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UNIT I: Features and Classification of the Indian Economy 
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Overview 

The Indian economy is one of the most diverse and dynamic economies in the world, shaped 

by its colonial past, demographic complexities, and mixed model of development. This unit 

introduces students to the fundamental structural features of the Indian economy and its 

classification across sectors. By exploring the characteristics of underdeveloped economies, 

learners will understand the economic challenges that persist in India despite rapid progress in 

recent decades. The unit also explores how India functions as a developing economy and 

follows the mixed economic model with both public and private sector roles. Important 

economic indices such as the Human Development Index (HDI) and Gini Index are discussed 

to measure human welfare and inequality. The classification of the economy into primary, 

secondary, and tertiary sectors helps learners understand the functional distribution of 

economic activity. Lastly, the unit touches upon India’s tax system—its classification into 

direct and indirect taxes and their respective roles in nation-building. This foundational 

knowledge enables students to contextualize policies, reforms, and debates surrounding India’s 

economic development. 

 

Learning Objectives 



After completing this unit, learners will be able to: 

• Understand the key characteristics of underdeveloped economies and how these apply 

to India. 

• Explain the reasons why India is classified as a developing nation. 

• Discuss the concept and significance of a mixed economy and its relevance to India's 

planning and policy. 

• Interpret socio-economic indicators like Human Development Index and Gini Index. 

• Describe the sectoral structure of the Indian economy and its transformation over time. 

• Understand the distinction and significance of direct and indirect taxation in India’s 

fiscal system. 

• Apply these concepts to real-world discussions on economic development and policy-

making. 

• Evaluate India’s economic classification and structure using current examples and 

statistical data. 

These objectives ensure students are equipped to critically assess India's 

macroeconomic framework and engage in informed discussions about public policy and 

economic reforms. 

 

1.1 Features of an Underdeveloped Economy 

An underdeveloped economy is characterized by several structural weaknesses that prevent 

sustained growth and prosperity. India, despite progress, still reflects many features typical of 

underdevelopment. Key features include low per capita income, high levels of poverty and 

unemployment, low levels of capital formation, and heavy reliance on agriculture. 

Infrastructure and social services such as health and education are often inadequate, especially 

in rural and backward regions. Productivity across sectors remains low due to outdated 

technology and lack of access to capital. Income distribution is highly skewed, leading to high 

inequality. Underdeveloped economies also face a savings-investment gap and poor 

industrialization. These factors create a vicious cycle of poverty and low development. Despite 

having vast natural and human resources, such economies cannot utilize them efficiently due 

to weak institutions and governance. India’s economy, in parts, reflects these challenges, 

especially in rural belts and informal sectors, and hence, understanding these features is crucial 

for effective planning and intervention. 

 

1.2 India as a Developing Economy 

India is widely recognized as a developing economy due to its structural features, demographic 

pressures, and rapid yet uneven economic growth. After independence, India focused on 

planned economic development through Five-Year Plans and state-led initiatives. The country 

has since progressed with industrialization, digitalization, and urbanization. However, 

challenges such as widespread poverty, unemployment, underemployment, and regional 

disparity still persist. Despite these challenges, India’s growth rate has improved significantly 

since the 1991 liberalization reforms. Today, India is one of the world’s fastest-growing 

economies with a thriving services sector, strong consumer base, and increasing foreign 

investments. Yet, a large section of the population still lacks access to quality education, 



healthcare, and employment opportunities. Hence, India’s classification as a developing 

economy is based not only on GDP metrics but also on qualitative aspects like social indicators, 

gender equality, environmental sustainability, and inclusive growth. The journey from a 

developing to a developed economy will require holistic and inclusive development. 

 

1.3 Mixed Economy – Concept and Characteristics 

A mixed economy is one in which both the government and private sector play important roles 

in economic activities. India adopted this model post-independence, combining the strengths 

of capitalism and socialism. The government is responsible for key sectors like defense, public 

transport, and education, while the private sector drives growth in manufacturing, services, and 

innovation. 

 The aim is to strike a balance between economic efficiency and social welfare. Major features 

of a mixed economy include co-existence of public and private sectors, government regulation 

of private businesses to avoid monopolies, and state control over strategic industries. Planning 

plays a crucial role in resource allocation, and the government often intervenes to correct 

market failures.  

This model helps in achieving rapid industrialization, reducing poverty, generating 

employment, and maintaining equitable income distribution. However, a mixed economy also 

faces challenges like corruption, red-tapism, and inefficiency in public sector undertakings. 

Despite these issues, it remains the most suitable model for a diverse country like India. 

 

1.4 Human Development Index and Gini Index 

The Human Development Index (HDI) and Gini Index are two important tools to assess a 

country's social and economic performance. HDI, developed by the United Nations, is a 

composite index that includes life expectancy, education (mean years of schooling and 

expected years of schooling), and gross national income per capita. It ranks countries by levels 

of human development rather than just economic growth. India’s HDI has improved over time, 

but still falls in the medium category, indicating challenges in health, education, and income. 

On the other hand, the Gini Index measures income inequality. A Gini coefficient of 0 indicates 

perfect equality, while 100 shows absolute inequality. India’s Gini Index reflects a moderate 

to high level of inequality, particularly due to uneven access to education, healthcare, and 

employment. These indices provide a broader picture of development and help policymakers 

to focus on inclusive growth and equitable distribution of resources. They serve as vital tools 

for global and national comparisons. 

 

1.5 Sectoral Classification of the Indian Economy 

The Indian economy is broadly divided into three sectors based on the nature of activities: 

Primary, Secondary, and Tertiary sectors. The Primary Sector involves agriculture, mining, 



forestry, and fishing—activities that rely on natural resources. It employs a large portion of 

India’s population but contributes a smaller share to GDP.  

The Secondary Sector includes manufacturing and construction. It transforms raw materials 

into finished goods and is vital for economic development and employment generation.  

The Tertiary Sector, or service sector, includes trade, transport, banking, IT, and healthcare. 

It has emerged as the dominant contributor to GDP in recent decades, reflecting India’s shift 

toward a service-led growth model. Each sector plays a crucial role in the country’s 

development. Balanced growth across sectors is necessary to ensure overall economic health, 

rural upliftment, and job creation. The government’s policies aim to modernize agriculture, 

boost manufacturing (e.g., Make in India), and expand digital and financial services to achieve 

inclusive growth. 

 

1.6 Tax System in India: Direct and Indirect Taxes 

India's tax system plays a vital role in mobilizing resources for development, redistributing 

income, and funding welfare schemes. Taxes in India are broadly classified into Direct and 

Indirect taxes.  

Direct taxes are levied on individuals and organizations and paid directly to the government—

such as Income Tax and Corporate Tax. These taxes are progressive, as higher earners pay a 

larger share.  

Indirect taxes, on the other hand, are levied on goods and services and are paid by the final 

consumer—examples include GST (Goods and Services Tax), customs duty, and excise duty. 

GST, introduced in 2017, unified India’s indirect tax system and created a single national 

market. The Central Board of Direct Taxes (CBDT) and Central Board of Indirect Taxes and 

Customs (CBIC) administer tax laws. The tax system aims to ensure equity, efficiency, and 

simplicity. However, challenges like tax evasion, compliance burden, and complexity still 

exist. Tax reforms continue to be a key area for policy focus in India. 

 

Conclusion 

Unit I has laid the groundwork for understanding the structural features and classifications of 

the Indian economy. We examined India's economic identity—how it retains characteristics of 

an underdeveloped nation while progressing as a developing economy. The mixed economic 

model adopted by India balances the roles of public and private sectors.  

HDI and Gini Index help measure the quality and equality of economic growth. Sectoral 

classification provides insights into employment and production patterns, while the tax system 

shows how the government finances development. Understanding these aspects is crucial for 

students aiming to analyze economic policies and participate in informed discussions. As India 

strives for inclusive and sustainable growth, these foundational concepts will help students 

connect macroeconomic theories with real-world policy implications and challenges. 



 

Check Your Progress 

1. Define the key features of an underdeveloped economy. 

2. Why is India still considered a developing economy? 

3. What are the characteristics of a mixed economy? 

4. What is HDI and what indicators does it include? 

5. How is the Gini Index interpreted? 

6. Name and explain the three major sectors of the Indian economy. 

7. What is the difference between direct and indirect taxes? 

8. How has GST impacted India's tax structure? 

9. Why is sectoral classification important for economic planning? 

10. Discuss any two limitations of India’s mixed economy model. 

 

Answer to Check Your Progress 

1. Low per capita income, high population, poverty, and reliance on agriculture. 

2. Due to uneven development, poverty, and low HDI despite progress. 

3. Coexistence of private and public sectors; government planning; welfare focus. 

4. HDI includes life expectancy, education level, and per capita income. 

5. It measures income inequality; higher value = more inequality. 

6. Primary (agriculture), Secondary (manufacturing), and Tertiary (services). 

7. Direct taxes are paid by individuals (like income tax), indirect taxes are on 

goods/services (like GST). 

8. Unified the tax system, reduced cascading taxes, and improved transparency. 

9. Helps in resource allocation and employment planning. 

10. Inefficiency in PSUs and bureaucratic delays. 

 

Glossary of Terms 

• Underdeveloped Economy – Economy with low income and productivity. 

• Developing Economy – An economy in transition with improving indicators. 

• Mixed Economy – Economic system combining public and private sectors. 

• HDI – Composite index measuring human development. 

• Gini Index – Measures income distribution or inequality. 

• Primary Sector – Agriculture and raw material extraction. 

• Secondary Sector – Manufacturing and industrial activities. 

• Tertiary Sector – Services like education, banking, and health. 

• Direct Tax – Tax levied directly on income. 

• Indirect Tax – Tax levied on goods/services. 

 

 

 



Suggested Reading 

1. Dutt, R. & Sundharam, K.P.M. – Indian Economy. 

2. Mishra, S.K. & Puri, V.K. – Indian Economy: Its Development Experience. 

3. Uma Kapila – Indian Economy: Performance and Policies. 

4. Government of India – Economic Survey of India. 

5. NCERT – Introductory Macroeconomics (Class XII). 

6. Ramesh Singh – Indian Economy (for civil services and MBA students). 

7. RBI and Ministry of Finance reports for updated data. 

8. Yojana and Kurukshetra magazines for Indian development policies. 

9. Reports by NITI Aayog on sectoral growth and poverty. 

10. UNDP Reports on HDI and Global Inequality. 
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Growing Population & Demographic Trends in India 

India’s population is over 1.4 billion, making it the most populous country globally. A growing 

population means more people are born than die each year. While this adds to the labor force, 

it also puts pressure on resources such as food, water, housing, and jobs. 

Demographic trends refer to changes in population structure — like age, sex ratio, literacy, and 

rural-urban distribution. India has a young population, with over 60% below 35 years. This 

trend offers potential but requires proper planning in education, health, and employment 

sectors. Urbanization is increasing due to rural migration, causing stress on cities. States like 

Bihar and Uttar Pradesh have higher birth rates compared to Kerala and Tamil Nadu, showing 

regional variation. 

Theory of Demographic Transition 

The Theory of Demographic Transition explains population changes over time through three 

stages: 

1. Stage 1 – High Birth and Death Rates: Population growth is slow. 

2. Stage 2 – Declining Death Rates: Birth rate remains high, so population rises rapidly. 

3. Stage 3 – Declining Birth Rates: Growth slows as birth rates fall due to better 

education and health. 

India is in Stage 3, where birth rates are falling due to improved awareness and family planning. 

This theory helps governments plan for future needs in health, education, and employment. 



Absolute and Relative Poverty 

Absolute poverty refers to a condition where people can't afford basic necessities like food, 

shelter, and clothing. In India, people living below ₹150 per day in rural areas and ₹200 in 

urban areas are often considered absolutely poor. 

Relative poverty, however, compares income differences in society. For example, a person 

earning ₹10,000/month may not be poor absolutely, but is relatively poor compared to someone 

earning ₹1 lakh/month. 

India’s poverty line is based on minimum calorie intake and essential needs, but critics say 

it does not reflect modern cost of living accurately. 

 Measurement of Below Poverty Line (BPL) 

BPL is used to identify people who need government assistance. It is calculated using monthly 

per capita consumption expenditure, income, and asset ownership. Various committees like 

Tendulkar and Rangarajan suggested poverty lines for India. 

The government uses Socio-Economic Caste Census (SECC) data to identify BPL 

households. BPL families are eligible for benefits like food rations, free healthcare, and 

subsidized housing. However, corruption and errors in identifying the right beneficiaries 

remain challenges. 

Causes of Poverty in India 

Key reasons for poverty include: 

• Unemployment: Lack of jobs means no income. 

• Low wages: Many jobs in agriculture and informal sector pay very little. 

• Education and Skill Gap: Lack of education leads to low employability. 

• Population Growth: More mouths to feed without equal rise in jobs or income. 

• Corruption and Policy Failures: Mismanagement of poverty alleviation programs. 

• Discrimination: Certain castes and communities face exclusion. 

Poverty is a complex issue needing multiple solutions like education, employment, and social 

justice. 

Poverty Alleviation Programmes 

The Government of India has launched many schemes: 

• MGNREGA: Guarantees 100 days of rural employment. 

• PMAY: Provides affordable housing. 

• Public Distribution System (PDS): Offers subsidized food grains. 

• National Rural Health Mission (NRHM): Ensures health services to poor. 

Despite their good intentions, many schemes suffer from poor implementation and need better 

monitoring. 



Types of Unemployment 

Unemployment means people who are willing to work but don’t get jobs. Types include: 

• Seasonal: Common in agriculture where work is not available year-round. 

• Frictional: Short-term gap between switching jobs. 

• Structural: Due to skill mismatch with job requirements. 

• Cyclical: Happens during economic slowdown. 

• Disguised: More people working than needed, common in farms. 

India faces disguised and seasonal unemployment the most. 

Causes of Unemployment 

Major causes are: 

• Overpopulation: Too many people, not enough jobs. 

• Lack of skills: Education system does not match industry needs. 

• Slow industrial growth: Fewer new job opportunities. 

• Use of capital-intensive technology: Replaces manual labor with machines. 

• Ineffective employment policies. 

Creating more labor-intensive industries and skill development is the need of the hour. 

Demographic Dividend 

India’s young population is a strength. When a large part of the population is working-age (15–

59), it is called demographic dividend. If properly trained and employed, this can lead to 

higher productivity and faster economic growth. 

To benefit from this, India needs: 

• Quality education and skill development. 

• Health services for youth. 

• Job creation in sectors like services and manufacturing. 

Without proper planning, this dividend can turn into a burden, leading to high unemployment 

and social unrest. 

Conclusion  

India’s population dynamics bring both opportunities and challenges. While poverty and 

unemployment remain serious issues, government schemes and reforms are steps in the right 

direction. Awareness about demographic changes, poverty causes, and employment generation 

can help students understand how policies impact everyday life. As future professionals, 

students can contribute to making India more inclusive, skilled, and prosperous. 

Let Us Sum Up 



In this unit, we explored key themes surrounding population and poverty in India. We began 

with an understanding of the demographic trends and the Theory of Demographic 

Transition, which explain how population structures change over time. We discussed the 

difference between absolute and relative poverty, and how the Below Poverty Line (BPL) 

is determined. 

We also examined the major causes of poverty in India and reviewed the various poverty 

alleviation programs launched by the government. In the context of unemployment, we 

studied its different types, root causes, and how they are linked to economic and social 

structures. Finally, we explored the concept of demographic dividend, emphasizing the 

importance of harnessing the potential of India’s young population. 

Check Your Progress 

Answer the following questions briefly: 

1. What is the current demographic trend in India? 

2. Explain the three stages of the Demographic Transition Theory. 

3. Distinguish between absolute and relative poverty. 

4. How is Below Poverty Line (BPL) measured in India? 

5. Name any two government poverty alleviation programs. 

6. What are the major causes of unemployment in India? 

7. Define the term "Demographic Dividend." 

 Glossary 

• Demographic Transition: A model that explains the transformation of countries from 

having high birth and death rates to low ones. 

• Absolute Poverty: A condition where people lack basic necessities of life like food, 

clothing, and shelter. 

• Relative Poverty: A condition where people are poor in comparison to others in 

society. 

• BPL (Below Poverty Line): An economic benchmark used by the government to 

identify economically disadvantaged individuals or households. 

• Disguised Unemployment: More people working on a task than actually needed. 

• Demographic Dividend: Economic growth potential due to a large working-age 

population. 

Answer Key (Suggested answers for "Check Your Progress") 

1. India has a youthful population with increasing urbanization. 

2. Stage 1: High birth/death rates, Stage 2: Death rates fall, Stage 3: Birth rates decline. 

3. Absolute poverty refers to the inability to afford basic needs; relative poverty is about 

income inequality. 

4. By calculating monthly consumption and socio-economic indicators (SECC data). 

5. MGNREGA and PMAY are two such programs. 

6. Overpopulation, low skill levels, slow economic growth, and poor education. 

7. A period when the labor force is larger than the dependent population, offering 

economic growth potential. 



Suggested Reading 

1. Ramesh Singh, Indian Economy, McGraw-Hill Education, 15th Edition, 2023 

2. Dutt and Sundaram, Indian Economy, S. Chand Publishing, 72nd Edition, 2022 

3. Uma Kapila, Indian Economy since Independence, Academic Foundation, Latest 

Edition 

4. Reports from NITI Aayog, RBI, and Ministry of Statistics and Programme 

Implementation 
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Overview 

This unit introduces students to two important concepts of macroeconomics—Inflation and 

National Income. Inflation affects the prices we pay daily, while national income reflects how 

much wealth a country generates in a year. Understanding these concepts will help learners 

grasp how the economy works, how governments make decisions, and how economic well-

being is measured. 

This unit introduces two fundamental concepts in macroeconomics: Inflation and National 

Income. These concepts help us understand how economies function and how people are 

affected by economic changes. 

Inflation is the increase in prices of goods and services over time. It means that with the same 

amount of money, you can buy fewer things than before. For example, if milk costs ₹40 today 

and becomes ₹50 next month, that’s inflation. A little inflation is normal in a growing economy, 

but too much inflation can reduce people’s purchasing power and create difficulties. 

Deflation is the opposite of inflation—when prices fall. Although this may sound good, 

deflation often signals weak demand in the economy, which can lead to unemployment and 

business closures. Both inflation and deflation affect people’s savings, business profits, and 

government decisions. 



Types of inflation include demand-pull (when too many people want the same thing), cost-

push (when production becomes expensive), and hyperinflation (extremely rapid price 

increases). Understanding these types helps policymakers respond appropriately. 

To measure inflation, economists use tools like the Consumer Price Index (CPI) and 

Wholesale Price Index (WPI). These indexes track price changes in essential goods and 

services. 

The second half of the unit focuses on National Income. It refers to the total value of all goods 

and services produced by a country in a year. This measure reflects a country’s economic 

strength and standard of living. 

There are different ways to measure national income, such as: 

• GDP (Gross Domestic Product): Total production within a country. 

• GNP (Gross National Product): GDP + income from abroad. 

• NNP (Net National Product): GNP minus depreciation. 

These indicators help governments plan budgets, set tax rates, and implement development 

policies. National income data also tells us how wealth is distributed and how well citizens are 

doing economically. 

Learning Objectives 

By the end of this unit, learners will be able to: 

• Understand the meaning and impact of inflation and deflation. 

• Identify different types and causes of inflation in India. 

• Learn how inflation is measured using key indices. 

• Understand the concept of national income and how it is calculated. 

• Recognize the importance of national income in economic planning. 

 

Inflation and Deflation 

Inflation means a general rise in the prices of goods and services in the economy over a period 

of time. When inflation occurs, the value of money falls—what you could buy for ₹100 before 

might now cost ₹110 or ₹120. 

For example, if a litre of petrol costs ₹90 today but rises to ₹95 next month, that’s inflation. 

Your money buys less than before. This affects everyone—consumers, businesses, and the 

government. 

A little inflation is considered healthy for a growing economy. It shows there is demand, and 

producers are making profits. But if inflation is too high, it becomes a problem. It makes 

everyday items like food, fuel, clothes, and travel expensive, especially hurting people with 

fixed incomes. 

Deflation is the opposite of inflation. It means a general decrease in prices. At first, this may 

seem good—things are cheaper. But deflation is usually a sign that demand is low and 

businesses are struggling to sell their products. 

When companies earn less due to falling prices, they may reduce workers' salaries or lay off 

staff. This reduces people's income and further lowers demand. So, deflation can be dangerous 

for the economy if it continues for a long time. 

Causes of inflation include: 

• Higher demand than supply (demand-pull inflation) 

• Rising costs of raw materials (cost-push inflation) 



• Excess money supply in the market 

Causes of deflation include: 

• Fall in consumer demand 

• Excess production 

• Reduction in government spending 

Both inflation and deflation affect savings, investments, jobs, and the cost of living. Hence, 

governments and central banks (like the RBI) try to control them using monetary policies. 

Understanding inflation and deflation helps us understand why prices rise or fall and how it 

affects our daily life and the country’s economy. 

 

Types of Inflation 

Inflation is not always the same. It can happen for different reasons and in different forms. 

Understanding the types of inflation helps governments and economists decide how to 

control it effectively. 

1. Demand-Pull Inflation 

This type of inflation happens when people want to buy more goods and services than 

the economy can produce. 

Example: During festivals, demand for sweets or clothes increases. If supply remains 

the same but people are ready to pay more, prices rise. 

This is common in growing economies where people have more money to spend. 

2. Cost-Push Inflation 

Here, inflation is caused by a rise in the cost of production, like wages, fuel, or raw 

materials. 

Example: If petrol prices go up, transportation becomes expensive. As a result, 

vegetable and goods prices also increase. 

This type of inflation can hurt both businesses and consumers. 

3. Imported Inflation 

This happens when the price of goods we import from other countries increases. 

Example: If crude oil prices rise internationally, India has to pay more for oil. This 

affects fuel prices and increases transportation and manufacturing costs. 

4. Creeping Inflation 

This is a slow and steady increase in prices, usually less than 3% per year. 

It is not harmful and is often seen as a sign of a stable economy. 

5. Walking Inflation 

Moderate inflation, generally between 3% to 10% per year. 

It starts to affect the purchasing power of people and can create economic concern if it 

continues for long. 

6. Running Inflation 

This is faster inflation, typically in double digits. 

It creates instability in the economy and needs urgent government control. 

7. Hyperinflation 

Extreme and rapid price rise, sometimes 50% or more per month. 

Example: In Zimbabwe and Venezuela, prices doubled every few days. 

People lose trust in money, and the economy can collapse. 

Each type of inflation needs different policy actions. For example, demand-pull inflation may 

be controlled by reducing spending, while cost-push inflation may need subsidies or price 

controls. 



Measuring Inflation 

Inflation means the general rise in prices. But how do we know how much prices have 

increased? Economists use special tools called Price Indexes to measure inflation. 

The two most commonly used indexes in India are: 

1. Consumer Price Index (CPI) 

The CPI measures price changes from the viewpoint of consumers. It looks at a basket 

of goods and services like food, clothing, rent, fuel, transportation, etc. 

Example: If vegetables, milk, and fuel become expensive for people, CPI goes up. 

CPI directly affects the cost of living and is very important for deciding salaries, 

pensions, and allowances. 

2. Wholesale Price Index (WPI) 

WPI measures price changes at the wholesale or business level. It tracks the prices of 

goods sold in bulk between companies, not at the consumer level. 

Example: If steel or cement prices rise in bulk markets, WPI reflects that. 

WPI gives an early signal about inflation before it reaches the consumer. 

How is the Inflation Rate Calculated? 

To find how much prices have changed over time, the inflation rate is calculated using this 

formula: 

     Inflation Rate=Previous Index (Current Index−Previous Index)×100 
 

This tells us the percentage increase in prices over a given time period (usually monthly or 

yearly). 

Why is Measuring Inflation Important? 

• Helps the Reserve Bank of India (RBI) decide interest rates. 

• Guides the government in setting monetary and fiscal policies. 

• Affects common people’s daily expenses and purchasing power. 

• Helps businesses plan production, pricing, and salaries. 

So, accurate measurement of inflation is essential for good economic planning and to protect 

citizens from rising costs. 

 

Causes of Inflation in India 

Several factors contribute to inflation in India: 

• Increase in fuel and food prices. 

• Rise in production costs and wages. 

• Shortages in goods due to supply chain issues. 

• High government spending and budget deficits. 

• Poor monsoons affecting agriculture. 

• Currency value fluctuations and global price hikes. 

Understanding these causes helps in planning economic policies to manage inflation. 

 

 

 



Concept of National Income 

National Income is the total monetary value of all final goods and services produced by 

the residents of a country in a financial year. It reflects the economic performance of a 

country and forms the basis for economic planning and policy formulation. 

 Key Concepts and Measures of National Income: 

 

1. Gross Domestic Product (GDP) 

Definition: 

GDP is the total market value of all final goods and services produced within a country’s 

borders in a given year. 

Formula (Expenditure Method): 

GDP=C+I+G+(X−M) 

Where: 

• C = Consumption expenditure 

• I = Investment 

• G = Government spending 

• X = Exports 

• M = Imports 

It measures the domestic production regardless of who produces it (citizens or foreigners). 

 

2. Gross National Product (GNP) 

Definition: 

GNP is the total market value of all final goods and services produced by the nationals of a 

country, including income from abroad. 

Formula: 

GNP=GDP+Net Factor Income from Abroad (NFIA) 

 

Where: 

• NFIA = Income earned by residents from abroad − Income earned by foreigners from 

the country 



It includes income from overseas investments by nationals and excludes income generated by 

foreigners within the country. 

 

3. Net National Product (NNP) 

Definition: 

NNP is GNP minus depreciation (also known as capital consumption allowance). 

Formula: 

NNP=GNP−Depreciation 

It accounts for the loss in value of capital goods due to wear and tear. 

 

4. National Income at Factor Cost (NI or NIFC) 

Definition: 

National Income at Factor Cost is the sum of all incomes earned by the factors of production 

(wages, rent, interest, and profit) within a nation. 

Formula: 

National Income (NI)=NNP at Market Prices−Indirect Taxes+Subsidies 

 It reflects income received by factors of production and is used for income distribution 

analysis. 

 

5. Personal Income (PI) 

Definition: 

It is the total income actually received by individuals and households before direct taxes. 

Formula: 
PI=National Income−Corporate Taxes−Undistributed Profits+Transfer Payments 

 

6. Disposable Personal Income (DPI) 

Definition: 

This is the income that individuals have left after paying direct taxes, which they can spend 

or save. 

Formula: DPI=Personal Income−Personal Taxes 



 

 

Importance of National Income: 

• Measures economic growth 

• Guides government in policy and planning 

• Helps compare living standards across countries 

• Useful for understanding inflation and employment levels 

 

Measurement of National Income 

There are three main methods: 

1. Production Method: Adds value of all goods and services produced. 

2. Income Method: Adds all income earned by individuals and businesses. 

3. Expenditure Method: Adds total spending by households, businesses, and the 

government. 

Data is collected by the Central Statistical Office (CSO). Accurate national income 

figures are important for tracking development and making comparisons with other 

countries. 

 

Conclusion 

Inflation and national income are essential concepts in understanding how economies work. 

By learning about types and causes of inflation and how national income is measured, 

students can better appreciate the role of economic indicators in shaping government policy 

and economic development. 

 

Let Us Sum Up 

• Inflation is the rise in prices; deflation is the fall. 

• Types of inflation include demand-pull, cost-push, and hyperinflation. 

• Inflation is measured using CPI and WPI. 

• National Income shows the economic performance of a country. 

• It is measured through production, income, and expenditure methods. 

 

Check Your Progress 

1. Define inflation and deflation. 

2. Name the main types of inflation. 



3. How is inflation measured? 

4. What are two common causes of inflation in India? 

5. List the three methods of measuring national income. 

 

Glossary 

• Inflation: General rise in prices. 

• Deflation: General fall in prices. 

• CPI: Consumer Price Index. 

• WPI: Wholesale Price Index. 

• GDP: Gross Domestic Product. 

• GNP: Gross National Product. 

• NNP: Net National Product. 

• CSO: Central Statistical Office. 

 

Answer Key 

1. Define Inflation and Deflation. 

Inflation is the general increase in the prices of goods and services over time. When inflation 

occurs, the purchasing power of money decreases. For example, if ₹100 could buy 5 kg of 

rice last year, it may buy only 4 kg this year if prices rise. 

Deflation is the opposite. It is a general decrease in the prices of goods and services. 

Although this may sound good, deflation usually indicates weak demand in the economy and 

can lead to job losses and reduced business profits. 

 

2. Name the Main Types of Inflation. 

The main types of inflation include: 

• Demand-Pull Inflation: Occurs when demand for goods and services is higher than 

supply. 

• Cost-Push Inflation: Happens due to an increase in production costs like wages or 

raw materials. 

• Imported Inflation: Caused by price increases in imported goods. 

• Creeping Inflation: Slow and steady rise in prices. 

• Walking Inflation: Moderate inflation, more noticeable. 

• Running Inflation: Rapid increase in prices, needing immediate control. 

• Hyperinflation: Extremely fast and uncontrolled inflation. 

 

3. How is Inflation Measured? 



Inflation is measured using price indexes, mainly: 

• Consumer Price Index (CPI): Measures the average price level of a basket of 

consumer goods and services. 

• Wholesale Price Index (WPI): Measures price changes at the wholesale level 

(between businesses). 

The inflation rate is calculated using the formula: 

Inflation Rate=(Current Index−Previous Index)Previous Index×100\text{Inflation Rate} = 

\frac{(\text{Current Index} - \text{Previous Index})}{\text{Previous Index}} \times 

100Inflation Rate=Previous Index(Current Index−Previous Index)×100  

This formula tells us how much prices have changed over a specific period. 

 

4. What Are Two Common Causes of Inflation in India? 

Two common causes of inflation in India are: 

1. Rising Demand (Demand-Pull Inflation): When people have more money and 

spend more, demand increases faster than supply, leading to higher prices. 

2. Rising Production Costs (Cost-Push Inflation): When the cost of raw materials like 

oil, electricity, or wages goes up, it increases the overall cost of products. 

Other causes include currency depreciation, excessive money supply, and seasonal shortages 

(especially in food items). 

 

5. List the Three Methods of Measuring National Income. 

There are three main methods used to calculate national income: 

1. Production Method 

Also called the Value-Added Method, it calculates the total value of goods and 

services produced in the country after deducting the cost of raw materials 

(intermediate goods). 

2. Income Method 

This method adds up all the incomes earned by individuals and businesses in the 

country during the year, such as wages, rent, interest, and profits. 

3. Expenditure Method 

This method calculates national income by adding all the expenditures made in the 

economy, like consumer spending, government spending, investment, and net exports 

(exports minus imports). 

All three methods should give the same national income figure if calculated correctly. 

Suggested Reading 



1. Indian Economy by Ramesh Singh14th Edition, 2024, published by McGraw Hill 

Education. 

2. Principles of Economics by M. L. Seth Revised Edition, 2023, published by Laxmi 

Publications. 

3. Macro Economics by H. L. Ahuja 21st Edition, 2023, published by S. Chand 

Publishing. 

4. Basic Statistics by G. C. Beri 5th Edition, 2021, published by Tata McGraw Hill. 

5. Government of India Reports Published regularly by RBI (Reserve Bank of India) 

and CSO (Central Statistical Office). 

6. Managerial Economics by D. N. Dwivedi 8th Edition, 2022, published by Vikas 

Publishing House. 
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Overview 

This unit introduces students to key economic policies used by governments to manage a 

country's economy—Monetary Policy and Fiscal Policy. It also covers the basics of 

international trade, particularly imports and exports, and introduces the concepts of Balance 

of Trade (BoT) and Balance of Payments (BoP). These tools and indicators are essential for 

maintaining economic stability and for making sound financial and trade-related decisions. 

Learning Objectives 

After studying this unit, learners will be able to: 

• Understand the meaning and significance of monetary and fiscal policies. 

• Identify the tools used in these policies to control inflation, unemployment, and 

economic growth. 

• Comprehend the role of import and export in economic development. 

• Differentiate between Balance of Trade and Balance of Payments. 

• Explain how these concepts affect the Indian economy. 

 

4.1 Monetary Policy: Meaning and Tools 

Monetary Policy: Meaning and Objectives 

Monetary policy is the process by which a country’s central bank—such as the Reserve Bank 

of India (RBI)—controls the money supply, credit availability, and interest rates in an 

economy. Its core objectives include maintaining price stability (controlling inflation), 

promoting economic growth, managing employment levels, and stabilizing the financial 

system. A well-designed monetary policy ensures that inflation remains under control while 

providing enough liquidity for businesses and consumers to support economic activities. 



In India, the RBI is responsible for framing and executing monetary policy. The policy 

framework has evolved over time, especially with the introduction of inflation targeting in 

2016, where the target inflation is set at 4% (with a ±2% range). Through various tools and 

techniques, the RBI attempts to balance inflation and growth by either expanding or contracting 

the money supply. 

Types of Monetary Policy 

There are primarily two types of monetary policy: 

1. Expansionary Monetary Policy – This is used during periods of low economic 

activity. The RBI reduces interest rates to increase the supply of money, aiming to boost 

consumption and investment. 

2. Contractionary Monetary Policy – This is used when inflation is high. The RBI 

increases interest rates, making loans more expensive, thereby reducing spending and 

controlling inflation. 

Both policies are dynamic and depend on current macroeconomic conditions. Policymakers 

need to strike a balance to avoid either stalling growth or triggering runaway inflation. 

Tools of Monetary Policy 

To implement monetary policy, the RBI uses several tools. These tools help influence the cost 

and availability of credit in the system. 

1. Repo Rate – This is the interest rate at which the RBI lends short-term funds to 

commercial banks. A higher repo rate makes borrowing expensive, reducing money 

supply, while a lower rate boosts liquidity and encourages lending. 

2. Reverse Repo Rate – This is the rate at which the RBI borrows money from banks. It 

helps absorb excess liquidity. When the RBI increases the reverse repo rate, banks are 

encouraged to deposit funds with the RBI, reducing money in circulation. 

3. Cash Reserve Ratio (CRR) – This is the percentage of a bank’s total deposits that 

must be kept with the RBI in the form of cash. An increase in CRR reduces the bank’s 

lending capacity, while a reduction increases it. 

4. Statutory Liquidity Ratio (SLR) – This is the portion of deposits that banks must 

invest in specified government securities before offering credit. Like CRR, changes in 

SLR impact the liquidity available in the economy. 

5. Open Market Operations (OMO) – This refers to the RBI buying or selling 

government bonds in the open market. If the RBI sells securities, it sucks liquidity out 

of the system. Buying them injects money into the system. OMOs are frequently used 

to manage short-term liquidity. 

6. Bank Rate – Though not used frequently today, the bank rate is the long-term interest 

rate at which the RBI lends to commercial banks. Changes in the bank rate influence 

general interest rates in the economy. 

Recent Developments in India’s Monetary Policy 

In recent years, India has adopted a more structured and transparent monetary policy. The 

formation of the Monetary Policy Committee (MPC) in 2016 marked a major shift. The 

MPC, headed by the RBI Governor and comprising both RBI and government-appointed 



members, meets every two months to decide on policy rates based on inflation forecasts and 

economic data. 

During the COVID-19 pandemic, the RBI used expansionary monetary policy by reducing the 

repo rate and injecting liquidity to support growth. In contrast, in response to global inflationary 

pressures in 2022–2023, the RBI started tightening policy by increasing repo rates to contain 

inflation. 

Impact of Monetary Policy on the Economy 

Monetary policy directly impacts interest rates, inflation, exchange rates, and the overall 

investment climate. For instance, low-interest rates encourage industries to borrow and invest 

in production, leading to job creation and growth. On the other hand, when inflation rises, 

higher interest rates discourage excess borrowing and spending, bringing prices down. 

For households, changes in interest rates affect EMIs (Equated Monthly Installments), savings 

rates, and investment returns. For businesses, it affects the cost of capital and decisions about 

expansion. Thus, monetary policy has widespread implications across all sectors. 

4.2 Fiscal Policy: Meaning and Instruments 

Fiscal policy refers to the government's strategy for managing its income (revenue) and 

expenses (expenditure) to influence the overall economic activity of a country. It plays a crucial 

role in stabilizing the economy, controlling inflation, boosting economic growth, reducing 

unemployment, and ensuring social welfare. 

The Government of India implements fiscal policy mainly through the Ministry of Finance, 

using tools such as taxation, public spending, subsidies, and borrowing. Unlike monetary 

policy, which is controlled by the Reserve Bank of India (RBI), fiscal policy is entirely in the 

hands of the elected government. 

Objectives of Fiscal Policy 

• Stimulate economic growth in times of slowdown. 

• Control inflation by reducing government spending. 

• Promote employment by creating public works and development programs. 

• Reduce income inequality through progressive taxation and welfare schemes. 

• Support infrastructure development by investing in public services like roads, 

bridges, schools, and hospitals. 

Fiscal policy can be expansionary (increasing spending and reducing taxes) or contractionary 

(reducing spending and increasing taxes), depending on the economic situation. 

 

Key Instruments of Fiscal Policy 

1. Public Expenditure: 

o Refers to all government spending on various sectors such as defense, 

infrastructure, education, and health. 



o Helps create jobs, build infrastructure, and improve public services. 

o Acts as a demand booster in the economy. 

2. Taxation: 

o This is the primary source of revenue for the government. 

o Direct taxes are collected directly from individuals or businesses, like Income 

Tax and Corporate Tax. 

o Indirect taxes are imposed on goods and services, such as the Goods and 

Services Tax (GST). 

o Fiscal policy uses taxation to redistribute income and encourage or discourage 

certain behaviors (e.g., tax benefits on electric vehicles to promote green 

energy). 

3. Fiscal Deficit and Surplus: 

o Fiscal Deficit happens when the government’s total expenditure exceeds its 

total revenue (excluding borrowings). 

o A small deficit is acceptable in developing countries for growth, but high 

deficits may lead to inflation and debt burden. 

o Fiscal Surplus is when government revenue exceeds its expenditure—a rare 

case in developing economies. 

4. Subsidies and Transfers: 

o Government provides financial assistance to the poor through subsidies on food, 

fuel, and fertilizers. 

o Social welfare schemes like MNREGA, PM-KISAN, or old-age pensions are 

tools of fiscal policy that directly impact citizens’ lives. 

 

Types of Fiscal Policy 

• Expansionary Fiscal Policy: 

o Used during economic slowdown or recession. 

o Government increases spending and reduces taxes to increase demand and 

employment. 

• Contractionary Fiscal Policy: 

o Used during periods of high inflation. 

o Government reduces spending or increases taxes to control excessive demand 

in the economy. 

Importance of Fiscal Policy in India 

India, being a developing country, needs large-scale investments in infrastructure, education, 

and health. Fiscal policy helps mobilize resources and directs them towards development. 

During crises like COVID-19, the government used expansionary fiscal measures to support 

people through free food distribution, income support, and healthcare investment. 

On the other hand, rising deficits can be dangerous. That is why the Fiscal Responsibility and 

Budget Management (FRBM) Act was introduced to keep fiscal deficit under control. 

 Concept of Imports and Exports 



Imports are goods and services bought from other countries, while exports are goods and 

services sold to other countries. 

• Exports earn foreign exchange and promote economic growth. 

• Imports allow access to raw materials and technology not available domestically. 

India exports software, garments, jewelry, etc., and imports oil, electronics, machinery, etc. 

4.4 Balance of Trade (BoT) 

Balance of Trade (BoT) is the difference between the value of a country’s exports and 

imports of goods during a specific time period. It is a major component of the Balance of 

Payments (BoP), which includes both goods and services. BoT helps measure a country’s 

economic strength in global trade. 

Formula: 

BoT = Value of Exports – Value of Imports 

• If the value of exports is greater than imports, it is known as a Trade Surplus. 

Example: India exports ₹1,000 crore worth of goods and imports ₹800 crore. 

BoT = ₹1,000 - ₹800 = ₹200 crore (Surplus) 

• If the value of imports is greater than exports, it is called a Trade Deficit. 

Example: India exports ₹600 crore and imports ₹900 crore. 

BoT = ₹600 - ₹900 = -₹300 crore (Deficit) 

Why BoT Matters: 

• A Trade Surplus is generally considered a sign of a strong economy. It brings more 

foreign currency into the country and helps improve national income. 

• A Trade Deficit, if large and persistent, may lead to borrowing from other countries 

and increase the foreign debt burden. 

• However, importing essential goods like oil, technology, or capital machinery—even if 

it creates a deficit—can help in long-term development. 

BoT vs. BoP: 

While BoT includes only visible goods, BoP (Balance of Payments) also includes services, 

capital flows, and financial transfers. Hence, BoT is just one part of BoP. 

5 Balance of Payments (BoP) 

Balance of Payments (BoP) is a complete and systematic record of all economic transactions 

between a country and the rest of the world during a specific period, usually a year. These 

transactions include the trade of goods and services, movement of capital, and financial 

transfers. 



BoP helps us understand how a country interacts economically with other countries and 

whether it is earning more from the world or spending more abroad. 

Major Components of BoP 

1. Current Account 

This account deals with: 

• Exports and imports of goods (also called visible trade) 

• Services like tourism, transport, IT, etc. 

• Transfer payments like remittances, foreign aid, and gifts. 

If exports and remittances are more than imports and payments, the current account shows a 

surplus; otherwise, it shows a deficit. 

2. Capital Account 

This includes: 

• Foreign investments made by Indians abroad and foreigners in India. 

• Loans taken or given to other countries. 

• Sale and purchase of assets like land or factories in foreign countries. 

A surplus here means India is receiving more investments than it is making abroad. 

3. Financial Account 

This part records: 

• Foreign exchange reserves 

• Currency inflows/outflows 

• Transactions involving central banks 

BoP Surplus and Deficit 

• BoP Surplus means the country is receiving more money from abroad than it is paying 

out (inflow > outflow). 

• BoP Deficit means the country is spending more money abroad than it is earning 

(outflow > inflow). 

Importance of BoP 

• Helps in framing trade, monetary, and fiscal policies. 

• Indicates the strength of the economy in the global market. 

• Affects exchange rates and foreign investment. 

 



Conclusion 

This unit provides a fundamental understanding of how monetary and fiscal policies are used 

to stabilize and grow the economy. It also introduces the essential trade concepts of imports, 

exports, and trade balances, which help a country manage its global economic relations. 

 

Let Us Sum Up 

• Monetary Policy controls money supply via RBI using tools like repo rate, CRR. 

• Fiscal Policy involves taxation and government spending. 

• Imports and exports form the base of international trade. 

• Balance of Trade shows the gap between exports and imports of goods. 

• Balance of Payments covers all financial transactions with other countries. 

 

Check Your Progress 

1. Define Monetary Policy. 

2. List any two tools of Fiscal Policy. 

3. What is the difference between BoT and BoP? 

4. What is a Trade Deficit? 

5. Name any two items India exports and imports. 

 

Glossary 

• Repo Rate: RBI lending rate to banks. 

• Fiscal Deficit: Excess of expenditure over revenue. 

• Imports: Goods bought from other countries. 

• Exports: Goods sold to other countries. 

• Balance of Trade: Difference between exports and imports of goods. 

• Balance of Payments: Complete record of international transactions. 

 

Answer Key 

1. Define Monetary Policy. 

Monetary Policy refers to the policy used by a country’s central bank (in India, the Reserve 

Bank of India - RBI) to control the supply of money and interest rates in the economy. Its 

primary goals are to ensure price stability (control inflation), economic growth, and 

employment. The RBI adjusts interest rates and uses tools such as the repo rate, reverse repo 

rate, and Cash Reserve Ratio (CRR) to influence liquidity and credit availability in the 

economy. 



2. List any two tools of Fiscal Policy. 

Fiscal policy is managed by the government through its budgetary policies. Two main tools 

are: 

• Government Expenditure: Spending on public services, infrastructure, education, and 

welfare programs to boost economic activity. 

• Taxation: Collection of direct taxes (like income tax) and indirect taxes (like GST) to 

generate revenue and influence consumer behavior. 

These tools help regulate demand, reduce inequalities, and ensure economic stability. 

 

3. What is the difference between BoT and BoP? 

• Balance of Trade (BoT) refers only to the difference between the value of a 

country’s exports and imports of physical goods during a specific period. 

BoT = Exports – Imports of goods 

• Balance of Payments (BoP) is a comprehensive record of all economic transactions 

(goods, services, income, capital flows) between a country and the rest of the world. 

BoP includes Current Account (goods & services) and Capital & Financial Account 

(loans, investments, reserves). 

Thus, BoT is a part of the broader BoP. 

4. What is a Trade Deficit? 

A Trade Deficit occurs when the value of a country’s imports exceeds the value of its exports 

during a given period. 

Formula: 

Trade Deficit = Imports > Exports 

This means the country is spending more foreign currency to buy goods from other countries 

than it is earning from selling its goods abroad. Persistent trade deficits can lead to foreign debt 

and currency depreciation. 

5. Name any two items India exports and imports. 

Exports (sold to other countries): 

• Software Services: India is a global IT services leader. 

• Jewelry and Gems: India exports large quantities of polished diamonds and gold 

jewelry. 



Imports (bought from other countries): 

• Crude Oil and Petroleum: Essential for transport and energy sectors. 

• Electronic Items: Including mobile phones, laptops, and components. 

 

Suggested Reading 

• Indian Economy – Ramesh Singh, 15th Edition, 2024 

• Macroeconomics – H.L. Ahuja, 22nd Edition, 2023 

• Public Finance – B.P. Tyagi, 2022 Edition 

• RBI Annual Reports 

• Economic Survey of India 2023–24 
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Overview 

The 1991 Economic Reforms in India marked a significant shift from a state-controlled 

economy to a liberalised and market-driven system. These reforms were introduced to 

overcome a severe economic crisis marked by high inflation, fiscal deficits, and low foreign 

exchange reserves. The Government of India initiated structural reforms under the guidance of 

global institutions such as the IMF and World Bank. The key components of the reforms 

included Liberalisation (removing controls and restrictions), Privatisation (reducing 

government ownership in public enterprises), and Globalisation (increasing integration with 

the world economy). This unit explores the origin, objectives, features, and impact of these 

reforms, and also examines the challenges India faced during the implementation of LPG 

(Liberalisation, Privatisation, Globalisation) policies. Understanding these reforms is essential 

for analyzing India’s growth trajectory, policy changes, and the modern economic landscape. 

Learning Objectives 

After studying this unit, students will be able to: 

• Understand the background for introducing economic reforms in India. 

• Define and explain the concepts of Liberalisation, Privatisation, and Globalisation 

(LPG). 

• Identify the objectives and features of each reform policy. 



• Evaluate the impacts of economic reforms on different sectors of the Indian 

economy. 

• Analyze the challenges associated with LPG reforms.  

Background of Economic Reform in India 

India's economic reforms began in 1991 in response to a severe balance of payments crisis, 

rising fiscal deficits, and stagnating growth. The country faced near bankruptcy and had to seek 

assistance from the International Monetary Fund (IMF). This led to the adoption of 

liberalisation, privatisation, and globalisation policies to transform India's economy into a more 

open and market-driven system. 

Major Reforms Carried Out in 1991 

The 1991 reforms marked a structural shift in India’s economy. The government dismantled 

the license raj, opened up sectors to private and foreign investment, reduced trade barriers, and 

undertook fiscal reforms. These policies aimed to make the Indian economy more efficient, 

competitive, and globally integrated. 

Fiscal Stabilisation 

Fiscal stabilisation aimed to reduce the budget deficit through rationalised public expenditure 

and enhanced revenue generation. It included controlling inflation, reducing subsidies, and 

restructuring tax systems to ensure macroeconomic stability and investor confidence. 

Industrial Policy 

The New Industrial Policy of 1991 abolished industrial licensing for most sectors, reduced 

government control, and promoted private enterprise. It encouraged competition, removed 

reservation for public sector enterprises, and facilitated foreign collaboration to enhance 

industrial productivity. 

Foreign Investment 

India liberalised its foreign investment policy, allowing automatic approval for many sectors 

and increasing foreign equity limits. This boosted foreign direct investment (FDI), technology 

transfer, and integration with global value chains. 

Trade and Exchange Rate Policy 

Trade reforms reduced import tariffs, eliminated import licensing, and promoted exports. The 

exchange rate system was shifted from a fixed to a market-determined regime, helping improve 

competitiveness and boost foreign reserves. 

Tax Reforms 

Tax reforms aimed to simplify and broaden the tax base. Introduction of VAT, reduction in 

corporate and personal income tax rates, and the later implementation of the Goods and 

Services Tax (GST) were steps to enhance compliance and reduce evasion. 



Public Sector Reforms 

Public sector reforms focused on disinvestment and improving the performance of state-owned 

enterprises. The government allowed private participation in many sectors and aimed to reduce 

the financial burden of loss-making units. 

Financial Sector Reforms 

The banking sector was liberalised through deregulation of interest rates, improved prudential 

norms, and increased autonomy for the Reserve Bank of India. New private banks were 

allowed, and capital markets were opened up with SEBI as a regulator. 

Impact of Economic Reforms of 1991 

a) On Various Macroeconomic Parameters (Short-Term) 

Reforms led to an immediate improvement in foreign reserves, reduced inflation, and stabilised 

GDP growth. The economy gained credibility globally, and confidence among investors 

increased. 

b) On Poverty Reduction (Long-Term) 

In the long run, reforms contributed to higher growth rates and job creation, especially in 

services. This helped in reducing poverty levels, though the benefits were uneven across 

regions and communities. 

c) On Disparity Between Rich and Poor (Long-Term) 

While economic reforms boosted overall prosperity, they also widened income inequality. 

Urban areas and skilled populations benefited more, while rural and unskilled segments lagged 

behind, highlighting the need for inclusive growth policies. 

Conclusion 

The 1991 economic reforms were a turning point for India, shifting it from a closed economy 

to one integrated with global markets. While the reforms spurred growth and modernization, 

challenges like inequality and sectoral imbalance persist, requiring ongoing policy innovation 

and inclusive strategies. 

 

Liberalisation 

Definition: 

Liberalisation refers to the removal or loosening of government restrictions in areas of 

economic activity. In India, liberalisation began in 1991 as part of the New Economic Policy 

to overcome a severe balance of payments crisis. 

Objectives of Liberalisation: 



• To make the Indian economy more market-oriented. 

• To encourage private and foreign investment. 

• To remove trade and investment barriers. 

• To boost efficiency and competitiveness. 

• To reduce the fiscal deficit. 

Features of Liberalisation: 

• De-licensing of industries except for a few strategic sectors. 

• Reduction in import tariffs and customs duties. 

• Deregulation of markets. 

• Encouragement of foreign direct investment (FDI). 

• Privatisation of public sector enterprises. 

Impact of Liberalisation: 

• Increased economic growth and GDP. 

• Greater access to international markets. 

• Entry of global brands and companies. 

• Rise in employment opportunities in certain sectors. 

• Growth in service sectors like IT, telecom, and finance. 

• Regional disparities and widening income inequality. 

Privatisation 

Definition: 

Privatisation is the process of transferring ownership and management of public sector 

enterprises to the private sector. 

Objectives of Privatisation: 

• To improve efficiency and competitiveness. 

• To reduce the fiscal burden on the government. 

• To increase private sector participation in the economy. 

• To generate revenue for the government. 

• To modernize and upgrade public sector units. 

Types of Privatisation: 

• Partial Privatisation: Government sells a minority stake but retains control. 

• Full Privatisation: Government hands over complete control and ownership. 

• Disinvestment: Sale of equity of PSUs (Public Sector Undertakings) to private 

players or the public. 

Features of Privatisation: 

• Transfer of assets from public to private ownership. 

• Market-based approach to enterprise operation. 

• Focus on profitability and competitiveness. 

• Enhanced customer service due to competition. 



Impact of Privatisation: 

• Improved productivity and service quality. 

• Reduced losses in public enterprises. 

• Increased private sector growth. 

• Layoffs and job insecurity in some cases. 

• Loss of government control in strategic sectors. 

 

Globalisation 

Definition: 

Globalisation is the process of increasing interconnectedness and interdependence among 

countries, especially in terms of trade, investment, information, and culture. 

Objectives of Globalisation: 

• To integrate the Indian economy with the global economy. 

• To attract foreign capital and technology. 

• To expand markets for Indian products. 

• To improve competitiveness and innovation. 

• To create a global workforce and production system. 

Features of Globalisation: 

• Free flow of goods, services, capital, and labor across borders. 

• Increased role of multinational corporations (MNCs). 

• Adoption of international standards and practices. 

• Integration of financial markets. 

• Use of advanced technology and communication systems. 

Impact of Globalisation: 

• Greater availability of foreign goods and services. 

• Expansion of exports and imports. 

• Entry of global brands and technology in India. 

• Improved quality and variety of products. 

• Cultural blending and lifestyle changes. 

• Threat to local industries and traditional sectors. 

Impact of LPG Reforms (Liberalisation, Privatisation, Globalisation): 

• Accelerated economic growth and industrialisation. 

• Emergence of India as a major IT and service hub. 

• Shift from a socialist to a market-driven economy. 

• Increase in foreign investments and technology transfer. 

• Diversification of the economy. 

• Growth of a vibrant middle class. 

• Rise in inequality and regional imbalances. 



• Pressure on small-scale industries and traditional sectors. 

Challenges of LPG Reforms: 

• Unemployment due to mechanisation and restructuring. 

• Exploitation of labor and lack of social security. 

• Environmental degradation and unsustainable development. 

• Loss of control in key sectors due to foreign investment. 

• Dependency on global markets leading to vulnerability. 

• Widening gap between rich and poor. 

• Inadequate infrastructure in rural areas. 

• Resistance from trade unions and politically sensitive sectors. 

Conclusion 

The 1991 economic reforms were a turning point in India's economic history. The 

Liberalisation, Privatisation, and Globalisation (LPG) model helped India transition from a 

closed, slow-growing economy to a more open and competitive one. These reforms attracted 

foreign investment, modernized industries, increased exports, and improved consumer 

choice. However, they also brought challenges such as income inequality, rural-urban divide, 

and jobless growth. While the reforms laid the foundation for long-term development, 

continuous efforts are required to address the disparities and ensure inclusive growth. 

Let Us Sum Up 

• Economic reforms in India began in 1991 to overcome a major financial crisis. 

• The reforms are grouped under Liberalisation, Privatisation, and Globalisation 

(LPG). 

• Liberalisation removed licensing and reduced government control. 

• Privatisation allowed private and foreign players into sectors earlier dominated by 

the public sector. 

• Globalisation integrated India with the global economy through trade and 

investment. 

• The reforms brought economic growth, but also challenges like inequality and 

environmental concerns. 

Check Your Progress 

1. What led to the 1991 economic reforms in India? 

2. Define Liberalisation and mention two of its key features. 

3. What are the objectives of Privatisation? 

4. How has Globalisation impacted the Indian economy? 

5. List two positive and two negative effects of the LPG reforms. 

Glossary 

• Liberalisation: Reducing government restrictions in the economy to allow for free-

market functioning. 

• Privatisation: Transfer of ownership or control from the public to the private sector. 



• Globalisation: Integration of domestic economy with the world economy. 

• Disinvestment: Selling government stake in public sector enterprises. 

• Foreign Direct Investment (FDI): Investment by foreign entities in Indian 

businesses or industries. 

Answer Key 

1. The 1991 reforms were introduced due to a balance of payments crisis, high inflation, 

and fiscal deficit. 

2. Liberalisation is the removal of state control over economic activities. Features 

include industrial delicensing and reduced import duties. 

3. Objectives of Privatisation: improve efficiency, reduce fiscal burden, and promote 

competition. 

4. Globalisation led to increased foreign investment, better technology, and wider 

markets. 

5. Positives: economic growth, increased exports. Negatives: income inequality, jobless 

growth. 
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