e PLUTUS IAS
IAS

UPSC/PCS

Economic Optional Paper 1 Analysis By- Prateek Tripathi, Sir

Time Allowed: 3 Hours Maximum Marks: 250
Question Paper Specific Instructions
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e The number of marks carried by a question/part is indicated against it.
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are to be attempted choosing at least ONE question from each section.
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e Answers must be written in the medium authorized in the Admission Certificate
which must be stated clearly on the cover of this Question-cum-Answer (QCA)
Booklet in the space provided. No marks will be given for answers written in a
medium other than the authorized one.

e Graphs/illustrations, wherever required, may be drawn/given in the space
provided for answering the question itself.

e Attempts of questions shall be counted in sequential order. Unless struck off,
attempt of a question shall be counted even if attempted partly. Any page or
portion of the page left blank in the QCA Booklet must be clearly struck off.

Q1. Answer the following questions in about 150 words each: 10x5=50

(a) Show that when prices and income increase in the same proportion, there
will be no change in quantity demanded for a commodity in Marshallian
approach. (10)

Answer:
Marshallian demand unchanged when all prices and income scale by the same
proportion
Statement to show. If every price and money income are scaled by the same
positive factor A > 0 then the Marshallian (Walrasian) demand is unchanged:

x(Ap,AI) = x(p, D).
1. Marshallian problem. A consumer solves

x=0maxu(x)s.t.p-x<I,

wherep = (pl,...,pn)p =, x = (x1,..,xn) and Ill is income. Denote the solution by
x(p, D).
2. Budget-set invariance (simple proof). With scaled prices and income the budget
constraint becomes

(Ap)-x<AMe=p-x<I.
Hence the feasible set of bundles is identical before and after scaling. Preferences
(utility) are unchanged, so the maximizer is the same. Therefore

X(Ap,Al)=x(p.!)



This shows Marshallian demand is homogeneous of degree zero in (p,I).

3. Lagrangian / FOC (alternative demonstration).

4. Economic intuition (one line). Scaling all prices and income by the same factor
leaves real prices (relative prices) and real purchasing power unchanged, so the
optimal bundle does not change.

Conclusion. Marshallian demand is homogeneous of degree zero in prices and
income, so proportional changes in all prices and income have no effect on quantities
demanded.

(b) Interpret the slope of the IS curve. Why is IS curve normally negatively
sloped? (10)

Answer:
The IS curve represents equilibrium in the goods market, where investment equals
saving. It shows different combinations of interest rate (rrr) and national
income/output (YYY) at which aggregate demand equals aggregate supply.
Understanding the slope of the IS curve helps explain the relation between financial
conditions and real economic activity.
1. Interpretation of slope
e The slope of the IS curve reflects how much the interest rate must adjust to
maintain equilibrium when income changes.
e |t depends on two factors:
o Investment sensitivity to interest rate: If investment reacts strongly to
interest rate changes, the IS curve is flatter.
o Saving sensitivity to income: If saving changes sharply with income,
the IS curve becomes steeper.
2. Why IS curve is negatively sloped
e A higher interest rate increases the cost of borrowing, discouraging investment
spending.

e Reduced investment lowers aggregate demand and thus equilibrium
income/output.

e Conversely, a fall in the interest rate raises investment and aggregate demand,
increasing income.

e This inverse relationship between rrr and YYY makes the IS curve slope
downward from left to right.

3. lllustration

Mathematically, sincel = I(r) withI' < 0I' < 0I' < 0and saving rises with YYY, the
goods market equilibrium requires lower YYY at higher rrr, giving a negative slope.
Conclusion

The IS curve is normally downward sloping because higher interest rates reduce
investment and hence equilibrium output, while lower interest rates raise them. The
exact steepness of the slope depends on how sensitive investment is to interest rates
and how saving responds to income. Thus, the IS curve captures the fundamental
inverse relationship between interest rates and income in goods market equilibrium.



(c) What is classical dichotomy? Is it the same as neutrality of money? Explain.
(10)

Answer:

In classical economics, a key principle is the separation of the real and monetary
sectors of the economy. This separation is known as the classical dichotomy, which
assumes that changes in the money supply only affect nominal variables and not real
variables like output or employment. A related concept is the neutrality of money,
which suggests that money has no long-run effect on real economic activity.

1. Classical Dichotomy

e The classical dichotomy states that real variables (output, employment, relative
prices, real wages) are determined independently of monetary variables
(money supply, price level, nominal wages).

e Real variables are governed by real forces such as technology, resources, and
preferences, while monetary variables only determine the scale of nominal
values.

e For example, doubling the money supply doubles all nominal prices and wages
but leaves real output, employment, and relative prices unchanged.

2. Neutrality of Money
e The neutrality of money is a narrower idea: changes in money supply affect
only nominal variables and not real variables in the long run.
e In the short run, however, money may have non-neutral effects due to
wage-price rigidities, imperfect information, or market frictions.
e Thus, neutrality of money emphasizes the long-run irrelevance of monetary
changes for real activity, while accepting possible short-run effects.

3. Comparison
e The classical dichotomy is a strong version: it assumes complete separation
of real and monetary sectors at all times (both short and long run).
e The neutrality of money is a weaker version: it holds that money is neutral in
the long run but may be non-neutral in the short run.
e Hence, while both highlight the limited role of money in affecting real variables,
they are not exactly the same.
Conclusion
The classical dichotomy is the classical belief that real variables are entirely
independent of money, while the neutrality of money means that money does not
affect real variables in the long run but may have short-run effects. Therefore,
neutrality of money can be seen as a more flexible and realistic version of the
classical dichotomy, adapted to modern macroeconomic understanding.

(d) What are the major reasons for market failure? Explain the role of the
government in this context. (10)

Answer:
In economic theory, a perfectly competitive market is expected to allocate resources
efficiently. However, in reality, markets often fail to achieve efficiency or equity due to



various distortions and imperfections. This situation is termed market failure, and it
provides a rationale for government intervention in the economy.

1. Major reasons for market failure

e Externalities: Costs or benefits of production/consumption not reflected in
market prices (e.g., pollution, vaccination).

e Public Goods: Goods that are non-rival and non-excludable (e.g., defence,
street lighting), leading to the free-rider problem.
Imperfect Competition: Monopolies or oligopolies distort prices, restrict
output, and reduce consumer welfare.

e Information Asymmetry: One party has more/better information than another,
leading to adverse selection or moral hazard (e.g., insurance markets).

e Incomplete Markets / Missing Markets: Certain goods or services may not
be provided adequately by markets (e.g., education, healthcare for the poor).

e Macroeconomic Instability: Business cycles, unemployment, and inflation
show that markets alone cannot ensure stability.

e Inequality of Income and Wealth: Markets may concentrate wealth and fail to
provide social justice.

2. Role of government in correcting market failures

e Regulation: Antitrust laws to prevent monopolies, environmental regulations to
curb negative externalities.

e Provision of Public Goods: Direct supply of defence, infrastructure, law and
order.

e Pigouvian Taxes and Subsidies: Taxes to discourage harmful activities
(carbon tax), subsidies to encourage positive externalities (education, R&D).

e Redistribution: Progressive taxation, social security, and welfare schemes to
reduce inequality.

e Macroeconomic Management: Using fiscal and monetary policy to stabilize
growth, control inflation, and reduce unemployment.

e Information Disclosure: Mandating standards, labeling, and transparency to
reduce information gaps.

Conclusion

Market failure arises due to externalities, public goods, imperfect markets, and
information gaps, among other factors. In such cases, government intervention
becomes essential to restore efficiency, ensure equity, and maintain stability.
However, while addressing market failure, governments must also minimize
“government failure” arising from excessive regulation, corruption, or inefficiency.

(e) What are the determinants of velocity of money in Fisher’s equation? How
does it differ from the Cambridge version of velocity of money? (10)

Answer:
The velocity of money (V) refers to the rate at which money circulates in an economy,
i.e., how often a unit of money is used for transactions in a given period. It plays a



central role in the Quantity Theory of Money. Fisher’s transactions approach and the
Cambridge cash-balance approach explain velocity differently.

1. Determinants of velocity in Fisher’s equation
Fisher’s equation is:

MV = PT

where MMM = money supply, V = velocity, P = price level, and T = volume of
transactions.
The velocity of money depends on:

Frequency of transactions: Higher frequency increases velocity.

Payment practices and technology: Use of credit cards, digital payments,
and banking habits raise velocity.

Monetary system and financial institutions: Well-developed banking
increases turnover of money.

Business conditions: During booms, spending is faster — higher velocity; in
depressions, velocity slows.

Stability of money demand: If people prefer to hold less idle cash, velocity
rises.

2. Cambridge version of velocity

The Cambridge economists (Marshall, Pigou, Keynes in early writings)
reformulated the theory as:

M = kPY
Where k = proportion of income people hold as cash balances, Y = real
income.
Here, velocity is defined as:

- L
V=

Thus, in the Cambridge approach, velocity depends mainly on psychological
and institutional factors like liquidity preference, expectations, habits of cash
holding, and confidence in banking systems.

3. Difference between Fisher and Cambridge views

Fisher’s approach: Emphasizes the fransactions role of money; velocity
depends on objective factors such as technology, payment methods, and trade
volume.

Cambridge approach: Emphasizes the store-of-value role of money; velocity
depends on subjective decisions about how much cash people wish to hold
relative to income.

Hence, Fisher’s velocity is more mechanical and constant, while Cambridge’s
velocity is more behavioral and variable.

Conclusion

In summary, velocity of money in Fisher’s framework depends on transactional and
institutional factors, while in the Cambridge approach it depends on people’s
preference to hold cash balances. Thus, Fisher treats velocity as relatively stable,



whereas the Cambridge version recognizes it as influenced by psychological and
economic conditions, making it less predictable.

Q2. (a) Derive Marshallian demand curve for an inferior good in a
two-commodity framework by using income and substitution effects. Is this
demand curve always negatively sloped? Explain. (15+5=20)

Answer:
The Marshallian demand curve for a good is derived from the utility-maximization
behavior of consumers, subject to their budget constraint. For an inferior good, the
income effect works differently compared to a normal good: when income rises,
demand falls. However, in the two-commodity framework, both substitution effect (SE)
and income effect (IE) operate together to determine the final slope of the demand
curve.
1. Substitution Effect (SE)
e When the price of a commodity (say, good X) falls, holding utility constant
(compensated demand), the consumer substitutes X for the other commodity
(say, Y).

e This substitution effect is always negative, i.e., a fall in price increases
demand for X, and a rise in price decreases demand.

e Thus, SE always ensures a downward movement in the demand curve.
2. Income Effect (IE) for Inferior Goods
e When the price of good X falls, the consumer’s real income (purchasing
power) increases, since they can now buy more with the same money.

e For normal goods, this increases demand further.

e For inferior goods, however, demand for X falls when real income rises,
because the consumer shifts towards superior substitutes.

e Therefore, IE for inferior goods is positive with respect to price (opposite to
SE).

3. Marshallian Demand Curve for Inferior Goods
e The total effect of a price change = Substitution Effect + Income Effect.

e For an inferior good:
o SE — demand rises when price falls (downward slope).
o |E — demand falls when price falls (upward slope).

e If SE > IE — Net effect is negative slope (demand curve is downward sloping).



e If IE < SE but small — still downward sloping, but flatter.

e If IE > SE — Net effect becomes positive, and the demand curve slopes
upward (this is the Giffen good case).

4. Two-Commodity Framework lllustration
e Suppose the consumer consumes two goods: X (inferior good) and Y (normal
good).
e Budgetline: PXX + PYY = M.
A fall in PXP_XPX rotates the budget line outward along the X-axis.
e Substitution moves the consumer toward more X, less Y.

e But since X is inferior, the higher real income reduces demand for X.

The final Marshallian demand curve reflects this combination of forces.

Conclusion
The Marshallian demand curve for an inferior good is not always negatively sloped.
e In most cases, since substitution effect dominates, the demand curve is siill
downward sloping.
e Only in rare cases, when the negative income effect outweighs the substitution
effect, the demand curve for an inferior good slopes upward. Such a
commodity is known as a Giffen good

(b) Consider a firm in a Duopoly market with product differentiation in which,
Duopolist | faces a demand function given by:

P1 = 200 — 4q1
The cost function of Duopolist lis: € = 25 + 10qC. Assume that Duopolist
Il has % rd share of the whole market. Find out optimal price, output and profit

for Duopolist I. Also, find out the output of Duopolist II.

Answer:

Here’s the detailed solution:
Firm | (Given P, = 200 - 4q:)
« Total revenue: TR: = (200 - 4q:)q: = 200q: - 4q:2
» Marginal revenue: MR: = d(TR:)/dq: = 200 - 8a:
* Profit-maximizing condition: MR: = MC,, where MC. = 10
= 200-8qg: =10
= q = 190/8 = 23.75
* Price: P, = 200 - 4(23.75) = 105
* Profit: i = P.qi - (25 + 10q:)
=105 x 23.75 - (25 + 10 x 23.75)
= 2493.75 - 262.5 = 2231.25
Firm II’'s Output
Firm Il has 1/3 share of the whole market.
* Since Q1 = 2/3 Q= Q= (3/2)q: = (3/2)(23.75) = 35.625



* Therefore, q. = (1/3)Q = 11.875
Final Results

* Optimal Output (Firm I): q: = 23.75
* Optimal Price (Firm I): P, = 105

* Profit (Firm I): mm: = 2231.25

* Output (Firm I1): 9. = 11.875

(c) What is Scitovsky Paradox? Explain it in the context of Kaldor-Hicks
Compensation test. (15)

Answer:

Welfare economics is concerned with evaluating whether a change in allocation of
resources improves social welfare. While Pareto efficiency sets a strict criterion (no
one worse off, at least one better off), it is often impractical. To address this, Nicholas
Kaldor (1939) and John Hicks (1939) proposed the compensation principle, which
considers a policy change desirable if gainers could hypothetically compensate
losers. However, Tibor Scitovsky (1941) exposed a logical inconsistency within this
principle, known as the Scitovsky Paradox.

1. Kaldor-Hicks Compensation Test
e A policy change from state A to B is considered an improvement if:
o The gainers in B could compensate the losers in A,
o Even if actual compensation does not take place.
e It provides a more flexible criterion than Pareto improvement.

2. The Scitovsky Paradox

e Scitovsky demonstrated that the Kaldor-Hicks test can give contradictory
results:
Moving from A — B may pass the test, as gainers in B could compensate
losers.

o But moving B — A could also pass the test, since gainers in A could
compensate losers in B.

e Thus, both states may appear “better” than each other, leading to circular

reasoning.

3. Resolution — Scitovsky Double Criterion
e To resolve this, Scitovsky proposed a double criterion:
o A change is a true welfare improvement only if A — B passes the
Kaldor-Hicks test and the reverse B — A fails it.
e This awoids circularity and ensures consistency in welfare judgments.

4. lllustration
Example: Consider a tax policy reform.
e Moving from old tax system (A) to new system (B) may benefit industries
enough to compensate farmers’ losses (Kaldor-Hicks satisfied).
e But if reversed, farmers could also compensate industries to retain A (again
satisfied).



e Hence, contradiction — Scitovsky Paradox.

Conclusion

The Scitovsky Paradox highlights the limitations of compensation criteria in welfare
economics, as hypothetical compensation can justify contradictory outcomes.
Scitovsky’s double criterion refines the Kaldor-Hicks test by ensuring a change is
desirable only when the forward move is justified and the reverse is not. While it
strengthens logical consistency, it still relies on potential, not actual, compensation,
which remains a central criticism of such welfare criteria.

Q.3. (a) Define liquidity trap. Show that fiscal policy is fully effective in the
horizontal part while the monetary policy is fully effective in the vertical part of
the LM curve. lllustrate your answer graphically with economic
reasons.(5+15=20)

Answer:
A liquidity trap is a situation in which the nominal interest rate is at or near a very low
bound so that the public’s liquidity preference for money becomes extremely elastic
with respect to the interest rate — people prefer to hold additional money balances
rather than bonds. In this case increases in the money supply do not reduce the
interest rate or stimulate investment; conventional monetary policy becomes
ineffective.
1. Model set-up (IS-LM, linearised)
Use a standard linearised |IS—LM representation.
IS (goods market):

Y=A—-pr+vyG
where Y= income/output, rrr = interest rate, A collects autonomous demand
(consumption  autonomous part, exports, autonomous investment etc.),
B>0\beta>0B>0 measures the sensitivity of planned investment to the interest rate,
and y>0\gamma>0y>0 is the direct effect of government spending on output.
LM (money market): a convenient linear specification of real money demand:

S =hY — kr
Substitute into IS: Y=A— BkhY — M/P + yG

Rearrange:
Y(1 + kBh) = A + kBPM + YG.
So the equilibrium output is
Y =1+ kBhA + kBPM + yG = kk + BhA + kBPM + yG = k + Bhk(A) + BPM + vkG.

2. Monetary and fiscal multipliers (analytic demonstration)
Effect of money supply (monetary policy):
d(M/P)dY = k + Bhp.
Effect of government spending (fiscal policy):
0GdY = k + Bhyk.



Now examine the two extreme shapes of the LM curve by varying kkk (interest
sensitivity of money demand):
(i) Horizontal LM (liquidity trap): k—«<k \to \inftyk—

(i) Horizontal LM (liquidity trap): k — oo
Y B .0
(M /P) a k+ Bh S

— Monetary policy is ineffective: changes in real money supply have (almost) no effect on output.

Intuition: when money demand is infinitely sensitive to r, people simply hold extra money at the

prevailing (very low) rate — interest does not fall, investment does not rise.
ay 1k
G ~ k+ph

— Fiscal policy is fully effective (full multiplier): the whole fiscal multiplier operates because the rise in|

=+ 7.

government spending does not cause crowding out via higher interest rates (interest is stuck at its low

level).

(ii) Vertical (very steep) LM (classical extreme): &k — 0
oY B J} 1

a(M/P)  k+Bh Bk A

— Monetary policy is fully effective: changes in money supply translate into changes in interest rates

which change investment and thus output strongly.

li)'g k

— — L — — 0. N

G  k+Bh
— Fiscal policy is ineffective: government spending is fully crowded out by a rise in
interest rates (no net increase in output).

3. Graphical illustration (how to draw & interpret)
Axes: vertical = interest rate rrr; horizontal = income/output Y
1. Liquidity-trap (horizontal LM): draw LM as a horizontal line at very low
interest rate r=rminr=r_{\min}r=rmin. Draw a downward-sloping IS curve.

o If the government increases GGG (IS shifts right), the intersection moves
right along the horizontal LM — Y rises significantly while rrr stays at
rminr_{\min}rmin. No crowding out: fiscal policy is fully effective.

o If the central bank raises money supply, because the LM is horizontal at
rminr_{\min}rmin the interest rate cannot fall further — people just hold
additional balances — so there is little or no change in r and hence no
stimulus to investment and Y.

2. Classical steepl/vertical LM: draw LM very steep or vertical. Draw IS
downward sloping.

o Increase in money supply shifts LM (or equivalently raises real
balances) and produces a large fall in r which, through higher
investment, leads to a large rise in Y — monetary policy is very
effective.



o Increase in GGG (IS right) raises rrr a lot (because LM steep), which
crowds out investment and largely cancels the fiscal stimulus — little or
noriseinyY

(If you are drawing the two panels, sketch both cases side-by-side and show the
movement of the equilibrium point when you shift IS (fiscal) or shift LM (monetary).

4. Economic intuition — why effectiveness reverses

e Liquidity trap (horizontal LM): at very low interest rates liquidity preference
becomes infinitely elastic: people prefer cash over bonds because they expect
rates to rise (capital losses) or because rates are so low that bond yields are
unattractive. Therefore increasing money supply simply increases money
holdings (hoarding) and does not lower interest rates or stimulate investment.
But fiscal expansion raises demand directly; because rrr cannot rise (it is stuck
at the floor), there is no crowding out — fiscal policy raises output strongly.
Steep/vertical LM (classical region): money demand is little affected by the
interest rate, so changes in money supply lead to large changes in the interest
rate. A higher money supply lowers rrr, stimulates investment and output. Fiscal
expansion quickly bids up interest rates (because LM is steep), crowding out
private investment — so fiscal policy has little net effect on output.

5. Conclusion (exam-style take-away)
e Liquidity trap: money demand very sensitive to interest (LM horizontal).
Monetary policy ineffective; fiscal policy fully effective.

e Classical/vertical LM: money demand insensitive to interest (LM vertical).
Monetary policy fully effective; fiscal policy ineffective (crowded out).

(b) How does the loanable fund theory become superior to the classical theory
of interest? (15)

Answer:
The theory of interest seeks to explain how the rate of interest is determined in an
economy. The classical theory of interest (advanced by economists like Ricardo,
Marshall, and Pigou) explains interest as the price for the use of capital, determined
by the forces of saving and investment. Later, the loanable fund theory (developed
by economists such as Wicksell, Robertson, and Ohlin) extended this view by
including additional factors influencing interest. It is generally considered superior to
the classical theory due to its wider scope and realism.
1. Classical Theory of Interest
e Assumes that the rate of interest is determined solely by the interaction of
savings (supply of capital) and investment (demand for capital).
e Saving is positively related to interest rate, while investment is negatively related
to it.
e Equilibrium interest rate occurs where savings = investment.

Limitations:



w N

. Ignores the role of money and credit (treats interest as a purely real

phenomenon).

Assumes full employment of resources (which is unrealistic).

Considers saving as only a function of interest rate, ignoring income as the
main determinant.

2. Loanable Fund Theory of Interest

Defines the interest rate as the price of “loanable funds,” i.e., the funds
available for lending in the market.

Supply of loanable funds includes: savings, dishoarding of money,
disinvestment, and credit creation by banks.

Demand for loanable funds arises from: investment, hoarding, and
government borrowing.

The equilibrium interest rate is determined where supply of loanable funds =
demand for loanable funds.

3. Superiority of Loanable Fund Theory

1.

Broader Determinants:
o Unlike the classical theory, it considers not just savings and investment
but also hoarding, bank credit, and government borrowing.
o Thus, it provides a more comprehensive picture of the interest rate
determination process.

Inclusion of Money and Credit:
o Recognises the role of money supply and banking system in influencing
interest.
o Superior in modern economies where credit creation is a major source
of funds.

Flexibility under Unemployment:
o Does not rely on full employment assumption. Even under
unemployment, interest rate can adjust based on loanable fund flows.

Practical Relevance:
o Explains why interest rates change frequently due to fiscal deficits,
monetary policy, or credit conditions.
o More consistent with real-world observations.

Bridge between Classical and Keynesian Views:
o While retaining the saving—investment framework, it incorporates
monetary factors, making it a more balanced theory.

4. Criticisms of Loanable Fund Theory
e Still partly indeterminate because demand for investment depends on income,

which itself depends on investment.
Keynes criticised it for overemphasising the interest rate as a determinant of



saving and ignoring income effects.

Conclusion

The loanable fund theory is superior to the classical theory because it goes beyond
the narrow real factors of savings and investment, incorporating monetary, banking,
and institutional influences. It is more realistic and applicable to modern economies
where credit and government borrowing play a key role in interest rate determination.
However, it was later refined and challenged by the Keynesian liquidity preference
theory.

(c) “The failure of classical full employment equilibrium paved the way for
Keynes’ theory of underemployment equilibrium.” Discuss critically. (15)

Answer:

Classical economists (Ricardo, Marshall, Pigou, etc.) believed that the economy
always tends toward full employment equilibrium due to the flexibility of wages, interest
rates, and prices. The Great Depression of the 1930s, however, exposed the inability
of classical theory to explain persistent mass unemployment and stagnation. This led
Keynes to propose his revolutionary theory of underemployment equilibrium, where
economies can settle at less than full employment without self-correcting forces.

1. Classical Full Employment Equilibrium

e Based on Say’s Law of Markets: “Supply creates its own demand,” implying
that general overproduction and unemployment are impossible in the long run.

e Wage—price flexibility ensures adjustment: unemployment leads to lower
wages, which reduce production costs, encourage demand, and restore full
employment.

e Interest rate mechanism balances saving and investment, ensuring full
utilisation of resources.

Limitations (revealed during Depression):
1. Persistent unemployment despite falling wages and prices.
2. Saving influenced more by income than by interest rate.
3. Ignored role of aggregate demand in determining output and employment.

2. Keynes’ Theory of Underemployment Equilibrium

e Keynes argued that economies can settle at equilibrium below full
employment due to demand deficiency.

e Employment depends on effective demand (aggregate demand at which
entrepreneurs expect profits).

e Consumption function: as income rises, consumption rises less than
proportionately — creates a gap in demand.

e Investment: driven by expectations and marginal efficiency of capital, not just
interest rates.
Thus, if aggregate demand is insufficient, equilibrium output will be at less
than full employment.

e \Wage cuts are not a solution because they reduce aggregate demand further.



3. Why Keynes’ Theory Emerged as a Response
e Empirical reality: The Great Depression showed involuntary unemployment
could persist for years.
e Theoretical correction: By replacing Say’s Law with the concept of effective
demand, Keynes explained why economies may not self-adjust.
e Policy relevance: Advocated for active government intervention (fiscal policy,
deficit spending) to boost demand and employment.

4. Critical Evaluation
e Strengths:

o More realistic than classical theory, especially in short run.

o Highlighted the role of aggregate demand and psychological factors
(expectations).

o Justified the use of countercyclical fiscal policies, which became central
to modern macroeconomics.

e Limitations:

o Primarily short-run analysis; did not provide long-run growth framework.

Neglected supply-side factors and inflationary pressures.

o Assumes wage rigidity; in highly flexible economies, classical insights
may still hold.

o Later theories (Monetarism, New Classical, and New Keynesian
economics) critiqued or refined Keynes’ ideas.

(@)

Conclusion

The failure of classical full employment equilibrium to account for prolonged
unemployment paved the way for Keynes’' theory of underemployment equilibrium,
which emphasised demand deficiency and the need for government intervention.
While Keynesian theory was not without limitations, it marked a turning point in
economics by shifting focus from self-correcting markets to active policy for ensuring
employment and stability.

Q4. (a)
(i) Explain the effects of public spending on national income, if it is financed
through government borrowings.

Answer:
Public expenditure plays a vital role in determining the level of national income in both

developed and developing economies. When financed through government
borrowings (from domestic or external sources), its effects depend on how borrowed
funds are used and the broader macroeconomic conditions.

1. Short-Run Expansionary Effects



e Increased Aggregate Demand: Borrowed funds spent on infrastructure,
social services, or subsidies increase aggregate demand and stimulate
production.

e Multiplier Effect: Government spending raises income and employment
through the multiplier process, especially when idle resources exist.

e Crowding In of Private Investment: In developing economies, public
expenditure on infrastructure (roads, power, irrigation) may encourage private
sector activity, raising overall national income.

2. Possible Adverse Effects

e Crowding Out Effect: Heavy government borrowing from domestic financial
markets may reduce the availability of funds for private investors, raising
interest rates and discouraging private investment.

e Inflationary Pressure: If resources are already near full employment,
additional demand financed by borrowings may push up prices rather than real
output.

e Future Burden of Debt Servicing: High interest payments on borrowings
reduce future fiscal space and may divert resources away from productive
activities, lowering long-term growth.

e External Borrowings and Dependency: If borrowings are from abroad,
repayment obligations in foreign currency may worsen balance of payments
and reduce future national income.

3. Net Impact
e Positive when borrowings are used for productive capital formation
(infrastructure, education, health), as they raise long-term growth potential.
e Negative when borrowings are used for current consumption or
unproductive expenditure, leading to debt burden without corresponding
income growth.

Conclusion

Thus, public spending financed by government borrowings has a dual effect: in the
short run, it can raise national income through higher demand and employment, but in
the long run, it may create debt burdens and crowding out unless channelled into
productive uses. Effective debt management and prioritisation of productive
expenditure are essential for ensuring a positive impact on national income.

(ii) Why do some believe that it is important to restrict the growth of public
expenditure? Suggest how public expenditure might be controlled.

10 + (5 + 5) = 20)

Answer:
Public expenditure has been rising steadily due to developmental needs, welfare

programmes, defence requirements, subsidies, and administrative expansion. While
such expenditure is necessary for economic growth and social justice, its unchecked



growth can create fiscal and economic imbalances. Therefore, many economists and
policymakers stress the importance of restricting and rationalising public expenditure.

Why Restrict the Growth of Public Expenditure?

1.

2.

3.

4.

5.

Fiscal Stability: Continuous increase in expenditure often exceeds revenues,
leading to persistent fiscal deficits and mounting public debt.

Inflationary Pressure: Excessive government spending without matching
output growth fuels demand-pull inflation.

Crowding Out Effect: Heavy borrowing by the government reduces the
availability of funds for private investors and raises interest rates.

Inefficiency & Waste: Subsidies, populist schemes, and administrative costs
may result in unproductive spending.

Future Burden: High public debt today restricts fiscal flexibility for future
generations.

How Can Public Expenditure Be Controlled?

1.

Expenditure Prioritisation: Concentrate on productive  spending
(infrastructure, education, health) and reduce unproductive subsidies.

2. Fiscal Discipline: Enforce fiscal rules such as the FRBM Act, outcome
budgeting, and strict expenditure ceilings.

3. Efficiency Measures: Adopt zero-based budgeting, performance audits, and
use e-governance to minimise leakages.

4. Administrative Reforms: Rationalise bureaucracy, reduce overlapping
functions, and streamline public service delivery.

5. Alternative Financing: Encourage public—private partnerships (PPPs),
disinvestment, and innovative financing to reduce direct fiscal burden.

Conclusion

Restricting the growth of public expenditure does not mean reducing welfare
commitments but ensuring efficient, sustainable, and productive use of resources. By
combining fiscal discipline with expenditure rationalisation, governments can strike a
balance between economic growth, social welfare, and long-term financial stability.

(b) (i) Suppose that the market demand and supply functions are given by:

Qd =— 500P + 5000
Qs = 400P — 400

Find out the effects of the imposition of a specific sales tax of 18% on
equilibrium price and quantity

Answer:



Step 1: Find the initial equilibrium (before tax).

At equilibrium,
Qd = Qs
—500P + 5000 = 400P — 400

5000 + 400 = 900P

5400
~ 900

Now substitute P = 6 into either demand or supply to find Q:
Qq = —500(6) + 5000 = —3000 + 5000 = 20

¥ Initial Equilibrium:
e Price = 36

e Quantity = 2000 units
Step 2: Eftect of tax.

A specific tax of 18% means producers will now receive less than the price paid by consumers.

If consumers pay P,, producers receive:

P, = P.(1—0.18) = 0.82F,

Step 3: Adjusted supply curve.
Original supply:

Q. = 400P — 400
But now, suppliers base their supply on net price received (Fp):

Q. = 400(0.82P;) — 400

Q. =3V, — 400




Step 4: New equilibrium (with tax).
Set demand = new supply:
—500F; 4+ 5000 = 328F, — 400
5000 + 400 = 500F, + 328PF,
5400 = 828F;

5400

P
828

o 6-52

Now find Q:

Q = —500(6.52) + 5000 ~ —3260 + 5000 = 1740

Step 5: Producer’s net price.

5
P, =0.82 x 6.52 ~ 5.35

(ii) In a monopoly market, the demand and cost curves are given by:

Suppose that the government imposes a tax of ¥10 per unit. How will
equilibrium price and quantity be affected? (8 + 7 = 15)

Answer:

We are given:
e Demand curve: p=200-8qgp = 200 - 8qp=200-8q
e Cost function: c=25+10qc = 25 + 10qc=25+10q

e Specific tax %10 per unit



Step 1: Derive Total Revenue (TR) and Marginal Revenue (MR)
TR = p - q = (200 — 8q)q = 200g — 8¢>

o _ GTR) .
MR = =2-= = 200 — 16

Step 2: Derive Total Cost (TC) and Marginal Cost (MC)
TC = 25 + 10q

dTC) _

MC =
C dq

10

Step 3: Pre-tax Equilibrium

Profit-maximization condition:
MR = MC
200 — 16g = 10

190 =16¢ = ¢ =11.875

Corresponding price:

p* = 200 — 8(11.875) = 200 — 95 = 105

+ Before tax:

e Qutput = 11.875 units
e Price = T105




Step 4: Effect of Tax on Cost (new MC)

Per-unit tax of T10 increases marginal cost:

MC' =10+ 10 = 20

Step 5: New Equilibrium with Tax

Set:
MR = MC'
200 — 16q = 20
180 =16g = ¢ =11.25

Corresponding price:

p' =200 — 8[11.25\;’: 200 — 90 = 110

After tax:
e OQutput = 11.25 units
e Price =%110

Step 6: Effect of Tax
e Price rises from %105 — %110 (consumers bear part of tax).
e Quantity falls from 11.875 — 11.25.
e Tax incidence is shared between consumers and producer.

SECTION B
Q5.: Answer the following questions in about 150 words each: (10x5=50)

(a) Define offer curve and explain its slope.

Answer:

In international trade theory, the offer curve (also called the reciprocal demand curve)
represents the quantities of one country’s export good that it is wiling to offer in
exchange for various quantities of another country’s import good. It illustrates how a
country's willingness to trade changes at different terms of trade (TOT). The concept
was first introduced by Alfred Marshall to explain equilibrium in international trade
between two countries.

1. Definition of Offer Curve

An offer curve shows the relationship between:
e The quantity of exports a country is willing to supply.
e The quantity of imports it desires in return.



It is derived from the country’s indifference curves and production possibility frontier
(PPF).

For example, if a country produces cloth and wine, the offer curve plots the amount of
cloth (exports) it is willing to give for different amounts of wine (imports).

2. Slope of the Offer Curve
The slope of the offer curve is determined by the terms of trade and reciprocal
demand:
e Positive Slope
The offer curve typically slopes upward from the origin, meaning as a country
offers more exports, it also demands more imports.
e Elasticity of Reciprocal Demand
A flatter slope indicates high responsiveness (elastic demand for imports),
while a steeper slope shows less responsiveness (inelastic demand).
e Equilibrium Point
Where the offer curves of two countries intersect, the equilibrium terms of
trade are determined — this is the mutually beneficial exchange ratio.

Conclusion

The offer curve is a vital tool in international trade analysis, as it shows how countries
adjust their export and import quantities under varying terms of trade. Its
upward-sloping nature reflects the positive relationship between the quantity a country
exports and the imports it desires. Understanding its slope helps economists predict
trade patterns, equilibrium, and the effects of changes in reciprocal demand.

(b) What is J-curve effect? Explain it graphically. 10
Answer:

The J-curve effect is an economic concept that explains how a country’s trade
balance responds to a depreciation or devaluation of its currency. Initially, after the
currency devalues, the trade balance worsens before improving over time.

When plotted on a graph, this short-term decline and long-term recovery create a “J”
shape, hence the name J-curve.

1. Meaning of the J-Curve Effect

e When a country’s currency is devalued (or depreciates), its exports become
cheaper for foreigners and imports become costlier.
e Short run: The demand for exports and imports is inelastic.
— Imports remain high despite higher prices, while exports don’t rise quickly
— trade deficit worsens.
e Long run: Over time, foreign demand for cheaper exports increases, and
domestic consumers reduce costly imports — trade balance improves.

2. Graphical Explanation



Graph Description:

e X-axis: Time

e Y-axis: Trade Balance

e The curve starts above or near equilibrium, falls downward after devaluation
(trade deficit worsens), then rises sharply as exports increase and imports
decrease, forming the shape of the letter “J”.

Trade Balance (Y)

|/ Time (X)

Initial fall

(trade deficit)
3. Reasons Behind the J-Curve Effect

e Contract obligations: Import/export contracts signed before devaluation
continue for a while.
Low short-run elasticity: Consumers take time to adjust purchasing patterns.
e Adjustment lag: Production and supply of exports don’t increase immediately.
Marshall-Lerner Condition: For the trade balance to improve eventually, the
sum of price elasticities of exports and imports must be greater than one.

Conclusion

The J-curve effect shows that currency depreciation does not immediately improve a
country’s trade balance. Instead, there is an initial worsening, followed by a gradual
improvement as demand patterns adjust. Understanding this effect is crucial for
policymakers to set realistic expectations about the impact of devaluation on trade.

(c) State Heckscher-Ohlin theory. Explain the Leontief Paradox in this context.
10



Answer:

International trade theories aim to explain why countries trade and how trade patterns
are determined. The Heckscher-Ohlin (H-O) theory, developed by Eli Heckscher and
Bertil Ohlin, focuses on factor endowments as the main determinant of trade. Later,
Wassily Leontief conducted an empirical test of this theory, which led to the discovery
of the Leontief Paradox, challenging its predictions.

1. Heckscher-Ohlin (H-O) Theory
The H-O theory states that:
“A country will export goods that use its abundant factors of production
intensively, and import goods that use its scarce factors intensively.”
Key Assumptions
e Two countries, two goods, two factors (labour & capital).
e Factors are perfectly mobile within a country but immobile between countries.
No transport cost and free trade.
Technology is identical in both countries.
e Production uses different factor intensities.
Implication
e A capital-abundant country — exports capital-intensive goods and imports
labour-intensive goods.

e A labour-abundant country — exports labour-intensive goods and imports
capital-intensive goods.

2. Leontief Paradox
In 1953, Wassily Leontief tested the H-O theory using input-output analysis for the
U.S. economy (which was widely considered capital-abundant).
Findings

e U.S. exports were found to be labour-intensive.

e U.S. imports were capital-intensive.
This result was opposite to the prediction of the H-O theory — hence called the
Leontief Paradox.

3. Possible Explanations for the Paradox

e Human capital factor: U.S. labour was highly skilled; hence exports were
effectively “human-capital-intensive,” not just labour-intensive.

e Technological superiority: U.S. had better technology, increasing productivity of
labour.

e Trade policy restrictions: U.S. imports were restricted on labour-intensive
goods.

e Natural resource differences: U.S. imports included resource-intensive goods
misclassified as capital-intensive.

Conclusion
The Heckscher-Ohlin theory provides a foundational framework to explain trade based
on factor endowments, but the Leontief Paradox shows that real-world trade patterns



can deviate from theoretical predictions due to factors like technology, skills, and
policies. While the H-O theory remains significant, it needs modification to
incorporate human capital, technological differences, and resource availability for
better accuracy.

(d) Write down the implications of knife-edge problem in Harrod’s model of
growth. (10)

Answer:

The Harrod-Domar model of economic growth explains the relationship between
savings, investment, and growth. In Harrod’s model (developed by Sir Roy Harrod),
there exists a concept called the “knife-edge problem”, which refers to the extreme
instability of the growth process.

According to Harrod, an economy must maintain an exact balance between the actual
growth rate, warranted growth rate, and natural growth rate to achieve stable growth.
Any deviation from this balance leads to cumulative instability.

1. Meaning of the Knife-Edge Problem

e In Harrod’s model, there are three growth rates:

o Actual growth rate (G): The real growth achieved by the economy.

o Warranted growth rate (Gw): The growth rate at which investors are satisfied
with their investment.

o Natural growth rate (Gn): The maximum possible growth rate determined by
population and technology.

e For steady growth, we need:
G=Gw=0Gn

e If the actual growth rate deviates from the warranted or natural rate, the
economy cannot self-correct and diverges further away from equilibrium.

e This delicate balance creates a situation called the “knife-edge equilibrium.”

2. Implications of the Knife-Edge Problem
(i) Instability of Economic Growth
e A small deviation from the equilibrium growth rate can cause the economy to
move away from steady growth rather than return to it.
o If G < Gw, there will be under-utilization of capital and rising unemployment.
o If G> Gw, there will be excess demand, inflation, and over-utilization of capital.
(ii) Need for Continuous Adjustment
e To maintain stable growth, policymakers must continuously adjust savings,
investment, and technology.
e Without intervention, the economy risks boom-and-bust cycles.
(iii) Policy Challenges
e Governments must adopt counter-cyclical policies like:
o Stimulating investment during slowdowns.
o Controlling inflation during excessive growth.
e Failure to intervene can lead to prolonged instability.
(iv) Importance of Natural Growth Rate



WN =

e Since Gn depends on factors like population growth and technological
progress, the economy must align investment and savings policies accordingly
to maintain long-term stability.

Conclusion

The knife-edge problem in Harrod’s growth model highlights the inherent instability of
economic growth. Since even small deviations from equilibrium can cause large
fluctuations, achieving steady growth requires careful policy interventions,
technological improvements, and adjustments in savings and investment.However, due
to its rigid assumptions, the Harrod model is considered less practical, and later
models like Solow's growth model addressed this instability by introducing flexible
capital-labour substitution.

(e) Write down the major limitations of HDI developed by the UNDP. 10

Answer:
The Human Development Index (HDI), developed by the United Nations Development
Programme (UNDP) in 1990, is a composite index used to measure and compare the
overall development of countries.
It is based on three dimensions:

Health: Measured by life expectancy at birth
Education: Measured by mean years of schooling and expected years of schooling
Standard of living: measured by Gross National Income (GNI) per capita
Although HDI is widely used, it has several limitations in reflecting the true
development status of a country.
Major Limitations of HDI
1. Neglects Inequality
e HDI uses average values and ignores income inequality and unequal access to
education and healthcare.
Two countries with the same HDI may have very different income distributions.

2. Ignores Quality of Life Factors
e HDI does not consider:
o Political freedom
o Human rights
o Social justice
o Environmental quality
e A country may have a high HDI but poor living conditions.

3. Limited Indicators
e HDI uses only three dimensions, ignoring many other important development
aspects like:
o Gender equality
o Employment opportunities
o Poverty levels
o Safety and security



4. Insensitive to Environmental Sustainability
e HDI does not reflect ecological balance, resource depletion, or environmental
degradation.
e A country may achieve high HDI at the cost of unsustainable practices.

5. Overemphasis on Income
e HDI assumes that higher GNI per capita always leads to better living standards,
which may not be true.
e |t fails to capture non-monetary aspects of well-being.

6. Ignores Regional Disparities
e HDI measures national averages and overlooks intra-country disparities.
e A country can have a high HDI overall but large regional inequalities.

7. Cross-Country Comparability Issues
e Differences in data quality, definitions, and methodologies between countries
make international comparisons less reliable.

Conclusion
While the HDI is a useful tool for comparing development levels globally, it has
significant limitations. It fails to capture inequality, sustainability, quality of life, and
regional disparities.
To address these shortcomings, the UNDP introduced supplementary indices like:

e |HDI — Inequality-adjusted HDI

e Gll — Gender Inequality Index

e MPI — Multidimensional Poverty Index

Q6. (a). Explain the price effect, protective effect, consumption effect, revenue
effect and distributive effect of tariff in partial equilibrium framework. 20

Answer:

A tariff is a tax imposed by a government on imported goods and services. In the
partial equilibrium framework, which focuses on a single market or sector, the
imposition of a tariff affects various economic variables, such as prices, production,
consumption, and government revenue. Tariffs are often used to protect domestic
industries from foreign competition, but they also lead to economic distortions.

1. Price Effect:

e When a tariff is imposed on an imported good, the domestic price of that
good rises by the amount of the tariff.

e For example, if the world price is ¥100 and a tariff of %20 is imposed, the
domestic price becomes 3120.

e This leads to a shift in consumption and production patterns in the
domestic market.



2. Protective Effect:

e The higher domestic price due to the tariff encourages domestic
producers to increase their production.

e This is called the protective effect, as it protects local industries from
cheaper foreign goods.

e Itis measured by the increase in domestic production due to the tariff.

3. Consumption Effect:

e The increase in price reduces consumer demand for the good.

e This fall in consumption due to the tariff is known as the consumption
effect.

e It represents the welfare loss to consumers who either reduce their
consumption or switch to less preferred substitutes.

4. Revenue Effect:

The government earns revenue from the tariff.

It is calculated as:

Tariff revenue = Tariff rate x Quantity of imports after tariff

This revenue can be used for public expenditure, though it comes at the
cost of reduced consumer and producer surplus.

5. Distributive Effect:

Tariffs lead to redistribution of income:

Producers gain due to higher prices and increased sales.

Consumers lose due to higher prices and reduced consumption.

The producer surplus increases, while consumer surplus decreases,
leading to a redistribution from consumers to producers and the
government.

Conclusion:

In a partial equilibrium framework, tariffs affect market outcomes through several
channels—price rises, changes in production and consumption, generation of
government revenue, and redistribution of income. While they may protect domestic
industries (protective effect), they also distort market efficiency and lead to welfare
losses (consumption and distributive effects). Policymakers must weigh these costs
and benefits when designing trade policy.

(b) Define the concepts of trade creation and trade diversion. Explain their
role in the context of gains from trade bloc.5+10=15

Answer:
A trade bloc is a group of countries that come together to reduce or eliminate trade
barriers among themselves, such as tariffs and quotas. Examples include the



European Union (EU), ASEAN, and NAFTA. The formation of such blocs can result in
economic integration and enhanced trade among member nations. However, the
overall welfare impact of trade blocs depends on two key concepts: trade creation and
trade diversion.

1. Trade Creation:

Definition: Trade creation occurs when a trade bloc leads to the replacement
of higher-cost domestic production with lower-cost imports from a member
country.

This results in greater efficiency and better resource allocation.

Example: Suppose Country A joins a trade bloc with Country B. Earlier,
Country A was producing a good at a high cost domestically. After joining the
bloc, it now imports the same good from Country B at a lower cost. This is
trade creation.

Impact on Welfare: Trade creation is beneficial and leads to increased
consumer surplus and overall gains from trade.

2. Trade Diversion:

Definition: Trade diversion occurs when a trade bloc leads to the replacement
of lower-cost imports from a non-member country with higher-cost imports from
a member country, due to preferential treatment.

This reduces global efficiency and may lead to welfare losses.

Example: Suppose before joining a bloc, Country A was importing a good from
Country C (a non-member) at a low cost. After forming a bloc with Country B,
it shifts to importing from B at a higher cost, only because tariffs are removed
within the bloc. This is trade diversion.

Impact on Welfare: Trade diversion can reduce overall welfare by moving
away from the most efficient source of production.

Role in the Context of Gains from Trade Bloc:

Whether a trade bloc leads to net welfare gains or losses depends on the
relative strength of trade creation vs. trade diversion.

If trade creation > trade diversion, the bloc is beneficial.

If trade diversion > trade creation, the bloc may reduce overall welfare.

Thus, trade blocs are more effective when they promote genuine efficiency
improvements rather than politically motivated trade redirection.

Conclusion:

The concepts of trade creation and trade diversion are central to understanding the
economic impact of trade blocs. While trade creation enhances welfare by promoting
efficient resource use, trade diversion may undermine these gains by favoring less
efficient partners. Therefore, the design and membership of trade blocs should aim to
maximize trade creation and minimize trade diversion to ensure genuine economic
benefits.



(c) Do you think that perfect capital mobility under fixed exchange rate
improves the effectiveness of fiscal and monetary policies? Explain. 15

Answer:

The effectiveness of fiscal and monetary policies depends on the exchange rate
regime and the degree of capital mobility. Under the Mundell-Fleming model, which
extends the I1S-LM framework to an open economy, the interaction between perfect
capital mobility and a fixed exchange rate regime reveals important insights into
macroeconomic policy effectiveness.

1. Perfect Capital Mobility:

e Perfect capital mobility means that capital can move freely across borders in
response to differences in interest rates.

e In such a scenario, even small differences in domestic and foreign interest
rates trigger large capital flows, equalizing interest rates globally.

2. Fixed Exchange Rate Regime:

e |n afixed exchange rate, the central bank maintains the domestic currency at a
fixed rate against a foreign currency by intervening in the foreign exchange
market.

e This limits the central bank’s ability to use monetary policy independently.

3. Effectiveness of Monetary Policy:

e Under fixed exchange rate with perfect capital mobility, monetary policy
becomes ineffective.

e Any attempt to change the interest rate (via increasing or decreasing money
supply) will lead to capital flows that offset the policy:

e If the central bank increases money supply — interest rates fall — capital
outflow — pressure on currency to depreciate.

e To maintain the exchange rate, the central bank is forced to sell foreign
reserves and contract money supply, neutralizing the policy.

e Result: Monetary policy loses its independence and is ineffective in influencing
output or employment.

4. Effectiveness of Fiscal Policy:

e In contrast, fiscal policy becomes highly effective under these conditions.

e For example, an increase in government spending shifts the IS curve to the
right — interest rates tend to rise — capital inflow — pressure on the currency
to appreciate.

e To maintain the fixed exchange rate, the central bank buys foreign currency
and increases the money supply, reinforcing the initial expansion.



e Result: Fiscal policy becomes more powerful, with multiplier effects enhanced
by accommodating monetary expansion.

Conclusion:

Under a fixed exchange rate regime with perfect capital mobility, fiscal policy is highly
effective, while monetary policy becomes ineffective. This outcome supports the
Mundell-Fleming model, which suggests that countries choosing fixed exchange rates
must rely more on fiscal tools for macroeconomic stabilization, as they lose control
over independent monetary policy.

Q.7. (a)Analyse critically the role of human capital and Research and
Development (R&D) expenditure on economic growth in the framework of the
endogenous growth model. (20)

Answer:

Economic growth theories initially emphasized exogenous factors such as
technological progress (Solow model). However, the endogenous growth model
(Romer, Lucas, 1980s) highlighted that growth can be sustained internally through
investment in human capital and Research & Development (R&D). These factors
generate knowledge spillovers, innovations, and productivity gains, thereby reducing
diminishing returns to capital.

1. Role of Human Capital
Skill formation and productivity: Investment in education, training, and health
enhances worker productivity and adaptability.
Knowledge spillovers: A more educated workforce accelerates diffusion of
innovations and adoption of technology.
Sustained growth: Unlike physical capital, human capital accumulation does
not face strict diminishing returns. Lucas (1988) emphasized human capital as
a driver of self-sustained growth.
Critical view:
Returns to human capital vary by quality of education and health infrastructure.
o Brain drain reduces domestic benefits of skilled workforce.
o Without complementary physical capital, human capital alone may not
ensure growth.
2. Role of R&D Expenditure
e Innovation driver: R&D generates new products, processes, and productivity
improvements, fueling long-term growth.
e Endogenous technological change: Romer’s model shows R&D as central to
innovation-led growth.
o Spillover effects: Firms’ R&D investments benefit society beyond private
gains.
Critical view:
o High costs and uncertainty of R&D limit private investment (market
failure).
o Returns accrue unevenly across nations, leading to technological divide.



o R&D requires supportive institutions, intellectual property rights, and
infrastructure to be effective.
3. Synthesis in Endogenous Growth Framework

e Human capital and R&D are mutually reinforcing: skilled workforce boosts
innovation capacity; innovation raises demand for higher skills.

e Countries with sustained public and private investment in both (e.g., South
Korea, USA) experienced higher long-run growth.

e |n developing economies like India, insufficient R&D expenditure (less than 1%
of GDP) and gaps in quality of human capital limit endogenous growth
potential.

Conclusion

In the endogenous growth model, human capital and R&D are not peripheral but core
determinants of sustained economic growth. However, their impact depends on
quality, inclusivity, and institutional support. For developing countries, balanced
investment in education, health, innovation ecosystem, and supportive policies is
essential to harness the growth dividends of human capital and R&D.

(b)“Increasing role of multinationals has reduced the significance of foreign aid
during the post-World Trade Organization (WTO) regime.” Do you agree with
this statement? Explain. (15)

Answer:

Foreign aid, traditionally seen as a tool for development financing and international
diplomacy, played a significant role in the post-World War Il and Cold War periods.
However, with the advent of globalization and the establishment of the World Trade
Organization (WTO) in 1995, the global economic order shifted toward trade
liberalization, private capital flows, and multinational corporations (MNCs).
Consequently, the relative importance of foreign aid has declined compared to
Foreign Direct Investment (FDI), trade, and private capital flows driven by MNCs.

1. Declining significance of foreign aid in the post-WTO era
Trade > Aid: WTO-led liberalization expanded global trade opportunities, making

export earnings a more sustainable source of growth than aid inflows.

e FDI dominance: MNCs emerged as major drivers of capital, technology, and
employment. For instance, FDI flows to developing countries far exceed foreign
aid today.

e Reduced dependency: Many emerging economies (India, China, Brazil)
shifted from aid dependence to being net donors or investment destinations.

e Conditionalities of aid vs. flexibility of FDI: Aid often comes with
political/economic strings, whereas MNC investment is profit-driven and less
conditional.

Increasing role of MNCs
e Technology transfer & innovation: MNCs bring managerial skills, R&D, and

global value chain integration.



e Employment creation: Greater role in industrialization and services sector
growth.

e Infrastructure and services investment: In sectors like telecom, energy, and
logistics, MNCs often outpace aid-funded projects.

e Catalyst for globalization: By operating across borders, MNCs reduce
reliance on donor-recipient relationships.

3. Critical Perspective
Foreign aid still matters:

o For least developed countries (LDCs) with weak investment climates, aid
remains crucial for health, education, disaster relief, and humanitarian
needs.

o Aid provides counter-cyclical support during crises (e.g., natural
disasters, pandemics).

e MNC limitations:
o Profit-driven nature may cause resource exploitation, environmental
degradation, or weak labor standards.
o FDI flows are uneven—concentrated in emerging economies, bypassing
fragile states.
e Hence, while MNCs have overshadowed aid in terms of scale and influence,
aid retains significance in addressing equity, capacity building, and
wulnerability reduction.

Conclusion

The post-WTO era has witnessed a shift from aid dependence to trade- and
investment-led growth, with MNCs playing a pivotal role. While this has reduced the
relative significance of foreign aid, it cannot be entirely dismissed, especially for
LDCs and humanitarian purposes. Thus, a balanced view suggests that MNC-driven
investment has become the primary driver of growth, but foreign aid remains
complementary where markets and MNCs fail to deliver inclusively.

(c) Define the concept of natural growth in Harrod’s model. What are the
implications of the deviation of actual growth from natural growth?( (5+10=15)

Answer:

The Harrod—-Domar growth framework (1939-46) sought to explain the dynamics of
economic growth in terms of savings, capital accumulation, and investment. Harrod
introduced the concepts of warranted growth, natural growth, and actual growth to
analyze the stability of growth paths. Among these, natural growth is crucial as it sets
the upper limit of growth determined by labour force expansion and technological
progress.

Definition of Natural Growth
Natural growth rate (Gn): The maximum rate of growth an economy can achieve when
all available labour force is fully employed with existing technology.



It depends on two main factors:

Growth of labour force (population growth + participation rate)
Rate of technical progress

It represents the ceiling of long-run sustainable growth.

AL

G — I - Technical progress

Implications of Deviation of Actual Growth from Natural Growth.
Case: Actual Growth (Ga) < Natural Growth (Gn)

o Results in underutilisation of labour — unemployment and disguised
unemployment.

o Widening income disparities as labour absorption falls short.

Social and political tensions due to joblessness.

o Example: Many developing countries including India (in early planning
years) faced labour surplus because growth lagged behind population
growth.

(@)

2. Case: Actual Growth (Ga) > Natural Growth (Gn)

o Leads to labour shortages, wage inflation, and bottlenecks.

Can cause cost-push inflation and reduce competitiveness.

o Unsustainable in the long run as labour constraint limits output
expansion.

o Example: Some East Asian economies in later stages of growth
experienced rising wages due to labour shortage.

(@]

3. Instability and Knife-edge Problem
o Harrod emphasized that growth equilibrium is unstable:
If Ga deviates from Gn, the economy does not naturally adjust back.
o Unlike neoclassical models (Solow), Harrod’s model implies no automatic
tendency toward a full-employment growth path.
Conclusion
In Harrod’s framework, natural growth defines the labour-constrained ceiling of
growth, while deviations of actual growth from it generate either unemployment or
inflationary pressures. This “knife-edge instability” highlights the fragility of growth
equilibrium. The policy implication is that governments must actively manage
investment, savings, and population policies to align actual growth with natural growth
for stable and sustainable development.



Q8.

(a) Explain the role of World Trade Organization (WTO) in the present context.
Discuss the merits and demerits of TRIMs and TRIPs. (10+10=20)

Answer:

The World Trade Organization (WTO), established in 1995, is the successor of the
General Agreement on Tariffs and Trade (GATT). It provides a rules-based framework
for global trade by reducing tariffs, removing barriers, and settling disputes among
member countries. In the present context of globalization, digital trade, and
geopolitical shifts, the WTO plays a critical role in promoting free and fair trade while
addressing challenges of protectionism, climate change, and inclusive development.

1. Role of WTO in the present context
e Facilitator of Global Trade: WTO ensures predictability and transparency in

international trade, fostering growth and integration of economies.

e Dispute Settlement Mechanism: Provides a legal framework for resolving
trade conflicts (e.g., US—China tariff disputes, India—US solar panel case).
Promotion of Multilateralism: Encourages cooperation in trade negotiations,
despite challenges of regional/bilateral trade agreements.

e Inclusion of New Issues: WTO now addresses emerging issues like
e-commerce, digital economy, subsidies, and climate-related trade measures.

e Special & Differential Treatment: Protects interests of dewveloping nations
through flexibilities and technical support.

2. TRIMs (Trade-Related Investment Measures)
e TRIMs regulate investment policies that distort trade, particularly those
inconsistent with GATT principles.
Merits
e Prevents discrimination against foreign investors.
e Promotes free flow of investment and trade.
e Enhances efficiency and competitiveness in host economies.
Demerits
e Limits policy space of developing countries (e.g., restrictions on local content
requirements).
e May reduce opportunities for domestic industries to grow under protection.
e Can cause dependency on foreign firms and technology.

3. TRIPs (Trade-Related Aspects of Intellectual Property Rights)
e TRIPs sets minimum standards for intellectual property (IP) protection among
WTO members.
Merits
e Encourages innovation, research, and technology transfer.
e Provides global protection to patents, copyrights, and trademarks.



e Boosts investor confidence in global markets.

Demerits
e Raises cost of essential medicines and agricultural inputs (e.g., seeds).
e Strengthens monopoly power of multinational corporations.
e Widens technological gap between developed and developing countries.

Conclusion

In the present context, the WTO remains a cornerstone of global trade governance,
though it faces challenges of protectionism, trade wars, and lack of consensus among
members. While TRIMs and TRIPs promote uniformity and investor confidence, they
also constrain policy autonomy and developmental needs of poorer nations. Thus,
reforms in WTO's structure, balancing trade liberalization with developmental
priorities, are essential to ensure equity, sustainability, and inclusivity in global trade.

(b) Do you think that economic growth and sustainable development are
contrary to each other? Justify your answer. (15)

Answer:

Economic growth and sustainable development are often seen as two sides of the
same coin. While economic growth refers to the increase in the output of goods and
services measured by GDP, sustainable development emphasizes meeting present
needs without compromising the ability of future generations to meet theirs. The
debate arises because unchecked economic growth may lead to environmental
degradation, while sustainability requires limits on resource exploitation.

1. Why they seem contrary:

o Resource depletion: Rapid industrial growth exploits non-renewable
resources like coal, oil, and minerals.

o Environmental damage: Economic expansion often leads to pollution,
deforestation, and climate change, undermining ecological balance.

o Short-term vs. long-term goals: Economic growth targets immediate
GDP rise, while sustainable development stresses intergenerational

equity.
2. Why they are complementary (not inherently opposed):

o Green growth model: Adoption of renewable energy, energy-efficient
technologies, and sustainable agriculture promotes both growth and
sustainability.

o Circular economy: Recycling, reuse, and waste reduction strategies
enhance resource efficiency while maintaining growth.

o Inclusive development: Investments in human capital, education, and
health strengthen both economic performance and social sustainability.



o Policy frameworks: Global initiatives like SDGs, Paris Agreement, and
national green missions show that economies can pursue growth while
protecting the environment.

3. Examples:

o Contradictory case: Industrialization-led growth in many countries
increased emissions and global warming.

o Complementary case: Countries like Denmark and Germany
demonstrate how renewable energy adoption leads to sustainable yet
strong economic growth.

Conclusion:

Economic growth and sustainable development are not inherently contradictory but
can appear so when growth ignores ecological limits. The real challenge is to balance
both by pursuing environmentally friendly policies, green technologies, and inclusive
strategies. Thus, sustainable development should be seen as the path to ensuring
long-term and equitable economic growth.

(c) Explain the role of planning in the development process in the context of
increasing significance of market economy. (15)

Answer:

Planning has historically played a central role in shaping the economic development
of nations, particularly in post-colonial economies like India. It ensures optimum
allocation of resources, addresses market failures, and balances growth with equity.
However, with globalization and liberalization, the market economy has gained
prominence, raising the question of how planning remains relevant in this changing
context.

1. Role of Planning in Development Process:

o Resource Allocation: In a developing economy with scarce resources,
planning ensures that investment flows into priority sectors like
infrastructure, education, and health.

o Correcting Market Failures: Markets often fail to address issues like
inequality, poverty, environmental degradation, and public goods.
Planning provides corrective measures.

o Regional Balance: Through targeted programs and fiscal transfers,
planning addresses regional disparities that markets alone may
aggravate.

o Social Justice: Planning incorporates redistributive policies to promote
inclusivity, especially for marginalized communities.

2. Changing Role in Market Economy:



o From Direct Control to Indicative Planning: With liberalization
(post-1991 in India), planning shifted from commanding resource
allocation to providing a long-term vision and coordination framework.

o Facilitator Role: Planning now focuses on creating a favorable
environment for private sector participation, foreign investment, and
innovation.

o Public—Private Partnership (PPP): Planning agencies encourage
synergy between government and market forces for infrastructure and
service delivery.

o Sustainability and Global Integration: In the era of globalization,
planning ensures that growth is aligned with sustainable development
goals (SDGs) and international commitments like climate action.

3. Examples in Indian Context:

o NITI Aayog: Replaced the Planning Commission in 2015 to act as a
think tank, promoting cooperative federalism and long-term strategy
while leaving market-driven decisions to businesses.

o Sectoral Focus: NITI Aayog's initiatives in health, digital economy,
green energy, and start-up ecosystems show how planning complements
market efficiency.

Conclusion:

Planning and market economy are not contradictory but complementary. While the
market drives efficiency, innovation, and competition, planning ensures equity,
sustainability, and long-term national goals. In the present context, the role of planning
is more about guiding, facilitating, and coordinating the development process rather
than directly controlling it.






