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changing world has to offer.      
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of 21st century skills and transversal competencies complemented with 
strengthened assessment practices to ensure an effective teaching-learning 
process. It is intended to help our learners acquire economic concepts, 
principles, theories, skills, and values nurturing them to be competent in 
the fast changing economic trends and explore the opportunities that lie 
ahead.  

Rapid rates of GDP growth alone can bring about undesirable economic and 
social costs. In view of such issues, this curriculum has been channelized 
through the lens of philosophy of holistic path to development: Gross 
National Happiness, which aims to bring about a balance between the 
spiritual and the material wellbeing. 
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Chapter

Consumers and their Consumers and their 
PreferencesPreferences

1

Learning Objectives
1. Explain the concept of total and marginal utility.
2. Discuss the relationship between total utility and marginal utility.
3. Explain the law of diminishing marginal utility.
4. Illustrate and explain consumer’s equilibrium through the marginal utility 

approach.
5. Explain the concept of indifference curve.
6. Explain the properties of indifference curve.
7. Examine budget line with an example.
8. Illustrate and explain consumer’s equilibrium through indifference curve 

approach. 
9. Compare and contrast between the Marginal Utility Analysis and 

Indifference Curve Analysis.

1.0. Introduction 
Consumer behaviour is the actions and the decision processes of people who 
purchase goods and services for personal consumption. These economic actions of 
individuals, societies, and firms involve trade-off in the world of scarcity. Therefore, 
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understanding consumers and their preferences is important for addressing 
consumers need. 

This chapter discusses how a consumer make decision by allocating their limited 
income across all possible goods in order to obtain the maximum satisfaction.

1.1. Utility Analysis 
Utility analysis provides insights into an understanding of consumer behaviour and 
market purchase which is based on satisfaction derived from the consumption of 
goods and services. Measurement of a utility helps in analyzing the behaviour of a 
consumer. Utility can be analyzed using marginal utility analysis and indifference 
curve analysis.

Figure 1.1  Features of utility 

1.2. Marginal utility analysis 

Marginal utility analysis helps to understand the behaviour of a consumer in 
determining how a consumer maximizes satisfaction from consumption of goods 
and services. It explains the consumer behaviour through quantitative measurement 
using cardinal numbers (utils).  The concepts of total utility and marginal utility are 
fundamental for marginal utility analysis.
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Marginal
Utility (MU)

Total
Utility (TU)

The total amount of satisfaction derived by 
a consumer from the consumer from the 
consumption of specific quantity of a commodity.
TUn=U1+U2+U3+..........Un

The additional utility derived from the consumer of 
one additional unit of a commodity.

NUn=TUn-TUn-1 OR  MUn = ∆TU
∆Q

Utility

Figure 1.2: Total and marginal utility

Learning Activity 1.1:  Interpreting the relationship between total utility and marginal utility. 

Instructions:
3. Study Table 1.1 and calculate MU.
4. Use the information to plot TU and MU Curves.

Table 1.1 Total utility and marginal utility

ZZ TU MU
0 0
1 10
2 18
3 24
4 26
5 26
6 24

Questions:
1. What is the value of MU when TU is maximum?
2. What happens to TU when MU becomes negative?
3. As the unit of commodity consumed increases, what happens to marginal 

utility? Why?
4. Establish the relationship between TU and MU.
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1.3  Law of Diminishing Marginal Utility:

The law of Diminishing Marginal Utility states that the utility derived by the 
consumer from consumption of additional units (marginal utility) of a commodity 
goes on diminishing. 

According to Marshall, “The additional benefit a person derives from a given increase 
of his/her stock of a commodity diminishes with every increase in the stock that he/
she already has.” The law of Diminishing Marginal Utility is represented in Figure 1.3.

Figure 1.3: Diminishing Marginal Utility of orange juice

Figure 1.4 Law of Diminishing Marginal Utility  
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Figure 1.3 illustrates Law of Diminishing Marginal Utility. As the consumption 
of orange juice increases, marginal utility obtained from each successive unit 
diminishes.

Assumptions:

The application of the Law of Diminishng Marginal Utility operates only under the 
following conditions

i. There is no change in the consumer tastes and preferences, habits,fashion and 
character during that span of consumption 

ii. Every unit of the commodity is exactly the same in shape, size, colour, quality 
and brand.

iii. Standard quantity of the commodity is consumed.

iv. There is continuous consumption of the commodity.

v. There is no change in the income of the consumer.

vi. There is no change in the price of the commodity and its substitutes

vii. Marginal utility of every commodity is independent.

1.4  Consumer’s equilibrium-Marginal Utility approach

A consumer’s equilibrium is a situation when a consumer gets maximum satisfaction 
and has no tendency to change the level of consumption, given the price of a 
commodity. The decision of a consumer to buy a good or service depends on the 
price of each unit and the utility gained from it.  Consumer’s equilibrium in case 
of a single commodity is explained using the Law of Diminishing Marginal Utility.

Figure 1.5 Consumer equilibrium
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In Figure 1.5, unit of commodity X is shown on the X-axis and price on Y-axis. 
The downward sloping curve indicates marginal utility derived by the consumer on 
consuming commodity X.  The straight line parallel to X-axis represent the price. 
The MU curve and price line P intersect at E. This point represents consumer’s 
equilibrium.  At any point above E, MU is greater than price (P), hence the benefit 
is more than cost. Therefore, the consumer can increase total utility by purchasing 
more unit of commodity X. Similarly, at any point below E, MU is less than price 
(P), the benefit is less than cost, and the consumer will decrease consumption to be 
in equilibrium. Thus, point E is the point of equilibrium where MU of X is equal to 
price of X (MUx=Px).

1.5. Indifference Curve Analysis

Modern economists have put forward a new approach to explain consumer’s behaviour 
known as Indifference Curve Analysis. Indifference curve analysis has abandoned the 
concept of cardinal utility by adopting ordinal utility. This approach does not require 
the utility to be measured in terms of quantity but it implies that the consumer is 
capable of simply comparing the utility derived from different units of same goods 
or different combination of goods. 

Indifference Curve

An indifference curve is a graphical representation of various combinations of two 
commodities that give equal level of utility or satisfaction to the consumer. It is also 
known as ‘iso-utility curve’. 

Since any combination of the two goods on an indifference curve gives equal level of 
satisfaction, the consumer is indifferent to the combinations. 

Indifference Schedule

The indifference schedule is the tabular representation of the various combinations 
of two goods giving the consumer equal satisfaction.
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Table 1.2: Indifference Schedule

Combination Oranges Mangoes Marginal Rate of Substitution
A 18 1 -
B 13 2 5:1
C 9 3 4:1
D 6 4 3:1
E 4 5 2:1
F 3 6 1:1

Figure 1.6 Indifference curve

Figure 1.6 shows the various combinations A, B, C, D, E and F of oranges and 
mangoes. At combination A, consumer consumes 18 units of oranges and 1 unit of 
mango. Similarly, at combination D, consumer consumes 6 units of oranges and 4 
units of mangoes. 

A consumer is indifferent to any of these combinations because same level of 
satisfaction is derived though the amount of orange and mangoes varies in every 
combination.  
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Assumptions

1. Rational consumer
A consumer behaves in a rational manner, i.e. a consumer always aims to 
maximize total satisfaction.

2. There are two commodities.
It is assumed that the consumer has fixed amount of money, all of which is to be 
spent only on two goods. It is also assumed that prices of both the commodities 
are constant.

3. Ordinal utility
Utility is a psychological phenomenon and thus it is immeasurable. However, it 
assumes that a consumer can express utility in terms of rank. A Consumer can 
rank the preferences on the basis of satisfaction derived from each combination 
of commodities.

4. Non satiety 
Indifference curve analysis assume that consumer is not over supplied with goods 
to reached the point of saturation. As a result, consumer prefer a larger unit over 
a smaller unit of commodity. 

5.  Diminishing marginal rate of substitution
Indifference curve analysis is based on the concept of diminishing marginal rate 
of substitution.

As the consumer consumes more and more unit of one commodity, they are 
prepared to give less amount of one commodity for one more unit of another 
commodity, since their desire for the former commodity becomes less intense 
with more of it.

6. Transitivity
It is assumed that consumer choices are characterised by transitivity. For instance, 
if consumer prefers combination A to B and combination B to C then consumer 
also prefers combination A to C. 
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Properties of Indifference Curve

The properties of an indifference curve are: 
1. Indifference curve slopes downward to the right.

When a consumer consumes more unit of one commodity, lesser units of the 
other commodity must be consumed. Hence, the indifference curve slopes 
downward to the right.

2. Indifference curve is convex to the origin.
The slope of the Indifference decreases from left to right making it convex to the 
origin. The convexity of the IC to the origin is a result of diminishing marginal 
rate of substitution.

A linear Indifference curve implies that the two commodities are perfect 
substitutes of each other where the MRS remains constant.

3. Higher indifference curve represents higher level of satisfaction.
Higher the indifference curve, higher will be the level of satisfaction. This means, 
any combination of two goods on the higher IC gives higher level of satisfaction to 
the consumer than the combination of goods on the lower IC. In Figure 1.8, IC2 
have more unit of one commodity or more unit of both commodities than IC1. 

Figure 1.8 Indifference Curve 

4. Two indifference curves never touch or intersect with each other.
Each indifference curve is a representation of different level of consumer’s 
satisfaction. The consumers prefer the combinations which lie on a higher 
indifference curve as compared to the combination lying on a lower 
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indifference curve.

As shown in Figure 1.9, if two indifference curve IC2 and IC1 intersect each 
other at point ‘B, his would imply two different level of consumer satisfaction. 
Thus, IC2 and IC1 lie close to each other and never intersect or touch each other.

Figure 1.9 Intersecting Indifference Curves

 

Indifference Map

An indifference map is a series of indifference curves that represent different level 
of satisfaction. Higher indifference curve gives higher level of satisfaction because it 
represents more quantities of one or both the commodities.

Figure 1.10 Indifference Map
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Figure 1.10 represents an indifference map comprising of three indifference curves IC1, 
IC2 and IC3.  All the combinations on IC2 give higher satisfaction to the consumer 
in comparison to IC1. Similarly, the combinations on IC3 give higher satisfaction to 
the consumer in comparison to IC1 and IC2. 

1.6. Marginal Rate of Substitution

Marginal rate of substitution is the rate at which a consumer is willing to substitute 
one good for another without altering the level of satisfaction. 

Marginal rate of substitution of orange and mango is illustrated in Table 1.2. For 
instance, when consumer move from combination ‘A’ to ‘B’ 5 unit of orange is 
sacrificed to get 1 unit of mango. Thus, MRS of orange for mango is 5:1

Figure 1.7 Marginal Rate of Substitution

1.7. Budget Line

A budget line is a graphical delineation of various combinations of two commodities 
that a consumer can afford to buy with a given income at a given prices of the two 
commodities. It is also known as also known as ‘budget constraint’ or ‘price line’.

While an indifference curve shows what choices the consumer would like to make 
based on one’s taste and preferences, the budget line shows what the consumer can 
actually do.
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Table 1.3: Example of Budget Line

Combinations Oranges
(Nu 10/Kg) 

Mangoes  
(Nu 5/Kg) Expenditure

A 0 10 10(0)+5(10)=50
B 1 8 10(1)+5(8)=50
C 2 6 10(2)+5(6)=50
D 3 4 10(3)+5(4)=50
E 4 2 10(4)+5(2)=50
F 5 0 10(5)+5(0)=50

Mango

IC

Indifference Curve

O
ra

ng
e

10

8

6

4

2

0

1            2            3            4          5         6             

A

B

C

D

E

F

Figure 1.11:  Budget Line

The Table 1.3 shows the various combinations of oranges and mangoes that the 
consumer can purchase, supposing that, a consumer has Nu 50 to spend on oranges 
and mangoes at Nu 10 and Nu 5 per Kgs respectively. 

If the entire income is spent on mangoes, the consumer can buy 10 kgs of mangoes 
and no oranges at combination A. On the other hand, if the entire income is spent on 
oranges, the consumer can purchase 5 Kgs of oranges and no mangoes at combination 
F. At the combination B, the consumer can buy 1 Kg of oranges and 8 Kgs of mangoes. 
Theses and several other combinations of oranges and mangoes represented by the 
budget line ‘AF’ in figure 1.11. 

Thus, it indicates that the combinations of the two commodities are placed within 
the affordability and cannot purchase any combinations outside the budget line.
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Learning Activity 1.2:  Analyzing consumer’s equilibrium using indifference curve analysis.
Instructions:

1. In figure 1.12, AB represents the budget line and IC1, IC2 and IC3 are three different 
indifference curves.     

2. Study the figure carefully and answer the questions that follow:     

Orange

Questions
1. Identify the point of consumer’s equilibrium. Justify
2. Why other points are not consumer’s equilibrium?
3. Will it be possible for consumers to shift equilibrium? Illustrate with a suitable 

diagram.                       

1.8. Similarities and Differences Between MUA and ICA

• Both approaches assume that the consumers are rational and try to maximize 
the satisfaction from the limited resources.

• Both the theories assumes some form of diminishing marginal utility. As more 
and more of a commodity is consumed, the consumer obtains smaller and smaller 
increment of utility

• Both the approaches yield the similar results which is consumer’s optimality

• Both the theories are based on introspective method. In this method, the consumer 

Figure 1.12: Consumer Equilibrium: IC Approach
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behaviour is explained by looking into one’s own psychology.

Table 1.3: Differences between MU and IC analysis
MU approach IC Approach

Consumers level of satisfaction can 
be measured numerically in cardinal 
numbers 

It assumes that utility can be measured in 
ordinal numbers. It can be compared or 
ranked based on the preference.

Cardinal utility is less realistic, as 
quantitative measurement of utility is 
not possible.

the ordinal utility is more realistic as it 
relies on qualitative measurement

The Law of Diminishing Marginal 
Utility is used to analyse consumer’s 
behaviour to explain consumer’s 
equilibrium.

 MUX=PX

The Law of Diminishing Marginal Rate of 
substitution is used to analyse consumer’s 
behaviour to explain consumer’s 
equilibrium. 

MRSXY=PX/PY

Review Questions 

1. Assume that you have habit of drinking tea every after two hours. Which cup of 
tea would you enjoy the most, the first one in the morning or the last one towards 
the evening? Respond using the concept of Marginal Utility.

2. Pema was served with plate of Momo, comprising 6 pieces and admits each Momo 
doesn't taste as delicious as the previous one. This clearly shows that
a. the marginal utility of a Momo is positive but decreasing.
b.  the total utility of a Momo is increasing by larger and larger increments.
c.  the total utility of Momo is declining by larger and larger increments.
d.  the marginal utility of a Momo is negative but increasing.

3.  All of the followings are true about indifference curve approach EXCEPT
a. The slope of the indifference curve is equal to Marginal rate of substitution
b. Two indifference curves intersecting each other gives maximum satisfaction
c. As we move down the indifference curve from left to right, the slope of the 

indifference curve tends to decline
d. Higher the indifference higher is the level of satisfaction 

4.  Karma has Nu. 1000 to be spent on note book and pen. If price of 1 unit of note 
book and pen are Nu. 50 and Nu 25 respectively.
a. What are some of the possible combinations of the two commodities that can 

be purchased. Explain using the concept of budget line. 
b. If karma decides to purchase 30 units of pen, what quantity of notebook can 

be purchased with remaining budget? 
c. Suppose karma’s budget increases by 50 %, how would this affect purchase of 

books and pen?  
5.  Which of the shaded area in the figure 1.12 represent total utility? 
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Figure 1.13 Total Utility
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Chapter

Production Decision: Returns Production Decision: Returns 
to a Factor and Scaleto a Factor and Scale

2

Learning Objectives
1. Explain the meaning of production.
2. Analyze and illustrate laws of production in short run and long run. 
3. Explain the causes of returns to factor and returns to scale.
4. Interpret laws of production using numerical example.

2.0. Introduction 

The study of production brings insight on understanding how to allocate the 
factors of production in an efficient way. Producers produce goods and services 
with the available resources by employing the least-cost combination of inputs 
such as land, labour and capital in order to maximize profit. Thus, a firm 
maximizes profit by producing quantity of output where marginal revenue equals 
marginal cost. However, applying the best combination of factor inputs to give 
the maximum output is a challenging task for a producer. 
This chapter discusses production function in short run and long run.
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2.1. Production function

Production is the process of transforming inputs into output. The output of goods 
and services depends on the units of factor inputs employed. The production function 
explains a functional relationship between inputs and output.

It is expressed as;

Qx = f (i1, i2, i3…………. in)

Where  

• Qx is the quantity of a commodity produced.

• (i1, i2, i3…………. in) are the quantity of various inputs used.

Assuming that there are only two inputs, namely, labour (L) and capital (K), the 
production function is expressed as;

QX = f (L, K), which means the quantity of commodity X produced depends on the 
quantity of labour and capital used.

Types of production function

Based upon the time period of production, the quantity of the output varies with the 
change in the quantity of inputs. Assuming that the technology is given, the output 
can be increased only by increasing the inputs. The relationship between input and 
output is classified based on short run and long run. Figure 2.1 explains the types 
of production function.
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Figure 2.1: Types of production function

2.2. Basic concepts of production

Basic problem of an economy refers to those economic problems that are common 
and fundamental to all the economies. Every economy, be it a capitalist or a socialist 
economy has to face the following economic problems:

a. Total Product (TP):

It is the total quantity of a commodity produced with a given unit of factor inputs 
and technology during a given period of time. 

b.  Average Product (AP). 

It is the output produced per unit of variable input employed. It is obtained by dividing 
total product by the units of a variable factor.

 APL =
TP
L
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c.  Marginal Product (MP).

It refers to the additional output produced by employing one more unit of variable 
input.  

APL =
∆ TP
∆ L

2.3 Law of Variable Proportions 
The change in output as a result of employing different units of variable factors to 
the given unit of the fixed factor is explained by the law of variable proportions. 
The law of variable proportions states that with additional units of a variable factor 
employed to the given quantity of a fixed factor, the total product increases at an 
increasing rate initially, and increases at a diminishing rate before it falls perpetually 
in the final stage.  As such, the law of variable proportion is the extension of the law 
of diminishing returns.

Assumptions:

The law of variable proportions holds true under the given assumptions; 

1.  The firm operates in the short run.

2.  The state of technology is given and remains unchanged.

3.  At least one inputs is fixed while other inputs vary.  

4.  Technology has the possibility to change the factor proportion.

5.  All units of variable factors are homogeneous and equally efficient.

Stages of the Law of Variable Proportion. 

The behaviour of output in terms of TP, AP and MP has three stages. It is illustrated 
in figure 2.1 and table 2.2
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Figure 2.2: Stages of law of variable proportion

Figure 2.2 shows the behaviour of TP, AP and MP when additional units of variable 
factors (labour) are applied to a given unit of a fixed factor. All three curves rise at 
first and eventually decline. The MP curve declines at the earlier stage followed by 
AP and TP curves. When MP reaches maximum, TP will change its slope indicating 
a lesser increase of the total output. This is the point of inflexion. It is a turning point 
for a producer to determine the output level.
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Learning Activity 2.1:  Computing TP, AP and MP to draw the relationship amongst these             
variables..

Instructions:

1. Study Table 2.1 and compute the missing values of AP and MP.

2. Plot the graph and study the behaviour of TP, AP and MP

Table 2.1:  TP, AP and MP

Fixed factor 
(Capital)

Variable factor
(labour) TP AP MP

1 0 0
1 1 2
1 2 6
1 3 12
1 4 16
1 5 18
1 6 18
1 7 16
1 8 12

Questions
1. What happens to TP when MP decreases?
2. Explain the relationship between: 

a. TP and MP
b.  MP and AP
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Table 2.2: Stages of the Law of Variable Proportions 

Stage Type of Returns Total product Marginal product Average product 
I Increasing 

returns
Increases initially at 
an increasing rate 
and subsequently 
increases at a 
diminishing rate 

Increases at 
first, reaches the 
maximum and 
then decreases 

Increases 
throughout and 
reaches the 
maximum

II Diminishing 
returns 

Increases at a 
diminishing rate 
and eventually 
reaches the 
maximum

Decreases and 
eventually 
becomes zero

Begins to decrease

III Negative returns Decreases 
consistently 

Decreases and 
becomes negative 

Decreases but it 
remains positive 

Causes of Increasing Return 

1. Fuller Utilization of Fixed Factors: Initially, the amount of fixed factor is too 
large relative to the amount of variable factor. Therefore, fixed factor remains 
underutilized. However, with the increase in use of variable factors, the fixed 
factor is utilized efficiently. Thus, the total product increases at an increasing rate.

2. Division of Labour: Increase in variable factors enables a producer to have 
division of labour. The division of labour leads to specialization and efficiency 
of variable factor resulting to increased returns. 

Causes of Diminishing Return

1. Disturbing the Optimum Proportion: With the additional units of variable 
factors to a given amount of fixed factor, the fixed factor is better utilized. There 
is an optimum combination of fixed and variable factors when the fixed factor 
is fully and efficiently utilized. However, when this optimum combination is 
disturbed, it decreases the average and marginal products.

2. Imperfect substitutability of Factor Inputs: A factor can be a substitute for 
another up to certain point of production. Employing more variable factors 
beyond the optimal combination leads to diminishing return as labour and 
capital cannot be substituted. 
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Causes of Negative Return

1. Overcrowding: Employing more units of variable factor to a fixed factor leads to 
overcrowding which reduces the productivity of the factor inputs.

2. Management Problem: Increased units of variable factor creates the problem of 
effective management. When there are too many workers there is a tendency to 
shift responsibilities to one another and avoid work. This leads to a decrease in 
the efficiency and output.

Learning Activity 2.2:  Examining the stages of operation and decision to produce. 

Instructions:

1. Construct a table depicting different stages of production and firm’s decision with 
regard to TP, AP and MP

2. Identify the stages of the law of variable proportions.

Questions
1. If you are a producer, in which stage would you decide to operate? Why?
2. Why the producers would not operate in other stages? 
3. Which one do you think is important for a producer; TP, AP or MP? Justify. 
4. Do you think a firm can increase the output after reaching the negative return 

in the short run? Justify

2.4.  Law of Returns to Scale

In the long run, it is assumed that all factor inputs are variable. Therefore, the 
production function is expressed as: 

Qx = f (L, K)

The long-run production function studies the change in output when all inputs 
increase in the same or different proportion. The change in total output due to the 
change in scale of production is called returns to scale. However, traditional theory 
of production explains the change in output with the proportionate change in inputs. 
When a firm increases all its inputs proportionately, the total output increases more 
than the proportion, less than the proportion, or in the same proportion. Accordingly, 
there are three possibilities of returns to scale. 
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a. Increasing returns to scale

If the producing unit increases all its inputs by a given quantity and the total output 
increases by more than proportionate increase in inputs, it implies increasing returns 
to scale. 

b. Constant returns to scale

If the producing unit increases all its inputs and the total output increases by the same 
proportion to increase in inputs, then it is the situation of constant returns to scale. 

c. Decreasing returns to scale

If the producing unit increases its inputs and the total output increases by less than 
proportionate increase in inputs, then it implies decreasing returns to scale. 

Table 2.3: Returns to scale.

Inputs Units of output produced
Time 

Period
Units of 

labour (L)
Units of 

capital (K)
Increasing 

Return
Constant 
Return

Decreasing 
Return

 1 5 2 100 100 100
2 10 4 250 200 170

Diagrammatic presentation of Returns to Scale

Figure 2.3:  Returns to Scale 
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Causes of Increasing Returns to Scale

1. Indivisibility of inputs: 

Inputs like huge and bulky machineries can be fully and efficiently utilized at larger 
levels of output. Such inputs can neither be divided into smaller units to suit lower 
scale of production nor be excluded in production. Thus, increasing returns can be 
realised from the efficient use of such resources.

2. Greater division and specialization of labour: 

As the scale of production increases, it allows the possibility to adopt division of labour 
and specialization. This increases the labour productivity and efficient management.

Causes of Constant Returns to Scale

1. Limits of Economies of Scale: Economies of scale refers to the decrease in cost 
per unit of output with the increase in level of production. Increasing returns to 
scale cannot go on indefinitely as the economies of scale are exhaustive.  When 
the economies of scale reach the peak, there exists a brief phase of constant 
returns to scale before experiencing the diseconomies. 

2. Perfect Divisibility of Inputs: Constant returns to scale may occur in certain 
productive activities where the factor inputs are perfectly divisible. Doubling the 
inputs in the same proportion can double the output. For example, the output 
might get doubled by setting up one more unit of the same plant.

Causes of Decreasing Returns to scale

1. Entrepreneur is a fixed factor: An increase in scale of production may come to 
a point where the abilities and skills of the entrepreneur may be fully utilized. 
Thus, an increase in the scale of production beyond this point may decrease the 
efficiency of entrepreneur.

2. Exhaustibility of Natural Resources: Exhaustion of natural resources is 
responsible for diminishing returns to scale. For example, when the number of 
lumbers and their tools are doubled, the output of logs may not double due to 
the limited timber at source. 
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Review Questions 

1. Write True or False for each of the statements.

a. In the short run, the TP increases at an increasing rate after the point 
of inflexion.

b. The MP is negative when the TP is at maximum.

c. The slope of the TP curve is shown by the AP. 

d. The stage of decreasing returns to a factor starts at the point where AP 
and MP are equal.

e. During the phase of constant returns to scale, when input is doubled 
the output also doubles.

f. Economies of scale lead to the availabiltiy of cheaper inputs.

2. Explain the following terms with examples. 

i. Variable input. 

ii. Fixed input.

3. Why do you think AP is always positive? 

4. Table 2.4 gives the average product schedule of a labour. Find the total 
product and marginal product. 

Table 2.4: Average Product Schedule

Labour (L) 1 2 3 4 5 6

APL 2 3 4 4.25 4 3.5

5. As Sonam Bakery increases its staff from 1 to 10 baker, it experiences 
increasing marginal returns. Explain the circumstance for the bakery’s 
increasing marginal return.

6. A Juice factory has 50 employees and produces 20 bottles of juice per 
hour. The factory hires one new worker and now the factory produces 
52 bottles per hour. Then, the factory hires one additional worker. 
Production increases to 54 bottles of juice per hour. Does the factory 
have diminishing, constant, or increasing marginal returns at this level 
of production? Why?



28 Chapter 2

7. Study figure 2.6 and answer the questions that follow.

Figure 2.5 Desho production 

i. Identify the inputs to formulate a production function.

ii. Classify the inputs as fixed and variable. 

iii. Create the short-run and long-run production functions.

iv. The firm can undergo various stages of production. Show different stages 
of production with the help of a hypothetical schedule of a firm in the 
short run and long run.
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Learning Objectives
1. Explain types of cost.
2. Analyze the impact of social cost as a result of production.
3. Explain the application of opportunity cost.
4. Analyze and illustrate behaviors of cost in short run and long run.

3.0. Introduction 

Business decision and operations revolves around the concept of cost. It influences 
and determines production, supply, sale and price of commodities in the market. 
Producers will try to combine all the factor inputs to achieve cost minimization and 
maximize the profit. 

This chapter discusses various concepts of cost, how a firm’s costs depend on its rate 
of output and how these costs are likely to change over time.
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3.1. Concept of Cost

The cost is the expenditure incurred by producers on purchases of factor inputs such 
as land, labour, capital, raw materials and fuels. 

a) Explicit cost

Explicit cost is the expenses incurred by producers when inputs are hired or purchased 
from the market. These costs include payments for raw materials, taxes, depreciation 
charges, transportation, advertisement, power and fuel. Under explicit cost, producer 
make payments to outsiders for purchasing or hiring factor services. It is also known 
as money cost or accounting cost

b) Implicit cost

Implicit cost refers to the cost of using the self-owned inputs by the producer. This 
cost includes imputed value of factors such as land, labour and capital. It is a cost 
involving sacrificed income for the use of a factor of production that is owned by 
the firm.

The sum of explicit and implicit cost is known as economic cost. 

Economic Cost = Explicit Cost + Implicit Cost

c. Social Cost 

Social cost is the cost related to the working of firm which is not explicitly borne by 
the firm, but it is the cost to the society due to the production of a commodity. 

The social cost is used in the social cost-benefit analysis of the overall impact of 
the business operations on the society and do not normally figure in the business 
decisions. The external costs are those costs which are  related to the production 
and consumption of the commodity but is not directly paid by the producer. These 
are the costs borne by the society. For example,  hazardous pollutions resulted from 
the cement production is an external cost faced by the community located nearby 
the firm.  

While the production process has social cost, it also has social benefits. The process of 
production requires cost-benefit analysis. If benefits are greater than the cost, society 
benefits. But if the social cost is greater than benefits, the society suffers from the 
production process. Social costs accrue to negative externalities and social benefits 
generate positive externalities.
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I. Positive Externality

This occurs when the production of a good causes a benefit to a third party. With 
positive externalities, the benefit to society is greater than your personal benefit. For 
instance, education can have private benefit and also benefits to the rest of society in 
terms of lower crime rate and higher economic growth.

II. Negative externalities

These occur when the production of a good causes a harmful effect to a third party. 
Negative externalities have an impact on the community and rest of the world. For 
example, constructing a new road will lead to loss of a beautiful landscape. 

Learning Activity 3.1:  Analyzing the social cost as a result of production. 
Instructions:

1. Read the case study on human and social cost of mega hydropower construction 
in Samcholing.

The Human and Social costs of Mega Hydropower Construction in Samcholing

Samcholing under Dragteng gewog in Trongsa is one of the most affected villages due 
to the construction of the Mangdechhu Hydroelectric Project. Samcholing has over 218 
households and 70% of them were interviewed. It was discovered that the construction 
activities of hydro power projects have immeasurable human and social costs.

Roads are damaged by trucks carrying heavy loads. Drainage systems are spoiled while 
Irrigation canals located along the road are hampered. Cultivation of major crops and 
vegetables are compromised due to an erratic supply of water. Drinking water has 
become scarcer than before, as it is drained to meet the needs of thousands of project 
staff and workers.

The heavy trucks not only pollute the air, but the community as a whole because of the 
disturbing noise and commotion they create. Dust particles are visible during the day 
time and is felt and experienced at night. It even dirties the dried laundry. The dust 
contaminates stored drinking water in the bucket and also food. Altars and offerings 
set with statues are also affected by the dust.

The people reported that sprinkling of water on the road was not being carried out 
properly by the project authority, except on certain occasions when there are visits 
by senior government officials. People state that their health hazards have increased 
by almost twofold over the construction period. Common cold and other respiratory 
diseases are perceived to have gone up with the launch of the project as compared to 
preceding years.



32 Chapter 3

The tremor from the moving trucks and excavation works shake the houses that fall 
near the road and excavation sites. These house owners are constantly under stress 
and have to keep on worrying. They feel insecure and have to live under complete 
uncertainty. Some households lost land to the project. They were given an option to 
choose between the cash compensation and land replacements. 

Very few people feel that the project has been a blessing for their livelihood. For those 
to whom the projects have been beneficial, it is in terms of limited employment on 
temporary and daily wage basis. They have also benefited from being able to sell 
some farms products they could salvage from the dust and pollution. Employment 
opportunities, if any, was given to those households whose land had to be acquired 
by the project.

The pursuit of economic benefits from hydropower appears to come at the huge social, 
environment, land and the cultural heritage costs. Nevertheless, in the future, such 
projects may displace hundreds of people who may have to relocate and rebuild villages 
if more attention to strategic planning for social and environmental impacts with strict 
laws is not put into place.

There must be new and strict regulations for the hydroelectric project construction 
authority to undertake social and environmental impact studies and also to offer 
prospect for public comments and oversight. Compensation package for the residents 
and community needs to be improved by considering the wholesome nature of the 
project’s externalities. The supply of vegetables and other requirements for the project 
could be negotiated from the community through the means of brokers and cooperatives 
so as to benefit the local economy. New regulations, conducive systems and ideas need 
to be brought in, so that the locals can have a voice as against their helplessness today.

Contributed by Pema Thinley

Source: Thinley, P. (2014, October 1). The Human and Social costs of Mega Hydropower 
Construction in Samcholing. TheBhutanese- Bhutan’s National Paper.

https://thebhutanese.bt/the-human-and-social-costs-of-mega-hydropower-
construction-in-samcholing

Questions
1. Highlight various social cost and benefits discussed in the case study.
2. Which of the two, social cost or benefit, is higher on the society? Validate 
3. What policy interventions should the government initiate to minimize such 

social cost?
4. Discuss social cost and benefits of similar economic activities in your community. 
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3.2 Opportunity Cost 

The opportunity cost arises due to unlimited human wants and scarce resources 
which have alternative uses. The opportunity cost of producing any good is the next 
best alternative good that is given up to produce the good.  For instance, with given 
resources, a producer can grow both potatoes and groundnuts. If a given amount of 
resources can produce 1000 units of potatoes or 2000 units of groundnuts, then the 
opportunity cost of 1000 units of potatoes is 2000 units of groundnuts which need 
to be sacrificed. 

All cost of production are opportunity costs. In case of explicit costs, opportunity 
cost is the value of the best alternative that was not purchased, and in case of implicit 
cost, opportunity cost would be those incomes sacrificed by the owners themselves.

Application of opportunity cost

The opportunity cost has a wide application in economic theory and policy. 

Determination of factor 
remuneration

The minimum remuneration 
given to the labour should be 
equal to opportunity cost. For 
example, if a labour is working 
in public school as a driver 
with a wage of Nu. 15,000 
per month, that becomes 
opportunity cost for him/
her. If private school wants to 
employ him/her as a driver, 
private school must pay at 
least Nu 15,000 per month. 

Determination of national priorities
If government decides to spend more resources on 
non-civilian goods, less resources will be available 
to produce civilian goods. Similarly, if government 
decides to construct more hospital by cutting down the 
expenditure on the construction of road, then the real 
cost of constructing more hospital to the society would 
be availability of lesser roads.

Determination of 
relative prices

Opportunity cost is useful 
in determining the relative 
price of commodity. 
For instance, with given 
resources, if we produce 1 
meter of cloth or 20 loaves 
of bread, then the price of 1 
meter cloth will be 20 times 
more than the bread.

Making Production 
decision

Since resources are 
scarce, producer or 
firm cannot produce 
everything. Therefore, 
the decision to produce 
particular commodity 
over other commodity 
involves opportunity cost.

Studying consumer 
behavior. 

With limited resources, 
consumer choose one 
commodity or the other. 
For instance, a student who 
stay at home during school 
time will miss number of 
teaching periods.

Application of 
opportunity cost

Figure 3.1 Application of opportunity cost
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3.3 Short Run Cost 

In short run, the inputs used by the firms can be classified into fixed inputs and 
variable inputs. Fixed costs are those that are incurred on fixed inputs such as; 
equipment, machinery, land, buildings. Fixed cost remains constant with change in 
level of output. Variable cost is the cost that is incurred on the variable input such 
as; raw materials, labor, and utilities. It varies with the variation in level of outputs. 

Short run cost is further divided as follows.

a. Short Run Total Cost (STC)

1. Total fixed cost (TFC) is the total cost incurred by the firm on all the fixed factors. 
It does not vary with change in output. Total fixed costs are constant and they 
must be paid even when output is zero. 

2. Total Variable costs (TVC) are the costs incurred by the firm on the use of 
variable factors. these cost vary with increase in output produced. Variable cost 
is zero when no output is produced. 

3.  Total cost is sum of fixed and variable costs at each level of output. 

TC= TFC + TVC

Behavior of Total Cost Curves

Total cost of the firm increases with increase in output. Similarly, variable cost also 
increases with increase in output. But the fixed cost remains constant with increase 
in output.  Table 3.2 and Figure 3.1illustrates the behavior of the cost curves in short 
run and their relationship.

Table 3.1 Cost Schedule

Out put TFC TVC TC
0 70 0 70
1 70 18 88
2 70 30 100
3 70 36 106
4 70 48 118
5 70 66 136
6 70 98 168
7 70 160 230



35Production Decision: Cost Analysis

Figure 3.2 Cost curves

TFC Curve

The TFC curve is parallel to the x axis showing that it is constant at all levels of 
output. It is incurred even at zero  level of output. Thus, TFC curve originates from 
a point on the Y axis. TFC is also called as unavoidable cost since whether the firm 
produces or not, still the fixed cost is incurred. 

TVC Curve

TVC curve originates from origin showing that variable cost is incurred even at the 
zero level of output. It increases with increase in output as larger quantity of variable 
factors are required to produce more units of output. Initially, TVC curve increase at 
diminishing rate and then after certain level of output it increases at an increasing 
rate. Thus, TVC curve is concave to the X axis at lower level of output and convex at 
higher level of output assuming the shape of reverse ‘S’.

TC Curve

Total cost is the total of variable Cost and fixed cost. TC curve lies above TVC curve 
by an amount equal to TFC at all level of output. Since a constant fixed cost is added 
to the total variable cost, the shape of TC curve is same as that of TVC curve.
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b. Short Run Average Cost (SAC)

Average cost refers to the per-unit cost of production. It measures the amount of 
money that the business has to spend to produce each unit of output. It is also known 
as average unit cost. Figure 3.4 depicts the types of average cost.

Figure 3.3 Types of average cost 

Table 3.2 Cost Schedule

Out put TFC TVC TC AVC AFC ATC MC
0 70 0 70    -
1 70 20 90 20 70 90 20
2 70 30 100 15 35 50 10
3 70 38 108 12.6 23.3 36 8
4 70 48 118 12 17.5 30 10
5 70 66 136 13.2 14 27 18
6 70 98 168 16.3 11.6 28 32
7 70 160 230 22.8 10 33 62
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Figure 3.4 Average cost curves

Behavior of Average Costs Curves

AFC decreases with increase in output because it is shared amongst all the units of 
output produced. AFC falls throughout with increase in output as fixed cost is spread 
over more units of output. AFC curve is downward slopping and it is asymptotic to 
the axes as it can never be zero at any level of output. Thus, the shape is a rectangular 
hyperbola. In figure 3.4, when the firm produces 1 unit of output, the AFC is 70.  As  
the output keeps on increasing  from 2,3,4,5,6 and 7 units, the AFC goes on decreasing 
from 35,23.3,17.5,14,11.6 and 10.

The average variable cost generally falls as output increases. But beyond the normal 
capacity of output, average variable cost rises steeply. Thus the AVC is a U-Shape. 
In figure 3.4 at lower level of output the AVC curve is negatively slopped. At the 4th 
unit of output, it reaches minimum and beyond that it is sloped positively assuming 
a U shape.

Since ATC is derived by adding AFC and AVC, ATC curve lies above the AFC and 
AVC curves. From figure 3.4 we can understand that the behavior of   ATC curve 
depends upon the behavior of both AVC and AFC curves. ATC curve is also U shaped, 
initially negatively sloped, reaches the minimum and ultimately slopes positively. 
The distance between AVC and ATC curve gets smaller and smaller as the output 
increases but it doesn’t touch each other.
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Why is AVC curve U-shaped?

The U -shape of average cost curve can be explained through the law of variable 
proportions. In the beginning with increase in output, average cost falls because of the 
operation of the law of increasing returns. After reaching the minimum point, when 
output increases, the average cost starts increasing because of the operation of the 
law of diminishing returns. 

c. Short Run Marginal Cost (SMC)

It is the extra cost incurred in producing additional unit of output. Marginal cost is 
an addition to the total cost in producing one more unit of output.  

MC=TC n-TCn-1
or

∆Q
∆TCMC =

Behaviour of Marginal Cost Curve

Figure 3.5 Marginal cost curves

In figure 3.5, initially MC curve is negatively sloped till 3rd unit of output, reaches 
minimum and then slopes positively at greater level of output, thus assuming U shape. 

MC curve is U-shaped due to the law of variable proportion. Increasing return will 
cause MC curve to decline with increase in output, therefore MC curve is negatively 
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sloped. It is positively sloped in later stage of production due to decreasing returns. 

The following are key points important for analysing Marginal Cost.

1. Marginal cost is independent of fixed cost. However, MC is associated with TVC 
and thus with TC.

2. The change in marginal cost is due to change in variable cost when the output is 
increased. Thus, MC is related to variable cost.

3. TVC can be also computed by adding MC of various units of output. For example, 
TVCn= MC1+MC2+MC3+...... 

Relationship between AC and Marginal Cost

Figure 3.6 Relationship between AC and MC

1. When MC is less than AC, AC falls with increase in output.

2. When MC is more than AC, AC increases with increase in output.

3. When MC is equal to AC, AC is constant. MC curve cuts AC from below at its 
lowest point showing that MC is equal to AC. 

3.4. Long Run Cost

In the long run, producers have sufficient time to change the scale of production by 
changing all the factor inputs. Since all factors are variable, there is no fixed cost in 
the long run. Thus, costs in the long run are Total Cost, Average Cost and Marginal 
cost. Long run cost curves will be similar to short run cost curves however the long 
run cost curves are flatter due to economies and diseconomies of scale. 
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a.     Long Run Total Cost (LTC)

Long run total cost refers to the least cost of producing a given level of output when 
all the factors are variable.

b. Long run average cost (LAC) 
It is per unit cost of factors of production in the long run. It is derived by dividing 
long-run total cost by units of output. LAC show the lowest average cost of producing 
output when all the factors are variable. LAC curve is generally U-Shaped. However, 
it is flatter than the SAC curve. It initially falls and ultimately rises at higher level 
of output.

c. Long run marginal cost (LMC)
It shows the extra cost incurred in producing one extra unit of output when all the 
factors are varied. it represents the change in the total cost due to the production of 
one extra unit of output. LMC curve is U-Shaped as shown in figure 3.7.

Figure 3.7 Relationship between LAC and LMC

Relationship between LAC and LMC

Generally, the relationship between LAC and LMC is similar to that of SAC and SMC 
except for flatter shape of LAC and LMC. The relationship between LAC and LMC 
is represented in Figure 3.7  

1. When LMC is less than LAC, average cost falls with increase in output. When 
LAC falls, LMC also falls. In figure 3.7, upto OQ level of output, LMC curve lies 
below the LAC curve. Throughout this stage the LAC curve is negatively slopped.
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2. When LMC is equal to LAC, LAC is minimum and constant. LMC cuts LAC 
at the minimum point from below. In figure 3.6, at Q level of output, LAC and 
LMC curve intersects. At this point LAC is minimum and remains constant.

3. When LMC is greater than LAC, LAC increase with increase in output. When 
LAC rises, LMC also rises. In figure 3.6, beyond OQ level of output, LMC curve 
lies above LAC curve and the LAC curve slopes positively beyond this level of 
output. As shown in Figure 2.6 LAC curve initially falls and rises later due to 
internal economies of scale and diseconomies of scale. Thus, the LAC curve is 
U-shaped

Why is LAC curve U-shaped?

The U-Shape of the LAC curve is the result of the operation of internal economies and 
diseconomies of scale. When the firm expand the scale of production, they get some 
advantage, as a result per unit cost of production goes on decreasing. After certain 
level, when the production becomes extensively large, the firms begin to experience 
disadvantages, resulting in increase in per unit cost of production

3.5. Economies of Scale

With the expansion of the productive capacity of a firm or industry, the total cost of 
production increases less proportionately than the increase in output. In long run, 
the average cost of production falls with the scale of production. This phenomenon is 
known as economies of scale. However, if the firm increases the scale of production 
beyond a point, it may experience diseconomies of scale and the average cost will 
increase with increase in output. 

Figure 3.8 :Economies and diseconomies of scale
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The economies of scale occur as a result of expansion of the size of the firm or increase 
in the scale of firm’s production. As a result, a large firm can decrease average cost.  
Some of the economies of scale are represented in Figure 3.9

Figure 3.9 Internal economies of scale

3.6. Diseconomies of scale

An increase in the scale of production beyond the optimum point may lead to increase 
in average cost. This phenomenon is known as diseconomies of scale. Some of the 
diseconomies of scale are represented in Figure 3.10

Figure 3.10 Internal Diseconomies of scale
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Review Questions 

1. All of the following describes the relationship between Average Cost and 
Marginal Cost EXCEPT

a) When average cost falls with increase in output, marginal cost is less than 
average cost.

b) When average cost rises with increase in output, marginal cost is greater 
than average cost.

c) When average cost is constant as output increases, marginal cost and 
average cost are equal.

d) When average cost is constant as output increases, marginal cost is greater 
than Average cost. 

2.   Economies and diseconomies of scale explains the reason for 

a) Decline in AFC. 

b) U-shape of LAC curve.

c) U-shape of SAC curve.

d) Intersection of the MC and AC curves.

3. Study Table 3.3 and answer the following questions.

 Table 3.3 Cost Schedule

Units of output TFC TVC TC MC AFC AVC ATC

0 100

1 125

2 145

3 157

4 177

5 202

6 236

7 270

8 360

9 398

10 490
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4.  Calculate the missing values in Table 3.3.

a.  Draw AFC, AVC and ATC curves.

b.  Why does AFC curve fall continuously?

c.  The distance between ATC and AVC decreases as the level output increases. 
Give reason. 

5. How is the concept of opportunity cost applicable in your daily life?
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Learning Objectives
1. Explain types of revenue.
2. Examine the behavior of revenue under different market structure.

4.0. Introduction 

Revenue is a lifeblood of a business as it ensures the sustenance and growth of the 
business. As such, it is crucial for a firm to understand the behaviour of revenue which 
determines how much to produce in different market structures. Producers make 
business decision based on the knowledge on types of revenue and their behaviours. 
Better the understanding of behaviour of revenue, more informed the business 
decision is. 

Thus, this chapter discusses the meaning of revenue, types of revenue, and examines 
the behavior of revenue under different market structure. 
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4.1. Concept of Revenue

The term revenue refers to the income obtained by a firm through the sale of 
commodity at different prices at a given time. 

Revenue

Total Revenue (TR) Average Revenue (AR) Marginal Revenue (MR)

Figure 4.1 Types of Revenue

a. Total Revenue (TR)

Income earned by a firm from the sales of its total output is called total revenue. TR 
varies with firm’s output level and the market price. Total revenue is calculated by 
multiplying the price of the commodity and quantity of output sold. 

TR=Quantity x Price

b. Average Revenue (AR)

Average revenue refers to the revenue obtained per unit of output sold. AR is also 
the price per unit of the commodity. It is obtained by dividing the total revenue by 
total output sold.

AR= 
Q
TR

c. Marginal Revenue (MR)

Marginal revenue is the additional revenue obtained by selling an additional unit of 
the output. Mathematically, MR is the addition to the total revenue by selling n units 
of a commodity instead of n – 1.

MR=TRn-TRn-1
OR

(∆ Q
(∆ TR)MR =
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4.2  Revenue Under Different Market Structure

Unlike the theory of cost, a single theory of revenue does not apply to all the firms. 
The total, average and marginal revenue vary with level of output in different manners 
under different market structure. 

a. Revenue under perfect competition

A firm under perfect competition is a price taker as no individual firm can influence 
the price of a commodity. There exists a uniform price which remains constant in 
the market. Table 4.1 shows the relationship between total, average and marginal 
revenue under perfect competition.

Price of 
toothpaste (P)                                             

Units of 
outputs                   

(Q)

TR (Nu)      
TR = P X Q

AR (Nu)  
AR = TR/Q

MR (Nu)                 
MR = ( ∆ TR   )/(∆ Q)   
or  MR=TRn-TRn-1

- 0 - - -
100 1 100 100 100
100 2 200 100 100
100 3 300 100 100
100 4 400 100 100
100 5 500 100 100

Table 4.1 Total, average and marginal revenue under perfect competition

Figure 4.2 TR under perfect competition market
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Figure 4.2 shows that total revenue increases at the all levels of output. The TR curve 
is a straight line through the origin with a constant positive slope.  It passes through 
the origin because TR is also zero when the output is zero. It is a straight line with 
constant positive slope because the price (AR) as well as MR are constant under 
perfect competition. It indicates that the TR increases at a constant rate. 

The average revenue is constant at all level of output because the market price in 
the perfect competition is not affected by the variation of firm’s output. Since, every 
additional unit is sold at same price, the marginal revenue is also constant and equal 
to average revenue.  Thus, under the perfect competition P=AR=MR.

Figure 4.3 Average and marginal revenue under perfect competition 

In Figure 4.3, AR and MR curves coincide at the level of market price Nu 100, showing 
that AR = MR at all levels of output. AR is equal to MR because marginal revenue 
resulting from the sale of one additional unit is equal to the price (AR). AR (MR) 
curve is parallel to x-axis because the price which is equal to AR and MR remains 
constant at all levels of output under perfect competition. It indicates that a firm under 
perfect competition can sell any unit of goods at the given market price.  

b. Revenue under Imperfect Competition

Firms under imperfect competition (monopoly, monopolistic and oligopoly) set their 
own prices, therefore, they are known as ‘price maker’. They reduce price in order to 
sell more units of output. Unlike the perfect competition, total, average and marginal 
revenue in imperfect competition behave differently. 
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Learning Activity 4.1:  Analyzing and interpreting the behavior of revenue under Imperfect 
Competition.

Instructions:

1. Complete Table 4.2 

2. Draw TR, AR and MR curves based on Table 4.2.

Price of 
toothpaste (Nu)                                              

P

Units of output                   
Q

TR (Nu)      

TR = P × Q

AR (Nu)  

AR = TR/Q

AR (Nu)  

AR = TR/Q

120 1
100 2
80 3
60 4
40 5
20 6
10 7

Table 4.2 Total, average and marginal revenue under Imperfect Competition  

Questions 

1. Explain the behaviour of TR, AR and MR with help of a graph.

2. What happens to total revenue when the marginal revenue is 

i)  Positive

ii)  Negative

iii)  Zero

3. Derive the relationship between

a. AR and MR.

b. TR and MR

4. Generally, the total revenue increases with increase in unit of output sold. Does 
this condition prevail in imperfect competition? Why?
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Review Questions 

1. What would be the shape of AR curve if the TR curve is upward sloping? 

a. Upward slopping 

b. Downward slopping 

c. Vertical 

d. Horizontal 

2. Average revenue of a firm is same throughout different level of output under  

a. Perfect competition 

b. Monopoly

c. Monopolistic 

d. Oligopoly 

3. Differentiate the price line of perfect and imperfect competition.

4. Calculate price, AR and TR from the Table 4.3:

 Table 3.3 Cost Schedule

Units of output 1 2 3 4

MR (NU) 20 16 9 3

     Table 4.3: Marginal Revenue

5. Pema sells garment and wants to maximize revenue. She knows that she can 
sell more by lowering the price. Use a schedule to illustrate the situation.

6. If you want to start a business, in which type of market structure would you 
like to operate? Why?
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Learning Objectives
1. Explain the meaning of firm and industry.
2. Discuss firm’s equilibrium.
3. Explain the rules of profit maximization using MR and MC approach.
4. Explain the rules of profit maximization using TR and TC approach. 
5. Illustrate and explain firm’s equilibrium under different market structures.

5.0 Introduction 

Producer is at equilibrium when the firm has reached the level of output from where 
it does not wish to either increase or decrease output. In such a situation, a producer 
is either earning maximum profit or incurring minimum losses.

In any business, the ultimate goal of a producer is to maximize profit. Producers need 
to minimize cost and maximize output to attain equilibrium. Thus, the producer’s 
equilibrium condition is also referred to as profit maximizing condition.
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This chapter discusses the meaning of firm and industries, rules of profit maximization 
and the firm’s equilibrium under different market structure.

5.1 Meaning of Firm and Industry 
Decision regarding the production of goods and services is taken by the firm. A firm 
is a single production unit that produces goods and services. However, the nature of 
firms may be different depending upon the size, ownership and market structure. 
A large production unit like Penden Cement Authority Limited as well as a small 
bakery are examples of firm. 

Industry refers to a group of firms producing similar goods and services. Penden 
Cement Authority Limited, Lhaki Cement Limited and Dungsam Cement Corporation 
Limited collectively forms cement industry in Bhutan.

5.2 Profit Maximization as a Goal of Firms
The standard economic theory assumes profit maximization as the main goal of 
firms,  they may have several alternative goals though. Thus, the firms always seek to 
attain equilibrium to maximize their profit. Profit can be either normal or abnormal. 
However, the firm may also incur loss in the short run. Cost and revenue analysis 
are used to determine the profit maximizing output of a firm.

Figure 5.1 Abnormal profit, Normal profit and Loss conditions
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5.3 Rules of Profit Maximization when the Firm has no Influence 
over Price

There are two approaches of explaining how firms maximize profits.

a. Total Revenue and Total Cost Approach 

Equilibrium of a firm can be explained with the help of Total Revenue (TR) and Total 
Cost (TC) curves. Profit is the excess of total revenue over total cost. Therefore, the 
firm’s maximum profit will be at the level of output where the difference between TR 
and TC is the maximum. This is depicted in Figure 5.2.

Figure 5.2 TR and TC Approach 

In a perfectly competitive market, the positively sloping TR curve originates from 
the origin corresponding to zero level of output. As output increases, TR curve also 
increases at a constant rate since all level of output are sold at the same price. 

TC curve starts from point A on the Y- axis to indicate that TC is equal to TFC when 
production is zero. TC curve initially increases at decreasing rate and then at an 
increasing rate. Up to OL level of output, TC curve lies above TR curve which shows 
that the firm is incurring loss. At OL level of output, TR and TC curves intersect at 
point B, indicating a normal profit. At this level of output, the firm is neither making 
profit nor incurring loss. Thus, Point B is known as break-even point.

When the firm produces beyond OL level of output, TR curve lies above TC curve 
(TR>TC) indicating the firm is earning profit. The difference between TR and TC is 
highest at OM level of output which shows that the firm is earning maximum profit. 
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Thus, CE is the firm’s maximum profit and OM is the profit maximizing output. 
Beyond OM level of output, the profit begins to decrease, shown by the diminishing 
gap between TR and TC curves. If the firm continues to produce beyond OB level of 
output, the firm will start incurring losses. 

b.  Marginal Revenue and Marginal Cost Approach

The  firm’s profit maximizing conditions can also be explained using MR and MC 
curves. In  this approach, three conditions must be fulfilled for the profit to be 
maximum.
I. Marginal Revenue should be equal to Marginal Cost (MR=MC)

For a firm to determine profit maximizing output, it is necessary that the firm’s 
Marginal Revenue is equal to its Marginal Cost. If MR>MC, the firm can increase 
its profit by producing more units of output. On the other hand, if MC>MR, 
production of  additional units of output reduces profit. Thus, if MC=MR, profit 
is maximum and the firm may want to produce at that level of output.

II. Marginal Cost curve must cut Marginal Revenue curve from below
The sufficient condition for profit maximization is marginal cost be less than 
the marginal revenue at slightly lower output and that the marginal cost exceeds 
marginal revenue for slightly higher output. It means that MC curve must cut 
MR curve from below.

Figure 5.3 MR and MC Approach 

In Figure 5.3, the firm is at break even point at L corresponding to OQ level of 
output. At this point, the firm is able to cover the cost for the first time. When the 
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firm produces beyond OQ level of output, the firm starts to earn profit since MR > 
MC, but it is not a profit maximixing condition. As the firm increases production, 
its profit keeps increasing up to OQ1 level of output. Beyond OQ1 output, the firm 
will start to incur losses. Thus, the firm is in equilibrium at OQ1 level of output as 
the profit maximizing condition of MR=MC is fulfilled and MC curve cuts MR curve 
from below at point M. 

Learning Activity 5.1:  Analysing rule of Profit Maximisation when the firm has 
                                          influence over price. 
Instructions:
1. Study Figure 5.4 to analyse profit maximising output .

Figure 5.4 Profit maximising output under imperfect competition

Questions:

1) Which is profit maximising level of output for TC and TR approach and MC 
and MR approach as per Figure 5.4? Justify.

2) How is Figure 5.4 different or similar to the profit maximisation output under 
perfect competition? 

5.4 Equilibrium Price and Output Under Different Market 
Structures 

A firm’s equilibrium refers to the state where the combination of price and output 
gives maximum profit to the producer. If the producer increases output beyond the 
equilibrium output, profit starts to decline. 
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a. Short run equilibrium of a firm under perfect competition

In the short run, a firm under perfect competitive market earns abnormal profit, 
normal profit or incur losses.  

i. Abnormal Profit
The equilibrium conditions for a firm earning abnormal profits are:

a. SMC = MR    

b. AR/P > AC

Figure 5.5 Abnormal profit under perfect competition

In figure 5.5, marginal cost (SMC) and marginal revenue (MR) are equal at E. Thus, 
E is the equilibrium point where the price is OP and the profit maximizing level of 
output is OQ. The amount of total revenue earned by the firm is OPEQ while the 
total cost incurred is OCDQ. The difference between the two as shown by the shaded 
region (CPED) represents the amount of abnormal profit earned by the firm since 
AR/P > SAC.

ii. Normal Profit
The equilibrium conditions for a firm earning normal profits are:

 SMC = MR          

 AR/P = SAC
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Figure 5.6. Normal profit under perfect competition

In figure 5.6, marginal cost (SMC) and marginal revenue are equal at E. The 
equilibrium price is OP and the profit maximizing level of output is OQ. The amount 
of total revenue earned by the firm is OPEQ and the total cost incurred is also OPEQ. 
Therefore, the firm is earning just a normal profit as P/AR = SAC.

     
iii. Loss    

The equilibrium conditions for a firm incurring losses are:

 SMC = MR          

 AR/P <SAC

Figure 5.7 Losses under perfect competition
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In figure 5.7, marginal cost (SMC) and marginal revenue are equal at E. Therefore, 
at equilibrium point E, the price is OP and the profit maximizing level of output is 
OQ. The amount of total revenue earned by the firm is OPEQ while the total cost 
incurred is OCDQ. The difference between the two as shown by the shaded region 
(PCDE) represents the amount of loss incurred by the firm since AR/P < SAC.

b. Long run equilibrium of a firm under perfect competition

In the long run, a firm under perfect competition will only earn normal profit since 
there is free entry and exit of firms. If the existing firms earn abnormal profits in the 
short run, new firms will enter the market until all abnormal profits are eliminated. 
Similarly, if the existing firms are incurring losses in the short run, some firms 
will exit the market and thereby increasing the price. Thus, a firm under perfect 
competition end up earning just a normal profit in the long run. 

The equilibrium conditions for a firm are:

i. LMC = MR

ii. P/AR = LAC 

Figure 5.8 Long run equilibrium of the firm under perfect competition

In figure 5.8, the firm attains equilibrium at point E where LMC curve intersects MR 
curve and AR is equal to LAC. At point E, both conditions of long-run equilibrium 
are satisfied. Long run equilibrium of the firm is at the minimum point of LAC 
corresponding to the optimum level of output OQ.
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c. Short run equilibrium of a firm under imperfect competition 

In the short run, a firm under monopoly and monopolistic market earns abnormal 
profit, normal profit or may incur loss.  

i) Abnormal Profit
The equilibrium conditions of monopoly and monopolistic market earning 
supernormal profits are:

 SMC = MR          

 AR > SAC

Figure 5.9 Abnormal profit under monopoly and monopolistic market

In figure 5.9, MC and MR are equal at point E. Thus, point E is the equilibrium point 
where the price is OL and the profit maximizing level of output is OQ. The amount 
of total revenue earned by the firm is OJKQ while the total cost incurred is OLNQ. 
The difference between the two, shown by the shaded region LJKN represents the 
amount of abnormal profit earned by the firm as P/AR > SAC.

ii)  Normal Profit
The equilibrium conditions of a monopoly and monopolistic market earning 
normal profits are:

 SMC = MR          

 P/AR = SAC
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Figure 5.10 Normal profit under monopoly and monopolistic market

In figure 5.10, marginal cost and marginal revenue are equal at equilibrium point E. 
Hence, the equilibrium price is OP and the profit maximizing level of output is OQ. 
The amount of total revenue earned by the firm is OPAQ and the total cost incurred 
is also OPAQ. Therefore, the firm is earning just a normal profit since P/AR = SAC.

iii) Loss      
The equilibrium conditions of a monopoly and monopolistic market incurring 
losses are:

 SMC = MR          

 AR  < SAC

Figure 5.11 Losses under monopoly and monopolistic market
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In figure 5.11, MC and MR are equal at E. At this point the price is OP and the profit 
maximizing level of output is OQ. The amount of total revenue earned by the firm is 
OLNQ but the total cost incurred is OJKQ. The difference between the two as shown 
by the shaded region LJKN represents the amount of loss incurred by the firm since 
P/AR < SAC.

d. Long run equilibrium of a firm under imperfect competition

In the long run, a monopoly and monopolistic market earn abnormal profit. However, 
few public utility monopoly might incur losses. Therefore, the monopoly will be at 
equilibrium by earning either abnormal profit or normal profit. On other hand, 
monopolistic would be earning only normal profit. 

The equilibrium conditions of monopoly are:
i) MC = MR 

ii) AR ≥LAC 

Similarly, the equilibrium conditions of monopolistic firms are:
i) MC = MR 

ii) AR =LAC 

Learning Activity 5.2:  Analysing equilibrium of firms under imperfect competition 

Instructions:
1. Study the figure 5.12.
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Figure 5.12 Equilibrium of a firm under imperfect competition (graph labelling…)
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Questions:

1) Identify and categorise graph showing the equilibrium under monopoly and 
monopolistic competition in the long run.  .

2) Figure 5.12 shows the situation of firm earning abnormal profit, normal profit 
and incurring losses. What are the equilibrium conditions for the firm earning 
abnormal profit, normal profit and incurring losses? 

3) Why are the monopolists able to earn abnormal profits even in the long run?

4) ‘Firms under monopolistic competition earn only normal profit in the long 
run.’ Justify. 

e. Equilibrium of a firm under Oligopoly 

In an oligopoly, there are only few firms that are interdependent on one another. 
Oligopoly can be collusive and non-collusive oligopoly.  In case of collusive oligopoly, 
firms will behave like monopolist and the equilibrium conditions will be similar 
to that of monopoly.  In non-collusive oligopoly, the price and output decision of 
one firm has a significant impact on the price and output decision of its rival firms. 
Suppose a firm lowers its price, its rival firms will also lower their price. Thus, firms 
will not be able to increase the demand for their product and its demand will remain 
inelastic. On the contrary, if a firm increases its price, the rival firms will not increase 
the price. Therefore, firms who raises the price will show a decrease in the demand. 
Given the two scenarios, the firms under the oligopoly do not have the incentive to 
either increase or decrease its price. Hence, the price will remain stable. The price 
stability (rigidity) is explained with help of kinked demand curve model.  

Figure 5.13 Kinked demand curve
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In figure 5.13, output is given on x-axis and price on y-axis. D is the kinked demand 
curve of an oligopoly firm. OP is the prevailing price and OQ is the quantity 
corresponding units of output. If the firm raises its price above OP level, the consumers 
will shift their demand to the rival firms. Thus the firm’s demand is elastic till point 
R. On the other hand, if the firm reduce the price below OP, the rival firms will 
retaliate by reducing the price. The demand of the firm will not change much with 
change in price. Therefore, the demand of the firm will be inelastic below point R. 
For this reason the demand curve is kinked at point R which indicates price rigidity. 
The firm will not have any incentive to change its price from OP. 

The firms maximises the profit by the rule MR=MC. The MR curve corresponding 
to the kinked demand curve will have a discontinuous range between point B and C. 
The MC curve passes through the discontinuous range. The profit maximisation is at 
the point E where MR is equal to MC and the equilibrium price is OP and quantity 
is OQ corresponding to the kink.

Learning Activity 5.3:  Evaluating firms operating under different market structures 
                                          in Bhutan

Instructions:
1. Evaluate Bhutan Telecom and TashiCell in the light of different market structures.

Figure 5.14 Equilibrium of a firm under imperfect competition (graph labelling…)

Questions:

1) Under which market structure do these telecommunication companies 
operate? Justify.

2) Discuss what will happen to the revenue of both firms if TashiCell increase 
the price of its products.

3) How do you think the behaviour of one firm affect the other firm in such a 
market structure?
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1) Mention few other examples of firms operating under similar market structure 
in Bhutan. 

2) Discuss the advantages and disadvantages of such market structure to the 
consumers. 
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Review Questions 

1. Study Figure 5.14 and answer the following questions:

Figure 5.15 TR and TC curve approach

i)  By increasing its output from Q1 to Q2, the firm can

A. increase its profit.

B. decrease its profit.

C. increase its MR.

D. decrease its MR. 

ii) When the firm increases its output from Q2 to Q3, the 

A. MR will decrease

B. MR will increase 

C. Profit will decrease

D. Profit will increase

iii) A firm will expand the amount of output it produces as long as it’s 

A. average total revenue exceeds its average variable cost. 
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B. average total revenue exceeds its average total cost.

   C. marginal revenue exceeds its marginal cost.

   D. marginal cost exceeds its marginal revenue.

iv)    A perfectly competitive firm is definitely earning an economic profit when 

A. P >ATC

B. P >AVC

C. P < ATC

D. MR <MC

2. Illustrate the long-run equilibrium of a monopoly firm earning abnormal 
profit and incurring losses. 

3. With the help of a diagram, explain how firms earn normal profit in the long 
run under monopolistic competition. 
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Learning Objectives
1. Explain the meaning of wage.
2. Illustrate and explain modern theory of wage.
3. Explain collective bargaining.
4. Illustrate and explain modern theory of rent
5. Compare gross and net interest.
6. Compare gross and net profit.

6.0 Introduction 

Production is carried out by combining factors such as land, labour, capital and 
enterprise. Each of these factors are rewarded for their services. Therefore, the theory 
of distribution is concerned with the principles according to which the price of each 
factor of production is determined and distributed. 

This The distribution of factors of production are personal and functional. Personal 
distribution is concerned with the distribution of income among different individuals. 
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Functional distribution is associated with the distribution of income among different 
factors of production as per their functions, such as wages, rent, interest and profit. 
This chapter discusses theories of factor returns.

6.1 Wages  

Wage is a payment for the services of labour, both mental and physical. The term wage 
may refer to nominal wage or real wage. The nominal wage refers to the monetary 
payment made to the labour during a specific period of time and real wage refers to 
the amount of goods and services that can be purchased using nominal wage.

6.2 Modern Theory of Determination of Wages

According to modern theory of wages, wage is determined by the demand and supply 
of labour. It regards wage as a price of labour in nominal term and assumes perfectly 
competitive market and absence of trade unions. 

Demand for Labour
The demand for labour is the number of workers demanded by the firm at a given 
wage rate during a specific period of time. 

Figure 6.1: Demand curve for labour

Figure 6.1 illustrates the change in demand as a result of change in wage rate. Initially, 
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when the wage is OW0, the quantity demanded of labour is OL0. When the wage falls 
from OW0 to OW2, the quantity demanded increases from OL0 to OL2. On the other 
hand, when the wage increases from OW0 to OW1, the quantity demanded decreases 
from OL0 to OL1. The firm will demand more labour at lower wage rate and lesser at 
higher wage rate. Thus, the demand curve for labour is downward sloping indicating 
inverse relationship between wage rate and demand for labour. 

Supply of Labour
The supply of labour is the number of workers who are willing and able to work at a
given wage during a specific period of time.  

Figure 6.2: Supply curve for labour

Figure 6.2 illustrate the change in supply of labour due to change in wage rate. 
Initially, when the wage is OW0, the quantity supplied of labour is OL0. When the 
wage falls from OW0 to OW2, the quantity supplied increases from OL0 to OL1. On 
the other hand, when the wage increases from OW0 to OW1, the quantity supplied 
decreases from OL0 to OL2. At a higher wage rate, there will be more supply of labour, 
contrarily, at the lower wage rate, there will be less supply of labour. Thus, supply 
curve of labour is upward sloped indicating positive relationship between wage rate 
and the supply of labour.

Determination of wage rate
In a competitive market, wage rate is determined through the interaction of market 
demand and supply of labour. Figure 6.3 illustrates how the forces of demand and 
supply operates in a market to determine an equilibrium wage rate and quantity 



70 Chapter 6

of labour.

Excess Supply

Excess Demand

Figure 6.3 Determination of wage rate

The horizontal axis represents units of labour and vertical axis represents the wage 
rate. Demand and supply curves intersect at point E. This is the point of equilibrium. 
Thus, the equilibrium wage rate is 0W and equilibrium quantity of labour is OL. 
Labour market will not be in the equilibrium at any other wage rate higher or lower 
than OW. At a higher wage rate OW1, supply of labour exceeds demand for labour 
creating excess supply. Therefore, all the workers who are willing to work at OW1 
wage rate may not be employed.  As a result, the competition among the workers 
will reduce the wage rate to the level of OW. Likewise, at a lower wage rate OW2, 
the demand for labour exceeds the supply of labour leading to an excess demand for 
labour. Consequently, the competition among the firms will raise the wage rate to 
the level of OW.  

6.3 Collective Bargaining

Collective bargaining is the process of negotiation between an employer and a group 
of employees with their union representative that sets the terms and conditions of 
work.  Collective bargaining results in a collective bargaining agreement, a legally 
binding agreement that lays out policies agreed to by management and labour. The 
negotiation includes provisions that address compensation, scheduling, promotions, 
discipline and job standards.
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Learning Activity 6.1: Analyzing wage determination through collective  
                                    bargaining

Instructions:

1.  Study Figure 6.4 to analyse the role of trade unions and employer association to 
arrive at the market wage rate.

2.  Compare and contrast the objectives of trade unions and employers’ association 
to analyse the concept of collective bargaining.

Figure 6.4 Wage determination through collective bargaining

Quest�ons:

1) Define trade union through the objectives stated in the figure.

2) How are the objectives of trade union different from employer association?

3) Edify the role of trade union and employer association in determining wages 
through collective bargaining.

4) Analyse the pros and cons of having trade union in the labour market.

5) State the situation in which a trade union would succeed in raising the 
wages. Why?

6) In the absence of collective bargaining in Bhutan, what are some of the 
alternatives to protect employers and workers?
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6.4 Rent

Classical economists considered rent as a payment for use of land which is perfectly 
inelastic in supply.  According to Ricardo and other classical economists, “Economic 
rent is the price paid for the use of the services of land.”

The payment for the services of a house built on the land include both the payment 
on capital invested to build the house and the service of land. This is termed as 
contract rent.

Economic rent is a part of the contract rent which is the payment accruing to the 
use of land alone.

Figure 6.5: Economic rent from classical viewpoint 

Opposed to the classical economists, the modern economists consider rent as a part 
of the total income of all the factors of production, not only the land. The concept of 
rent arises from the opportunity cost or transfer earnings. 

According to Boulding, economic rent is any other payment to the factors of 
production which is in excess of the minimum amount necessary to keep the factor 
in its present occupation. Since factors of production have several uses, it can be put 
to alternative uses. The minimum earning which a factor should obtain from its 
present use to prevent it from transferring to another use is called transfer earning. 
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On the other hand, actual earning of a factor is the earning from its present occupation.

Economic Rent = Actual Earning – Transfer Earning

6.5 The Modern Theory of Rent

The modern theory of rent is a comprehensive and logical theory catering to rent 
determination. According to this theory, all the factors that are perfectly inelastic 
or relatively inelastic in supply earns rent. On the contrary, the factors which are 
perfectly elastic in supply do not earn rent as its transfer earning is equal to zero. 
Modern economists propounded the determination of rent from two perspectives.

a. Determination of Rent of Land – Scarcity Theory of Rent
The scarcity theory of rent assumes land as a homogeneous factor of production and 
the supply of land is perfectly inelastic in relation to its demand. It also assumes that 
the demand for land is a derived demand. For example, land’s demand increases as 
the demand for agricultural product increases. 

Figure 6.6 Determination of rent for land

In Figure 6.6, unit of land is shown on x-axis and the rent is shown on the y-axis. 
All the demand curves of land DD, D1D1, D2D2 and D3D3 are downward sloping 
because the marginal returns of the land diminish in short run. The supply curve of 
land SS is vertical to the y-axis implying that the supply of land is perfectly inelastic. 

Rent of land is determined at a point where the demand for and supply of land are 
equal. This equilibrium point occurs at the point of intersection of the demand and 
supply curve. Initially, at the equilibrium point E, DD the demand curve for land and 
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equilibrium rent OR is determined. If there is an increase in the demand for land due 
to increase in population, the demand curve will shift to D1D1 and new equilibrium 
rent OR1 will be determined at the equilibrium E1.  On the other hand, if the demand 
for land decreases due to a decrease in population, the demand curve will shift to 
D2D2 and the new equilibrium rent OR2 will be determined at the equilibrium E2.  
The demand curve like D3D3 may also occur implying zero rent. Such situation is 
applicable in cases where a country is entirely new and the supply of good quality 
land is in abundance.

Rent will differ depending on the quality of land, accordingly there can be different 
demand curve for each quality of land to explain the determination of rent.

b. Rent as a difference between the Actual Earning and Transfer Earning
According to the modern economists, rent is a part of income for all factors of 
production. Unlike land which is perfectly inelastic in supply, the rest of the factors 
can earn rent on the basis of their relative inelasticity. The supply of factors can be 
perfectly elastic, perfectly inelastic and less than perfectly elastic.

i. Rent for a factor with perfectly elastic supply

Figure no. 6.7: Determining rent for a factor with perfectly elastic supply.

In Figure 6.7, rent and units of a factor are shown on x-axis and y-axis, respectively. 
The supply curve is parallel to the x-axis showing the supply of the factor is perfectly 
elastic. The demand curve for the factor is shown by D which is downward sloping. 
Intersection of D and S is the equilibrium point (E). At this point, the actual earning 
is equal to transfer earning, so the factor earning is equal to zero.
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ii. Rent for a factor with perfectly inelastic supply

Figure 6.8: Determining rent for a factor with perfectly inelastic supply 

In Figure 6.8, rent and units of a factor are shown on x-axis and y-axis respectively. 
The supply curve is vertical implying that the supply of the factor is perfectly inelastic. 
The demand curve for a factor is shown by D, which is downward sloping. Intersection 
of D and S is the equilibrium point (E). At this point, the actual earning is OW and 
the transfer earning is zero. Thus, rent is equal to the actual earning.

iii. Rent for a factor with less than perfectly elastic supply

Figure 6.9: Determination of rent for a factor with less than perfectly elastic supply
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In Figure 6.9, rent and units of a factor are shown on x-axis and y-axis, respectively. 
The supply curve of the factor is positively sloping as the supply of the factor is 
less than perfectly elastic. The demand curve is downward sloping as shown by D. 
Intersection of D and S is the equilibrium point (E). At this point, OWEL is the actual 
earning of the factor and OSEL is the transfer earning. Therefore, the rent obtained 
is SWE (shaded area). 

 Rent =Actual Earning-Transfer Earning

   = OWEL - OSEL

   = SWE 

6.6 Interest

Interest is the payment made for the use of capital. It is the payment for the use of 
certain amount of money for a specific period of time.

Gross and Net Interest

Gross interest is the total interest paid for capital. It is not merely the payment for 
the use of money, but it also includes payment for a number of other services. Net 
interest is the payment made only for the services of money borrowed. According 
to Prof. Marshall, “Net Interest is the earnings of capital simply or the reward of 
waiting simply.”

Gross Interest = Net Interest + Payment of risk + Payment for inconvenience + Cost 
of administration.

Reasons for paying interest

1) Payment for risk: The lender has to face the risk of loss of capital due to 
business risk and personal risk. Business risk faced by the borrower arises from 
the uncertainty of profit in the business and may not repay the loan amount in 
time. Personal risk is due to dishonesty of the borrower. 

2) Payment for inconvenience: After lending the money, the lender may urgently 
need the money for some other purpose but may not have it. So, opportunity is 
missed. Sometimes, the borrower may return the money at the time when the 
lender may not be able to make investment. These are some of the inconveniences 
faced by the lender. 
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3) Administrative cost: Lending money involves certain amount of work and 
expenditure on the management of the debt. The lender has to maintain proper 
book of accounts for administrative purposes. 

6.7 Profit 

Profit is the reward for the services of an entrepreneur rendered in productive activity. 
Income left after payment for the hire of factor services is profit. Hence, profit is also 
called a residual income.

Gross and Net profit

Gross profit refers to the excess of revenue over all paid out costs in the form of 
contractual rewards for the factor services hired. It is the difference between total 
revenue and total explicit cost. Net profit is the excess of revenue over all explicit 
and implicit payments to factors of production. Explicit cost is the total expenses 
incurred by the entrepreneur in hiring the factor of production while implicit cost 
is the imputed value of the factor services provided by the entrepreneur. 

Gross Profit = Total revenue – Explicit cost 

Net Profit = Gross Profit – Explicit cost – Implicit cost
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Learning Activity 6.2: Computing gross and net profit using the concept of 
                                     costs.

Instructions:

1.  Study Table 6.1 and list the item under explicit and implicit cost of the firm.

2.  Examine the differences between implicit and explicit cost.

Table 6.1: Explicit and implicit cost of a firmg
Item Item Amount (Nu)

1 Wages paid to workers         500
2 Interest for capital owned by an entrepreneur 100
3 Wage for managerial functions performed by an 

entrepreneur 
500

4 Cost for bearing risk and uncertainties 200
5 Rent for office 450
6 Interest payment to the bank 600

Quest�ons:

1) What is the value of explicit and implicit cost? 

2) Calculate the gross and net profit if the firm’s total revenue is Nu 5000.

3) What is the purpose of implicit cost in calculation of profit?  

4) Why is net profit a better indicator of profitability than gross profit of a 
business? 
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Review Questions 

1. Fill in the blanks

i) If the actual earning is Nu.10000 and transfer earning is Nu. 7000. Then, 
economic rent is…………………

ii) The modern theory of rent states that the factors of production whose 
…………………is limited can earn rent.

iii) Rent arises only when the supply of a factor of production is……...
elastic.

iv) Demand for land and labour is ………….…. demand.

2. Will economic rent arise if input supply is perfectly elastic? Why? 

3. Explain the following with the help of a diagram.

i) Economics rent is equal to zero

ii) Economic rent is equal to actual earning 

4. Mr. Dawa currently works for law firm. He is considering to open his own 
legal firm, where he expects to earn Nu. 50000/- per month. To run his own 
firm, he needs an office and a law clerk. He has to Nu 5000/- per month as 
rent for his office and Nu 15000/- for hiring law clerk. He also, decided to 
quit his current job which earns him Nu 20000/- per month. Considering 
the above information, answer the following questions:

i) Find out the implicit and explicit cost.

ii) Calculate the profit that will be earned by Dawa.

iii) Is it profitable for Dawa to start new legal business?  Why?

5. Calculate the net profit when gross profit is Nu. 50000/- and the price of 
the factor of production provided by an entrepreneur is Nu. 20000.

6. Differentiate between contract rent and economic rent with example each.

7. Why are trade union formed?

8. How is collective bargaining helpful to the labour market?
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Public Revenue and Public Revenue and 
ExpenditureExpenditure

7

Learning Objectives
1. Explain the meaning of Public finance and the branches of public finance.
2. Discuss the sources of government revenue.
3. Discuss direct and indirect tax.
4. Discuss the types of taxation system in Bhutan
5. Explain the importance of paying tax to the government as a social 

responsibility.
6. Explain the meaning, types, components and importance of public 

expenditure.
7. Examine the recent trends in public expenditure of Bhutan
8. Suggest priority area of public expenditure on the basis of current economic 

scenario
9. Define Budget.
10. Explain the need for a budget.
11. Explain the budgetary procedure in preparation of budget in Bhutan 
12. Explain the types of budget.
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7.0. Introduction 
In 1776, Adam Smith wrote ‘The Wealth of Nation’ in which he argued for a limited 
role of government. Smith contended that profit-maximizing individuals and firms, 
in pursuing their own private interest, would serve the public interest. The profit 
motive would lead individuals and firms to compete against one another and supply 
the goods at a price as low as possible. Smith argued that the economy was led, as 
if by an invisible hand, to produce what was desired by the society and in the best 
possible way. In the nineteenth-century, many economists further promulgated the 
doctrine, which was known as laissez faire. Hence, most of the economies of the world 
operated under a laissez-faire system and the role of the government was confined 
to maintaining law and order and securing national sovereignty. 

The laissez-faire system could not sway all nineteenth-century social thinkers. They 
were concerned about rising income inequality, unemployment, and poor living 
standards of the working class. In addition, the economies governed by the laissez-
faire system suffered due to market failures. The Great Depression of the 1930s acted 
as the pivotal event that led to the fundamental shift in attitudes toward government. 
Furthermore, the emergence of Keynesian economics emphasized on government 
intervention in mitigating market failures and maintaining economic stability. 

Hence, the role of the government extended beyond maintaining law and order 
and securing national sovereignty resulting in huge increase in expenditure and 
simultaneous increase in revenue to meet the expenditure. This chapter attempts to 
discuss the sources of public revenue, spending, and allocation of public resources. 

7.1. Public Finance
Government spends millions of ngultrum annually. As the government performs 
different functions for the public welfare, it needs to raise funds to finance its activities. 
Government raises revenue through various means and sources to meet the increasing 
public expenditure. Public finance is a branch of economics that studies the sources 
of government revenue and alternative means of financing government expenditures 
at central, district, and local levels.
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Figure 7.1 Basic components of public finance

7.2. Public Revenue
The first component of public finance is public revenue. It refers to the income of 
the government generated from various sources such as taxes, non-taxes and grants. 

a. Tax Revenue

Taxes are mandatory contributions levied on individuals or corporations by a 
government to provide public goods and services. Tax payers do not receive any 
corresponding direct returns from the government. Tax revenues generated by the 
government are used to finance activities and provide public services such as roads, 
hospitals, schools and social security. 

Objectives of Taxation

In the past, taxes were collected mainly for administrative functions, maintaining 
law and order, and defence. Now, with the increasing role of a government, taxes are 
levied for many other reasons.

i. Raising revenue  

Taxes are levied to raise revenue to finance government activities, such as the provision of 
public goods and services, capital formation and increasing employment opportunities 
that further helps in generating revenue.  It is a major source of domestic revenue.

ii. Redistributive function

Taxation is aimed at reducing the unequal distribution of income and wealth 
that results from the operation of a market-based economy. Government adopts 
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progressive tax system to reduce income inequality and equitable wealth distribution 
in the country. Sometimes, taxation also helps to reduce regional imbalances 
through various means such as tax exemptions and tax concessions to investors in 
underdeveloped regions and sectors. 

iii) Regulatory function 

Taxation also has a regulatory function; it can be used to steer private sector activity 
and influence consumption patterns of the people in the directions desired by 
governments. Government levies varying degrees of taxes on different firms based 
on the nature of products, types of inputs used, and the impacts on the natural 
environment. Moreover, taxation is a principle tool of fiscal policy that helps to correct 
market failures, promote market efficiency, and maintain economic stability.  

Types of Tax

Government levies tax on economic activities, including income-earning activities 
and consumption of goods and services. In addition, taxes are also levied on properties 
based on the value of the property. Taxes are broadly categorized into direct and 
indirect taxes. 

The categorization of taxes into direct and indirect is made on different bases by 
different economists but the ability to shift tax burden is the oldest and perhaps the 
most familiar basis. In this context, it is important to make a distinction between 
tax impact and tax incidence. The tax impact refers to the initial burden of a tax, 
which is at the original point of imposition. It falls on the individual who pays it to 
the government in the first instance and it cannot be shifted. The tax incidence refers 
to the ultimate money burden of a tax. It occurs at the ultimate settlement of the tax 
burden, which can be shifted on another individual. 

a) Direct Tax

Direct tax refers to those taxes whose burden cannot be shifted to another person. 
The tax burden is borne by the same person from whom the tax is collected. In other 
words, both the impact and incidence of the tax fall on the same person. The direct 
taxes are normally levied on properties, income, and wealth. 

b) Indirect Tax

Indirect taxes are those which are collected from one person but whose burden is 
ultimately shifted to another person. Unlike the direct tax, the impact and incidence 
of the tax do not fall on the same person. Normally, indirect taxes are collected from 
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producers and sellers but they shift the burden of these taxes on the consumers. 
Thus, indirect taxes are normally associated with consumption and thus fall under 
expenditure. 

       Table 7.1: Examples of DIrect and Indirect Taxes              
Direct Tax Indirect Tax

• Personal income tax
• Business income tax
• Corporate income tax
• Motor vehicle tax
• Municipal tax
• Property tax
• Business and professional license 

• Sales tax
• Excise duty 
• Green tax
• Customs duty

Learning Activity 7.1:  Surveying financial literacy and responsibility in the 
locality.

Instructions 
1. Plan and prepare a field visit in your locality in groups of 4 to 5 members.
2. Conduct interviews with 10 to 15 individuals, business firms, or corporations.
3. Use the suggested questions provided to guide the survey interview.

Interview Questions

A. General information of the respondent 
1. Name of individual/firm/corporation ……………………………
2. Age/ Year of establishment ………….
3. Occupation/type of business …………..

B. Interview questions
 Use Table 7.2 and gather information.

Sl.No. Types of tax paid Amount (Nu) Authority/government
1
2
3
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a) Did you pay any kind of direct taxes to the government in the previous year? 
b) Are you aware of other taxes besides direct taxes? 
c) Why do you think the government collects taxes from the people? 
d) What are your perceptions about paying taxes to the government? 
e) What is your advice to the people who evade tax? 

Questions
1. Make a list of different types of taxes people pay in the locality. 
2. What are people’s perspectives on paying taxes to the government? 
3. Do you think people of the locality are socially responsible? Justify.
4. How can you contribute in improving the society in terms of paying tax as a 

social responsibility? 

Taxation System

In Bhutan, taxes were collected in kind and in the form of labour contributions before 
1960. Gradually taxes in kinds phased out and it was replaced by monetized tax on 
land, property, business income and consumption of goods and services. The first 
major tax reform occurred in 1989 to develop a coherent and rational tax system and 
establish a fair, equitable and efficient taxation system in the country. Thereafter, a 
series of tax reforms were initiated by the government to rationalize and streamline 
the procedures. 

Taxation system is generally classified into four. A tax may be proportional, 
progressive, regressive or degressive depending on its tax base and rate of tax.  

i. Proportional Taxation

A tax is called proportional when the rate of taxation remains the same as the 
income of the taxpayers increases.  All the incomes are taxed at a single uniform rate, 
irrespective of the level of taxpayers' annual income. This taxation system attempts to 
create equality and stimulate the economy by encouraging people to save more and 
invest. Generally, the social security and medicare taxes are proportional. 

ii. Progressive Taxation

In a progressive taxation, the tax rate increases as the taxable income of taxpayers 
increases. In such a system, the rate of tax increases along with an increase in the level 
of income of the taxpayer. Normally, personal income taxes are progressive in nature. 
The progressive taxation pursues equitable distribution of income among citizens 
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where the higher income group contributes higher than the lower income group. 

iii) Regressive taxation

A regressive taxation is one in which the rate of taxation decreases as the taxable 
income of the taxpayer increases. Thus, the burden of tax falls more on the low-income 
group. This system of taxation helps to boost economic activities, savings, and 
investment among the general population.  

iv) Degressive Taxation

A tax becomes degressive when the rate of progression in taxation does not increase 
in the same proportion as the increase in the level of income of the taxpayer. In 
such a case, the rate of tax increases up to a certain limit beyond which a uniform 
tax rate is charged. This system helps to encourage savings and investment in the 
economy for higher income groups. Degressive tax is a combination of progressive 
and proportional taxation.

Table 7.3 Understanding the differences among the four taxation systems
Income

(Nu)
Proportional Tax Progressive Tax Regressive tax Degressive Tax
Rate Amount 

(Nu)
Rate Amount 

(Nu)
Rate Amount 

(Nu)
Rate Amount 

(Nu)
1000 10% 100 10% 100 10% 100 10% 100
10,000 10% 1000 15% 1500 8% 800 15% 1500
100,000 10% 10,000 20% 20,000 6% 6000 20% 20,000
500000 10% 50,000 25% 125,000 5% 25,000 20% 100,000
1000000 10% 100,000 30% 300,000 3% 30,000 20% 200,000
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Learning Activity 7.2:  Evaluating taxes and taxation system in Bhutan

Instructions 
1. Visit the website of the Department of Revenue and Customs to collect 

information on the latest tax rates.
2. Fill in the table using the information collected.

Table 7.4 Types, rate and tax system 

Taxable items

Types of 
Tax

(Direct or 
indirect)

Rate 
of 

Tax

Tick the appropriate tax system

Proportional Progressive Regressive Degressive

Personal Income 

Business Income 

Corporate Income  

Questions

1. Identify the tax which is the most beneficial to the economy. Support your stand 
with reasons.

2. Which taxation system is more prevalent in Bhutan? 
3. How would it affect the income distribution, if the income tax is proportional in-

stead of progressive? How would it affect the work incentives of the people? 
4. Do you think Bhutan should diversify its tax base? Justify your answer considering 

the prevailing tax base. 

b. Non-tax Revenue 

Government also generates substantial revenue from other sources besides taxes. 
Other sources of revenue are categorized into three: other revenue, current revenue 
from government agencies, and capital revenue from government agencies. 

i) Other Revenue 

This category of revenue consists of Property income and Social contribution. Property 
income comprises interest receipts from corporations, dividends from Druk Holding 
Investment (DHI) and corporations, withdrawals from income of quasi corporations, 
and miscellaneous rent. Social contribution comprises health contributions. 
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ii) Current Revenue from Government Agencies 

Current revenue from government agencies include Administrative fees and charges 
and Sales of goods and services. Administrative fees and charges comprise revenues 
collected from economic services such as agriculture, livestock, and forest, social 
services such as health, education, and regulatory services, and general services 
such as immigration, municipal, and environmental services). Sales of goods and 
services include the revenues from the sales of economic services, general services, 
and miscellaneous revenues. 

iii) Capital Revenue from Government Agencies

Capital revenue from government agencies is minimal. Government agencies 
generate this revenue from the auction of building, land, vehicles, and other goods 
and commodities. 

c.  Grants 

Grant is one of the sources of revenue for developing countries. Grants are voluntary 
contributions made by individuals, private organizations, corporations, international 
organizations, and foreign governments for specific purposes. Contributions made 
to the government by individuals and organizations within the country are called 
internal grants. External grants comprise program grants and project-tied grants 
received from international organizations and foreign governments. 

7.3 Public Expenditure 

Public expenditure is the branch of public finance that studies the expenditure 
incurred by the public authorities such as central, district, and local government. 
Public expenditures are important for the provision of public goods and services. 

Importance of Public Expenditure

1. Provision of public goods and services 

Government spending on public goods brings about economic and social benefits 
such as workforce participation, higher skilled domestic industries, and reduced rates 
of poverty. Public expenditure on health, education and other social infrastructures 
helps in building human capital. 
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2. Generation of employment opportunities

Unemployment is one of the major problems in developing countries. Public 
expenditure plays a vital role in influencing the level of employment in an economy. 
Public expenditure in capital formation such as construction of hydropower dams, 
bridges, roads and schools contribute towards employment generation in the country. 

3. Balanced Regional development

Public expenditure can correct regional disparities. Government reallocates the public 
resources towards the development of least developed regions in the country to ensure 
balanced regional development. 

4. Capital formation

Public expenditure incurred on the investment projects for capital formation leads 
to increase in the productive capacity and generates long-term economic growth. 
Public expenditure directed to scientific research and development (R&D) ensures 
progress in technology and raises productivity of workers.  

5. Social security and welfare scheme

Public expenditure also plays an important role in providing social security benefits 
to the people such as unemployment allowances, pension and provident fund, old-age 
homes, and transfer grants.  It helps to improve the living standards of the people. 

Types of Public Expenditure

Public expenditure is classified broadly into current expenditure and capital 
expenditure.

a. Current Expenditure

It refers to the expenditure incurred by the government for the purchase of goods 
and services for current consumption or for benefits expected to terminate within 
the fiscal year. Such type of expenditure is incurred regularly within a fiscal year, or 
year after year. 

b. Capital Expenditure

It refers to the expenditure incurred by the government for the acquisition of goods 
and services, the benefits of which extend beyond the fiscal year and which add to 
It refers to the expenditure incurred by the government for the acquisition of goods 
and services, the benefits of which extend beyond the fiscal year and which add to 
the assets of the Government.
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Table 7.5 Difference between current and capital expenditure.
Parameters Current Expenditure Capital Expenditure
Meaning Expenditure that neither creates 

assets nor reduces the liability of 
the government.

Expenditure that either creates 
an asset or reduces the liability of 
the government.

Nature They are regular and recurring. They are irregular and non-
recurring.

Components Salary and wages
Operation and maintenance
Subsidies and grant
Interest 

Training HRD and Awareness
Infrastructure
Plants and equipment
Vehicle
Professional service
Office furniture and equipment
Grants and equity
Lending
Repayment

Timeframe Short term Long term

Learning Activity 7.3:  Analysing the trend of resource allocation in Bhutan. 

Instructions 
1. Visit the Ministry of Finance website to collect information on sector wise   

budget allocation for the past five fiscal years.
2. Gather data of the resources allocation for the past five fiscal years.
3. You may use Microsoft Excel to compute the % shares for the sectors listed.
4. Plot the line graph.

Table 7.6 Budget allocation for the past five fiscal years.
Fiscal 
Years → Year-1 Year-2 Year-3 Year-4 Year-5

  Sectors  

 ↓

Total 
Expense 

% 
Share

Total 
Expense

% 
Share

Total 
Expense

% 
Share

Total 
Expense

% 
Share

Total 
Expense

% 
Share

Health

Education

Agricul-
ture
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Commu-
nications

Mining 
and  
Manufac-
turing

Roads

Law and 
order 
services

Questions
1. Arrange the sectors in descending order based on the resource allocation by 

government for the past five years.
2. Which sector is allotted the highest budget? Provide some probable reasons for 

prioritizing the sector. 
3. What is your opinion on the resource allocation and prioritization of the sectors 

by government in the past five years? 
4. Considering the prevailing socioeconomic scenario, which sector would you 

prioritize? Justify your opinion.   

7.4 Budget

A budget is a vital part of the fiscal policy that guides planning and supervision of 
the financial affairs. It serves as a comprehensive financial programs and policies 
of action which the government envisions to pursue. The government formulates 
budget for efficient allocation of resources. Thus, budget comprises detailed estimated 
revenues and proposed expenditures for a particular fiscal year. Budget is important 
for the following reasons:  

i) Planned approach to government’s activities

With increase in the role of government, there is a need to mobilize huge resources 
and public expenditure. Thus, budgeting ensures rigorous planning and prioritization 
of the resources in accordance to the socioeconomic needs of the country. 

ii) Instrument of Economic Policy 

A budget is not confined to estimating the public revenue and distributing the 
resources, rather it is a potent tool that reflects socioeconomic objectives of the 
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government. It is a fundamental instrument, which helps to accelerate economic 
development, maintain price stability, curb income disparity, reduce unequal 
distribution of wealth, and achieve Gross National Happiness. 

iii) Integrated approach to fiscal operations 

An effective planning integrates different fiscal operations as the government cannot 
take decisions pertaining to taxation, borrowings, expenditures and other measures 
randomly. These decisions are interrelated and they comprise collective objectives 
that ensure effective financial management.  

iv) Index of Government operations

Budget is a framework which guides the implementation, assessment, monitoring and 
evaluation of all government programs. It ensures transparency, accountability and 
efficiency of government functions. Thus, the budget depicts the overall performance 
of the government.

v) Responsibility and accountability

Public accountability is essential for good governance. Here, the budget exhibits 
the accountability of public funds. It ensures transparent and timely dissemination 
of information about government operations to the public. Budgeting also enables 
community participation through Public Private Partnership (PPP) project.  

Types of Budget in Bhutan

Budget is categorized based on the government objectives and circumstances. Three 
different types of budget in Bhutan are government budget, supplementary budget, 
and rolling budget. 

ia Government Budget

Government budget refers to a detailed estimated receipts and proposed expenditures 
of the government in a fiscal year. It comprises the information of the disbursement 
of the government revenues under various sectors and agencies.

b) Supplementary Budget

In the budget implementation phase, the government and agencies often require 
additional fund besides the original budget allotted. This usually occurs due to the 
unanticipated alterations and delays in the process of execution. Thus, a supplementary 
budget is sanctioned to meet such circumstances. Supplementary budgets can be 
classified into three: new budget, additional budget, and complementary budget. 
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Table 7.7 Types of supplementary budget 
New Budget Additional Budget Complementary budget

It is the budget for new 
activities that emerge in 
the middle of a fiscal year. 
It is proposed during the 
course of the fiscal year but 
they are not planned at the 
initial phase of a year.

At times, the scope of a 
project alters or additional 
works emerge, which are 
not included in the budget 
at the start of a fiscal year. 
In such circumstances, 
the additional budget is 
approved.

When the cost escalates 
for the programs or 
projects, a budget that 
is complementary to the 
amount approved in the 
initial phase of a year 
is approved. It is called 
complementary budget.

c) Rolling Budget

Rolling Budget is prepared when a developmental activity extends beyond the normal 
budget timeframe. This is a continuous budget that expands incrementally as the time 
passes. A three-year rolling budget is introduced in Bhutan for development planning 
and aid coordination. This budget is reviewed, adjusted and rolled over to include an 
additional year on an annual basis. For example, a rolling budget starting in 2022 
shall include allocation for 2022-2023 and projections for 2023-2024, and 2024-2025. 
However, only the current year’s budget is approved by the National Assembly and 
the remaining two years shall be a mere indication of allocations.

Budgetary procedure and preparation of Budget.

The government aims to manage public expenditures and expand the revenue 
and resources to reduce the deficits. The government aims to meet the recurrent 
expenditure through the domestic revenue while the capital expenditures are catered 
through assistances from the development partners in the form of grant loans

Table 7.8 Budgeting committee

The DRC (Department of Revenue & Customs) shall prepare an estimate of the internal 
receipts from tax and non-tax sources.
The GNHC shall prepare estimates of external grants and estimates of mandatory 
counterpart contributions.
DBA/DNB & DPA (Department of Budget/Department of national Budget & 
Department of Public Accounts) shall prepare forecasts of the expenditures of 
the Government and ensure effective and efficient allocation and management of 
resources.
The DMA/DMEA shall prepare estimates for loans, loan recoveries, borrowing and debt 
servicing requirements.
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Figure 7.2 Budgetary Process

a. Budget Proposal

i. MoF issues a budget call through notification presenting the macroeconomic 
outlook, the resource envelope, budget outlay and guidelines for preparation 
of budget based on financial policies and specific economic information, 
including the highlights of financial policies and specific economic 
information.

ii. The agencies such as ministries, dzongkhags, and gewogs will prepare and 
endorse the proposed budget for different program and projects based on 
planned objectives and priorities.

iii. Examining the items under external financing, the DADM/GNHC will notify 
DBA/DNB regarding the expected receipts of external grants/loans. This is 
done after the DRC makes available expected receipts to the DBA/DNB.

iv. The DBA/DNB calls annual Budget discussion meetings with all the agencies 
upon receiving the budget proposals and forecasts. All central agencies are 
consulted for the Gewog/Dzongkhag proposals during budget discussion. 
Only the discussed and prioritized budget of the agencies will be recommended 
for approval by DNB, MoF. No detailed discussion takes place except in the 
case of new activities (current expenditure estimates). Budget discussions 
are to be at the activity level. Those activities recommended by the MoF are 
of the highest priorities. The central agencies are consulted for the Gewog/
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Dzongkhag proposals.

v. The finalization of the budget proposal report takes place, when the DBA has 
compiled the Budget Estimates, and has prepared a Budget Report based on 
the budget discussions and the forecast of resources.

Figure 7.3 Process of Budget Proposal

b. Budget Approval

The MoF submits a copy of the budget proposal to the Cabinet of Ministers for review 
and discussion prior to submission to the National Assembly of Bhutan (NAB). The 
Finance Minister for legislative approval exhibits the proposed budget to the NAB, 
which is approved upon acceptance by majority of the Parliamentarians during the 
budget session.

c. Budget Execution (Release of Funds)

The budget upon its approval by the Parliament, MoF publishes as Annual Budget 
Appropriation Bill through MYRB system and issues a notification to the agencies 
for execution. 

d. Budget Accountability and Reporting

The budget accountability phase involves the following activities.

i. Submission of Reports

• Submission of Financial and Fiscal Plan, and Progress Reports. 

• All agencies are required to prepare and submit quarterly financial and 
physical progress reports.
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• All agencies are required to submit physical and financial work plans to 
DNB upon receipt of the Budget Notification.

ii. Mid-year Review of the Budget 

 MoF conducts Mid-Year review for the following reasons:

• Track the budget implementation i.e. Physical and financial progress for 
effective utilization of resources.

• Revision of budget for current and capital expenditures including 
reallocation among budgetary bodies shifting/adjustments resources from 
underutilizing organization to other ministries/organisation or agencies.

iii. Monitoring;

During the fiscal year, DNB will monitor the performance of agencies. The 
main goal is to assess the efficiency and effectiveness of utilization, and 
disposition of funds in achieving the output, and goals as determined in 
the budget proposal. It will be monitored based on the quarterly reports 
submitted by the project managers and Head of agencies, and actual site visits.

iv. Audit: Periodic audit of accounts and operation by the RAA (Royal Audit 
Authority) is carried out to ensure accountability.

e. Interim Revisions

Government agencies cannot spend more than what the Parliament has 
appropriated, and they are expected to use funds only for purposes specified in 
the budget. However, during the fiscal year, any revisions shall be carried out as 
per the provisions of Public Finance Act(PFA). The revisions undertaken shall 
be incorporated in the Revised Budget and appropriation bills, which shall be 
presented to the subsequent Parliament for rectification.
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Review Questions 

1.  An example of a tax were incidence and impact of tax falls on different 
individuals is
i. Personal Income Tax
ii. Customs duty 
iii. Rural Tax
iv. Royalties

2. A taxation system which encourages citizens to earn more and save more 
for further investment in an economy is 
i. Proportional tax system
ii. Progressive tax system
iii. Degressive tax system
iv. Regressive tax system.

3. All of the following are the phases of budget preparation EXCEPT
i. Budget approval
ii. Budget execution
iii. Budget preparation
iv. Budget termination

4. Differentiate between the following:
i. Direct and indirect tax
ii. Tax evasion and tax avoidance 
iii. Proportional and progressive tax
d) impact of tax and incidence of tax

5. Categorise the following spending into current expenditure or capital 
expenditure:
i. Salary paid to teachers
ii. Budget allocated for PD programs
iii. Pension paid to retired civil servants
iv. Interest paid on national debt
v. Repayment of loan taken from World Bank

6. Which tax system do you think is the most appropriate in Bhutan? Support 
your opinion considering the prevailing economic scenario. 
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7. The government encounters challenges to meet increasing public 
expenditure. Suggest some measures to overcome the challenges. 

8. What is the budget? How does the budget scaffold the functioning of 
government to meet socio-economic objectives?

9. Do you think preparation of the government budget is necessary? Justify 
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Deficit FinancingDeficit Financing

8

Learning Objectives
1. Define deficit financing.
2. Explain the reasons for deficit financing.
3.  Discuss the methods of deficit financing.
4. Explain the meaning of public debt.
5. Discuss the types of public debt.
6. Explain the reasons for borrowing by the government.
7. Evaluate the methods of debt redemption used by the government.
8. Analyse the effects of public borrowing on the Bhutanese economy

8.0. Introduction 
Governments have many competing demands for financial support. Most of the time, 
it is very difficult for the government on its own to generate all the revenue that it 
needs to finance its recurrent and capital expenditure. When government expenditure 
is more than its revenue collected through taxes and other sources, a budget deficit 
is created commonly known as fiscal deficit.
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The increased fiscal deficits have social cost and implication on an economy. Many 
economists view deficits as a threat to the wellbeing of the economy. When a country 
runs into budget deficits, the government functions and socioeconomic operations are 
disrupted. It affects the continuity of economic development and future planning of 
socioeconomic activities. Any attempt to reduce the deficit has fundamental effects on 
various aspect of government operations. For instance, increasing public borrowing 
as a means to tackle budget deficits lead to increasing burden on the government 
and future generation. However, borrowing is one of the effective fiscal tools that 
stimulates economic growth. Thus, this chapter discusses deficit financing and its 
methods. 

8.1. Meaning of Deficit Financing

In general, deficit financing is an ultimate resort of filling up the gap created due to 
the overspending by the government in a fiscal year. It is perceived to be common 
among developing nations. However, in contrast, deficit financing is an effective 
scheme of funding government activities, which is widely adopted by the advanced 
countries as well. 

The term deficit financing refers to the method of financing a ‘deliberately created 
gap’ between public revenue and public expenditure. When a government cannot 
fund its developmental activities with its revenue, a gap is created. Financing of the 
gap is called deficit financing. It is the excess of public spending over public revenue, 
which is financed through different methods. 

Methods of Deficit Financing

When there is a budget deficit, the government uses different ways of financing the 
deficit. Some of the plausible options include increasing taxes, borrowing, printing 
money, and realisation of government assets. Although taxation is the dominant 
form of public finance, government resorts to other alternatives to finance the deficits 
because increasing the taxes is distortionary in nature. In practice, there are three 
prominent methods of deficit financing: 

a. Borrowing 

Government borrowing allows the financing of projects with benefits that will accrue 
in the future, without excessive reduction in the purchasing power of citizens in the 
current period. The government borrows money both within and outside the country. 
In Bhutan, borrowing is the principal means of deficit financing.
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b. Withdrawal of cash reserves 

Another method of deficit financing is running down the cash reserves. Government 
preserves a certain amount of foreign currency reserves at the central bank for 
contingencies and economic crises in the short run. In Bhutan, the government reserves 
the fund with the central bank, Royal Monetary Authority (RMA). Government 
can withdraw the cash reserves during the fiscal deficits. While borrowing implies 
increasing the public liabilities, withdrawal of the cash reserve implies reduction in 
the assets of the government. 

c. Issuing New Currency

Fiscal deficits can also be financed by printing new money, which is called money 
financing of the budget deficit. While the first two methods are fiscal policy tools, 
issuing new currency falls under the monetary policy. When the economy runs into 
deficit, the central bank prints and issues new currency, influencing the circulation 
of money. 

Reasons for Deficit Financing 

Deficit financing is more than simply subsidising the expenditure gap. It is a deliberate 
scheme under fiscal policy used to operate developmental activities and stimulate 
economic development.  Some of the reasons for deficit financing are:

a. Mobilising the Domestic Resources 

Government cannot mobilise large resources with the revenues collected through 
taxes and other schemes. For a developing economy like Bhutan, domestic revenues 
are inadequate to make the optimal use of available resources in the country. Hence, 
the public resources are underutilised or left unutilised if all developmental activities 
were to be financed only through taxation. Thus, deficit financing is essential for the 
optimal utilization of the resources. 

b. Rapid Economic Development 

Deficit financing helps to achieve rapid economic development. Developmental 
activities are often hindered by the budget constraints especially in developing 
countries. Without deficit financing, the government cannot operate beyond the 
scope of the national revenue of a fiscal year. Planned socioeconomic activities can 
be executed as planned through deficit financing. 
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c. Capital Formation 

Capital formation such as construction of hydropower plants, establishment of 
industries, and procurement of technologies involves a huge fund. Domestic revenue 
is inadequate, so it is devoted to the current expenditure. Thus, deficit financing can 
be used for capital building. 

d. Distribution of Liabilities 

Deficit financing ensures distribution of liabilities across generations. Suppose, the 
construction of public infrastructure like roads, schools and hospitals take several 
years. When such facilities are financed immediately by taxation, the current taxpayers 
bear all the tax burden without accruing any benefits until the completion. Deficit 
financing allows government authorities to tax citizens in the future thereby spreading 
the costs over time. 

e. Increase Saving

Increase in public expenditures through deficit financing leads to increase in economic 
activities which further increases the production of goods and services.  In addition, 
the optimal mobilisation of domestic resources and capital formation leads to increase 
in the employment opportunities. Hence, deficit financing results in increased saving. 

f. Achieving the Desired Goals

Most of the time, the government spending exceeds the proposed expenditure in the 
budget. During such situation, the developmental activities cannot make smooth 
progress. Thus, deficit financing helps to continue and accomplish the developmental 
activities planned for a fiscal year. 
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Figure 8.1 Deficit financing as a bridge between public expenditure and revenue
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Learning Activity 8.1:  Evaluating deficit financing as a method of public financing.

Instructions 
1. Divide the class into groups and organise a debate on “Deficit financing is an 

important scheme of public financing.”
2. Explore and examine the effects of deficit financing in relation to the Bhutanese 

economy with the help of figure 8.2.
3. Answer the follow-up questions after the debate.

Figure 8.2 Merits and demerits of deficit financing 
Questions
1. Do you think deficit financing is a desirable method of government expenditure 

for Bhutan? Justify your answer. 
2. Deficit financing comes with certain costs and risk factors. Share your opinions 

on how the government can finance deficits efficiently. 
3. Deficit financing can be related at your personal level as ‘borrowing’ and availing 

loans from the bank. Is borrowing a good alternative source of finance at 
personal level? Justify.

8.2. Public Debt 

Borrowing is the principal means of deficit financing. It is a means through which 
government finances public services, without reducing the real wealth of private 
individuals at the time of acquiring fund. Borrowing from within the country or 
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from abroad results in accumulation of public debt. Thus, the accumulated sum of 
money that the government is indebted to its creditors is known as public debt.

Types of Public Debt

Public debts are categorised on various basis. Four common bases are source of 
borrowing, purpose, time frame, and liquidation process, which are presented in 
figure 8.3.

Figure 8.3 Types of public debt 

a. Internal and External Debt 

Internal and external public debt is classified based on source of borrowing. The 
internal debt refers to the government borrowing from internal sources such as central 
bank, commercial banks and private individuals. It is repayable only in domestic 
currency. An internal debt can be either voluntary or compulsory. Internal debt 
implies a redistribution of income and wealth within the country.

The external debt refers to the government borrowing from external sources such as 
foreign countries and international organization. Bhutan borrows money mostly from 
the Government of India, International Monetary Fund (IMF), Asian Development 
Bank (ADB) and World Bank. These loans are repayable in foreign currencies. External 
loan helps to carry out various development programmes in developing countries. 

b. Productive and Unproductive Debt

Public debt can be productive and unproductive debt based on its purpose. A debt 
is considered productive when its mobilisation adds to the economy’s productive 
capacity and provides continuous flow of income to the government. The government 
borrowing money for capital formation such as the construction of roads, irrigation 
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canal and hydropower projects are examples of productive debt. Such projects generate 
revenue after its completion and it is self-liquidating. 

Unproductive debts are those which do not add to the economy’s productive capacity. 
Public debt on war, famine relief and social welfare are some of the examples of 
unproductive debt. Such debts are normally not self-liquidating, and its repayments 
are adjusted from other sources of revenue. Hence, unproductive debts add burden 
to the citizens. 

c. Short-Term and Long-Term Debt

This classification is on the basis of duration of loan repayment. Debts that are payable 
on demand or with a maturity of one year or less are called short-term debt. The 
treasury bills of RMA, which usually have maturity period of 90, 91 and 98 days are 
examples of short-term debt. Interest rates for such kinds of debts are normally low 
and they are used to facilitate the temporal budget constraint.

On the contrary, long-term debt has a maturity of more than a year and sometimes 
it does not have a specified maturity. The interest rate for such loans are normally 
high. Long-term debts are used for developmental programmes and infrastructural 
formation that takes many years to complete. 

d. Redeemable and Irredeemable Debt

Redeemable and irredeemable debt are classified on the basis of liquidation. 
Redeemable debt is repaid at a specified date and the government has to arrange for 
repayment of the loan. 

Quite the reverse, irredeemable debts do not have a specified date of repayment. Such 
debts are repaid regularly in the form of interests until the loan (the principal amount 
combined with its interests) is fully redeemed. 
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Learning Activity 8.2:  Analysing the trend and status of Bhutan’s public debt.

Instructions 
1. Visit the website of the Ministry of Finance to collect information on the internal 

and external debt of Bhutan for the last five years.
2. Tabulate the information as per the format given in table 8.3. 
3. Reproduce the information in the form of line graph.

Table:8.1: Internal and external debt

Year
Public Debt Stock

Internal Debt External Debt
  

   
   
   

Questions
1. Identify the trend of Bhutan’s public debt over the past five years. What is the 

trend in the line graph? Give possible reasons.
2) Which year has the highest public debt? What could be some plausible reasons?
3) Do you think it is rational to increase public borrowing to foster economic 

growth? Justify your opinion with reasons. 
4) Which kind of loans should the government avail? Why do you think so? 

Methods of Debt Redemption 

The repayment of the loan is called debt redemption. The government ensures the 
repayment of its debts to build trust, credibility and confidence to the creditors. If the 
government pays debt on time, its credit rating will be higher and this will motivate 
creditors to grant loans. 

The government adopts various methods for debt redemption.
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a. Budgetary surplus

A government may adopt the policy of budgetary surplus to pay off the debt. It is 
normally used to liquidate internal debts. However, surplus budget is not a common 
phenomenon in developing countries including Bhutan. Even when there is a surplus, 
it is too insignificant to make debt repayment. 

b. Export surplus

External debt of a country needs to be repaid in foreign currency. A country earns 
foreign currency by increasing exports. To do this, government provides financial 
and technical incentives to export-oriented industries to boost exports. This results 
in export surplus; thus, it is used to pay the external debts.

c. Sinking fund

The government reserves a separate fund known as sinking fund for the purpose of 
debt repayment. In this method, the government keeps aside a certain amount of 
revenue generated every year for the repayment of outstanding debt. 

d. Refunding

Refunding is the process by which the government floats new bonds to pay off the 
maturing bonds. In such cases, the government takes a fresh loan to repay the old 
loans. However, the debt burden continues to accumulate in the economy.

e. Debt conversion

The process of converting high-interest loan into low-interest loan is called debt 
conversion. Sometimes, the government borrows at a higher rate but the interest 
rate falls in the market later. During such scenario, the government converts high-
interest loan into a new low-interest loan. Thus, the debt burden of high interest rate 
is reduced.

8.3.  Effect of Public Borrowing on the Bhutanese Economy

Bhutan has experienced steady and stable growth driven by public sector investments, 
particularly in large-scale hydropower projects and other planned developmental 
activities. Growth, however, has been coupled with increasing public debt, comprising 
largely of external debt. Effective debt management is of paramount importance for 
the government to ensure the sustainability and productivity of debt financing. The 
effects of public borrowing on Bhutanese economy can be positive as well as negative. 
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Learning Activity 8.3:  Analysing the effects of public borrowing on Bhutanese 
economy 

Instructions 
1. Read the excerpt given below and answer the questions that follow.

The Debt Burdens
Debt is spiralling out of control, but the government has to borrow. Both the Prime Minister 
and the Finance Minister recently told a local weekly, The Bhutanese, that the government 
will not only borrow, but borrow big to help revive the economy.  To revive the economy, the 
government needs to inject money. Economic growth is in the negative. Without money in the 
government coffers, the government has to fund activities through borrowing from within or 
from outside. It will add to the debt burden.
Increasing debt, whether internal or external, should be a cause for concern. We could blame 
the pandemic that forced the economy to a standstill. The biggest contributors to the GDP 
like the construction and manufacturing sectors, tourism, and service sectors have been the 
hardest hit sectors. If we are convinced that GDP is not the correct yardstick to measure growth, 
we need not be concerned. Growth will be spurred if we open our borders to tourism, let 
foreign workers come in, and revive the construction and manufacturing sectors. Government 
expenditure, which the pandemic has restricted, contributes substantially to the GDP. 
Going through the details, what we should be more concerned about is the increasing 
recurrent expenditure, even as the source of internal revenue is affected. In the last fiscal year, 
total recurrent expenditure was 88.94 percent of the total internal revenue. It has fulfilled the 
constitutional requirement of internal revenue meeting current expenditures, but we should 
not take comfort in this.
Domestic revenue has been increasing over the years, even during a pandemic year. However, 
apart from meeting current expenditures, there is waste of public funds. Millions of Ngultrums 
are wasted every year. Even as the government discusses borrowing, there is a Royal Audit 
Report that has pointed out wastage of public resources through several means. 
Millions of Ngultrums are wasted through fraud and corruption, misappropriation due to 
lapses and loopholes, or not following rules. The details of the audit report will be made 
public soon, but we can surmise that the scarce resources are misappropriated, misused 
because of inadequacies in our control and monitoring systems, or lack of integrity. Issues in 
procurement procedures, excess payments, inadmissible payments, fictitious payments, and 
lack of integrity or not shouldering responsibilities are always the leading causes of wastage 
of scarce resources.
While successive governments had been saying that hydro debts are self-liquidating, it still 
remains a concern, not only because of the delay in commissioning hydro projects, but the 
increasing financial irregularities in the hydropower sector.  
Hydro debts today amount to 73.40 percent of the total external debt. Irregularities because 
of failure to comply with financial norms, laws and regulations, uneconomical operations, 
and many more lapses are leading to losses in the billions. It will add to the debt burden.

Source: Kuensel 17th November, 2021
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Questions
1. What are the reasons for borrowing by the government in the excerpt? 
2. What are the concerns of borrowing shared in the excerpt?
3. How would you address the challenges related to management of public debt?

Review Questions 

1.  State True or False and rewrite the False sentences correctly.

i. Deficit financing is sometimes called as debt financing. 

ii. Deficit financing is simply a means of financing the expenditure gap in 
a fiscal year.

iii. Issuing new currency is principle method of financing the deficit in the 
developing countries.

iv. Unproductive debts are self-liquidating in nature. 

2. The main objectives of deficit financing in developing economies are to 
remove unemployment, poverty and income inequality. Discuss.  

3. Deficit financing during an economic downturn can boost an economy. 
Justify. 

4. Printing of new money is a last resort to meet the budgetary deficit. Why?

5. What is your opinion on ‘refunding’ as a method of debt redemption? 

6. Which method of debt redemption is commonly adopted in Bhutan? 

7. If you are given an opportunity to manage the public debt, which method 
would you like to use to repay the public debt? Why? 

8. Explore debt redemption methods adopted by developed economies. Suggest 
some enabling conditions for Bhutan to adopt the methods that are adopted 
by the developed countries. 

9. Public borrowing is necessary during the budget deficits but it comes with 
certain costs. Discuss.
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Learning Objectives
1. Define Fiscal Policy
2.  Explain the objectives of fiscal policy
3.  Discuss the use of fiscal instrument in achieving economic goals
4.  Discuss the impact of national economic issues

9.0. Introduction 
The era of the Great Depression led to reforms in macroeconomic policies to ease 
instability in an economy. John Maynard Keynes developed the theory of Employment, 
Interest and Money; which suggested the importance of government spending, tax 
cuts and monetary expansion to generate employment and raise the level of income. 
According to Keynes, monetary policy was inefficient to stabilise the economy during 
depression. Therefore, he emphasised on fiscal policy. However, in the modern times, 
both monetary policy and fiscal policy are equally important in promoting stable 
and sustainable economic growth. 
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9.1. Meaning of Fiscal Policy

Fiscal policy is a macroeconomic policy that involves changes in the Government 
spending and taxation to influence aggregate demand in the economy. The change 
in public spending and taxation impacts the Gross Domestic Product. When the 
government increases spending or reduces taxes, the level of aggregate demand 
increases. This is known as expansionary fiscal policy. On the contrary, when the 
government decreases spending or increases taxes, the level of aggregate demand 
decreases. This is known as contractionary fiscal policy. Thus, it indicates how the 
Government uses fiscal policy to achieve economic stability, growth and equity.

Figure 9.1 Government decision on fiscal policy

Instruments 
of fiscal 
Policy

PUBLIC
EXPENDITURE

PUBLIC
BORROWING

TEXATION

Figure 9.2: Instruments of fiscal policy
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a. Taxation

The taxation policy is a major instrument to promote growth, regulate external trade 
and ensure equitable distribution of income. It significantly affects the disposable 
income, consumption and investment pattern of the consumers. For this purpose, 
there is a flexibility in the taxation system. The government adopts progressive tax 
system, tax exemptions, deferrals, waiver of specific tax; and broaden the tax base. 
Therefore, the taxation system is developed to help the government in mobilising 
resources for capital formation, increasing the proportion of saving, providing 
the incentives for undertaking productive investment; and controlling inflation to 
enhance economic growth with stability. 

b. Public Expenditure

The government participation in economic activity has brought public spending to the 
forefront among the fiscal tools. The variations in public expenditure has direct effect 
in determining the level of economic activity in a country. Therefore, government 
priorities spending based on the economic situations. 

c. Public Borrowing

The public borrowing is an instrument of fiscal policy adopted by the government 
to finance the resource gap and mobilize additional resources for improving the 
fiscal position. As a judicious financing strategy to ensure debt sustainability, the 
government resorts to borrowings at lowest possible costs. 

Objectives of Fiscal Policy
Fiscal policy plays important role in financing developmental activities, equitable 
distribution of income, ensuring efficient production of goods and services, reducing 
unemployment, stabilizing inflation and economic growth. 

The three main objectives are economic stability, growth and equity.

a. To Maintain Economic Stability

Economic stability is a situation where the economy experiences the least fluctuations 
in the level of output, employment and price. Instability can discourage investments, 
slow down economic growth, and deter quality of living standard. The policy maker 
emphasises on stabilising the economy by maintaining desired level of production 
and employment.  Table 9.1 explains the fiscal instruments implemented during 
depression and boom. 



116 Chapter 9

Table: 9.1 Fiscal instrument adopted to achieve economic stability

Instruments Depression/Recession Boom 
1. Taxation Tax rate is reduced to increase 

the disposable income and 
consumption spending.

Tax rate is increased and new 
taxes are imposed to decrease 
disposable income, purchasing 
power and consumption 
expenditure.

2. Public 
Expenditure: 

Government increases 
expenditure on various 
developmental activities to boost 
income and create employment 
opportunities. 

Government abates public 
expenditure which will helps 
to reduce purchasing power 
and control consumption 
expenditure.

3.  Public 
Borrowing

As an expansionary measure, 
government borrows to increase 
money circulation, income level 
of people and production of 
goods and services. 

As a contractionary measure, 
government borrows from public 
to reduce purchasing power 
and aggregate demand in the 
economy.

b. To Achieve Economic Growth

Economic growth is an increase in volume of production of final goods and services 
compared from one period of time to another. It measures increase in the per capita 
income which leads to improvement in living standards and increase in consumption. 
The expansionary fiscal policy is applied to boost the economic growth. Table 9.2 
explains the fiscal instruments used to boost economic growth. 

Table: 9.2 Fiscal instrument adopted to achieve economic growth

Instruments Application
1. Taxation Government grants tax relief, tax holidays and subsidies to 

encourage investment in the economy. 
2. Public Expenditure Government spends on infrastructural facilities, social 

overheads and R&D  to stimulates investment in the economy.
3. Public Borrowing Government borrows to invest in infrastructural facilities, social 

overheads and R&D which contributes to economic growth.  

c. To Maintain Economic Equity
Economic equity is making equitable distribution of the income and wealth in the 
society. Fiscal policy should ensure redistribution of income and wealth to reduce 
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the existing inequalities. Table 9.3 explains the fiscal instruments used to maintain 
economic equity. 

Table: 9.3 Fiscal instrument adopted to achieve economic equity

Instruments Application 

Taxation Government adopts different tax policies such as progressive 
taxation, varied tax rates on goods and tax holidays to ensure 
economic equity in the economy.  

Public 
Expenditure

Government prioritises its expenditure on activities such 
as social services and investment in backward regions to 
benefit the low-income groups and backward regions in the 
society. 

Learning Activity 9.1:  Analysing the fiscal instruments for achieving the fiscal 
objectives.

Instructions 

1. Study the case on Fiscal policy and measures taken during COVID-19 Pandemic 
2020.

2. Identify the fiscal issues stated in the case.

Fiscal policy and measures taken during COVID-19 Pandemic 2020

 The wide spread pandemic and emergence of new strains of virus have constrained the 
recovery of the economy. The real GDP growth for 2020 was estimated to contract to 
the record low of -6.3 %. Sectors such as tourism and allied sectors, manufacturing and 
construction sectors have been impacted significantly due to the pandemic. However, 
hydropower sector recorded sustained growth complemented by favourable credit 
conditions that continued to cushion the economy from severe fall out. The unemployment 
rate stood at 5.0 % (2020) and continues to pose great challenge. Successively, the timely 
interventions by His Majesty the Druk Gyalpo and the government have helped to support 
the affected individuals, business and also mitigate the rising issues of unemployment. 

 To achieve the policy target for FY 2021-22 the government will pursue following strategic 
measures.

1. Strengthen resource mobilization:

 Government will continue to mobilize additional resources such as grants and 
concessional borrowing. Government will continue to strengthen tax administration to 
enhance compliance and revenue collection. With these measures, the domestic revenue 
for FY 2021/22 is estimated to improve by 7percent from the previous years.
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2. No capital budget ceiling-“Expansionary Fiscal Stance”: 

 Expansionary fiscal stance is adopted to ensure “sustained Economic Stability for a Resilient 
Recovery”. 33 percent of planned capital outlay has been allocated for the FY which is one 
of the highest during the plan period. 

3. Stimulating Aggregate demand: 

 Fiscal stimulus plan to support economic activities, which boost private sector participation, 
generate employment and improve aggregate demand. The government will continue to 
provide budget in the form of annual grants to the local Government and block grants to 
the budgetary bodies. 

4. Sustained Level of Fiscal Balance: 

 For the FY 2021/22, considering the need for high level of investment in the economy to 
support economic recovery, the estimated fiscal deficit is 8.59 percent of GDP. However, 
the fiscal target is to contain within 5 percent of GDP.

5. Maintaining Public Debt:  

 The government ensures that the financing decision are prudent and public debt is 
maintained at a sustainable level and the public sector’s financing needs and debt service 
obligation are met in a timely manner, at the lowest possible cost, while also supporting 
development of an efficient domestic capital market.

 The COVID-19 pandemic has exposed our economic vulnerabilities related to domestic 
production bottleneck and policy implementation inconsistencies, increasing youth 
unemployment problem, rising stock of public debt and intensifying in equalities. 
Nevertheless, the pandemic situation also provided a unique opportunity to revisit and 
recalibrate economic development models and reorient national plans and priorities to 
find effective and sustainable solutions to address the challenges and structural weakness. 

[Source: ………]

Questions 

1. Identify the expansionary fiscal tools used by the government during the crises as a result 
of COVID-19 pandemic.

2. Tourism, manufacturing and construction sectors have been severely affected to the 
extent of people losing their livelihoods. Which fiscal strategies do you think would be the 
most effective in reviving livelihood of the affected people? Explain.

3. Suggest measures to build a resilient economy to navigate unforeseen challenges.

9.2. Economic Issues 

The economic issues such as growth instability, inf lations, inequalities and 
unemployment are prevalent in every economy. The causes of these issues are 
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misallocation of resources, lack of policy intervention, lack of research and 
development, uncertain natural conditions and spill over effects. 

Learning Activity 9.2:  Analysing the impact of national economic issues.  

Instructions 
1. Read the case given below on GDP growth to identify economic issues. rebound 

to 5.1: world.

2. Identify the national economic issues in the case study.

GDP growth to rebound to 5.1: World Bank

The Bhutanese economy is expected to grow by 5.1 percent in the financial year 2021-
22, according to the World Bank’s “Global Economic Prospects” report, released on 
January 11. The report attributes the projected economic growth to a rebound in 
investment and external demand (exports).

 Bhutan’s growth, it states, has been “revised down” because of Covid-19 protocols, 
delays in infrastructure projects caused by migrant labour restrictions, and a stagnant 
tourism sector. According to economists, a strong GDP growth has a large impact 
on people’s livelihoods, as it fuels job creation and income increases, which lead to 
increased spending by consumers on goods and services.

However, an official familiar with the issue said that the projected 5.1 percent growth 
would not be enough for the economy to rebound to the pre-pandemic size. “The 
impact of the pandemic has been so strong that the economy needs a large amount 
of growth to rebound to its pre-pandemic size,” he said.

 Bhutan’s economy, he said, was one of the hardest hit in the region because of its 
small size and the strict Covid-19 measures. The GDP dropped to Nu 171.57 billion 
(B) in 2020 from Nu 178.56B in the previous year. The GDP growth rate dropped to 
an all-time low of -10.08 percent in 2020.

The report states that contact-intensive sectors, like trade and hotels are still below 
pre-pandemic levels. The World Bank’s projection is higher than the government’s 
estimate. Prime Minister Dr Lotay Tshering in a recent meeting with the press said 
that the economic growth in 2021 would be neutral or zero percent. However, the 
government’s estimation is for the calendar year 2021, while the World Bank’s 
projections for the fiscal year 2021-22. 

According to the World Bank report, the economic growth of Bhutan’s neighbor, 
India, is expected to be 8.3 percent in the current financial year and 8.7 percent 
in 2022-23. The economic damage brought about by the second wave in India has 
already been unwound, with output returning to pre-pandemic levels, according to 
the report. The economy of Bangladesh, one of the major trading partners of Bhutan, 
is expected to grow at 6.4 percent in the fiscal year 2021-22, according to the report.
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“An improvement in domestic demand and resumption of exports contributed to strong 
growth in Bangladesh,” it states. The report also highlights the challenges posed by 
climate change that has bearings on agricultural production, inflation, and GDP growth 
in South Asian countries, including Bhutan.

“Climate risks are becoming more prevalent in South Asia as cyclones, floods, and 
droughts have become more frequent and as the costs of such events have increased.” 
“The world economy is simultaneously facing Covid-19, inflation, and policy uncertainty, 
with government spending and monetary policies in uncharted territory,” the World 
Bank stated. The report states that the rapid spread of the new variant indicates that the 
pandemic will likely continue to disrupt economic activity in the near term. 

(Source: Kuensel Editorial, January 13, 2022)

Questions 

1. How would these issues impact the Bhutanese economy and neighbouring 
countries?

2. What are some of the fiscal measures implemented to combat the economic 
issues?  

3. What precautionary measures should government place in to minimise severe 
spill over effects?
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Review Questions 

1. All the options below are the intentions of fiscal policy EXCEPT
a.  Regional disparity.
b. Economic stability. 
c. Optimum allocation of resources.
d. Accelerate the rate of economic growth.

2. The objective of equity implies 
a. Equal distribution of income.
b. Equitable distribution of wealth
c. Creation of employment opportunities. 
d. Equitable distribution of income and wealth.

3. The world endures both social and economic issues, which of the following 
is NOT social issues?
a. Illiteracy
b. Child labour
c. Price stability
d. Gender inequality

4. Match the following: 

Column A Column B

i A progressive tax policy A Expansionary fiscal 
policy

ii Increase in disposable income of an 
individual 

B Fiscal Policy

iii To boost the economic activities. C Reduce inequalities 
iv A government adjust its spending level 

and tax rates
D Contractionary fiscal 

policy
E Promotes consumption

5. Explain the following terms: 
a. Economic boom.
b. Economic depression.
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6. Discuss the need of flexibility in taxation system.

7. Explain the fiscal measures adopted to control inflation.

8.  How is contractionary fiscal policy different from expansionary fiscal policy? 

9. Explain the role of fiscal policy in maintaining economic stability and achieving 
economic growth.

10.  Explain how fiscal policies ensure equitable distribution of income and wealth 
in the society.

11.  Identify some of the current economic issues in Bhutan and discuss its causes, 
impacts and measures tackle these issues.
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Learning Objectives
1. Interpret the national income aggregates.
2. Derive the interrelationship between the various national income aggregates.
3. Explain the circular flow of income in a three and four sector model.

10.0. Introduction 
The national income measures the economic performance of a country. It depicts 
how the economy has performed and its relationship with the rest of the world. This 
is measured conventionally through Gross Domestic Product (GDP). 

In Bhutan, the National Statistics Bureau (NSB) prepares the National Accounts 
Statistics every year. The System of National Accounts (SNA) is a systematic framework 
of accounts that measures the level of economic development and the rate of economic 
growth over time. The report facilitates evidence-based decision making, formulation 
of policies and plans, and monitoring and evaluation of the development plans and 
programs.
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10.1. Meaning of National Income  

The national income is the total market value of all final goods and services produced 
by the normal residents of the country operating within and outside the country. 
Definition of national income is based on aspects such as

a. Monetary expression: Different goods and services have different units of 
measurement, for which they cannot be aggregated. Therefore, money value is 
used as common denominator to measure the value of all final goods and services 
produced in a country. 

b. Final goods and services: There are possibilities of double counting the 
intermediate goods used for producing the final outputs. Hence, the national 
income omits the transactions involving intermediate goods and includes only 
the market value of the final products.    

c. Flow concept: The national income measures the flow of goods and services 
over the period of time. Hence, it indicates monetary value of goods and services 
flowing in the economy in a particular year. 

d. Current output: The national income measures the value of goods and services 
produced within the current year.  It excludes pure exchange transactions such 
sales and purchase of second-hand goods, securities and transfer payments. 

It is important to distinguish national income from domestic income. The national 
income is an income received by the residents of the country in a year, regardless 
of where the factors of production owned by residents are located. On the contrary, 
domestic product is value of final goods and services produced within the boundary 
of a country in a year regardless of who owns the factors of production.

10.2. Circular Flow of Income 

Economic activities are continuous processes that involve interactions and transactions 
among various economic agents. The economic agents are broadly categorised into 
four sectors namely household, business, government, and rest of the world. Circular 
flow of income is a model that illustrates interactions and the flow of money, goods, 
and services among these economic sectors. The flow of money in the form of receipts 
and payments is called money flow. Similarly, the flow of factor services and goods 
and services among various economic agents is called real flow. 
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In order to understand different models of circular flow, it is important to discuss 
the components and roles of the four economic sectors. 

a. Household sector: Households are the owners of the factors of production. They 
supply factor services to the business sector and receive incomes in the form of 
wage, rent, interest, and profit. Households use the factor earnings to purchase 
goods and services produced by the firms. 

b. Business sector: Business sector, which is also referred to as firms, are the 
producers of goods and services. They produce goods and services using the factor 
services provided by the households. The products are sold to the households, 
government and rest of the world. 

c. Government: Government plays an important role in the economy. It acts as 
both a consumer and producer. As consumer, the government purchases goods 
and services that benefit the society. As producer, it provides infrastructures and 
social services. It collects taxes from the households and firms and also makes 
transfer payments to them. 

d. Rest of the world: With globalisation, the circular flow of income expands beyond 
the geographical boundary of a nation. Business firms and the government import 
goods and services from abroad and make foreign payments. They also export 
their products and receive income from the rest of the world. 

Models of Circular Flow of Income 

The Circular Flow model is classified under circular flow in a closed economy and 
circular flow in an open economy. Unlike in the open economy model, the closed 
economy model does not involve ‘rest of the world’. Thus, the circular flow model 
under the closed economy comprises three sectors while the model in the open 
economy comprises all the four sectors.  

a. Circular flow of income in a three-sector economy 

The households as owners of the factors of production provide factor services to the 
firms and receive factor payments in return. The firms produce goods and services 
using the factor services and sell them. The households spend the factor incomes to 
purchase goods and services. Hence, the factor payments made to the households 
flow back to the firms as consumption expenditure of the households.  

However, the economy constitutes the capital market, which is also referred to as 
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financial institution. With the capital market in the model, only a certain portion of 
household income flows to the business firms and the rest flows to the capital market 
in the form of saving. These savings flow to the firms through the capital market to 
finance the investment. The withdrawal of income from the flow is called ‘leakage’ 
and infusion of income to the flow is called ‘injection’. 

In theory, the circular flow of income would be in equilibrium. When the households 
save money in the capital market, the level of income in the circular flow decreases. 
However, the money saved in the capital market flows to the business firms in the 
form of investment, which increase the level of income in the circular flow. The 
contraction of income due to the saving equals the expansion of income resulting 
from the investment. Thus, the circular flow of income in two-sector economy is in 
equilibrium. It is expressed as, 

Saving = Investment

The three-sector economy comprises the household sector, the business sector, and the 
government. There is flow of money and goods between the households and business 
firms as usual. In this model, the government plays an important role in the economy 
and hence the money and goods flow among the three sectors instead of two. 

The government collects taxes from the household sector in the form of personal 
income tax and commodity taxes. Similarly, the business firms pay taxes in various 
forms to the government. The taxes paid by the households and firms are leakages as 
they decrease the level of income in the circular flow. But the government purchases 
factors of production, firms’ outputs, makes transfer payments, and provide 
social services such as education, health, and infrastructures. These government 
expenditures are injections into the circular flow. In other words, the government 
offsets leakages that result from taxation by injections through its spending on public 
goods, social services, and transfer payments. Thus, the circular flow of income 
remains in equilibrium. The equilibrium condition of circular flow of income in 
three-sector economy model is

Saving + Taxes = Investment + Government spending
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Figure 10.1 Circular flow of income in a three-sector economy 

b. Circular flow of income in a four-sector economy 

The four-sector economy is the addition of the external sector to the three-sector 
economy. It comprises households, the business firms, the government, and the rest 
of the world. In this model, the flow of money and goods is extended beyond the 
national boundary as shown in Figure 10.2. 
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Figure 10.2 Circular flow of income in four-sector model
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Learning Activity 10.1:  Analysing the circular flow of income in four-sector model 

Instructions 
1. Study Figure 10.2 
2. Identify the real flows, money flows, leakages and injections.
Questions 
1. Derive equilibrium condition. 
2. Explain how foreign sector helps to maintain equilibrium in the circular flow. 
3. Explain role of the foreign sector in relation to

a. household sector. 
b. business sector.

4. What will happen to the circular flow and economy if
a. The sum of injections > the sum of leakages 
b. The sum of injections < the sum of leakages

5. Do you think the equilibrium condition in circular flow of income is possible in 
reality? Justify your answer considering actual economic scenario of Bhutan. 

10.3. Concepts of National Income Aggregates

The national income aggregates comprise the macroeconomic variables related to the 
determination of income of a country. The national income is measured on the basis 
of national product (national income) and domestic product (domestic income). The 
concepts of depreciation, net indirect taxes, and net factor income from abroad are 
important to determine the interrelationship among the national income aggregates. 

a. Depreciation 

In the process of production, some amount of economy’s stock of plants and equipment 
is used up or wears out. The loss of value of fixed capital such as machineries and 
equipment in the process of production is called depreciation. It is also called as 
consumption of fixed capital because it reduces the value of the capital owing to the 
wearing and tearing. It primarily differentiates between gross and net. The term ‘gross’ 
implies the value of product including depreciation while ‘net’ excludes depreciation. 
The difference between gross and net is the total cost of depreciation. 

Gross - Net = Depreciation
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b. Net Indirect Taxes

Net indirect tax shows the difference between indirect taxes and subsidies. It is used 
to find difference between market price and factor cost. Market price (MP) refers to 
the price paid by the buyer for a commodity in the market while factor cost (FC) refers 
to the cost incurred by the producer for the factor services availed in the production 
of the commodity. Market price comprises factor cost, indirect taxes and subsidies. 

Indirect tax - Subsidy = Net Indirect Taxes

Market Price - Net Indirect Taxes = Factor Cost

c. Net Factor Income from Abroad (NFI)

NFI is the difference between national product and domestic product. Thus, NFI is 
the difference between factor receipts from abroad and factor payments to abroad. 
Addition of net factor income from abroad to the domestic income gives national 
income. 

INFI = Factor receipts from abroad – factor payments to abroad

NFI = National Product – Domestic Product

10.4. National Income Aggregates and their Interrelationship

Domestic product and national product are estimated at factor cost or market price, 
and at gross or net income. There are eight national income aggregates.

a. Gross Domestic Product at Market Price (GDPMP)

It refers to the gross value of all final goods and services that are produced within the 
domestic territory of a country in a year, including net indirect taxes. 

b. Gross Domestic Product at Factor Cost (GDPFC)

It refers to the gross value of all final goods and services that are produced within the 
domestic territory of a country in a year, excluding net indirect taxes. 

c. Net Domestic Product at Market Price (NDPMP)

It refers to the net value of all final goods and services that are produced within the 
domestic territory of a country in a year, including net indirect taxes. 
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d.  Net Domestic Product at Factor Cost (NDPFC)

It refers to the net value of all final goods and services that are produced within the 
domestic territory of a country in a year, excluding net indirect taxes. 

e. Gross National Product at Market Price (GNPMP)

It refers to the gross value of all the final goods and services that are produced by 
the residents of the country in a year, regardless of where the factors of production 
owned by residents are located, including the net indirect taxes.

e. Gross National Product at Factor Cost (GNPFC)

It refers to the gross value of all the final goods and services that are produced by 
the residents of the country in a year, regardless of where the factors of production 
owned by residents are located, excluding the net indirect taxes. 

f. Net National Product at Market Price (NNPMP)

It refers to the net value of all the final goods and services that are produced by the 
residents of the country in a year, regardless of where the factors of production owned 
by residents are located, including the net indirect taxes.

g. Net National Product at Factor Cost (NNPFC)

It refers to the net value of all the final goods and services that are produced by the 
residents of the country in a year, regardless of where the factors of production owned 
by residents are located, excluding the net indirect taxes.  Technically, national income 
is taken in the sense of net national product at factor cost. It is because the payments 
to factors of production such as wages and salaries, rents, interests, and profits are 
the factor costs of production. 
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The national income aggregates are interrelated to each other as shown in Figure 10.4

Figure 10.4 Interrelationship among the National Income Aggregates
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Learning Activity 10.2:  Estimating national income aggregates 

Instructions 
1. Use table 10.1.  

Table 10.1 Sample aggregates of national income
Sl.No. Particulars Nu. in millions

i. Consumption of fixed capital 100
ii. Net income from abroad 800
iii. Gross domestic product (GDPMP) 15000
iv. Subsidies by government 50
v. Indirect taxes 75

Questions 
1. Calculate:

a. Net domestic product at market price (NDPMP)
b. Gross domestic product at factor cost (GDPFC)
c. Net domestic product at factor cost (NDPFC)
d. Gross national product at market price (GNPMP)
e. Net national product at market price (NNPMP)
f. Gross national product at factor cost (GNPFC)
g. Net national product at factor cost (NNPFC)
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Review Questions 

1.  Fill in the blanks
a.  The owner of the factor services is ……………………….
b. The income flows from the household to the foreign sector in the form 

of ……………..
c. The withdrawal of income from the circular flow is called …………
d.  The economic agent that facilitates the flow of money among different 

sectors in the economy in the form of saving, borrowing, and investment 
is ……………………… 

e. Business sector exports goods and renders services such as shipping 
to foreign countries. The receipts for the exports are ……………… in 
the circular flow of income. 

2. Match each item under column A with the most appropriate item in 
column B. Rewrite the correct pairs by writing the alphabet against the 
number in the space provided.

       Table 10.2 National income aggregrates

Column A Column B
i. GNPMP– Depreciation a. GDPFC

ii. NDPMP-NIT b. NNPMP

iii. GDPMP+NFI-NIT c. NNPFC

iv. NNPFC +DEP-NFI d. NDPMP

v. GDPMP-NIT-DEP+NFI e. GNPFC

f. NDPFC

3. Define national income in your own words. How is it different from 
domestic income? 

4. Provide appropriate examples of the following in the three-sector and 
four-sector model.
a. Leakage 
b. Injection 
c. Real flow 
d. Money flow

5. How is the circular flow model in a closed economy different from the 
open economy?

6. Explain the role of government in the circular flow of income.
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Learning Objectives
1. Explain the steps of estimating national income by output, income and 

expenditure method
2. Explain the precautions taken in estimating national income by different 

methods.
3. Explain the difficulties faced in estimation of national income in Bhutan.
4. Use different methods to estimate national income.

11.0 Introduction 

National income of a country is the sum of all the factor incomes such as wages, 
interest, rent and profit from all the factors of production in a given year. The 
measurement of national income is necessary and important to understand the 
performance of the economy. It helps to ascertain the contribution made by different 
sectors, identify the structural weaknesses, evaluate the performance of the economy 
and assist in overall socio-economic planning and policy formulation. 

This chapter discusses on methods of measurement of national income, precautionary 
measures and difficulties associated in estimation of national income.
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11.1 Methods of Measurement of National Income 

The national income of a country can be viewed in terms of product, income and 
expenditure. Accordingly, the three methods to measure national income are product 
method or value-added method, income method and expenditure method. However, 
the type of method to be used depends on the availability of data in a country and 
the purpose in hand.
a.  Product (Value Added) Method

Product method is also known as output method or value-added method. This 
method measures national income as the sum of net final output produced or net 
value added by all the producing units in an economy during a year. The steps 
necessary for estimating national income by this method are:

Step I: Identification and classification of productive unit in different sectors
a.  Primary sector

b.  Secondary sector

c.  Tertiary sector.

Step II: Estimation of Net Value Added
i) Estimate the value of gross output: Add the value of each final good and 

service produced ( )P Q×  in an economy within a year, and deduct the value of 
intermediate consumption to avoid double counting. This gives GDPMP or gross 
value added at market price. 

ii) Estimate the value of net output: Net value added at market price or NDPMP 
by each enterprise is estimated by deducting the value of depreciation from gross 
value added at market price. 

NDPMP = GDPMP – Depreciation 

iii) Estimate the net value added at factor cost: In order to arrive at net value added 
at factor cost or NDPFC by each enterprise, deduct the value of net indirect taxes.

NDPFC = NDPMP – Net indirect taxes
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Step III: Estimation of National Income (NNPFC)
Finally to arrive at NNPFC, add net factor income from abroad to NDPFC. Net 
factor income from abroad is the difference between factor incomes received from 
rest of the world and factor payments made to rest of the world. 

 NNPFC = NDPFC + Net Factor Income from abroad.

NNPFC = GDPMP – Depreciation – Net Indirect Taxes + Net Factor Income from abroad

Example

Q. Using the information in Table 11.1, calculate national income by value 
added method.

                            Table 11.1: Sources of income of an economy

Sl. No Item Nu. in million
i Gross value of output at market price 21000
ii Depreciation 2000
iii Indirect taxes 1500
iv Intermediate consumption 8000
v Net income from abroad 2000

Solution

Items Nu. in million
Gross value of output at market prices 
–  Intermediate Consumption
–  Depreciation 

21000
8000
2000

Net value added at Market Price (NDPMP) 
– Indirect taxes 

11000
1500

Net value added at Factor Cost (NDPFC) 
- Net income from abroad  

9500
2000

  National Income (NNPFC) 11500
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Learning Activity 11.1:  Analysing the Items in National Income Calculation. 

Instructions:

1. Use the information in the table 11.1 and identify the activities that are included 
in estimating net national product at factor cost.

2. Provide your justification in the table 11.1 

Table 11.2 List of activities in an economy

Sl. 
No

Activity Justification
Included Not included

1 Farm products sold at centenary farmer’s 
market

2 Child care provided by a licensed day care 
centre

3 The sale of new electronic gadgets
4 The sale of a used car
5 Child care provided by a grandmother
6 Increased inflow of tourist in XYZ Tours and 

Trek company
7 The iron is turned into an iron bar, which is 

then used in bridge construction.
8 Cost of maintenance of old school building
9 Surplus balance of payment

Questions:
1. Differentiate between final goods and intermediate goods.
2. What will be the effect on estimation of national income if the maintenance 

cost of a property is included? Explain.
3. Do you include the value of child care provided by a grandmother at day care 

centre in estimation of national income? Give reasons.
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Precautions in Estimation of National Income by Product Method 

While computing national income, the precautions to be undertaken are:
i) To avoid double counting, only the value of final goods and services are taken 
into account and value of intermediate goods are excluded. 

ii) The sale and purchase of second-hand goods should be ignored as it is not 
a part of current production. However, any brokerage or commission earned to 
facilitate the sale of second-hand goods are included. 

iii) Imputed value of goods for self-consumption should be included as they 
contribute to the current output of goods and services.

iv) Change in the stock of goods should be included because it is a part of capital 
formation. 

Difficulties in Estimation of National Income by Product Method
i) Lack in Occupational Specialisation: When a person is engaged in production 
of multiple products other than their main trade, accounting becomes difficult 
because income from such productive activities is not included in the national 
income estimates. 

ii) Estimation of imputed value: Goods and services for self-consumption is 
included in national income but the imputation of such value is a difficult task.

iii) Change in value of inventory: Unsold amount of goods is included in national 
income because these goods reflect current production of goods and services. 
However, there is the problem of valuation of inventories due to change in 
their prices.

b.  Income Method

Income method measures national income from the side of factor incomes received 
by primary factors of production in the form of rent, wages and salaries, interest and 
profit for their productive services in a given year. Thus, national income is estimated 
by summing up all the incomes accruing to the primary factors of production used 
by producing units in a year.
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The measurement of national income by this method involves:
Step 1:  Identification and classification of the production units

All the producing enterprises employing various factors of production are identified 
and classified into 

a. Primary sector

b. Secondary sector

c. Tertiary sector

Step II:  Classification of factor income 

1. Labour income or compensation of employees

Labour income is known as compensation to the employee. Labour income is the 
income earned by labour for rendering the physical or mental services in the process 
of producing goods or services. It includes:

i) Wages and salaries in cash, bonus, commission and allowances.

ii) Supplementary labour income in the form of employer’s contribution towards 
social security schemes for employees such as provision for pensions, provident 
fund, group insurance and gratuity.

iii) Payment to employees in kind such as rent-free accommodation, free medical 
services, free educational facilities, free uniforms, free transportation, recreational 
and holidaying facilities, free provision of goods and services produced by the 
employees and imputed interest on interest free loans.

2. Capital income, property income or operating surplus

Capital income includes rent, interest, royalty, dividend, undistributed profits of 
corporations before corporation taxes and profits of the government enterprises. 
Operating surplus is the income earned from the ownership and control of capital. 
It includes:

i) Rental income: Income from hiring land, buildings and other assets.

ii) Royalty income: Income from patents and copyrights.

iii) Interest: Interest income received from lending money.

iv) Income from entrepreneurship: Income from entrepreneurship in the form 
of profit.
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v) Dividend: Part of the profit distributed to the shareholders of the companies.

vi) Undistributed profit: Part of the profit which is retained with the company 
for paying taxes and for corporate saving (Profit = Dividends + undistributed 
profit) 

  Operating Surplus

 Corporation Tax  Undistributed Profit Rent  Interest  Royalty  Dividend

Income from EntreprenuershipIncome from Property

Figure 11.1 Operating Surplus

3. Mixed Income 

Mixed income refers to the income of self-employed individuals, farming units and 
sole proprietorships. It is a mixture of income from work and income from property 
and entrepreneurship. For example, earnings from agriculture, transport, sole 
proprietorship and incomes of own-account workers like plumbers and carpenters.

Step III:  Estimation of Domestic Factor Income

When all the factor incomes in the form of compensation to the employees, operating 
surplus and mixed income are summed up, we arrive at net domestic product at 
factor cost (NDPFC).

NDPFC = Compensation of employees + Operating surplus + Mixed income

Step IV: Estimation of National Income (NNPFC)

In the final step, net factor income from abroad is added to NDPFC in estimating 
national income (NNPFC).

National Income = NDPFC + Net Factor Income from abroad

NNPFC = Compensation of Employees + Operating Surplus + Mixed Income + 
Net Factor Income from abroad
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Example

Use income method to calculate national income (NNPFC) from the data given 
Table 11.3.

            Table 11.3: Sources of income of an economy

Sl. No Item Nu. in million
1 Consumption of fixed capital 50
2 Employers’ contribution to Social Security 150
3 Interest 320
4 Net indirect taxes 110
5 Dividend 90
6 Rent 260
7 Corporate Tax 30
8 Undistributed Profit 20
9 Mixed Income 35

10 Net Factor income from abroad -20
11 Wages and salaries 900

Solution

A Compensation of employees 2 + 11 150 + 900 = 1050
B Operating surplus 3 + 5 + 6 + 7 + 8 320 + 90 + 260 + 30 + 20 = 720

C Mixed Income 9 35
D NDPFC A + B + C 1050 +720 + 35 = 1805
E NNPFC D + 10 1805 + (– 20) = 1785
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Precautions in Estimation of National Income by Income Method

While computing national income from income method, the precautions 
undertaken are:

i)   Factor income earned by rendering productive services are included. The transfer 
income such as scholarships, donations, old-age pensions and charity are excluded. 

ii)   Income from illegal activities such as gambling, smuggling, black marketing and 
windfall gains and income from lottery are not included in national income. 

iii)   The sale of shares and debentures should be excluded, because such transactions 
do not contribute to the current flow of goods and services. 

iv)   Output produced but retained for self-consumption and the imputed rent of 
owner-occupied property are included.

Difficulties in Estimation of National Income by Income Method
i)   Allocation of Mixed Income:  Mixed incomes are earned by the unincorporated 
sector. Thus, it is difficult to get reliable information from the unorganised sectors.

ii)   Change in price: National income is calculated upon the market price of goods 
and services. Therefore, during inflation the value of stocks alters which leads to 
difficulties in measurement.

iii)   Income from self-employed: The uncertainty of self-employed persons getting 
their income causes ambiguity in calculating the actual income.

c.   Expenditure Method

Expenditure method measures national income at the disposition stage by estimating 
the expenditure on final products at market prices during a year. The final products 
are goods which are used for consumption and investment. The steps involved in 
this method are:
Step I: Identification of Economic units

a. Household sector

b. Business sector

c. Government sector
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d. Rest of the world

Step III: Classification and Measurement of Final Expenditure
a. Private Final Consumption Expenditure (C):  

It comprises of expenditure on purchase of consumer goods and services by 
household and private non-profit institutions like schools, clubs, and hospitals. 
This expenditure is calculated by multiplying the volume of sale of goods and 
services in the market by their retail prices.

b. Investment Expenditure/ Gross Domestic Capital Formation (I):

Investment expenditure is the expenditure on capital goods such as machinery, 
factories, and residential houses. Investment expenditure can be:

i)   Gross fixed business investment: Expenditure of household and firm on 
purchase of machinery, equipment and construction works estimated by 
taking the value of final capital goods at market price.

ii)  Inventory investment: Expenditure on change in inventories of the firms 
which are in the warehouses and showrooms and semi-finished goods 
calculated at market price.

c. Government Final Consumption Expenditure (G)

It is the expenditure of government on administration, defence, maintenance of 
law and order, social welfare services, education and health. The government incurs 
expenditure on providing these services to the public to satisfy their collective 
wants. Thus, this expenditure is termed as government final consumption 
expenditure.

d. Net Exports (X – M)

Net exports are the difference between the value of goods and services exported to 
other countries and the value goods and services imported from other countries. 
Net exports are included in national income computation for two reasons. First, 
exports represent foreign spending on domestic goods which are produced 
within the geographical territory. Second, the expenditure on imports is a part 
of aggregate spending by residents of a country.
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Step IV: Estimation of Net Domestic Product at Factor Cost

The sum of four items: consumption expenditure, investment expenditure, government 
expenditure and net exports gives GDPMP. Thus, NDPFC is estimated by deducting 
depreciation and net indirect taxes from GDPMP.

GDPMP = C + I + G + (X – M) and;

NDPFC = GDPMP – Depreciation – Net Indirect Taxes

Step V: Estimation of Net National Product at Factor Cost

In the last stage, net factor income from abroad is added to NDPFC in arriving 
at NNPFC.

NNPFC = NDPFC + Net Factor Income from abroad

( )Y C I G X M DEP NIT NFI= + + + − − − +

Where

Y: National income

C: Private final consumption expenditure

 I: Investment expenditure

G: Government expenditure

(X – M): Net Exports

DEP: Depreciation

NIT: Net indirect taxes

NFI: Net factor income from abroad
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Example

Using the data given in Table 11.4, calculate national income by expenditure method.

               Table 11.4: Income and Expenditure of an economy

Sl. No Item Nu. in million
i Personal consumption expenditure 7000
ii Consumption of fixed capital 100
iii Net fixed capital formation 2500
iv Change in stock 1000
v Exports 800
vi Imports 1500
vii Net indirect taxes 80
viii Governments’ consumption expenditure 3200
ix Net factor income abroad (–)20
x Wages and salaries 900

Solution

Item Nu in million

Personal Consumption Expenditure
+ Net fixed capital formation
+ Change in Stock
+ Government Consumption Expenditure
+ Net Exports (Exports – Imports)

7000
2500
1000
3200
– 700

 NDPMP 
– Net Indirect Taxes

13000
80

NDPFC
 + Net factor income from abroad

12920
– 20

 NNPFC 12900



147Measurement of National Income

Precautions in Estimation of National Income by 
Expenditure Method
While computing national income using expenditure method, the precautions 
undertaken are:

i. Expenditures on intermediate goods are excluded in national income because 
it is already included in the value of final expenditure.

ii. Expenditure on transfer payments by the government are excluded from the 
total expenditure as it is not related to any production activity.

iii. Expenditures on the purchase of any second-hand goods are excluded in the 
national income estimation of the current year. 

iv. Purchase of share, debentures and bonds are excluded. This is because these 
are mere financial assets and do not reflect any production activity of the goods 
or services.  

v. Expenditure on self-consumption should be included in national income as 
these are part of productive activity.

 

Difficulties in Estimation of National Income by 
Expenditure Method

i.    Nature of Government expenditure:  Differentiating government consumption 
expenditure from government investment expenditure is difficult. Expenditure on 
defence is treated as consumption expenditure. On the other hand, expenditure 
incurred on education and health is taken as investment expenditure.

ii.   Non-availability of expenditure data: This method is difficult to apply in 
developing countries due to non-availability of adequate data about expenditure.
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11.2 Components of Net National Product at Factor Cost in its 
three Phases

                 Table 11.5: Three Methods of Estimation of National Income
Product Method Income Method Expenditure Method

GDPMP (Value added 
by all firms) + other 
incomes – depreciation 
–  Net Indirect taxes + 
Net factor income from 
abroad

NNPFC = GDPMP – 
Depreciation – Net 
indirect taxes + Net 
income from abroad

Compensation of employees 
+ operating surplus + Mixed 
income of self-employed 
+ Net factor income from 
aboard

NNPFC = Compensation 
to employees + Operating 
surplus + Mixed income 
+ Net factor income from 
abroad

Private final consumption 
expenditure + Gross 
Domestic Capital Formation 
+ Government final 
consumption Expenditure 
+ Net Export –Depreciation 
– Net Indirect Taxes + Net 
factor income from abroad
NNPFC = C + I + G + (X – M) 
– NIT + NFI

11.3 Common Difficulties in Estimation of National Income

Lack of 
adequate and 
reliable data

Personal 
Service

Problem 
of double           
counting

Existence of 
non-monetized 

sector

Distinction 
between the type 

of products Common 
Difficuties

     Figure 11.2: Common Difficulties in Estimating National Income
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Learning Activity 11.2:  Calculating National Income 

Instructions:
1. Study the information given in table 11.2 and answer the questions that follows.

Table 11.6: List of activities in an economy

Sl. No Items Nu in million
1 Private Final consumption Expenditure 500

2 Net factor income from abroad (–) 50
3 Indirect tax 75
4 Subsidies 25
5 Government final consumption expenditure 100
6 Operating surplus 150
7 Net domestic fixed capital formation 150
8 Wages and salaries 250
9  Net exports (–) 25

10 Free education and medical services 200
11 Social security contribution by employers 75
12 Mixed Income 100

Questions:

1) Calculate National Income (NNPFC) by Expenditure method and 
Income method.

2) Are the two answers same/different? Explain.

3) If you are to compute national income of Bhutan, which method would you 
prefer? Why? 

4) Discuss some practical problems associated with estimation of national 
income in Bhutan
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Review Questions 

1. Match each item of column A with the most appropriate option of column B.

Sl. No Items Nu in million
i Measures national income by estimating 

expenditure on final products at market prices 
during a year.

a Output method

ii It is calculated by adding up all the incomes 
generated in the course of producing national 
product. 

b Income method

iii Measures national income at the phase of factor 
payments made to primary factors for the use of 
their factor services.

c Factor income.

iv The sum total of net value added by all the 
producing units within the domestic territory 
during a year. 

d National Income 

           e     Expenditure method

2. Complete the formula by filling out those empty boxes with most appropriate words.

i) Gross Domestic Product at Market Price =   + Government 
Final    Consumption Expenditure +   + Net Exports.

ii) Gross National Product at Market Price = Private Final Consumption 

Expenditure +  + Gross Domestic Investment + Net 

Exports +                                         

iii)   National Income = Private Consumption Expenditure +        

+ Domestic Investment Expenditure +   – Depreciation – 

Net Indirect Taxes.
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3. What do you understand by operating surplus? List down any three  components

4. Explain the expenditure method of measuring national income?

5. What are the difficulties of measuring national income in output method?

6. Explain the precautions taken while estimating national income by 
expenditure method.

7. How can we avoid the problem of double counting?

8. Explain the steps of estimating national income by output method.

9. On the basis of the following data, calculate:
i) GDPMP

ii) NDPMP

iii) National Income
 

Sl. No Contents Nu in million
1 Gross value of output in primary sector  900

2 Gross value of output in secondary sector 800
3 Gross value of output in tertiary sector 400
4 Intermediate consumption in primary sector 350
5 Intermediate consumption in secondary sector  320
6 Intermediate consumption in tertiary sector 100
7 Consumption of fixed capital 80
8 Net indirect taxes 85
9 Net factor income from abroad (–) 15
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10. From the Given data, calculate National income by Income Method and  
Expenditure Method:

Sl. No Items Nu in million
1 Compensation of employees   500

2 Government final consumption expenditure (–) 50
3 Net factor income from abroad 75
4 Net exports 25
5 Profits 100
6 Net indirect taxes 150
7 Mixed income of self-employed 150
8 Rent 250
9 Interest (–) 25

10 Private final consumption expenditure 200
11 Net domestic capital formation 75
12 Consumption of fixed capital 100

11. On the basis of the following data, estimate:
i)   Net value added at market price, and 

ii)  National income.                                                                                                 

Sl. No Contents Nu in million
1 Domestic Sale 10,800

2 Increase in stocks 1200
3 Imports of raw materials 600
4 Exports 1100
5 Purchase of raw materials and other inputs 3600
6 Depreciations of fixed capital 450
7 Net indirect taxes 300
8 Net factor income from abroad (–) 20
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Learning Objectives
1. Explain the concepts of globalisation and liberalisation. 
2.  Explain the importance of interconnectedness and interdependence among 

trading partners.
3.  Discuss the benefits accrued from the international economic organizations. 
4.  Analyze the volume of trade.
5.  Analyze current international economic issues. 
6.  Discuss the role of technology on trade.

12.0. Introduction 
The theory of economic integration framework was first laid out by Jacob Viner (1950) 
and was further developed by Bela Alexander Balassa (1961). It was widely used for 
the interregional flow of goods and services. Economic integration is the unification 
of economic policies between different nations, through the abolition of tariff and 
non-tariff restrictions on trade.

In recent years, economic integration and liberalizing trade policies have led to rapid 
growth of the world economy. Therefore, it is necessary for every country to interact 
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and integrate with other countries to derive the benefits from international trade. 

This chapter discusses the concepts of globalisation and liberalisation, and the role 
of technology in trade. 

12.1. Trade Liberalisation and Globalisation 

Trade Liberalisation is a policy that removes barriers to trade and encourages free trade 
between countries. It is done by lessening  tariffs, relaxing quotas and eliminating 
non-tariff barriers. It creates a transnational phenomenon called globalisation that 
has evolved out of trade liberalisation and free trade.

The term globalisation was first used in the publication "Towards New Education" 
in 1930 to connote a holistic view of human experience in education. Later in the 
1960s, social scientists started to use the term more frequently.

Globalisation refers to the integration of markets in the global economy, leading to 
the increased interconnectedness of the national economies. Although, globalisation 
facilitates free flow of goods and services, technology and human capital, yet some 
countries are cautious in globalising their economy for the risks like economic 
dominance and exploitation by developed countries. 

Importance of Globalisation:

i. Technology and Innovation:

It enables countries to make use of advanced technology developed by countries 
without investments in Research and Development.

ii. Market Access:

It helps widening the market access of countries to export their produce to other 
countries. Simultaneously, it enables the consumers to obtain quality goods and 
services at relatively lower prices. 

iii. Production and Productivity 

Globalisation facilitates the transfer of knowledge and technology between countries 
to raise the level of production and productivity. It, therefore, generates the momentum 
to reach international standards of productivity.
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iv. Cost of Production

It reduces the costs of production because countries can not only avail resources at 
cheaper rates but also trade at lower tariffs and relaxation of non-tariff arrangements.

v.      Foreign Direct Investment:

Learning Activity 12.1: Analyzing the Impact of Trade Liberalisation and 
Globalisation 

Instructions 
1. From  the relevant sources, find out the trade policy of Bhutan with its trading 

partners.
2.  Identify some of the liberalized trade policies of Bhutan with any of its  trading 

partners.

Questions 
1. How would liberalising trade among the trading partners benefit our economy?
2. What will be the consequences if Bhutan liberalizes its trade?
3.   How would trade liberalisation lead to globalisation?

12.2  Interconnectedness Among Trading Partners

In a modern economy, the economic life of every individual is interrelated in which 
the flow of commodities, capital, and ideas across borders have led to significant 
economic gains for millions of people around the world. The interconnectedness is 
important as no country is fully self-sufficient. It helps to expand their markets and 
access goods and services that otherwise may not have been available domestically. 
Through interconnectedness, the economic decisions of a country affect the decisions 
of other countries. For example, the policies regarding trade and finance made by 
the US economy are going to benefit the developing country’s economic growth and 
development.

12.3  Interdependence Among Trading Partners

International relationships are crucial for economic growth and development.  
International trade is one of the ways to strengthen such relationships. Countries 
depend upon each other for exchange of products, resources, information, ideas, 
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finance and technology with the purpose of satisfying each other's multiple needs.

Learning Activity 12.2: Exploring the Impacts of Interconnectedness and 
Interdependence.

Instructions 
1. The situation of Bhutanese economy has evolved over the years since 1961 as a 

result of interconnectedness and interdependence with the trading partners. In 
light of this, explore the information related to the economic situation of Bhutan 
before and after 1961.  

2.  Using the information collected related to the economic situation, fill the table 
12.1.

Table 12: 1  Economic situation

Economic situation before 1961 Economic situation after 1961

Questions 
1. How has the economic situation evolved over the years after 1961?
2. How would you conclude that the change in economic situation is a result of 

interconnectedness and interdependence?
3.  What are some of the benefits derived by the trading partners of Bhutan?
4.   ‘Trade interdependence raises the economic well-being of a nation.’ Do you agree? 

Justify?

12.4 International Economic Organization (IEO)

The International Economic Organisation was formed in 1961 to help countries 
to recover their economy and financial system after World War II and the Great 
Depression. International Economic Institutions are organised international bodies 
that aim to stabilise economic relationships among member countries through 
monetary, fiscal and trade integration.

The objectives of IEO is to formulate a common international program, resolve 
conflicts and encourage cooperation among the member nations.                                                      
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a.  World Trade Organization (WTO)

The World Trade Organization was formed on January 1, 1995 replacing the 
General Agreement on Tariffs and Trade (GATT) with its headquarters at Geneva, 
Switzerland. It is an international organization dealing with the rules of international 
trade among the member countries. The objective is to ensure that trade flows as 
smoothly, predictably and freely as possible.

The functions of WTO are:
•  Setting the framework and reviewing the trade policies of the member countries. 
•  Providing technical assistance to developing countries.
•  Reducing the barriers to international trade.
•  Setting a negotiation forum for multilateral trade agreements.
•  Ensuring the transparency of trade policies
• Cooperating with the international institutions like IMF and World Bank for 

making global economic policies.

b.  World Bank

The World Bank was founded in 1944 in Washington DC, at the Bretton Woods 
Conference, with a goal to foster economic growth and development in middle-
income and low-income countries to alleviate poverty.  It provides financial and 
technical assistance to individual countries around the globe.

 The motto of the World Bank is “Working for a world free of poverty”. It supplies 
qualifying governments with low-interest loans, zero-interest credits and grants to 
support the development of individual economies.

The functions of World Bank are:

• It grants loans for reconstruction of those countries affected by war.

• Provide financial assistance to least developed countries to accelerate economic 
growth, reducing poverty and a better standard of living.

•  It promotes foreign investments of other organisations by guaranteeing the loans.

• It provides development loans to various governments for irrigation, agriculture, 
water supply, health and education.

•  It encourages the development of industries in least developed countries by 
introducing various economic reforms.
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c.  International Monetary Fund

With the goal to oversee the stability of the monetary system of the world, the 
International Monetary Fund was founded at the Bretton Woods Conference in 1944, 
along with the World Bank, headquartered in Washington D.C.

The functions of the International Monetary Fund include:

• To improve and promote global monetary cooperation of the world.

• To secure financial stability by eliminating or minimizing the exchange rate 
instability.

• To reduce poverty around the world.

• To facilitate a balanced international trade.

• To promote high employment through economic assistance and sustainable 
economic growth.

Learning Activity 12.3: Analyzing the importance of International Economic 
Organizations in Bhutan.

Instructions:

1. Explore and examine some of the latest projects in Bhutan funded by the 
World Bank.

2. Identify some other International Economic Organization that fund projects in 
Bhutan. 

Questions

1. In light of one of the projects funded by the World Bank for Bhutan, how do you 
think Bhutan would be benefitted?

2.   How different and similar are the nature and purpose of the projects funded by 
different International Economic Organizations? 

12.5. Volume of Trade

Volume of trade refers to the volume of import and export of a country. It relates to 
the size of international transactions. Economies of the world are gradually opening 
up for international  trade as no country in the world is self-sufficient. This has led 
to the rise in volume of trade.

However, it is a win-win situation for every trading country as volume of trade 
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depends upon the terms of trade (TOT). The terms of trade refers to the rate at which 
one country exchanges its goods for the goods of other countries.  It is expressed as 
a ratio of import prices index to export prices index; that is, the amount of imported 
commodities that an economy can purchase, per unit of exported commodities. 

 Thus, terms of trade determine the international values of commodities and the 
values of commodities depend upon the prices of export of a country and the prices 
of its imports.   

 Learning Activity 12.4:  Explore the Volume of Trade in Bhutan

 Instruction: 

1.  Explore the volume of trade of Bhutan for the last five years with any trading 
partners and fill the table 12.2

2.  By using the information from table 12.2, draw any type of graph.

3.  By studying the trend of the graph, draw conclusions. 

 Table 12.2   Volume of Trade in Bhutan

Country Years Trade Volume
Export Import

 Questions

1.    What could be the reasons that have led to this situation?  

2.    How will this situation affect our economy?

3.    Suggest some of the relevant measures to overcome, if  the situation is unfavourable. 

4.  What kind of situation do you foresee regarding the volume of trade after five 
years? Why?

12.6  International Economic Issues

The economic issues are also known as economic growth challenges as it affects 
economic development. The problem of unemployment, inequality, inflation, poverty, 
recession and depression are some of the examples of economic issues. 
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In the world of interconnectivity and globalization, all the economies are 
interdependent and interconnected. As such, economic problem of one nation is 
likely to affect the situations of others.  For example, spillover effects of the great 
depression due to crash of the world stock market in1930s has affected the global 
economy.  Similarly, the fluctuations in the price of fuel in India has a direct effect 
on the Bhutanese economy. 

Learning Activity 12.5: Analyzing the Impacts of the International 
Economic Issues

 Instructions

1. Explore the impacts of climate change on the economic development of a nation.

2.   Explore any economic issue that has brought a spillover effect globally. 

Questions

1. Climate change has become a global concern. How is it going to impact the 
economic development of a country?  

2. Persistant increase in value of USD has negative impact on the economy. Discuss 
the impacts of scuh issue relating to Bhutanese economy.

3. If you were the policy maker of a country, what measures would you recommend  
for economic recovery? 

12.7  Technology and Trade 

Innovation breeds business, and technology paves the way for it. In recent times, 
the world of business is increasingly inclined towards technology, making it almost 
impossible to separate the two from each other.  

The exchange of commodities existed since the early times of human civilisation. 
It began with the simple barter system where commodities were exchanged for 
commodities. It was unlike today,  where it is faster, more convenient and more 
efficient in performing business transactions with the aid of advanced  technologies.  
It has widened the reach of trade in the global market.

Technology contributes to the gross domestic product as firms can increase 
their output with technological advancements. Mobility can also be significantly 
impacted by technology with reliable and faster shipments, access to the internet, and 
advancements in telecommuting software.which has resulted in more competitive 
pricing for end customers.  
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Technology is a part of every single industry, and as such, the countries invest in 
technology in order to improve their products and services, gain market share and 
keep up with the competition.

Manufacturing organizations are able to increase their output with technological 
advancements, which has resulted in more competitive pricing for end customers.  The 
technology facilitates communications and collaboration, especially for Corporations 
with offices in different countries as they can seamlessly meet with their colleagues 
and customers over digital platforms. 

Technology is definitely an important tool to increase overall efficiency and 
productivity. Technology and customer relationship management systems greatly 
uplifted the modern marketing system. Technology has transformed marketing 
by making campaigns more personalised and immersive for people that are more 
integrated and targeted for marketers. Moreover, technology has empowered 
consumers as they will have unlimited access to information and demand products 
and services when they want.

Yet it cannot be denied that the technological threats to business are growing.

 Learning Activity 12.6: Exploring the Types of Technology in Facilitating 
the Trade.

Instruction: 

 1. Explore the type of technology which enhances
a. Productivity and efficiency
b. Market accessibility
c. Mode of payment
d. Marketing and sales promotion  

2. Visit any E-commerce app and explore its features. 

Questions
1. Make a chronological list of technology that has contributed to the development 

of trade.
2. How would investing in technology change the scope of international trade?
3. How is technology integrated in the use of E-commerce apps?
4. What are the prominent features of E-commerce?
5. Would investing in technology help to improve trade relationships? Justify
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Review Questions 

4.  Fill in the blanks
a.  When a country moves towards free trade through the reduction of 

tariff and other trade barriers it is termed as……………………….

b.    The major trading partner of Bhutan is………………

c.    ……………. is the international body that helps countries to finance in 
order to overcome the financial situation of the country. 

2. How is trade liberalisation beneficial to the economic development of a 
country?

3. How will globalisation influence the implementation of Gross National 
Happiness?

4.   Compare liberalisation and globalisation.

5.    Economic Organisation plays an important role in uplifting the economic 
situation of a country. In what ways has Bhutan benefited from these 
organisations?

6.   Draw the relationship between technology and trade performance in context 
to Bhutan.

7.   Discuss the opportunities, if Bhutan opts to become a member of WTO.

8.    Owing to the fact that Bhutan’s economy is interconnected and interdependent 
with the rest of the world, what would be the spillover effect of an economic 
issue that would arise in any country to Bhutan? Illustrate citing an example.



Chapter

Exchange RateExchange Rate

13

Learning Objectives
1. Explain the determination of exchange rate
2.  Compute exchange rate using conversion table
3.  Explain fixed and floating exchange rate
4.  Examine the pros and cons of fixed versus floating exchange rate
5.  Describe the effects of changes in the value of domestic currency on trade

13.0. Introduction 
The foreign exchange market began during the 1970s. This followed three decades of 
government restrictions on foreign exchange transactions under the Bretton Wood 
system of management, which set out the rules for commercial and financial relations 
among the world’s major industrial states after World War II. In the Bretton Wood 
system, exchange rates were fixed but adjustable. In the current system, exchange rates 
among the major currencies fluctuates in response to market forces, with short-run 
volatility and occasional large medium- run swings. Some medium-sized industrial 
countries also have market determined floating rate regimes, while others have 
adopted pegged system. Developing economies have a wide variety of exchange rate 
arrangements but most countries move toward increased exchange rate flexibility.
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The exchange rate is essential in facilitating the international transactions of goods and 
services. The currency of one country is accepted within its geographical boundary 
but not in foreign countries. Therefore, international trade between nations takes 
place with the help of exchange rate and the value of this transaction depends upon 
the prices of the currencies of various countries. 

This chapter discusses the determination of exchange rate, types of exchange rate, 
and conversion of rate of exchange. 

13.1. Exchange Rate  
The exchange rate is the value of a country's currency in terms of another currency. 
It represents how many units of a foreign currency a consumer can buy with one unit 
of their home currency. For example, if the exchange rate is USD 1= BTN 75, one U.S 
dollar can be exchanged for BTN 75 in foreign currency markets. The exchange rate 
is very important for international economic transactions because it helps to convert 
the value of a home currency with foreign currency. 

Learning Activity 13.1: Analyzing the Importance of Exchange Rate 

Instructions 
1. The currency of a country is not acceptable beyond its national boundaries for 

making transactions. Exchange rates are crucial for understanding international 
transactions and international trade that requires the use of foreign currencies. 
In line with this statement, explore the importance of exchange rate on 
international transactions and international trade.

Questions 
1. How has the exchange rate impacted the life of Bhutanese people?
2. What are the economic implications of not having an exchange rate on trade?
3. What would be the impacts of having a single currency in the world?

13.2  Determination of Exchange Rate

The exchange rate in a free market is determined by the demand for and the supply 
of foreign currency. The equilibrium exchange rate is the rate at which the demand 
for foreign currency equals to supply of foreign currency. Ragner Nurkse defines the 
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equilibrium exchange rate as “that rate at which over a certain period of time, keeps 
the balance of payments in equilibrium.’’ 

a. Demand for Curriencies

Consider two countries, Bhutan and United States, demand for Bhutanese currency 
arises when US residents wish to make payments to Bhutan in order to:

i) Buy Bhutanese goods and services from Bhutan: US residents interested 
in buying Bhutanese goods and services will sell their country’s currency 
and demand ngultrum for the purpose of purchasing Bhutanese goods and 
services. For example, the purchase of Bhutanese handicrafts by an American 
tourist in Bhutan would require him or her to exchange US Dollars for 
ngultrum. 

ii) Buy stocks and bonds in Bhutan: Demand for ngultrum comes from 
Americans who wish to invest in bonds and stocks in Bhutan. 

iii) Make foreign direct investment: Demand for ngultrum arises when the US 
residents wish to set up multinational companies in Bhutan. 

iv) Travel to Bhutan: Demand for ngultrum comes when the US residents wish 
to travel to Bhutan as a tourist. 

b. Supply of Curriencies

 Supply of Bhutanese currency arises when residents in Bhutan wish to make 
payment to the United States in order to: 

i) Buy US goods and services from US: Import of goods and services by 
Bhutanese from USA requires to exchange ngultrum for USD.

ii) Buy stocks and bonds in the USA: Supply of ngultrum comes from Bhutanese 
who wish to invest in bonds and stock in the USA. 

iii) Make foreign direct investment in US: The supply of ngultrum arises when 
the Bhutanese residents wish to set up multinational companies in the USA. 

iv) Travel to USA: Supply of ngultrum also arises when the Bhutanese residents 
wish to travel to USA. 
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 The determination of the exchange rate of Ngultrum against the US Dollar is 
illustrated diagrammatically in Figure 13.1  

Figure 13.1: Determination of Exchange Rate  

In Figure 13.1, the demand for Ngultrum is shown by a curve D and its supply by a 
curve S. The demand for Ngultrum reflects the sum of transactions giving rise to the 
receipt of US Dollars. In the same way, the supply of Ngultrum represents the total 
transactions that require payments in Ngultrum for the purchase of US Dollars. In 
other words, the demand for Ngultrum would result in the inflow of US Dollars into 
Bhutan and the supply of Ngultrum would lead to the outflow of US Dollars.

When the exchange rate is P2, the quantity of Ngultrum supplied is OQ3, and the 
quantity of Ngultrum demanded is OQ2. The quantity of Ngultrum supplied is more 
than the quantity demanded. This situation of excess supply of Ngultrum in the 
exchange market results in the decline of the price or value of Ngultrum. In this case 
the value of Ngultrum depreciates. 

Through this reduction in the value of Ngultrum, the market forces automatically 
revert to the equilibrium exchange rate at E. A fall in the value of Ngultrum against 
US Dollars is good as it will result in the rise in demand for Bhutanese goods, services 
and assets abroad resulting in a greater supply of Ngultrum.
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When the exchange rate is P1, the quantity of Ngultrum supplied is OQ4, and the 
quantity of Ngultrum demanded is OQ1. The quantity of Ngultrum demanded is 
more than the quantity supplied. This situation of excess demand of Ngultrum in the 
exchange market results in the increase of the price or value of Ngultrum. In this case 
the value of Ngultrum appreciates. Through this increase in the value of Ngultrum, 
the market forces automatically revert to the equilibrium exchange rate at E. 

13.3  Change in the Exchange Rate 

The changes in market forces of demand and supply cause the exchange rate to 
appreciate or depreciate. Changes in the equilibrium exchange rate is brought about 
by a shift in the demand and supply curves of a currency. 

a. Increase in Exchange Rate

An increase in the value of currency or exchange rate is occurred due to an increase 
in the demand and decrease in the supply of currency. This increase in the value of 
a currency is called appreciation.

i. An increase in the value of currency or exchange rate is occurred due to an increase in the demand 

and decrease in the supply of currency. This increase in the value of a currency is called 

appreciation.   

 

 

Figure 13.2 explains the increase in price or value of the exchange rate when the demand curve 

shift towards the right from D1 to D2. This shift in the demand curve increases the demand for a 

currency (ngultrum) from OQ to OQ1 with the supply of a currency (ngultrum) remaining constant. 

When the demand for currency (ngultrum) is more than the supply of a currency (ngultrum), this 

situation is called excess demand. This excess demand forces the equilibrium exchange rate to 

move from OP to OP1. Hence increasing the value or price of the exchange rate.  

 

Figure 13.2 explains the increase in price or value of exchange rate when the supply curve shift 

towards the left from S1 to S2. This shift in the supply curve decreases the supply of a currency 

(ngultrum) from OQ to OQ1 with the demand of a currency (ngultrum) remaining constant. When 

the supply of currency (ngultrum) is less than the demand for a currency (ngultrum), this situation 

is called excess demand. This excess demand forces the equilibrium exchange rate to move from 

OP to OP1. Hence increasing the value or price of the exchange rate. This increase in the value of 

a currency in the freely floating exchange rate system due to an increase in demand for or decrease 
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Figure 13.3: change in the exchange rate due 
to decrease in supply 

Figure 13.2: change in the exchange rate due 
to increase in demand 

Figure 13.2 explains the increase in price or value of the exchange rate when the 
demand curve shift towards the right from D1 to D2. This shift in the demand curve 
increases the demand for a currency (ngultrum) from OQ to OQ1 with the supply of a 
currency (ngultrum) remaining constant. When the demand for currency (ngultrum) 
is more than the supply of a currency (ngultrum), this situation is called excess 
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demand. This excess demand forces the equilibrium exchange rate to move from OP 
to OP1. Hence increasing the value or price of the exchange rate. 

Figure 13.2 explains the increase in price or value of exchange rate when the supply 
curve shift towards the left from S1 to S2. This shift in the supply curve decreases the 
supply of a currency (ngultrum) from OQ to OQ1 with the demand of a currency 
(ngultrum) remaining constant. When the supply of currency (ngultrum) is less 
than the demand for a currency (ngultrum), this situation is called excess demand. 
This excess demand forces the equilibrium exchange rate to move from OP to OP1. 
Hence increasing the value or price of the exchange rate. This increase in the value of 
a currency in the freely floating exchange rate system due to an increase in demand 
for or decrease in the supply of currency is called appreciation. On the contrary, the 
increase in the value of a currency done through government intervention is called 
revaluation. 

When a domestic currency appreciates or revalue, imports become cheaper and 
exports become expensive leading to a decrease in net export. Thus, it reduces 
domestic inflation. 

b. Decrease in Exchange Rate

The decrease in the value of currency or exchange rate is occurred due to a decrease 
in the demand and increase in the supply of a currency. This decrease in the value 
of a currency is called depreciation.  

in the supply of currency is called appreciation. On the contrary, the increase in the value of a 

currency done through government intervention is called revaluation.  

 When a domestic currency appreciates or revalue, imports become cheaper and exports become 

expensive leading to a decrease in net export. Thus, it reduces domestic inflation.  

 

ii. The decrease in the value of currency or exchange rate is occurred due to a decrease in the demand 

and increase in the supply of a currency. This decrease in the value of a currency is called 

depreciation.   

 

 

Figure 13.4 explains the decrease in price or value of exchange rate when the demand curve shift 

towards the left from D1 to D2. This shift in the demand curve decreases the demand for a currency 

(ngultrum) from OQ to OQ1 with the supply of a currency (ngultrum) remaining constant. When 

the demand for a currency (ngultrum) is less than the supply of a currency (ngultrum), this situation 

is called excess supply. This excess supply forces the equilibrium exchange rate to move from OP 

to OP1. Hence decreasing the value or price of the exchange rate.  
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Figure 13.5: change in the exchange rate due 
to decrease in supply Figure 13.4: change in the exchange rate due 
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Figure 13.4 explains the decrease in price or value of exchange rate when the demand 
curve shift towards the left from D1 to D2. This shift in the demand curve decreases 
the demand for a currency (ngultrum) from OQ to OQ1 with the supply of a currency 
(ngultrum) remaining constant. When the demand for a currency (ngultrum) is less 
than the supply of a currency (ngultrum), this situation is called excess supply. This 
excess supply forces the equilibrium exchange rate to move from OP to OP1. Hence 
decreasing the value or price of the exchange rate. 

Figure 13.5 explains the decreases in price or value of exchange rate when the supply 
curve shift towards the right from S1 to S2. This shift in the supply curve increases 
the supply of a currency (ngultrum) from OQ to OQ1 with the demand of a currency 
(ngultrum) remaining constant. When the supply of currency (ngultrum) is more 
than the demand for a currency (ngultrum), this situation is called excess supply. 
This excess supply forces the equilibrium exchange rate to move from OP to OP1. 
Hence decreasing the value or price of the exchange rate. This decrease in the value 
of a currency in the freely floating exchange rate system due to decrease in demand 
for or increase in the supply of currency is called depreciation.  On the contrary, 
when the decrease in value of a currency is done through government intervention, 
it is called devaluation. 

When a domestic currency depreciates or devalue, exports become cheaper and 
imports become expensive leading to an increase in net exports. Thus, it reduces 
the trade deficit.

Learning Activity 13.2:   Analyzing the fluctuation in exchange rate 

Instruction 
1. Study Figure 13.6. 
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Questions
1. What is the market situation of exchange rate when the price of ngultrum is below 

the equilibrium? How will it affect the value of domestic currency? 
2. Illustrate the changes in equilibrium exchange rate and quantity of ngultrum as 

a result of 
a) increase in Bhutanese exports.  
b) decrease in import of Bhutan.  
c) decrease in foreign investment in Bhutan. 
d) increase in Bhutanese travelling to abroad. 

3. Generally, exchange rate is highly volatile in nature. What could be some of the 
reasons?

4. How will the fluctuation in exchange rate impact Bhutanese economy? 
5. Discuss the effects of changes in value of domestic currency on international trade.  

13.4. Exchange Rate Conversion 

It is the rate at which the value of one currency can be converted into other currencies 
in the foreign exchange markets. When currency is exchanged in terms of foreign 
currency, one would get more or less currencies depending on the value of currencies. 
Currency conversion is important to facilitate international transaction since one 
country’s currency is not accepted across the world. 

Learning Activity 13.3 Calculating the Exchange Rate  

Instruction:
1. Explore the current rate of exchange of BTN against at least five foreign currencies 

from any of the credible sources.
2.  Fill Table 13.1 using the information gathered.

Country Currency Buying Rate Selling Rate

Table 13.1 Current exchange rate of BTN against foreign currencies
Questions
1.  Which country has the highest and lowest rate of exchange in terms of Bhutanese 

currency? 
2. Calculate the amount of ngultrum you need to pay to get the latest IPhone from 

America. 
3. Calculate the amount of euros a European tourist needs to pay as tariff to stay for a 

week in Bhutan.
4. Discuss the significance of exchange rate on the country’s economy.
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13.5. An Exchange Rate Regime

It is the exchange rate system adopted by the central bank of a country to manage 
its currency relative to other currencies. The foreign exchange market is regulated 
with the objective of controlling inflation, interest rates, real GDP, imports and 
unemployment rate. 

Types of Exchange Rate System 

There are two major exchange rate systems.

a. Fixed Exchange Rate: 

When the Central Bank of the country decides to keep the value of its currency fixed 
against a currency of another country in order to have a free and smooth flow of goods 
and services, it is termed as fixed exchange rate. The central bank will keep a reserve 
of foreign currency or gold reserve in order to intervene in the foreign exchange 
market when demand and supply are not equal. A change in the fixed exchange rate 
is either revaluation or devaluation. 

Some of the developing countries whose currency are not powerful will choose to 
peg the value of their currency to a currency of a country with bigger economy with 
whom they have lots of trade activities, this is called a pegged system. It is similar 
to fixed system.

Following such a regime has an advantage to both importers and exporters due to its 
certainty and there is no fear of fluctuations based on the market condition, which 
helps to facilitate more foreign direct investment.

b. Floating Exchange Rate: 

An exchange rate determined by the forces of demand and supply of the currency 
without any government intervention is called floating exchange rate. The fluctuation 
in the exchange rate is either appreciation or depreciation. Floating exchange rate 
adjusts automatically with change in the market situation and it helps the country 
to prevent from the balance of payment crisis. 

c. Managed Exchange Rate: 

An exchange rate system in which the exchange rate is neither fixed nor flexible but 
a hybrid of two. While it captures the benefits of floating system, to certain degree 
there is an intervention from Central Bank to influence the value of their currency 
in a range against another currency and lower the risk of harmful effects of floating 
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system. In this system, the Central Banks use the monetary policies to stabilize 
exchange rate movement. However, when foreign currency reserves are insufficient, 
it leads to speculation activities.

Know More

From Fixed to Flexible: A Brief History

The shift from fixed to more flexible exchange rates has been gradual, dating from the 
breakdown of the Bretton Woods system of fixed exchange rates in the early 1970s, 
when the world's major currencies began to float. At first, most developing countries 
continued to peg their exchange rates-either to a single key currency, usually the U.S. 
dollar or French franc, or to a basket of currencies. By the late 1970s, they began to 
shift from single currency pegs to basket pegs, such as to the IMF's special drawing right 
(SDR). Since the early 1980s, however, developing countries have shifted away from 
currency pegs-toward explicitly more flexible exchange rate arrangements. This shift has 
occurred in most of the world's major geographic regions.
In 1975, countries with pegged rates accounted for 70 percent of the developing world's 
total trade; by 1996, this figure had dropped to about 20 percent. The overall trend is 
clear, though it is probably less pronounced than these figures indicate because many 
countries that officially describe their exchange rate regimes as "managed floating" or 
even "independently floating" in practice often continue to set their rate unofficially or 
use it as a policy instrument.
The CFA franc zone in sub-Saharan Africa, where some 14 countries have pegged their 
rate to the French franc since 1948-with one substantial devaluation in 1994. In addition, 
some countries have reverted, against the trend, from flexible to fixed rate regimes. 
Nevertheless, the general shift from fixed to flexible has been broadly based worldwide. 
In 1976, pegged rate regimes were the norm in Africa, Asia, the Middle East, nonindustrial 
Europe, and the Western Hemisphere. By 1996, flexible exchange rate regimes 
predominated in all these regions.

Source: www.elibrary.imf.org
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Learning Activity 13.4: Examining the pros and cons of fixed and floating 
exchange rate

Instructions 
1. Explore advantages and disadvantages of fixed and floating exchange rate from 

relevant sources    

Questions 
1. What are the pros and cons of 

a. floating exchange rate?
b. fixed exchange rate?

2. How can exchange rate be managed by the Central Banks?
3. Which exchange rate system is widely adopted? Why? 
4.  BTN is pegged with INR since 1970s. Discuss the impacts of holding this regime. 

 
Review Questions 

1.  When foreign currency appreciates in terms of domestic currency,
a. exports become cheaper
b. imports become cheaper
c.. exports become costlier
d. no effect on imports

2. When supply of domestic currency increases, the equilibrium exchange rate will
a. rise
b. fall
c. remain constant
d. initially rise and fall

3.  Write True or False for the following statements
i. Excess supply of currency decreases the value of that currency.
ii. Fixed exchange rate is determined by the demand for and supply of currency. 
iii. A change in value of USD1=BTN75 to USD1=BTN 70 dollar indicates that 

Ngultrum has appreciated.
iv. Due to depreciation of foreign currency, the supply of foreign currency in the 

domestic market will decrease. 
4. What would be the effects on international trade if there is no exchange rate regime? 
5. What is meant by appreciation of ngultrum? Explain its effects on domestic industry? 
6. The price of a macbook in Japan is Yen 300,000. How much do you have to pay if 

the seller accepts Norwegian Kroner for the same macbook?
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Chapter

StatisticsStatistics

14

Learning Objectives
1. Define statistics
2. Discuss the importance of statistics.
3. Analyze the limitations of statistics
4. Define data
5. Discuss the sources of data and methods of collection
6. Explain the presentation of data.
7. Define index number.
8. Analyse the different methods of constructing index numbers.
9. Compute indices to measure changes in price and quantity over time.

14.0 Introduction 

The term 'Statistics' evolved in the 18th century in response to the needs of 
industrializing a sovereign state. In early times, statistics was restricted to information 
about states, particularly demographics. Later it was extended to include collections 
of all types of information, analysis, and interpretation of data. The statistical data is 
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an important step towards establishing a general statement about economic entities 
to help in establishing theoretical concepts and models by providing evidence. 

This chapter discusses the importance of statistics, limitations of statistics, presentation 
of data and methods of constructing index numbers.

14.1 Statistics 

The origin of the word statistics may be traced back to the word ‘status’ meaning 
political state. It is used as a plural noun as well as a singular noun. In a plural sense, 
it is a collection of information in terms of numerical facts or statistical data related 
to income, employment and public expenditure which can be used in any field of 
study. In the 'singular' sense, statistics refers to statistical methods of collection, 
classification, presentation, description, analysis and interpretation of numerical 
facts or data.

Importance of Statistics  

Marginal utility analysis helps to understand the behaviour of a consumer in Statistics 
plays a crucial role in the field of economics in relation to the collection, organization, 
analysis, interpretation and presentation of data. Some of the importance of 
statistics are:

a) Understanding the performance of the economy
Statistics provide us with important data for comparing the performance of 
an economy with itself and with other economies. In this respect, the data on 
production, employment, national income and level of prices are some useful 
indicators for the economy. 

b)    Understanding the importance of various sectors of the economy
With the help of statistics, it is possible to understand the roles and contribution 
of various sectors of the economy. It helps in making inter-sectorial comparisons 
and inter-temporal comparisons of the economy.

c) Statistics for Planned Development
Statistics relating to the availability of resources and their distribution among 
different uses is essential in ensuring the better utilization of resources in 
an economy. It also helps in evaluating the achievements and problems of 
previous plans.
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d) Better Comprehension of the Basic Principles of Economics
Economics as a subject has certain principles like laws of demand and supply 
and theories of cost and revenue. Thus, the study of data relating to its principles 
helps in understanding the functioning of markets and firms. Similarly, it also 
enables economists to find out the cause and effect relationship between different 
sets of data.

e)    Quantitative Expression of Economic Problems
Statistics are helpful in understanding the magnitude of economic problems in 
quantitative terms. Therefore, it helps in the formulation of appropriate economic 
policies. For instance, the data on unemployment would help the government to 
formulate policies in creating employment opportunities.

f) Statistics for Research 
Statistics is helpful in evolving new ideas and in formulating economic laws. 
It functions as a tool in designing research, analysing its data and drawing 
conclusions. 

Limitations of Statistics

Though statistics is of immense importance, at the same time it has some limitations. 
Some of the limitations are:

a) Based on average
Statistics do not give any specific recognition or importance to any individual 
value. For instance, statistics are concerned with the monthly income of different 
persons in a particular organization and not with income of a particular person. 
The conclusions obtained statistically are not exactly accurate; they are true only 
on average.

b) Qualitative aspects ignored
Statistical methods deal with items which can be measured in quantitative terms. 
However, it cannot analyse qualitative phenomena such as honesty, intelligence, 
goodwill and integrity which cannot be quantitatively measured.

c) Negligence of entire phenomenon 
A phenomena may happen due to many reasons, and all these reasons cannot 
be expressed in the form of data. Thus, we cannot derive the correct conclusion. 
Development of a group depends upon many social factors like parents’ economic 
condition, education, culture, region and administration by government. But all 
these factors cannot be placed in the data.
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d) Improper use of statistics
The improper use of statistics relates to the misuse of numerical data intentionally 
or by error. The result provides deceiving information that creates false narratives 
around a topic. Misuse of statistics often happens in advertisements, politics, 
news and media.

14.2 Data

Data are numerical description of certain observations. It involves collection of facts 
and measurements which helps in reaching a conclusion. For example, if marks scored 
in economics are collected to see the overall performance of the students, it is known 
as data. If the data are unorganized numerically, it is called raw data and if the data 
are arranged in particular order, it is called ordered data.

Sources of Data
DATA SOURCE

Secondary Data
i) Second-hand information.
ii) It is not originally collected 
but obtained from already 
published or unpublished 
sources.

Primary Data
i) First-hand information collected 
by an investigator, enumerators, 
and field workers.
ii) It is collected for the first time.
iii) It is original and more reliable.

Figure 14.1  Source of Data

The method of collection of data depends on the type of data.

a) Primary Data

Direct Personal Investigation 
Investigator collects information personally 
from the respondents, telephonic 
interview, and mailed questionnaire.

Indirect Oral Investigation
Information collected indirectly from other 
person like witness, correspondent, and 
appointment of an agents.

Method of collecting Primary Data

Figure 14.2 Methods of Collecting Primary Data
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b) Secondary Data
It is not always necessary to conduct survey to collect statistical information. It 
can be obtained through published and unpublished sources. 

             Figure 14.3 Method of collecting secondary data

Presentation of Data

After the collection of data from various sources, presentation of data is a vital 
function of statistical method. Data can be presented as: 

a) Tabular Presentation 
It is used to present data in columns and rows. It can be distinguished based on 
the presentation. 

Simple Table 
When a table shows only one 
characteristic of the data. 

Complex Table
When a table shows two or more 
characteristics of the data. 

Tabular Presentation

           Figure 14.4 Tabular Presentation

b)  Diagrammatic Presentation
Diagrammatic presentation is easy to understand features of data at a glance 
because it uses data in the form of maps, curves, geometric figures, pictures, 
and lines.
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Bar Graph: Its show the differences in a size of a variable mean  
measured across different groups. The height of the bar differs 
according to the value of the variables but the width of the bar 
remain same.

Pie Diagram: Some data can be interpreted using pie chat. Thus, 
Pie chart is use for showing different components of a series in 
the total with the help of a circle and it do not show changes 
over time.

Histogram: It used to display statistical information in the form 
of rectangles to show frequency of data items interval of equal 
size and data are in grouped frequency.

Frequency Polygon: It is used to interpret quantitative data and 
its frequencies. It connects the midpoints of the tops of each 
rectangle with that of next rectangle in the histogram.

Ogive: It is the curve which is formed by cumulative frequency 
data in a form of a smooth curve.

Diagrammatic Presentation

Figure 14.5 Diagrammatic Presentation of Data

c) Graphical Presentation

When statistical information are shown on a graph is called graphically presentation. 
It is very simple way of presenting data in the form of graph. 

Time Series Graph:  Data can be 
analyse using time series graph. When 
data are expressed over different time 
period is known as time series such as 
weeks, months, and years.

Frequency Line Graph:  It is used 
in case of discrete frequency 
distribution. The points are not 
connected with a smooth line but 
with straight line segment.

Graphical Presentation

                                Figure 14.6  Graphical Presentation of Data
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Learning Activity 14.1: Interpreting the Data
Instructions:

1.  Visit BCSEA website and list mean marks of economics subject of class 12 for last 
5 years. 

2.  Represent the data in tabular form and draw:
a) Bar graph
b) Pie chart

Questions:
i) Write a descriptive analysis of the two graphs. 
ii) What is the source of data? Explain. 
iii) Which graph is most suitable to interpret the mean marks? Why?

14.3 Index Number

Gain Rinaldo Carli, an Italian statistician used the index number for the very first 
time. He constructed the first index number as early as 1764 to compare the prices 
of the year 1750 with that of the year 1500. When the comparison is made between 
the price of 1750 (called current year) with that of 1500 (called base year), these were 
called price index numbers.

Index numbers are tools to measure the changes in the magnitude of a variable or a 
group of related variables over time with respect to a chosen base year. The variable 
includes price, quantity of output, imports and exports, that helps to determine how 
economy functions with respect to time, place and certain other characteristics. 

According to Spiegel, an index number is a statistical measure designed to show 
changes in a variable or a group of variables with respect to time, geographical 
location or other characteristics. For example, the prices of consumer goods are 20 
percent higher in the year 2022 as compared to the year 2021. This implies that the 
index number in the year 2022 is 120 compared to the index number of 100 in the 
year 2021. When this comparison is done for the quantity like industrial output and 
agricultural production between the two periods, this is called as quantity index 
number. 
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the number of items included should not be too small, because then the calculated 
index number will not be representative of the whole group. While deciding about 
the inclusion or exclusion of items in the calculation of index number, it needs to be 
ensured that:

i) The items included are relevant to the desired purpose of the index numbers.

ii) The number of items should be neither too large nor too small. 

c) System of Weighting: 

The commodities included for the construction of index numbers like food, clothing, 
housing, and transport are not of equal importance. In order to reflect the relative 
importance of these items, weights are assigned to each of these items according to 
their relative importance. When all items are equally important, an unweighted index 
number is constructed. Weights are of two kinds: quantity weight and value weight. 
Their choice depends on the method selected for the construction of index numbers.

Methods of constructing Price Index Numbers

Price Index numbers are classified into two types. They are simple or unweighted 
indices, and weighted indices. In unweighted index numbers, all items are considered 
equally important. But in weighted indices, weights are explicitly assigned to each 
item selected for inclusion in the calculation of index number. Weights are assigned 
to different items in accordance to their importance.

The methods of calculating simple and weighted index number are shown in figure 14.6 

 

Methods of constructing Index number

Simple or Unweighted Weighted

Simple aggregative Simple Average 
of price relative

Weighted Aggregative Weighted Average 
of Price Relatives

Laspeyres Method Paasche’s Method Fisher’s Method

Figure No: 14.7 Methods of constructing Index Number
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 Broadly, there are three kinds of index numbers:

a) Price Index numbers: 
It measures the general changes in price between the current year and the base 
year. These index numbers can be of various types like wholesale price index 
numbers and consumer price index numbers. 

b) Quantity Index numbers: 
It measures the relative change in quantity in any particular year in comparison 
to the level of quantity in the base year. The commonly used index number is 
Index of Industrial Production (IIP).

c) Value Index numbers: 
It measures the relative changes in total value of items like retail sales and profit 
as compared to their level in the base year. 

Considerations

a) Base Year: 

Selection of the base year is another problem in the construction of index number. 
Base year is the year of reference or the year with which the current year is compared. 
The index for the base period is always taken as 100. Though the selection of the base 
year could primarily depend on the object of the index, the following points need to 
be considered while deciding upon a base year:

i) Base year should be a period of normal and stable economic activity. If it is an 
abnormal year, it implies that we would compare current year with an abnormal 
year. Naturally, we will not get the right comparison. 

ii) The base year should not be too distant from the current period. If the time 
lag between the current and the base period is too large, then it is likely that 
the taste, customs, and fashions may have changed, quality of goods may have 
undergone a change, some new goods may have been developed, and some goods 
consumed in the base year may have gone out of production now. Under these 
circumstances, comparison of prices between current and base years becomes 
meaningless.

b) Items: 

It is not possible to include each and every item or good in the construction of an 
index number. Only a few items are selected for inclusion, whose price movements 
appear to be representative of the whole group. Care must be taken to ensure that 
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the number of items included should not be too small, because then the calculated 
index number will not be representative of the whole group. While deciding about 
the inclusion or exclusion of items in the calculation of index number, it needs to be 
ensured that:

i) The items included are relevant to the desired purpose of the index numbers.

ii) The number of items should be neither too large nor too small. 

c) System of Weighting: 

The commodities included for the construction of index numbers like food, clothing, 
housing, and transport are not of equal importance. In order to reflect the relative 
importance of these items, weights are assigned to each of these items according to 
their relative importance. When all items are equally important, an unweighted index 
number is constructed. Weights are of two kinds: quantity weight and value weight. 
Their choice depends on the method selected for the construction of index numbers.

Methods of constructing Price Index Numbers

Price Index numbers are classified into two types. They are simple or unweighted 
indices, and weighted indices. In unweighted index numbers, all items are considered 
equally important. But in weighted indices, weights are explicitly assigned to each 
item selected for inclusion in the calculation of index number. Weights are assigned 
to different items in accordance to their importance.

The methods of calculating simple and weighted index number are shown in figure 14.6 
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a) Simple (unweighted) index Numbers 
An unweighted index number is constructed when all items like food, clothing, 
housing, and transport are given equal importance. 

 i. Simple Aggregative Method: 
This is the simplest of all the methods of constructing index numbers. In this 
method, the aggregate prices of all items in the current year are expressed as a 
percentage of the same in the base year. That is, 

       Symbolically, it is expressed as: 

                                  

1
01

0
100

P
P

P
= ×∑
∑

 , where

                               01P∑ : Index number of the current year. 

                               1P∑ : Sum of the prices of items in the current year. 

                               0P∑ : Sum of the prices of items in the base year.  

Learning Activity 14.2: Calculating price index number using a Simple Aggregative 
                                         Method

Instructions:
1. Use table 14.1 to solve the follow up questions:  

Table 14.1 Price Index Number

Commodity
Price (Nu) in year

2015 2020
A 150 250
B 70 140
C 200 180
D 55 70
E 105 100

Questions:
1. Calculate the price index number using a simple aggregative method?
2. Has the prices of commodities increased or decreased in general? Explain. 
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       ii. Simple Average of Price Relative Method:
A price relative is the percentage ratio of the price in the current year to price 
in the bas year. In this method, price of each commodity in the current year is 
taken as a percentage of its base year price. 

                                  1

0
Price Relative 100

P
P

= ×                

The simple average of these price relatives is then found to construct the index 
number. 

                            1
01

0

1 100
P

P
N P

 
= × 

 
∑   , where

         1 : Price in the current yearP

         0 : Price in the base yearP

         : Total numer of itemsN

 

Learning Activity 14.3: Computing Price Index Number using simple Aggregate of   
                                          Price Relative Methods 

Instructions:
1. Using table 14.2 construct an index for the year 2012 taking 2010 as the base year 
using a simple average of price relative method.

Table 14.2 Price Index Number

Commodity
Price (Nu) in year

2010 2012
A 20 25
B 16 24
C 40 40
D 50 40
E 10 20
F 35 70

Questions:
1. Calculate price index number using a simple average of price relative method 

and interpret your result?
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b) Weighted Index Numbers 
In this type of index number, appropriate weights are assigned to all the items 
in such a manner that the weight of each item reflects its relative importance 
in the group. These weights can be of two types- quantity weights and value 
weights. In the weighted aggregative methods, different goods are accorded 
weights according to the quantity bought. Quantity weights are used in weighted 
aggregative method, while value weights are used in weighted average or price 
relative method. 

i. Weighted aggregative method 
Since there are several systems of assigning weights, a number of formulae have 
been developed for constructing index numbers. Some of the popular formulae are: 

1. Laspeyres’ Method: This method uses base period quantity (q0) as 
weight.         

                                                     

1 0
01

0 0
100

p q
P

p q
= ×∑
∑                                     

2. Paasche’s Method: This method uses current period quantity (q1) as weight.

                                                     

1 1
01

0 1
100

p q
P

p q
= ×∑
∑

3. Fisher’s method: Fisher’s method uses the geometric mean of Laspeyres and 
Paasche’s indices.

        1 0 1 1
01

0 0 0 1

100
p q p q

P
p q p q

= × ×∑ ∑
∑ ∑
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Learning Activity 14.4: Construction of Weighted Price Index using Weighted 
Aggregative Methods

Instructions:
1. Using table 14.3 data construct index number of prices of the year 2021.  

Table 14.3 Price Index Number

Item
2013 (Base year) 2021 (Current Year)

Price Quantity Price Quantity
A 10 10 15 20
B 25 3 30 35
C 20 4 15 10
D 5 15 7 18
E 30 2 30 4

Questions:
1. Calculate price index number using: 

a. Laspeyres’ method 
b. Paasche’s method 
c. Fisher’s method 

2. Are the three index numbers same? Explain.

ii) Weighted Average of Price Relative: The steps involved are: 

Step 1: Calculate the price relatives 1

0
. . 100Pi e R

P
 

= × 
 

 .

Step 2: Multiply the price relatives of each item by the respective weights (generally, 
p0q0 are used).

Step 3: Add the price relatives to obtain RW∑ .

Step 4: Divide the above sum by sum of the weights to compute the price index.

             
01. .

RW
i e P

W
= ∑
∑         
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Learning Activity 14.5: Computing Price Index Number 

Instructions:
1. Using table 14.4, find the weighted average of price relative index number of price 

for 2019 and the base year 2014.  

Table 14.4 Weighted average of Price Relative Index Number

Item Weight
Price (Nu) per unit

2014 2019
A 30 20 25
B 35 40 40
C 10 2 4
D 25 15 20

Questions:
1. Calculate weighted average of price relative index number of price for 2019 and 

the base year 2014. 
2.    What conclusion can you draw from the value of price index? 

14.4 Consumer Price Index Numbers (CPI)

Consumer price index numbers are designed to show changes in the price level of a 
specified basket of goods and services purchased by the households. Since consumers 
purchase the goods at retail price in the retail market, consumer price index numbers 
are also termed as retail price index numbers or cost of living index numbers. These 
are special index numbers designed to measure the change in the cost of living in two 
different situations. The need for constructing consumer price index number arises 
because the general price index numbers do not give the exact idea about the effect 
of a given change in the general price level on the cost of living of different categories 
of consumers. This is because different categories of people consume different types 
of goods. 

Method of Constructing Consumer Price Index

There are two methods of constructing consumer price index. They are:
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a) Aggregate Expenditure Method
This method is based upon the Laspeyre’s method. It is widely used. The quantities 
of commodities consumed by a particular group in the base year are the weight.

                                           1 0

0 0
100

p q
CPI

p q
= ×∑
∑

   

b) Family Budget Method (or) Weight Relatives Method
This method estimates an aggregate expenditure of an average family on various 
items and it is weighted. It is given by:

               
WP

CPI
W

= ∑
∑

, where  1

0
: 100

P
P

P
×

 
and  0 0W P Q=

The family budget method is the same as “weighted average price relative method” 
which we have studied earlier.

Learning Activity 14.5: Constructing Consumer Price Index 

Instructions:
1. Using table 14.5, answer the question that follows:    

Table 14.5 Consumer Price Index

Commodity 
Quantity 

consumed in  
the year 2011

Quantity 
consumed in  
the year 2020

Price (Nu) per unit 
inyear

2011 2020
Food 50 60 10 15
Clothing 8 15 50 120
Fuel 2 8 60 90
Electricity 48 50 2 55
Miscellaneous 30 50 6 12

Questions:
1. Calculate a consumer price index (CPI) for the year 2012 using 

a) Aggregate expenditure method,
b) Family budget method.

2.    Do you see any difference in the two indices? Why do you think the two indices 
are same/different? 
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Review Questions 

1.  “Statistics is defined as an aggregate of numerical facts.” Explain.
2.  Why is quantitative data mostly used in statistical analysis?
3.  How is the study of statistics important in the study of economics?
4. Distinguish between primary and secondary data.
5. Explain limitations of statistical data.
6. While constructing an index number, what considerations need to be taken in 

selecting.
a) Base year
b) Commodity basket 
c) Weights 

7. Construct the index number of the following data using

i) Simple average of price relative method,
ii) Weighted average of price relative method.

Commodity
Base year Price Current year price Weights

2010 2015
Rice 36 45 10
Wheat 20 25 5

Oil 125 160 4
Pulse 28 50 7
Salt 10 15 3
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ASSESSMENT IN ECONOMICS

Educational assessment is the process of documenting, usually in measurable terms, 
the outcomes of knowledge, skills, attitudes and beliefs of the learners. This includes 
the processes of gathering and interpreting information about the progress of their 
learning. In order for the assessment to be valuable to individuals and organisations, 
the assessment must be accurate and objective. Learners should be well informed 
about what will be assessed and how it will be assessed. This makes the teacher’s 
expectations clear to the learners to set appropriate learning outcomes. Teachers can 
play an important role in the learners’ achievement by effectively monitoring their 
learning and giving them constructive feedback on how they can improve. Teachers 
can also provide the necessary scaffolding for the needy learners as identified through 
the reliable assessment techniques and tools. 

i. Continuous Formative Assessment (CFA)

Formative assessment is used to provide feedback to teachers and learners, so that 
teaching and learning can be improved through the provision of regular feedback 
and remedial learning opportunities for the learners when needed. It also enables the 
teachers to understand what teaching methods and materials work best.

CFA facilitates the teachers to diagnose the learning needs of the learners and 
recognise the individual differences in learning. Through the constructive feedback 
provided, learners can understand their strengths and weaknesses. It also empowers 
them to be self-reflective learners who monitor and evaluate their own progress. CFA 
should happen daily throughout the teaching-learning processes of the academic year. 
It is NOT graded, as it is to give continuous feedbacks to the learners.

 The suggested techniques for CFA for the three domains are:

• Economic knowledge: Debate, quiz, question answer session, etc.

• Economic Skills: Field trip, case analysis, Seminar Presentation  

• Economic values and attitudes: Group work, field trip, case analysis, and peer 
interactions

The tools identified for CFA are checklists, anecdotal records, and rating scale.



192 Assessment

ii. Continuous Summative Assessment (CSA)

Continuous Summative Assessment is another form of continuous assessment. It helps 
in determining the learner’s performance and the effectiveness of instructions. The 
feedback from this assessment helps to improve the learners' learning and mandates 
the teachers to incorporate varied teaching strategies and resources to ensure quality 
teaching and learning in the economics classes. It empowers learners to be self-
reflective learners who monitor and evaluate their own progress. In CSA, the learner’s 
performances and achievement are graded. This ensures active participations of 
learners in the teaching-learning processes.

The suggested techniques for CSA for the three domains are:

• Economic knowledge: Class tests. 

• Economic Skills: Project work

• Economic values and attitudes: Group work observation. 

The main tools for CSA are rubrics, rating scale and paper pencil tests.

iii. Summative Assessment (SA)

Summative assessment (SA) is conducted at the end of the first term and at the end 
of the year to determine the level of learning outcomes achieved by the learners. The 
information gathered is used by the teachers to grade learners for progression and 
to report to parents and other stakeholders.

The identified techniques for SA are term examinations – term I and term II 
examinations. The questions for the term examinations should cover all the three 
domains of economics learning objectives using the principles of Bloom’s taxonomy.
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Chapters Weighting 
(%)

Time 
(min)

Periods 
(40 mins)

Chapter 1- The Consumer’s  Preference and Choice 8 560 14

Chapter 2- Production Decision: Returns to a Factor and 
Scale 8 560 14

Chapter 3- Production Decision: Cost Analysis 8 600 15

Chapter 4- Production Decision: Revenue Analysis 5 360 9

Chapter 5- Firm's Equilibrium 8 560 14

Chapter 6- Theory of Distribution 7 520 13
Chapter 7- Public Revenue and Expenditure 9 640 16

Chapter 8- Deficit Financing 7 480 12

Chapter 9- Fiscal Policy 5 400 10

Chapter 10- National Income 7 480 12

Chapter 11- Measurement of National Income 8 600 15

Chapter12- Economic Integration 6 440 11

Chapter 13- Exchange Rates 6 440 11

Chapter 14- Statistics 8 560 14

100 7200 180

Weighting and Period Allocation

Sample checklist for assessment of debate
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Sample Anecdotal notes for assessment of group work

Date: Class: Lesson Topic:
Name of Student: Observation/Comments

1 Contribution
2 Skill Input
3 Responsibility
4 Respect for Other
5 Cooperation & Collaboration

Sample checklist for field trip

Key:

 ü Yes

 û No

Class: .........
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Name
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 C
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Sample checklist for Peer Interaction (to test Values and Attitude)

Key:

 ü Yes

 û No

Class: .......

Criteria

Name

Criteria

Te
ac

he
r’s

 C
om

m
en

tsThe student

In
iti

at
es

 p
os

iti
ve

 
di

sc
us

sio
ns

 in
 th

e 
cl

as
s

Re
sp

ec
ts

 o
th

er
 

id
ea

s

Co
lla

bo
ra

te
s w

ith
 

ot
he

r l
ea

rn
er

s 

De
m

on
st

ra
te

s 
se

ns
iti

vi
ty

 o
f 

on
es

el
f a

nd
 o

th
er

s

Tshering
Sonam



196 Assessment

Sample Rating scale for Observation (Values & attitude)

Class: .......

Criteria

Name
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Note: Teacher to identify attributes of each parameter and record the observations

Sample Rating scale for case study

Class: .......
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Name

Criteria
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Sample rubric  for assessment of project work

Name:........................... Roll no:..................... Class/sec:....................... 

Criteria
Score Total 

Score(28)4 3 2 1

Problem and 
hypothesis 

Problem is new, 
meaningful and well 
researched. 
Hypothesis is clearly 
stated 

Problem is not new 
but meaningful. 
Hypothesis is clearly 
stated. 

Problem is stated 
but not new and 
so meaningful. 
Hypothesis is not 
clearly stated. 

Problem is 
not stated and 
Hypothesis is 
unclear. 

Background 
research on 
the hypothesis 

Research is thorough 
and specific. 
All the ideas are 
clearly explained. 

Research is thorough 
but not specific. Most 
ideas are explained. 

Research is not 
thorough and not 
specific. Few ideas 
are explained. 

Research not thor-
ough and ideas are 
not explained. 

Methodology Procedure and plans 
are detailed and 
sequential. 
All materials are 
listed. Ethical 
issues have been 
addressed. 

Procedure and plans 
are detailed  but not 
sequential. Most 
materials are listed. 
Ethical issues have 
been addressed. 

Procedure and 
plans not detailed 
and not sequential. 
Few materials are 
listed. Few ethical 
issues have been 
addressed. 

A few steps of 
procedure are listed 
and no concrete 
plans evident. No 
materials are listed. 
Ethical issues were 
not addressed. 

Investigation/ 
Data collection

Variables have 
been identified and 
explained. Sample 
size is appropriate 
and explained. 
Data collected from 
appropriate number 
of sources. 

Variables have been 
identified but not 
explained. Sample 
size is appropriate. 
Data collected from 
appropriate number 
of sources.

Variables have 
somewhat 
been identified. 
Sample size is not 
appropriate. Data 
collected from 
reasonable number 
of sources.

Missing two or more 
of the variables. 
Sample size is not 
considered. Data 
collected from 
limited number of 
sources.

Analysis Conclusion is 
supported by the 
data. Explanation 
is made for how or 
why the hypothesis 
was supported or 
rejected. Reflection 
of what was learned 
and how it could be 
made better is made. 

Conclusions are 
supported by the 
data. Not enough 
explanation is 
made for how or 
why the hypothesis 
was supported or 
rejected. Reflection 
of what was learned 
and how it could be 
made better is made. 

Conclusions are 
not supported 
by enough data. 
Not enough 
explanation 
is made for 
hypothesis 
Reflection is not 
clear. 

Conclusions are 
not supported by 
data. Not enough 
explanation is made 
for  the hypothesis 
Reflection is not 
stated. 

Format and 
editing 

Correct format 
followed throughout. 
Report is free of 
errors in grammar, 
spelling or 
punctuation. 

Only one aspect of 
format is incorrectly 
done. Report 
contains a few errors 
in grammar, spelling, 
and punctuation. 

Only two aspects 
of format are 
incorrectly done. 
Report contains 
some errors in 
grammar, spelling, 
punctuation 

Three or more 
aspects of format 
are missing or 
incorrect. Report 
contains many 
errors in grammar, 
spelling, and 
punctuation. 

Bibliography Five or more 
references are 
cited in APA format 
and referenced 
throughout the paper 
and presentation. 

Three or four 
references are 
cited in APA format 
and referenced 
throughout the paper 
and presentation. 

One or two 
references 
are cited and 
referenced 
throughout 
the paper and 
presentation. 

No references 
made. 

(Name & signature of Subject Teacher) 
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Question pattern for term examinations

1.	 Part A 

i. Objective types : 50 Marks 

2.	 Part B

i. Extended response : 50 Marks

Total Marks  :100 Marks
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