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Concepts are the constituents of thoughts—consequently, they are crucial to 
such psychological processes as categorization, inference, memory, learning, and 

decision-making.*
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Abuse of DominAnce

A situation when a dominant firm/company 
(or a group of firms) is engaged in promoting 
its market position through ‘anti-competitive’ 
business practices, such as—predatory pricing, 
price squeezing, charging unreasonable prices, 
etc. Such practices hamper healthy competition 
in the economy and non-dominant firms face 
difficulties in their growth—they finally may shut 
down their operations. In recent times, it was in 
news globally—the US company Microsoft was 
facing litigation (under ‘anti-trust’ provision) for 
its Windows Operating System.

Though India used to regulate/restrict several 
such practices (under the MRTP Act, 1969), exact 
use of the term ‘abuse of dominance’ was not in 
practice. But the Competiton Act, 2002 (which 
replaced the MRTP Act) has clear use of it—it 
defines such situation in clear terms.

Activity rAte

The labour force of a country is known as the 
activity rate or participation rate. It is in per cent 
and always a proportion of the total population of 
the country—the economically active population. 
This rate varies from one country to another 
depending upon several factors such as school 
leaving age, retirement age, popularity of higher 
education, social customs, opportunities, etc.

ADrs

ADR stands for American Depository Receipt, 
which enables investors based in the USA to invest 
in stocks of non-US companies trading on a non 
US stock exchange. ADRs are denominated in 
dollars. Simply put, US brokers purchase shares 
of a foreign company, say Infosys (on behalf of 
their clients). ADRs are subsequently listed on US 
stock exchanges.

ADRs can be sponsored or unsponsored. 
Sponsored ADRs are those in which the company 
actively participates in the process. The ADRs were 
first offered in the US in the 1920s. A number 
of Indian companies have issued ADRs. Infosys 
Technologies was the first Indian company to use 
the ADR route.

The terms ADR and ADS are often 
used interchangeably. The individual shares 
representeted by an ADR are called American 
Depositary Shares (ADs). To the company issuing 
ADRs, it provides access to the American market. 
A company can, therefore, raise additional 
resources. To an American investor, it provides 
the opportunity to invest in stock of companies 
not listed in the US. Huge operational, custodial, 
and currency conversion issues can come into play 
if the ADR route is not used.

ADs conversion offer

Conversion of local shares into American 
Depository Shares (ADS) of a company is called an 
ADS conversion offer. It is managed by investment 
bankers, mainly large investment banks familiar 
with Indian and global markets The offer allows 
local investors to convert their shares into ADS 
and then sell it in US markets. The proceeds of 
the sale in the US markets is distributed to Indian 
investors in rupees after deduction of expenses 
incurred in the process. The company does not 
issue any new shares. Existing shares are converted 
into ADS. The scheme obviously can only be 
offered by companies listed on the Indian and US 
markets which is the case for many large Indian 
corporates.

This allows companies to have new investors 
and creates visibility on the US stock exchanges. 
They also satisfy the local investor by offering an 
opportunity to sell their shares at a higher price 
than available locally on the Indian bourses.
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ADverse selection

One among the two kinds of the market failure 
often associated with insurance business which 
means doing business with the people one would 
have better avoided.

Adverse selection can be a problem when there 
is an asymmetry in information between the seller 
and the buyer of an insurance policy—as insurance 
will not be profitable when buyers have better 
information about their risk of claiming than does 
the seller of the insurance policy. In the ideal case, 
insurance premiums are set in accordance to the 
risk of a randomly selected person in the insured 
bracket (such as 40-year-old male smokers) of the 
population.

The other kind of market failure is moral 
hazards associated with the insurance sector.

AgriculturAl extension

Agricultural extension is a proper approach 
to motivate people to help themselves by 
applying agricultural research and development 
in their daily lives in farming, home making, 
and community living. It plays a vital role in 
community development. It is a two-way channel 
that brings scientific information to rural people 
and takes their problems to scientific institutes 
(for further research and development) for their 
solution.

In India, like many other developing countries, 
the role of agricultural extension is more than 
educational and it needs to deal with the human 
resource development of the agrarian population 
too, making it a comparatively tougher task 
than in the developed countries. The spread of 
information technology will serve a great purpose 
in this area.

AgriculturAl lAbourer

A person who works on another person’s land for 
wages in money or kind or share is regarded as an 

agricultural labourer. He or she has no risk in the 
cultivation, but merely works on another person’s 
land for wages. An agricultural labourer has no 
right of lease or contract on land on which he/
she works.

Alpine convertible bonD

An ACB (Alpine Convertible Bond) is a Foreign 
Currency Convertible Bond (FCCB) issued by an 
Indian company exclusively to the Swiss investors.

AmmortisAtion

Payment of a loan in installments by the borrower. 
It is usually done in an agreed period and every 
installment includes a part of the total loan plus 
the interest.

AnDeAn pAct

A regional pact to establish a common market link, 
started originally in 1969. At present it has peru, 
Equador, Columbia, Bolivia, and Venezuela. The 
pact had almost collapsed by the mid-1980s due 
to regional, economic, and political instabilities 
and was re-launched in 1990 (the original member 
Chile was dropped and the new member venezuela 
was added to it).

AnimAl spirit

‘Confidence’, considered as one of the essential 
ingredients of economic prosperity was called by 
J. M. Keynes as animal spirit. For Keynes, this is 
a ‘naive optimism’ by which an entrepreneur puts 
aside the fact of loss as a healthy man puts aside 
the expectation of death.

But from where does this animal spirit come 
has been a mystery—can it be created artificially 
from outside or whether it is an innate thing some 
are born with, etc.
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Antitrust

A category of the government policy which deals 
with monopoly. Such laws intend to stop abuses 
of ‘market power’ by big companies and at times 
to prevent corporate mergers and acquisitions that 
would strengthen monopoly. The US has such 
laws and recently it was in news when Microsoft 
was its target.

AppreciAtion

It shows increase in value and is used in economics 
in the following two senses:
 (i) It is an increase in the price of an asset 

over time, such as price rises in land, 
factory building, houses, offices, etc. It is 
also known as capital appreciation.

 (ii) It is an increase in the value of currency 
against any foreign currency or currencies. 
It is market-based if the economy follows 
the floating-currency exchange-rate 
system.

ArbitrAge

Earning profits out of the price differences of the 
same product in different markets at the same 
time. For example, buying and selling any product, 
financial securities (as bonds) or foreign currencies 
in different markets/economies. As globalisation 
is promoting liberalised cross-border movement 
of goods and services around the world, arbitrage 
is prevalent today. To avoid arbitrage the WTO 
member countries (i.e.) the official countries in 
the process of globalisation) are under compulsion 
to chalk out homogenous economic policies–and 
a level-playing field at the international level is 
emerging.

Arcs

Assets Reconstruction Companies (ARCs) acquire 
non-performing assets (NPAs) from banks or 

financial institutions along with the underlying 
securities mortgaged and/or hypothecated by 
the borrowers to the lenders. The ARCs then try 
and manage or resolve these NPAs acquired from 
banks. It can even infuse more funds in order 
to reconstruct the asset. If reconstruction is not 
possible and the borrower is unwilling to repay the 
loan, the ARCs even sell the secured assets.

While the basic principle of ARCs is the 
same everywhere—to acquire bad loans to resolve 
them—the essential difference is in the ownership 
of ARCs, public or private. After the Asian Crisis, 
countries like Indonesia, Korea, Malaysia, and 
Thailand have adopted government-owned and 
funded ARCs. The Philippines, on the other hand, 
has opted for private ARCs. India, too, has adopted 
the private sector model of asset resolution. Here, 
ARCs are set up as non-governmental vehicles 
mostly with support from the banking sector and 
other investors. Also, India has opted for multiple 
ARCs, which helps in better pricing of bad loans, 
as opposed to the single ARC model followed 
in many countries. The RBI has already allowed 
licenses to three ARCs and some banks are also 
planning to float ARCs.

ARCs acquire NPAs by way of ‘true sale’, 
i.e., once an NPA has been sold, the seller has no 
further interest in that asset. ARCs are a product of 
the Securitisation and Reconstruction of Financial 
Assets and Enforcement of Security Interest Act, 
2002 (SARFAESI Act). 

Asset

Anything which has a ‘money value’ owned by an 
individual or a firm is an asset. It is of three types:
 (i) Tangible Asset: All physical assets such 

as land, machinery, building, consumer 
durables (refrigerator, car, TV, Radio, 
etc.), etc. (the assets which are in the 
material form).

 (ii) Intangible Assets: All non-physical/
immaterial assets such as brand names, 
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good-will, credit-worthiness, knowledge, 
know-how, etc.

 (iii) Financial Assets: All financially valid 
valuables other than tangibles and 
intangibles such as currencies, bank 
deposits, bonds, securities, shares, etc.

AssigneD revenue

The term is used to refer to various tax/duty/
cess/surcharge/levy etc., proceeds of which are 
(traditionally) collected by state government (on 
behalf of) local bodies (the PRIs), and subsequently 
adjusted with / assigned to the PRIs. Collection of 
such revenue is governed by relevant Acts of the 
local bodies.

Some examples of assigned revenue in India, 
include, entertainment tax, surcharge on stamp 
duty, local cess/surcharge on land revenue, lease 
amount of mines and minerals, sale proceeds of 
social forestry plantations, etc. State Finance 
Commissions recommend devolution of assigned 
revenue to local bodies on objective criteria, which 
may be specified by them in specific context.

AutArky

The idea of self-sufficiency and ‘no’ international 
trade by a country. None of the countries of the 
world has been able to produce all the goods and 
services required by its population at competitive 
prices, however, some tried to live it up at the cost 
of inefficiency and comparative poverty.

bAckwArDAtion

A term of future trading which means a commodity 
is valued higher today (i.e., spots market) than 
in the futures (i.e., future market). When the 
situation is opposite, it is known as contango.

bAck-to-bAck loAn

A term of international banking, is an arrangement 
under which two firms (i.e., companies) in 

different economies (i.e., countries) borrow each 
other’s currency and agree to repay (such loans) 
at a specified future date. Each company gets full 
amount of the loan on the repayment date in their 
domestic currency without any risk of losses due 
to exchange rate fluctuations. It has developed 
as a popular tool of minimising the exchange-
rate exposure risk among the multi-national 
companies. This is also known as the parallel loan.

bAD bAnk

A bank created specially to buy the bad debts 
(called ‘non-performing assets’ in India) of the 
existing banks to clear such loans of the latter. 
This way the banks with NPAs clear their ‘balance 
sheet’ and again start lending to the customers. 
The bad bank now tries to recover the bad debts it 
has bought through available legal means. Though 
such banks were set up in 20th century itself in the 
USA, it came in recent use once the US central 
banks’ chief (Ben Bernanke) proposed the idea 
of using a government-run bad bank to clean up 
the ‘sub-prime’ loans of the private banks in the 
country (in wake of the sub-prime crisis of 2007).

It made news in India once the Economic Survey 
2016-17 suggested the Government of India to set 
such a body— public sector asset rehabilitation 
agency (PARA)—to solve the ‘twin balance sheet’ 
(TBS) problem the country is faced with. At one 
hand the public sector banks are faced with high 
NPAs while on the other the corporate sector (who 
are the borrowers of these banks) of the country 
is also hit with negative balance sheet (unable to 
service or clear the loans due on them). The PARA 
is supposed to clear the balance sheets of both 
banks as well the corporate sector. The Survey has 
quoted the South East Asian economies where 
such agencies were used very effectively during 
the currency crises of 1996-97. By March 2017, it 
looked that the Government was prepared to set 
up such an agency (bank).
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bAD Debt

An accounting term to show the loans which are 
unlikely to be paid back by the borrower as the 
borrower has become insolvent/bankrupt. Banks 
might write off such bad debts against the profits 
of the trading as a business cost.

bADlA

An Indian term for ‘contango’ associated with 
the trading system in the stock market which is 
a postponement of either payments by the share 
buyer, or the person who needs to deliver the 
shares against the payment.

bAlAnceD buDget

The annual financial statement (i.e., the budget) 
of a government which has the total expenditures 
equal to the taxes and other receipts.

Most governments, in practice run unbalanced 
budgets, i.e., deficit budgets or surplus budgets–
either the expenditures being higher or lower than 
the taxes and the other receipts, respectively. It is 
done to regulate the economic activities.

bAlAnce of pAyments

A balance sheet of an economy showing its  
total external transactions with the world–
calculated on the principles of accounting–is an 
annual concept.

bAlloon pAyment

When the final payment of a debt is more than the 
previous payments, it is balloon payment.

bAsing point price system

A method of pricing in which a differential (i.e., 
varying) price is fixed for the same product for 
the customers of the different locations—nearer 
the customer, cheaper the product. This is done 

usually to neutralise the transportation cost of the 
bulky products such as cement, iron and steel, 
petroleum, etc.

bellwether stock

A share which often reflects the state of the whole 
stock market. The technical analysts, associated 
with the stock market, usually keep a track-record 
of such shares and go on to forecast the future 
stock movements.

bfs

For the purpose of supervision and surveillance of 
the Indian financial system, a Board for Financial 
Supervision (BFS) was set up by the RBI in 
November 1994. The board supervises commercial 
banks, non-banking financial companies 
(NBFCs), financial institutions, primary dealers, 
and the clearing corporation of India (CCI).

blAck-scholes

A formula devised for the pricing of financial 
derivatives or options—made explosive growth 
possible in them by the early 1970s in the US.

Myron Scholes and Robert Merton were 
awarded Nobel Prize for Economics for their part 
in devising this formula—the co-inventor Fischer 
Black had died (1995) by then.

bonD

An instrument of raising long-term debt on which 
the bond-issuer pays a periodic interest (known 
as ‘coupon’ ). In theory, bonds could be issued by 
governments as well as private companies.

Bonds generally have a maturity period, 
however, some bonds might not have any definite 
maturity period (which are known as ‘Perpetual 
Bonds’ ).

Bonds are supported/secured by collateral in 
the form of immovable property (i.e., fixed assets) 
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while debentures, also used to raise long-term debt, 
are not supported by any collateral.

book builDing

This is a public offer of equity shares of a 
company. In this process, bids are collected from 
the investors, in a certain price range fixed by the 
company. The issue price is fixed after the bid 
closing date depending on the number of bids 
received at various price levels. A company that is 
planning an initial public offer (IPO) appoints a 
merchant banker as a ‘book runner’. The company 
issues a prospectus which does not mention the 
price, but gives other details about the company 
with regard to issue size, the business the company 
is in, promotes and future plans among other 
disclosures. A particular period is fixed as the bid 
period. The book runner builds an order book, that 
is, collates the bids from various investors, which 
shows the demand for the shares. Prospective 
investors can revise their bid at any time during 
the bid period. On closure of the book, the 
quantum of shares ordered and the perspective 
prices offered are known. The price discovery is a 
function of demand at various prices, and involves 
negotiations between those involved in the issue. 
The book runner and the company conclude the 
pricing and decide the allocation to each member.

brAcket creep

Increasing incomes due to inflation (via increased 
dearness allowances, individual income goes for 
an increase) pushes individuals into higher tax 
brackets and leaves them worse off (as their real 
income has not increased and their disposable 
income i.e. income after tax payments, falls) – this 
phenomenon is known as the bracket creep.

broAD bAseD funD

This is a fund established or incorporated outside 
India, which has at least 20 investors with no 

single individual investor holding more than 49 
per cent of the shares or units of the fund. If the 
broad based fund has institutional investor (s), 
then it is not necessary for the fund to have 20 
investors. Further, if the broad based fund has an 
institutional investor who holds more than 49 per 
cent of the shares or units in the fund, then the 
institutional investor must itself be a broad based 
fund. 

In India, the entities, proposing to invest 
on behalf of broad based funds, are eligible to be 
registered as FIIs are: (i) Asset Management 
Companies, (ii) Investment Manager/Advisor, 
(iii) Institutional Portfolio Managers, (iv) Trustee 
of a Trust, and (v) Bank

brownfielD locAtion

A derelict industrial area that has been demolished 
to accommodate new industries. This is opposite 
to the greenfield location where a new industry is 
set up in a new area.

bubble

The price rise of an asset unexplained by the 
fundamentals and still people interested in holding 
the assets. After the bursting of the bubble, assets 
cool down to their real prices.

buDget line

A line on the dual axis graph showing the alternate 
combinations of goods that can be purchased by 
a consumer with a given income at given prices.

bullet repAyment

‘Bullet repayment’ means a lump-sum payment 
for the entire loan amount paid at the time of 
maturity. Such arrangements may be put in place 
by the banking regulator (RBI in case of India) 
to fasten the process of recovery of the non-
performings assets (NPAs) process of the banks. 
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The distressed assests, in this way come back to 
bank, may be with a lower profit element to them.

Such an announcement was made by the RBI 
in 2014–15 allowing bullet repayment of loans 
extended against pledge of gold ornaments and 
jewellery for other than agricultural purposes.

bullion

Precious metals such as gold, silver, and platinum 
that are traded in the form of bars and coins for 
investment purposes and are used for jewellery as 
base metals.

business cycle

See the chapter with the same title.

busy AnD slAck seAsons

The monetary authorities face the challenge of 
keeping the growth rate as high as possible, at 
the same time putting burden of adjustment on 
luxury and unproductive consumption. Monetary 
policy is an instrument in this respect. However, 
the right policies may not be palatable to the 
political and fiscal authorities, which is a serious 
problem for the economy. 

From May beginning to end of September is 
the slack season and from October beginning to 
end-April is the busy season of the Indian Economy. 
During the slack season, crops are generally sown. 
Agriculture and related businesses are slack and 
loans taken during the previous busy season tend 
to be returned. Consequently, the growth rate of 
money is low or negative. Governments usually 
borrow heavily during the slack season, since the 
demand for credit from the commercial sector 
is not very strong. Since there are no fresh crop 
arrivals in the market and the demand for crops 
is steady, the prices are expected to be generally 
upward in the slack season. 

From October, the busy season commences 
and both agricultural and related industrial 

productions are high. Since crops arrive in the 
market during the busy season, prices generally are 
on the downward drift. It is the seasonal variation 
in the arrival of crops in the market, in the context 
of steady demand, that causes prices to fluctuate 
during the year. 

The above pattern has been severely modified 
in recent years. The government borrows both 
during the slack and the busy seasons. Industry 
too is active in both the seasons. Because of greater 
storage and stocking facilities, the variations in the 
flows of agricultural products have been reduced. 
Money supply expands continuously and prices 
are generally up throughout. 

buyer’s mArket

A short period of market situation in which there 
is excess supply of goods/services forcing price fall 
to the advantage of the buyers.

buyouts

Private equity (PE) investors participate in two 
types of buyouts of firms (a PE-backed buyout 
simply means that the PE investor takes a 
controlling stake i.e. between 50–100 per cent in 
a company):
 (i) Management Buyout (MBO): In such 

buyouts, the PE investor usually helps the 
existing management of the company to 
buy out the promoters of the company. 
In return, the PE investor takes a majority 
stake.

 (ii) Leveraged Buyout (LBO): In such buyouts, 
a large portion of fund in acquiring the 
company is financed by debt–the normal 
ratio being 70 per cent debt and 30 per 
cent equity.

cAmels

An acronym derived from the terms capital 
adequacy (C), asset quality (A), management 



22.9��onomi� �on�epts and derminolo¦ies

(M), earnings (E), liquidity (L) and systems for 
control (S). The acronym is used as a technique 
for evaluating and rating the operations and 
performance of banks all over the world.

cApitAl

Capital is one of the three main factors of 
production (labour and natural resources are the 
other two), classified into physical capital (i.e., 
factories, machines, office, etc.) and human capital 
(i.e., training, skill, etc.).

In a joint stock company, the capital has 
various specific terms showing different forms of 
the share capital:
 (i) Authorised Capital: This is the amount of 

share capital fixed in the Memorandum 
of Association (MoA) and the article of 
association of a company as required by 
the Companies Act. This is also known as 
the Nominal or Registered Capital.

  This is the limit (i.e., nominal value) 
upto which a company can issue shares. 
Companies often extend their authorised 
capital (via an amendment in the MoA) 
in advance of actual issue of new shares. 
This allows the timing of capital issue to 
be fixed in light of the company’s need 
for new capital and the state of the capital 
market and allows share options to be 
excercised accordingly.

 (ii) Paid-up Capital: The part of the 
authorised capital of a company that has 
actually been paid up by the shareholders. 
A difference may arise because all shares 
authorised may not have been issued or 
the issued shares have been only partly 
paid-up by then.

 (iii) Subscribed Capital: The capital that has 
actually been paid by the shareholders 
(as they might have committed more 
than this to contribute). It means, the 
subscribed capital is the actually realised 

paid-up capital (paid-up capital is 
subscribed capital plus credit/due on the 
shareholders).

 (iv) Issued Capital: The amount of the capital 
which has been sought by a company to 
be raised by the issue of shares (it should 
be kept in mind that this cannot exceed 
the authorised capital).

 (v) Called-up Capital: The amount of share 
capital the shareholders have been called 
to pay to date under the phased payment 
terms. It is usually equal to the ‘paid-up 
capital’ of the company except where 
some shareholders have failed to pay 
their due installments (known as calls in 
arrears). 

cApitAl ADequAcy rAtio

A regulation on commercial banks, co-operative 
banks and the non-banking financial companies 
to maintain a certain amount of capital in relation 
to their assets (i.e., loans and investments) as a 
cushion (shock-absorber) against probable losses 
in their investments and loans.

A concept devised by the Bank for 
International Settlements (BIS), Basel, the 
provision was implemented in India in 1992 by 
the RBI (for more detailed discussion see the 
chapter on ‘Banking’).

cApitAl consumption

The capital that is consumed by an economy or 
a firm in the production process. Also known as 
depreciation.

cApitAl-output rAtio

A measure of how much additional capital is 
needed to produce each extra unit of the output. 
Put the other way round, it is the amount of extra 
output produced by each unit of added capital. 
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The ratio indicates how efficient new investment 
contributes to the growth of an economy.

A capital-output ratio of 3:1 is better to the 
4:1 as the former needs only three units extra 
capital to produce one extra output in comparison 
to the latter which needs four units for each extra 
unit output.

cArbon creDit

Amidst growing concern and increasing awareness 
on the need for pollution control, the concept 
of carbon credit came into vogue as part of an 
international agreement, known popularly as the 
Kyoto Protocol. Carbon credits are certificates 
issued to countries that reduce their emission of 
GHG (greenhouse gases) which leads to global 
warming. It is estimated that 60–70 per cent of 
the GHG emission is through fuel combustion in 
industries like cement, steel, textiles, and fertilisers. 
Some GHGs like hydro fluorocarbons, methane, 
and nitrous oxide are released as byproducts of 
certain industrial process which adversely affect 
the ozone layer, leading to global warming.

The concept of carbon credit trading seeks 
to encourage countries to reduce their GHG 
emissions, as it rewards those countries which meet 
their targets and provides financial incentives to 
the others to do so as quickly as possible. Surplus 
credits (collected by overshooting the emission 
reducing target) can be sold in the global market. 
One credit is equivalent to one tonne of CO2 
emission reduced. Carbon Credit (CC) is available 
for companies engaged in developing renewable 
energy projects that offset the use of fossil fields. 

The trading of CC takes place on two stock 
exchanges, the Chicago Climate Exchange and the 
European Climate Exchange. CC trading can also 
take place in the open market as well. European 
countries and Japan are the major buyers of carbon 
credit. Under the Kyoto Protocol, global warming 
potential (GWP) was an index that allowed for the 

comparison of greenhouse gases with each other in 
the context of the relative potential to contribute 
to global warming. For trading purposes, one 
credit is considered equivalent to one tonne of 
CO2 emission reduced.

cArry trADe

Borrowing in one currency and investing in 
another is termed as carry trade. In recent times 
(upto November 2007) trillions of dollars have 
been borrowed in low-cost ‘yen’ for deployment 
across money markets, stock markets, and even 
real estate markets across the globe and a part of 
the money flowed into India, too.

cAsh cow

A profitable business or firm (may belong to either 
public or private sector) which gives regular cash 
flow to the owner (this happens either due to 
regular demand of the popular goods produced by 
the firm or the compulsions of the consumer to 
buy the products). As for example, the antiseptic 
lotion ‘Dettol’ is a cash cow for Reckitt and 
Colman in the private sector and LPG is a cash cow 
for the manufacturing and marketing government 
companies (provided there is no subsidy on LPG).

cAveAt emptor

A Latin phrase which means ‘let the buyer beware’. 
Simply put, it means that the supplier has no legal 
obligation to inform buyers about any defects in 
his goods or services; the onus is on the buyer to 
himself determine the level of satisfaction out of 
the products.

ceteris pAribus

A Latin phrase which means ‘other things being 
equal’. The phrase is used by economists to cover 
their forecastings.



22.11��onomi� �on�epts and derminolo¦ies

chinese wAll

The segregation of the different activities 
of a financial institution (such as, jobbing, 
stockbroking, fund management, etc.) in order to 
protect clients’ interest.

circuit limit

A limit of regular fall in share indices of Stock 
Exchanges around the world after which the 
exchange are closed for further trading. For 
example, circuit limit decided for the BSE 
(Bombay Stock Exchange) has been fixed at 10 per 
cent. The time there is a continuous fall in the BSE 
Sensex and it reaches 10 per cent, the exchange is 
closed to further trading.

Such a limit/provision prevents the share 
market from crashing down.

clAssicAl economics

A school of thought in economics based on the 
ideas of Smith, Ricardo, Mill, etc. The school 
dominated the economic thinking of the world 
until about 1870, when the ‘marginalist revolution’ 
took place.

cleAn coAl

Underground coal gasification and liquefaction 
which converts coal into liquid and gaseous 
fuel alternatives is a recognised ‘clean coal’ 
technology—handy in extraction of energy from 
coal seams which connot be mined through 
conventional methods.

collAterAl

Any item/asset which accompanies/subordinates/
supplements a primary item is known as collateral. 
The term is used in banking industry while 
providing loans. This is also known as ‘secondary/
subordinate security’— which borrowers/

guarantors provide in the form of an asset (like 
land, building, etc.) while seeking a loan. The 
principal/primary security is usually the borrower’s 
personal guaranty, or the cash flow of a business.

Except for highly creditworthy customers 
(who can get loans against their signatures), 
lenders always demand a collateral if the primary 
security is not considered to be reliable or sufficient 
enough to recover the loan in case of a default—
lenders have the legal right to seize the collateral.

closeD shop

The requirement that all employees of a given 
firm be members of a specified trade union. It 
is a method of restricting labour supply and 
maintaining high wages applied by a powerful 
trade union.

collective proDucts

A product which can only be supplied to a 
group. Many goods and services provided by the 
governments fall in this category, such as, national 
defence, police administration, etc.

committeD expenDiture

The expenditure of the governments from which 
they can not deny (as they have already committed 
them to pay) are known as committed expenditure. 
The liabilities such as ‘interest’ (of the internal as 
well as external loans) and ‘pension’ (of the retired 
personnel of the governments) are examples of 
such expenditure.

By the year 2015-16, this expenditure for the 
Government of India was 41.5 per cent of the 
non-plan expenditure. Non-plan expenditure for 
the year was 73.8 per cent of the total expenditure 
(plan pluc non-plan). The GoI has decided to 
shift to the ‘revenue’ and ‘capital’ classification 
for its expenditure from 2017-18 (in place of the 
existing classification ‘plan’ and ‘non-plan’).
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commoDities trAnsAction tAx 

[See Chapter 17, Tax Structure in India]

commoDity money

Products being used as the means of payment as in 
the traditional barter system. Such practices take 
place generally when the confidence in money has 
fallen down (as for example in the situations of 
high inflation and high depreciation).

communitisAtion

A method of privatising public service delivery 
without going for the tendering process. It is done 
by transfering powers including financial powers 
to the user community who will take up the job 
of revenue collection along with an effective and 
more practical governance of the service delivery. 
This model is bereft of profit motive and so, more 
transparent.

Service delivery in communitised elementary 
schools and health service institutions has 
improved considerably and power tariff collection 
has risen by 100 per cent since the reform began 
in 2002 in Nagaland—Secretary, Union Ministry 
of Steel, Raghaw Sharan Pandey who did it in 
Nagaland as its Chief Secretary.

compArAtive ADvAntAge

It is about identifying activities that an individual, 
a firm or a country can do most efficiently, being 
together.

The idea, usually credited to David Ricardo, 
underpins the case of free trade. It suggests that 
countries can gain from trading with each other 
even if one among them is more efficient (i.e., 
it has an absolute advantage) in every kind of 
economic activity.

consols

This is the abbreviated form of consolidated stock. 
The government bonds which have no maturity 

and thus have an indefinite life are tradable on the 
floors of the stock exchanges.

consortium 

An ad hoc grouping of firms, governments, etc. 
brought together to undertake a particular project 
by pooling their resources and skills for major 
construction projects, loans, etc.

consumer DurAbles 

Consumer goods that are consumed over relatively 
long periods of time rather than immediately 
(opposite to the consumer non-durables) such as 
cars, houses, refrigerators, etc.

consumer non-DurAbles

Consumer goods which yield up all their 
satisfaction/utility at the time of consumption 
(opposite to the consumer durables), examples are 
cheese, pickles, jam, etc.

conspicuous consumption

Consumption for the purpose of showing off 
ostentatiousness but not for the utility aspect –
for example, the use of diamond-studded sandals, 
watches, pens, etc.

contAgion

A situation or an effect of economic problems in 
one economy spreading to another also known as 
the domino effect.

contrAriAn 

A person following an investment strategy 
(specially in share market) just opposite to the 
general investors in a given period. For example, 
when a share is generally being sold by the 
investors, a contrarion keeps on buying them—
the logic is that due to selling pressure the price 
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will fall below the intrinsic value of the share and 
there is a prospect of future profit out of the share.

 core investment compAnies (cics)

A NBFC carrying on the business of acquisition 
of shares and securities which satisfied the 
conditions: it holds not less than 90 per cent of 
its total assets in this form; its investments in the 
equity shares in group companies constitutes not 
less than 60 per cent of its total assets; it does not 
trade in its investments in shares, debt or loans in 
group companies except through block sale for the 
purpose of dilution or disinvestment; and it does 
not carry on any other financial activity except 
investment in bank deposits, money market 
instruments, government securities, loans to and 
investments in group companies.

corporAte sustAinibility inDex

The Bombay stock Exchange (BSE) has proposed 
to come out with a corporate sustainability index 
(CSI)—a possible new stock exchange which will 
be created for developing trust marks to denote a 
corporate’s sustainability achievements. This will 
be the first such index in Asia.

correction

A term usually used in stock market which shows a 
reversals of share prices in reaction to an excessive 
rise or fall of the past.

countervAiling Duty

Countervailing duty (CVD) is imposed by the 
importing nation on imports if the exporting 
nation is found to offer export subsidies to their 
exports. This measure aims at balancing the price 
of imports with the domestic products. This duty 
is imposed in such a way that imported item also 
remains competitive.

Similar duty, with the same aim, once imposed 
by the importing nation in case the exporting 

country is found to export at below fair market 
price (it means the exporting nation is dumping 
the item in the importing nation) is known as 
‘anti-dumping’ duty.

Both of the duties are imposed after fulfilling 
the proper provisions of investigation conducted 
as per the specifications of the WTO.

creAtive Destruction

The process by which an innovative entrepreneur 
takes risks and introduces new technologies 
to stimulate economic activity, replacing old 
technologies is known as ‘creative destruction’. As 
per Schumpeter, Joseph A. (1883–1950), creative 
destruction is the key to economic growth. But 
due to irregularity in such innovations, business 
cycle is followed by both collapse and crisis (J. A. 
Schumpeter, Capitalism, Socialism and Democracy, 
1942).

crony cApitAlism

An approach of doing business when the firms look 
after themselves by looking after their own people 
(i.e., families and friends). Used in negative sense.

cross subsiDy

The process of giving subsidy to one sub-area and 
fulfilling it through the profits from the other sub-
area. As for example, in India kerosene oil is cross-
subsidised against petrol and aviation fuel.

crowDfunDing

This is a method of mobilising finance/fund. 
Crowd-funding refers to the collective effort 
of individuals who pool money—mostly 
through the Internet—to support start-ups. 
There are two basic forms of crowdfunding—
’community’ crowdfunding and ‘financial return’ 
crowdfunding. The former includes donation-
based concepts (donators get no financial retuns 
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in it) while in the latter contributors of funds get 
financial returns (from the project set up with the 
fund). In the financial model of crowdfunding, 
contributors might be given equity/share in the 
upcoming project.

crowDing-out effect

A concept of public finance which means an 
increase in the government expenditure which has 
an effect of reducing the private sector expenditure.

csr

The concept of corporate social responsibility 
(CSR) is fast gaining popularity among the 
corporate sector of the world. As per the experts, the 
CSR is qualitatively different from the traditional 
concept of passive philanthropy by the corporate 
houses. Basically, the CSR acknowledges the debt 
that the corporates owe to the community within 
which they operate. It defines the corporates’ 
partnership with social action groups (i.e., the 
NGOs) in providing financial and other resources 
to support development plans, especially among 
disadvantaged communities. There is stress 
on long-term sustainability of business and 
environment and the distribution of well-being.

Debenture

An instrument of raising long-term loan by 
companies, having a maturity period bearing an 
interest (coupon rate). Theoretically they may be 
secured or unsecured by assets such as land and 
buildings of the issuing company (known as 
collateral).

Debenture holders are provided with a prior 
claim on the earnings (by interest) and assets of 
the company in the situation of liquidation of the 
company over the preference and equity shareholders 
of the company.

Debt recovery tribunAl (Drt)

Banks and financial institutions have often faced 
a tough time in recovering loans, on which 
the borrowers have defaulted. To expedite the 
recovery process, the Committee on the Financial 
System, headed by Mr. Narasimham considered 
the setting up of special tribunals, with special 
adjudicator powers. This was felt to be necessary 
to carry through financial sector reforms. Since 
there is an immense overload on the Indian legal 
system at present, recovery of many unpaid debts, 
due to banks or financial institutions, are held up, 
indefinitely. This affects the balance sheets of the 
banks as the amounts involved are very large.

It was thought that an independent forum 
was needed to deal with debts of these types. Thus, 
in 1993 the Recovery of Debts Due to Banks and 
Financial Institutions Act’ was passed. The Act, 
however, imposes a limitation and states that only 
those debts which are in excess of Rs. 10 lakhs (or 
upto Rs. 1 lakh, where the Central government 
specified certain types of debts) would come 
under its purview.

Decoupling theory

Decoupling theory holds that Asian economies, 
especially emerging ones, no longer depend on 
the United States economy for growth, leaving 
them insulated from a severe slowdown there, even 
recession—looked true for some time as Asian 
stocks rose while socks in the US fell - however, 
as fears of recession mounted in the US, stocks 
declined heavily. Looking this happen in late 
2008 the decoupling theory regarding the Asian as 
well as the EU economies have now lost ground. 
But still the emerging economies are able to have 
higher growth rates and exports in comparision to 
the US – that is why the theory is still debated by 
the experts.
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DeinDustriAlisAtion 

Sustained decrease in the share of the secondary 
sector in the total output (GDP) of an economy.

DemAt Account

It is a way of holding securities in electronic or 
dematerialised form. Demat form of shares can 
be traded online. As such, the transactions are 
concluded much faster, which prevents theft, 
misuse, forging of original shares certificates or 
other documents, and allows an investor to buy or 
sell shares in any quantity. Demat account allows 
for faster refund of money in case application 
is not accepted. Demat accounts are offered by 
banks, and the dematerialised stock is held by 
the depository (National Securities Depository 
Ltd.–[NSDL] or Central Securities Depository 
Ltd.–[CSDL]). The investor needs to fill up the 
requisite forms, submit the documents and pay 
the applicable charges in order to have the demat 
account opened.

Demerger

The breaking-up of a company into more separate 
companies. Such companies are usually formed 
through mergers.

DerivAtives

The financial assets that ‘derive’ their value from 
other assets, such as shares, debentures, bonds, 
securities, etc.

Diis

Domestic Investment Institution (DIIs) are the 
financial institutions of Indian origin investing 
in India is different derivatives such as share, 
securities, corporate bounds, etc. They may 
be public/govt. owned or privately owned—

mutual funds, pension funds and insurance (life) 
companies are the major ones in India.

Direct cost

The direct material and labour cost of a product–
proportionally varies with the total output.

Direct investment

The expenditure on physical assets (i.e., plant, 
machinery, etc.).

Dirty floAt

A term of foreign exchange managment when a 
country manipulates its exchange rate under the 
floating currency system to take leverage in its 
external transactions.

Discount house

A financial institution specialising in buying and 
selling of short-term (i.e., less than one year) 
instruments of the money market.

Disgorgement

Disgorgement is a common term in developed 
markets across the world, though for most 
market participants in India it is a new thing. 
Disgorgement means repayment of illegal gains 
by wrongdoers. Funds that were received through 
illegal or unethical business transactions are 
‘disgorged’, or paid back, with interest to those 
affected by the action. It is for the first time in 
India that the capital markets regulator, SEBI has 
passed this order of disgorgement; internationally 
it is the civil courts that have this mandate along 
with the markets regulator.

Disgorgement is a ‘remedial’ civil action, 
rather than a ‘punitive’ civil action. In the US, 
individuals or companies that violate Securities and 
Exchange Commission regulations are typically 
required to pay both civil money penalties and 
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disgorgement. Civil money penalties are punitive, 
while disgo-rgement is about paying back profits 
made from those actions that violated securities 
regulations.

Interestingly, disgorgement payments are not 
only demanded of those who violate securities 
regulations. In the US, anyone profiting from 
illegal or unethical activities may be required to 
disgorge their profits. The money disgorged from 
the violating parties is used to create a ‘Fair Fund’–
fund for the benefit of investors who were harmed 
by the violation. 

DissAving

The situation of higher current consumption over 
current disposable income by the households–the 
difference is met by withdrawals from the past 
savings (i.e., decrease in saving).

Domino effect

An economic situation in which one economic 
event causes a series of similar events to happen 
one after the other. For example, experts believe 
that the falling of share indices around the world 
in early-2008 was a domino effect of the sub-
prime crisis faced by the US economy. A similar 
case is cited from the mid-1996 when all major 
stock markets crashed around the world due to 
the domino effect emanating from the South East 
Asian currency crisis.

Dow-Jones inDex

The US share price index which monitors and 
records the share price movements of all compaines 
listed on the New York Stock Exchange (with the 
exception of high-tech companies which are listed on 
the nasdaq stock exchange). India has its equivalent 
in the BSE Sensex.

Dumping

Exporting a good at a price lower than its price 
in the domestic market. To neutralise the effects 

of dumping the importing country may impose a 
surcharge on such imports which is known as the 
anti-dumping duty.

Dutch DiseAse

When an increase in one form of net exports 
drives up a country’s exchange rate, it is called the 
Dutch Disease. Such instances make other exports 
non-competitive in the world market and impairs 
the ability of domestic products to compete with 
imports. 

The term originated from the supposed effect 
of natural gas discoveries on the Netherlands 
economy.

 Duty DrAwbAck scheme

The Duty Drawback Scheme (DDS) is provided 
by the Government of India as a part of export 
incentives to make exports competitive. Exporters 
get refund of the central excise (censat) and custom 
duties on the inputs they use in manufacturing the 
exportables. Those who are covered by the Duty 
Entitlement Passbook Scheme (DEPS) are not 
covered by it. The rates are announced from time 
to time.

Duty entitlement pAssbook 
scheme

The Duty Entitlement Passbook Scheme (DEPS) 
is an export incentive scheme of the GoI under 
which exporters get credit (pre-determined by 
the Direcor General of Foreign Trade) on the 
export value which they use in future imports 
thus neutralising all the taxes. No cash is given 
(unlike the Duty Drawback Scheme). It has been 
abolished by the GoI, w.e.f. October 1, 2011 after 
using it for 14 years – the WTO provisions do not 
allow member countries to carry such schemes.

e-business

Using computers and the Internet to link 
both the internal operations (i.e., transactions 
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and communications between the various 
departments/divisions of the business firm) and its 
external operations (i.e., all its dealings with the 
suppliers, customers, etc.).

e-commerce 

Method of buying and selling goods and services 
over the Internet – a kind of direct marketing i.e. 
without the help of any middle arrangement of 
sales.

economies of scAle

The long-run reduction in average/unit cost that 
occurs as the scale of the firm’s output increases. 
The opposite situation is known as diseconomies 
of scale.

economies of scope

The long-run reduction in average/unit cost that 
occurs as the scope (diversification) of the firm’s 
activities increase.

eDgeworth box

A concept for the purpose of analysing the 
possible relationships between two individuals or 
countries. It is done using indifference curve.

The concept was developed by Francis Ysidro 
Edgeworth (1845–1926) who is also credited for 
analytical tools of indifference curves and contract 
curves. 

effective revenue Deficit 

[See Chapter 18, Public Finance in India]

engel’s lAw

The law which says that people generally spend 
a smaller part of their budget on food as their 
income rises. The idea was suggested by Ernst 
Engel, a Russian statistician in 1857.

environmentAl Accounting

The method of accounting which includes the 
ecological and environmental damages done 
by the economic activities in monetary terms. 
Integrated environment and economic (green) 
accounting attempts at accounting for both 
socioeconomic performance and its environmental 
effects and integrates environmental concerns into 
mainstream economic planning and policies. The 
green GDP of an economy is measured by the same 
method—experimented in Costa Rica, Mexico, 
Netherlands, Norway, and Papua New Guinea, 
among others. Indicative estimates suggest that 
conventionally measured GDP may exceed GDP 
adjusted for natural resources depletion and 
environmental degradation by a range between 
1.5 per cent and 10 per cent. 

environmentAl AuDit

Assessment of the environmental impact of a 
firm/public body through its activities. This is 
done with an objective to reduce or eliminate the 
pollution aspect.

environmentAl tAxes

As against the Command and Control approach 
to managing environment, the Economic or 
Market Based Instruments (MBIs) approach 
sends economic signals to the polluters to modify 
their behaviour. The MBIs used for environmental 
taxes include pollution charges (emission/affluent 
& tax/pollution tax), marketable permits, deposit 
refund system, input taxes/product charges, 
differential tax rates, user administrative changes 
and subsidies for pollution abatement, which may 
be based on both price and quality. India has been 
already collecting taxes on water and air via the 
Water Act and the Air Act. Due to its experience 
India is among the chief participant in devising 
the MBIs in the world. 
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equity linkeD sAving scheme

Equity linked savings schemes (ELSS) are open-
ended, diversified equity schemes offered by 
mutual funds. They offer tax benefits under the 
new section 80C introduced in the Finance Bill 
2005–06.

Besides offering the tax benefits, the scheme 
invests in shares of frontline companies and offers 
long-term capital appreciation. This means unlike 
a guaranteed return by assured return schemes 
like Public Provident Fund or National Savings 
Certificate, the investor gets the benefit of the 
upside (if any) in the equity markets.

Unlike other mutual fund schemes, there is a 
three-year lock in period for investments made in 
these schemes. Investors planning to build wealth 
over the long-term and save on tax can use these 
schemes.

Returns in these schemes are linked to the 
fortunes of the stock market. Investors should 
assess their respective risk appetites before 
investing.

equity shAre

A security issued by a company to those who 
contributed capital in its formation shows 
ownership in the company. The other terms for it 
are ‘stock’ or ‘common stock’.

Such shares might be issued via public issue, 
bonus shares, convertible debentures, etc. and 
may be traded on the stock exchanges.

Such shareholders have a claim on the earnings 
and assets of the company after all the claims have 
been paid for. This is why such shareholders are 
also known as the residual owners.

escrow Account

In simple terms, an ‘escrow account’ is a third 
party account. It is a separate bank account to 
hold money which belongs to others and where 

the money parked will be released only under 
fulfilment of certain conditions of a contract. 
The term escrow is derived from the French 
term ‘escroue’ meaning a scrap of paper or roll of 
parchment, an indicator of the deed that was held 
by a third party till a transaction is completed. 

An escrow account is an arrangement for 
safeguarding the ‘seller’ against its ‘buyer’ from 
the payment risk for the goods or services sold by 
the former to the latter. This is done by removing 
the control over cash flows from the hands of the 
buyer to an independent agent. The independent 
agent, i.e, the holder of the escrow account 
would ensure that the appropriation of cash 
flows is as per the agreed terms and conditions 
between the transacting parties. Escrow account 
has become the standard in various transactions 
and business deals. In India escrow account is 
widely used in public private partnership projects 
in infrastructure. RBI has also permitted Banks 
(Authorised Dealer Category I) to open escrow 
accounts on behalf of Non-Resident corporates 
for acquisition / transfer of shares / convertible 
shares of an Indian company.

esops

Employee Stock Option Plans (ESOPs) is a 
provision under which a foreign company (i.e., 
MNC) offers shares to its employees overseas. Till 
February 2005 in the case of local firms, an MNC 
needed a permission from the RBI before allotting 
ESOPs, but since then, it does not need any 
permission provided the company has a minimum 
of 15 per cent holding in the Indian arm.

exploDing Arms

A term associated with the mortgage business 
which became popular after the subprime crisis hit 
the US financial system in mid-2007. Exploding 
arms are mortgages with initial low, fixed interest 
rates which escalate to a high floating rate after a 
period of two to three years.
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externAlities

Factors that are not included in the gross income 
of the economy but have an effect on human 
welfare. They may be positive or negative–training 
personnel is an example of the former while 
pollution falls in the latter.

fccb

Foreign Currency Convertible Bond, (FCCB) 
is an unsecured instrument to raise long-term 
loan in foreign currency by an Indian company 
which converts into shares of the company on a 
predetermined rate. It is counted as the part of 
external debt. It is a safer route to raise foreign 
currency requirements of a company.

feDerAl funD rAte

The federal fund rate (also popular as Fed Fund 
Rate or Fed Rate) is the rate that interest banks 
charge each other on overnight loans in the USA. 
The rate is fixed by the US central bank Federal 
Reserve. This is equivalent to the Repo rate of India 
which is fixed by the RBI.

In wake of the sub-prime real estate crisis 
wrecking havoc on the US economy, the Fed 
Rate has been cut time and again to counter the 
possible future recession. 

fiDuciAry issue

Issuance of currency by the government not 
matched by gold securities, also known as fiat 
money.

finAnciAl closure

Financial closure is defined as a stage when all 
the conditions of a financing agreement are 
fulfilled prior to the initial availability of funds. 
It is attained when all the tie ups with banks or 
financial institutions for funds are made and all 

the conditions precedent to initial drawing of debt 
is satisfied. 

In a Public Private Partnership (PPP) project, 
financial closure indicates the commencement 
of the Concession Period—the date on which 
financial closure is achieved is the appointed date 
which is deemed to be the date of commencement 
of concession period. In order to give a uniform 
interpretation to the term, the RBI has provided 
a definition for ‘Greenfield’ projects, financial 
closure is “a legally binding commitment of equity 
holders and debt financiers to provide or mobilise 
funding for the project. Such funding must account 
for a significant part of the project cost which should 
not be less than 90 per cent of the total project cost 
securing the construction of the facility”. 

finAnciAl stAbility boArD (fsb)

The Financial Stability Forum (FSF) was 
established by the G7 finance ministers and central 
bank governors in 1999 to promote international 
financial stability through enhanced information 
exchange and international cooperation in 
financial market supervision and surveillance. It 
decided at its plenary meeting in London on March 
2009 to broaden its membership by inviting the 
new members from the G20 countries, namely, 
Argentina, Brazil, China, India, Indonesia, Korea, 
Mexico, Russia, Saudi Arabia, South Africa, and 
Turkey. The FSF was relaunched as the Financial 
Stability Board (FSB) on April 2, 2009, in order 
to mark a change and convey that the FSF in 
future would play a more prominent role in this 
direction.

fiscAl DrAg

The restraining effect of the progressive taxation 
economies feel on their expansion—fall in the 
total demand in the economy due to people 
moving from lower to higher tax brackets and 
the government tax receipts go on increasing. 
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To neutralise this negative impact, governments 
usually increase personal tax allowances.

fiscAl neutrAlity

A stance in policy making by governments when 
the net effect of taxation and public spending is 
neutral—neither encouraging nor discouraging 
the demand. As for example, a balanced budget is 
the same attempt of fiscal policy when the total tax 
revenue equals the total public expenditure.

fisher effect

A concept developed by Irving Fisher (1867–1947) 
which shows relationship between inflation and 
the interest rate, expressed by an equation popular 
as the fisher equation, i.e., the nominal interest rate 
on a loan is the sum of the real interest rate and 
the rate of inflation expected over the duration of 
the loan:

R = r + F;
where R = nominal interest rate, r = real 

interest rate and F = rate of annual inflation.
The concept suggests a direct relationship 

between inflation and nominal interest rates—
changes in inflation rates leads to matching 
changes in nominal interest rates.

The Fisher effect can be seen each time one 
goes to the bank; the interest rate an investor has 
on a savings account is really the nominal interest 
rate. For example, if the nominal interest rate on 
a savings account is 4 per cent and the expected 
rate of inflation is 3 per cent, then money in the 
savings account is really growing at 1 per cent. The 
smaller the real interest rate the longer it will take 
for savings deposits to grow substantially when 
observed from a purchasing power perspective.

flAg of convenience

Shipping rights in oceans and seas are governed 
by international treaties. Flag of convenience is a 

grant of a shipping ‘flag’ by a member of these 
treaties to a non-member nation establishing the 
legality of shipping to the latter (usually used for 
illegal activities).

forceD sAving

The enforced reduction of consumption in an 
economy. It may take place directly when the 
government increases taxes or indirectly as a 
consequence of higher inflation—a tool usually 
utilised by the developing countries to generate 
extra funds for investment. Also known as 
involuntary saving.

fob

This is the abbreviation of ‘free-on-board’—when 
in the balance of payment accounting, only the 
basic prices of exports and imports of goods 
(including loading costs) are counted. It does not 
count the ‘cost-insurance-freigth’ (CiF) charges 
incurred in transporting the goods from one to 
another country.

form of A life insurAnce firm

A life insurance company can be a joint-stock or 
mutual entity. If joint-stock, it has to have some 
capital, to begin with. A mutual fund company 
need not have any. Prudential, the second largest 
life insurance company in the UK was a mutual 
fund company till a few years ago and had no 
capital. Standard Life, another big company, was 
a mutual company till a few months ago. If such 
big companies could function without any capital 
till recently, there is no reason why LIC cannot.

The policyholders are the owners of a mutual 
company and the entire profit goes to them. 
A significant proportion of the profit goes to 
shareholders in the case of joint-stock companies. 
The LIC, owned fully by the Government, is 
effectively a mutual fund company and it is 
not surprising, therefore, that pressure is being 
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mounted to privatise it, so that a chosen few could 
not corner its huge profits.

forwArD contrAct

A transaction contract of commodity on an agreed 
price which binds the seller and buyer both to pay 
and deliver the commodity on a future date. The 
price agreed upon is known as forward rate.

One must not confuse this with the term 
‘future contract’ as in it, the term of the contract 
cannot be decided by the mutual needs of the 
parties involved (which is possible in a ‘forward 
contract’).

forwArD trADing

A trading system in certain shares (as allowed by 
the SEBI in India) in which buyers and sellers are 
allowed to postpone/defer payment and delivery 
respectively after paying some charges. If the 
buyer wants deferment, it is known as badla (an 
Indian term for contango) and if the seller goes 
for deferment of delivery of shares, it is known 
as undha badla (in India, elsewhere it is known as 
backwardation).

frActionAl bAnking

A system of banking in which banks maintain a 
minimum reserve asset ratio in order to maintain 
adequate liquidity to meet the customer’s cash 
demands in its everyday business (the SLR in India 
is such a provision,).

free gooDs

The goods which are in abundance (as air and 
water) and are not considered as scarce economic 
goods. As such goods have zero supply price and 
they will be used in large volumes resulting into 
rising environmental pollution (point should 
be noted that today air and water may not be 
considered as the typical free goods, at least the 
‘pure air’ and ‘pure water’).

free trADe

The international trade among an agreed-upon 
group of countries without any barriers (such as 
tariffs, quotas, forex controls, etc.), promoted 
with the objective of securing international 
specialisation and an edge in their foreign trade.

free port

A port that is designated as such is the one where 
imports are allowed without any duty, provided 
they are re-exported (i.e., entrepot). If the same is 
correct in the case of an area, it is known as the 
free trade zone.

fringe benefit tAx

The Finance Act, 2005 introduced 30 per cent 
‘Income Tax on fringe benefit’ on fringe benefits 
received by the employees from his employer.

It means any privilege, service, facility or 
amenity, directly or indirectly provided by an 
employer to his employees. It also includes such 
facilities provided to former employees. Any 
reimbursement made either directly or indirectly 
to the employer will also be considered as a fringe 
benefit. Travelling ticket provided by the employer 
to the employees and his family members would 
be a fringe benefit. Even an amount, which is 
a contribution by the employer to an approved 
superannuating fund would be called a fringe 
benefit.

It applies on deemed benefits, too such as 
entertainment, festival celebration, gifts, use of 
club facilities, provision of hospitality facilities, 
maintenance of any accommodation in the nature 
of a guest house, conference, employee welfare, use 
of health club, sports and similar facilities, sales 
promotion including publicity; conveyance tour 
and travel including foreign travel, hotel, boarding 
and lodging, repair, running and maintenance 
of motorcars, repair running and maintenance 



22.22 /ndian ��onomù

of aircrafts, consumption of fuel other than 
industrial fuel, use of telephone, scholarship to the 
children of the employees. The tax was abolished 
from 2009–10.

gAllup poll

A method of survey in which a representative 
sampling of public opinion or public awareness 
concerning a certain subject/issue is done and on 
this basis a conclusion is drawn.

The credit of developing this research 
methodology goes to George H. Gallup (1901–84), 
a US journalist and statistician who in 1935 did 
set up the American Institute of Public Opinion. 
Through his efforts the method developed between 
the period 1935–40. In the coming times, the poll 
technique was immensely used by business houses 
for their market research and the psephologists for 
election forecasting, around the world.

gAme theory

The analysis of situations involving two or 
more interacting decision makers (that may be 
individuals, competing firms, countries, etc.) who 
have conflicting objectives. It is a technique which 
uses logical deduction to explore the consequences 
of various strategies that might be adopted by 
game players having competing interests.

Game theory is a branch of Applied 
Mathematics that studies strategic interactions 
between agents–where the agents try maximising 
their pay off. It gives formal modelling approach 
to social situations in which decision makers 
interact with other agents. The theory generalises 
maximisation approaches developed to analyse 
markets such as supply and demand model.

The field dates back from the 1944 classic 
Theory of Games and Economic Behaviour by John 
von Neumann and Oskar Morgentern (Princeton 
University Press, N. Jersy, 1944 & 2004; 60th 
Anniversary Ed.). Neumann was a mathematician 

and Morgenstern an economist and this book was 
based on the former’s prior research published in 
1928 on the Theory of Parlour Games (in German).

The theory has found significant applications 
in many areas outside economics as usually 
construed, including formulations of nuclear 
strategies, ethics, political science, and evolutionary 
theory.

gDrs

While ADRs are denominated in dollars and 
traded on US National Stock Exchanges, GDRs 
can be denominated either in dollars or Euros 
and are commonly listed on European Stock 
Exchanges. Investors can cash in on the difference 
in price between local and foreign markets. Some 
time back ADRs and GDRs were fungible one way 
i.e. foreign investors could convert their ADRs/
GDRs into underlying shares and sell them in the 
local market. However, they were not permitted 
to reconvert shares bought on the local exchange 
into ADRs/GDRs. In 2002, two-way fungibility 
was permitted. Under these rules reissuance of 
depositary receipts is permitted to the extent to 
which they have been redeemed into underlying 
shares and sold in the domestic market.

giffen gooD

The good for which the demand increases as its price 
increases, rather than falls (opposite to the general 
theory of demand)—named after Robert Giffen 
(1837–1910). It applies to the large proportion 
of the goods belonging to the household budget 
(as flour, rice, pulses, salt, onion, potato, etc. in 
India)—an increase in their prices produces a 
large negative income effect completely overcoming 
the normal substitution effect with, people buying 
more of the goods.

gini coefficient

An inequality indicator in an economy. The 
coefficient varies from ‘zero’ to ‘one’. A ‘zero’ 
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Gini coefficient indicates a situation of perfect 
equality (i.e., every household earning the same 
level of income) while a ‘one’ signifies a situation 
of absolute inequality (i.e., a single household 
earning the entire income in an economy).

golDen hAnDshAke

A payment (usually generous) made by a company 
to its employees for quitting the job prior to their 
service.

golDen hAnDcuff

A royalty/bonus payment by a company to its 
staff (usually top ranking) to keep them with the 
company or to save them from poaching by the 
other companies.

golDen hello

A large sum paid by a company to attract a new 
staff to its fold.

golDen rule

A fiscal policy stance which suggests that over 
the economic cycle, government should borrow 
only to ‘invest’ and not to finance the ‘current 
expenditure’. The attempts towards ‘balanced 
budgeting’, ‘zero-based budgeting’ developed 
under influence of this rule.

gooDhArt’s lAw

The idea of goodhart which suggests that attempts 
by a central bank (as RBI in India) to regulate the 
level of lending by banks imposing certain controls 
can be circumvented by the banks searching the 
alternatives out of the regulatory preview.

go-go funD

The highly speculative mutual funds operating in 
the USA with the objective of earning high profits 

out of capital appreciation–adopt risky strategies 
for the purpose (investing in volatile unproven 
and small shares, etc.), also called the performance 
funds.

greAter fool theory

A theory evolved by the technical analysts of 
stocks/shares according to which some even buy 
overvalued stocks with the conviction that they 
will find a greater fool who will buy them at higher 
prices. This is also popular as castle-in-the-air 
theory.

greenfielD investment

An investment by a firm in a new manufacturing 
plant, workshop, office, etc.

greenfielD locAtion

An area consisting of unused or agricultural land 
(i.e., ‘greenfield’) developed to set up new industrial 
plants.

green revolution & institutions

The support of institutions and the governments 
of the world did play a very vital role in the success 
of the Green Revolution all over the world.

The International Maize and wheat 
Improvement Centre (CIMMYT), Mexico and 
the International Rice Research Institute (IRRI), 
Manila were the two institutions in strong 
partnership with national programmes which 
developed the miracle varieties of rice and wheat 
that fuelled the green Revolution around the 
world.

The Consultative Group on International 
Agricultural Research (CGIAR), set up in 1971 
(in Washington DC under the aegis of the World 
Bank) played a central role in Green Revolution, 
supporting the works of the CIMMYT and IRRI. 
Today, the 16 CGIAR support centres around 
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the world generate new knowledge and farming 
technology for the agriculture sector. Its research 
products are “global public goods”, freely available 
to all. 

greenshoe option

A term associated with the security/share market. 
This is a clause in the underwriting agreement 
of an initial public offer (IPO) by a company 
which allows to sell additional shares (usually 15 
per cent) to the public if the demand for shares 
exceeds the expectation and the share trades above 
its offering price. It gets its name from the Green 
Shoe company which was the first company to be 
allowed such an option (in the USA, early 20th 
century). This is also known as ‘over-allotment 
provision’.

The company availing this option uses the 
proceeds (i.e. from the greenshoe option) to 
prevent any decline in market price of shares 
below the issue price in the post-listing period (in 
such cases the aforesaid company uses the money 
to purchase its own shares from the market—as 
demand increases, the market price of its shares 
picks up).

greshAm’s lAw

The economic idea that ‘bad’ money forces ‘good’ 
money out of circulation, named after Sir Thomas 
Gresham, an adviser to Queen Elizabeth I of 
England. This law does not apply to the economies 
where paper currencies are in circulation. The 
economies which circulate metallic coins (gold, 
silver, copper, etc.) of proportional intrinsic values 
face such situations when people start hoarding 
such coins.

greenspAn put

A financial market terminology named after the 
former chairman, of the US central bank, Federal 
Reserve, to mean the helpful way he responded to 

big declines in the stock market by delivering a cut 
in interest rates.

grey mArket

The ‘unofficial’ market of the newly issued shares 
before their formal listing and trading on the stock 
exchange.

growth recession

An expression coined by economists to describe an 
economy that is growing at such a slow pace that 
more jobs are being lost than are being added. The 
lack of job creation makes it ‘feel’ as if the economy 
is in a recession, even though the economy is still 
advancing. Many economists believe that between 
2002 and 2003, the United States’ economy was 
in a growth recession. 

In fact, at several points over the past 25 years 
the US economy is said to have experienced a 
growth recession. That is, in spite of gains in real 
GDP, job growth was either non-existent or was 
being destroyed at a faster rate than new jobs were 
being added. 

heDge funDs

These are basically mutual funds (MFs) which 
invest in various securities in order to contain or 
hedge risks. They are investment vehicles that take 
big bets on a wide range of assets and specialise in 
sophisticated techniques of investment. They are 
meant to perform well in falling as well as rising 
markets!

Run by former bankers or traditional 
investment managers by setting up their own 
funds, they make a lot of money by charging high 
fees typically 2 per cent management fees besides 
20 per cent of the profits out of the investment. 
As they are unregulated in most of the economies 
(for example the USA, India, specially) and 
risky, they accept investments from wealthy and 
sophisticated investors. Hedge funds made news 
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in recent times as some of them were caught out by 
betting the wrong way on the market movements. 
Some of them also made huge losses by buying the 
complex packages of debt that contain many of 
the US mortgage loans which turned sour. 

In recent years, there have been several high-
profile hedge fund collapses. The Long -Term 
capital Management (LTCM) of the US failing in 
1998 had threatened the very stability of the US 
financial system—looking at the level in impact 
the regulators managed a bail out for it to prevent 
an imminent financial collapse. In 2006, the world 
saw the collapse of another hedge fund in the US, 
the Amaranth which lost $6.5 billion in a month 
in the natural gas market (The fund in place of a 
bail out was closed down by the regulators with 
the investors losing heavily.)

herfinDAhl inDex

This is a measure of the level of seller concentration 
in a market which takes into account the total 
number of firms and their relative share in the 
total market output. Also known as Herfindahl-
Hirschman Index.

hiDDen price rise

A quantitative or qualitative decrease in a product 
without changing the price.

hiDDen tAx

Addition of an indirect tax into the price of a good 
or service without fully informing the consumer 
as, for example, the magnitude of the excise duty 
in tobacco and alcoholic products is so high that 
the taxes are added to the products directly.

historic cost

The original cost of purchasing an asset such as 
land, machine etc., which is shown in the balance 
sheet of a firm under this title with an adjustment 
for the replacement cost of the asset.

hoArDing

An act of unproductive retention of money or 
goods.

hog cycles

The cycles of over and under production of goods. 
This takes place due to time lag in the production 
process–this happens in case of agricultural 
products specially.

impossible trinity

This is a term to show the central bank’s dilemma 
in targeting for stable exchange rate, interest rate 
and inflation while announcing the credit and 
monetary policy for the economy. As this task is 
not only challenging but also not possible, it is 
called as the ‘impossible trinity’.

inDiA’s sovereign rAting

Presently, India is rated by six international credit 
rating agencies, namely Standard and Poor’s 
(S&P), Moody’s Investor Services, FITCH, 
Dominion Bond Rating Service (DBRS), the 
Japanese Credit Rating Agency (JCRA), and 
the Rating and Investment Information Inc., 
Tokyo(R&I). Information flow to these credit 
rating agencies has been streamlined.

inDifference curve

A curve on the graph showing the alternative 
combinations of two products, each giving the 
same utility/satisfaction.

inDuceD investment

The part of investment (increase or decrease) 
which takes place due to a change in the level of 
national income.
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iifcl

The India Infrastructure Finance company Ltd 
(IIFCL), a Government of India company set up 
in 2006 to promote public sector investments and 
public-private partnerships (PPPs) in all areas of 
infrastructure except the telecommunication.

inferior proDuct

The good or service for which the income elasticity 
of demand is negative (i.e., as income rises, buyers 
go to purchase less of the product). For such 
products, a price cut results into lesser demands 
by the buyers.

inflAtion

For all types of inflation see the chapter with the 
same title.

insiDer trADing

A stock market terminology which means 
transactions of shares by the persons having access 
to confidential informations which are not yet 
public—such persons stand to gain financially 
out of this knowledge (the person might be 
an employee, director, etc. of the share issuing 
company or the merchant bank or the book 
runner to the issue, etc.). Such kind of trading in 
stocks is illegal all over the world.

insolvency 

The situation when the liabilities of an individual 
or a firm to creditors exceeds its assets—inability 
to pay the liabilities from the assets. Also known 
as bankruptcy.

inventory

The stocks of finished goods, goods under the 
production process and raw materials held by a 
firm.

invisible hAnD

A term coined by Adam Smith (in his magnum 
opus The Wealth of Nations, 1776) to denote 
the way in which the market mechanism (i.e., 
the price system) coordinates the decisions of 
buyers and sellers without any outside conscious 
involvement. For him this maximises individual 
welfare.

ipo

An IPO or initial public offering refers to the 
issue of shares to the public by the promoters of 
a company for the first time. The shares may be 
made available to the investors at face value of 
the share or with a premium as per the perceived 
market value of the share by the promoters. The 
IPO can be in the form of a fixed price portion 
or book building portion. Some companies offer 
only demat form of shares, others offer both demat 
and physical shares. 

The performance of an IPO depends on 
many factors such as the promoter’s track record, 
experience in running the business, risk factors 
listed in the offer document, nature of industry, 
government policies associated with the industry 
performance of that sector in the previous years, 
and also any available forecasts for the industry for 
the near future.

i-s scheDule

Here ‘I-S’ stands for ‘investment saving’. This 
graphic schedule displays the combinations of 
levels of national income and interest rate where 
the equilibirium condition for the real economy 
(investment = savings) holds. 

islAmic bAnking

It is banking practiced as per the Islamic principle 
as prescribed in the shariah known as Fiqh al-
Muamalat (Islamic rules on transaction). The 
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Islamic law prohibits interest on both loans and 
deposits. Interest is also called riba in Islamic 
discourse. The argument against interest is that 
money is not a good and profit should be earned 
on goods and services only not on control of 
money itself. But Islam does not deny that capital, 
as a factor of production deserves to be rewarded. 
It, however, allows the owners of capital a share in 
a surplus which is uncertain.

It operates on the principle of sharing both 
profits and risks by the borrower as well as the 
lender. As such the depositor cannot earn a 
fixed return in the form of interest as happens in 
conventional banking. But the banks are permitted 
to offer incentives such as variable prizes or bonuses 
in cash or kind on these deposits. The depositor, 
who in the conventional banking system is averse 
to risk is a provider of capital here and equally 
shares the risks of the bank which lends his funds.

Investment finance is offered by these banks 
through Musharka where a bank participates as 
a joint venture partner in a project and shares 
the profits and losses. Investment finance is 
also offered through Mudabha where the banks 
contribute the finance and the client provides 
expertise, management, and labour, and the profits 
are shared in a prearranged proportion while the 
loss is borne by the bank.

Trade finance is also offered through a 
number of ways. One way is through mare up, 
where the bank buys an item for a client and the 
client agrees to repay the bank the amount along 
with an agreed profit later on. Banks also finance 
on lines similar to leasing, hire purchase, and sell 
and buyback. Consumer lending is without any 
interest, but the bank covers expenses by levying 
a service charge. Besides, these banks offer a host 
of fee-based products like money transfer, bill 
collections, and foreign exchange trading where 
the bank’s won money is not involved.

Islamic banks have come into being since the 
early 1970s. There are nearly 30 Islamic banks 

all over the world from Africa to Europe to Asia 
and Australia and are regulated even within the 
conventional banking system. The whole banking 
system in Iran has moved over to the Islamic 
system since the early 1980s and even Pakistan is 
Islamising its banking system.

Many of the European and American Banks 
are now offering Islamic banking products not 
only in muslim countries, but also in developed 
markets such as the United Kingdom. The concept 
is also catching up in countries like Malaysia and 
Dubai.

As per the Islamic experts, with growing 
indebtedness of many governments and with bulk 
of the borrowing going to servicing of the past 
debt and payment of huge interests, it could be an 
alternative to conventional banking as practiced 
in the rest of the world. Wherever it is practiced, 
studies have shown that the rate of return is often 
comparable and sometimes even higher than the 
interest rate offered by conventional banks to 
depositors.

India has no such full-fledged bank, though few 
non-banking financial firms have been operating 
in Mumbai and Bangalore on Islamic principles. 
We find the traces of such financial operations 
by co-operatives even during pre-Independence 
era, too. In 2015-16, an Expert Panel of the RBI 
recommended in favour of such banks. The panel 
suggested that commercial banks in India may be 
enabled to open specialized interest-free windows 
with simple products like demand deposits by— 
by putting participation securities on their liability 
side and deferred payment on the asset side. The 
RBI did not take any decision regarding it till late 
May-2016.

isocost line

A line on the two-axis graph which shows the 
combination of factor inputs that can be purchased 
for the same money.
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isocost curve

A curve on the graph showing the varying 
combinations of factors of production (i.e., labour, 
capital etc.) that can be used to produce a given 
quantity of a product with a given technology.

J-curve effect

The tendency for a country’s balance of payments 
deficit to initially deteriorate following a 
devaluation of its currency before moving into 
surplus.

Jobber

An individual active on the floors of the stock 
exchanges who buys or sells stocks on his own 
account. A jobber’s profit is known as jobber’s 
spread. They are also known as Taravniwalla on 
the Bombay Stock Exchange (BSE).

Junk bonD

An informal term denoting the financial 
securities issued by a company/bidder as a means 
of borrowing to finance a takeover bid. Such 
securities generally include high-risk, high-interst 
loans, that is why the term ‘junk’ is used. It is also 
known as mezzanine debt.

kerb DeAlings

All the transactions taking place outside the stock 
exchanges.

khilJi effect

The rulers of the Delhi sultanate didn’t understand 
formal macroeconomics. But they knew one 
lesson very clearly—it was important to “signal 
the government’s intent to keep expectations 
in check”. Alauddin Khilji personally inspected 
markets and it worked—checking prices from 

rising. Such an effect on market is popular in India 
as the ‘Khilji Effect’.

India saw these time-tested lessons followed 
by the GoI in 2014–15—Central Ministers 
publicly stated that matters are under control 
with sufficient quantity of ‘onions’ and ‘potatoes’. 
The Government brought these two commodities 
under the purview of the Essential Commodities 
Act, too. This did show the ‘strong intent’ of the 
government to control prices.

Though, the routine statements claiming 
that ‘prices will rise’ often started the inflationary 
spiral (it was repeatedly done by the then Union 
Minister of Agriculture).

kleptocrAcy

A government which is corrupt and thieving—
the politicians and bureaucrats in charge 
using the powers of the state to earn personal 
benefits/profits. Russia after the disintegration is 
condsiered to be a clear-cut example when Mafia-
friendly government allotted valuable shares of the 
government companies when they were privatised.

konDrAtieff wAve

A business cycle of 50 years, named after the 
Russian economist Nikolai Kondratieff (wrote 
so in his book The Long Waves in Economic Life, 
1925).

He argued that capitalism was a stable 
system (the business cycle of 50 years implied 
it), in contrast to the Marxist view that it was 
self-destructive and unstable—he died in one of 
Stalin’s prisons.

lAf

The abbreviated form of the Liquidity Adjustment 
Facility, is part of a financial policy provided 
to the banks by the RBI in India. The facility 
commenced in June 2000 under which the banks 
operating in India are allowed to park their funds 
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with the RBI for short-term periods (i.e., less than 
one year which is usually from one day to seven 
days, in practice), known as the Reverse Reop. On 
such deposits to the RBI, the banks get an interest 
rate of 6 per cent per annum at present.

lAffer curve

A curve devised by the economist Arthur Laffer 
in 1974 which links average tax rates to total tax 
revenue. It suggests that higher tax rates initially 
increase revenue but after a point further increases 
in tax rates cause revenue to fall (for instance 
by discouraging people from working). But it is 
tough to know whether an economy is on the 
Laffer curve, as higher taxation breeds evasion of 
taxes too.

liAr loAns 

A term associated with the financial world which 
created news after the US financial system was hit 
by the subprime crisis in mid-2007.

These are the loans wherein borrowers 
fraudulently mis-state their incomes often egged 
on by the lender or broker to the bank. Such 
frauds have been detected along the entire US 
mortgage financing chain by September 2007–
websites freely advertised that for a nominal fee, 
they could produce sufficient proof of income by 
generating bank statements, pay slips, income tax 
returns, and provide references. Lenders in turn 
lied about the real terms and conditions of the 
loans to borrowers and lied about the quality of 
loans sold to investors. The whole gamut of these 
deeds make such mortgage loans the ‘liar loans’.

libor

The London Interbank Offered Rate (LIBOR) 
is the interest rate on dollar and other foreign 
currency deposits at which larger banks are 
prepared to borrow and lend these currencies in 
the Euro-currency market. The rate reflects market 

conditions for international funds and are widely 
used by the banks as a basis for determining the 
interest rates charged on the US dollar and foreign 
currency loans to the business customers.

life-cycle hypothesis

An idea which states that current consumption 
is not dependent solely on current disposable 
income of the consumers but is related to their 
anticipated lifetime income. This hypothesis has 
its high applied value in the real life economic 
management.

life insurAnce: some importAnt 
terms

enDoWment Policy 
Insurance policies where a lump sum is payable 
either at the end of the policy term or if the 
insured dies during the policy tenure, are termed 
as endowment policies.

beneficiAry 
A person or organisation legally entitled to receive 
benefits.

term life insurAnce 
In most cases, term life insurance refers to a 
product that provides death benefit protection 
for a specified period of time, say for 30 years. 
Benefits are doled out under this scheme only if 
the insured dies during the term.

Whole life insurAnce 
It is a policy that provides insurance coverage for 
the entire life of the individual for a fixed premium 
throughout his life insurance, coupled with an 
investment component. Investments could be 
made in stocks or bonds that lead to accumulation 
of cash values. The augmented cash reserves are 
returned once one decides to surrender the policy. 
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Universal life insurance was created to 
provide more flexibility than whole life insurance 
by allowing the policy owner to shift money 
between the insurance and saving components of 
the policy.

vAriAble universAl life insurAnce Policy 
A form of whole life insurance policy, this is a 
policy for those who weigh high risk threshold. 
It offers cash values that fluctuate based on the 
performance of the underlying mutual funds in 
the investment account. It is this investment of 
premiums in the equity market that carries with it 
an element of uncertainty.

Premium 
This is the amount that the policy holder pays to 
the insurance company for the benefits provided 
under an insurance policy. The frequency of 
premium payments is opted by the individual. 
Typical premium modes include monthly, 
quarterly, semi-annual, and annual.

Annuity 
An agreement sold by a life insurance company 
that provides fixed or variable payments to the 
policy holder, either immediately or at a future 
date.

grouP life insurAnce 
A life insurance policy issued to a group of people, 
usually through an employer.

lAPse 
Defaulting on premium payments leads to the 
termination of an insurance policy. A lapse notice 
is sent in writing to the policy holder when the 
policy has lapsed.

lumP sum 
It refers to the proceeds of the policy that is 
paid to the beneficiary all at once rather than 

in installments. Typically, most life insurance 
policies make lump sum payment settlements.

liquiDAtion 

A process of ‘winding up’ a joint-stock company 
as a legal entity.

liquiD Asset

The monetary asset that can be used directly as 
payment.

liquiDity

The extent to which an asset can be quickly and 
completely converted into currency and coins.

liquiDity coverAge rAtio

Liquidity coverage ratio (LCR) is a clause of Basel 
III norms (of the Basel based Bank for International 
Settlement) which aims at prudential regulation of 
the banking sector. Under it banks are supposed 
to maintain enough short-term liquidity (their 
needs of the next 30 days) so that they can survive 
acute financial stress if such situations arise in the 
economy.

liquiDity preference

A term denoting a preference among the people 
for holding money instead of investing it.

liquiDity trAp

A situation when the interest rate is so low that 
people prefer to hold money rather than invest it.

In such situations investors do not go to 
increase investment even if the interest rates on 
loans are decreased. J. M. Keynes suggested for 
increased government expenditure or reduction in 
taxes to fight such a situation.
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l-m scheDule

Here ‘L-M’ stands for ‘liquidity-money’. This is 
a schedule showing the combinations of levels 
of national income and interest rates where the 
equilibrium condition for the monetary economy, 
L = M, holds.

locAl AreA bAnk

Announced in the Union Budget 1996–97 to 
ensure a focussed savings and credit mobilisation 
by defining the clear boundary of operation, 
the local Area Bank (LAB) operates to a narrow 
geographical area of three contiguous districts. The 
private sector is also allowed entry in the segment.

locomotive priniciple

The idea that in a situation of worldwide recession 
(see the chapter Business Cycle), increase in the total 
demand in one economy stimulates economic 
activities in the other economies via foreign trade.

lorenz curve

A graph showing the degree of inequality in income 
and wealth in a given population or an economy. 
It is a rigorous way to measure income inequality. 
In this method (for example), personal incomes in 
an economy are arranged in increasing order; the 
cumulative share of total income is then plotted 
against the cumulative share of the population. 
The curve’s slope is thus proportional to per 
capita income at each point of the population 
distribution. In the case of complete equality of 
income, the lorenz curve will be a straight line 
and with greater curvature the inequality rises 
proportionally–the Gini Coefficient measures this 
inequality.

lou

Letter of Undertaking (LoU) is basically, a kind of 
guarantee/promise given by the LoU-issuing bank/
financial institution about the creditworthiness of 
a firm (corporate body). By showing the LoU the 
drawee of the LoU can borrow from the eligible 
banks/financial institution inside India or abroad. 
In case of a default in repaying the loan by the 
drawee (of the LoU) the bank/financial institution 
compensates the lending body. This term came in 
news by February, 2018 in a financial fraud with a 
public sector bank (Punjab National Bank).

lump of lAbour fAllAcy

The fallacy in economics that there is a ‘fixed 
amount of work’ to be done i.e. a lump of labour—
this may be shared in different ways to create fewer 
or more jobs in an economy. An economist, D.F. 
Schloss in 1891 called it the lump of labour fallacy 
because in reality, the amount of work to be done 
is not fixed.

mAcro AnD micro economics

In economics, two different ways of looking at the 
economy have been developed by economists i.e., 
macroeconomics and microeconomics.

Macroeconomics (‘macro’ in Greek language 
means ‘large’) looks at the behaviour of the 
economy as a whole such as the issues like inflation, 
rate of unemployment, economic growth, balance 
of trade, etc. It is the branch of economics which 
studies the economy in its total or average term.

Microeconomics (in Greek language ‘micro’ 
means ‘small’) looks on the behaviour of the units 
i.e. the individual, the households, the firms, a 
specific industry, which together make up the 
economy. 



22.32 /ndian ��onomù

mArginAl stAnDing fAcility (msf)

Operationalised on the lines of the existing 
Liquidity Adjustment Facility (LAF – Repo) in 
May 2011 under which all Scheduled Commercial 
Banks can avail overnight funds, up to one per 
cent of their Net Demand and Time Liabilities 
(NDTL) outstanding at the end of the second 
preceding fortnight. The facility is availed at an 
interest which is 100 basis points above the LAF 
repo rate, or as decided by the Reserve Bank from 
time to time.

mArginAl utility

The increase in satisfaction/utility a consumer 
derives from the use/consumption of one 
additional unit of a product in a particular time 
period–it goes on decreasing, i.e., the diminishing 
marginal utility.

mArket cApitAlisAtion

A term of security market which shows the 
market value of a company’s share—calculated by 
multiplying the current price of its share to the 
total number of shares issued by the company.

mArket mAker

An intermediary (may be an individual or a 
firm) in the secondary market who buys and sells 
securities/shares simultaneously quoting two-
way rates. For example, on the over the counter 
Stock Exchange of India (OTCEI) only ‘market 
markers’ are allowed to operate. The Discount and 
Finance House of India (SBI DFHI) is the chief 
market maker in the ‘money market’ of India.

A market maker plays a very vital role 
by providing sustainability to liquidity in the 
secondary market.

mAscs

The Multi-Application Smart Cards (MASCs) 
system to facilitate simplification of procedures 

and enhancing the efficiency of Government 
schemes has been suggested by a Planning 
Commission Working Group in the context of 
the Eleventh Five Year Plan. The Smart Card 
(i.e., MASCs) has been recognised to be useful in 
implementation of various Central government 
schemes like, PDS, Indira Awas Yojana and 
National Rural Employment Guarantee Scheme 
(NREGS).

Based on a web-enabled information system 
the Smart Cards will be based on unique ID, 
sharing ID, multi-application and access control. 
The whole system will consist of front, middle, 
and back end. The electronic card will be the 
‘front’ end of the system which will be the point 
of delivery where the smart cards will be read and 
used. The office at ‘middle’ will be responsible for 
changing and updating the card periodically (i.e., 
monthly, quarterly, annually) depending on the 
type of information and requirement and transfer 
information from the front end to the back end 
and vice versa. The office at ‘back’ end will contain 
the computerised records, guidelines, accounts 
and management information systems. The 
complete digitisation of records will be required 
by this system.

mArshAll plAn

A programme of international aid named after 
General George Marshall (a US Secretary of State) 
under which North America contributed around 
1 per cent of its GDP in total (between 1948–
52) to western Europe to rebuild the economies 
ravaged in Second World War.

menu cost 

The cost a firm bears in changing the prices of 
its product—it includes retraining the sales staff, 
reprinting of the new price list, labelling of goods, 
and informing the customers about the price 
change. Higher menu costs discourage the firms 
going for frequent price changes.
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miD-cAp funDs

Mutual funds launch sector-specific funds to 
attract investments. Similarly, they mobilise 
resources from investors with an objective of 
investing in mid-cap shares. The Fund Manager 
chooses the mid-cap shares that can become a 
part of the portfolio. His job is to outperform the 
benchmark like the CNX Midcap 200 indexes in 
terms of the returns. There are thousands of funds 
world over that focus on investing in medium or 
small-cap companies.

mfbs

In August 2007, the Reserve Bank of India 
released a Manual on Financial and Banking 
Statistics (MFBS), first of its kind, which works as 
a reference guide and provides a methodological 
framework for compilation of statistical indicators 
encompassing various sectors of the economy.

miD-cAp shAres

There is no classical definition of mid-cap shares. 
The name ‘mid-cap’ originates from the term, 
medium capitalised. It is based on the market 
capitalisation of the stock. Market capitalisation 
is calculated by multiplying the current stock 
price with the number of shares outstanding or 
issued by the company. The definition of mid-cap 
shares can vary across markets and countries. In 
case of India, the National Stock Exchange defines 
the mid-cap universe as stocks whose average 
six months market capitalisation is between Rs. 
75 crore and Rs. 750 crore. In the US, mid-
cap shares are those stocks that have a market 
capitalisation of Rs. 9,000 crore to Rs. 45,000 
crore. In India, these shares will be classified as 
large cap shares. Thus, classification of shares into 
large-caps, mid-cap and small-cap is made on the 
basis of the relative size of market in a country. 
The total market capitalisation of US markets is 

$15 trillion. In India, the market capitalisation of 
listed companies is around $600 billion.

The theory is that large-cap shares have lesser 
growth potential since the turnover and profits of 
large companies are already high in the context of 
that particular market. On the other hand, mid-
cap shares are considered an attractive avenue 
for investing because their growth rate should be 
faster. It is analogous to investing in an emerging 
market, like India, as compared to a mature 
market. However, on the flip side, mid-cap shares 
are of small companies where revenue and profits 
could be more volatile than large companies. 
At the same time, the availability of shares for 
trading in the secondary market is also limited in 
comparison to large-cap shares. 

The National Stock Exchange manages an 
index called CNX Midcap 200. The objective of 
such an index is to capture the movement in the 
mid-cap shares segment. 

merchAnt bAnking

A financial world business of providing various 
financial services other than lending such as public 
issue management, underwriting such issues, loan 
syndication management, mergers and acquisition 
related services, etc.

mezzAnine finAncing

Mezzanine financing is defined as a financial 
instrument which is a mix of ‘debt and equity’ 
finance. It is a debt capital that gives the lender 
the rights to convert to an ownership or equity 
interest in the company. It is listed as an asset 
on company’s balance sheet. As it is treated as 
equity in a company’s balance sheet, it allows the 
company to access other traditional sources of 
finance. 

In the hierarchy of creditors, mezzanine finance 
is subordinate to senior debt but ranks higher 
than equity. The return on mezzanine finance is 
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higher in relation to debt finance but lower than 
equity finance. It is also available quickly to the 
borrower with little or no collateral. The concept of 
mezzanine financing is just catching up in India. 
Mezzanine financing is used mainly for small 
and medium enterprises, infrastructure and real 
estate. ICICI Venture’s Mezzanine Fund was the 
first fund in India to focus on mezzanine finance 
opportunities. 

mibiD

The Mumbai Inter Bank Bid (MIBID) is the 
weighted average interest rate at which certain 
banks in Mumbai are ready to borrow from the 
call money market.

mibor

The Mumbai Inter Bank offer Rate (MIBOR) is 
the weighted average interest rate at which certain 
banks/institutions in Mumbai are ready to lend in 
the call money market.

miDDle clAss 
We keep hearing and reading use the term 
‘middle class’ frequently. But who are the middle 
classes? There are still no universally accepted 
criteria for defining the middle class. Simply put, 
they are neither rich nor poor. Even the income 
criterion has not been settled. According to the 
National Council of Applied Economic Research 
(NCAER), a family with an annual income 
between Rs. 3.4 lakh and Rs. 17 lakh (at the 2009-
10 price levels) falls in the middle class category. 
According to NCAER, by 2015–16, India was a 
country of 53.3 million middle class households 
or about 267 million people.

microcreDit 
Smaller credit/loan to small and needy borrowers 
who are outside the reach of commercial banks, for 
the purpose of undertaking productive activities.

misery inDex 
An index of economic misery that is sum of 
the rates of inflation and unemployment for an 
economy–higher the value greater is the misery.

monetAry neutrAlity 
The idea that changes in money supply have no 
effect on real economic variables (such as output, 
real interest rates, unemployment etc.,) if money 
supply increases by 10 per cent, for example, the 
price will increase by the same level.

A core belief of Classical Economics, the idea 
was put forth by David Hume in the 18th century. 
Today this is not considered a valid idea.

money illusion

A phrase coined by J. M. Keynes to denote the 
misleading thinking among people that they are 
getting richer as a result of inflation when in 
reality the value of money decreases.

The phrase is used by some economists to 
argue that a small amount of inflation may not 
be a bad thing and could even be beneficial as it 
may help to ‘grease the wheels’ of the economy—a 
feeling of getting richer (let it be illusory itself!).

morAl hAzArD

One among the two kinds of market failure often 
associated with the insurance sector. It means that 
the people with insurance cover may take greater 
risks than the uncovered ones as they know they 
are protected so the insurer may get more claims 
it bargained for. The other kind of market failure 
is the adverse selections also related to insurance 
business.

most fAvoureD nAtion

As per the WTO agreements, member countries 
cannot normally discriminate between their 
trading partners. If any country grants one 
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country a special favour such as a lower customs 
duty rate for one of their products the same would 
need to be extended to all other WTO members. 
This principle is known as Most Favoured Nation 
(MFN) treatment.

MFN is governs trade in goods. MFN is also 
a priority in the General Agreement on Trade in 
Services (GATS) and the Agreement on Trade-
Related Aspects of Intellectual Property Rights 
(TRIPS). However, there are some exceptions 
under WTO regime which allow mwmber 
countries to— 
 (i) Set up a ‘free trade agreemen’t that 

applies only to goods traded within the 
group (discriminating against goods from 
outside). 

 (ii) Give developing countries special access 
to their markets. 

 (iii) Raise barriers against products that are 
considered to be traded unfairly from 
specific countries. 

 (iv) To discriminate, in limited circumstances, 
in services. 

But the agreements only permit these 
exceptions under strict conditions. In general, 
MFN means that every time a country lowers a 
trade barrier or opens up a market, it has to do 
so for the same goods or services for all its trading 
partners whether developed or developing.

nArrow bAnking

Short-term lending in risk-free asset is narrow 
banking. A suggestion for such banking was given 
by the committee on Financial System (CFS) in 
1991 for the weak banks of India.

nAsh equilibrium

A concept in game theory named after John 
Nash, a mathematician and Nobel prize winning 
economist, which occurs when each player 
is pursuing their best possible strategy in the 

full knowledge of the strategies of all the other 
players—once the equilibrium is reached, none 
of the players has any incentive to change their 
strategy.

neo-clAssicAl economics

The school of economics based on the writings 
of Alfred Marshall (1842–1924) which replaced 
the classical economics by the 19th century, also 
known as the ‘marginal revolution’.

net income

This is related to a limited liability firm/company 
(i.e., Ltd.). It is derived by deducting the expenses 
of the company from its total revenue in a 
particular period (usually one year). If income tax 
and interest are not deducted, it is called ‘operating 
profit’ (or ‘loss’, as the case may be). Net income is 
also called earnings, net earnings or net profit.

net stAble funDing rAtio

Net stable funding ratio (NSFR) is one of 
the clauses of the Basel III norms (of the Basel 
based Bank for International Settlement) aimed 
at prudential regulation of the banking sector. 
Banks are supposed to maintain sufficient long-
term (upto one year) liquidity under it so that 
they could be sure of the stable source of fund in 
times of financial stress if such situations arise in 
the economy.

net worth 

Net worth for a company is its total assets minus 
total liabilities. This is an important determinant 
of the value of a company, considering it is 
composed primarily of all the money that has been 
invested since its inception, as well as the retained 
earnings for the duration of its operation. Net 
worth can be used to determine creditworthiness 
because it gives a snapshot of the company’s 
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investment history. This is also called as owner’s 
equity, shareholders’ equity, or net assets.

In case of an individual, net wroth is the value 
of a person’s assets, including cash, minus all 
liabilities – the amount by which the individual’s 
assets exceed their liabilities is considered the net 
worth of that person.

 new pension scheme

Pension reforms in India have evolved primarily in 
response to the need of reform in the Government 
pension system. This had been designed to 
make a shift from defined-benefit to defined-
contribution by putting a cap on Government’s 
liability towards civil servants’ pension. As a result 
of implementation of the New Pension System 
(NPS), all employees of the Central Government 
and Central autonomous bodies, with the 
exception of the armed forces, are now covered 
by this defined-contribution scheme with effect 
from January 1, 2004. Subsequently, all states and 
UTs State have notified and joined the NPS for 
their employees. The NPS to was opened to all 
citizens of India on May 1, 2009, on voluntary 
basis - the challenge is to spread the message of the 
NPS and old age income security to people in the 
unorganized sector across the country.

The pension fund managers manage three 
separate schemes, consisting of three asset classes, 
namely (i) equity, (ii) Government securities, and 
(iii) credit risk-bearing fixed income instruments, 
with the investment in equity subject to a cap of 
50 per cent.

ninJA

A mortgage business terminology became common 
word after the US subprime crisis of mid-2007 
which is an acronym for the borrowers with no 
income, no job or assets.

nominAl vAlue

The value of anything calculated at the current 
prices. It does not include the effect of inflation 
during the periods and gives misleading idea of 
value.

non-workers

The Census of India defines non-workers as the 
persons who did not ‘work at all’ during the 
reference period. They constitute—
 (i) Students who did not participate in 

anyeconomic activity paid or unpaid, 
 (ii) Household duties who were attending 

to daily household chores like cooking, 
cleaning utensils, looking after children, 
fetching water, etc. and are not even 
helping in the unpaid work in the family 
farm or cultivation or milching, 

 (iii) Dependants such as infants or very elderly 
people not included as worker, 

 (iv) Pensioners drawing pension post-
retirement, not engaged in any economic 
activity.

 (v) Beggars, vagrants, prostitutes and persons 
having unidentified source of income and 
with unspecified sources of subsistence 
and not engaged in any economically 
productive work.

 (vi) Others, which includes all Non-workers 
who may not come under the above 
categories such as rentiers, persons living 
on remittances, agricultural or non-
agricultural royalty, convicts in jails or 
inmates of penal, mental or charitable 
institutions doing no paid or unpaid work 
and persons who are seeking/available for 
work.

  [Also see entry ‘Worker’ ]
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norkA

Indians work abroad and remit much of their 
earnings back home. Kerala is a state where non- 
residents contribute significantly to the state’s 
resources. Keeping this important revenue channel 
in mind, the Government of Kerala launched the 
department of Non-resident Keralites’ Affairs 
(NORKA) in 1996 to redress the grievances of 
Non-Resident Keralites (NRKs). NORKA is the 
first of its kind formed by any Indian state. 

It makes efforts to solve the grievances raised in 
petitions for remedial action on threats to the lives 
and property of those who are left at home, tracing 
of missing persons abroad, compensation from 
sponsors, harassment from sponsors, cheating by 
recruiting agents, educational facilities for children 
of NRKs, introduction of more flights, assistance 
to stranded Keralites, etc.

normAl gooDs

The goods whose demand increases as income of 
the people increases. It is just opposite of inferior 
goods.

null hypothesis

An idea that is put to the test. In econometrics, 
experts start with a null hypothesis (i.e., a particular 
variable equals a particular number), then crunch 
the data to verify it in accordance with the laws of 
statistical significance. The chosen null hypothesis 
is often just opposite to what the experimenter 
believes.

Statistical significance means that the 
probability of getting the result by chance is low. 
It is most commonly used measure is that there 
must be a 95 per cent chance that the result is right 
and only 1-in-20 chance of the result occurring 
randomly.

numerAire

A monetary unit which is used as the basis for 
denominating international exchanges in a 
product and financial settlements on a common 
basis. For example, the US dollar being used as the 
numeraire of international oil trade, the Special 
Drawing Rights (SDRs) as the numeraire of the 
IMF transactions, etc.

nvs

Non voting Shares (NVS) are the equity shares 
not having right to vote at the general meetings of 
the company. But these shares get higher dividend 
than the shares having voting rights. A company 
in India may issue such shares maximum to the 25 
per cent of the total issued share capital and such 
shares cannot get more than 20 per cent higher 
dividend than the shares with voting rights.

oil bonDs

Oil bonds are special bonds issued by the GoI 
to the oil marketing public sector companies 
to cover-up their losses in marketing. In case 
of global price rise in crude oil the companies 
needed to increase prices of their products. But 
to avoid inflationary effects on the economy, the 
oil marketing companies were not allowed to do 
so—ultimately leading them to fetch huge losses. 
So that these companies are able to arrange funds 
(to fill up their losses), the government used to 
issue oil bonds. These bonds, backed by sovereign 
power, are marketable in the financial system of 
India. After the domestic prices of petrol, diesel, 
lubricants and aviation turbine fuel (ATF) have 
been linked to the international crude prices need 
of issuing such bonds have not been felt. The 
declining global crude oil prices of recent times 
have also helped the GoI to avoid such instances.
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okun’s lAw

Based on the empirical research of Arthur Okun 
(1928–80), the law describes the relationship 
between unemployment and growth rate in an 
economy. As per it, if GDP grows at 3 per cent 
p.a., the unemployment rate would not change. 
In the case of faster growth rates, every extra 
above the 3 per cent will have a decrease in the 
unemployment rate by its half (i.e., a 4 per cent 
growth rate will decrease unemployment by 0.5 
per cent–half of 1 which is the extra above 3 
per cent). Similarly, a growth rate below 3 per 
cent will have the same but opposite impact on 
unemployment (i.e., increases it).

Though the law was perfectly correct for the 
period of the US economy Okun studied, it may 
not be valid today in either US or anywhere else. 
But in general, the law is still used by experts and 
policy makers as a rule of thumb to estimate the 
relationship between growth rate and job creation.

open mArket operAtion

An instrument/tool of monetary policy under 
which sale/purchase of government Treasury Bills 
and bonds takes place as a means of controlling 
money supply.

opportunity cost

A measure of the economic cost of using scarce 
resources to produce one particular good or service 
in terms of the alternative thereby foregone, also 
known as the economic cost.

over the counter

The financial papers/securities which can be 
bought or sold through a private dealer or bank 
rather than on a financial exchange. The term has 
its use in the non-financial world too–purchasing 
medicines from a medical store without the 

doctor’s prescription is an over-the-counter deal 
in drugs.

pArAllel importing

A type of arbitrage where an independent importer 
buys product of a particular supplier at low price 
in one country and resells it in direct competition 
with the supplier’s distributors in another country 
where prices are higher.

It promotes free trade and competition by 
breaking down barriers to international trade and 
undermines price discrimination between markets 
covered by the suppliers.

pAreto principle

The maximisation of the economic welfare of the 
community. Named after the Italian economist 
Vilfredo Pareto (1843–1923), this points to a 
situation in which nobody can be made better off 
without making somebody else worse off.

By an efficient use of resources an economy 
is able to do so i.e., without making somebody 
else worse off, somebody might be made better 
off. In reality, change often produces losers as well 
as winners. Pareto optimality does not help judge 
whether this sort of change is economically good 
or bad.

pArkinson’s lAw

A proposition by C. Northcote Parkinson which 
suggests that work expands according to the time 
available in which it is done.

penny stocks

Very low-priced shares of small companies which 
have low market capitalisation. The term made 
news in mid-2006 when some of the ‘penny 
stocks’ did show a high rise in their trading prices 
in India at the BSE as well as the NSE.
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phillips curve

A graphic curve depicting an empirical 
observation of the relationship between the level 
of unemployment and the rate of change of 
money wages and, by inference, the rate of change 
of prices.

It was in 1958 that an economist from New 
Zealand, A. W. H. Phillips (1914–75) proposed 
that there was a trade-off between inflation and 
unemployment–the lower the unemployment 
rate, the higher the inflation rate–governments 
simply need to choose the right balance between 
the two evils.

piggybAck loAn

A term associated with mortgage business got 
popular in the wake of the US subprime crisis 
mid-2007. Piggyback loan is a second mortgage 
enabling a borrower to buy a house with little or 
no equity.

pigou effect

Named after Arthur Cecil Pigou (1877–1959), 
a sort of wealth effect resulting from deflation/
disinflation (i.e., price fall) – a fall in price level 
increases the real value of people’s money, making 
them wealthier inducing increased spending by 
them; higher demand creation leads to higher 
employment.

preference shAres

The shares which bear a stated dividend and carry a 
priority over equity shares (in matters of dividend 
and assets) are also known as hybrid securities 
(since they have the qualities of equity shares as 
well as bond). Such shares in India cannot have a 
life over 10 years.

price-eArning rAtio

A concept used in the share market to equate 
various stocks–is a ratio found/calculated by 
dividing market price of a share by the earning 
per share.

primAry AnD seconDAry mArket

Primary market refers to buying of shares in an 
initial public offering. The shares are bought 
by applying through a share application form. 
Secondary market refers to transactions where 
one investor buys shares from another investor at 
the prevailing market price or at an agreed price. 
The shares are bought and sold in the secondary 
market on the stock exchanges. The investors may 
buy and sell securities on the stock exchanges 
through stock brokers.

primAry DeAler

Primary dealer (PD) is an intermediary 
participating in the primary auctions of the 
government securities (i.e., G-See or the Gilt-
edge securities or the Gilt) and the Treasury Bills 
(TBs); through a PD these instruments reach the 
secondary market. 

Primary dealers are allowed participation in 
the call money market and notice money market. 
They get liquidity support from RBI via repos or 
refinance (against the G-Secs.).

prisoner’s DilemmA

A popular example in game theory which concludes 
why co-operation is difficult to achieve even if it 
is mutually beneficial, ultimately making things 
worse for the parties involved. It is shown giving 
an example of two prisoners arrested for the same 
offence held in different cells. Each prisoner has 
two options, i.e., confess, or say nothing. In this 
situation there are three possible outcomes:
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 (i) One could confess and agree to testify 
against the other as a state witness, 
receiving a light sentence while his fellow 
prisoner receives a heavy sentence.

 (ii) They can both say nothing and may turn 
out to be lucky getting light sentences or 
even be let off due to lack of firm evidence.

 (iii) They may both confess and get lighter 
individual sentences than one would 
have received had he said nothing and the 
other had testified against him.

The second outcome looks the best for both 
the prisoners. However, the risk that the other 
might confess and turn state witness is likely to 
encourage both to confess, landing both with 
sentences that they might have avoided had they 
been able to co-operate by remaining silent.

In reality, firms behave like these prisoners, 
not setting prices as high as they could do if they 
only trusted the other firms not to undercut them. 
Ultimately, the firms are worse off i.e. all firms 
suffer.

populAtion trAp

A situation of population growth rate greater 
than the achievable economic growth rate. This 
makes it difficult to alleviate poverty;–government 
is suggested to implement population control 
measures.

poverty trAp

A situation where an unemployed getting 
unemployment allowance is not encouraged to 
seek work/employment because his/her after-tax 
earnings as employed is less than the benefits as 
unemployed, also known as the unemployment 
trap.

preDAtory pricing

The pricing policy of a firm with the express purpose 
of harming rivals or exploiting the consumer. By 

price-cutting, firstly the rivals are ousted from the 
market and later the consumers are exploited as 
monopolistic suppliers by the firm.

ppp

Purchasing power parity (PPP) is a method of 
calculating the correct/real value of a currency 
which may be different from the market exchange 
rate of the currency. Using this method economies 
may be studied comparatively in a common 
currency. This is a very popular method handy 
for the IMF and WB (introduced by them in 
1990) in studying the living standards of people 
in different economies. The PPP gives a different 
exchange rate for a currency which may be made 
the basis for measuring the national income of 
the economies. It is on this basis that the value of 
gross national product (GNP) of India becomes 
the fourth largest in the world (after the US, 
Japan, and China) though on the basis of market 
exchange rate of rupee, it stands at the thirteenth 
rank.

The concept of the PPP was developed by the 
great European conservative economist, Gustav 
Cassel (1866–1944), belonging to Sweden. This 
concept works on the assumption that markets 
work on the law of one price, i.e., identical goods 
and services (in quantity as well as quality) must 
have the same price in different markets when 
measured in a common currency. If this is not the 
case it means that the purchasing power of the two 
currencies is different.

Let us look at an example. Suppose that sugar is 
selling $1 in US and Rs. 20 in India a kilo then the 
PPP-based exchange rate of rupee will be $1 = Rs. 
20. This is the way how The Economist of London 
has prepared its ‘Big Mac Index’ (comparing the 
Mc Donald’s Big Mac burger prices in different 
economies).

In theory, the value of currencies in terms of 
their market exchange rate should converge with 
their value in terms of the PPP in the long run. 
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But that might not happen due to many factors 
like the fluctuations in inflation; level of money 
supply; follow-up to the exchange rate regimes 
(fixed, floating, etc.), and other.

For the calculation of the PPP, a comparable 
basket of goods and services is selected (a very 
difficult task) of the identical qualities and 
quantities. The other difficulty in computing PPP 
arises out of the flaw in the ‘one price theory’ i.e., 
due to transportation cost, local taxes, level of 
production, etc. The prices of goods and services 
cannot be the same in different markets (This is 
correct in theory only, not possible in practice.)

purchAse tAx

A tax collected by states in India on goods. This 
is imposed on the purchases done by traders/
manufacturers—basically collected by the seller 
and given to the concerned states). This is deducted 
once the traders/manufacturers pay value added 
tax (VAT) to the states—as VAT is paid on the 
differential value of the traded/manufactured 
goods. This tax is among the 8 taxes to be merged 
into the upcoming indirect tax, the GST.

qip

Qualified Institutional Placement (QIP) is a 
policy associated with the Indian stock market 
for raising capital by issuing equity shares. The 
companies listed on the BSE and the NSE are 
allowed (since May 2006) to raise capital by 
issuing equity shares, or any securities other 
than warrants, which are convertible into or 
exchangeable with equity shares. The attractive 
part of the new QIP is that the issuing company 
does not have to undergo elaborate procedural 
requirements to raise this capital. These securities 
have to be issued to Qualified Institutional Buyers 
on a discretionary basis, with just a 10 per cent 
reservation for mutual funds.

q theory

As investment theory for firms proposed by the 
Nobel prize winning (1981) economist James 
Tobin (1918–2002). He theorised that firms 
would continue to invest as long as the value of 
their shares exceeded the replacement cost of their 
assets–the ratio of the market value of a firm to the 
net replacement cost of the firm’s assets is known 
as ‘Tobin Q’. If Q is greater than 1, then it should 
expand the firm by investment as the profit it 
should expect to make from its assets (reflected by 
share price) exceeds the cost of the assets.

If Q is less than 1, the firm would be better 
off by selling its assets which are worth more than 
shareholders currently expect the firm to earn in 
profit by retaining them.

rAnDom wAlk 

When it is impossible to predict the next step. 
As per the Efficient Market Theory the prices of 
financial assets (such as shares) follow a random 
walk–there is no way of knowing the next change 
in the price. The reason this theory provides is 
that in an efficient market, all the information 
that would allow an investor to predict the next 
price move is already reflected in the current price. 
Such belief has led some economists to conclude 
that investors cannot outperform the market 
consistently.

As opposed to this, some economists argue 
that asset prices are predictable and that markets 
are not efficient–they follow a non-random walk 
perspective.

reDlining

The act of not lending to people in certain poor or 
troubled neighbourhoods shown on the map with 
a ‘red line’. Even if their credit-worthiness has 
been judged on the basis of other criteria, they are 
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not considered as borrowers by the banks, simply 
because they live in that area.

rent

It has two different meanings in economics:
 (i) The first is layman i.e. the income accruing 

from hiring land or other durable goods.
 (ii) The second (also known as economic 

rent) is a measure of market power i.e. 
the difference between what a factor of 
production is paid and how much it 
would need to be paid to remain in its 
current use. 

For example, a cricket player may be paid Rs. 
40,000 a week to play for his team when he would 
be willing to turn out for only Rs. 10,000, so his 
economic rent will be Rs. 30,000 a week.

rent-seeking 

Spending time and money not on the production 
of real goods and services, but rather on trying to 
get the government to change the rules so as to 
make one’s business more profitable.

It is like cutting a bigger slice of the cake rather 
than making the cake bigger trying to make more 
money without producing more for customers. 
The term was coined by the economist Gordon 
Tullock.

rent-seeking behAviour

The behaviour which improves the welfare of 
someone at the expense of someone else. A 
protection racket is the most extreme example of 
it, in which one group (i.e., the protected one) 
betters itself without creating welfare-enhancing 
output at all.

replAcement cost

The cost of replacing an asset (such as machinery, 
etc.). Opposite to historic cost (i.e., the original cost 

of acquiring an asset), replacement cost adjusts the 
effects of inflation.

resiDuAl risk

What is left after one takes out all the other shared 
risk exposures to an asset, also known as alpha (a).

When one buys an asset one is exposed to 
a number of risks, many of them not unique to 
the asset but reflect broader possibilities (such 
as the future behaviour of stock market, interest 
rate, inflation or even government policies, 
etc.). Exposure to this risk can be reduced by 
diversification.

retAil bAnking

A way of doing banking business where the 
banks emphasise the individual-based lending 
rather than corporate lending–also known as 
high street banking. Such banking focusses on 
consumer loans, personal loans, hire-purchase, 
etc., considered more cumbersome and risky.

retrocession 

The term has got three different meanings in which 
it is used—
 (i)  The purchase of ‘reinsurance’ by a 

‘reinsurance company’ (as in the case of 
India, the GIC going for ‘reinsurance’ 
on the ‘reinsurance’ it has provided to 
other ‘insurance companies’ operating 
in India). This limits the risk that a 
reinsurance company may face, since it 
has purchased insurance against an ‘event’ 
that might affect a company that it had 
underwritten (reinsured). If a reinsurance 
company continues to purchase insurance 
it might ‘unknowingly’ buy back its own 
risk, which is known as ‘spiraling’.

 (ii)  The ‘voluntary’ act of returning ceded 
property by one to another which may 
be a result of ‘request’ to have property 



22.43��onomi� �on�epts and derminolo¦ies

returned. But, by definition, it is not the 
result of a ‘forced’ transaction. Returning 
of Hong Kong to China by the UK in 
1997 is the best such example of the 
recent times.

 (iii)  The act of ‘differentiating’ and 
‘diversifying’ assets by consolidating and 
then dividing them amongst a number 
of stakeholders – by doing so the risk 
involved is ‘retroceded’ (i.e., cut down 
or minimised). This is, usually, done by 
the ‘hedge funds’ in their day-to-day 
portfolio management.

reverse tAkeover

The term is used to mean two different kinds of 
takeovers:
 (i) Takeover of a public company by a 

private one, and
 (ii) Takeover of a bigger company by a 

smaller one.

resiDuAl unemployment

Unemployment of those who remained 
unemployed even in the times of full employment 
(as for example employing a severely handicapped 
person may far outweigh the productivity obtained 
from him).

reverse mortgAge

A scheme for senior citizens in India announced 
in the Union Budget 2007–08. Under this 
scheme, the senior citizens go to mortgage their 
house owned by them in reverse to a bank and 
the bank pays them the agreed money either in 
installments or lumpsum. Guidelines for reverse 
mortgage announced by the National Housing 
Bank (NHB) in May 2007 has a provision of 
maximum period of 15 years for such mortgage. 
Once the period of mortgage is complete either 
the house should be vacated or the bank will sell 

the house at the market price and the loan of the 
bank will be settled. If the value of the house is 
more than the loan, the difference is paid to the 
senior citizens or their heirs. If the heir wants to 
possess the house, he/she needs to pay the loan.

reverse yielD gAp

An excess of returns on gilt-edged (government) 
securities above those on equities. This occurs 
during periods of high inflation because equities 
provide capital gains to compensate inflation 
while the gilt-edged securities do not.

reveAleD preference

The notion that what one wants is revealed by 
what one does, not by what one says–actions 
speak louder than words.

ricArDiAn equivAlence

An idea which (generated too much controversies) 
originally suggested by David Ricardo (1772–
1823) and more recently by Barro, that government 
deficits do not affect the overall level of demand in 
an economy.

This is because tax-payers know that any 
deficit has to be paid later, and so they increase 
their savings in anticipation of a higher tax bill in 
future; thus government attempts to stimulate an 
economy by increasing public spending or cutting 
taxes, will be rendered impotent by private sector 
reaction.

The equivalence can be seen as part of a thread 
of economic thinking which holds that only 
decisions about real variables (e.g., consumption 
and production) matter, and that decisions about 
financing will, in a perfectly functioning market, 
never have an effect.

risk seeking

An act whereby investors prefer an investment 
with an uncertain outcome to one with the same 
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expected returns and certainty that it will deliver 
them – the act which cannot get enough risk.

rule of thumb

A rough-and-ready decision-making aid that 
provides an acceptably accurate approximate 
solution to a problem. Where refined decision-
making processes are expensive (in terms of 
information gathering and processing them), such 
a method looks justified.

rounDing error

The error which comes up due to rounding off the 
figures in decimals, for example, considering 3.6 
as 4 and 3.4 as 3. Such rounding off the data is 
never going to be mathematically correct.

sAlAry

The payment made to employees of an 
organisation, firm, etc., for the use of labour as a 
factor of production. It differs from wage in the 
following two ways:
 (i) It is not paid on hourly basis (or for the 

actual number of hours worked by the 
employee) as wages are paid, and

 (ii) It is usually paid on monthly basis whereas 
wages are paid on daily or weekly basis.

sAtisfying theory

A theory which suggests that firms do not want 
only ‘satisfactory’ profits but maximum profits 
as well as other objectives such as sales increase, 
size increase, etc. might be having equal or greater 
importance than profits.

sAy’s lAw

Named after the French economist Jean Baptise 
say (1767–1832), the law proposes that aggregate 
supply creates its own aggregate demand.

The logic of the law goes like this–the very act 
of production generates an income (in the form 
of wages, salaries, profits, etc.) exactly equal to the 
output which if spent is just sufficient to purchase 
the whole output produced. Ultimately, it gives 
an important clue, i.e., in order to reach full-
employment level all that is needed is to increase 
the aggregate supply.

The key assumption behind the law is that 
the economic system is ‘supply-led’ and that all 
income is spent. But in practice, some income 
‘leaks’ into saving, taxation, etc., and there is no 
auto-guarantee that all income is ‘injected’ back 
as spending. This is why others suggest for a 
‘demand-led’ idea of the economic system under 
which demand creation is attended vigorously.

seconD-best theory

The idea was put forward by Richard Lipsey 
and Kelvin Lancaster (1924–99) in 1956 which 
suggests a way out of the situation when all the 
assumptions of an economic model are not met. 
As per the theory, the second-best situation is 
meeting as many of the assumptions as possible 
(but it might not give the optimum or the desired 
results).

securities trAnsAction tAx

[See Chapter 17, Tax Structure in India]

seignorAge

A method of generating resource by a government 
through printing of fresh notes/currency 
notes. Money printing at higher rate to pay the 
government expenditures leads to inflation that 
enables the government to secure extra resources 
though that is called ‘inflation tax’ also.
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sequestrAtion

The process under which a third party (the 
sequestrator) holds a part of the disputed assets till 
the dispute is settled.

shADow bAnking

When financial intitutions create credit (forward 
loan) like a bank but are not under the banking 
regualtory framework of the country, they are 
supposed to be involved in shadow banking. 
Hedge funds are one such example. It also includes 
unregulated activities of regulated entities. 
Credit default swaps (CDS) are the examples of 
it—regulated entities (like banks) provide loan 
protection in it to other lenders against default 
risks by the borrowers.

As such institutions do not accept traditional 
bank deposits they easily escape the regulatory 
design of a country. Such acts are financially risky 
to the economy, as in it ‘capital requirements’ (of 
CRR, SLR, etc.) are bypassed by the institutions. 
This is why in cases of default there remains no 
standby capital/asset to counter it. After the ‘sub-
prime’ crisis in USA (2007-08), shadow banking 
came under increasing scrutiny and regulation 
across the world.

shArpe rAtio

The idea of William Forsyth Sharpe (Nobel 
Economist) which checks whether the rewards 
from an investment justify the risk. For this 
Sharpe uses past data of rewards and calculates 
it using standard deviation. This is why the ratio 
says nothing about the future performance of the 
investment.

short selling

Selling shares without possessing them. After 
the prices fell to a certain extent the short-seller 
covers his position by cheaper shares booking the 

difference in price as profits. It is also known as 
bear operation. Short-sellers, however, could get 
caught on the wrong foot if the market reverses 
the downtrend.

shutDown price

That lower level of the prices for the product of a 
firm at which the firm decides to close (shut) down 
– as it has become impossible to recover even the 
short-run variable cost at the price. Many such 
instances we get in the Euro-American economies 
during the period of the Great Depression (1929).

skimming price

A pricing method of charging high profits—
adopted by a firm when consumers are not price- 
sensitive and demand is price-inelastic.

smurfing

Smurfing (also called structuring) is a method 
in which small sizes of money is kept in several 
number of bank accounts to hide the real identity 
of the real owner. This has been a very commonly 
used method of money-laundering. During 
the reform period, as more prudential norms of 
banking regulation evolved, such acts declined 
in India. ‘Smurfer’ (or ‘money mule’) is a person 
who does this.

sociAl costs

The costs borne by the society at large resulting 
from the economic activities by the firms–
pollution being a prominent example.

solvency mArgin

The term made news in the 1970s concerning a 
life insurance company. The only requirement, 
till then, by a life insurance company was that the 
value of its assets should not be less than the value 
of its liabilities. The regulators in many countries 
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felt that the value of assets should exceed the value 
of liabilities by a certain margin. This margin 
which came to be known as ‘solvency margin’ 
became a useful device to force shareholder of a 
life insurance company either to keep in reserve 
a certain portion of the profit or to bring in 
additional capital if there is not sufficient profit 
to meet unforeseen contigencies. The European 
Union developed an empirical formula taking 
recourse to the past experience to determine the 
quantum of margin required. The IRDA has 
stipulated that the excess of assets (including 
capital) over liabilities should not be less than 150 
per cent of the solvency margin arrived at by the 
EU formula.

sovereign risk

The risk of a government defaulting on its debt or 
a loan guaranteed by it (all international loans by 
the private companies are basically guaranteed by 
the government of an economy).

spot price

The price quoted for anything in a transaction 
where the payment and delivery is to be done now.

spreAD

A frequently used term of financial market which 
is the difference between two items, for example, 
the spread (i.e., the difference) an underwriter 
pays for an issue of bonds from a company and 
the price it charges from the public. Similarly, the 
returns on two different bonds if they are different; 
the difference is known as the spread.

stAnDArD DeviAtion

It is a statistical technique to measure how far 
a variable moves over time away from its mean 
(average) value.

stAnDing Deposit fAcility scheme

The Standing Deposit Facility Scheme (SDFS) is 
a new monetary tool given to the RBI (announced 
by the Union Budget 2018-19). Such a facility 
was proposed by the RBI in November 2015 
itself. Such a tool was needed at the disposal of the 
RBI which it can use when the economy is flush 
with excess fund. This will allow ‘uncollateralized 
deposit’ of the liquidity in the economy if such a 
need arises.

Need of such a tool was felt last time when the 
Government demonetised the high value currency 
notes of Rs. 500 and Rs. 2000 denominations in 
November 2016. As people were depositing the 
demonetised currencies in their bank accounts 
the banking industry was flush with excessive 
fund (temporarily). To handle the situation 
RBI increased banks CRR (Cash Reserve Ratio) 
temporarily to syphon out the excess liquidity 
with the banks.

steAlth tAx

A popular name given to an obscure tax increase as 
for example stamp duty, property tax etc. Which 
get implemented months later by the time they 
usually fade out from the public memory.

stochAstic process

It is a process that shows random behaviour. As 
for example, Brownian motion which is often used 
to describe changes in share prices by the experts 
in an efficient market (random walk), is such a 
process.

sub-prime crisis

The word ‘sub-prime’ refers to borrowers who 
do not have sound track record of repayment of 
loans (it means such borrowers are not ‘prime’ thus 
they could be called as ‘less than prime’ i.e. ‘sub-
prime’). The ‘sub-prime crisis’ which has been 
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echoing time and again recently has its origin in 
the United States housing market by Late 2007—
being considered as the major financial crisis of 
the new millenium.

Basically, the period 2000-07 had seen a 
gradual softening of international interest rates, 
relatively easier liquidity conditions across the 
world motivating the investor (i.e., banks, financial 
institutions, etc.) to expand their presence in the 
sub-prime market, too. The risks inherent in sub-
prime loans were sliced into different components 
and packed into a host of securities, referred to 
as asset-backed securities and collaterised debt 
obligations (CDOs). Credit rating agencies have 
assigned risk ranks (e.g., AAA, BBB, etc.) to 
them to facilitate their marketability. Because 
of the complex nature of these new products, 
intermediaries (such as hedge funds, pension funds, 
banks, etc.) who held them in their portfolio or 
through special purpose vehicle (SPVs), were not 
fully aware of the risks involved. When interest 
rates rose leading to defaults in the housing 
sector, the value of the underlying loans declined 
along with the price of these products. As a result 
institutions were saddled with illiquid and value-
eroded instruments, leading to liquidity crunch. 
This crisis of the capital market subsequently 
spread to money market as well.

The policy response in the US and the Euro 
area has been to address the issue of enhancing 
liquidity as well as to restore the faith in the 
financial system. The sub-prime crisis has also 
impacted the emerging economies, depending on 
their exposure to the sub-prime and related assets.

India remained relatively insulated from this 
crisis. The banks and financial institutions in India 
do not have marked exposure to the sub-prime 
and related assets in matured markets. Further, 
India’s gradual approach to the financial sector 
reforms process, with the building of appropriate 
safeguards to ensure stability, has played a positive 
role in keeping India immune from such shocks.

subsiDy biDDing

It is competitive bidding for subsidies, where 
companies bid against one another to serve an 
area at the lowest price—the lure is the subsidy 
and other benefits. This system is a way of 
administrating subsidies without leaving any room 
for some competitors or technologies gaining an 
edge over others. But competitive bidding has 
anticompetitive effects, since it gives a special 
advantage to one company. Regulators should 
adopt a consumer choice system, under which any 
subsidy for each high cost customer it served. If 
the customer moved to a competing carrier, the 
subsidy would move, too.

substitution effect

The replacement of one product for another 
resulting from a change in their relative prices.

sunk costs

The costs in commercial activities that have been 
incurred and cannot be reversed. The cost on 
advertisement, research and development, etc. 
are examples of such costs. Sunk costs are a big 
deterrant to new entrants in the commercial world 
as after the venture has failed these costs cannot be 
recovered—there is no two-way process here.

swAp

The act of exchanging one by another. It could be 
of many economic items:

currency sWAP 
The simultanous buying and selling of foreign 
currencies could be spot or forward/future currency 
swaps. This is used by MNCs to minimise the risk 
of losses arising from exchange rate changes.
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Debt sWAP 
Exchanging one debt by another for a fresh term 
of repayment schedule at the same or usually 
lower interest rates.

interest rAte sWAP 
Exchanging one debt of a particular interest rate 
for another at lower interest rate. 

ProDuct sWAP 
Exchanging one product for the other as wheat for 
milk (similar to barter).

swift

The Society for Worldwide Inter-bank 
Telecommunication (SWIFT) is a messaging 
network which connects banks and financial 
institutions across the world. International 
transactions of the banks and institutions are 
ultimately based on this network. The network 
was in news in India after the LoU (Letter of 
Undertaking) related banking fraud occurred 
with the Punjab National Bank by February 
2018. Meanwhile, the RBI has enforced (February 
2018) a new guideline under which all banks and 
financial institutions of India need to link their 
core banking system to the SWIFT to protect 
themselves from occurrence of any future financial 
fraud.

swfs

Sovereign wealth funds (SWFs) are the foreign 
currency funds held by the governments of the 
world, specially in Asia and West Asia. After the 
process of globalisation, freer capital movements 
to the developing economies had brought enough 
foreign currencies to some economies. Earlier, such 
funds used to originate in Singapore and Norway 
but now we see china, Russia, and the Middle East 
emerging as the new SWFs economies.

Such funds, estimated to be sitting on a total 
of $25 trillion, are eagerly looking to diversify into 
higher yielding riskier assets. Any fast growing 
economy with open and liberal attitudes to foreign 
investments with opportunities for investment 
may face up the inflow of such funds. India is one 
fit candidate today. 

Such funds need to be studied and alllowed 
entry cautiously as they bring in non-market and 
extraneous factors with them too, having potential 
diplomatic, strategic and sovereign dangers to the 
host economies. In November 2007, the National 
Security Advisor of India voiced apprehension 
about such funds.

swiss formulA

Tariff cut formulae are either linear or non-
linear. A Swiss formula is a non-linear formula. 
In a linear formula, tariffs are reduced by the same 
percentage irrespective of how high the initial 
tariff is. As opposed to a linear formula, in a non-
linear formula, tariff cuts are directly or inversely 
proportional to the initial tariff rate.

In the Swiss formula, tariff cuts are 
proportionally higher for tariffs which are initially 
higher. For instance, a country which has an 
initial tariff of 30 per cent on a product will have 
to undertake proportionally higher cuts than a 
country which has an initial tariff of 20 per cent 
on the same product.

In the on-going multilateral trade negotiations 
at the World Trade Organisation (WTO), it has 
been decided by all participating countries to use 
the Swiss formula for reducing import tariffs on 
industrial goods. After a long-standing debate 
on the number of reduction coefficients to be 
used in the formula, a unanimous decision was 
recently taken that there would be two sets of 
coefficients—one for the developed countries and 
another for developing countries. A decision on 
the value of the coefficient is yet to be taken.
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India’s average tariffs are much higher than 
those existing in the developed countries. If a linear 
formula for tariff reduction was used, then its 
reduction burden would have been proportional 
to that of developed countries. However, using 
a Swiss formula could lead India to taking on a 
greater reduction commitment than its developed 
counterparts with lower initial tariffs.

systemic risk

The risk of damage to the health of the whole 
financial system. In modern financial world, the 
collapse of one bank could bring down the whole 
financial system.

tAkeover

The process of one firm acquiring the other, also 
known as acquisition. As opposed to the merger 
which is an outcome of ‘mutual agreement’, 
takeovers are ‘hostile’ moves.

Takeovers may be classified into three broad 
categories:
 (i) Horizontal takeovers involve firms which 

are direct competitors in the same market;
 (ii) Vertical takeovers involve the firms having 

supplier-customer relationship; and 
 (iii) Conglomerate takeovers involve the firms 

operating in unrelated markets but intend 
diversification.

tAkeover biD

An attempt of acquiring the majority share in a 
firm by another firm. There are various terms to 
show the ‘tactics’ applied in such bids either by the 
bidder or the bidded firms:

blAck knight 
The launch of an unwelcome takeover bid (as the 
Mittal’s for the Arcelor in recent past).

golDen PArAchute 
A generous severance term written into the 
employment contracts of the directors (of a firm) 
which makes it expensive to sack them if the firm 
is taken over.

green mAil 
A situation of takeover bid when the bought-
up shares by a potential bidder is actually being 
bought by the directors of the firm itself.

leverAgeD biD 
A takeover bid being financed primarily by the 
loan.

PAc-mAn Defence 
A situation when the firm being bidded for 
takeover, bids for the bidder firm itself–also 
known as reverse takeover bid.

Poison Pill 
A tactic used by the firm being bidded of merging 
with some other firm in order to make itself 
less attractive (financially or structurally) to the 
potential bidder.

PorcuPine 
Any agreements between the firm being bidded 
and its suppliers, creditors, etc., which are so 
complex that after the takeover the bidder firm 
feels diffculties integrating it.

shArk rePellAnts 
The measures specially designed to discourage 
takeover bidders (e.g., altering the firm’s articles 
of association to increase the proportion of 
shareholder votes needed to approve the bid above 
the usual 50 per cent level, etc.).

White knight 
The intervention of a third firm in a takeover bid 
which either merges with or takes over the victim 
firm to rescue it from the unwelcome bidder.
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tAx inversion

This is a situation of tax structure. This takes place 
when a firm bases its headquarters in a low tax 
country while keeps its material operations in 
the high tax countries (generally their country 
of origin). This way, firms cut their tax payment 
liabilities. This is legal and is a method of tax 
avoidance. Multinational corporations (MNCs) 
keep doing this—several MNCs of the US-origin 
shifted their headquarters to the UK, during 1970s 
and 1980s. The countries in the world which have 
very low tax regime for corporations have emerged 
as a very attractive loactions for the headquarters 
of big corporations. Bermuda, Virgin Islands, etc. 
are such countries (popularly known as the ‘tax 
havens’).

tAylor rule

A rule/concept aimed establishing a relationship 
between the rate of inflation in an economy and in 
its aftermath the nominal interest rate announced 
by the Central Bank of the country. Proposed by 
J.B. Taylor (1948) this rule suggests that when 
there is an one percent increase in the inflation 
rate, the central Bank increases nominal interest 
rate by more than one per cent. Though such a 
relationship between inflation rate and nominal 
interest rate of the Central Bank is difficult to 
establish, the concept has an academic importance.

technologicAl unemployment

Unemployment which results from the automation 
of the production activities (i.e., machines replacing 
men).

thirD-pArty insurAnce

Motor third-party insurance or third-party 
insurance is a statutory requirement under the 
Motor vehicle Act in India–also known as ‘act only’ 
cover. A person purchasing a motor vehicle has to 
go for this compulsory insurance which benefits 

the third person (i.e. neither the vehicle owner nor 
the insurance company)–the person who becomes 
victim of an accident by the vehicle.

Till December 31, 2005, the premium for 
the insurance was fixed by the Tariff Advisory 
Committee (an arm of the IRDA) but since then 
it has been done away with. However, IRDA still 
continues to fix the premium for the mandatory 
third-party insurance, though the insurance 
companies have the freedom to decide on prices 
for comprehensive cover.

The amount of compensation is largely 
decided by the earning capacity of the accident 
victim.

thirD wAy

An economic philosophy (better say rhetoric) 
which propagates it is neither capitalism nor 
socialism but a third (pragmatic) way.

The idea was popularised in the late 20th 
century by some political leaders having leftist 
leanings, including bill clinton and Tony Blair. 
Though it has been hard to pin down it was earlier 
used to describe the economic model of Sweden.

tight money

When money has become difficult to mobilise, the 
term is used to show the ‘dear money’ when the 
rates of interest run comparatively on the higher 
side.

till money

The notes and coins the commercial banks keep 
to meet everyday cash requirements of their 
customers (this is counted as part of their CRR).

tobin tAx

A prosposal of imposing small tax on all foreign 
exchange transactions with the obejctive to 
discourage destabilising speculation and volatility 
in the foreign exchange markets.
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Proposed by the Nobel prize-winning 
economist James Tobin (1918–2002), the tax has 
never been implemented anywhere in the world 
so far.

totAl proDuct

The main/core product supported by many 
peripheral products/services, as for example a car, 
coming with loan facility, warranties, insurance, 
and after sale service, etc.

trADe creAtion

The increase in international trade that results 
from the elimination or reduction of trade barriers 
(such as quota, customs, etc.).

trAgeDy of the commons

Refers to the dangers of over-exploitation of 
resources due to lack of property rights over them 
(‘commons’ are the resources neither owned 
privately nor by the state but are open for free use 
by all). A rationing or imposing of levy on such 
resources as a check.

The concept was proposed by a 19th century 
amateur mathematician william Forster Lloyd.

trAnsfer pAyments

The expenditure by the government for which 
it receives no goods or services. For example, 
the expenditures on tax collection, social sector, 
unemployment allowance, etc.

As such expenditures are not done against 
any products they are not counted in the national 
income of the economy.

trAnsfer eArnings 

The return that an asset must earn to prevent 
its transfer to the next best alternative use. Any 

earning above the transfer earnings is known as its 
‘economic rent’.

trAnsfer price

A term of international economics via which an 
MNC charges lesser prices for its exportables to its 
arm in another economy where tax rates are high, 
for increasing income. The East India Company 
did it heavily in pre-independent India.

ulips & mfs

Unit Linked Insurance Policies (ULIPs) offer 
insurance plus investment objectives to those 
who want a higher amount of insurance cover at 
a marginally higher cost. However, unlike mutual 
funds, which may be a short-term investment play, 
ULIPs meet long-term investment objectives. 
Essentially, ULIPs must be treated as long-term 
(15-plus years) investment vehicles. 

Returns are varied across the risk class. One 
can categorise risks into three classes for both 
MF and ULIP schemes—high, medium, and low 
risks. High-risk policies have a higher exposure 
to equities and low-risk policies might have low 
or no exposure to equities. For MFs, high-risk 
comparable products are diversified equity funds, 
medium-risks are balanced funds, and low risks 
are debt instruments. 

unDerwriting

The process of acceptance by a financial institution 
of the financial risks of a transaction for a fee. For 
example, merchant banks underwrite new share 
issues, guaranteeing to buy up the shares not sold 
in a public offer (i.e., in the situations of under-
subscription).

unsecureD loAn

The loan which is forwarded by bank only against 
the creditworthiness of borrower is known as 
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‘unsecured’ loan. Such loans are also known 
as—signature loans and personal loans. If the 
loan is supported by some form of collateral (of 
secondary type, such as land, building, etc.), then 
it is ‘secured’ loan.

Basically, loans are provided by banks against 
two kinds of securities—the creditwothiness of 
the borrower (known as the ‘primary security’) 
and collateral (known as the ‘secondary security’).

usury

Charging an exorbitant rate of interest or even 
charging interest. Decried by many ancient 
philosophers and many religions, today most 
modern economies have some law regulating the 
upper limit of the interest rates and they consider 
interest as a reward to the lender for the lending 
risk.

vgf

The Viability Gap Funding (VGF) is a fund 
assistance facility provided by the GoI to the 
private players in the infrastructure projects being 
developed under public private partnership (PPP). 
The fund is given by the GoI as one time ‘grant’ 
and it could be maximum 20 per cent of the 
project cost (in special cases an additional 20 per 
cent might be approved by the ststes/ministries/
authorities).

The facility which was operationalised in 
September 2006, was aimed at attracting private 
investment towards this socio-economically 
desirable sector. Several infra projects were 
economically ‘non-viable’ which used to discourage 
private players away from such projects—this 
facility encourage them to take part.

veblen effect

Named after the American economist Thorstein 
Bunde Veblen (1857–1929), this is a theory of 
consumption which suggests that consumers 

may have an ‘upward-sloping demand curve’ as 
opposed to a ‘downward-sloping demand curve’ 
because they practice conspicuous consumption 
(a downward - sloping demand curve means that the 
quantity demanded varies inversely to the price i.e. 
demand falls with price rise). The concept suggests 
that quantity demanded of a particular good 
varies directly with a change in price (i.e., as price 
increases, demand increases).

velocity of circulAtion

A measure of the average number of times each 
unit of money is used, to purchase the final goods 
and services produced in an economy in a year.

venture cApitAl

Generally, a private equity capital which lends 
capital to the entrepreneurs who are innovative 
and cannot get the required fund from the 
conventional set-up of the lending mechanism.

In India, it was the Government of India 
which did set up the first such fund in 1998–the 
IVCF.

vulture funDs

Vulture funds are privately owned financial firms 
which buy up sovereign debt issued by poor 
countries at a fraction of its value, then file lawsuits 
(sue) against the countries in courts, usually in 
London, New York, or paris, for their full face 
value plus interest.

A paper prepared for IMF/WB (October 18, 
2007) showed that there are now $1.8b lawsuits 
against poor countries where people typically live 
below $1 a day; 24 countries that have received 
debt cancellation under Heavily Indebted Poor 
Countries (HIPCs)initiative, 11 have been 
targeted by such creditors (i.e., the VFs) and they 
has been awarded just under $1b.–money which 
have gone for schools and hospitals; they are 
neutralising the good deeds of WB/IMF. As per 
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the IMF, the litigating creditors were concentrated 
in the US, UK as well as the British Virgin Islands 
(BVI)—the UK protectorate tax haven. Bush is 
being pressed by a motion signed by 110 MPs to 
change the law which allows them to file cases in 
US courts—VFs contradict US foreign policy.

vostro Account

Vostro is an account that one party holds for another. 
With a view to give more operational leeway, the 
RBI decided to dispense with the requirement 
of prior approval of the RBI for opening and 
maintaining each rupee vostro account in India 
of non-resident exchange houses in connection 
with the rupee drawing arrangements (RDAs) 
that banks enter into with them. The approved 
dealer banks could now take its permission the 
first time they entered into such an arrangement 
with non-resident exchange houses from the Gulf 
countries, Hong Kong, Singapore and Malaysia. 
Subsequently, they may enter into RDAs, and 
inform the RBI immediately.

wAlrAs’ lAw

As per this law, ‘the total value of goods demanded 
in an economy is always idntically equal to the total 
value of goods supplied’. For this to happen the 
economy should be in equilibirium. It also means 
that if there is an excess supply of certain things 
in one market there must be excess demand for it 
in an another market. Here ‘another market’ does 
not mean the market of an another economy—
it is taken as, apple’s market, grape’s market (as 
‘seperate’ markets). This could be only correct in a 
barter eoconomy (it does not work in an economy 
with currency as its mode of exchnage).

The idea was part of the ‘general equilibirium 
theory’ developed by the French mathematical 
economist Marie-Esprit-Leon Walras (1834-
1910), after whom it is named.

wAsting Asset 

The natural resource which has a finite but 
indeterminate life span depending upon the rate 
of depletion (such as coal, oil, etc.).

weightless economy

The situation of an economy when the output 
is increasingly produced from intellectual 
capital rather than physical materials–a shift in 
production from iron and steel, heavy machines, 
etc. to microprocessors, fibre optics and transistors, 
etc. This is the weightless economy, i.e., the new 
economy which arrived in the US (specially) by the 
end of the 20th century.

welfAre economics

The branch of economics which is concerned with 
the way economic activity ought to be organised so 
as to maximise economic welfare. The idea applies 
to the welfare of individuals as well as countries.

This is normative economics, i.e., it is based 
on value judgements. It is also called ‘economics 
with a heart’. This focuses on questions about 
equity as well as efficiency.

It employs value judgements about what 
ought to be produced, how production should be 
organised, the way income and wealth ought to be 
distributed, both in present times and in future. 
As different individuals in different communities 
have unique set of value judgements (guided by 
their attitutdes, religion, philosophy, and politics) 
it has been difficult for the economists to reach 
a consensual idea upon which they could advise 
the governments in policy making, known as the 
welfare criteria. Economists and philosophers have 
been suggesting their brands of the welfare criteria 
since long–Vilfredo Pareto, Nicholas Kaldor, 
John Hicks, Scitovsky, Amartya Sen, as the few 
famous ones.
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wilDcAt strike

A strike called on by a group of employees without 
the support of their organised trade union.

williAmson trADe-off moDel 

A model for evaluating the possible benefits 
and detriments of a proposed merger that could 
be used in the application of a discretionary 
competition policy. The model was developed by 
Oliver Williamson.

winner’s curse

The possibility that the winning bidder in an 
auction will pay too much for an asset since the 
highest bidder places a higher value on the asset 
than all other bidders.

withholDing tAx

A tax imposed on the income on a foreign 
portfolio (investments). This tax is imposed to 
discourage foreign investments, to encourage 
domestic investment, and to raise money for the 
government.

worker (census Definition) 

The first definition of ‘worker’ by Census was given 
in 1872. Over time the term ‘work’ and ‘worker’ as 
defined by Census of India have undergone several 
amendments to suit the changing dimensions of 
work. ‘Work’ is defined as participation in any 
economically productive activity with or without 
compensation, wages or profit. Such participation 
may be physical and/or mental in nature. Work 
involves not only actual work but also includes – 
 (i) Effective supervision and direction of 

work; 
 (ii) Part time help or unpaid work on farm, 

family enterprise or in any other economic  
activity; and 

 (iii) Cultivation or milk production even 
solely for domestic consumption. 

Accordingly, as per Census of India, all persons 
engaged in ‘work’ defined as participation in any 
economically productive activity with or without 
compensation, wages or profit are workers. The 
Reference period for determining a person as 
worker and non-worker is one year preceding the 
date of enumeration. 

The Census classifies ‘Workers’ into two 
groups namely, Main Workers (those workers who 
had worked for the major part of the reference 
period, i.e., 6 months or more) and Marginal 
Workers (those workers who had not worked for 
the major part of the reference period i.e. less 
than 6 months). The Main workers are classified 
on the basis of Industrial category of workers into 
the following four categories: (i) Cultivators; (ii) 
Agricultural Labourers; (iii) Household Industry 
Workers; and (iv) Other Workers.

[See entry ‘Non-Worker’ also.]

 worker populAtion rAtio

The employment-to-population ratio is defined 
as the proportion of an economy’s working-age 
population that is employed. As an indicator, 
the employment-to-population ratio provides 
information on the ability of an economy to create 
jobs. Worker population ratio (WPR) is defined 
as the number of persons employed per thousand 
persons [WPR= No. of employed persons X 1000/
Total population]. Worker Population Ratio is 
an indicator used for analyzing the employment 
situation in the country. This is also useful in 
knowing the proportion of population that is 
actively contributing to the production of goods 
and services in the economy.

workfAre

Government programmes which make the 
receipt of unemployment-related benefits (as 
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unemployment allowance) conditional upon 
participation in some local work scheme.

x-inefficiency

A graphic representation of the ‘gap’ a firm shows 
in its actual and minimum costs of supplying its 
products. As per the traditional theory of supply, 
firms always operate on minimum attainable 
costs. As opposed to this, x-inefficiency suggests 
that firms typically operate at higher costs than 
their minimum attainable costs. This takes place 
due to many inefficiencies (such as organising the 
works, lack of co-ordination, lack of motivation, 
bureaucratic rigidities, etc.). Large corporates 
usually face this problem as they lack effective 
competition which could ‘keep them on their 
toes’.

yielD gAp

A method of comparing the performance of 
bonds and shares in an economy. It is defined as 
the average returns on shares minus the average 
returns on bonds.

zero-coupon bonD

A bond bearing zero coupon rate (i.e. no interest) 
sold at a price lower than its face value. Investors 
book profit when they sell it (at its face value). Such 

bonds are popularly used by the governments to 
raise long-term funds. In a situation of rate cut by 
the RBI, zero-coupon bonds gain value-it means, 
they sell at hipher prices. When there is an increase 
in rate, the opposite happens.

zero-sum gAme

A situation in the game theory when the gains 
made by winners in an economic transaction is 
equal to the losses suffered by the losers. This is 
considered a special case in game theory. Most 
economic transactions are in some sense positive-
sum games. But in popular discussion of economic 
issues, there are often examples of mistaken zero-
sum mentality, such as profit comes at the expense 
of wages, ‘higher productivity means fewer jobs’, 
and ‘imports mean fewer jobs here.’

zero tilling

A relatively new farm production process, is a 
one-time operation in which a small drill places 
the seed and the fertiliser in a small furrow, saving 
the farmer a lot of time and other resources. At 
first utilised in Haryana in 1999–2000, by now it 
has spread to the other wheat growing states like, 
Punjab, Uttar Pradesh, Uttarakhand, and Bihar 
particularly. The technique gives comparatively 
higher yield (by over 5 per cent) than the 
conventional wheat farming.
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