production as they were-
jute, type writers etc, we see the decline as fall of growth while in reality they are replaced by new
products. Therefore, base year needs to be brought closer to the current year. The National
Statistical Commission wants that the base year should be revised every five years.

The first official “estimates of:national income were- prepared by the Central Statistical Office’
(CSO) with basesyear 1948:49 for.thie estimates at.constant prices. These estimates were published
in the publication;*Estimates of Nationaldncome” in 1956:-With the gradual improvement in the
availability- of basic data over the years, a comprehensiye review of methodology for national
accounts statistics has constantly bé‘qn{_uridgﬁalien !ysllthéal‘i View to updating the database and
shifting the base year to a more recent year. As a result, base years of the National Accounts
Statistics series have been shifted and 2011-12 is the base year for the new series of national

accounts being followed from 2015.

Normally, when the base year of national accounts statistics is changed, there is some change in
the levels of GDP estimates. This happens due to widening the coverage and counting the actual
production. - '

A base year has to be a normal year without large fluctuations in production, trade and prices of
commodities in general. Reliable price data should be available for it. It should be as recent as
possible.

GDP Deflator

GDP Deflator is a measure of inflation that tracks the price changes in the entire economy and not
a specific limited basket of goods and services as in the price indices of Whole-sale price index
(WPI) and Consumer price index (CP). It is implicitly derived from national accounts data as a
ratio of GDP at current prices to constant prices. It encompasses the entire spectrum of domestic
economic activities including services, and is available on a quarterly basis with a lag of two
months since 1996. At present, the GDP deflator is available only annually with a long lag of over
one year and hence has very limited use for the conduct of policy.
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A change in prices can distort perception of actual gross domestic product even without an
increase or decrease in the quantity of goods and services produced by an economy. In 2015, in
India, the goods and services produced were higher than their market prices indicated. That wag
an exception. Normally, it is the opposite- market value of the production is higher than the actya]
goods produced. In both cases, there is distortion that can misguide public policy. Therefore, the
impact of prices has to be removed to arrive at a true measure of economic growth. A deflator is
used to restate output estimates at current prices into what they would be if calculated with
reference to prices in an earlier year- be it the immediately preceding year or the base year or any
year in between. This will give an idea of the real growth in the economy, minus the price effect.
The ratio between the GDP at current prices and GDP at constant prices gives an idea of the

When the GDP deflator is in the negative as mentioned above, nominal GDP is less than real GDP.
It means there is deflation in the country. ‘

Seasonality

Estimates of GDP should be seasonally adjusted to factor for fluctuations that normally occur at
about the same time and the same ‘magnitude each year. Seasonal adjustment ensures that the
movements in GDP, or any other economic series, more accurately reflect true patterns in
economic activity. Examples of factors that may influence seasonal patterns include weather,
agricultural production, holidays and production schedules. Take the case of India. When we say
that India’s economic growth’was 5.9% in’the Apri une“quarter of the 2017-18 fiscal year, it
means that it grew that:much overthebase value i th same quarter of the previous fiscal year. Its
accuracy will'belostif it is:a comparison’ with' € ‘previous quarter that is January-March as the
seasonal factors of the two quarters are, different. Southwest monsoons begin in June and continue
for 2-3 months which impacts of éon?ﬁtrﬁoﬂon%ac&rﬁy& g Similarly, October-December quarter
should be compared with the same quarter in the earlier years as it has festivals in it that are
relatively absent in other quarters.

Potential GDP

Potential gross domestic product (GDP) is the level of output that an economy can produce without
inflating the economy. It is the highest level of real gross domestic product (output) that can be
sustained over the long term. Sustainability is in terms of prices, fiscal deficit, current account
deficit (exports can not be boosted by devaluing the exchange rate as it can be dysfunctional),
financial sector not accumulating non-performing assets etc. Potential output depends on ta
variety of factors like infrastructure, human capital and skills, potential labour force (which
depends on demographic factors), level of technological development and labour productivity.
These limits thus pertain natural and institutional factors.

If actual GDP rises and stays above potential output, it is inflationary as demand for factors of
production exceeds supply. In the opposite set of conditions, if GDP is below potential GDP,
inflation will come down. Ideally, potential GDP is not to be exceeded for the Teasons given above.
Towards this objective, government’s fiscal policy and Reserve Bank of India (RBI) monetary
policy is suitably used. The difference between potential output and actual output is referred to as
the output or GDP gap.

o




Hard And Soft Landing

The Hard Landing of the economy means a sudden fall in the growth rate of economy that is
otherwise growing well for any reason. The fall is so steep that a rapidly growing economy may
slip into recession. It can be internal or external reason. When the economy is gorwing too fast and
for long- when there is inflation along with growth, government wil slow it down by monetary
tightening to make the growth sustainable. If such slowdown lands the economy all the way ‘into
recession, it hard landing otherwise it is soft landing

India’s National Income Statistics

The Central Statistical Office (CSO) in the Ministry of Statistics and Programme Implementation
(MoSP & 1) is responsible for the compilation of NAS. At the State level, State Directorates of
Economics and Statistics (DESs) have the responsibility of compiling there State Domestic
Product and other aggregates.

The statistics that are released by the CSO and the State DESs relate to various macro-economic
aggregates of the Indian economy. The aggregates compiled and released (at current and constant
prices) at annual periodicity by the CSO include gross and net domestic product by economic
activity, consumption, saving, capital formation and capital stock, public sector transactions and
dis-aggregated statements, as ‘well as the consolidated accounts of the nation namely like Gross
Domestic Product. The CSO also releases t ly GDP estimates.

riodically. The:CSO releases the‘current series
imates for a reference year are released by the
ar,-in the ‘form ‘of Advance Estimates (AE) of
National Income. These estimates present at both urrent and constant prices and at factor cost, the
Gross National Product (GNP), Net NationaliProd &t (NNP), Gross Domestic Product (GDP), Net
Domestic Product (NDP), and Per Capita Income. These ‘estimates are subsequently revised and
released as updates of advance estimates. Quick Estimates of NAS and the Revised Estimates of
the earlier years are released by the CSO utilising the available data of various sectors provided by
the statistical system, in the month of January or February of the following year (with a 10-month
lag). Along with the Quick Estimates for the previous financial year, estimates for the earlier years
are also revised using the detailed data supplied by various source agencies and final figures
released. ' -

The CSO revises the base year of the NAS seii
of NAS with'2011-12 as'Base Year.  The fir
CSO, about two months before the close-of

“New GDP Series” 2015

The Central Statistics Office (CSO) came out with a néw series of national accounts with 2011-12
as base year for computing size of the economy and economic growth rate. It has the effect of
broadening the coverage across segments including farm, corporate and unorganised sectors - a
move that will likely expand the size the economy’s size. The base year of the national accounts 1s
changed periodically to factor in structural changes in the economy. The new series includes data
on unorganised manufacturing and services. Under the new series, the data for corporate income 1s
collated from the corporate affairs ministry’s MCA21 records, a comprehensive compendium that
allows collecting granular information even from the level of the small firms.In the earlier series
such data was taken primarily from the Reserve Bank of India’s study on companies and finances.
The series also incorporates results of recent National Sample Surveys such as those on
enterprises, unemployment, debt and investment, situation assessment of farmers and survey of
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The 2004-05 GDP data was under-estimating industrial growth as the coverage was low and the
weights were wrong. New GDP series has captured the changing structure of the Indian economy.
The share of manufacturing has increased to 15.8% from 11.9% in the 2004-05 series. The share of

agriculture has increased marginally in the new series to 17.2% from 16.8%. '

The base year was last revised in 2010.

Real GDP or GDP at constant (201 1-12) prices for the year 2016-17 is estimated at *121.90 Jakh
crore showing a growth rate of 7.1 percent over the year 2015-16 of '1 13.81 lakh crore.

Nominal GDP or GDP at current prices in the year 2016-17 is projected at Rs. 152.5] lakh crore,
with growth rate of 11.5 percent against Rs. 136.75 lakh crore for 2015-1 6. '

The GNI at current prices is estimated at 150 lakh crore during 2016-17, as compared to 135 lakh
crore during 2015-16, showing a rise of almost 11% percent. The Gross National Income (GNI) at
2011-12 prices is estimated at- 120.35 lakh crore during 2016-17.

The per capita income at current prices during 2016-17 is estimated to have attained a leve] of
Rs.103219 as compared to the estimates for the year 2015-16 of R5.94130 showing a rise of 9.7
percent. o ' o

India is behind by only '$237 and ,
Kingdom, respectively. It is projectéd:tha _
overtaking Francé.and w111becorne:5thlargest 12019

6th -and Sth ranked Francs and United
th’ largest economy of world in 2019 by
overtaking United Kingdom,

Per Capita

India’s per capita income grew was Rs1,03,219in2016-17 compared to the estimates for the year
2015-16 of Rs94,130 showing a rise of 9.7%. In real terms (at 2011-12 prices), per capita income
'in 2016-17 rose 5.7% to Rs.82,269.

The Need To Measure Economic Growth

The following aims can be attributed to the study of economic growth: :

* when growth is quantified, we can understand whether it is adequate or not for the given
goals of the economy. When we can understand its potential and accordingly set targets

® Wwecan adjust growth rates for their sustainability

¢ we can prevent inflation or deflation to some extent if we see the performance of the

~ €conomy in quantitative terms

* we can balance the contributions of the three sectors of the economy and steer the
direction of growth towards national goals- away from agriculture to manufacturing as in
the case of India in recent years '

* farget appropriate levels of employment creation and poverty alleviation

* forecast tax revenues for governmental objectives :

¢ Corporates can plan their business investments
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Economic Growth: Its Benefits And Side Effects

The first benefit of economic growth is wealth creation. It helps create jobs and increase incomes.
It ensures an increase in the standard of living, even if it is not evenly distributed. Government has
more tax revenues: fiscal dividend. Economic growth boosts tax revenues and provides the
government with extra money to finance spending projects. For example, the flagship programmes
of the government like Mantri Awaas Yojana-Gramin (PMAY-G), Pradhan Mantri Ujjwala Yojana
(PMUY), Deen Dayal Upadhyaya Gram Jyoti Yojana (DDUGJY), Pradhan Mantri Gram Sadak
Yojana (PMGSY) are a direct result of the tax buoyancy of growth . It sets up the positive spiral:
rising demand encourages investment in new capital machinery which helps accelemte economic
growth and to create more employment.

Economic growth can also have a self-defeating effect: violate the principles of faimess and equity
thus setting off social conflicts. Environmental costs-are another risk.

Problems in Calculating National Income
The measurement of national income encounters many problems.

Black Money lllegal activities like smuggling ind unreported incomes due to tax evasion and
corruption are outside the GDP estimates. Thus, parallel economy poses a serious hurdle to
accurate GDP. estlmates, GDP.does not-take.into.account the ‘parallel-economy’.as the transactions
of black money are'f' 'ot"'reglstered Bl - ' '

.Non- Monetlzatlon In most of the rura economy, con51derable portlon of transactions occurs
informally and they are-called-as:non-monetized ‘economy- the barter economy. The presence of
such non-monetary economy in developmg countrles keeps the GDP estimates at lower level than

the actual. N EYY

Household Services The national income accounts do not include the ‘care economy’- domestic
work and housekeeping. Most of such valuable work rendered by our women at home does not

enter our national accounting.
Social Services It ignores voluntary and charitable work as it is unpaid.

Environmental Cost National income estimation does not account for the environmental costs
incurred in the production of goods. For example, the land and water degradation accompanying
the Green revolution in India. Similarly, the climate change that is caused by the use of fossil fuels.
However, in recent years, green GDP is being calculated where the environmental costs are
deducted from the GDP value and the Green GDP is arrived at.

Reliability of GDP As a Measure of Progress

Economic growth is generally taken as the measure of advancement in the standard of living of the
country. Countries with higher GDP often score highly on measures of welfare, such as life
expectancy. However, there are limitations to the usefulness of GNP as a measure of welfare:

o  GDP does not value intangibles like leisure, quality of life etc. Quality of life is determined
by many other things than economic goods.
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e the impact of economic activity on the environment may be harmful-pollution, climate v

change, unsustainable growth, ecological refugees, life style diseases etc.

* It only gives average figures that hide stratification, Economic inequality is not revealed by
GDP figures - :

» Condition of poor is not indicated
* Gender disparities'are not revealed

* It does not matter how the increase in wealth takes place- whether by civilian demand or
. war :

* GDP does not measure the sustainability of growth. A country may achieve a temporarily
high GDP by over-exploiting natural resources

. , Strictly
1stance, in:an extreme example; a country which
still have a high GDP, but a very poor standard of
living. The a sin ot that it is'a good-indicator of standard of living,
but that , in gén dard-of living-tends - to intrease when GDP per. capita increases. This
makes GDP a proxy for standard of living, rather, than a direct measure of it. Because of: the
limitations in the GDP concept, other';if-héaasﬁ%s of welf reisich as the Human Development Index
(HDI), Genuine Progress Indicator (GPI), Gross National Happiness (GNH), Green GDP, natural
resource accounting have been su ggested.

speaking, a
exported 100 er

most often-used measure.

Alternatives‘t_o GDP

Robert F. Kennedy once said that a country's gross domestic product (GDP) measures “everything
except that-which makes life worthwhile”. The metric was developed in the 1930s and 1940s amid
the upheaval of the Great Depression and global war. Even before the United Nations began
requiring countries to collect data to report national GDP, Simon Kuznets, the metric's chief

architect, had warned against equating its growth with well-being.




RIRAM 1A

- barren room is one thing. To continue to crowd in furniture until the foundation buckles is qu1te
another.”

How GDP number misguide about the general welfare GDP is now clear. Increased crime rates do
not raise living standards, but they can lift GDP by raising expenditures on security systems.
Despite the destruction wrought by the oil spills and environmental disasters like in Uttarakhand in
2013, J&K in 2014 and Chennai in 2015, they boosted GDP because they stimulated rebuilding.
Despite the devastation for Houston (USA) and surrounding areas, there could be a pickup in GDP
due to rebuilding from the storm, Hurricane Harvey in mid-2017. It could boost GDP when
rebuilding results in a national shortage of construction workers or puts pressure on building
materials prices.Competition for construction workers could raise wages. Following the massacre
in Las Vegas in 2017 October, firearm manufacturers saw their stock prices go up as more guns
were expected to be sold. '

As Kuznets noted in 1934 “the welfare of a nation can scarcely be inferred from a measure of
national i 1ncome

Commercial agricultural production in a country might expand, for example, leading to a rise in
GDP; but if the increase is made possible by displacing women from land they farm to feed their
family, or through practices that degrade the environment, like deforestation or the use of chemical
fertilizers, pesticides and herbicides, misery will increase.

Accordingly, other measures of hurhan  well-being ift a-nation-state have been developed, such as
the Human Development Index, Bhutan’s ‘Gross National Happmess etc. These approaches assess
specific indicators of human welfare llke longev1ty,
are not exclusl; y; econom1c m 0r1entat1on

Human Development Index(HDI)

The UN Human Developmentv Index (HDI) is a standard means of measuring well-being. The
index was developed in 1990 by the Pakistani economist Mahbub ul Hagq, and has. been used since -
1993 by the United Nations Development Programme in its annual report.

The HDI measures the average achievements in é country in three basic dimensions of human
development:
e A longand healthy life, as measured by life expectancy at birth.
e Knowledge, as measured by the adult literacy rate (with two-thirds weight) and. the
combined primary, secondary, and tertiary gross enrolment ratio (with one-third weight).

e A decent standard of living, as measured by gross domestic product (GDP) per capita at
purchasing power parity (PPP) in US Dollars.

Each year, UN member states are listed and ranked according to these measures. The HDI goes
beyond a nation’s gross domestic product (GDP) to measure the general well-being of people
under a host of parameters, such as poverty levels, literacy and gender-related issucs.

The 2010 Human Development Report came up for the first time with an Inequality-adjusted

I{uman Development Index (IHDI), which factors in inequalities in the three basic dimensions of .

human development (income, life expectancy, and education) and adjusts the HDI.

i
£
i
E
k

g
=
g8
%

TRy

I R A NSRS L s i

N



category, alongside countries such ag
Congo, Namibia and Pakistan, It is ranked third among the SAARC countries, behind Sri Lankga
(73) and the Maldives (105), both of which figure in the “high human development” category.

Human Poverty Index (HPI)

The Human Peverty Index (HPI) is an indication of the standard of liVin_g In a country, developed
by the United Nations (UN) to complement the Human Development Index (HDI). In 2010 it was
supplanted by the UN's Multidimensional Poverty Index. - :

, ystem, damage as well asssocial costs are factored in, however, the
: 58 % “E:%;s

economic gains of shrimp farming no“lbﬁge}’rﬁoolé%liﬁé,éenuméprogress, sustainable development,
or poverty alleviation, ' :

GPI incorporates sustainability by looking at losses and gains in “natural capital” like resources,
biodiversity and ecosystem health. - : ' A
In a world increasingly dominated by pursuit of “growth at any cost”, the GPI provides economic

perspectives in support of social Justice, poverty alleviation and sustainable development even ag
the economic growth is maintained.

Some of the he "costs" of economic activity include the following potential harmful effects:
* Cost of resource depletion ‘
e Cost of crime
* Cost of ozone depletion -
*  Cost of family breakdown
* Cost of ajr, water, and noise pollution
* Lossof farmland
* Loss of wetlands

Social Progress Index
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foundations of well-being, and opportunity to progress show the relative performance of nations.
The index is published by the nonprofit Social Progress Imperative, and is based on the writings
of Amartya Sen and Joseph Stiglitz.The social and environmental factors include wellness
(including health, shelter and sanitation), equality, inclusion, sustainability and personal freedom
and safety. India has ranked 93" among 128 countries on 2017 Social Progress Index report
released by Social progress Imperative (SPI).

The index defines social progress as the capacity of a society to meet the basic human needs of its
citizens, establish the building blocks that allow citizens and communities to enhance and sustain
the quality of their lives, and create the conditions for all individuals to reach their full potential.

The index is prepared based on indicators like health, sanitation, personal safety, ecosystem
sustainability, shelter, access to knowledge, personal rights, and tolerance and inclusion. India
faces challenges across many dimensions. The country scores particularly low on shelter in the
basic human needs dimension, access to.information in the foundations of well-being dimension,
“and tolerance and inclusion in the opportunity dimension.

GNH

Gross National Happiness (GNH) is an attempt to define quality of life in more holistic and
psychological terms than Gross National Product.

The term was come "Bl gis ig gme Smgy Wangchuck in 1972 to indicate his
commitment to bu11d1ng an’ econom /- that Wwoul serve Bhu an's unique culture. based on Buddhist
spiritual values.. While: conventlonal ‘develop_ entmodels stress economic growth as-the ultimate
objective, the comcept of GNH is ‘based-on"the-premise that true development takes place when
material and spiritual development ogeur side by side to complement and reinforce each other. The
four dimensions of GNH are the “prphiotion §o§ fequ i{table and sustainable socio-economic
development, preservation and promotion of cultural values, conservation of the natural
environment, and establishment of good governance.

Natural Resources Accounting and Green GDP

Natural resources are essential for production and consumption, maintenance of life-support
systems, as well as having intrinsic -value in existence for intergenerational and other reasons. It
can be argued that natural capital should be treated in a similar manner to man-made capital in
accounting terms, so that the ability to generate income in the future is sustained by using the stock
of natural capital judiciously. By failing to account for reductions in the stock of natural resources,
standard measures of national income do not represent economic growth genumely Soil, water and
blodlver31ty are the three basic natural resources.

National Biodiversity Action Plan pubhshed by Government of India, Ministry of Environment
and Forests in 2008 highlights as an action point the valuation of goods and services provided by
biodiversity. More specifically, the Action Plan states: to assign appropriate market value to the
goods and services provided by various ecosystems and strive to incorporate these costs into
national accounting.

In the Nagoya (Japan) meet in 2010 on biodiversity protection, India declared that it will adopt
natural respurce accounting. The 2010 UN biodiversity summit decided to respect the link between
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economic policy, natural capital and human wellbeing. There should be global partnership is to
mainstream natural resources accounting into economic planning. India, Colombia and Mexico

accepted it. This will. plug deficiencies in traditional accounting systems. As mentioned above,
India's national biodiversity action plan has already incorporated some of these concepts.

Green GDP

cnvironmc;ntal consequences of that growth factored in. From the final value of goods and services
produced, the cost of ecological degradation is deducted to arrive at Green’ GDP. '

In 2004, China announced that the green GDP index would replace the Chinese GDP index. But
the effort was dropped as green GDP figures shrank the size of the GDP to unimpressive levels.
“An Expert Group was convened in 2011 to examine the ‘prospects of developing green national
accounts in India, chaired Shri Partha Dasgupta and submitted jts reportin 2013, -

Sarkozy’s Alternative

The Commission on the measurement of economic performance and social progress was set up in
2008 on French government's Initiative. '

he adequacy of current measures of
gures. Moreover, there ‘are broader
of:social well-being, as well as measures

miental, and S_(_)_C'ia‘-l;_sys

Reflecting these concerns, President‘;»;§arlgpgy decided tozestablish this Commission, to look at the

entire range of issues. Its aim was i ehfify the ihits 9 GDP as an indicator of economic
performance and social progress, to consider additional information required for the production of
a more relevant picture etc. The Commission was chaired by Professor Joseph E. Stiglitz. Amartya

Sen and Bina Agarwal are also associated with it. The commission gave its report in 2009,

3ir, water, and noise pollution, and so forth — all of which might lower GDP growth. The fact that

Happiness Index

‘he World Happiness Report is a measure of happiness published by the United Nations

ustainable Development Solutions Network. In 2011, the UN General Assembly passed a
zsolution inviting member countries to measure the happiness of their people and to use this to
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help guide their public policies. In 2012, this was followed by the first UN High Level Meeting
called “Happiness and Well-Being: Defining a New Economic Paradigm,” which was chaired by
Prime Minister Jigme Thinley of Bhutan, the first and so far only country to have officially
adopted gross national happiness instead of gross domestic product as their main development
indicator.

The first World Happiness Report was released in 2012. It drew intémational attention as the -

world's first global happiness survey. The report outlined the state of world happiness, causes of

happiness and misery, and policy implications highlighted by case studies. In September 2013 the

second World Happiness Report offered the first annual follow-up and reports are now issued
every year.The report primarily uses data from the Gallup World Poll. '

In the reports, leading experts in fields including economics, psychology, survey analysis,

and national statistics, describe how measurements of well-being can be used effectively to assess
* the progress of nations. Reports delve deep into issues relating to happiness, including mental
illness, the objective benefits of happiness, the importance of ethics, policy implications, and links
with subjective well-being and the Human Development Report.

India ranked at 122 out of 155 countries in the World Hapﬁiness Report 2017,

Norway is the happiest country based on the index compiled from data which combine economic,
health and polling data compiled by economists that are averaged over three years from 2014 to
2016. It is recommended that stat urveys, which normally deal with income, spending,
health and housing, include a few stions on-happiness because it would lead to better
policy that affects people’s lives. The entire top ten were wealthier. developed nations. Yet money
is not the only ingredient in the recipe for 3 :
differences in happiness levels had a lot to do with differences in mental health, physical health

and personal relationships: the bigg'c’:‘“’s‘g single source pf’;rysery 1s mental illness.China, has made

e

major economic strides in recent years. But its people are not happier than 25 years ago, it found.

The United States meanwhile slipped to the number 14 spot due to less social support and greater
corruption; those very factors play into why Nordic countries fare better on this scale of
smiles.What works in the Nordic countries is a sense of community and understanding in the
common good. The rankings are based on gross domestic product per person, healthy . life
expectancy with four factors from global surveys. In those surveys, people give scores from 1 to
10 on how much social support they feel they have if something goes wrong, their freedom to
make their own life choices, their sense of how corrupt their society is and how generous they are.

Madhya Pradesh’s Department of Happiness

In 2016, Madhya Pradesh became the first state to announce its happiness department. Madhya
Pradesh said that the department would ensure happiness in the lives of people and stop them from
taking extreme steps, such as suicide. MP joined hands with the Indian Institute of Technology
(IIT) Kharagpur to develop a happiness index for “measuring the well-being of the people”.IIT
KGP will develop the Index and analyze data collected by the Government of Madhya Pradesh in
order to assess the level of happiness and develop recommendations that can be used to enhance
happiness. The mstitute will also develop online courses on happiness.

‘Andhra Pradesh -
Andhra Pradesh is the second state in the country after Madhya Pradesh to start a Happiness Index

Department. Chief Minister heads the newly formed departimentas in Madhya Pradesh. The State
71
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had recently launched an “achieving happiness” programme under which civic bodies organised
song and dance events.The Andhra Pradesh government’s ‘Sunrise AP Vision 2029 has taken

Bhutan as a model to focus on matters including psychological well-being, health, time use,
education, etc: .

Maharashtra

Up a seven-member committee to plan the formation of a happiness department under the state
department of relief and rehabilitation in mid-2017.

Environmental Performance Index (EPI)

nks-countries’ performance on high-
protection’-of human health and protection of
n als clud &e@?fcover and reduction in carbon
'1;1;80‘9'0_1_)1.1'1‘1;{1 worldwide. The ten best performers

and 1, “D‘enmark',’7'Sleér'iiaﬁ-’T"})ain;r-Portugal, Estonia, Malta, and
France. United Kingdom ranks 12th=and the United, States ranks 26th. The report stresses, there is

. . . s ed Thariii g & EFirEdE g . « .

no relatlonshlp between countries EP] ‘performanée and ek nomic development. “For Instance,
countries located in Europe tend to have higher EPI scores in relation to their Gross Domestic
Product (GDP) per capita”, while “China and India both have “high GDP per capita but recejve

low scores on the overall EPL.”

Referring to unsafe Wwater, unsafe sanitation, ambijent particulate matter pollution, household air
pollution from solid fuels, and ambient_ 0zone. pollution, the report states, “Some countries, like

India, perform poorly across ajj five environmental risk factors”. The report is titled “Global
Metrics for the Environment”,

Purchasing Power Parity: PPP

Purchasing power parity is defined as the number of units of a country’s currency required to buy
he same amount of goods and services in the domestic market as one dollar would buy in the US.
The concept of purchasing power parity allows us to estimate what exchange rate between two
‘urrencies is needed to express the accurate purchasing power of a currency in relation to another
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living standards. For example, if the value of Indian rupee falls by half compared to the dollar, the
Gross Domestic Product measured in dollars will also halve.

However, this doesn't necessarily mean .that Indians are any poorer. Measuring income in different
countries using purchasing power parity exchange rates helps to avoid this problem. PPP has been
developed to remove the distortions in the exchange rate in the forex market. Market exchange rate
doesn’t reflect the purchasing power of a currency. PPP removes distortions that come with market
exchange rates, which are often volatile, affected by political and financial factors that do not lead
to immediate changes. in income and tend to understate the standard of living in poor countries.

Let us assume that the market exchange rate between Dollar and Rupee is 66. One Dollar in the US
fetches one liter of milk in the US. Rs 66 can buy three litets of milk in India. Assume that India’s
GDP 1s Rs 660. It is worth $10 by nominal exchange rate in the forex market. If milk is all that the
world produces, one concludes that India’s GDP is 10 liters of milk, if we use the market exchange
rate. Actually, India produces 30 liters of milk. Thus, GDP calculated at market rates of foreign
exchange tends to distort GDP. Remedy lies in the World Bank concept of Purchasing Power
Parity (a type of exchange rate).Under PPP, we measure the GDP of India by measuring how much
milk that Rupees 66 can purchase in India and One Dollar can purchase in the US. Here, one dollar
in the US can purchase one liter of milk whereas Rs 22 can purchase one liter of milk in India.

$1 = Rs 22

Using this PPP exchange rate inistéad of market rate, we can calculafe that Tndia’s GDP of Rs 660
becomes $30. Thus, in terms'of PPP, Tndia’s GDP is-$30 and not $10 which is the value that we
arrive at by using market exchange rate. Big Mac Index says the same as can be seen below:

Big Mac Index

&

The Big Mac index was developed by The Eclono;n‘istfmagga;i;le in 1986 as a lighthearted guide to
whether currencies are at their “correct” level. It is based on the theory of purchasing-power parity
(PPP). For example, the average pricé of a Bi g Mac in America in January 2017 was $6.6. In India,
it was about Rs.120. It means, under PPP, the equation is Rs.18.18 per dollar. Thus, rupee is seen
to be grossly undervalued.

How PPP is more reliable than market exchange rate is as follows: Firstly, market exchange rates
can quickly change, which artificially changes the value of GDP. Secondly, market exchange rates
are determined by demand and supply of currencies that includes speculation and expectations and
confidence. The Gross Domestic Product per capita in India was at 6092.60 US dollars in 2016,
when adjusted by purchasing power parity (PPP).

Business Cycles

Alternating periods of expansion and decline in economic activity is called business cycle. That is,
the ups and downs of the economy. There are four stages in the business cycle: expansion; growth,
slowdown and recession. Recession may not follow every time.
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Recession

A recession is economic contraction (de-growth) which results in a general slowdown in economic
activity. Macroeconomic indicators such as GDP (gross domestic product), investment, capacity
utilization, household income, business profits, and inflation fall, while the unemployment rate
rises. In the United Kingdom, it'is defined as a negative economic growth for two consecutive
quarters. This may be triggered by various events, such as a financial crisis (2008), an external
trade shock, an.adverse supply shock or the bursting of an economic bubble. Governments usually
respond to recessions by adopting ‘€Xpansionary macroeconomic policies, such as increasing
money supply, increasing government spending and decreasing taxation. Recession may end with
the corrective measures taken by the government and the market. If it does not end and relapses for
any reason, due to external or internal shocks, it is called double dip recession. In 2012, UK was in
double dip recession. When recession worsens, with de-growth becoming stubborn and deeper and

more and more people lose jobs, it is called depression- statistical markers may differ- whether
.10% GDP is lost or more or less. ’

Great Recession 2008-9

The Great Recession was a period of steep economic decline observed in world economies,
particularly the developed world during the late 2000s and early 2010s. The scale and timing of the
recession varied from country to country. In terms of overall impact, the International Monetary
orst global recession since the 1930s (the Great Depression). The
cession large nated in the United States; particularly related to the real-estate
market. It began in December 2007.and ended in June 2009; thus extending over 19 months. The
Great Recession” was  related to" the financial crisis of 2007-08 and U.S. subprime mortgage
crisis of 2007-09. It resulted in:the collapse of the financial sector in USA. The banks were then
bailed out by the U.S. government. ' :

The recession was not felt evenly around the world. Whereas most of the world's developed
sconomies, particularly in North America and Europe (including Russia), fell into a definitive
‘ecession, many of the newer developed economies suffered far less impact,
articularly India and China whose economies grew substantially during this period

2008 Subprime Crisis

"he financial crisis is linked to reckless lending préctices by financial institutions in the United
states. The US mortgage-backed securitieswere marketed around the world. When these securities
ost value and were considered toxic, the financial institutions that bought them either went into

€avy losses or went bankrupt fully. These companies being listed on the stock market, equities
ollapsed in their value as a result. Indian banks had negligible exposure to them.

‘redit boom fed a global speculative bubble in real estate and equities, which served to aggravate
1¢ risky lending practices. The emergence of Sub-prime loan losses in 2007 began the crisis and
xposed other risky loans and over-inflated asset prices. With loan losses mounting and the fall
f Lehman Brothers on September 15, 2008, a major panic broke out in-the global financial
ansactions. As share and housing prices melted, many large and well established investment
1d commercial banks in the United States and Europe suffered huge losses and even faced
ankruptey, resulting in massive public financial assistance.A global recession resulted in a sharp
"op in international trade, rising uremployment and slumping commodity prices. The conditions
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leading up to the crisis, characterized by an exorbitant rise in asset prices and associated boom in
economic demand, are considered a result of the extended period of easily available credit,

inadequate regulation and oversight etc. Some trace the genesis to the Chinese buying US treasuries

with their export earnings thus supplying the US cheap money that they could lend recklessly.

The recession renewed interest in Keynesian economic ideas on how fo combat recessionary
conditions. Fiscal and monetary policies have been significantly eased to stem the recession and
financial risks.

(The best authors on the meltdown are- Arun Kumar (INU); Joseph Stiglitz, Paul Krugman and
Dr.C.Rangarajan) :

Depression

A depressionis a more severe economic downturn than a recession, which is a slowdown' in
economic activity over the course of a normal business cycle. Technically, recession' is negative
growth in two'successive quarters.

A depression is an unusual and extreme form of recession. Depressions are characterized by their
length, by abnormally large increases in unemployment, falls in the availability of credit (often due
to some -form of banking or financial crisis), shrinking output as buyers are not there and
producers cut back ion_and iny nt, large number of bankruptcies including
sovereign debt defaul ficantly “red nounts  of trade and commerce (especially
international -‘trade), as . well as highly -~ volatile - relative currency value (often due to
currency devaluiations): Price deflation, financial. crises and bank failiires are also common
elements of a:j’(:i__ep're'ssiQﬁ;,;hgtng;_..nét.nonnal'ly.QQQﬁr;;'diiﬁﬁg-a' recession.Greece was in depression in
2012 with 50% of the young people out of wgkaAccorcjing to the International Monetary
Fund, Venezuela’s GDP in 2017 1535\%\belov0’ 7 é’IB leyels. That is a significantly sharper
contraction than during the 1929-1933 Great Depression in the United States, when. US GDP is
estimated to have fallen 28%. |

Structural Composition of The Economy

Economies can be classified into three sectors by activity: extraction of raw materials (primary),
fnanufacturing (secondary), and - services (tertiary). As the economy develops, there is a
progression from primary to secondary to tertiary sector. The development of technology,
improvement in quality of life, social security, growth of education and culture are the benefits of
such transition. '

The primary sector of the economy involves changing natural resources into primary products.
Most products from this sector are considered raw materials for other industries. This sector
includes agriculture, fishing, forestry and all mining and quarrying industries. Primary sector is a
larger sector in developing countries; for instance, animal husbandry is more common in Africa
than in Japan. '

The secondary sector of the economy includes those economic sectors that create a finished, usable
product: manufacturing and construction. This sector generally takes the output of the primary
sector and manufactures finished goods or where they are suitable for use by other businesses, for
export, or sale to domestic consumers. This sector is often divided into light industry and heavy
industry.
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Light industry is that part of an economy’s secondary sector which is less capital-intensive and
‘more labor-intensive operations. They are argely consumer goods. Consumer electronics, clothes,
shoes, furniture and household items like consumer electronics are the examples. Heavy industry is
capital-intensive and produces goods for businesses: auto, steel, cement, petroleum etc producing
large quantities. The tertiary sector of economy (service sector) produces "intangible or invisible
- goods". The tertiary sector of economy involves the provision of services to businesses as wel] as
final consumers. Services may involve the transport, distribution and sale of goods from producer
to a consumer, entertainment. The service sector consists of the "soft" parts of the economy such as
_ Insurance, government, tourism, banking, retail, education, retail, insurance, and govemment.

The quaternary sector includes activities which provide information services (information
generation, information sharing and research and development); computing, ICT (information and
communication technologies), consultancy (offering advice to businesses) and R&D (research and
development). The quatemary sector is sometimes included with the tertiary sector, as they are
both service sectors but many argue that intellectual services are distinct enough to warrant a
sceparate sector. To many industries, such as the pharmaceutical industry, the sector is the most
valuable because it creates future branded products which the company will profit from. This
sector evolves in well developed countries and requires a highly educated workforce.

Quinary sector is not clearly conceptualized like the preceding four sectors. Some include the
highest levels of decisi king in an economy in it: CEOs of firms; HODs ' in government,
science, universiti healthcar nd themedia. Some include police and fire
departments which are p ervices and ot fo profit enterprises.Some economists include care
economy in it: Structural’change of an economy refers o a‘long-term and broad based change of
the fundamenta i ; han microscale or short-term change. Originally it meant the way
the economy is ‘evolving ting on the respective contributions of the three sectors of economy
(agriculture;” industry and services) 't ':"(_;}nogsiDo;ﬁiésﬁc *P duct (GDP). It may also mean other
changes. For example, a subsistence “eConomy Is”thinéformed into commercial economy or a
regulated economy is liberalized. An insulated and protectionist economy becomes open and
globalized. India has been structurally reorienting its economy since the early 1990s under which
there is more room for markets; privatization. of the public sector; greater flow of foreign

investment and foreign goods etc. -

Erops

Livestock

Forestry & loégiﬁg f -

AU N ot e SN P e WU

Fishing and aquaculture

Food Products, Beverages and Tobacco

;F-ekt.iléé, Apparcl and Leather Products
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Metal Products

Machinéry and Equipmt;nt

Other Ménufaéﬁxréd Godds,

-El'éc.tﬁci"ty', gés, water 'supply & qtﬁe( i;tility services - _

Consiruction

JIL ServicesSector = -+

Thade, repair, hotels and esaurants -

Trade & repair services

Hotels & restaurants
”_’I"_r'aq_sp('_'),r‘t_,"sto:'ége,' communication'& services related:to broadcasting  ©

Railways
Road transport
Wétér-franspori
Air transport

Services incidental to txarisport

‘ Storage.

Corhdtinication & services
'Fl;f-l:éric'iva'_lm,.fréailicstafé‘-& prof servs
Financial services ~ ~ © - A
Real .‘eét;ate, deéréﬁip of dwelllng 8;professmnal serv1ces |

jCamm@ni_t}’,. social & pers. S

Public administration & defence

Other services

Indian economy is classified in three sectors — Agriculture and allied, Industry and Services.
Agriculture sector includes Agriculture (Agriculture proper & Livestock), Forestry & Logging,
Fishing and related activities. Industry includes 'Mining & quarrying', Manufacturing (Registered
& Unregistered), Electricity, Gas, Water supply, and Construction. Services sector includes 'Trade,

hotels, transport, communication and services related to broadcasting’, 'Financial, real estate & prof

servs', 'Public Administration, defence and other services'. Services sector is the largest sector of
India. Services sector accounts for 53.66% of GDP. Industry sector contributes 29.02%. While,
Agriculture and allied sector share is 17.32%.

Some Terms

A developed country or industrialized cduntry has advanced-technological infrastructure. Most
commonly, the criteria for evaluating the degree of economic development are gross domestic
product (GDP), level of industrialization, amount of widespread infrastructure and general
standard of living.
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Developed countries have post-industrial economies, meaning the service sector provides more
" wealth than the industrial sector. They are contrasted with developing countries, which are in the
process of industrialization, or undeveloped countries.

A developing country or underdeveloped country, is a nation with an underdeveloped industrial
base, and a low Human Development Index (HDI) relative to developed countries. There is no
universal criterion as to what makes a country developing or developed although there are general
markers such as a nation's GDP per capita; HDI, demographic state etc. A developing -country is
well short of the modern and Western standards of democratic governments, economic
development, social security and civil rights guarantees for their citizens.

'NIC: Newly industrialized country (NIC) is one which adopted the market model of growth; is
showing rapid growth of economy for a considerable period of time; falls between a developed
country and a developing country characterized by rapid export-driven economic growth and
mugration of workers from rural to urban areas.For example, India, Brazil, South Africa etc NICs
are attractive investment destinations given their strong economic growth rates and future
potential. - ’

World Bank classification of countries (2017)

| Category Per Capita (current USS)

Low-incomeif“ 5 .<;::1};095 :

Lower-middlé_jhéofne_ 'I';Ob6 -3.955

o

Upper-middle income | 3,956 - 12,2;*3%5,;T A S

High-income > 12,235

A high-income economy is defined by the World Bank as a country with a per capita income of
‘US$12,235 or more in 2017. The term “first world” commonly refers to those prosperous market
economies like the west, Japan etc.

According to the United Nations, for example, some high income countries may also be
‘ developing countries. The GCC (Persian Gulf States) countries, for example, are classified as
developing high income countries. Thus, a high income country may be classified as either
developed or developing. GCC countries for example are rich but not developed. They have
pockets of export economy based on oil and gas and the rest of the economy is under developed.

The term developed country, or advanced country, .is used to categorize countries that have
achieved a high level of industrialization in which the tertiary and quaternary sectors of industry
dominate; a high income per capita and a high Human Development Index (HDY).

First, Second, Third and Fourth World countries

First world was the western deeloped world. Second world was the communist countries with
~ommand economies but they do not exist today. Third world was made up of the developing
countries.
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- Least Developed Countries (LDCs/ Fourth World countries)
They are countries which according to the United Nations exhibit the lowest indicators of
socioeconomic development, with the lowest Human Development Index ratings of all countries in
the world. The concept of LDCs originated in the late 1960s. A country is classified as a Least
Developed Country if it meets three criteria: .
o Poverty. As.of 2015 a country must have per capita less than US $1,035 to be included on
the list, and over $1,242 to graduate from it.

e Human resource weakness (based on indicators of nutrition, health, education and adult
- literacy) and ' ' ‘

¢ Economic vulnerability (based on instability of agricultural production, instability of
exports of goods and services, economic importance of non-traditional activities,

merchandise export concentration, handicap of economic smallness, and the percentage of

population displaced by natural disasters)

Least developed countries (LDCs) are low-income countries confronting severe structural
impediments to sustainable development. They are highly vulnerable to economic and
environmental shocks and have low levels of human assets.LDC criteria are reviewed every three
years by the Committee for Development Policy (CDP) of the UN Economic and Social Council
(ECOSOC). Countries may "graduate" out of the LDC classification when indicators exceed these
criteria. There are currently 47 countries on the list of LDCs.
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