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Prerequisites of economic growth  
 
Economic growth—the sustained increase in an economy's production capacity and real 
Gross Domestic Product (GDP) over time—is not an automatic outcome. It requires a 
foundational set of institutional, structural, socio-political, and macroeconomic conditions. 
 
1. Institutional and Legal Foundations 
 
Institutions form the "rules of the game" in a society, shaping human interaction and 
economic incentives. Strong institutions are the single most significant prerequisite for 
modern economic growth. 
 
 * Secure Property Rights: Individuals and businesses must be confident that their land, 
capital, physical assets, and intellectual property will not be arbitrarily seized by the state or 
private actors. Secure rights incentivize long-term investments in physical and human 
capital. 
 
 * Rule of Law and Enforcement of Contracts: A transparent, predictable, and impartial legal 
system is critical. When courts reliably enforce contracts and resolve disputes, transaction 
costs fall significantly, encouraging market participation and foreign direct investment (FDI). 
 
 * Political Stability and Governance: Frequent regime shifts, social unrest, civil conflict, and 
corruption undermine economic planning. Low levels of corruption ensure that public 
resources are allocated productively rather than siphoned off through rent-seeking activities. 
 
2. Factor Accumulation (Inputs of Production) 
Economic growth requires accumulating the core factors of production: land, labor, and 
capital. 
 
A. Physical Capital Accumulation 
 
Building an economy's capital stock—machinery, equipment, factories, and 
technology—increases the productive output per worker. Capital accumulation depends on: 
 



 * Domestic Savings and Investment: High domestic savings rates provide the capital pool 
needed for domestic investment. 
 
 * Foreign Capital Flows: Foreign Direct Investment (FDI) and portfolio investment 
supplement domestic savings, transferring both capital and technology from advanced 
economies. 
 
B. Human Capital Development 
 
Human capital refers to the knowledge, skills, health, and capabilities embodied in the 
workforce. 
 
 * Education and Skill Development: Primary and secondary education build basic literacy 
and numeracy, while tertiary and vocational training foster specialized skills needed for 
industrialized and technical economies. 
 
 * Public Health and Nutrition: Healthy workers are more productive, miss fewer days of 
work, and live longer, maximizing the lifetime return on educational investments. 
 
3. Basic Infrastructure and Connectivity 
 
Physical and digital infrastructure reduces transportation and communication costs, 
integrating local markets into national and global supply chains. 
 
 * Transport Infrastructure: Roads, railways, ports, and airports enable the efficient 
movement of goods, agricultural produce, and labor. 
 
 * Energy Security: Industrialization relies on a reliable, affordable, and continuous supply of 
electricity and power. 
 
 * Digital Infrastructure: In the modern economy, high-speed telecommunications and 
internet access are essential for financial services, e-commerce, and knowledge sharing. 
 
 * Water and Sanitation: Essential for basic public health, agricultural output, and industrial 
processes. 
 
4. Macroeconomic Stability and Financial Development 
 
A stable macroeconomic environment minimizes uncertainty, allowing businesses and 
households to make informed long-term economic decisions. 
 
        * Price Stability: Low and predictable inflation preserves purchasing power, reduces risk 
premiums on long-term loans, and prevents distortion in relative prices. 
 
 * Fiscal Discipline: Sustainable government budget deficits and manageable public debt 
prevent crowding out private investment and lower the risk of sovereign debt crises. 
 



 * A Well-Developed Financial System: Banks, bond markets, and stock exchanges mobilize 
savings and efficiently allocate capital to the most productive investment opportunities. 
 
5. Technological Advancement and Innovation 
 
While factor accumulation generates growth in the short to medium term, Total Factor 
Productivity (TFP)—driven by technology and efficiency gains—is the primary engine of 
sustained, long-term economic growth. 
 
 * Research and Development (R&D):  
 
Investment in basic and applied research generates technological breakthroughs that 
improve efficiency. 
 
 * Technology Adoption and Diffusion:  
 
Developing nations can achieve rapid catch-up growth by adopting, adapting, and integrating 
technologies already developed in advanced economies. 
 
 * Entrepreneurship and Market Dynamism:  
 
A regulatory framework that encourages entry, permits healthy market competition, and 
simplifies business creation allows resources to flow smoothly from low-productivity to 
high-productivity sectors. 
 
6. Openness to Trade and Global Integration 
 
Isolationist economic policies historically stifle long-term growth by limiting market size and 
limiting exposure to global best practices. 
 
 * Trade Integration: Access to international markets allows economies to exploit 
comparative advantages and achieve economies of scale that domestic markets alone 
cannot support. 
 
 * Global Supply Chains: Integration into global value chains provides domestic firms access 
to high-quality intermediate inputs, advanced machinery, and international distribution 
networks. 
 
7. Social and Cultural Dynamics 
 
Economic growth is profoundly influenced by societal values and social cohesion. 
 
 * Inclusivity and Mobility: Economies grow faster and more sustainably when institutions do 
not exclude women, minorities, or marginalized groups from education, credit, and the labor 
force. 
 
 * Social Capital and Trust: High levels of interpersonal trust reduce transaction costs, lower 
reliance on formal litigation, and facilitate smooth business relations 



 
 * Cultural Orientation Toward Savings and Work: Cultural norms that value education, thrift, 
and hard work encourage human capital formation and capital accumulation. 
 
Growth requires a balanced combination of these elements. While capital accumulation and 
infrastructure can kickstart early stages of development, long-term growth cannot be 
sustained without robust institutions, innovation, and macroeconomic stability. 

 
Topic 2 
 
Difference between economic growth and economic development. 
 



 
 
Topic 3 
 
Monetary and non monetary indicators of economic development 
 



Economic development is a qualitative and quantitative process that encompasses 
economic growth along with improvements in the overall standard of living, human 
well-being, and social infrastructure. Measures of economic development are broadly 
categorized into monetary indicators (income and production metrics) and non-monetary 
indicators (quality-of-life, social, and structural metrics). 
 
1. Monetary Indicators of Economic Development 
 
Monetary indicators measure the expansion of economic activity, total national income, and 
average purchasing power in currency terms. 
 
Key Monetary Indicators 
 * Gross Domestic Product (GDP) and Real GDP: Measures the total market value of all final 
goods and services produced within a country in a given period. Real GDP adjusts for 
inflation to reflect true volume growth. 
 
 * Per Capita Income (PCI): Calculated as total national income divided by total population. It 
serves as a rough proxy for the average living standard and purchasing power of an 
individual. 
 
 * Gross National Income (GNI) at Purchasing Power Parity (PPP): Adjusts national income 
for local cost-of-living differences between countries, providing a more accurate reflection of 
international buying power. 
 
 * Personal Disposable Income: The portion of national income left with households after 
paying direct taxes, showing actual household consumption capacity. 
 
 * Rate of Capital Formation & National Savings Rate: Measures the percentage of national 
income saved and invested into capital assets (machinery, infrastructure) to sustain future 
growth. 
 
Limitations of Monetary Indicators 
 
 * Ignores Income Distribution: High per capita GDP can coexist with severe income 
inequality and poverty (e.g., concentrated wealth in resource-rich nations). 
 
 * Excludes Non-Market Transactions: Unpaid domestic work, volunteer labor, and informal 
sector transactions are left out of official monetary metrics. 
 
 * Overlooks Negative Externalities: Economic activities causing pollution or resource 
depletion still register as positive contributions to GDP. 
 
2. Non-Monetary Indicators of Economic Development 
Non-Monetary indicators evaluate broader social dimensions, human welfare, capabilities, 
environmental sustainability, and institutional strength. 
 
Key Non-Monetary & Composite Indicators 



 * Physical Quality of Life Index (PQLI): Developed by Morris D. Morris, combining three 
equal-weighted non-monetary metrics: 
 
   * Life Expectancy at Age One 
   * Infant Mortality Rate (IMR) 
   * Basic Literacy Rate 
 * Human Development Index (HDI): Introduced by the UNDP (developed by Mahbub ul Haq 
and Amartya Sen), combining three dimensions: 
 
   * Health: Life expectancy at birth. 
 
   * Education: Mean years of schooling (adults) and expected years of schooling (children). 
 
   * Standard of Living: GNI per capita at PPP (the sole monetary component integrated into 
a holistic index). 
 
 * Demographic & Health Metrics: 
 
   * Infant Mortality Rate (IMR) & Under-5 Mortality Rate: Reflects healthcare availability, 
nutrition, and sanitation quality. 
 
   * Maternal Mortality Ratio (MMR): Indicates reproductive healthcare infrastructure. 
 
   * Life Expectancy at Birth: Represents baseline public health and living conditions. 
 
 * Education & Knowledge Metrics: 
 
   * Adult Literacy Rate & Gender Parity Index in Education: Measures skill prevalence and 
equal social opportunity. 
 
   * Gross Enrollment Ratio (GER): Tracks participation across primary, secondary, and 
tertiary education levels. 
 
 * Structural & Environmental Metrics: 
 
   * Occupational Structure: A shift in workforce distribution from primary (agriculture) to 
secondary (manufacturing) and tertiary (services) sectors. 
 
   * Multidimensional Poverty Index (MPI): Captures overlapping acute deprivations across 
health, education, and living standards (e.g., clean water, electricity, housing). 
 
   * Environmental Performance Index (EPI) & Carbon Intensity: Measures ecological 
sustainability and climate resilience. 
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Concept of sustainable development  
 
 
Sustainable development is an approach to growth and planning that aims to meet the 
needs of the present without compromising the ability of future generations to meet their own 
needs. Coined formally in the 1987 Brundtland Report (Our Common Future) by the World 
Commission on Environment and Development (WCED), the concept balances economic 
growth, environmental protection, and social equity. 
 
 
The Three Pillars of Sustainable Development 
 
Sustainable development operates at the intersection of three interdependent core 
dimensions (the "Triple Bottom Line"): 



 
 * Economic Sustainability: Generating equitable wealth and raising living standards without 
creating long-term structural debt or ecological degradation. It emphasizes resource 
efficiency, green technology, and sustainable production models. 
 
 * Environmental Sustainability: Conserving natural capital, protecting biodiversity, reducing 
greenhouse gas emissions, and keeping resource extraction within the planet's carrying 
capacity. 
 
 * Social Sustainability: Fostering inclusive societies by ensuring universal access to 
healthcare, education, clean water, and decent work, while protecting human rights and 
reducing social inequality. 
 
Core Economic Rules and Principles 
In environmental economics, sustainable development is governed by specific physical and 
operational rules: 
 
 * Herman Daly’s Operational Rules: 
 
   * Renewable Resources: The rate of harvest should not exceed the rate of regeneration 
(e.g., fisheries, forestry). 
 



   * Non-Renewable Resources: The rate of depletion should not exceed the rate at which 
renewable substitutes are developed (e.g., transitioning fossil fuel revenues into solar/wind 
infrastructure). 
 
   * Pollution and Waste: The rate of waste emissions should not exceed the assimilative 
capacity of the environment. 
 
 * Inter-generational vs. Intra-generational Equity: 
 
   * Inter-generational Equity: Fairness between current and future generations (leaving equal 
or greater natural/man-made capital behind). 
 
   * Intra-generational Equity: Fairness among people living today across different nations, 
regions, and socio-economic classes. 
 
UN Sustainable Development Goals (SDGs) 
 
In 2015, the United Nations established 17 interlinked Sustainable Development Goals 
(SDGs) under the 2030 Agenda to replace the Millennium Development Goals (MDGs). 

 
Key Dimensions of the 2030 Agenda (The 5 Ps) 
 
 * People: End poverty (SDG 1) and hunger (SDG 2) in all forms and ensure dignity and 
equality. 
 
 * Planet: Protect natural resources and climate (SDGs 13, 14, 15) for future generations. 
 
 * Prosperity: Ensure prosperous and fulfilling lives in harmony with nature (SDGs 7, 8, 9, 
11). 
 
 * Peace: Foster peaceful, just, and inclusive societies free from fear and violence (SDG 16). 
 
 * Partnership: Mobilize global solidarity and resource partnerships to implement the goals 
(SDG 17). 
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Concept of human capital  
 
Human capital refers to the economic value of a worker's experience, skills, knowledge, 
health, and abilities. It represents the intangible assets embodied in human beings that 
enhance their productivity and contribution to national output (GDP). 
 
Pioneered in economic theory by Theodore Schultz and Gary Becker in the 1960s, human 
capital treats expenditure on education, training, and healthcare not merely as current 
consumption, but as an investment that yields returns over a lifetime. 



 
1. Determinants / Sources of Human Capital Formation 
Human capital is formed through deliberate investments in the capabilities of the population: 
 
 * Education: Formal schooling (primary to tertiary) improves literacy, analytical abilities, and 
technical competence. 
 
 * Health and Medical Care: Healthy individuals have higher endurance, lower absenteeism, 
longer working lives, and greater cognitive efficiency. 
 
 * On-the-Job Training: Specialized skill training provided by firms increases firm-specific and 
industry-wide productivity. 
 
 * Migration: Moving to areas with better employment opportunities optimizes labor allocation 
(though costs like transportation and adjustment are incurred). 
 



 * Information Acquisition: Acquiring market information (job markets, skill demands) allows 
labor resources to move to where they are valued most. 
 
2. Human Capital in Growth Models 
 
Human capital plays a central role in both classical and modern growth theories: 
 
A. Neoclassical Model (Solow-Swan with Human Capital) 
 
In the augmented Solow-Swan model (Mankiw, Romer, and Weil, 1992), human capital (H) 
is added as an explicit factor in the aggregate production function alongside physical capital 
(K) and labor (L): 
 
Here, higher human capital boosts output per worker, explaining why rich and poor countries 
differ in real GDP levels even when physical capital levels are similar. 
 
B. Endogenous Growth Theory (Romer & Lucas) 
 
In Lucas's Growth Model (1988) and Romer's Model (1990), human capital drives 
self-sustaining, long-term growth through positive externalities and innovation: 
 
 * Educated workers generate new ideas, software, and technologies that spill over to the 
rest of the economy. 
 
 * This prevents diminishing marginal returns to overall capital, enabling continuous 
long-term growth without relying strictly on exogenous technological shocks. 
 
3. Challenges in Human Capital Formation 
 
 * Brain Drain: Emigration of highly educated and skilled individuals from developing to 
developed nations reduces domestic returns on public education expenditure. 
 
 * Mismatch in Skill Supply & Demand: Educational curricula often lag behind market 
requirements, leading to educated unemployment or underemployment. 
 
 * Inequality in Access: Disparities in quality healthcare and education reinforce 
socioeconomic income gaps across regions and gender lines. 



 
Topic 2 
 
Human development index 
 
The Human Development Index (HDI) is a summary composite measure created by the 
United Nations Development Programme (UNDP) in 1990—developed by economists 
Mahbub ul Haq and Amartya Sen. It measures average achievement in three basic 
dimensions of human development: health, education, and standard of living. 
1. Structure and Indicators of HDI 
HDI combines 4 specific indicators across 3 core dimensions: 
                             
                                             
  * Long and Healthy Life (Health): Measured by Life Expectancy at Birth. 
 * Knowledge (Education): Measured by two indicators: 
   * Expected Years of Schooling (EYS): Total expected schooling years for a child entering 
school age. 
   * Mean Years of Schooling (MYS): Average years of schooling completed by adults aged 
25 and older. 
 * Decent Standard of Living (Income): Measured by Gross National Income (GNI) per capita 
at Purchasing Power Parity (PPP in USD). 
The overall Education Index is the arithmetic mean of the EYS Index and MYS Index: 
 
Education Index = (I_EYS + I_MYS) / 2 
 
2. Steps to Calculate the HDI 
 
Step 1: Normalization (Dimension Sub-Indices) 



 
To convert raw values into dimensionless indices between 0 and 1, the following formula is 
applied: 
 
Dimension Index = (Actual Value - Minimum Value) / (Maximum Value - Minimum Value) 
 
(Note: For the Income Index, natural logarithms (\ln) are used because marginal increments 
in income yield diminishing returns to human development). 
 
Income Index = [ln(Actual GNI per capita) - ln(Min GNI)] / [ln(Max GNI) - ln(Min GNI)] 
 
Standard Goalposts (UNDP Benchmarks): 
 
Dimension | Indicator | Minimum | Maximum 
 
Health | Life Expectancy at Birth | 20 years | 85 years 
 
Education | Expected Years of Schooling (EYS) | 0 years | 18 years 
 
Education | Mean Years of Schooling (MYS) | 0 years | 15 years 
 
Income | GNI per capita (PPP $) | $100 | $75,000 
 
Step 2: Combining Sub-Indices (Geometric Mean) 
 
Since 2010, the UNDP uses the Geometric Mean (instead of the older arithmetic mean) of 
the three dimension sub-indices to compute the final HDI value: 
 
             HDI = (Health Index × Education Index × Income Index)^(⅓) 
 
Why Geometric Mean? It prevents high achievement in one dimension (e.g., high GNI per 
capita) from fully masking poor performance in another (e.g., low literacy or low life 
expectancy). 
 
3. Classification of Countries 
 
Based on their calculated HDI score (ranging from 0 to 1), nations are grouped into four 
categories: 
 

Very High Human 
Development 

0.800 and above Advanced 
infrastructure, high 
literacy, high 
longevity 

 

High Human 
Development 

0.700 to 0.799 Rapidly developing 
/industrializing 
economies 

 



Medium Human 
Development 
 
 
 
Low Human 
Development 

0.550 to 0.699 
 
 
 
 
 
Below 0.550 

Transitioning 
economies with 
expanding social 
safety 
 
 
High poverty, weak 
healthcare, low 
education coverage 

 

 
4. Key Variants and Related UNDP Indices 
 
 * Inequality-adjusted HDI (IHDI): Adjusts the HDI for inequality in distribution across health, 
education, and income. If there is no inequality, IHDI = HDI. 
 
 * Gender Development Index (GDI): Measures disparities in HDI achievements between 
females and males. 
 
 * Gender Inequality Index (GII): Highlights women's disadvantage in three dimensions: 
reproductive health, empowerment, and labor market participation. 
 
 * Planetary Pressures-adjusted HDI (PHDI): Adjusts national HDI scores based on carbon 
dioxide emissions per capita and material footprint. 
 
5. Major Criticisms of HDI 
 
 * Omission of Key Variables: Ignores political freedom, civil liberties, safety, environmental 
quality, and income distribution (unless using IHDI). 
 
 * Equal Weighting Criticism: Assigns equal 1/3 weights to health, education, and income, 
which can be viewed as arbitrary. 
 
 * Data Quality Issues: Developing nations often face lags, underreporting, or errors in 
measuring mean schooling years or adult literacy. 



 
 
India’s Human Development Index (HDI) trajectory reflects steady long-term growth, moving 
the nation closer to the "High Human Development" threshold (\text{HDI} \ge 0.700). 
Published by the United Nations Development Programme (UNDP), India currently belongs 
to the Medium Human Development category. 
 
1. Historical Trajectory (1990–Present) 
 
Since the inception of the Human Development Index in 1990, India’s HDI value has grown 
significantly, outpacing global average rates of progress. 
 
 * 1990:{HDI} = 0.434 (Low Human Development) 
 * 2010:{HDI} = 0.579 (Transitioned into Medium Human Development) 
 * 2019:{HDI} = 0.645 (Pre-pandemic peak) 
 
 * 2020–2021: \text{HDI} = 0.633 (Global pandemic-induced contraction caused primarily by 
falling life expectancy) 
 
 * 2022:{HDI} = 0.676 (Post-pandemic recovery) 
 
 * 2023 (Latest HDR 2025):{HDI} = 0.685 (Rank 130 out of 193 countries) 
 
Overall, between 1990 and 2023, India's HDI score improved by over 57%. 
 
2. Key Component Trends (1990 vs. 2023) 
 



The growth in India's overall HDI score is driven by sustained advances across all three 
structural dimensions: 
 

Indicator / 
Dimension 

1990 Baseline 2023 (HDR 2025 
Data) 

Key Drivers / Policy 
Push 

Life Expectancy at 
Birth 

58.6 years 72.0 years Ayushman Bharat, 
National Health 
Mission, Poshan 
Abhiyaan 

Expected Years of 
Schooling (EYS) 

8.2 years 13.0 years RTE Act 2009, 
Samagra Shiksha, 
National Education 
Policy (NEP) 2020 

Mean Years of 
Schooling (MYS) 

~3.0 years 6.6 years Adult literacy drives, 
higher secondary 
retention efforts 

GNI per Capita 
(PPP $) 

$2,167 $9,046 Industrial expansion, 
digital economy, 
service-sector 
growth 

 
3. Structural Dynamics and Drag Factors 
 
Despite positive baseline trends, several structural challenges reduce India's effective 
human development potential: 
 
A. High Inequality Loss (IHDI) 
 
When adjusted for inequality (Inequality-adjusted HDI / IHDI), India faces an estimated 
30.7% loss in HDI value. Unequal distribution of wealth, regional disparities, and unequal 
educational access remain major impediments to converting economic growth into 
broad-based human capabilities. 
 
B. Gender Disparities (GDI and GII) 
 
While the gender gap has narrowed faster than the global average, female achievements in 
income and labor force participation continue to lag behind male metrics. India ranks 108th 
on the Gender Inequality Index (GII), driven down by lower female labor force participation 
and disparities in parliamentary representation. 
 
C. Multidimensional Poverty Reduction 
 
A key positive underlying trend is the sharp drop in multidimensional poverty. Between 
2015–16 and 2019–21 alone, over 135 million people moved out of multidimensional 
poverty, significantly strengthening baseline living standards. 
 



4. Regional Comparison in South Asia 
Within South Asia and neighboring regions, India's HDI progress places it in the middle tier: 
 
 * Ranked Above India: China (78th), Sri Lanka (89th), Bhutan (125th) 
 
 * Ranked Comparable to India: Bangladesh (130th) 
 
 * Ranked Below India: Nepal (145th), Myanmar (150th), Pakistan (168th) 
 
Summary 
 
India's HDI trend shows a resilient transition from a Low to a high Medium human 
development nation. Long-term improvements in longevity and real per-capita income have 
been the primary growth drivers. To cross into the High Human Development tier (0.700), 
priority must be placed on closing gender gaps, improving educational quality, and mitigating 
economic inequality. 
 
Topic 3 
 
Human poverty index  
 
The Human Poverty Index (HPI) was introduced by the United Nations Development 
Programme (UNDP) in 1997 in its Human Development Report. While the Human 
Development Index (HDI) measures average achievements in health, education, and 
income, the Human Poverty Index measures the extent of deprivation in these same three 
basic dimensions. 
 
Rather than focusing on income levels alone, the HPI treats poverty as a multidimensional 
lack of basic human capabilities. It assesses the proportion of people in a society who are 
excluded from a minimally acceptable life. 
 
The UNDP created two distinct versions of the index: HPI-1 for developing countries and 
HPI-2 for selected high-income OECD countries. 
 
Key Dimensions and Indicators of HPI-1 (Developing Countries) 
 
HPI-1 focuses on deprivations across three primary areas: 
 
 * Deprivation in Health (Longevity): Measured by the percentage of people who are not 
expected to survive past the age of 40. 
 
 * Deprivation in Knowledge (Education): Measured by the adult illiteracy rate, representing 
the proportion of adults who cannot read or write. 
 
 * Deprivation in Overall Living Standards: Measured by an average of two components: 
 
   * The percentage of the population without access to safe, clean drinking water. 
 



   * The percentage of underweight children under five years old. 
 
Key Dimensions and Indicators of HPI-2 (Developed OECD Countries) 
 
Recognizing that poverty looks different in industrialized nations, HPI-2 introduced stricter 
benchmarks and added a fourth dimension: 
 
 * Deprivation in Health: Measured by the percentage of people not expected to survive to 
age 60. 
 
 * Deprivation in Knowledge: Measured by the percentage of adults who lack functional 
literacy skills needed for daily life and work. 
 
 * Deprivation in Living Standards: Measured by the percentage of people living below the 
relative poverty line (defined as having disposable income below 50% of the national 
median). 
 
 * Social Exclusion: Measured by the long-term unemployment rate (individuals unemployed 
for 12 months or longer). 
 
Shift to the Multidimensional Poverty Index (MPI) 
In 2010, the UNDP replaced the Human Poverty Index with the Multidimensional Poverty 
Index (MPI), developed alongside the Oxford Poverty and Human Development Initiative 
(OPHI). 

 
The main limitation of the old HPI was that it used aggregate national averages, meaning it 
could not identify specific households or individuals experiencing overlapping deprivations. 
The modern MPI solves this by assessing household-level data across ten specific indicators 
under Health, Education, and Living Standards, allowing policymakers to identify exactly who 
is poor and how they are poor simultaneously.  
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Gender development index  
 
The Gender Development Index (GDI) is a composite measure introduced by the United 
Nations Development Programme (UNDP) to assess gender disparities in basic human 
capabilities. Introduced in 1995 alongside the Gender Empowerment Measure (GEM) and 
revised in 2014, the GDI directly measures the ratio of female-to-male achievements in the 
same three core dimensions as the Human Development Index (HDI):  
health, education, and command over economic resources. 
 
While the standard HDI tracks national averages, it can mask severe disparities between 
men and women within the same country. The GDI addresses this gap by measuring gender 
inequality explicitly. 
 
Structure and Calculation Methodology 
The GDI uses the exact same dimensions and indicators as the HDI, but calculates them 
separately for women ({HDI}_F) and men ({HDI}_M): 
 * Long and Healthy Life (Health): Measured by life expectancy at birth. To account for the 
biological advantage women have in longevity, the goalposts differ: 22.5 to 87.5 years for 
females, and 17.5 to 82.5 years for males. 
 
 * Knowledge (Education): Measured by two indicators: 



 
   * Expected Years of Schooling (EYS): Total schooling expected for school-age children. 
 
   * Mean Years of Schooling (MYS): Average schooling completed by adults aged 25 and 
older. 
 
 * Decent Standard of Living (Income): Measured by estimated Gross National Income (GNI) 
per capita at Purchasing Power Parity (PPP in USD) for females and males. 
 
The GDI Formula 
The final GDI score is expressed as the direct ratio of female HDI to male HDI: 
 * {GDI} = 1: Represents perfect gender parity in human development achievements. 
 * {GDI} < 1: Indicates that women lag behind men in capabilities. 
 * {GDI} > 1: Indicates that female human development exceeds male achievements in the 
measured areas. 
Classification Groups 
 

Group Tier Deviation Threshold Level of Gender Parity 

Group 1 Absolute deviation < 2.5\% 
(GDI between 0.975 and 
1.025) 

High Parity 

Group 2 Absolute deviation 2.5\% 
-5\% (GDI between 0.950 
-0.975 or 1.025 -1.050) 

Medium-High Parity 

Group 3 Absolute deviation 5% 
-7.5\% ({GDI between 0.925 
-} 0.950 or 1.050 - 1.075) 

Medium Parity 

Group 4 Absolute deviation 7.5% 
--10% GDI between 0.900 – 
0.925 or 1.075 - 1.100 

Medium-Low Parity 

Group 5 Absolute deviation > 10% 
(GDI< 0.900 or > 1.100) 

Low Parity 

 
Nations are categorized into five GDI groups based on the absolute deviation of their GDI 
score from gender parity  
 
Significance and Differences from GII 
 
 * Policy Guidance: GDI helps governments identify whether gaps lie in health access, 
schooling retention, or income disparities (such as wage gaps and labor force participation 
rates). 
 
 * GDI vs. Gender Inequality Index (GII): While GDI measures gender gaps in basic 
capabilities (health, education, income ratio), the GII measures gender-based loss in 



development due to deprivations in reproductive health, empowerment (parliamentary seats 
and secondary education), and labor market participation. 
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Human happiness index 
 
The Human Happiness Index, officially known as the World Happiness Report (WHR), is a 
landmark survey measuring global subjective well-being. Published annually around March 
20 (the UN International Day of Happiness) by the Oxford Wellbeing Research Centre, 
Gallup, and the UN Sustainable Development Solutions Network, it ranks countries based on 
how citizens evaluate their own lives. 
 
1. How Happiness Is Measured 
 
The rankings do not rely on objective indices created by researchers. Instead, they are 
based on self-reported life evaluations collected through the Gallup World Poll. 
 
Primary Measurement (The Cantril Ladder) 
 
Respondents are asked to visualize a ladder numbered from 0 to 10: 
 
 * 10 represents the best possible life for them. 



 
 * 0 represents the worst possible life. 
 
The overall happiness score for a nation is the 3-year average of these responses. 
 
2. The 6 Key Explanatory Factors 
 
While individual survey responses determine the ranking, the report uses six economic and 
social factors to explain the statistical variations between nations: 
 
 * GDP Per Capita (Purchasing Power Parity): Economic wealth and purchasing power. 
 
 * Social Support: Having family or friends to count on in times of trouble. 
 
 * Healthy Life Expectancy: Physical health and longevity. 
 
 * Freedom to Make Life Choices: Personal autonomy in deciding one's life course. 
 
 * Generosity: Measured by recent charitable donations. 
 
 * Perceptions of Corruption: Level of trust in government and business institutions 
. 
3. Latest Global Trends & Rankings 
 

Feature Key Insights 

Top-Performing Nations Nordic countries consistently lead due to 
high institutional trust, social welfare, and 
low corruption (e.g., Finland, Iceland, 
Denmark). 

Emerging Stars Nations like Costa Rica achieve 
exceptionally high rankings relative to 
income due to strong community ties and 
social capital. 

Lowest-Ranked Nations Countries suffering from ongoing conflict, 
extreme poverty, or severe political 
instability score the lowest (e.g., 
Afghanistan, Sierra Leone, Malawi). 

 
 
4. Gross National Happiness (GNH) vs. WHR 
The idea of placing happiness over economic output originated in Bhutan in the 1970s 
through its framework of Gross National Happiness (GNH). 
 
 * Gross National Happiness (GNH): A specific national policy matrix built on four pillars 
(sustainable development, cultural preservation, environmental conservation, and good 
governance). 



 
 * World Happiness Report (WHR): A global survey ranking tool measuring citizens' 
subjective life satisfaction across countries. 

 

 

Unit 3 
 
Classical theories of economic growth  
 
Prof adam smith 
 
Adam Smith presented the first systematic classical theory of economic growth in his 
seminal work, An Inquiry into the Nature and Causes of the Wealth of Nations (1776). For 
Smith, economic growth is a continuous, self-reinforcing process driven by division of labor, 
capital accumulation, and market expansion under a framework of laissez-faire institutions. 
 
1. Core Production Function & Factor Distribution 
Smith viewed output (Y) as a function of three primary factors of production: Labor (L), 
Capital (K), and Land/Natural Resources (N): 
 
National income created from this production is distributed among three socioeconomic 
classes: 
 



 * Workers (Wages): Earn subsistence or near-subsistence wages. Workers consume all 
income to survive and do not save. 
 
 * Landowners (Rent): Earn rent from land ownership. Landowners consume income on 
non-productive luxury goods. 
 
 * Capitalists/Innovators (Profits): Earn profits from enterprise. Capitalists are the sole engine 
of growth because they save and reinvest profits to accumulate capital. 
 
2. Main Pillars of Smith's Growth Theory 
 
A. Division of Labor and Productivity 
 
Division of labor is the primary driver of labor productivity gains. Smith identified three 
distinct reasons why dividing production into specialized tasks increases output: 
 
 * Increase in dexterity: Practice makes workers more efficient at specific tasks. 
 
 * Time saved: Eliminates lost time moving between different tasks and changing tools. 
 
 * Invention of machinery: Specialized workers invent simple tools and machines to simplify 
their specific tasks. 
 
B. The Extent of the Market 
 
Division of labor cannot occur in isolation; it is strictly limited by the extent of the market: 
 
If the market is small (e.g., an isolated rural village), specialization is unviable. Free 
international trade and developed transport networks (like sea routes) expand market size, 
allowing deeper division of labor. 
 
C. Capital Accumulation (The Capital Stock) 
 
Smith asserted that capital accumulation must precede the division of labor. Before workers 
can specialize, the capitalist must possess a stock of capital (the "Wage Fund" and tools) to 
support workers during the production cycle before final goods are sold. 
 
 * Parsimony (Saving): Smith famously stated, "Capitals are increased by parsimony, and 
diminished by misconduct and prodigality." Savings are automatically transformed into 
investment. 
 
3. The Dynamic Growth Process (Virtuous Cycle) 
Adam Smith’s growth model functions as a cumulative, self-reinforcing dynamic cycle: 
 
                 Capital accumulation (reinvestment) → greater division labor→increased output & 
PCI → market expansion & demand → higher profits & savings → Reinvested 
 
 



4. The End State: The Stationary State 
 
Smith argued that growth is not indefinite. An economy eventually reaches a Stationary 
State characterized by zero net growth: 
 
 * Competition among Capitalists: As capital accumulates, capitalists compete for investment 
opportunities, causing the rate of profit to fall. 
 
 * Competition for Labor: Increased demand for labor bids up wages, reducing profits further. 
 
 * Natural Limits: Land scarcity increases rent, squeezing capital profits. 
 
 * Outcome: When profits fall to a level where capitalists no longer have an incentive to save 
and reinvest, capital accumulation stops, and the economy hits a stationary equilibrium with 
constant wealth and population. 
Summary of Core Features 



 
 
Summary of core features  
 
 

Element Description in Smith's Theory 

Engine of Growth Division of labor and capital accumulation 

Key Class Capitalists (due to high marginal propensity 
to save) 

Policy Requirement Laissez-faire, free trade, secure property 



rights 

Ultimate Limit Scarcity of resources, falling rate of profit 
leading to stationary state 

 
Topic 2 
 
Ricardos theory of growth 
 
David Ricardo presented his classical theory of economic growth in his seminal work, On the 
Principles of Political Economy and Taxation (1817). While Adam Smith viewed growth as a 
largely harmonious process of expanding markets and division of labor, Ricardo introduced a 
pessimistic dynamic model focused on resource limits, law of diminishing returns, and 
distributional conflicts among social classes. 
 
1. Key Assumptions of the Model 
 
Ricardo's growth model rests on several fundamental classical assumptions: 
 
 * Three-Class Economy: 
 
   * Capitalists: Earn profits and are the only class that saves and reinvests. 
 
   * Landlords: Earn rent from land ownership and spend it on non-productive luxury 
consumption. 
 
   * Workers: Earn wages and spend everything on subsistence goods (corn/food). 
 
 * Fixed Supply of Land: Land is non-reproducible and varies in fertility. 
 
 * Law of Diminishing Returns: Applies to agriculture as less fertile or worse-located land is 
brought under cultivation to feed a growing population. 
 
 * Malthusian Population Theory: Population grows when market wages rise above the 
subsistence level and contracts when wages fall below it. 
 
 * Iron Law of Wages: Real wages always gravitate toward the natural rate—the minimum 
cost of basic subsistence. 
 
2. Income Distribution and Production Function 
 
In the Ricardian framework, total national product (Y) produced in agriculture is divided into 
Rent (R), Wages (W), and Profits (P): 
 
 * Rent (R): Arises as a differential payment on superior land relative to marginal (no-rent) 
land. As less fertile land is cultivated, rent on superior land increases. 
 



 * Wages (W): Determined by the price of food (corn) needed to keep workers at 
subsistence. As agricultural food production becomes harder, food prices rise, forcing 
capitalists to pay higher nominal wages to keep real wages at subsistence. 
 
 * Profits (P): Represent the residual surplus left after paying rent and wages (P = Y - R - W). 
Profit is the engine of growth, because capitalists are the only group that reinvests. 
 
3. The Mechanics of the Growth Process 
 
Ricardo's model operates as a step-by-step chain reaction: 
 
 * Capital Accumulation: Capitalists reinvest profits, expanding the demand for labor. 
 
 * Population Expansion: Higher demand for labor raises market wages above subsistence, 
triggering population growth (Malthusian mechanism). 
 
 * Cultivation of Inferior Land: Increased population requires more food production, forcing 
cultivation onto less fertile or more distant land. 
 
 * Rising Rents and Food Prices: Due to diminishing agricultural returns, the cost of 
producing corn increases. Rent on fertile land rises, and the price of food shoots up. 
 
 * The Profit Squeeze: Capitalists must pay higher nominal wages to ensure workers can 
afford subsistence food. Because P = Y - R - W, rising rents and nominal wages squeeze 
profits toward zero. 
 
4. The End State: The Stationary State 
The ultimate destination of Ricardo's growth model is the Stationary State: 
 
Once profits fall to zero (or near zero), capitalists lose the incentive to save and invest. 
 
 At this point: 
 * Net investment drops to zero. 
 * Population growth stops. 
 * Capital stock, wages, rents, and total output become constant. 
 * The economy enters a long-run Stationary State. 
 
5. Escaping or Postponing the Stationary State 
 
Ricardo suggested two major solutions to delay or avert the dismal stationary state: 
 
 * Free Trade (Repeal of the Corn Laws): Importing cheap foreign food/grain lowers domestic 
subsistence costs, reducing nominal wage pressures on capitalists and protecting profit 
margins. 
 
 * Technological Progress in Agriculture: Innovations and machinery improvements in 
farming increase output per acre, offsetting the law of diminishing returns. 
Summary Matrix. 



 
 
Topic 3 
 
Marx theory of surplus value 
 
Karl Marx introduced his Theory of Surplus Value in Das Kapital (1867) to explain how 
capitalism generates profit through the exploitation of labor. According to Marx, profit is not 
created by market trading or machines, but by unpaid surplus labor performed by the 
working class (proletariat) for the capital-owning class (bourgeoisie). 
 
1. Core Concepts: Use Value vs. Exchange Value 
 



To understand surplus value, Marx distinguished between two properties of a commodity: 
 
 * Use Value: The utility or usefulness of a good to satisfy human needs (e.g., a coat keeps 
you warm). 
 
 * Exchange Value: The quantitative value of a good when traded for another, determined by 
the Socially Necessary Labor Time (SNLT) required to produce it. 
 
2. Labor Power as a Special Commodity 
 
Under capitalism, workers do not sell their actual labor output; they sell their Labor 
Power—the physical and mental ability to work for a fixed period (e.g., 8 hours a day). 
 
 * The capitalist pays the worker a wage equal to the value of labor power—which is the 
cost of basic subsistence (food, shelter, clothing) needed to keep the worker alive and able 
to return to work tomorrow. 
 
3. Division of the Working Day 
 
Marx divided a worker's daily labor into two parts: 
 
 * Necessary Labor Time: The hours required for the worker to produce value equal to their 
own wage/subsistence cost (e.g., 4 hours out of an 8-hour workday). 
 
 * Surplus Labor Time: The remaining hours worked beyond necessary labor (e.g., the next 4 
hours). The output produced during this time costs the capitalist nothing in wages, 
generating Surplus Value (s). 
 
4. Total Value of a Commodity Formula 
Marx expressed the total value (V) of any produced commodity as: 
 
          V = c + v + s 
 
 * Constant Capital (c): Money spent on non-human inputs (machinery, raw materials). It only 
transfers its existing value to the product without creating new value. 
 
 * Variable Capital (v): Money spent on buying human labor power (wages). It produces its 
own value plus an extra surplus. 
 
 * Surplus Value (s): The unpaid value generated exclusively by variable capital (v). 
 
Rate of Exploitation (e) = Surplus Labour Time / Necessary Labour Time 
 
                         e = s / v 
 
5. Rate of Exploitation (Rate of Surplus Value) 
Marx defined the degree of exploitation of labor by capital as the ratio of surplus value to 
variable capital: 



 
If a worker spends 4 hours working for themselves (v) and 4 hours working unpaid for the 
capitalist (s), the rate of surplus value is 4/4 = 100%. 
 
6. Two Methods Capitalists Use to Increase Surplus Value 
 
Capitalists constantly seek to increase surplus value using two strategies: 
 
 * Absolute Surplus Value: Extending the total length of the working day (e.g., increasing 
work hours from 8 to 10 hours while keeping wages fixed). 
 
 * Relative Surplus Value: Increasing productivity through better machinery and technology. 
This lowers the cost of goods, reducing necessary labor time (e.g., from 4 hours down to 2 
hours) and leaving more hours as surplus labor time. 



 
Summary Key Points 



 
 * Source of Profit: Labor is the only input capable of creating new, extra value. 
 
 * Capitalist Exploitation: Profit is simply the unpaid labor time stolen from workers by the 
capitalist class. 
 
 * Flaw of Capital: As capitalists replace human workers (v) with machines (c) to boost 
productivity, the source of surplus value declines, leading to the tendency of the rate of profit 
to fall. 
 
 
Topic 4 
 
Comparative study of karl marx and classical economists ideology  
 
A comparative study of Karl Marx and Classical Economists (primarily Adam Smith, David 
Ricardo, and Thomas Malthus) highlights one of the most fundamental ideological divides in 
economic history. While Marx derived much of his analytical framework—such as the Labor 
Theory of Value—from the Classicals, his ideological conclusions stood in direct opposition 
to theirs. 
 
Comparative Matrix 
 
 

Feature / Dimension Classical Economists 
(Smith, Ricardo, Malthus) 

Karl Marx (Marxian Political 
Economy) 

View of Capitalism Natural, eternal, and 
self-regulating economic 
order governed by "natural 
laws". 

A temporary, historical stage 
in human social evolution 
that will inevitably collapse. 

Harmony vs. Conflict Harmony of Interests: 
Market forces ("Invisible 
Hand") align individual 
self-interest with societal 
welfare. 

Class Struggle: Inherent 
conflict of interest between 
property owners 
(Bourgeoisie) and workers 
(Proletariat). 

Origin of Value Value is created by labor, 
but price reflects costs 
including profit, rent, and 
wages. 

Value is created exclusively 
by Socially Necessary Labor 
Time; profits stem from 
unpaid surplus labor. 

View of Profit Legitimate return on capital, 
risk-taking, and necessary 
compensation for 
saving/investment. 

Unearned surplus value (s) 
extracted through the 
exploitation of the working 
class (v). 

Role of the State Laissez-faire: Minimal state 
intervention; protect 
property rights, enforce 

The state is an instrument of 
class rule used by 
capitalists; it must be 



contracts, and national 
defense. 

replaced by collective 
ownership and central 
planning. 

Long-Run Outlook Stationary State: Growth 
slows due to natural 
resource limits (land 
scarcity), but society 
remains market-based. 

Revolution & Collapse: 
Internal contradictions 
(falling profit rates, 
overproduction) trigger 
socialism. 

 
1. Philosophical Foundations and Methodology 
 
 * Classicals: Rooted in Enlightenment individualism, rational self-interest, and natural law. 
They analyzed the economy through static market equilibria and universal principles of 
human behavior. 
 
 * Karl Marx: Rooted in Historical Materialism and Dialectical Materialism. Marx argued that 
economic structures ("base") determine societal institutions, culture, and ideas 
("superstructure"). Economic systems change dynamically over time through internal 
material contradictions. 
 
2. The Nature of Capital and Exploitation 
 
 * Classicals: Viewed capital as a physical asset—machinery, tools, and funds (Wage Fund) 
required to boost labor productivity and enable the division of labor. 
 
 * Marx: Viewed capital not as a "thing," but as a predatory social relation of power. Capital (c 
+ v) uses the wage system to extract unpaid surplus value (s) from labor, turning human 
effort into a commodity. 
 
3. Drivers of Economic Growth vs. Crisis Mechanisms 
 
 * Classicals: Growth is driven by capital accumulation, division of labor, and market 
expansion. Crises (when acknowledged) were treated as temporary supply shocks or 
population pressures (Malthusian traps). 
 
 * Marx: Growth is inherently erratic and self-destructive. He identified structural crisis 
mechanisms embedded in capitalism: 
 
   * Tendency of the Rate of Profit to Fall (TRPF): As capitalists replace human labor (v) with 
machinery (c) to stay competitive, the base of surplus value shrinks relative to total capital 
invested. 
 
   * Underconsumption / Overproduction: Exploited workers earning subsistence wages 
cannot afford to buy back the vast quantity of goods produced by industrial machinery. 
 
4. Property Rights and Resource Allocation 
 



 * Classicals: Private property rights are fundamental to economic freedom, enterprise, and 
optimal resource allocation via market price signals. 
 
 * Marx: Private ownership of the means of production creates structural inequality, alienation 
of labor, and systemic exploitation. He advocated for social/collective ownership of 
production. 

 
Analytical Synthesis 
 
The key divergence between Marx and the Classical school lies in their ultimate diagnostic 
takeaway: 
 
 * The Classical Synthesis: Adam Smith and David Ricardo recognized imperfections in 
market distribution (e.g., land rents or population pressure), but ultimately viewed capitalism 
as a productive engine capable of creating wealth through free exchange and natural market 
balance. 
 
 * The Marxian Critique: Marx turned classical analytical tools (specifically Ricardo's Labor 
Theory of Value) against the classical conclusions. He concluded that capitalism is an 
exploitation system whose internal contradictions—class conflict, falling profit margins, and 
recurrent crises—make its collapse and transition to socialism historically inevitable. 
 

UNIT 4 
Market economy  
 



A market economy is an economic system in which decisions regarding investment, 
production, distribution, and pricing are guided by the price signals created by the aggregate 
interactions of individual buyers and sellers. 
 
In a pure market economy (often referred to as a free-market or laissez-faire system), 
resources are owned privately, and economic activity takes place without direct state 
intervention or central planning. 
 
1. Underlying Foundations & Principles 
 
The functioning of a market economy rests on key structural principles first formalized by 
classical economists like Adam Smith: 
 
 * Private Property Rights: Individuals and private firms have the legal right to own, use, buy, 
and sell physical and intellectual assets. Secure property rights provide the incentive to 
invest and build capital. 
 
 * Freedom of Enterprise and Choice: Entrepreneurs can freely organize resources to 
produce goods and services of their choice. Consumers can freely choose how to spend 
their income, and workers can choose their occupations. 
 
 * Self-Interest as the Primary Motive: Driven by what Adam Smith called the "Invisible 
Hand," consumers aim to maximize utility (satisfaction), while firms aim to maximize profits. 
When every actor pursues self-interest within a competitive framework, market coordination 
unconsciously promotes societal economic welfare. 
 
 * Price Mechanism (Price Signals): Prices serve as rationing tools and information 
transmitters. A rise in price indicates relative scarcity or high demand, signaling producers to 
supply more and consumers to economize. 
 
 * Competition: Multiplicity of buyers and sellers prevents any single firm or individual from 
dictating prices, driving innovation, lower costs, and better product quality. 
 
2. How the Market Economy Solves Basic Economic Questions 
 
Every economy faces the fundamental problem of scarcity and must answer three basic 
questions: 
 
  * What to produce? Determined by consumer sovereignty. Consumers use their spending 
("dollar votes") to demand goods, signaling to firms where profit opportunities lie. 
 
 * How to produce? Determined by producers seeking maximum profit. Firms combine land, 
labor, and capital using the least costly and most efficient technologies available. 
 
 * For whom to produce? Determined by purchasing power. Output is distributed to 
individuals based on their factor income (wages, rent, interest, profit) derived from their 
ownership of productive resources. 
 



3. Advantages of a Market Economy 
 
 * Economic Efficiency: Resources automatically flow toward sectors with the highest 
consumer demand, minimizing resource waste (allocative efficiency). 
 
 * Innovation and Technological Progress: Fierce competition drives firms to invest in 
Research & Development (R&D) to create superior products and lower production costs 
(dynamic efficiency). 
 
 * High Variety and Consumer Choice: Freedom of choice results in a wide array of goods 
and services tailored to diverse consumer preferences. 
 
 * Flexibility and Adaptability: Price adjustments allow market economies to react rapidly to 
sudden supply shocks or shifts in consumer tastes without waiting for bureaucratic approval. 
 
4. Market Failures and Limitations 
Despite its efficiency, an unregulated market economy exhibits structural flaws known as 
market failures: 
                        
 * Externalities: Unregulated markets fail to account for spillover costs (e.g., industrial 
pollution) or spillover benefits (e.g., basic scientific research), leading to overproduction of 
harmful goods and underproduction of beneficial goods. 
 
 * Underprovision of Public Goods: Goods that are non-excludable and non-rivalrous 
(national defense, street lighting, basic sanitation) cannot be profitably produced by private 
firms due to the free-rider problem. 
 
 * Monopoly and Market Power: Successful firms can eliminate competitors, leading to 
monopolies or oligopolies that restrict output, raise prices, and reduce consumer choice. 
 
 * Income Inequality: Because distribution depends on capital ownership and market-valued 
skills, market economies naturally generate wide wealth and income gaps between rich and 
poor. 
 
 * Macroeconomic Instability: Left entirely to itself, a market economy is susceptible to 
business cycles, experiencing periodic recessions, unemployment spikes, or inflationary 
booms. 
 
5. Market Economy vs. Alternative Economic Systems 
 

Dimension Pure Market 
Economy 

Command 
Economy 
(Centrally Planned) 

Mixed Economy 
(Modern World) 

Resource 
Ownership 

100% Private 
ownership 

100% State/Public 
ownership 

Combination of 
private and public 
ownership 



Pricing Mechanism Free market 
interaction (Demand 
& Supply) 

Government price 
setting and rationing 

Market pricing with 
government 
regulation/subsidies 

Role of Government Laissez-faire 
(Night-watchman 
state) 

Complete central 
planning and 
allocation 

Regulatory, 
redistributive, and 
stabilizing role 

Examples Theoretical ideal 
(closest: historical 
Hong Kong) 

Former USSR, 
North Korea 

USA, India, 
Germany, Japan 

 
 
6. Real-World Reality: 
 
The Mixed Market Economy 
In practice, pure market economies do not exist today. All modern capitalist countries 
operate as mixed market economies, combining free-market price mechanisms with varying 
degrees of government intervention to correct market failures, provide public 
education/healthcare, enforce antitrust laws, and offer social safety nets. 

 
 
Topic 2 
 
Planned and mixed economy  
 
Economic systems are classified by how they address the three fundamental economic 
questions: what to produce, how to produce, and for whom to produce. Planned economies 



and mixed economies represent two distinct approaches to resource ownership and 
allocation. 

 
 
1. Planned Economy (Command Economy) 
 
A planned economy (or command economy) is an economic system where the state or a 
central planning authority owns the means of production and dictates economic activity. 
 
Core Characteristics 
 
 * State Ownership of Resources: Land, factories, natural resources, and capital are owned 
collectively by the state or public enterprises. 
 
 * Central Economic Planning: A central authority sets production quotas, allocates raw 
materials, fixes prices, and determines wage levels across sectors. 
 
 * Absence of Profit Motive: Production is driven by social objectives, rapid industrialization, 
or equitable resource distribution rather than private profit. 
 
 * Limited Consumer Sovereignty: Production decisions reflect state priorities rather than 
consumer demand. 
 



Advantages and Disadvantages 
 
2. Mixed Economy 
 
A mixed economy combines features of both market economies (free enterprise and price 
mechanism) and planned economies (government regulation and public sector participation). 
 
Core Characteristics 
 
 * Coexistence of Public and Private Sectors: Private firms operate alongside state-owned 
enterprises (PSUs/SOEs). Key strategic sectors (e.g., defense, heavy infrastructure, utilities) 
may be run or regulated by the government, while consumer goods and services are driven 
by private enterprise. 
 * Price Mechanism with State Intervention: Prices are largely determined by demand and 
supply, but the government intervenes through price floors, ceilings, taxes, and subsidies to 
protect consumers and key industries. 
 
 * Government Regulation: The state enforces antitrust/competition laws, environmental 
regulations, labor standards, and consumer protection rules to correct market failures. 
 
 * Social Safety Nets: The state collects taxes to finance public goods, healthcare, social 
security, and welfare programs to reduce income inequality. 
 
Advantages and Disadvantages 
 
 

Strengths Weaknesses 

Resource Mobilization: Rapid redirection of 
national resources toward large-scale 
national priorities (e.g., infrastructure, 
defense). 

Information & Calculation Problem: Central 
planners struggle to accurately calculate 
real consumer demand, leading to chronic 
shortages or surpluses. 

Focus on Social Welfare: Prioritizes basic 
needs (healthcare, education, housing) and 
aims to minimize income inequality. 

Lack of Efficiency and Innovation: Without 
competition and profit motives, state-run 
enterprises often experience bureaucratic 
inefficiency and slow technological 
innovation. 

Control Over Unemployment: State can 
guarantee employment by creating jobs in 
public enterprises. 

Loss of Consumer Choice: Limited variety 
of goods and restricted economic freedoms. 

 
 
Comparative Matrix 
 

Economist Stance Primary Focus Core Mechanism / 
Argument 



Ludwig von Mises Anti-Planning Economic 
Calculation 

Without private 
property in capital, 
there are no 
markets, no real 
prices, and no way 
to calculate 
profit/loss or 
opportunity cost. 

Oskar Lange Pro-Planning Market Socialism Central planners 
can establish 
"accounting prices" 
and use 
trial-and-error 
adjustments (P = 
MC) to replicate 
market equilibrium. 

Friedrich Hayek Anti-Planning Knowledge & 
Information 

Economic 
knowledge is 
decentralized and 
tacit; central 
planners cannot 
aggregate local 
"knowledge of time 
and place" as 
effectively as 
dynamic price 
signals. 

 
 
Historical Legacy and Modern Relevance 
 
Historical Verdict: The economic collapse of the USSR and Eastern Bloc command 
economies in the late 20th century demonstrated the real-world impact of the calculation and 
knowledge problems identified by Mises and Hayek. 
Modern Echoes: The debate continues today in discussions surrounding big data socialism 
(whether AI, algorithms, and supercomputing could solve the planning problem) versus 
decentralized market mechanisms. 
 
Topic 3 
 
Globalization, privatisation, liberalisation and role of state 
 
The triad of Liberalisation, Privatisation, and Globalisation (LPG) represents a fundamental 
structural shift in economic policy—transitioning economies from state-dominated, heavily 
regulated frameworks toward market-driven, globally integrated systems. 
 
This transformation fundamentally alters the Role of the State, shifting government 
intervention from direct economic control to market regulation and social protection. 
 



 

 
1. Liberalisation 
 
Liberalisation refers to the relaxation of government restrictions, regulations, and 
bureaucratic controls on economic activities, allowing market forces of supply and demand 
to operate freely. 
 
Key Dimensions 
 
 * Dismantling Industrial Licensing: Removing requirements for state permits (e.g., ending 
the "License-Permit Raj" in India) to allow easy entry, expansion, and diversification for 
private firms. 
 
 * Financial Sector Deregulation: Allowing private and foreign banks to operate, freeing 
interest rates, and establishing independent capital market regulators (e.g., SEBI). 
 
 * Taxation & Price Reforms: Simplifying tax structures, reducing marginal tax rates, and 
eliminating state-imposed price controls on essential commodities. 
 
 * Trade Liberalisation: Cutting high import tariffs, removing quantitative restrictions (quotas), 
and moving toward market-determined exchange rates. 
 
 Advantages of Liberalisation 
 
 * Promotes Industrial & Operational Efficiency: Removing bureaucratic bottlenecks, 
licensing quotas, and red tape encourages firms to minimize waste and optimize production 
techniques. 
 
 * Attracts Foreign Direct Investment (FDI): Easing entry restrictions, lowering tariffs, and 
allowing automatic investment routes bring in international capital, modern technology, and 
global managerial practices. 
 
 * Enhances Consumer Sovereignty and Choice: Eliminating monopolies and trade barriers 
floods the market with diverse, high-quality domestic and imported goods at competitive 
prices. 



 
 * Fosters Technological Upgradation: Domestic firms gain unrestricted access to advanced 
foreign capital machinery, software, and intellectual property, boosting overall productivity. 
 
 * Expands Export Potential & Global Integration: Rationalized exchange rates, lower import 
duties on intermediate inputs, and reduced export restrictions make domestic products 
globally competitive. 
 
 * Encourages Entrepreneurship & Innovation: Lower barriers to entry allow startups and 
small businesses to launch, scale, and access private capital without seeking state 
approvals. 
 
 * Deepens and Modernizes Financial Markets: Financial deregulation permits private and 
foreign banking, expands stock and bond markets, and diversifies credit access for 
businesses. 
 
 * Curbs Black Markets and Corruption: Dismantling administrative quotas and price ceilings 
removes artificial shortages, eliminating rent-seeking and black-market premiums. 
 
 * Accelerates GDP Growth Rates: Expanding private sector activity and capital formation 
generally leads to higher rates of aggregate economic output. 
 
 * Generates Employment in High-Growth Sectors: Market deregulation fuels expansion in 
modern service and manufacturing industries (e.g., IT, telecommunications, retail, logistics). 
 
Disadvantages of Liberalisation 
 
 * Threat to Small-Scale & Domestic Industries: Local Micro, Small, and Medium Enterprises 
(MSMEs) often struggle to compete against the scale, capital, and branding of multinational 
corporations (MNCs). 
 
 * Widening Income and Wealth Inequality: Gains from market deregulation 
disproportionately accrue to owners of capital, skilled professionals, and urban centers, 
leaving informal workers behind. 
 
 * Neglect of Agriculture and Rural Development: Capital and policy focus often tilt toward 
urban manufacturing and modern services, reducing public investment in agriculture and 
irrigation. 
 
 * Vulnerability to Global Economic Shocks: Deeper integration with international trade and 
financial flows exposes the domestic economy to global recessions, capital flight, and 
commodity price volatility. 
 
 * Labor Market Insecurity & Casualisation: To remain competitive, firms increasingly hire 
contract workers and weaken union protections, leading to job insecurity and reduced 
benefits. 
 



 * Environmental Degradation: Rapid industrial expansion without strict environmental 
compliance can accelerate deforestation, pollution, and unsustainable resource extraction. 
 
 * Emergence of Private Monopolies and Oligopolies: The removal of state oversight can 
allow dominant private conglomerates to form cartels, buy out competitors, and distort 
market pricing. 
 
 * Regional Economic Disparities: Private investment naturally flows into industrially 
advanced, well-connected states, deepening the development gap with backward regions. 
 
 * Underinvestment in Social Infrastructure: Free-market dynamics prioritize commercial 
returns, frequently leading to underprovision in non-lucrative areas like primary public 
healthcare and rural education. 
 
 * Balance of Payments (BoP) Pressures from Luxury Imports: Unrestricted trade can trigger 
surges in non-essential and luxury consumer imports, widening the trade deficit if exports fail 
to keep pace. 
 
2. Privatisation 
 
Privatisation is the transfer of ownership, management, and control of public sector 
undertakings (PSUs) or state-owned enterprises (SOEs) to private individuals or entities. 
 
Key Mechanisms 
 
 * Disinvestment / Strategic Sale: Selling government equity stakes in PSUs to private 
investors or transferring majority ownership and management control. 
 
 * De-reservation: Opening sectors previously reserved exclusively for the state (e.g., 
defense, telecommunications, civil aviation, power) to private enterprise. 
 
 * Public-Private Partnerships (PPP): Involving private capital and management in building 
and maintaining public infrastructure (roads, ports, airports). 
 
Advantages of Privatisation 
 
 * Higher Operational Efficiency: Driven by profit incentives, private enterprises eliminate 
bureaucratic delays, streamline operations, and cut operational waste. 
 
 * Elimination of Political Interference: Day-to-day managerial decisions are insulated from 
political pressures, vote-bank considerations, and frequent civil service transfers. 
 
 * Incentive for Innovation & Modernisation: Private firms aggressively invest in research and 
development (R&D), modern technologies, and digital systems to stay competitive. 
 
 * Improved Quality of Customer Service: Market competition forces private firms to prioritize 
customer satisfaction, grievance redressal, and product variety. 
 



 * Fiscal Relief for the Government: Selling loss-making public enterprises frees the state 
from having to inject budgetary subsidies, easing overall fiscal deficits. 
 
 * One-Time Revenue Generation: Capital raised through disinvestment provides the 
government with funds to invest in public infrastructure, health, and education. 
 
 * Increased Market Competition: Breaking public sector monopolies expands consumer 
choice and exerts downward pressure on prices over the long term. 
 
 * Professional Corporate Governance: Management is handed to specialized professionals 
held strictly accountable for financial performance and shareholder returns. 
 
 * Broadened Capital Ownership: Listing state enterprises on public stock exchanges allows 
retail investors and employees to own shares, democratizing capital. 
 
 * Faster Decision-Making: Private management can quickly adapt to changing market 
conditions, consumer trends, and supply chain disruptions without waiting for parliamentary 
or ministerial approvals 
. 
 Disadvantages of Privatisation 
 
 * Erosion of the Social Welfare Motive: Private firms prioritize profit maximization, frequently 
cutting unprofitable operations that serve poor or remote communities (e.g., rural bank 
branches or postal routes). 
 
 * Risk of Private Monopolies: Privatising natural monopolies (utilities like water, electricity, or 
rail networks) can lead to market concentration, price gouging, and lower output. 
 
 * Job Losses and Retrenchment: To optimize costs, newly privatised firms often cut 
workforce size, downsize staff, or shift to contract labor, leading to labor unrest. 
 
 * Increased Cost of Essential Public Services: Transitioning public services (such as 
healthcare, transport, or higher education) to commercial operators can make basic needs 
unaffordable for lower-income households. 
 
 * Short-Term Profit Orientation: Private management often focuses on short-term quarterly 
earnings and share prices rather than essential, long-term capital investments. 
 
 * Loss of Regular Government Dividend Income: Selling profitable, high-performing public 
enterprises ("Crown Jewels") deprives the government of a steady stream of annual dividend 
revenues. 
 
 * Risk of Corruption and Undervaluation: The sale of public assets can suffer from 
corruption, crony capitalism, or deliberate undervaluation of state assets to benefit private 
buyers. 
 
 * Deterioration of Working Conditions: Aggressive cost-cutting can compromise labor rights, 
pension guarantees, job security, and workplace safety standards. 



 
 * Systemic Risk and Corporate Failures: If a critical privatised utility or financial institution 
fails, the state often has to bail it out using public taxpayer money ("privatising profits, 
socializing losses"). 
 
 * Loss of Strategic National Control: Privatising sensitive infrastructure, telecommunications, 
energy, or mineral reserves can create vulnerabilities in national economic sovereignty and 
security.  
 
 
 
Rationale 
 
Increases operational efficiency, reduces fiscal deficits caused by loss-making state 
enterprises, introduces modern management techniques, and encourages competitive 
pricing. 
 
3. Globalisation 
 
Globalisation is the process of integrating a nation's economy with the global economy 
through the free flow of goods, services, capital, technology, labor, and ideas across 
international borders. 
 
Core Pillars 
 
 * Foreign Direct Investment (FDI) & FPI: Permitting higher foreign equity caps and 
automatic approval routes for international investors. 
 
 * Global Trade Integration: Aligning trade policies with World Trade Organization (WTO) 
norms, removing non-tariff barriers, and joining global value chains (GVCs). 
 
 * Technology and Knowledge Transfer: Allowing seamless cross-border flow of software, 
patents, intellectual property, and managerial expertise. 
 
Advantages of Globalisation 
 
 * Faster Economic Growth and GDP Expansion: Cross-border trade, capital flows, and 
foreign direct investment (FDI) expand markets, scale industries, and accelerate global 
economic activity. 
 
 * Access to Cheaper and Diverse Goods: Consumers benefit from a wider variety of global 
goods and services at lower prices due to international competition and comparative 
advantage. 
 
 * Foreign Direct Investment (FDI) & Capital Flows: Developing nations receive crucial 
capital from developed economies to build factories, modernize infrastructure, and create 
domestic industrial capacity. 
 



 * Rapid Technology and Knowledge Transfer: Developing economies can leapfrog legacy 
technologies by quickly adopting advanced software, green energy systems, and modern 
manufacturing tools. 
 
 * Employment Creation in Emerging Economies: Outsourcing and multinational 
manufacturing create millions of formal jobs in sectors such as IT, business processing, 
textiles, and electronics assembly. 
 
 * Economies of Scale and Productivity Gains: Companies produce for a worldwide customer 
base rather than a limited domestic market, reducing per-unit production costs and 
increasing efficiency. 
 
 * Increased Competition and Innovation: Exposure to global competitors forces domestic 
firms to upgrade quality, invest in research and development (R&D), and eliminate 
operational inefficiencies. 
 
 * Cultural Exchange and Global Connectivity: Cross-border travel, digital communication, 
and media exposure foster cross-cultural understanding, tourism, and global collaboration. 
 
 * Global Cooperation on Transnational Issues: Interconnected economies have stronger 
incentives to collaborate on international challenges, including climate action, maritime 
security, and global health responses. 
 
 * Specialization Based on Comparative Advantage: Countries can focus their resources on 
producing goods and services they make most efficiently, maximizing total global output and 
welfare. 
 
Disadvantages of Globalisation 
 
 * Rising Income and Wealth Inequality: Gains from trade and capital flows tend to accrue 
disproportionately to high-skilled workers and capital owners, widening the gap with 
low-skilled laborers. 
 
 * Job Losses and Deindustrialization in Advanced Economies: Relocation of manufacturing 
and service jobs to lower-wage countries causes job losses and wage stagnation in 
traditional industrial regions. 
 
 * Vulnerability to Global Economic Shocks: Highly interconnected supply chains and 
financial systems mean crises in one major economy (e.g., banking collapses, pandemics, or 
geopolitical conflicts) quickly trigger global recessions. 
 
 * Exploitation of Labor in Developing Nations: In an effort to attract foreign capital, some 
developing countries maintain low wages, poor workplace safety standards, and weak labor 
rights (a "race to the bottom"). 
 
 * Environmental Degradation and High Carbon Footprint: Increased global shipping, air 
freight, and resource extraction accelerate global carbon emissions, deforestation, and 
industrial pollution. 



 
 * Loss of Cultural Identity and Westernization: The dominance of multinational media and 
consumer brands can erode indigenous cultures, local languages, and traditional arts. 
 
 * Brain Drain from Developing Nations: Highly educated and skilled professionals (doctors, 
engineers, researchers) frequently migrate to advanced economies for better wages, 
depriving their home nations of human capital. 
 
 * Dominance of Powerful Multinational Corporations (MNCs): Large global conglomerates 
can outcompete and displace small domestic businesses, monopolize local markets, and 
exert outsized influence over national policy. 
 
 * Erosion of National Policy Sovereignty: National governments often face constraints on 
their fiscal, monetary, and regulatory policies due to international trade agreements, WTO 
rules, and global market pressures. 
 
 * Agricultural Distress in Developing Economies: Heavily subsidized farm imports from 
advanced economies can enter developing markets, undercutting domestic farmers' prices 
and threatening rural livelihoods. 
 
 
4. The Changing Role of the State in an LPG Paradigm 
Under the LPG framework, the state does not disappear; rather, its role undergoes a 
qualitative transformation from a "Provider and Direct Producer" to a "Facilitator, Regulator, 
and Welfare Provider." 
 
       A. From Controller to Facilitator 
 
 * Instead of running businesses, the state creates a conductive business 
environment—improving ease of doing business, upgrading logistics infrastructure, and 
providing legal security for property rights and contracts. 
 
B. The State as a Regulatory Watchdog 
 
 * Because unregulated markets lead to monopolies and market failures, the state 
establishes independent regulatory authorities to maintain fair competition, protect 
consumers, and prevent systemic risks: 
 
   * Financial Sector: Central Banks, Securities Regulators 
 
   * Market Competition: Competition Commissions / Antitrust agencies 
 
   * Utilities & Infrastructure: Telecom, Power, and Insurance regulatory bodies 
 
C. Anchor for Social Infrastructure & Human Capital 
 



 * Free markets often under-invest in public goods. The state concentrates its fiscal 
resources on high-impact social investments: primary education, basic health infrastructure, 
environmental protection, and R&D. 
 
D. Poverty Alleviation and Social Safety Nets 
 
 * Globalization and market competition create economic winners and losers. The state steps 
in to mitigate inequality through targeted welfare programs, food security, direct benefit 
transfers (DBT), and unemployment cushions. 
 

 
 
Comparative Matrix: Pre-Reforms vs. Post-Reforms Role of State 
 
 

Aspect Traditional State (Pre-LPG / 
Planned) 

Modern State (Post-LPG / 
Market-Oriented) 

Primary Economic Role Owner, producer, and price 
fixer 

Regulator, referee, and 
ecosystem builder 

Resource Allocation Central planning and 
administrative quotas 

Price mechanism guided by 
market demand & supply 

Public Sector Focus Commercial manufacturing, 
heavy industries, consumer 
goods 

Strategic defense, public 
goods, health, and basic 
education 

Trade Stance Import substitution and high Export orientation, trade 



protective tariffs openness, and FDI 
integration 

Regulation Style Direct bureaucratic control 
(Licenses, permissions) 

Rule-based oversight via 
autonomous regulators 
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