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Chapter 1

4, Resources shall be ellocated to their highest valued uses.
5. Economics is study of tronsformation of the scarce rescurces info 645 to satisfy the mast

W'Sﬁ-mr

important of cur infinite wants Piﬁﬂll
Mrr.d.‘! = fib
8, Decision making erises ondy if there is Ma owmilable. No alternatives no desision mng 2g- .
Cantinue or shurt down decision, New Pradusct, Make or buy, Marketing d'im‘c = Sam

Ecomomic: theories are hypothetical ond simplistic in e based on simphifying assumpions.
12. Business Economics ensbles opplicotion of ecoramic logic ond anclytical tools to bridge the gap Endj —_ mb
between theory and proctice.

13. Business Economics is not only valuoble o business decision makers, but also wseful for managers
v of mor-for. profit’ organizations

|4 Drfference between Micra snd Macro Economscs

) _ Miera Econemics.
M Wikron which mears “Small
"Slndy of particuler fm pa-lluﬁrhmellﬂd “Macro Economics examines the Forestand
indeviducl price, wages, income, individuol industries, | not the Trees, Large oggregates™-
particulor cammedities™ Prof. Boulding Prof. Mc Connel
Behavior of indviducl I'Imnelmmw Overall econgmic phenamena

I!. The Mature of Business Ecomemics is described as under
Business Ecomomics is a Science- Explains cause and effect whnmlhlpl.

(d]lmlm from Private mmm

ekl 42— Realiok.

16, Mermarive and pesitive -
iBoaltive B or Pure sconomics
rtumdﬂmummﬂ
ambiguity or secand view

E in nature & L1 states whal s
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16, Mormarive and pesitive -

= Paad

Bonities ar hure Marmative E: jes ™=

Tt is Based on fiacks and there is mo point of | It tells us about hiow the things should Be.
ambiguity or second view |

| Bserigtive n rature & It stotes IWhat I5' | Préseriptive in rarure & describes What oug b
It explains couse & ufmndarualdpmd It posses value judgments /suggestions and uﬂu‘s
there will be po value judgments/suggestions, | advice.

Tt is based an past data and can be checked | Canmot be verified because i is opinion based and
with data nat fact based

Mo Matter of debate Matter of Debate

TAckarding 10 ReBBIns, Ecanomics & neutral | L1 i based on welfare economics - (Marshall APR)
between ends. Complete neutrality between ends is, however,

neither feasible ror desinable.

17. Scope of Business Econemics Chordg
= -
% Microecoromics opplied 19" operational or internal Issues- issues within the o zu:.en:mu ]

—}WV

A= Demond Anakysis 2 Demand Funwllng Cost analysis
3. Theory of Capital and 5 _ond Uncertaty Andysis | 6. Market Strociore and
Irvestmer Decisions (ap bud 1" Pricing Policies
7. Resturce 4 | A —Production analysis | 5 Tnwentory Maragement fof)
| J&. Profit analysis W

o
=B, Matroseconomics appliad To environmertal or axvernal issuRs- issues aut of preview of an
The majer factors relate 1o
T!\swpe of econamic system. S0, (g e
_~2) Stage of business cycle.

3) The general trends in national income, employ , prices, saving and investment.

4) Government's economic policies like industricl palicy, competition pelicy, menetary ond fiscal
policy, price policy, foreign trade policy and globalization palicies.

5) Working of financial ssctor and capital marker,

&) Socie-ecenomic organizotions like trode unicns, producer ond corsumer unions and
cooperatives.

T) Social and political envircnment.

Trlegrom - €4 Adityn Sharma Fowndation

1. All countries, without exceptions, face the peeblem of scarcity becouse their rescurces ore
limited and these ressurces have alternative uses.
2. If e resource has only a sirgle use, Then alse The economic prablem would not arise.
3, The central econamic prablem is further divided into four basic economic problems.
LB What s produce” Whhich goods and in what quantities
b7 How o Produce? Methed of production (labour- intensive er capital - infensive)
& For whom 1o produce? How the 645 should be distrbuted among members of the sociery.
Alss shares of different people in the national product.
i What previsions (if emy) are fo ba mode for economic growth?-saving and investment
4, Undarstonding different

pes of Economies

| Mixed Econamy |
Also Known a8 Free morket econcmy or laissez- |I:npm1- an
faire econcmy | both markets
| Plowed Catnpmyg
Mast imp Private Ownership Include the
Faature | best features
Other points. | of both the
| controlied
How CEP are | Lmpersonel farces of market economy and
solved demend and rupply or the price the market
mechanism ecanomy while
What Te Decided by consumers excluding the
demerits of
How 1o | CasT of production miramum. both,
i Laboe ar copital ‘Imuuhl |
For Whom to | Thase wh have buying capacty
produce
'What provision | Depends upon level of imterest
are 7o be made | rate for consumer ond rate of
for economic | return in Market for business
growth? firm
5 Characteristics of each Yype of econsmy
n. Right 18 private o Collective Ownership of means of & Goverrement
preperty production by state however, smoll farms, itself must run
b, Freedom of enterprise workshopa & trading firms which may important and
¢ Freedom of economic remain in private honds, selected
chaice b. Profit- motive and seif- interest are not industries and
. Profit Motive the driving foroes elimirate the
[ Conm ¢ The rescurces are used to achieve certoin free ploy of
socio-gconamic objectives,

bsence of Government | d. Centrally plamed economy self-imerest
Interference & Absence of Consumer Choice-
f. Relatively Equal Income Distribution-
g Minimom role of Price Mechanism or
Market forces-
| b Absence of Competitian
&, Merity of sach Type of ecancemy
‘econsmy | Secialist ecoramy |  Mixad Economy
a) Self-regulating theeugh o) Equitable distributionof | o) Economic freedom and
price mechanism. wealth and income existence of private praperty
b) Rewnrds efficiencyand | b) Rapid and balanced b) Price mechanism
punishes inefficiency. | ecoramic development ) Consumer sovereignty end
) Foster economic growth | ¢) Planned Economy- freedom of cheice.
d) Optimum allecation of d) Minémum Wastage and d) Appropriate incentives
Fesources optimum utishisation of &) Encouroges enterprise and
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- _Absence of Government
Interference

d.
-
f.
q

h,

Centrally plasned econamy
Absence of Consumer Choice-
Relatively Equal Income Distribution-
Minimum role of Price Mechanism or
Market forces-
Absence of Competition

6, Maerits of each Type of econcemy

o) Self-regulating through
price mechanism,

b) Fewords efficiency and
punishes inef ficiency,

) Foster economic growth

d) Optimum allecation of
resources

&) Operative efficiency.

) Lawer cost of production

g) Better standerd of living.
of consumers

h) Incentive for innovation
and Technolegical progress,

i) Right ta private Property

1) Mo conty for coliecting and
processing of information

a) Equitable distribution of

wealth and income exigtence of peivate property

b) Ropid and balenced b) Price mechanism
ecomomic development ) Consumer soversignty and

) Planned Econonmy- freedom of cheice.

d) Minémum Wastage and d) Appropriate incentives
optimum utislisation af &) Encournges enterprise and
resounce- risk teking,

&) Unemployment is ) Advartages of economic
minémized, planning

f) Absence of profit matve

) Right ta werk and minimum
atendard of living

H) High Saciel security

h}) Mo cut throat comperition

7. Damerits of aach typs of econcmy

vhwansal - pevd-

awer human rights,

epportunities.

d) Does not represent the real
reeds of the society.

e) Exploitation of labour

g) M of

aJ. = e
b)) Tnequality ond social injustice

€] Wide differences in economic

) Consumer sowereignty is a myth

a) Wﬂwhﬂﬂ.

favoritism,

b) All materiol means of production are
wnder the contrel and direction of
state.

€) Takes away right of private property.

d) Mo incentive for hard work

€} Administered prices

) Stare monopelies become

h} Less of merit goods
i) Unplasmed production.

g} Consumers have no freedam af choice.
h) Mo importonce topersonal efficiency

1) Waste of productive resources and preductivity.
k) Formarion of monopolies 1) The extreme form of socialism i3 not
I Er degradation. af all pracricabl

a) Excessive
contrals the
private sector,

b) Poar
implementation

£} Unce deloys

1. Unility is want satisfying power of a commodity is called as utility.
2. Unility is subjective term ond differs from person 1o person

3
7 Uity iy naara |
9. Human beings have virfually unlimited wants, Eoch single want i3 satioble (copsbie of being
satisfied)
6. Consumer spends his income on dif ferear G&5 To atrain maximem satisfaction,

-

{

Suferit

20

[1¢]

(]
4 -10
5 -20
[ -30
T -4
B 200 -10 -50
9 180 -20 z &0

\) Tetal Utiity- The sum toval of utility derived from different ulunlummdlry

b}»ﬂﬂ'ﬂlnﬂ WUtility - Adderional utility derived from additianal unit of a cemmodity,
Marginal Utility com also be defined as chonge in the toral utility resulting from one- wnit
Mmmmdmdn,,p- unit of time or, Change in Unility/

change n Gty

i sy subcr e
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10. Assumpticns under Marging! utility analysis and cordinal appreach
&) Cardinal Measurability of Utility- Utility is measurable and guantifisble
) Comparabiity of Utility across the goods- Satisfaction derived by a person fram different
commadities can be compared.

«) Independence of Utilities: ﬂﬂm (e
amm'wummmjﬁ ong tomm ok a Jms.

of diminishing Marginel utility stetes -as o consumer consumes meve of stock, the extra
satizfaction that he derives from an extra umt, declines with the increase in consumption of that
rtem

12, 1f seme goods have capacity to satisfy ather wents then thelr marginel utility weuld not have
decreased.

13, Comclusion as per low of Diminishing margined wtility

@) Toral Utility increases of diminishing rate. (0, 50 4o
b) Marginal Utility is Downward Sloping curve, maving
fromleft to right i
) Marginal utility is i curve.
d) Where Utility is nega Total wtility
decreases.
) MU goes om decreasing & becomes negative beyond
@ certain point of time.
14, Assumpticas and Exception to Law of Marginal utitity

@) Srandard Units- Suitable size.
b} Hemegeneous units-
€) Constant Income-
d) Canatant Taate/ fashion- Continuois consamption-
) Cardinal oppronch- Utility is quontifiable
13, Exceprions 1o Law- -

@) Parssnal Aspects- music, hobbies, ete &ub ep ST

w7B) Money is encluded- - - I o1 N @
16. ;oxcn of Law r RTJ\\_-—,_J/P:W @

a) Lhof&nuuhngunglrduﬂkhrfdmﬂgbﬂ.ﬂs of Low of demand.
B) Low of diminish ainal utility » consumer's equilibrium and price, Rﬂ-"l-hl
<) vafﬁwﬂwg-wglndmlnymﬂuwmp‘?uf

d) Price and MU moves together up and down. L8 m

#) Marginal utilfy varies inversely with the supply, Calsf) i P‘.“f“ &
) MU of The the quantity of complementary §oods increases — R
g) MU of the fhe quantity of _____;po_a_:ﬂhﬂummm

Line Cinder CAADITYATR v ot st diveomwed o {nacadeser smineripien

mwlﬂmnkumrmwwwlwd moeey spent on commodity ¥, then
the consumer will withdraw some money from purchase of Preduct ¥ and will spent on purchase of
i, till MU of maney in Two cases becomes equal,

18 [ SEHMEIERT The consumer will attoin maximum satisfoctio

Simiarly for more than fwo products, consumer will be in equilib
MUx . MUy MU=
TPrice 5 Price; Price:

20. The will atran = and will be In equilibrum when MU of money
spant on vericus goods that he buys, are equal.

21. Corpomer Surplus What @ consumer is ready To poy - what he actually poys.(refer table 2.1)
a) The consumer continues fo buy a commodity till MU = Price of the commadity
b} For all the earlier units parchased, MU > price poid. This difference is colled os consumer's
warphus

C5= &Mﬂ hy-s -
22, Limiations 1o Comumer surphid

@) Relevant only if cordinal epproach to measurement of utility is assumed.

V)h) Consumer's surphus connot be measured precisaly + JHee
) Consumer's surphus derived is affected by availability of substintes. W-P —
d} Incose of mecessaries, consumer's surplus is infinite "o
€) Nat applicable to prestigisus items & *'

1) It is assumed that MU of the meney is constant, -iur.hlsm?nllmr_ c:
23. Graphical Imterpretation: refer schedule above (2.1}
a) Consumer is in equilibrium at 3 units, where price = MU,
b} Consumer surpius is INR 20 and INR 10 ot consumption level of 1 Onange ond 2 oranges

Grmghcal snprssentines.
0
.

v = Pree

1 ot margian + A s $9 § Arvm ol (ALY s
8 i o = DR e e o b i, o b i 3o
f—

New Section 13 Page 4



24.  Indifference curve anclysi 3 sumprt
=} Ordinal Approach fo utility- UTILITY is nat measurcble in monerary terms,
_~) Consistency in rasking- If o consumer prefers X to ¥ and ¥ 1o Z | this cutomatically meors ng
that he must prefer X to Z. '?GN:-
_}}—MNM Ranking and preferences- H)L
d) [Uumber_of_Good] Customer prefers that combiration which has mare_commedity in
?‘/ combiraTion and Tries to maximize his satisfaction. Aple
}- Indifference curve analtysis
a) An Indifference curve is o curve which represents all these combination of goods K\;\_‘_
glves same satisfaction to the consumer.
B) He remains indifferent among those s il
Example v

V(2
26. Tncitterance Map ( ) g! =C
a) Asetof |nd|fftmn¢wrvu erence M

b) An indifference mop depicts complete picture of customer's
taste ond preferences.
€) The conmumer is indiffenent for any combination lying on same I

o
1

d) However he prefers combination on Higher IC to combinotions . — =
on lower IC. os the combinations of higher IC give more =~ e
satisfaction, So It » ICICAIG .

€) Farther the IC from the origin, higher i the satisfaction level

27. Marginal rate of Substitutions
7 Warginal rate of substitutions (MRS) indicates how much of ene commadity is subeetitured for
haw mech af arather commodity.
b) MRS s indicated by Slopa of I£ curve at @ particular point.
£} MRS show decreasing Mmlrhumﬁafdmﬁmmwm

28, Property of indifference curve
_S-Dawnward sloping fo right- negatively sloped,
to the origin- due to diminishing nature of MRS,
<) All point an on IC gives same satisfaction-
d} Higher [C gives Higher level of satisfaction-
€) Mon Intersecting

Fue Cindle CAADTT YA G gt bext diconnd on {nacadewy snbscription

29. Budget line - Price line, Price opportunity line, Price- income
line, Budget constraint line,
) A Budget fine shows oll those combinations of two goods which
a consumer BERIBUY spending AETGMERIMGRERIIMESRS on 8
G608 ot thair given prices.

b) Budger line is also called as Every point on Budget kne it X

represents full spending by the consumer.
30, Consumer Equilibrium under indifference curve approoch

a) Consumer will try to reach the highest ible IC,

b) Hmlrhl:bjurmafwnghhhwmmwufgu&uf BL iy kﬂ‘qaﬂﬂl
restricted by Budget line. —

€) Thus a consumer is in equilibrium when he derives maximum
possible satisfaction from the goods, and is in no position to
e~ arronge his purchase of goods.

31. Assumptions under Ordinal Apgroach
a) The consumer has fixed money income which he has 1o spend wholly on 2 Good
b) Prices are constant,
€) The cansumer has given an indiff erence map which shows his scale of preferences

32. Relationship of MRS ond price at eguilibrivm,
a) At equilibrium, slope of pvlu line is equal to siope of Indifference curve.

ternatively, MU/ Py « MLLP,

Coad.  od
4 o
sy L
Moomeny A
Lo

Ll O CAADITEATD dor gt st ol sy SRR
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1 Demand = Willingness (Desire) and ability (Resources/Meons) + willingness 1o use those means

2 Demand s determined at certain, (i) Price (ii) place or (iii) time. @ mﬂﬁqmﬂ
_4~The quantiry demanded is o flow, @ Po pooee
4 Tipes of Damond
0. Tndividsel Demand/ Company. demand- sub-system of etal demand. @ fe uw FT@

b, Market Demand/ Industry demand. sum total demand of all individuol demand
. Price Demond -Demend of consumer at varsous prices
d. Income demend - DD at various income levels, According 1o this superior goods heve greater
demand and as the level of income lowers, inferior goods have higher demand.
€. Cross demand- Demand due o availability of Substitute goods or complementary goods,
M,ﬁ-&u'rnmoumnd refers to the demand with its immediate reaction
A Lang o demand- refers ta demand which exists ever a lang period.
)’kﬂv‘d demand-The demand because of the demand for some other commedity colled
‘parent product’,
et Autonomous demand- Independent of the demand for other goods.
v@’mws“mwmmimﬁmw-ﬁhwmpﬂdsw
producer goods themaelves,
k. goods are ueced for final consumption.
® Durable goods are those which con be consumed more than once.
W Non-durable goods are these which cannat be consumer mare than ance
5. Factors of Demand

V(Pri:tafth + demand fera ilm&wnmpﬂm@
v Complementary goods Inversely Related T ali=g
W Competing goods or substitutes- Directly Related T £
b Income of the consumer- < v

mu\u increase in demand of necessities if proportionally less
than increase in income.

W As the income bevel increase impertance of food and ather nan durabie goods in the
‘overnll consumgtion basket and a rise in the importance of duroble goods
There are some commadities for which the quantity demonded decreases with an
Increase in money inceme beyond this level, These geods ore called inferior goods [ Alse
colled a5 Giffen goods]

Tastes ond preferences of bnsumers- M (J
of also infh ion effect’ or
. by seeing another persannunpmlalr product/ commodity.
a product becomes common amang all, some peaple decrease ar
dtogeﬂw stq: I12 consumption. This is called ‘snob effect’.

—

Wiadch ail fiee revivion bectiores for froe oy YouTube chamne! = CA ADITEA SHARMA™ m

VA Adtgn S | MI01IE, .ﬁ/‘

®» Highly priced goods are consumed by ch peaple 1o satisfy their need for
‘conapicuoua consumption, This is ul

d. Population aspect-
_2-Size of the: population-Directly related
¥ Composition of popuiation: Directly if compesition is in fover of demond
#,_The level of Mational Income ond its Distribution: Even Distribution More DD, uneven
digtribution less Demand
w Consumer-credit facility and interest raves: Checper interest rate ond larger
fmlnb.l.ryofmmmmw

mw_—’?’ﬂ QD

b Lmofumd/"

{B) m-uwwwmmnmumwwmtm
W Prices of reloted commadities (complementory goods ar i } Mn
# Income of consumers
® Tostes ond preferences of consumers, and gm o0 ==+ @Uﬁu
& Such other foctors which influence demand.

-

N — i
N7 Crureer)
l mlllrl“ﬂ

In

[

S [

& Features of th
msmmm-munmnw
(b) Megatively sloped
() May sometimes be a straight-line or sometimes o free hand curve
(d) Demand curve is also called Average Reverue curve (ARC).
(&) The an:wllnMnﬂwrluFﬂ Individuel Demand curve,

9. _Ravionale of vhe Law of Demand C{g’_" ,l; ID
o) Law of diminishing margi a0 — 8000
t——'} Substitution effect:-When the price of a commodity falls i Mm& relatively chesper
than other commodities.
) Incoma effect: As o result of fall in the price of the , consumer’s real income or

purchasing power sncreases.

} Arrivel of new consumer: Rise in number and rise in bwllg eapacity
T
el 2 [0 = se.

Watch all free ireters for fhee o my You Tube chamae! = CA ADITEA SHARMA
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8 Addgs Bourwas | 7430134133 ‘/‘
10. Exceptions to the Low of Demand

4% o) Conspicuous goods: Prestige value or snob appeal or conspicuous congumption or Veblen
effect or prestige goods effect.
_ b4 Giffen goods: Infarior goods , with no close substitutes easily avaslable and which occupy
a substantiol ploce in consumer’s budget ore called "Giffen gosds’
The demand for certain goods is affected by the demenstration
effect of the consumption pottern of a sacial gnoup ta which an individual belongs.
d) Future expectations about prices

%-é

_g¥-Trrovions] conaim
) Cemond for necessaries

4T Tgnorent consumer:

",tﬂ..ipcmnw goods L]

b
o

(P on

| charge in any facter other then price Curve 3o Ioo

s By o Bemand
W Elasticity of demand is defined as the responsiveness of the quantity demanded of o good
o changes in one of The variables on which demand depends. 20
% the percantage change in quantity demanded divided by the percentage change in ona of
the veriables on which demand depends
3 e =00 1008 pogo
13 Facters affecting demand ond nome of their alasticity

Frice of the commedity Price Elasticity B
Income of the consumer Income Elasticity [
Cross Elostici Er
et Chntiiny. | e

Waach aid ftwe revinion dectires for fee oo my YouTube chamne! = CA ADITEA SHARM.

14. Methods of calculavion of Price Elasticity of Demand

Percentoge Froe 1. Responsiveness of quantity | Answer will be in
- 1] kmm&m& & e dity, | negattva denctieg
proporticnal o a change in Price Irwverse relation
Methad 2. % charge in quantity
demanded divided by the %
charge in price, ather things
Eps-dqpedpq
Er  Lower segment
Upper segment

1 Eeqeq x pop
arq prpe

Method axpanditure or Outlay of the household.
2. By this method we can only soy whether the demand for o
good iis elastic or inelastic: we connot fird out the exact
coefficient of price elasticity
Bl » Price and Expenditure moves in same direction. + Price Increase
= Demand iz said to be less elstic, or inglastic and TR increase
* Price Decrease
and TR decrease
[ * Total Expenditure remains Unchanged. + Price Increase
« Demand iz said to be unit elastic end TR
unchanged
+ Price Decrease
and TR
! unchanged
[ = Price and Expenditure moves in opposite direction. » Price Increase

* Demand ie aid to be elastic and TR decrease

Wateh atl free peviston lectures for free o sy Vou Tube chammel = €A AD
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18. Inrerpretation of Elasviciry of Demand

r
[/

bring infinite change in
quantity

16, Determinants of price Elasticity
o) Availability of substinres____ClOSUL, relationship
b) Pestion of a commodity in a conaumar’s budge?
& » Goods having higher proportion of consumers’ sperding are __ Cloatfy, 1o demand.
% - Goods having lawer praportion of consumers spending are W02l aak o demand.
c)} Mumber of uses fo which & commadity con be put:
- M(Iﬂcmmjﬁn_mm
# Specified or particular use have m to demand,
d) Time period:
¥ The long run demand for o commedity is _©1
» The short run demand for a commedity is
) Comsumer habits
= Habitual Goods Is} Dremand
1) Tied demand:
» ﬁmds-hidn@-nmudmd;nmfmnm 5]
= Goods which have tied or joint demand are. n
g) Mature of the need that o commedity satisfies o
= Lisiiry goods are price B -while necessities are price WD 16 price

to change in price.

h) Price range
> Goods which are in medim range of price level are 1o price change.

* Goods which are in very high price range or in very low price range have i oo,

Wisdch ald free revivion bectinees fo ir oy Voo Tiber cuamone! “ CA ADITEA SHARM

17. Income Elasticity of Demand

P of quantity of a | E.:Percentage changs in guantity Demend x100
good To changes in the income of Percentage change in income
cansumers

18. Income Elasticity of Demand

19. Cross Elasticiry of Demand
Cross elasticity of demand is degree of responsivenass of demand for one Be=_ %A Qx
good to a change in price of other good. AP
Direct or Positive relation | Tea & Coffee, |CED=1
(Geods must be substitute) CED»1
CED<1
Imeerse relation Cor & Petrol  CED « 0
{Beods must be complementad
goods
Constant Cloth & salt CED =0
(Ne change in demand of
one proeduct though there is
change in price of other
praduct)
goads must be unrelated

20, Metheds of demand Forecasting
L. Survey of Buyers' Intentions: direct interview of potential customers.
a. Complete enumeration method
b. Sample survey method

Watehh all free peviston lectires for froe o ay Vou Tube chammel = CA ADITYA SHARMA
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c. End-use method, especially used in farecasting demand far inputs, irvalves identification of
all firal users,

2. Collective opinion method:

a} Sales force opinion method or grass roots approach. Firms having o wide network of soles
personnel can use the knowledge, experience and skills of the scles farce.

b} Although this methad is simple and based on first-hand infermation of those who are directhy
connected with sales, it is subjective as personal cpinions.

3. Expert Opinion method:

Delphi Technique

a) The Delphi technique. developed by Qlaf Helmer af the Rand Corporation of the USA.
provides a useful way ta abtain informed judgments from diverse experts

4, Statistical methods:

a) Forecasts using statistical methods are considered as superior methods becouse they are
more scientific, reliable and free from subjectivity.

B) Trend Projection method: This methad, alsa known classical method, is considered as a
‘naive’ approach to demand farecasting.

i. Graphical Method:

ii. Fitting trend equation: Least Square Method: sum of the squared differences between the
calculated and observed value is minimised.

5. Begression onolysis: Relationship is established between the quantity demanded (dependent
wvarighle) and the independent varicbles (explanatory variobles) such as income, price of the
good, prices of related geods etc. Once the relationship is blished, we derive regr
equation assuming the relaticnship to be linear, The equation will be of the farm ¥ = a + bX.

. Contralled Experiments. alse krown as marke? experiment methed.

a) Under this method, future demand is estimated by conducting market studies and
experiments on consumer behaviour under actual, though contrelled, market conditions.

-

7. Barometric methed of forecasting:
a) Just as meteorologists use the barometer to forecast weather, the economists use economic
indicators to forecast trends in business activities. This information is then used To forecast
demand prespects of a product, though not the actual quantity demanded.
b) For this purpese, an index of relevant economic indicators is constructed.
) Mavements in these indicatars are used as basis for forecasting the likely econamic
environment in the near future. There are leading indicatars, coincidental indicators and
lagging indicators. The leading indicatars move up or down ahead of some other series.

Commadity on which Proportion of diture is large. Elastic
‘When price level of a cammodity is too high and change in Inelastic
price is smaller,

If price level is low and change in price i= large. Elastie
Commadity which has limited uses. Inelastic
Commadity which used 1o satisfy several wants. Elastic

| Commadity which have less substi Tnelastic
Commadity having several substitutes, Elastic
Commodity which is required urgenthy. Inelastic
Commadity which is not required urgenthy. Elastic
DBemand for commodity is inelastic in long run. Inelastic
Demand for commadity is elastic in short period, Elastic
Demand for these goods, which are tied to others. Inelastic
Demand for commedity used by habitual consumer. Inelastic

ail free revision lectires for free on out Tibe chmmael = €
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Pota
1. Supply refers 1o omount of a commodity seller is ‘
V;_Mrwm—depmdsnpm.ﬂuku!nmmdhy ————
’__,'r,-m-'llinm sell- depends upon price of a commadity @ STU‘L

2. Darerminonts of supply on Fastors affecting supply

Price . o di  (res) Cost of Production™>* | Copt s copl| saf
Stock di— Techniques of

L e Thees Tt ‘L
Matural Resources o Bed L Trode pelicy i i

e Infrastracture — 1 "@mdf Bed &

Weather conditions | gowd & fiool [, | Monetory Policy «— | AR &l L

3. Law of supply states that “other things being equal” there is a direct WEW
price and supply.
4. The low of supply is explained by Dr. Alfred Marshall P? ﬂP S 4’\

== P s

Price
LN
. Fagtures of Supply curve
) Slopes upwards from left to the right,

b) Positively slope
€] Straight—line or sometimes a free hond curve.
d) The Morket Supply Curve is a |ateral summation (toraling) of Individuol Supply Curves

ESBEEE§

| | el =

7. Assumptions of Low of supply
2. Mo change in cost of production
b Na chonge in mechnology
& MNermal weather conditions
4 Ma chonge in infrastructural focilities
f
g

Aty Bard | FHIGIMATT /‘

8. Increase and V5 B ion and ion in the Quentity Supplied
Trerease in Supply take ploce as | Decrense in Supply Toke ploce | Rise in the guanmtity Fall in the quantity
aret of changes infctors. | a3 @ readt of changes in | suppled tokes place o3 | supplied takes ploce o3
other thom price, whileprice | factors other thom price, | o result of changes | o result of changes
ramaing coeatont. in price in price:
Upward  Mowement | Downword Movement
Shift Shift | clong same 55 curve | aleng some 55 curve
9. Exceprions 1o low of Supply s
labour Supply W ss i e =g
Wit 551 o ‘\]
Re100/e |12 hr. log. 14 S5 T4 "//I
‘Rs250/he. | 18 he. . || e ss it —t _
Re700/r, |10 |To00/day || Wi Al 55 LET
This is Backword bending supply curve
Need for cash- Seller may sell ot lower price and supply more Gty if
e Ao ¥a Wl rieeds mare cash
SN08 . Be0000 D04 . [oaowdb-| Lf & person wants a fixed amount of income in the form
10808000 W%&w.m of interest then, he will sove more ot a lower rate of
Sumoattr 5%~ lage00n | interest and save less af o higher rate of interest
Future Expectations With a small rise in price, if seller expects a further rise
in future he will decrease the supply & vice-versa

10.4 Methads of measurement of Elasticity of supply

1. Percentage / Proportionate Method: According To this method elasticity of supply is
caleulated by dividing a % or proporfionate change in supply with the % or prepartisnate

chenge in price. As explained above
% Change in supply S1-52. X100
% Change in Price 51

P1-F2 X100
P1

Clontwrt Ne. 7310734858
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2 Point Methed: This method is used to find out elasticity at 8 peint an supply curve. The
elasticity at a peint on the supply curve can be measured with the help of following fermua.
o
o q

3 Arc Blasticity. when the price change is somewhat larger and we have to measure elasticlty
over an arc rather than at a specific point on it, in such cases, the concept of arc elasticity is
MIancit\rwmﬂumrquufmmwlmmdwmm[l’kiguﬂ&m}
’E = @G A A | Where Piand Ql are original price and quantity respectively

X AR and P1 end PZ ane new price and quantity respectively.

11, Elasticity of Supply refers to degree of responsiveness of supply to change in its price.
Or, Elasticity of Supply refers to the ratia between percentoge or proportionate change in sugply
and parcentage or proportionate change in price

12, Equilibrium Price:

The determination of Equilibrium Price using Demand and Supply

is explained in the following mannes - v o ']
whemand Curve slopes downwards from left o right, while
Supply Curve slopes upwards from left te righr,
wPoint E constitutes the Stebla Equilibrium for the praduct, "
other thirgs remaining equal. * |
wThe Equilibrium Price is OP, and the quantity bought and sold ]
at that level iz O snirs, o

me— )

Chapter 3A - Production Concepts

2 Production i3 any economic activity, which satisfy human wants.
Whn? Creation of Unility or Additien of ufility.
4, Methods of Creation of Utility-
Farm Urility
Place Unili
ﬁ Time wl:::
) Personal Urility

% Facters Of Production
—

__a¥Every free gift of nature on Surface of the earth « below the surface of the earthe above the
surface of the earth

Bb) Mo Social Cost: Since no sacrifice is made in creation of land.
(> CJestoack %

) Heterogeneous factor and sife vahue differs from plase-toplac
g) Subject to dimnishi mﬁm&ﬂ— ~ o —
h) Supply: Supply of level is perfectly _|0@lantu robion fov
] Sndinad  fov  Cloatie

. Labour

o) fidTale
&) Perishable Nature- Laba af sto
<) Lobour is said 1o have no reserve price
) Weak borgaining

) Veriations in skill and productivity
g) Productivty differs from person to persan

i, Direct Relationship: Generally
i, Reverse Relationship ot Higher Prices
iil,  Reverse Relationship ot Lower Prices

New Section 13 Page 11



) Perishable foctor- that's why we charge depreciation

k) Types of Caprtal:

) Stages in capital Formation
Savings: Ability 1o sove depends upon the income capocity of individual. 0%
ii,  Mabilization of Savings network of banking and cther financial institutions
iii.  Investments: G

a) Person who combines the various factors of production in the mght propartions, initiates the
process of production and bears the risk invelved in it,

€) Without the Entrepreneur, the ether facters of production weuid i il idle.
d) I-Mﬂnd FIWMW o!thcbunhus

f) Functions of an Entrepreneur u

1 mmwﬁ-w

H.  Ecomomic Objectives- Profit Maximizing Objective £ 2~ 2
I, Secal obm Mmmﬂdm spportunities for gonful employment .

. H\--\Chm thmﬂmm@
v meoums

ch«mnmnuummmaom

l) Infeﬂuﬂm - ﬂJ Ob.pﬂlu -

b} Infrestructure b) Lecation of Plont

¢) Pactoes of Production €) Size of Plant:

d) Eecomomic Aspects d) Physical Focilities
&) Finance:
f) Organisation Structure
g) Legal Compliance:

h) Industrial Relations:

PART B - PRODUCTION FUNCTION
?md“aja.g-u_ 5 Sorudega

z Thmnmmamufmwrmmbe mmﬂymmmﬂwnﬂwﬂm
state of technokegy. By

3, Production Funcion gives the minimum quanfities mmmﬂﬁmm 1o yield a gven
quentity of output. K— o

Hj ampmu‘m s unrng- ".-;u‘dl.a.:.!llenud inputs are Labour and Cmalf‘r" Ky
) Caists-Deugs Fraduction Furetion is G=kLaC(1 -6,
Where, Q is autput, L is Quontity of Labour and € the gty of Capital, K and a are Positive Constants.

¢} Labour contributed about 3/4W and Capitel obout 14 of the incrainse in the Manufocturing Production

Gnly one Facter of Production is ket There is no Fixed Foctor of Produetion in the

congtant or fixed, [Generally and, Capital | lerg—run planning harizen.
or Enterprise is taken as fed ] ol the foctors production are varable
i o i ing ien s changed by chenging all the Factor
proportion of varable foctor only, keeping of Production simultoreously
| fimed factar constant
Lew of Variable Proportions fs Law of Retuns to Scale is applicable in the
applicable in the short—run. lorg—run.
6. Assumptions: W Joz.  Zota  dolr
o It ls related To o porticuler unit of time, & i i

t~The technical knowiedge during thot pericd of time remaing constont,
» The factors of production are divisible inte most viable units.

o

2.~The producer is using the best technique availabbe.

® « K%43°
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5 ding Short term p ion function
Toral Tatal Output
" | Production
| Average AP = TP/Units of variable input (labour)
[ Praduction
Marginal | Additional TP due to an additional unit of input
(Production | MP = Change TP / change in Labors Or,
] (M) Mp = MP = TP - TPa_L
Relationship | 1. Both AP and MP can be colculated by TP.
between AP | 2. When AF rises then MF also rises but MP»AP.
and MP 3. When AP iz maximum then MP =AF or sy MP curve cuts the AP curve af its

maximum paint
4. When AP falls then MP also falls but MP<AP.
8. There may be a situation when MP decreases and AP increases but opposite never

happened.
Labour | TP AP MNP Analysis
1 2 2 2 A
- - ———MP &AF bath increases: MPAP: TP al
z 5 |25 |3 | " e
3 9 3 4
4 12 |3 3 [MPzAP AP=
A 242 £ P &AP bath d . MP<AF; TP
L o s 4 MP = 0, TPzmaximum
7 15 23 o
8 118 A7 1l b e both decreases TP dececnts
9 12 13 -2
Relationship between TP TRl |
Rule | TF I mand , MP
et and HP Y |z point. | |
When TP increases at an
1 | increasing rate, MP shows an ™
I H e, 2| S
2 | decreasing rate, MF shows a L= |
decrease, =
i 3 | When TP -wim_|m | a Wihen TP falls, WP
20r0. apl_DECOTES negative.
When TP decreases, MP | |
/r T | becomes negative. |
Relationship | @ When AP rises, MP *AP.
between b, When AP is maximum, MP AP,
¢. MP declines slightly earlier than AR
[ Product and | d. MP Curve cuts AP Curve from above when AP is madimum.
Marginal e. When AP decreases, MP <AP.
Product f. MP Curve declines steeply than AP.

g MP may become zers and negative later, but AP continues to remain positive
Mote: The paint on the TP Curve when MP is maximum, is called Point of Inflexion

8. Low of Variable Proportion/ Law Of Proportionality/ Low Of Diminishing Returns /Law Of
Diminishing Marginal Physical Productivity.
{a) The Law of Variable Proportions operates in short run anly
(b) Output is increased by varying the quartity of ane input.

4. Explanation to Various Stages
\/aJ Explanation to Stage 1
o1 Full Use of Fixed Indivisible Factors- Fixed Factors are more intensively and effectively
utilized This causes the preduction to increase at a rapid rate.
02 Efficiency of Varioble Factors- Through Specialization
03, Mo Searcity of Varioble factor
04, Reaching the right combination

b) Explanation ta Stage 2 Jote: S IT is called Low of

oL Inadequacy of Fixed Factor
¢ Less efficiency of Variable Factor
0. Imperfect Substitutes

T

Diminishing Returns since MP and AP
both show decreasing frend, However,

o4 Wrong combinations

) Explanation to Srage 3
01. Varioble Factor becomes foo excessive, Due to this, the total output falls instead of
riging
02, Stage III is cafled Law of Negative Marginal Returns

Since the second stage is the most important, So stage II will be stage of operation and
because of that in practice we normally refer to the law of variable proportion as the
law of diminishing returns.

Stage I and III is the stage of economic absurdity or stoge of economic nonsense
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b Law of Return to scales- Operates in Long Run Only
oL, ety
w- L All factor inputs in the production function can be changed. The behavior of sutput conssguant
o change in the quantities of oll factor inpurs in the some proportion (i.e. keeping, the factor
roportions unaltered) is khown as ‘refurns o seale’.
3| Simultoneaus increcse in ol the inputs in the | Qeb=C ]
#ame given preportion result ina mors than Sotjas = 30 T\ﬁ

proporticnate increase in the output, TETe
W‘_ 1. Proportionate increase in all the irputs | Qtk=C
results in proportionate increase in output. | am=- G
s 2. Canstant return 1o scale is also colled ik Eiin Gnest
'Lingar Homogenaous Production Fumction®, i ]
Simultoneaus increase in all inputs in the same ' aed=C I 'IFT@ ;;T?c, o9
given proportion resul® in @ less than O = VR | A Has=c
proportionate increase in the output 2 oLy P Eﬂmm:l{_ O+e=
S e 20a+3b - a¢
2. Internal Economies and Diseconomies to Scale- Lise of greater degree of division of Cutnome of scoke @

Lobowr and specialised machinery ot higher levels of cutput are generally fermed as Internal

Economies
[ Technical [Wanagerial [ Commercial | Risk— bearing | Financial ]
!AIIMfmrlﬂumhinmmlafmowmmwwlﬂlmmmmm g Feel
| facters initially acts Economies but after a pint b di i | ew 2o

3. External Economies are explained below —

Cheaper Row Materials | Technological Development | Grawth of | Better ]
and Capital Equipment for | development for |of  Skilled | ancillary tranapartation
entire industry entire industry Labour irdustries | and marketing

4. Extermal Diseconomies:
[ Rise in Focter Prices | Higher Costa! | Gaverrment Restrictions: |

Fawt Track - Pr

Production Optimisation

2. Isoquant Curve:- “Iso" means equal and 'quant” means quantity,
fa) An [soquont (s o Curve that shows ol the combinations of inputs that yield the same level of output,
2 MRTS=Margiral Rate of Techrical Substitution
(% MRTS chweys shows diminshing mend.

) MRTS: uvts of copital/ change inurits of kibour
g 9 100 urits
0 & 100urits (- 6)(10-5)= 06
15 4 100 urits (& - 4( 15-10) = 0.4
20 3 100 urits [s-y@Br02
3 Features of Isoquants:
{a) Isoquarits are comviex To the origin, due to dminishing trend of MRTS
) I ively sloped, L& fram left torght. = LS

() Lsoqurt do ot touch aither aie,
(d) Isoquartts need mot be parallel .
(&) Twe Isoquants cannat aut each other, Le. Isoquonts are non— {
intersecting. |
(f) An Lsaquant bying above and 10 the right represents o higher leval of |
output.
< Tsocost Lines: Equal—Cost Lines or Budge Line or the Budget Constroint Line.
Tsocest Line shows the warious elternative combinamons of two Factor Inputs, which o Firm cen buy with gven
amount of maney,

& Production Optimisation
1 A Prafit Maximising Firm e interested to know what combination
of foctors of production would mirimise its Cost of Production fer
‘agiven cutput, and alsa the optimum level of cutput.

2 This i abtained by combising the Firm s Procuetion and Geost
Functions, ramaly Isoquants and Lepcodt Lines respactively

3, Isoquants represent the technical conditions of production for o
product, and [socost Lines represent various Tlevels of cost{ghvwen
the prices of two factors). Together, these con help the Firm to
optimize i1s production,
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Mearing
1 Business decisions ere generally based en cost of production Le. the money value of inputs

output is considered. a0

2. Inother words, cost analysis is concerned with the financial aspects of production

3, Types of cost P

\w

Costs which imelve cash payment towards factors of production
Recerded in books of accounts,
Rent, Woges & Salaries, Interest on Loons borrowed for business, ete.

w

-

Costs do mot imeolve any cash payment to cutsiders.
Tt is the monetary rewdrd for dll facter of preduction gwned by

e

3. Mat recorded in baoks of account,

4. Interest on own Capital, Rent of own premises. Salory to Entrepreneur,
et

Explicit Costs « Implicit Costs.

| Tt refers fo the value of soerifice made, or benefit of epportunity
foregone in accepting a next best alternative course of action.
Opportunity Cost arises only when alternatives are available. If o
resource can be put only to o particular use, there ore no Opportunity
Costs.

Opportunity Costs do not invalve any cash payment as such.

1t ix considered only for decision—making and analytical purposes.
Examples: A person quits his job and enters into business, Here, the
Salary foregone from empleyment constitutes Opportunity Cost.

™~

L

P 10000D -
- 70000
Qo 300 -
—imp 4oa)
o 2 (00

Bupon  T0¢tor =0k

. ceat I Direct coats are those which have direct relationship with o companent
:Mqu! of opergtion like mosufocturing o product, onganizing a process or an
activity erc.
2. Theyore charged directly To product
3. They can  be genenally quantified and expressed per unit of output, &g
5 kg of Row Materials per unit of product, ete.

£
{
i

Indirect costs are those which are not easily and definitely identifioble
Men-troceable in relation to o plant, product, process or department,
cost 2. Therefore, such costs are net visibly troceable to specific goods,
Qﬂﬂé} services, operafions, efc.: but are nevertheless charged to dif ferent joba
,—-"/ o products in standerd accounting practice and Apportioned on suitable

basis,
3. Foctory Rent, Electric Power, and other Common Costs incurred for
general eperation of business benefiting all products jointhy.

hphcamt o ru;lncing an old asset.

D ! x Alss known as “Avaidable" Fixed Costs. These costs can be controlled.
Histarical cost / Higtorical cogt refers 1o the cot incurred (n the past on the acquisition of |
4 Cost a preductive asset such as machinery, buikding etc.
cost is the y EXp that has to be incurred for

Incremental cost Incremental cost refers to the additional cost incurred by & firm.

Frivate coet Private costs are costs actually incurred or provided for by firms and are
either gxplicit or implicit.
1. Sccial cost =private cost » external cost.

P

In incledes the cost of resources for which the firm is not required 1o

pay price such of atmosphere, rivers, roodways etc. ond the cost in
terms of dis-utility ereated such as air, water and envirosment pallution.

4. Strike the incorrect
1. Rent i3 pasd 1o the Landlord, Salory/ woges paid to employee/ workers, Interest on Capital is
borrowed and used in business is Explicit / Implicit cost.
2. Lond is owned by the Entreprencur, Own peaple ore employed in the firm, Entreprencur employs
his own funds s Copital is Explicit / Implicit cost,
3. Enirepreneur himself menages the business la Explicit / Impkicit cost,

5. Important types of cost

T hirys Barwa | HLETHIT,

4l

Nature

Fixed Costs are costs that da not vary with cutput,
. They are period—related.
They are taken as a fusction of time and net of output.

Type
Fired They are incurred even ot Zera level of output.

/ Fisced Cont per unit of cutput decreases with increase in autput, and vice—
(= Versa. N

P

Rent, Insurance, Interest on Loans, Depreciation, etc. are Fixed Costa,

Varichle Costs are costs that vary, based on the level of cutput.
They are product—related.

. They are taken as a function of output and nat of fime. I|| \

. They are incurred only when production commences, ! e
Variable Costs are avoidable costs, —_—

Varieble Cost per unit of autput gererally remains constant, if Total Varisble Costs

E
M a W
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P e

Meture
Fixed Costs are cesty that do not vory with cutput,
They are period—related,
They are token as a fusction of fime and not of outpur.

Type

e They are incurred éven at zero level of output.

/" i Fixed  Cost per unit of output decreases with Increase in autput, and vice—
versa. N

g e

Rent, Insurance, Interest on Leans, Depreciation, etc. are Fixed Costs,
Varisble Costs are costs that vary, based on the level of cutput,

They ere product—related. .
They are token as a fumction of output and nat of time. .ll 'y

They are ncurred only when production commences. | —

Varieble Costs are avoidable coats, [

Varisble Cost per unit of autput gererally remains constant, if Total Varioble Casts
vy propertionately with cutput,

Cost of Row Materials ond Woges are Varisble Costs.

e 0 T 0 By e e T

oo o

N

=l

ottt
2._Margra Costs per et = ifference in Total Cost (TE) between two output levels

TCe T
Marginal Cogt (ME) Curve of & Firm declines first, reaches its minimum and then
rises. Hence, Marginal Cost Curve of a Firm is U—shaped.

athe | relationship & of @ product and the various determinants of cost

=

. Period in which some factors are fixed and some factors are variable. Fived |
facter have fixed cost and voriable factor have variable cost,
So, low of wariable progortion cpplies here. In short-rum, cutput con be increased or
decreased by charging varicble factors cnly but fixed factors connot be varied

"

TFC is parallel to X-axis. In the figure given below,
even at zere cutput-fixed cost remain the same in
the shart run. eg. rent and Insurence

Toral Vorigble Costs are those costs that change with
Veriable | changes in level of output. It has inverse’s’ shope
cost (TVE) | and start from arigin. Figure given below shows that

. dumpmummualwure-ﬂuwtm
_)1 T increases cost increases, eg. row matericl, power
S e L i —

Semi- There are some costs which are neither perfectly varable, par cbsolutely fixed in |
voriable | relation fo the changes in the size of output.

Example: Elasticity charges include both @ fixed chorge end o chorge based on
consumption,

Short run 1. It can be noticed that TFC is congtant ot

Total cost all levels of cutput.

behayiour 2. TVC increases with the increase in oufput
but rate of increase is chenging.

. Initiglly TVC increases of decreasing rate
but after some time it i ar

w

increasing rate.
4. Behaviour of TVE is determined by low of |
verigble proportion.
TC increases with increase in output, Changes in TC ore determined by TWE.
TFC curve is a horizontal line storting from y-axis,
TVE curve is upward slopping. Iritially it iz fatter and loter on steeper.
TE curve |2 upward sloping starting from y-axis.

e
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o P |
&, Short Bun Avercge Cosv
Awercge Fixad | 1. Average fixed cort is the total fixed copt divided by the outpyt.

Cost (AFC) 2. TFC/Q.
/"f 3. The general shape of the AFC curve is downward sloping i1 does not Touch the

‘_f-"— X-axig as AFC canmat be Ters.
2 4, T¢ Ly b 10" o, Tl cioe ol caled gl Wiprioata, | ]

e
m 1. Average varsble cost is the tatal varable cost dwided by the output.
Variable 2. Tvera
3. The averoge cost curve will first foll, then reach o minimum and then ri:

egain.
'\‘“{q 4. Tthas 'U" shape.

Awerage Totel | 1. Average ﬁu’&nummgiwimgm output.
Cost (ATC) 2, TCAQ or AFCHAVE.
M 3. The ATC curve first falls, reaches it's minimum ond then rises.
4

. The ATC curve s "U' shape due to low of wariable proportions.

. M = Change Tatel Variable Cost / Change Qty, produced.
The MC curve is alsa 'U* shops

Behavior  of & AFC goes an diminizhing with the increase in
Average =|  output but it never becomes zero.

costs in Short (& AVC initially declines but loter on goes an
- Run ncreasing.

@ ATC initllly decreases, constent for o
while & finclly goes en increasing.

ME initially decreases & firally increases,
The point of which ATC is minimum. It is
equal to ME.

AFC curve is o ‘rectonguior hyperboka’
becouse AFC x G is abways constant.

m Casr | 1, Mdr'glml :U‘"‘I‘l.‘hc” lll”l 1 ‘f Y : an ! 1
{MS) 2. MC= Change in Total Cost / Change in Qty. produced L
a
4.
e

Ate

T. Relationship between Average Cost and Marginal Cost Curves
L When AC falls as o result of on increcse in output, ME s less than AC.
2. When AC i= mmimum, MC = AC. So, MC Curve cuts the AC Curve af its manmim.
3. When AC increases due o increase in output, MC is grecter than AC.

@

Rulationship between ATC and MC

« Initially ATC & MC both decline with incrense in output. In this situation ATC » MC.
¥ When ATC iz mindmum ATC = MC.

¥ ‘When ATC & MC both are increasing MC » ATC.

« When AC is o ing, MC may be ing or i g,
* When AC is increasing MC must be increasing.

¥, Long run average cost curve fon Frslboix FE TFL AFc
a) LAC Curve: A Long Run Average Cost Curve (dercted o Lf'c Ly e
LAC Curve) depicts the functiond relatiorship betwesn orodo) T T )
ourpars o the Jong of (i aTe- Pwe |- S AL
B) Mo distinction of Ficed - Variable: Al factorsaf pkum.q -—5-'
production ore variable in lorg—run.
£) ACcannat be higher in the long—nun, than in the shart—run. PW
Thuss, LAC is the beast—cost combingtion, for any particular
ounput el LAC  (fessac
d) Plonning Curve: LAC Curve i called Planning Curve. =
&) SAC (Sherr—Term Average Cost) Cirves are: celled Plant )
LA 4 —ewds
S el
ot Cuwsds

Curves,
e

) LAC derived from SAC: LAC Curve is derivedd os on envelop / tangent of ol SAC Curves. Further, the
g} LACCurve isaU—Shaped Curve, due To the operation of Law of Returns 1o Scale

h) Selecting the suitable SAC Curve ar different utput levels:

[} Note: The Firm should selert the SAC not the lowest point of that SAC.

1) Deriving LAC Carve in case of rumerous / infinite SAC Curves:

k) In the dagrom, the LAC Curve is drown as @ smooth curve, 50 o3 To be fangent to each of the SAC

Gurves.
1) Mote: LAC Curve is tangent ta each of the SAC Curves, not the minimum points of the SAC Carves. So
When LAC Curve s — | LAC will e Targent 1o Frincpie
The falling portiens of the Pieturve to Scoe will firgt incrense, due To
Prctining SAL firves. infervaland exterral economies. 56, LAC vl
The rising portions of the mbﬁmmﬁb
Riging SAC Curves. interrol and external diseconomies. So, LAC will

I
Ths, it of initidl foll ondl b .umunw,nnw
Meder 5 L
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Qty | Pricepu | TR= | [ Space for Diagram
(@ | (AR-F)
1 22 2 | 22
H 2 |/ j 18
3 18 L]
4 16 || Tes 10
] W (4 ¢
& 12 7z 2
A
[] B o ]I -6 |
9 & 54 / -10 l e
10 4 an 14 ]
Maeaning l.ﬁlvmnfushmmwbyuﬂkulhgwminﬂu
/ mariket.
2, Hence, revenue is sules receipts or sokes proceeds.
—Tw: 1. It ia the total money received from the sale of ofl units of the product,
] 2. Tora! Ruvenue - Price x Quantity O '@
M 1. Averoge Rewenue = Total Revenue/Quantity (TR/QH
" Revanue (AR) | 2. Averoge Revenue is always equal to Price

z: L MR is the change in TR resulting from the sale of an additionalunit of a
MR) commodity.

2. Marginal Reverue = Chonge in TR/ Change in Qry.

! mi_ml Revarmes TRA - TRA-1

MR, AR, TR | Marginal Revenue = Average Revenue (E - 1/E) R CrlL Mere
ond Elasticity | Where E = Price elasticity of demond F’HZ: (B
of Demand 1. IfE=1, ThenMR=0 "'€ Z: e 0
@" 2. Lf 21, Then MR will be Positive
3, TFE « 1, Then MR will be Negative Cey ME -w
Behaviour  of | 1. A firm shoud produce ot all if Total Beverue] TR} from its precuet is equel 1o |

TR, AR & MR or excaeds its Totel Vorioble Cost (TVIC) or say Th 3 TVC (Price » AVC)

. If TR= TVC, firm's maximum loss will be equal to its Fixed Cost. As we know P
Gz TRond AVE x @ = TVE

. It will be profitable for the firm to incresse cutput whenever MR » MC and
decrease ouTpuT whenever MR « MC and the firm showd continue production
rill

4, MR - MC and MC curve shauld cut to MR from below.

£

w

B -f

¥ T | Oevd e Oix Seeyd

Summary of Relationships:

+  If TRincreases, MR will be pesitive,

TROM | e Th is maimm, MR =0,

e +  If TR decreases, MR will be negative.

+ MR ond AR both decline, but MR falls repidly than AR

MRand | . AR Curve is flatter than MR.

g * MR conbe zero and even negatiee, while AR will never cross below the X mos,
At the paint where MR = 0, Elasticity of Demand on AR Curve wil be L

Equilibrium Paint of the Firm

1. It will be prefitable for the Firm to expand its output
whenever Maorgind Revenve (MR] = greoter than
Marginal Cost (MC), and fo keep on increcsing outpat
il M = ME. H

e

If ary unit of production edds more te Reverus then to
Cost, production and sole of that wnit will increass
profits. Smilardy, if it odds more to Cost than to
Reverwe, It will decrease profite.

-

Profits will be madmum af the point where Additional Revenue (MR} frem o unit equals its Addmional
Cost (ME). So, ME = MR,

4. Further, the MC Curve should cut the MR Curve from below (ond not from chovel This is so
becouse, upto this paint MR » MC, hence there is an incentive for further production. Beyond this paint,
MC MR

5. This pasition (i.e. where MC = MR, and MC cuts MR from Below) is called Bouilibrium pasition for the
Firm.

. Thus, Mote: For achigving Equilibrium Position the conditions ta be satisfied ore —MC = MR, ongd MC
Curve should cut MR Curve from below, i MC shoudd have +ve siope.

T. Merely being in Equlibeiun pasitien doss not mean that the Firm is making profite. The actul pasitien of

[ Situation Interprotation ]
WAR » AC | The Firm makes soper—aormal prfits, ve. over amid above normal profits.

HAR = AC The Firm makes sormal profits, snce AC inchelbes normal profits.

1 el ot a1 e ahor—
WAR < AC | fuy (Soe Pars C5) Note: Here, Lo momns Econontie Lowsand
o Lode. am frar Eeolch o6 Acanims,

profits can be known anly en the basis of AR aed AC Curves

New Section 13 Page 18



Chapter 4 - Meaning and Types of Market

A. Market basics

Meaning

1) Market is a place where Buyers and Sellers meet and bargain over a commedity for @
price.

) Also, market can be defined simply as oll those buyers and seflers of o good or service who
influence price.

Elements o izt The elements of o Market are-

J}._!wsﬁ@

1 or Service,

}Bﬁ!m@ for a Price, g
73 Knonledge about market conditions, and (Jnurphibe ¢
5) One Price for a Product or Service af a given time.

B. Types of Market

The Market Structures onal in Economics are --
Fidomy-Seflers

Single Seller | Mary Sellers A Few Sellers Smglt., Buyu‘ ofa
selling identical | producing offering '\‘“’S‘ selling competing | product or

pr to mary | diff dif ferentiated products to mary | service.
Buyers. % pradu::}\‘or products to many | Buyers,

ther for af the marke? are
Iy Duopely is a market situation in which there are only two Firms in the market.
It is 0 sub—set of Oligopaty.
igapsony - Oligopsony is a market characterized by o small rumber of lange buyers.
n 3.Bilateral Monopaly- 11T is a market structure in which there is only a Single Buyer and o
Single Seller. Thus, it is @ combination of Menopaly Market and a Monopsony Market

—

tian oF Moriet Prad (@Eéé} fof  fater
mkeummmbfclomfnd inte- @ . me——
a

uct markets- markets for goads and services in which households buy the goods and

services they want from firms. Product markets allocate goads fo consumers,
_—~tiFactor markets- these in which firms buy the resources they need - lond, labour. capitel
and entrepreneurship- to produce goeds ond services. Foctor markets aliocate
preductive resources to producers, The prices in foctor markets are known as factor

prices ot — Alted nskal g b

Area Time Mature of Volume of Types of
| B
| Local market | Very Short period- | Spad Regulated | Wholesale | Perfectly
| | Also Known as | Market Morket | market competitive
| MARKET PERIOD
Perishable and | Market for Flower, | Gues
Bulky Goods | fish etc. J g—-,ﬂ———‘
Supply is Fixed /
Regional | Short period Future Unregulat | Retail Imperfectly /
Market Market ed Market | Market Competitive
| Kalhapuri l |
| Chappal
| Matianal | Long Period
| Maret
| Hindi books | | |
| International | Very long/ Secular
[orsar | Pesies
High Value
| Small Bulk

Alfred Marshall conceived the Time' element in markets and on the basis of this,
maorkets are clossified into

Do You Know??
® Difference between value in use’ and ‘value in exchange’.
® Value in use refers to usefulness or utility i.e the attribute which a thing may have to
satisfy human needs.
= Value in exchange or economic vake is the amount of goods and services which we may
abrained in the marker in exchonge of o particular thing. It is measured by the amount
someone is willing to give up in ather goods and services in order To obtain o good or service.
™ In Economics, we are only concerned with exchange value. Considerations such as
sentimental value mean little in o market econamy

€A Adifya Sharma
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Feotures of Perfect Comp an R -
4 Large rumber of Buyers & Sellers
2 Sellers offer Homog / identical Products

3 ndividual Buyer or Seller will be in a position to influence the demand or supply in the

market, Le
4. Firm is free to enter the market or 1o go out of market, T <F&, S T
5. There is a perfect knowledge, on the part of Buyers and Sellers. Ve ¢ Loy e
There are adeg ilities for the of goods from one center to another

7. All Firms individually are Price Takers. Becouse-
If he lowers the price

and if he increases the price

8. The goods are dealt on at a uniform price throughout the market
9. Buyers have no preference & BeTween dif ferent Sellers P=Me=Ap = 09
10. Sellers are indifferent as to whom they sell
11. There is perfect mability of factors of production. ®

Why?, :
12.Perfect Competition is a MYTH

How Demand Curve is determined

In Perfect competition there is Uniform Market Price

All the firms are Price Taker and same price prevails in the market.

Price Elasticity of Demand is infinity.

Hence, the Equilibrium Price determined by Market Demand and Supply forces, canstitutes
the Demand Curve for the Firm. This Price is also the Average Revenue (AR).

and Marginal Revenue (MR) for the Firm, since the price is uniform in the market. So,
in Perfect Competita

D = AR = MR = Price
T the Mot m
¥

g

m

Draw MC Drow

curve demand/ Average
Revenue/
Marginal revense
CUrvE

Draw Draw short run

Average equilibriem price

cost curve curve in Market

For ng Equilibrium, the conditions to be satisfied are —

1. MC= MR, and

2. MC Curve should cut MR Curve from below, i.e. MC should have positive slope.
¥ 1 o 5 ¥ M
= E P D= ARt = MR
i < ¥ H .

x

° Quantity 1 ° Ousantity

fit dete: ation

1. Merely being in Equilibrium position does not mean that the Firm is making profits.
The actual position of profits can be known only on the basis of AR and AC Curves.

2. In the short run, o firm may earn supernormal profits, normal profits or lesses
depending upon its cost conditions.
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* When a firm earn super normal profits its
Average reverue are more than average

{ AR:ATE. )

Mormal profits

+ When the firm just meets its average total
cost, it earns normal profits

+ Mormal profit is normal rate of return on
copital and the remuneration for the risk
bearing ign of the entrepreneur,

. e

= Itisalsocolled B.E.P (Break- even-Point)
means Mo Loss No Profit.

» It is called Marginal Firm,

e

Me= MR
ME Cwwe il ME h«mh'lﬂb

+ A firm may incur losses if AR« ATC,

* At losses the firm shall cover at least its
wvariable cost. IF varioble cost is covered Max
loss will be = FC or part of it

+ If firm is unable to meet its varisble cost, it

will be better for it to shut down

TRT

u

Shut Down paint:
* A Firm will shut down, if AR « AVC, at @ point
where MC = MR (MC cutting from below).

In perfect competition firm, MC curve cbove AVC is considered the supply curve

Long - run Equilibrium of a firm under Perfect Competition.

In the Long run the firms will be earning just NORMAL PROFITS.

g NDUSTRY g‘f

o 5

PRICE

FIRM

O QUANTITY

In the abeve figure industry has decided the price ‘P’ and firm has taken aver the same

price at the same time firm is earning just normal profits.

In the long run, fallewing conditions are satisfied: The Firm 4 colled 62 Ciptimal Elem

W

OUTPUT

* The autput is produced at the fimum feasible Cast or minmum LAC

= Consemers pay the minimum possible price which just covers Manginal cost =

Full utilization of plants is possible, MC = AC

= There is no wastage of resources. aptimal allocation

Firms earn only normal profits i.e. AC = AR,

P/] '[]f@ M.’ ’ ~

= Firms maximize profits i.e. MC = MR, but level of profits will be normal.

» There are Optimum Mumber of firm in Industry

Tn the long run LMC « LMR « P « LAR « LAC « SMC = SAC

Long Run Equilibriem in the Industry

When LAC falls LAC> LMC and when LAC raises LWC » LAC,

The Industry is snid to have attained long—run equilibrium when —

1, All the Firms are earning normal profits only, Le. all the Firms are in long=run equilibrium,

and

2. There is no further entry or exit of Firms to / from the market,
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Question 1: What con be the profit/ loss condition in long run in Perfect competition?

Answer:

Question 2: Why not Super- Mormal profit?

Answer- Super profit will attract new firms»»»» Supply will increasesss»»s Market Price will

Falbasss upward shift of Cost Curveswss super profit will be wiped out

Question 3: Why Not Losses?

Angwer- Existing Firms will leave the industry ssswreduction in supphyssss increase in

Market PricessssCost Curves may fallssssssssloss will be recovered

It is to be noted that marginal revenue, average revenue and price elasticity of demand are

niquely refeted tg one another through the formula:

MR= AR (e-1)/e
e= elasticity

Thus when
i esl, MR is positive
ii. el MR=0

iii. e, MR is Megative

L Principle 1- A firm should not preduce at all if its total varioble costs are not met.
2, Principle 2 - The firm will be making maximum profits by expanding output to the level
where marginal revenue is equal to marginal cost.

i Features of Monopoly \ Z\
_sr-Single Seller 9

Firm = Industry

e} (.‘) economic, (ii) institutional, (iii)

legal, or (iv) artificial.

d - Cross Elasticity of Demand for the

Monopolist's Product and any other product is

‘/:),Eﬁ.m‘:ny of demand- Price Elasticity of Demand for Monopolist's Product is less than

one,
f onopolist is a Price—Maker, not a Price—Taker.
jYIﬂ\pﬁ'f:ﬂ Mobility due to fewer substitutes.
k) May or May not be optimal Firm 2z

Why Monopoly exists?

Monapoly is caused by “barrier to entry". Some reasons for occurrence of Monopaly are -

Strategic Control over scarce resources
Control over a unique product.

Patents and Copyrights g

Governments granting exclusive rights
Substantial Goodwill

Stringent Legal and Regulatory Requirements
Very high initial start—up costs

VBN O E W N~

10. Business Combinations or Cartels

i Note:

Use of Anti—Competitive Practices or Predatory Tactics.

BR=p=00

Me

Natural Monopoly e.g. Natural Gas Supply, Electrical Power Distribution, etc.

In the proctical world, Monopolies are either regulated or fully prohibited. Hence, Pure
Monopolies are not common, However, a single Producer may dominate the supply of a good or
group of goods. In Public Utilities, e.g. Transport, Water, Electricity Generation, etc.
Monopolistic Markets existed earlier in India, so as to reap the benefits of large scale
production. But these markets have now been deregulated and opened to competition. In
India, Indian Railways hes monopoly in Rail Transportation. Government has monopoly in

Nuclear Power production,

CA Aditya Sharma
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T4 F ation i

iv. Negative Efe,r ts of Mr:npaly- ] s
1. Higher Prices for Consumers, X me&ﬁ
2. Loss of Consumer Surplus,

3. Inability of Consumers to substitute the goods or serwises,With a more reasonably
priced alternative,
4. Transfer of Income from Consumers to Monopolists,
. Restriction of Consumer Sovereignty and reduction in opportunities for Consumers to
consume goods they desire,
6. Payment of lower prices by Monopolies to their Suppliers (of goods and services), i-e.
lower Facter Payments,
7. Lower levels of Output, that what would be produced in a competitive environment,
‘/j. Ability of Menopalist to influence political process and thereby obtain a favourable
legislation,
. Lack of Innovation,
10. Higher Costs of Output, the burden of which will be shif ted to Consumers
1. Lack of Productive and Allocative Efficiency,
12, Possibility of misuse of scarce resources,
13. Earning of Ecanomic Profits (above Normal Profits) in the long run, which is unjustifiable,
14, Use of Monopoly Power to create barriers to entry by undue means,
@Scnpe. for X—Inefficiency, ie. the difference between efficient behaviour of businesses
assumed or implied by economic theory and their observed behavior in practice coused by
a lack of competitive pressure, etc,

o

v Determination of Demand/ Revenue curve

Qty | Price | TR« AR - MR Diagram

@ Q| TRQ
1 22 22 22 22
2 20 40 20 18
3 18 54 18 14
4 16 64 16 10
5 14 TO 14 ]
] 12 T2 12 2
T 10 o 10 -2
a [l 64 8 3
9 6 54 6 -10
10 4 40 4 -4

. It shall be noted that price elasticity of DD was infinite in Perfect compe Thus
the DD curve was parallel to Quantity axis.
2. In Monapely, the monopalist in order to increase his sale may lower the price. Thus the
elosticity exists. However since there is no Close substitute, the DD curve is Flatter as

d to that in F p
3. Firm's Demand Curve = Average Revenue (AR).
4. Relationship between AR & MR under Monapoly:
a) Both AR and MR are negatively sloped (dowrward sloping) curves.
b) MR Curve lies half—way between the AR Curve and the Y—axis, i.e. it cuts the
harizental line between ¥ axis and AR into two equal parts.
c) Inother words, Slope of MR is twice of AR
d) AR cannot be zero, but MR can be zerc or even negative,

vi.  Short Run price determination, Optimum output and profit Determination

a. For achieving Equilibrium, the conditions to be A
satisfied are-
1 MC = MR, and 3
2. MC Curve should cut MR Curve from below, i.e. MC - b
should have positive slope. i D=
Q ‘ x

b. For
1. Merely being in Equilibrium position does not mean that the Firm is making profits.
The actual position of profits can be known only en the basis of AR and AC Curves.

Profit de ¥ " MR

2. In the short run, a firm may eorn supernormal profits, normal profits or losses
depending upon its cost conditions.
i : Short Run Positions T Long Run Positio
Super profits: Losses: Only Super profit
s Here, ARATC. + Here, AR<ATC. (LAR > LAC):
+ Here area PARC + The Shaded area
denotes super profit. PBAC denotes Loss * Monopaly firm in the long run

gets abnormal profits
because, the new firms are
not allowed to enfer the

market..

= Under long-run a monopoly
firm can produce at optimal Sp— NP v Le — sf
or_sub-optimal level.

= Inother words it can v
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produce at minimum LAC
curve ond also he can
produce before or after the
minimum LAC curve.

Price Discrimination

1. Meaning:
a) Price Discrimnation occurs when a Producer sells o commaedity to different Buyers, ot
different prices, for reasons not related to dif ferences in cost.

2. Objectives
) To earn Maximum Profit =
b) To Dispose of Surplus stock
) Toenjoy Economies of Scale
d) To capture foreign markets o
&) Tosecure equity thorcugh pricing,
3. Examples
o) Doctors may charge more from a rich patient than from o poor patient, for the same
freatment.
b) Electricity Rates for home consumption are less than that for industriol use.
) Export Prices of Products are cheaper than the domestic market selling price.
d) Railways charge different rates from different type of passengers eg. AC, Non—AC,
Tathal, etc.

4. Conditions for Price discrimination
1. Full contral over supply of commodity
2. Division of market into fwo or more sub-markets: A seller con proctice price
discrimination only when he is able to divide the markets into two or more sub-markets.
3. Different price elasticity under different markets: Monopolist charge higher price
from thet morkst whase price slagticity i less thon ong and can charge lower prics

a. First degree price discrimination, the monopolist seporates the market into each
individual consumer and charges them the price they are willing and chle to pay
and thereby extract the entire consumer surplus. = EMI‘B (o

Eg. Doctors, lawyers, consultants etc., charging different fees, prices decided E},m P'n-;
wndder bad and of fer’ system, auctions, and threugh negotiations are exomples of first
degree price diserimination.

b. Second degree price discrimination- different prices are charged for different @J"E‘

quantities of sald. The manopolist will take away only a part of the consumers’ surplus,
The two possibilities are: a) Different consumers pay different price if they buy
dif ferent quantity. b) Each consumer pays dif ferent price for consecutive purchases.

. Third degree price discrimination - price varies by atfributes such as location or

n

by Here the polist will divide the consumers inte separate 'EJ_ <

sub-markets and charge different prices in different sub-morkets. Examples:
Dumping, charging dif ferent prices for domestic and commercial uses, lower prices in P .1\
roilways for senior citizens, etc.

Equilibrium under price discrimination

a. Under simple monopoly, @ single price is charged for the whele cutput: but under price
discrimination the monopolist will charge dif ferent prices in different sub-markets.

b. First of all, the monopalist has to divide his total market into various sub-markets on
‘the basis of differences in elosticity of demand.

¥ SUB-MARKET B8 Y TOTAL MARKET

CUANTITY
[

In order to reach the equilibrium pesition, the discriminating monopolist has to make three
decisions:
i How much total output should he produce?
i, How the total cutput should be distributed between the two sub-markets? And
iii.  What prices he should charge in the two sub-markets?
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L CEgdecameitn

L Imperfect competition is found in the industry where there are o large numbers of
small sellers, selling differentiated but close 7 . [Eh
substitutes products. E.g. LUX. HAMAM, LIRIL etc, 9.; ﬁﬂ m
“'I:l;nu'lnﬂcnnm features of both competitive and | CME n_.:' ) .!
paly markets, |-
, Lﬂcmnbeufnlhﬁww;n__% s‘ﬂ r'Ti %
by ok it & Flewe St g e
Product differentiation: (915 )
5. Non price competition: A Sk - we
6. Every firm is price maker and price taker of his own product
J. Imperfect mobility:
8. AR ond MR: In monopolistic competition AR/MR will be more elastic than manopoly
market.
Determine Condition far Equilibrum
L
2

W,

Short Run Equilibrium

Super profits-
= To earn super prof "QQ:ED
+ Normal profit is equal fo The area PABC.

Losses:

* Butif |hu firm will incur losses.

« In the figure Given Shaded area PABC
denotes loss.

. Inlong Run the firm will earm normal profits,
ent it i

2. The AR curve in the long-run is not fangent to
the ATC curve at the lowest point.

3. This shows each firm produces at before the . o
lowest TAC/LAC or produces less than the e
aptimum output and Charges from the customers
a price higher Than the competitive price.

4. A firm under monopalistic petition has always
excess capacity and thus is never an optimum
firm, but perfect competition never hos excess
capacity and monopoly mayor may not be

N

F. OLIGOPOLY MARKET

Meaning- An oligopely is ¢ market in which there are
preduct,
+ Oligopoly is an important form of imperfect competitio
¢ Sellers sell homogeneous or differentiated but close
substitutes products
pirExample- cold drinks industry or sutemobile industry,
+ It shows the concept of group behaviour

L I‘r‘hm is lorge entry bormier]

Types of poly

1. Pure / Perfect oligopoly - deals in h products- Alumi industry
2. Differenti / imperfect oligopoly - deals in product differentiated.

A—=Open oligopoly - MNew firms con enter the market and compete with existing firms
} Closed oligopoly - new entry is restricted.

% 5. [Collusive - commeon understanding or collusion in fixing price ond output

&, titive oli - Lock of understanding and compete with each other,
7.[Partial aligopoly/- when industry i dominated by one large firm ie_price leader ppmA
oo S [

3. Full oligopoly - absences of price leadership.
aly] Firms sells their products through centralized syndicate/ channel
Firms orgonize into @ central association for fixng price, output

_~Few sellers
'—-:, Interdependence: In oligopoly, firm must consider the market demand and the reactions
of the firms in the industry to any major decision it takes,
* Advertising and selling costs (Non price competition): There is a great imporfance

advertising and selling costs in an oligapoly market. They aveid price cutting and try to

compete on non-price basis
.:&—h\nismgmny accepted theory of group behaviour. In oligopoky, the members
of o group ogree to pull together in promotion of commen interest or they fight o
premate their individual interests.
antial barriers fo entry: In oligopaly there is no free entry and no blocked entry.
we can say that there is substantial barriers to the entry,
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/ of a group agree To pull TOGEThEr in promaticn o COMMON INTErest or They Tight To
promote their individeal interests,
stantial barriers to entry: In aligopaly there is no free entry and no blocked entry,
we can say that there is substantial barriers to the entry,

Kinked demand curve / Indeterminateness of demand curve-

1. Becouse [nterdependence of the firms in oligopoly and -
because of inobility of o particular firm to pre the
behaviour, the demand curve facing an oligopolist may have a
'kink' at the level of the prevailing suggesting stickiness in a

the price level. ]
2. The kink 15 formed at the prevailing price level ot becouse $
the segment of the demand curve above the 'K’ is_hi T

elastic and the below the 'K’ is inelostic.
3 Pr ity

) When an oligopolist lowers the price- its competitors will feel that, if they do not
follow the price cut their customers will run away and buy from the firm, which has
lowered the price. Thus in order to maintain their customers they will also lower their
prices. Thus the upper portion of the demand curve is price elastic.

b) When firm increases the price- there will be o substantial reduction in its sales
because as a result of the rise in its price, its customers will withdraw from it and go
to its competitors, which will welcome the customers and will gain in sales. These happy
competitors will have, therefore, no metivation to match the price rise.

of Very large Only One.  Large A Few
Highly Slhightly Mature of
Hemogeneous /
Naweof | TOITEN® | differentiated | differentiated / | bifferentiation
Product N differentiati " |/ specialized | specialized varies.
el product. | product.
Product Mone Extreme Slight Mone to
differentiation substantial
Ease of Entry / .| Only One | only Few
Exit Free Entry / Exit, ealiar. Free Entry / Exit, Sellers.
Control Towl ::‘:.Fx‘h:‘uf
over - or
Price L its own fe
product,
Elasticity of i i 2 Kink
i Infinity. Less Elastic. | More Elastic.
I’-r.ornzonml Megatively MNegatively Giikiad B
Line. Sloped  Sloped.
Foodgrains, Railways, Cars, Soaps, Pharma, Cald
Examples Vegetables, etc. | Electricity Toothpaste, efc. | Drinks, efc,
Supply.
Profit in Long— | Mormal Profits Super—Normal | Nermal Profits -
Run Only. Profits Only.
Optimality in | Each Firmisan | Canoperate ot | Ldle Capacity. Not | —
Long— Optimal Firm. sub-optimal an
Run level also, Optimal Firm.
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Chapter 5 - Business Cycle

|#

periods
called buslun Cycles or Trade Cyel
W Business Cycles refer o al a
gctivity as reflected in fluctuations in measures n[ Wgcmm: achivity, like
Gross Natienal Product, Employment and Income,

W Phases: The four distinet phases of the Business Cycle are-
a) Expansion ¢ Boom / Upswing),
b) Peak /Prasperty,
€) Contraction / Downswing / Recession), and
d) Trough / Depression).

The Business Cycle
Tea

Lirvel o vl vt

W A Trode Oycle i compased of periods of
a) Good trade charocterized by rising prices ond low
unemplopment levels.
b)mmdmmmmmmmmmm

B. Features of Business cycle

iness miuw urlnﬁtulhr
b) Do nat a:dlihr!‘ the same r rq:lnﬂly

¢} The af th
d) The, fluctuations also varies.
¢} ThelengTi of each phase is also not definite.

) Business cyclesone ex cyclesore exceedingly complex phenomena:

g) Business nerally eriginate in free market economies™***. GCET' e
k) ﬁqa@nll. Disturbances inone or more sectors get easily tronsmitted to all Q
othersectors. ool pH T
i) Altheugh all sectors are adverse
nd My
CL_.___Q,
g oI W
capital goods industries, durable consumer goods industry et ore disproportionately Cop s
affected db‘m.w

adverse effects of trade cycles.
K) Ttisdifficult o make an accurate predictionof trade cycles before their occurrence.
1) Repercussions of business cycles get simultaneoushy felt on nearty all economic variables
m) Business cycles have serious consequences on the well -being of the society.
n) Business cycles are contagious and are internafional in character.

€. Phases of Business cycle

1. Exponsion: Features
a) Increase in national output, employment, aggregate

demand, capital and consumer expenditure, soles, profits, % ‘e;
riging stock prices and bank credit,
b) This sfofe continues il there is it ™

resources and production is at its masimum possible level
using the avasloble productive resources.

¢} Imvoluntory umemployment s almg
unemployment is there is eithel ol
and costs also tend to rise faster. Good amounts of met
investment ocour,

d) Irtr!.ustrg ,....p,m. y and people enjoy high standard of lrving due 1o high levels of consumer
P g, confidence, prod factorincemes, profits andinvestment.

c) Thegrou‘fhm!:tuﬂmlf'lluul down and reaches its peak.

2. Peak:
a) Peak refers o the top or the highest point of the business cycle.
) Output prices alas rise rapidly leading to increased coat of living
ard greoter strain on fixed income earers.
€) Actual demand stagnates

3. Controction:
a) During controction, there is fall in the lewels of investment and
emplayment,
& b) Supply far exceeds demand. Initwlly, this hoppens only in few
sectors and at a slow pace, but rapidly spreads 1o all sectors.
€} Producers holds back future investmemt plans, conceliation and
stoppage of orders for equipment and all types of inputs including
labaur.
d) Decrease in input demand pulls input prices down; incomes of woge and interest earners
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€) The process of ion is complete and y inte the phase of depression

grodually decline resulting in decreased demand for goods and services.

4. Trough and Depression ™ = epes
a) Depression is the severe form of recession and is characterized by extremely shuggish fond = grdar
economic activities Corcke
b) During this phase of the business cycle, growth rate becomes negative dJ,H; =
¢} Mational income and expenditure dechines rapidiy. od rede
d) Demand for products and services decreases, prices are af their lowest
and dechne ropidly forcing firms to shutdown severol production
facilities.
€) A typical feature of depression iz the fall in the interest rate.
) Lorge rumber of bankruptcies and Ilqu:dmlon significantly reduce the magnitude of
trade and commerce.
g) Greatest depression occurred

1929- 1933 -
jd3

ason lower aggregate Expenditure
b. Question: How does the economy

The economy connot contwue to comtroct endlessly. Economic actiaty
reaches Trough and then starts recovering »>»3» morks the end of
pessimism and the beginning of optimisms»»»> Reversal is first felt in the |
Labour Market »5555 werkers accepts wiges lower then the prevaling 1§
rotes. »»335 Business Corfidence slowly increnses, » 535 spurring of
investment couses recovery of the economy. =35> Banking System now
slowly storts exponding credit, matching with the busness confidence.
#3333 Employment, Factor Payments, Disposable Tncomes, Consumer Spending. Aggregate Demand,

et all nises

E. Indicatars- 3 Indicators ( Leading, Lagging. concurrent)

® Leading Indicators: - e
B It is o measurcble economic factor that changes before the economy ‘:'21"“\“‘3
starts to follow a particular pattern or trend, Variables that change
before the feal Outpur changes
M However, Indi s are not always o and Experts disogree on
the timing of these Leading Indicators.
M Eg. -Change in stock price, profit Margin, Indices, mum rafe, prices,
vl of new ordars of plant and machinery/ consumer goods, buiding permits of
private house E‘.IP ) deloyed dal

_

€A Asiiya Sharma

# Lagging Indicators:
R Changes in these indicators are abservalie Sl s G Economic
trend or partern hos already occurred. Jariables that change Bffir
the Real Output changes
® Eg. - Unemplayment, carpeeatis profit. labour cost per unit, interest
rate, Consumer price index, Commercial Lending

W Coincident or Concurrent Indicators:

R [t coincides or occurs waht Iy with the b ycle
mavements.

B Tt gves information about the rate of change of the expansion or
contraction of an economy more or less at the some point of time it
happens.

| Tt describes current state of Economy

® Eg. - GO m__ﬂwh%,wug.sm

’ :

Market prices

F. Role/ Importance of Business cycle in Business Decision making

1. Demand Impact: Business Cycles affect demand of the products.
2. Decision regarding Expangion of business,
3. Policies: Knowledge of Business Cycles and their inherent characteristics is important for
a Buginess Firm 1o frame appropriate policies.
4. Production Aspects: Businesses have to properly respond to the need 1o alter production
levels relative to demand.
5, Market Entry / Product Launch: The phase of the Business Cycle is important for a new
business to decide on entry into the market.
ot tomcer Soitlov o
% Some businesses are more vulnerable to changes in the Business Cycle than others. \L
< Businesses whose fortunes are closely linked to the rate of economic growth are called '&"P
“Cyclical® Businesses, Examples: House—Builders, Construction, Infrastructure, (pnk T
Restourants, Advertising, Overseas Tour Operators. Fashion Retailers, efc.
4 During o boom, such businesses see a strong demand for their products but during o
shump, they usually suffer a sharp drop in demand.
# Some Businesses may octually benefit from on economic downturn, e.g. when their
products are p i by € s a8 repr ing good value for money, or o

cheaper olternative compared to mare expensive products.
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&. Couses of Business Cycle

[ M. Infernal couses- Endogenous factor || T, Extemal Couses- Exogenous factor
External couses of Business Cycle are those
couse which are generated out of the
NATION and are international in character

Fluctuations in Effective Demand ® Wors 'S %53 v

Ac(wdug I i’un War Rz;:winx:llm g [

AL some economists this the primary cau onp 4L
of Cycle
M Variations in government spending / B Technology shocks  *
B Macroeconemic policies ® Naturgl Factors &
et L T
Mt Psychological factors

L]

5. Some important Points for MEQ e 2

a) |According to Pigou, [modern business octivities are based on the anticipations of
business community and are affected by waves of optimism or pessifism.

I:}I.Aa:nrdbq to Schumpeter's innovation ﬂ!:nl'rl trode cycles occur as o result of
innavations which take place in the system from fime to time.

c}tl'hcmb\wbm,.. ded by Michal manl‘hordﬂhtwslus:mmrewh
from the fact that present prices sub by infl the pr ion at some
future date.

@. trade cycle is purely Monetary Phenomenan

[ Chapter & - National income Fast Track / Marathan ]

Chapter -6 National Income Fast Track/ Marathon
TG
&) Matwnal Income meanre short-run performance of an econamy.
yhmnal income gives us an idea of the werking of on economy .
€) Natioral income cccounts provide o comprehensive, conceprual and accounting framewark.
d) National Accousts help us to understend how the various tromsactions from the stage of
production of goods and services to the stage of thair final disposol ere interreloted.

&) It helps 1o meet the needs of . privare amalysts policy gnd decision
takers. B Pes
f} Mational Income Accountirg was picneered by the Nobel . 'alﬁﬂ@

h) At the State level, Stofe Directorates of Economics ond Stotistics (DESE) hove the
respansibility of compiling their State Domestic Product and ather aqgregates.

e ey e e T :
1 Economic Activities- Geods and services IM“HM{MMW
2. Mon-economic activities are thaze which produce goods and services but are not exchanged

in a marke?, .

What s the national Income ? | 4

of & countey, whether 4
LI Gy — T
a. Expressed in Money Value-
+ It becomes necessary To measure their velue ogainst some commontyaccepred demominatar,
* Thus, maney being the measuring rad.
b. Final Value of Soods and services-
L Volue final goods end services are included fo avold double counting.
2. Intermediate goods are thase goods and services which are wsed by producers as input into
further stage of production

Tha final preducts are of twe typet- Consumer Soods and Services and Producer Geads

1 Consumer Goods- Where the goods and services are used for final consumption bythe consumer,
it |2 called a2 Corsumer Goods and services.
E.g. - TV, Foed, Home eppliances.
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2. Producers Goods- Where the firal product is used in preduction of othergoods/ service in
future, It is called es Producers goods.
Eg. Computer used for developing programs or softwore, Plont and Machinery used in
manufoctiring of geods

€. Mormal resident

1. Mormal resident of a country refers to om individual or an ingtituticn who crdinarily resides inthe
country and whase center of economic interest abso lies in that country.

2, Normal residents include both, individuals end institutions.

3. Here the word Tasident’' is used ond not the word ‘Citizen'. Hence, they may or may not be
citizen of that country

d. Domestic territory:

L Domestic territory refers to gesgraphical or political boundary of country.

2 It however does not include- intermational institutional (United nations, WHO, WTO) and foreign
embassies located within gesgraphical territery but includes embassies of this country located
outside itsgeographical territory

3. Indian Ship and Indion gircrafts performing operations cutside countryis also included in
domestic territory,

e. Current output:
While calculating Mational income value of enly current production is inchuded, this is because the
walue of previous year's production is included in Previous year's National Income.

Natienal income does not include The follawing transactions:
@mamwmﬂwm second.- hand goods, this is
Because nothing new is produced in the curvent year,
Horw, ﬂmﬂ-wodunwfmhwrhtmmnwbthmlnmhﬁom of Natioral | 150
L]

Jnlwmw because it ig just a change of ownership.
|Transfer poyments [are Ioclud'ed as there is o ecomomic activity invelved. Eg Pocket by §0,
Bogts, " o Seninlen (@) ppose vl 2 (3) G0k on Aeakiou dubk

1) Tronsfer payments are uniloteral payments for which no productiveservices are rendered in
return in the current year.

2) The recipient of this tronsfer payment does not make any confribution fo currant
production in return for These payments

3) Eyg Pension is glven 1o o person in C¥ for rendering services in past Unemployment ollowance,

There are fwo fypes of tronsfer payments Viz. Current transfer and Capital tramsfer

4) Current tronsfer refers to the tronsfer made sut of current income of payer and i added 1o
current income of poyee.

B) Capital ansfer refers 1o tromfer made out of the wealth of the payer and edded to weolth of

| Chapter & — National income Fast Track { Marathon 1
Flow concapt: ) Matioral income is o flow concept becouse it is measured over o period of time.

 USEFULNESS OF NATIONAL INCOME ESTIMATES

# It ig helpful in such as
a) Helps businest 1 Mmfm(mfaammns_
b} shows the and structare of different sectors and the broad sectoral shifts in an

economy over Time, Pri Se for
@], Shows income distribution and the possible inequity in the distribution among different income

medeling, Tomparisons of mm:mmmmmm;
Q Policy mem Combined with financial and monetary data, natioeal income data provides
a guide to makepalicies for growth and inflation.
Internationsl comparisors in respect of incomes end living stondords aasist

 Limitation of Natianal Income.
Tncome Distributicn is not clearty reflected: implies that the gop between richond poor is
widering NI R . F
2. Ifrhnmmlniﬂlsmamrnfwmh«ﬂ Employment of child labour, and paliuted
<iry . weelusion of leisure such increase in GOP is not the real sign of welfore,

ced Betermines SOP. It does not reflect ‘what is produced’.
& geods are produced the GDP will rise but the welfare may rot increase in same

3. Awids importance of Nen-Market Transection- Example, Such as providing music class %o society
children for fun and other similar activity,

The conceprual difficulries or chalienges in measurement of national Income are:
A Lack of on agreed definition of National Income. (like GUP, GNP, NDP, MNP ete) &
41

Service of cdurable goods. ; Joour
yumﬂmmmwmag
& ifiation of Government services -

_L.-Bata available are either i ar iable for caloulkstion of national Income

B Presence of non-manetize sector
S Prodection for self - comsumption

===

.Cm-méhﬂﬂam;whmnsmmwmuﬂmﬂmhww

Answer:
Yen bd wko
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GDP is the sign of welfare increase in GOP Increases welfare yet.

- Countries may have Same national income and per capital income but their welfare may vary
significantly .

- Welfare may increase many times but not GDP,

- 6DP may increase many times but not Welfare -

1 Anm_ﬁtm:mmmmmumm
estimates.

2. Regional accounts provide an intege on the mary taking plece at state
level.

3 Stote Incom ar Nt State Domestic Product (NSOF) vl of ol goads nd services produced
in the state.

s

| The sae e estnares re preared by respecte St Dinctrats of Ecaorics ond
_wl'hmufﬂ
Per Capita State Income = NSDP (State Income) / midyear projected population state

Certain activities such as are

L

. gives services to many states and their economic contribution cannot
Manigwdmaymmudmﬂyﬂmnﬂ\c_of the economy.
The estimated value in these cases calculated and distributed to the states on the basis of relevant
indicators

4 Gircular flow of income refers to the Eafinuaus circulation of | production; income  generation and |

4 There are three different interlinked phases in a circular flow of income, namely: production,
distribution and disposition.

L firms produce goods and services with the help of factor services.

2 the flow of factor incomes in the form of rent, wages, Interest
and prefits from firms to the households occurs

3 the income received by dif ferent factors of production is spent
on consumption of goods and services and i goods. This expenditure leads to further
production of goods and services and sustains the circular flow.

‘Chagter & — National Income Fast Track | Marathan

Circular fiow of income can be viewed from two different angles-

1. What is Real Flow? Real flow consists of flow of factor service and flow of goods and services
amorg different sector of economy- Yellow Arrows

2. What is Maney fiow? Money flow consists of flow of money for factor services in form of wages,
rent, dividend (Green arrow) and money expenditure incurred on purchase of goods and services
(Blue arrow/green).

1. Household Sector:
2, Business Sectors/ Firm/ Producer:
3. Government Sector:
4. Foreign Sectar/ Rest of the World

Models of eircular flow of Economy

Househald Sector Hauseheld Sectar Househald Sectar
Firm Sector Firm Secter Firm Sector
Gavernment Government
Rest of the world
Closed Econamy Open econamy

In this two-sector madel without investment it is assumed that afl the income earned by the Househald is
jing. L rom the firm, while oll the proceed are distributed os factor payments

to househalds. Thus, the equilibrium will be achieved.

In ather words, there iz no leakoge in income and the below mentioned equations hald good-
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t is alsa called as apen economy model as it is engaged in international operations too,

+ Export is denoted by X while Impert is denated by M.

Distinction between three and four sector Economy model

. Circulor flow ef income pinpaints The condition of
. It gives an idea as to

. It shows how different sectors of (Household sector, Business sector, Sovernment and
M#ﬂumlﬂﬂ&

. It helps in determining Wi can estimare national income with the help of outpur,
income and expendsture of circular flow of income
O, Orpord dae

This,

Natianal Income refers 160 -

1, Meney Vale of ol the final goods and services produced by o country during e year,
(Production Fhase)

2. Totol Flow of Earnings of the Foctor Owners, in the form of Woges, Salaries, Rent, Interest
and Prefits, which they receive through the production of goods and services. (Income
Generation Fhase)

Basis of differentaition

wriented 4 Tt is Mationality Oriented.
+ It enchodes foreign rational

Mat factor Income Earned from Abroad
Met foctor Income Eorned from Abrood or NFIA is the difference between the factor income received
and the foctor income accruing to rest of the world

1) Factor cost refers to factor paymant made by the business to the owmars of factor of

2) Mational product at Market price = National Product at factor cest » Indirect tax®-
Subsidies, or

3) Mational product at Market price = National Product at foctar cost = Net Indirect tox™

- Facter Cost vs Basic Price vs Market Price

1) Factor cost + Sum total of facvor income in form of rent, wages, interest and profit

2) Base Price: = Foctor cost + Production tax (License, Stamp duty, municipal fax, property tax)
- Production subsidies

3) Market price = base price + Product tax (Indirect tax/ 65T) - product subsidy

4) Marker Price: Basic Price « Product tox - Praduct Subsidy = Market Price.

5) MP = FC + Met Indirect tax (when production tax and production subsidies are net given)

Gress Ve Mer

Net domestic Product » Gross domestic Product - Depreciation
Net national Preduct = &ross natienal Product - Depreciation

1- Gross Domestic Product at Market Price - GDP™

2- Gross National Product ot Market Price - GMNPMP

3- Met Domestic Product af Market Price - NOFMP
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4- Met Mationl Product ot Market Price - NNPMP

3- Gross Domestic product of Factor cost - GDPFC

6- Gross MNational product of Factor cost - SNPFC

7- Met Demestic product of Factor cost - NOPFC

8- Met Mational product ot Facter cost - NINPFC

Why NNP at factar cost is better measure of Mational Income thom MNP at Morket Price?
Answar: NWP at Market price s of fected by factor colled af Net indirect tax. If thers i change in
tax rate and subsidy then NP at market price figure will change accordingly witheut actual increasein
Facter cost. Also, different countries hove different tax rate and thay for internationalcomparison
of relative income: level

Disposable | Income availoble. for disposable and 1 includes frensfer paymants.

income Example. Income moy be 10,000 but ane may alse seceh transfer poyment which sl increase
the monsy received by him £ the extent of tronsfer paymest soy 2000 Therefore, Tncome
s 10000 while Dispesabie income & 12000

Thes,

Iisposable income= Income + Net Tramsfer payment**

Disposable income may be more or less depending upom whether Net
transferpayment is positive oF negative

Mational Mational Disposable income is the sum Total of Mational Imcome at Market
Digposable | priceand net of Current transfer received from rest of the world

Income BNDI = GhPer + Net transfer Poyments received from rest of the workd

NNDT = NhPw + Net fronsfer Payments received from rest of the world

NNDT = 6tPwr + Met tronsfer Payments received from rest of the world- depreciation

Disposable | There are three disposoble income apgregates, namely-
income  of | L Private Income

Private 2. Perssnal Incame

sectars 3. Personal Disposable income

Less | Miscelianeous receipts of Govt. department. Fines, fees etc.
Less | Persanal taxation

Personal Income

@) It serves ad on indicator of the stendard of bving of g country,
b) Per copitaincome= MNP, Population

NEE

it

= WWPr; - Imcome from praperty and g o gowt.
enterprises and admin deportment- Savings of non- Departments! enterprises of government
+Interest on national debt «MNet Current Tronsfer poyment received from Govt, dept

ment received fram rest of the weeld
Private Income - Uindistributed profits- Corperate taxes
seome = Persongl income- Persoral taxes- Miscellanesus receipts of Gove.

*Intermst that Govt. pays on Nationol debt: Sometimes gavt. borrows fund from private
Institutionand pays the interest on the same. The interest sholl be included in foctar payment by
it is argued that the monies are utilized for welfare purpose and thus shall be treated as Transfer

payment.
**The private sector receives tronsfer payment both from Govt. and rest of the world, Reverse is
also True in many coses.

Als knownas | GDP af Current price BUP at Canstant price
Meaning 0P ot Current price i The volue of alf BOP ot Congtont price is The value of all final
final goods end services prod goods end strvices produced within the

the demeatic terrory of & country by damestic ferritary of a country by nérmal
rormal residents, whether nationals ar rresidents, whether natianals ar noss nationals,
rens rotianals, inchaive of depreciation inclugive of depreciation during a yeor of
during o yeor at market price prevailing in | market price prevalling in base year
that year

&P Deflator: It iz the ratio of Mominal GGP {at Current Prices) to Real SUP (at Constant price)
GDP Deflator: Mominal Sﬂl
Real GOP
g} GDP Deflator takes out the Inflation out of Mominal G0F. It deflates the GDP.

b) It converts Mominal S0P to Real 6PD

o) Using the GOP deflator, the inflotion rate between two consecutive years can be compute
using the following procedure:
5) Inflation rate in year 2 = G0E.deflator inyear 2 -60P deflator myear! , joq

GOP deflator inyear |
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P e - .
There are thres ways to measure National Income g Q%Q'Q&Ca—m
1. Product methed or Valm-addad mathod- Flow of Goods andservices e =t
2. Income Methad- Flow of generated - =
-4 Exn-ndmnl Method- Fh?.rixp-dim an oeds andservices 0”):: QP | GTTDSS dLP |
L. Uo EC ¢ NiT = MP
Y P M
Mieaning Mational income by value added methed is the sum totel of net value added ot [.IHUP f -}n.—.w:)
foctar cost oeross ell producing units of the econcmy less intermedicte NOF NP
mmamw
rroy) ying the producing sterpeiasa and Closalfyig Tham fe differarnt NDP R oom + s = ek
sectorsaccording to the nature of their activities prﬁ A 'F“—“tmu_)
(] Punm-p sector- MMMMMMWIM NNP J

Examples- farming, Mining, Fishing, ete.

(L] &noﬂdavsdnﬁmmrmufmnfwnfmlym other
formsuch as manufacturing

) Tertiary sector or service sector- Provides services which are intangible
in rature.

Step 2 Estimating the gross value added (VA MP) by each producing esterprise.

Gross value sdded [EVA MF)

= Groaz Value of production - value of Purchase

= Value of output - Tntermediate consumption

={ + charge in stack) -Intermedicte consumption. This will Sive ws GOPW

Step 3 Conversion:

®  GDPys- depreciation= NDPuw

*  NDPyw-Met indirect tor = NDPec

= NOPsee WNFTAT NP

Inchasion and Presoution in Estimation of Nmmni Income by Volue-sdded Method -

L Production for seif- e

2 Own account production of Fixed assets.

3 Imguted rent of owner-cccupled housss.

4. Service of House wives sholl

5. Sale and purchase of existing commodities or second-hand peods: shall

6. Sale and purchase of Share and Bonds

Meaning Mational income is colculated by summation offactor incomes paid out by
all production unitswithin the demestic territory of a country as wages and
salories, rent, interest, and profit.

Steps 1 Classify the i into eppropriate income categories namely,
L MMW&MIMNW
2 or income or

| Chapter & — National Income Fast Track { Marathon |

3. Mined Income of self employed This will give NS

Step 3 The above exercise will give NDP=:, The adjustment of NFTA will give.
MNational Tncome

Latonir # This is the compensation poid to the labours’ empioyee for The

Incame servicerendered by them.

# Ttis the payment mode by the producer to emplayees or lebour, for the:
services rendered by them, in cash, kind and social security benefins,

Included Excluded
Sabaries ond wages in cash inchuding | Odd age pension shall ret be
Borus, DA, HRA considered while caleulating Labour

Income as it I8 a fransfer payment
Current yeor pension provision shall | TA shall be excheded if it is for
be considered. business wark or on reimbursement

Travelling ol shall  be| Comtrit of employee to sociol
inchuded security fund shell net be added os
if it is for trovel form of fice tohome | it is alreody part of solary.

and hame 1o work
Contribution of employer to sociol | Interest free loon given to employee
security fund shall be odded Eg

Fravident fund
Cemmission paid 1o soles staff Oid on
Paymant in kind- Bent free Income tox of employes:

accommadation, Free Meal coupan
LIE premium paid by employer Oid age penson shall mot be
considered while caleulating Labour
income as it ls @ trarsfer payment |

Ciperating | ey gt
Surplus ‘______-T_;:T-'/'; 1 ———

nummwﬁwmwmﬁmm«w it
P incame from property ond entrep
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It includes
* Rent~ inchiding self-occupled house, in the Form of imputed rent
= Interest

Reyalties far
= Profit before tax

Mere:

# If the question mentions about Profit before tax then Undistributed
profit dividend and corparate taxes shall b ignare.

If the questicn does nat mention about the profit before tax- odd all three
T nathing if prefixed to profit, assume it +a be PRT

TInterest paid by government debt and interest poid by consumer an
borrowingsore net included because these are freated as transfer payment

LSRN

Mixed
Incoms

"

Mixed income is the income generated by own account workers and income
of unincorporated enterprises.

Example of such mixed income are legal service, agriculture, troding,
proprietership, Plumber, carpenter etc,

# Mixed income containg both components of income namely capital income
ond labour income of those who provides capital and labour service in
productian pracess.

Itis the composite of both labor income ond capital income and arises
in case where it is difficult to differentiate between lobour element and
capital element I factor of production,

Exomple of such incomes are own account workers Nke CA, Lawyer,
Shopkeeper etc.

v

v

Inclusion
ond exclusion

Include Exciude
TImputed rent of self-occupied Transfer payment- Refer earlier
house by awner of this house part of the chapter
Value of production far self- Tllegal Income like, smuggling, drug
|consumption degling etc.

Imputed value of service provided | Interest on lean taken for meeting
byowrer of prod unit " 7 eg. Loan
To buy house, loan to buy car, efe.
‘Interest on loan taken for meeting | Interest on national debt- refer

buginess needs earlier discussion
Brokerage service in focilitating the | Income in respect of second-hand
transaction af commodities
TIncome tax and TDS to show gress | Income arising from tronsfer of
income shares and other securities.
Difficulties 1. It is very difficult to estimate Mixed income in wast country with

unincorporated sectors and un-organized sector,
2. Many igts criticize the inclusion of interest an rational debt in
caleulation of rational Income,
| 3. The data collected for colculaticn of NI is highly wnrelichle and

[ erEnD -8 12

Track | Marathan

wderstoted. |

In the expenditure opprooch, national income is the aggregate final
expenditure in an economy during anaccounting year.
This approach gives GOP at market price.

Expenditure en final goods and services in the econamy is divided inte four bread

categories, namely

1. Private final ption expenditure - Consumg iture dane by
households.

2 I Expenditure- I di done by prod end
Gavernment in an econamy.

3 final ion expenditure- Consumption expenditure done
bygovernment.

4. Met exports- foreign component of expenditure in the form of net exports.

Private Final
consumption

The wolume of final sales of goods and services to consumer households and
nonprofit institutions serving households acquired for consumption (mot for use

Denoted By C

in pr are multiplied by market prices and then summation is done.

Tt clso includes the volue of peimary products which are produced for own
ion by the h helds, ps for domestic services which ane

heusehald renders 1o another,

Government means general go and net the go enterprises Since | |
the collective services provided by the governments such as defense,education,
healtheare etc. are not sold in the market, the only way they can bevalued in
money terms is by odding up the maney spent by the government in thepraduetion
of these services. This total expenditure is freoted os consumptionexpenditure
of the government.

Government expenditure on pensions, scholarships, unemployment allowance etc,
should be excluded because these are transfer payments, |

Gross domestic fixed capital formation includes final expenditure on machinery and
equipment and own account production of machinery and equipment, expenditure
on canstruction, expenditure on changes in imventories, and expenditure an the
ocquisition of valuables such as, jewelry and works of art.
It comprises of -
1. Gross fixed investment-
Expenditure on machinery and equipment, expenditure on construction, and
expenditure on the acquisition of valuables such as, jewelry and works of art.
2, Imventory Investment-
This means change in inventory.
3. Expenditure on residential i
Expenditure cn purchase or construction of new houses. Own account production
of houses expenditure on majer repairs and renavaticn are o be included in | |

[ eaEnD-8.13
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en regidential houses

Net Export Net exports are the dif ference between exports and Imports of o country during
Denated by ‘the accounting year, It can be pesitive or negative,

XM
Formula B0Pw = CrI+G+(%-M)

Therefor National Icome

¥ =€+ I+ + (X-M) +NFLA- Depreciation- NLT

beassigned in that case.

2. Own account prodk of machinery and equip zhall be added 1o
ealculate firel expend|ture on machinery and equipment.

3. Transfer poyments sholl be exchuded.

4 Ewmmmwmmhw

M:Wmmmwmmmmhwm?

Inmony econcmies, i1 moy not be pessible fo estimate Matienal Income wsing dmy one methed
exclusively,
o) Income Methad es more suitable in Developed Economies.

B) If & y Flow and Expenditure then Expenditure Methodcon be used,

) An effective procedure is to arrive ot Mational Income using ofl these three approaches /
methods, which serves the following purposes -
i.  to permit cross-checking of dif ferent methods, ensuring greater accuracy of data,
il.  to provide more details and insights - &g Sectoral Contribution to Production, Income
Greup Distribution, Corsumptien and Investment Patterns, efc,

was the greatest ecomomic crisis the western world hod

[govermient. §pending os o way of reducing unemployment,
ut they had ra macroeconcmic theary by which to justify their recommendatians.
ikamm«vtawh}urnmd&wmmfm forward by the British

mw.l’ohnw!wlnh o —
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+ Thek theory of d [
and four sector mode,

# Equilibriven output occur when the desired omount of output demanded by off the agents in the
economy exoctly equals the amount produced in o given time period, In other words, an ecanamy is
said to be in equilibrium when the production plans af the firms and the expenditure plans of the

___househalds match

e in Two sector model, three sector model

Key Words:

Consumption | I. Functional relationship between aggregate consumption expenditure ond aggregate
Function disposable income, expressed as © = f (¥). shows the level of consumption (€}
‘/ corregponding to each level of dispasable income (¥).

2. The corsumption function describes the onal  relationship
\ption spending and dizpascble income. C:_ CL+

Saving / Income not spent on consumption is saved. Thus, saving Tonctea denates the-bafince
ofter mpact of consumption  U-C 5.

Marginal The concept of MPC describes The relationship between change in consumption (AC) cnd

Propensity to | the charge in income (A¥). The value of the increment to consumer expenditure per

consume of increment to income is termed the Margira)Rpepensity o Consume (MPC).
>

MPC=  Consumption/  Income

Marginal (1 - b) is colled (Morginal Propessity to Save) MPS. _p=MP
propensity to |MPS= 5/ ¥ l
Save (MPS)

Average The overage prapensity te consume is o ratie of consumption defining income cansumptian
propensity to | relationship. The ratio of total consumption to total income is known os the averoge
consume propensity to consume (APC)

APC = Total consumption/ Total income

Incoms | Canmumptian (£) ARC (EM) NPC (A2 J8Y) | MRS (AB/AY)
o “ft-wec)
o 500 BDO/D 2= - -
1000 1250 1260/1000: 128 | TBO/M000=0TE 028
2000 2000 2000/ 2000 = 100 TEO/ 1000 = 078 05
3000 2750 2750/3000= 052 | 7H0/1000= 075 025
4000 5000 BOO0/6000 = 083 | 1600/2000 £ 0.TH 028
10,000 B000 B000/10,000 1 DB0 | 3000/4000 = 0.78 o
Ay A ol is the minimum expenditure fo sustain fe

Expenditure | irrespective of sizn of incomie, tha It s incare Insatic. The expenditure which do net
wary with the level of income. They are determined by factors ether tham income such as
business expectations and economic policy. They are generally made by «-s-

in the public sector with a view to provide public utilities & to make maximum social
benefir.
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¥ theory of d of National Income in twa Sector Maodel.

i. According to Keynes AD=AS, {1)
il. AD=C-T (23
i, Aggregate Supply in terms of Money = Quantity Produced x Price.

iv. Value of Aggregate Supply = National Tncome. (3)
v. Income (¥)=C+ 5 {4)
vi. Therefore from (1), (2), (3) & {4)

vil, C+5= 0T

wiil, 5=I

ix, Czashy

@ Why amy other point cannat be Equilibrium NI?

“ Cosel: AS > AD leC+5 » G+l
Ans: The firm will not be able to sell its stock & firm will reduce the praduction and cut down an
expenditure, os a result demand for factor of production will decrease, in case of Factor will

4 reduce and thus spending will fall, This process will continue till equilibrium is reached.

% Cose 2: AS«<AD i.e C+5 « £+
Ans: Here Demand is greater than supply and hence producer will increase the production leading
to higher Mational income. This will couse upward mement alang the line ta achieve the equilibrium

Keynesian theory of determination of Mational Income in three Sector Madel,
¥ AS=C+ 5+ T @)
Ad=C+I+ 8 3

- Consumption will be- € =a+b(vd)

Ki ian theory of ds ination of NI in Four Sector Madel,
In 4 Sector Economy

AS = AD

C+5+T=C+T+6+{x-m)

5+T=I+6+(x-m

ORS+Iem=I+6+x

Investment Multiplier:

1. The multiplier refers to the phenomenon whereby a change in an injection of expenditure wil
leadta o proportionately lorger change (or multiple change) in the level of national income.

2. Multiplier explains how many Times the aggregate income increases as a result of an Increase in
investment,

3. The ratio of &Y to AL is called the imvestment multiplier, k.

4, &Yk AL

[ PasEnD-&.18
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5. The value of the multiplier is found from the equation k = 1/ (1- MPC). Or K = 1/ MPS
6. The multiplier shows how shocks to one sector are transmitted throughout the economy.

Effect of Changes in Autonomous Tnvestment
1 on increase in outonomous investment by ATshifts the oggregate demand schedule fromCeI to
CI+AL
2. Correspondingly, the equilibrium shifts frem E to E'and the equilibrivm income increases more
than proportionately from Yo to ¥ 1.

Till how long these processes go?

1. The more powerful these leakages are, the smaller the value of the muitiplier. The leakages are
coused due 10:

a) Progressive rates of taxation

b) High liquidity preference and idle saving or holding of cash balances

¢) Demand met out of the existing stocks or through imports,

d) Additional income spent on purchasing existing wealth or purchase of government
securitiesand shares from shareholders or bondholders, income used for payment of
debts
case of full employment additional investment will only lead to inflation, and scarcity of goods
and services despite having high MPC
In d value of plier Is low, due to structural inadequacies, increase in
consumption expenditure is not generally accompanied by increase in production.

between I and Marginal Propensity to
Higher the MPC, Higher will be the Value of Multiplier, and Vice versa. Maximum Value of Multiple will be
Infinite when MPC is 1. We conclude that value of Multiplier is reciprocal of MPS (1-MPC)

Deflaticnary Gap
If the oggregate demand is for an amount of output less than the full employment level of output,
then we scy there isdeficient demand.

-

~

. Deficient demand gives rise to a ‘deflationary gap’ or'recessionary gap’.

. Recessionary gap also known as ‘contractionary gap’ arises in the Keynesion model of the macro
economy when theegquilibrium level of aggregate production achieved in the short-run falls short of
what could be produced at full employment.

w

4. Recessionary gap occurs when the economy is in a business- cycle contraction or recession.
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@ Economists presume thot people will make choices in their own self-interest, in their grectest
personal benefit and behave rationally.

@ FPrices provide the accurate signols for right quantity and right price.

® The term “market failure” does not mean the market is not working ot all, it anly means that the
market does nat Function in the way that it should.

® Morket foilire - misallocation of society's scarce - gither

Br or

underproduction.
@ There are two types of market failure namely;
1) Complete market failure, This is o case of *missing morkets” and occurs when the market dees
net supply products af all.
2) FPortiol market failure occurs when the morket does actually function, but it produces either
the wrang quantity of a preduct ar at the wrang price..

Externalities

Market pewer or manopoly power is the ability of a firm to profitably raise the
market price of a good or service over its marginal cost and can charge o price that
gives them positive econamic profits.

These profits are not achieved due to operating efficiency, but due to morket
pawer and deminance.

For Buyers: Market Pawer is the ability of Buyers to influence the Seller into the
production of certgin goods and services, over ond above optimum fevels of
cansumption. {Generally, Merket Power is viewed from the Selers' Perspective)

Lower output: (artificial scoreity}

. Higher Price:

. Misging Markers:

{Kare koi aur bhare kai aur)

. When octions of either Consumers or Producers result in costs or Benefits
that do mot reflect as part of the Market Price, such costs or Benefits which
are not recognized by, and accounted for, by the Market Price are caolled
“Externalities”

CA Aditya Sharma [PageNo. 7L |

2. An Externality occurs, when a Consumption ar Production Activity has an indirect
effect on other's ion_or Juction octivities ond such effect are not
reflected directly in Market Prices.

3. Externclities ore costs (negotive externalities) or  benefits (positive
externalities), which are net reflected in free market prices.

: | 1) Tn Case of Negative Externalities- Marginal Social Costs Marginal Private Coat.
2) In Case of positive Exvernalities- Marginal Secial Cost< Manginal Private Cost.

Oceurs when Originator imposes costs or | It occurs when 2 persons impose
Benefits on anather (Recipient) and there is | there is costs or on one encther,
no externality imposed by the Recipient
back an the Originatar.

= C won B o
Production externality initiated in Consumption externalities initiated
producticn which impases an external cost/ | In consumption which produce
benefit an others may be received by external costs/ berefits on athers
angther in consumption or in production. may b received In carsumption ar in

production.

Positive externalities Megative externalities

wccur when the action of one party confers | occur when the action of ane party
benefits on ancther party impeses cagta on another party.
Tt is socially desirable Tt is socially undesirable

Tees
Characteristics of Private goods: Private goods refer ta thase goods that yield uility ta pecale. Anyone
who wants to cansume them must purchase them.
A few examples are: food items, clathing, movie ticket, televizion, cors, houses ete.
Properties of Private goads:
- Property Right:
Rivalrous:
Enchudoble:
Mo Free riding problem:
Rejectable:
Additional rescurce costs
Efficient Allocation-
There is no Market Failure.

kU Ll o]

Public Goods - Paul A, Samuelzan who introduced the concept of “collective consumption good' in his path-
breaking 1954 paper 'The Pure Theory of Public Expenditure’ is usually a5 the first i
to develop the theory of public goods.

a) Cheracteristics of Public Goods:
1. Collective in nature:

€A Aditya Sharma [ PageNo.72. |
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Mo direct payment

Non-rival in consumption,

Public goods are non-excludable.

Public goods are characterized by Indivisibility.

Free Riding Problem & Externalities:

Example: Defence, Highways, 3 ific Research, Low . Lighthouse, Fire

R

Protection, Dizease Prevention, Public Senitation ete. [Mote: Public Goods cre divided into Public
Cansumption Goods and Public Factors of Production.]

1. | A pure public good s non- | There are mary hybrid goods that possess some feotures of
rivalrous and non-excludable. | both public and private goods. Impure public goods are

partially rivalrous or

e —— - =

. Free riding is ‘benefiting from the actions of others without paying’

. Consumers can take adventage of public goods without g i to their pr

. The absence of excludability in the cose of public goods and the tendency of peaple to act in their
own self-imerest will lead to the problem of free riding,

4. If every individuel plays the same strategy of free riding, the strotegy will fail because nobady is

willirg to pay end therefore, rothing will be provided by the market. Then, o free ride for ary ane

becomes impaszible.

N public good will be pravided in private morkets

Private markets will serioushy under produce puslic goods even though these goads provide valuable

service to the society,

B

w

L

a) Complex nature:

b) Information net avallable quickly and cheaply:
<) Ignorant Buyer/seller:

d) Inoccuracy:

) Misunderstanding:

a) Asymmetric information accurs when there is an imbalance in information between buyer and seller
i.e. when the buyer knows more than the seller or the seller knows more then the buper con distort
cheices.

k) This lead to Frablem of Adverse Selection - wreng product selected

#4#4# Lemons problem’ developed by Gearge dkerlof in relation ta the used cor market

a) Second-hand cars may be good quality cars or pacr quality cars defined os
“lemens”. The owner of o car knows much more about its quality than amyone
eise & he may not disclose all the mechanical defects of the vehicle.

b) Based on the probability that the car an sale is a lemari, the buyers’ willingness
‘o pay for any particular cor will be based cn the ‘average quality’ of used cars.
Since there is quality uncertainty, to account far this risk, the price cffered

For any used car is likely to be less.

|

1 Maral Hozord is opportunism charccterized by an informed persons taking advartage of @ less-
informed person through an uncbserved action.

2. Tt arises fram lack of information abeut somecne's future behavier.

3. Moral hazard sceurs when there is distartion of incentives %o take core or to exert effort when
someone else bears the costs of the lack of care or effert.

Objectives of 6 1 "
Ta control potential rise in prices. (MRTP Act)
' To bring in welfare to the under privileged sections of the Scciety by ensuring equity and fairness,
(Subsidy)
3. To previde Incentives to promote preduction / use of Resources in a socially desirable direction efc
{Qrganic vegetable).
4. One of the most impartant octivities of the government is to redistribute incomes sa that there is
equity and fadrness in the seciety.

[

Argument in fovor of Government Interventions:

The role of gevernment impraves the wellbeing of individuals and households.

Under production of certoin geods & higher prices than would exist under canditions of

competition| Generic Medicine)

3. Men-production of public goods (or collective goeds) in sufficient quantities by the market. (Parks
and Playgreund)

4. Production and Consumption of a Good or Service affects People ond they cannot influence through
Markets decision about how much of the Gaed or Service should be produced e.g. Pollution

5. Reduction or Distartion in choices availoble to consumers, and consequently lower welfare. (Onky
Private mede of Transpart)

&, Equity and Fairness- to Curb Tnequalities in the distribution of Incame and Wealth,

7. Instabilities coused by Business cycles and fluctuations which lead to recession inflation, ete. for
prolonged periods, and connot be corrected by Market system as such.

8. Morket's inakility ta rectify “Stogflation’ ie o State of offcirs in which inflotion and
Unemplayment co-exist,

9. Market's inability to rectify “Contagious Effect” i forces of instability transmitted from ane
country to other countries, due to increased international interdependence

N

Arguments against government interventions:

*  Government intervention does not imply that Markets are replaced by Government action. Sovernment
ean act only as complement rather than as a substitute to the Market System in on econoeny,

= Governments may not always be unbinsed and benevolent.

. Oy use asa for their self interest

*  In certain cases, the cost incurred by Government to deal with some Market failure could be greater
‘than the cost of Morket Failure itself.

= Gavernment intervention may produce fresh and mere serious problems that the ones sought to be
rectified.

= Gavernment intervention is ineffective if it couses wastage of rescurces expended far the
Intesvention

* Gavernments are likely to commit sericus errors in its attempt ta correct Market failure,

|
I
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Government interference con be-
& Direct as a buyer or supplier of public goods / infarmation
& Indirectly in the form of subsidies / toxes and regulation / influence to correct distortion in the
market which occurs when there are deviations from the ideal perfectly competitive state.

1. Serting masimum prices that flrms con charge.

2. Price regulation is most aften used for natural monopalies.

3. Rate-of-refurn regulotion. Another approach ta regulction is setting
price-caps.

4. Market liberalization by introducing petition in  previcusly
manopalistic sectors such as energy, telecommunication ete.

B Controls on mergers ond acquisitions if there iz possible market
demination

& FPrice capping and price regulation

7. Profit or rate of return regulation

8 Potronage to consumer associations

9. Tough investigations into cortelization end unfair practices such as collusion and predatery pricing

0

11

12

. Restrictions an manopsany pawer of firms
. Reduction in impert contrels and
. Nationalization

A, DBirect Control: (slso known as command solutiors) - Lirect controls prohibié specific activities that
wxplicitly create negative exterralities or require that the negative escternality be limited to o
certain level.

Examples Include:

+  Smoking Is completely banned In many public places.

= Stringent rules are in place in respect of tobacca advertising, packaging and labeling etc,

= fix emissions standord which is the legal limit an how much pallutent o firm con emit

* Licensing, production quatas and mandates regarding ccceptoble production processes are
other examples of direct intervention by governments.

B. Indirect/ market-based Control:
¥ These provide economic incentlves to Maorket Participants, to achieve the soclally eptimal selution.
¥ In ather wards, the government tries to alter the prices of goods through teaxes and subsidies and
thus charge the bebaviour of market participants.
1. Setting the price directly through a pallution tax, These taxes are nomed Pigouvian taxes
after AL Pigau
2. Setting the price indirectly through the establishment of the cap-and-trode system.

a) The second approoach ta estoblishing prices indirectly is “tradable emissions permits
Yau might have heard of ‘carbon credits’. The use of tradable permits ta limit emissions is
often called ‘zap and trade’.
a) Marketable Licenses (called permits) to emit limited quantities of pellutants can be beught at a
specified price from the Reguletary Agency, by Polluters

[CA Aditya Sharma (PageNo. 75" |

&) A high polluter has to either- i) poy monetary penalties, or ii) buy more permits both leading to
increase in costs ond decrease in profits.
) A low polluter can- i} aveid Menetary Penalties, and ii) sell permits and earn reverue, bath making
such firm profitable.
i, Problems in administering an efficient pallution tax,
Difficult to Administer-
Complex-
Mo Genuine solution-
Failure in case of inelostic demand-
Adverse effect on emplayment -

BBt B

Theugh positive externality is asseciated with external benefits, we still call it @ market feilure
becouse, left to market, there will be less than optimal cutput.

A Direct Cantral:- Froduction & Supply
a) Government enters the morket directly as an Entreprensur, to produce items whose
externalities are vastly pasitive & pervasive.
b) Examples: RAD, off , Sewage . Chy vy up Rivers ete.
B. Indirect control:- Subsidies:
a) Subsidies glven by Government reduce the Production Costs of flrms.
b} This lecds to higher cutput and supply.
€) Thus, such goods will be produced in higher quantities |.e. sacially optimum level of autput

Meaning and Example

1. Merit Goods- a) are socially desirable, b) involve substantiol positive
externalities in their consumption.

Need for Intervention

L Lower Output:.

2. Equity Fairness:

3. Uncertainty in consumption:

4. Imperfect information:

Government can regulate the supply of merit goods in fallowing manner
1. Direct government provigion:.

2. Regulation:,

3. Subsidies:.

4. Bovernments also engage in direct production of environmental quality.

Meaning and Example

L. Demerit goods are goods which are believed fo be socially undesirable and
imvolve high level of negative externalities. 3

2. However, it should be kegt in mind that oll goods with negative externalities §
are not essentially demerit goods: g, Production of steel couses pellution, but

CA Aditys Sharma
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=teel iz not a socially undesirable good.

3. Mare than optimal praduction and consumption.

4. Misallocation of society’s scarce resources.

5. Consumers overvalue demerit goods because of imperfect infarmation.

ways for Intervention
L Complete ban:.

Persuasion.

2.

3. Through legislations

4, Striet regulations \.

5. Regulstory controls.

6, Imposing unusually high Taxes

Reason why Savt, fails to provide such measures -

1. Addiction level

2. Inclestic nature of demand.

3. Sellers can abwoys shift the taxes to consumers without losing customers.

4. Bonned goods cre secretly driven underground and fraded in a hidden market.

Government intervention in ather areas Goods

Reason why certain goods are produced by government despite the fact that it can be produced by

Private sector 3 3

1. Left to the markets and profit motives, these may prove dangerous to the
saciety..

2. In the case of such pure public goods where entry fees connot be charged,
direct provision by governments through the use of general gowvernment tox
revenues is the anly option. g

Price imtervention: non-market pricing

1 Very aften, there is strong pelitical demand for governments fo intervene in markets for various
goods and services on grounds of fairess and equity.

2 Price floor {a minimum price buyer is required %o pey). Price floor means the lowest price fixed by
government far a product. The Gavernment fixes Floar price for farm products. This regulates income.
of the farmers.

3. Price celing (o maximum price seller is allowed to charge for a good or service) When prices of
certain essentiol commadities rise extremely, government may resort to controls in the form of price
cellings for making a resource or commodity available to all ot reasonable prices.

4. In the case of many craps the government hos initiated the Minimum Support Price (MSP) pregramme
as well as procurement by government agencies at the set suppert prices. The cbjective is fo
guarentes steady and essured incomes to farmers, In case the market price falls below the MSP, then
‘the guarartesd MSF will prevail.

Far combating the problem of morket failure due to infarmation problems fallawing interventions cre
resorted to:
+  Government makes it mandatory to have accurate labeling and content disclasures.
+  Mandatary disclosure of infarmation,
+  Regulation of odvertising and setting of advertising standards to make advertising more
respensible, informative and less persuasive.

[€A Aditya Sharma (PageNo. 77 |

1. The governments of ol naticns have important econamic functions even where markets constitute the
basic resource allacatien mechanism.
2. There are three main macroscanomic geals for ey nation,
a. The first is economic growth.
b. The second geal is high levels of emplayment
. third macroeconamic goal |z stable price levels.

Viewof Beonomwists
Adam Smith
Adam Smith is often described as a bald Advocote of Free Morkets and Minimal Soverrmental Activity
except in areas of -
= Mational Defense, Establishment and Maintenance of Highly beneficial Publiz, Maintenance of
Justice, Public Works

Richard Musgrave
Richard Musgrave, in his classic treatise "The Theory of Public Finance” (1959) introduced the three-
branch taxoncmy of the role of Government functions in o Market Economy. -
1. Allocation Function (Efficiency Focus)- Aims ta correct the sources of inefficiency in the
Economic System
2. Distribution Function (fairness focus)- Ensures that the Distribution of Wealth and Income is
fair and equitable.
3. Stabilization Function (to ensure price stability)- Covers Menetary and Fiseal Policy, ensuring
Macra-ecanomic stability, Maintenance of High Levels of Employment ond Price Stability ete.
The allscation and distribution functions are primarily micr ic functions, while ilization is o
macroeconamic function

1. Meaning: Optimel or efficient cllocation of scarce resources means that the available resources are
put to their best use and no wastoges are there.
2. The private sector resource allocation s characterized by morket supply and demond and price
mechanism as determined by consumer sovereignty and praducer profit motives.
3. The stote's allocation, on the other hand, is accomplished threugh the revenue ond expenditure
activities of governmental budgeting,
. In its allocation rele, the government acts as o complement rather than ag a substitute to the market
system in an ecanamiy.
Reason for Government Intervention in allocation:
1. Fublic goods will not be produced in sufficient quantities by the market.
2. Maonexigtence of markets in a varlety of situations.
3. Government intervention will improve in social welfare.

-
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Market foilures which hold back the efficient allocation of resources
L Imperfect competition and presence of monopoly power
Incomplete markets

Externclities Factor

Imperfect information

Inequalities in the distribution of incame and wealth

oo

A voriety of allocation instruments are avoiloble by which governments can influence rescurce
allscation in the economy.
1. Bovernment may directly produce the ecanomic gead
2. Government may influence private allocation through incertives and disincentives
3. Government may influence allocation through its competition palicies,
4, Government sets legal and administrative frameworks, and

1. The distributive function of budget is related ta the basic question of ‘for whem' should an econoemy
produce goods and services.

z can redistribute i and wealth either through the expenditure side or through the
revenue side of the budget.

3. On the expenditure side, governments may provide free or subsidised education, healthcare,
housing, foed and bosic goods ete. to deserving peaple.

4. On the reverue side, redistribution is done through progressive taxation.

The distribution function of the government aims at-

1. Equitable Distribution ensuring increcsed overall sacial welfare

2. Well-being of those members of the society who suffer from deprivations of different types

3. Providing equality in income, wealth and apportunities

4. Providing security for people who hove hardships, and

5. Ensuring that everyone enjoys a minimal standard of living.

Progressive taxation policies of the government

Proceeds from progressive taxes used for financing public services, especially those that benefit low-
income househalds

Emplayment reservations

femilies below the paverty line are previded with menetary aid and aid in kind

5. Special schemes for backward regions and for the winerable sections of the population

L

o

However, Redistribution measures should be accomplished with minimal efficiency costs by corefully
balancing equity and efficiency cbjectives-commert

Macreecanamic stability is said to exist when:

a) an economy's cutput matches its production copacity,
b) the economy's tatal spending matches its tatel output
€} the ecanomy's labour resources are fully emplayed, and
d) Inflotion is low end stable.
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2. Stabilization function of the goverrment is derived from the Keynesion proposition that o market
economy does not automatically generate full employment ond price stability and therefore the
governments should pursue deliberate stabilizotion policies.

3. Business eycles are natural phenomena dmarket mechanism is limited in /i3 capacity to prevent It

4. In the absence of appropriate corrective intervention it may be prolonged for longer periods.

5. The stabilization issue alse becomes more complex as the Increased Interrational interdependence
(“Corrtagion effect”).

6. Thus, The stabilization function is ane of the key functions of fiscal pollcy and aims at eliminating

arising from flacati

7. The stabilization function is concerned with the perfarmance of the cggregate economy in terms of:

a) labour employment and capital utilization,

b} overall sutput ond income,

) general price levels,

d} balonce of international payments, and

€)  the rate of economic grawth.
8. Menetary policy works through contralling the size of meney supply and interest rate in the ecenomy.
9. Fiscal palicy by means of its expenditure and taxotion decisions,

1) Fiscal federalism, a term introduced by Richard Musgrave, deals with the division of
gevernmental functions and financial.

2) Musgrove argued that the federal or central government should be responsible for economic
stabilization and income redistribution, and the allocation of rescurces should be the
responsibility of the state and local governments.

3) Indin is a federction of 2B states and 8 union territories.

4) The constitution of India has provided for the division of powers between the centrol and the
state gavernments.

5) Article 246 of the Constitution demarcates the powers of the union and the state by
clossifying their powers inte three lists, namely ynion list_stete Jist and the concurrent ligt,

I. The union list contains items on which the union parliament alone can legislate
ii. The state gt has items on which the state legislative assemblies alone can legislate
iii, The concurrent list, an which both the parlioment and the legislative essemblies con legisiate.
In the event of conflicting legislation in concurrent list, the law passed by the centre
prevails.

&) The central government has greater reverue roising powers. The union gavernment can levy taxes
such as tax on income, other than agricultural income, custams and export duties, excife duties
2n _certain goeds, corporation tax, tax on capital velue of assets excluding eqricultural land,

! security tronsaction tax, central E5T, 4 duty, taxes gther than stamp

7) The stote gavernments con levy faxes on agricultural income, lands and bulidings mineral rights,
electricity. vehicles, tells, professians, collect land revenve and impase excise duties on certain

igems,
8) The property of the union is exempt from state faxation. The property and income of the states
are not lishle to be taxed by the centre.

9) Articles 268 to 281 of the constitution comtain specific provisions in respect of distribution of
finances omeng states.
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Distribution of reverue between the union and states iz based on the constitutional provisions as follows
1) The Finance Commission is @ constitutionally wduhdMﬁmum the centre of fiscal federlism,
2) The Finance ission helps in maintaini ism in Indin by performing following
Hunctions:
(=) The distribution between the union and the states of the net proceeds of taxes
(b} Determination of principles and quantum of grants-in-aid to states which are in need of such
cssistance.
() To moke recommendations to the President cn measures needed to augment (increcse) the
cansolidated fund of o state,

@ The Fifteenth Finonce Commission was constituted on 27, November 2017 ogainst the beckground of
the abolition of Plarming Cammission and the introduction of the gocds and services tax (G5T). The
commigsion recommended the shore of stotes in the centrol taxes {vertical devoiution] for the 202126
ta be 41%, which is the some o that for 2020-21

@ The criterio for distribution of centrol toxes omong states for Z021-26 period are some of that for
2020-21 They is Income Distance ie the distance of o stote’s income from the stote with the
highest income.

Area | Population (2001}, Demegrophic performance (o reword efforts made by states in controlling

their population), Farest and ecalogy, Tax and fiscal efforts:

GS5T: - Background and facts

1. The introduction of 65T, which was rolled aut acrass the country on 1 July 2017,

. The 65T subsumes the majority of indirect toxes - excise, services tox, soles tax, sctrai (entry

tax). The ST has made India's indirect tax regime unitary in noture.

3. The states levy ond collect stote 65T (S65T) and the union levies and collects the central 65T
(CesT).

4. For any particular good or service or a combination of the two, the S65T and 55T rotes are
equal, An integrated GST (IG5T) is applied on inter-state mavement of goods and services and on
imparts and exports_

5. During the five-yeor transition period, the top five 65T compensation-recelving states were
Maharashtre, Karnataka, Gujerat, Tamil Madu, and Punjab.

&, Az per the supreme court verdict in May 2022, the Unlon and state legislatures hove “equal,
simuitanecus and unique powers “to moke laws on Geods and Services Tax (65T) ond the
recommendations of the 5T Councl are not binding on them

o

1. A Budget is a statement that presents the details of 'where the money comes from' and 'where the
maney goes to'.
. The gevernment budget is @ document presented far approval and legislation by o government,
The budget alsa cantains estimates of the government's accounts far the next fiscal year called
budgered estimates.
4. Meed far Gavernment Budget: Budget is required -
a) Ta efficiently allecate limited resources to ensure maximum social welfare,

W
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b) To reallocate resources in accordance with its declared pricrities.

) To ensure redistribution of Income and Wealth,

d) For / ion of economic fl to bring in stability, sustainable increase in
real GDP and reduction in regional Disparities.

1. The budget is prepared by the Ministry of Finance in consultation with NITI Acyog and ather

relevant ministries.
2. Despite the fact that the union budget is presented onlst February, the process of budget
in August-S ber of the previous year.
3 Amuol Financial statement:.
4. The budgetory procedures are -

@ Preparation of the budget
b. Presentation ond enactment of the budget and
€. Execution of the budget
5. The budget process mainly consists of two types of activities:
@ The administrative process :
b. The legislative process.

The budget speech of the Finance Minister is usually in two parts.
The finance minister mokes o detailed budget speech ot the time of presenting the budget before the
Lok-Sabha.
A Part A of the budget speech gives
country and the budget estimates fw 'ﬁc next ﬂmul year
B. Part B of the budget speech details the progress
€ The Annual Financial Statement shows the receipts and expenditure of government in three
seperate parts under which government accounts are maintained, namely:
o. Consolidated Fund of India
b. Contingency Fund of India, and the
€. Public Account.

of the

D. The expenditures of certain categories (e.9. the emoluments and ollowances of the President of India
and his/her office, ond emoluments of Judges of supreme courts and high ranking personnel of
constitutional bodies acress India) are ‘charged on the Consolidated Fund of Indic and are not subject
1o the vote of perliament, are also indicated separately in the budget.

E By conwention in an election year, the budget mey be presented twice. The first one (s to first to secure ¢
Vote on Account for @ few months, This is followed by the Annual financial stetement far that year or the
full-fledged Budget

F. The Parlicment has to pass the Finance Bill within 75 days of its introduction.

‘SOURCES OF REVENUE
The broad sources of revenue are:

1. The Degortment of Revenye of the Ministry of Finance exercises control in respect of the revenue
matters relating to direct and indirect union taxes. The department is also administering goods and

services tax (6ST), central sales tax_stamp duties $oo.
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2. The Department of Reverne exercizes control in respect of matters relating to all the direct and
indirect unian toxes through two statutory boards, namely,
a) the Central Beard of Direct Taxes (CBET) - Matters relating to the levy and collection of all direct
taxes
b) the Central Beard of Indirect Taxes and Customs (CBIC) - Matters relating to the levy and
collection of all indirect taxes (65T, Customs and central exclse duties, service tax)

3. Government receipts ore clossified under two cotegories:
) Revenue receipts b} Capitel receipts
Tox revenve Man fox revenve. debt capital receipts nan debt capital
receipts
. Carparation tax 1. Interestreceipts, |l Marke? loans for I Recoveriesof
| 2. Toxes an income 2. Dividends and different purposes leans and advances
. Wealth tax profite from public | 2. Short term /Treasury | 2 Miscellonsous
Customs duties sector enterprizes Bill berrawings copital receipts
. Union excige duties and surphus 3. Securities issued (disinvestments
| b. Goods and services transfers from against small savings, and others)
tax including 65T Reserve Bank of 4 State provident fund
compensation cess India (Net)
| 7. Toxes on unlon 3. Other Non-tax 5. Met external debts
territaries revenues and &, Other receipts (Met)
4. Receipts of union
territories

% Debr copital receiprs Comprise of market loans and short term borrowings by the government,
berrowirg from the Reserve Bank of Indic and loans taken frem foreign governments/institutions,

% Mon debt copital receipts include recoveries of lcans advanced by the government ta PSEs, stote
governments, foreign governments and unian territories and sale proceeds of government assets,
including those realized from divestment of government equity in public sectar undertakings (PSUs).

I The Department of Expenditure of the Ministry of Finance is the nodal department for overseging
the public firancial management sy=tem. It is respansible for
a. the impl of the of the Finance Commissian,
b monitoring of audit : iars, and preparation of central g accounts:
<. Additionally, it alsc assists central ministries/departments in
4 cantralling the costs and prices of public services,
2. reviewing systems ond procedures te cptimize outputs ond outcomes of public expenditure.

In Expenditure budget, the Central government expenditure is classified into six brood categories as
below:
A. Centre’s Expenditure:
a) Establishment Expenditure of the Centre- includes establishment-related expenditure of the
minlgtries/departments, and attached and subordinates offices.
b) Central sectar schemes- include those schemes which are entirely funded and implemented
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by the central agencies under unian gavernment miniztries,/departments.
<} Other central expenditures including those on CPSEs and Autonomous Bodies
B. Centrolly Sponsored Schemes and other Tronsfers: The transfers include
a) Centrally spensored schemes
b) Finance Comemizsion transfers and
2] Other transfers to states

In emerging morket end develogi ies, the is generally the largest borrower.

. Bovernment debt from Internal and external sources contracted in the Conselidated Furd of India is

defined as Public Debt.

3. Public debt mencgement refers ta the task of determining and implementing the strotegy, by
the fiscal and monetary authorities, the size and composition of debt, the maturity pattern,
interest rotes, redemption of debt et

4. Debt management strategy is bosed on three broed pillars nomely, fow cast of berrowing, risk

mitigation and market develapment.

e

5. The instituti ible for public debt are:
o) Internal Debt Management Department (TDMD) (28 states and 2 UT) - Division of R8T
&) External Debt - Department of Economic Affairs in Ministry of Finance (MOF)
¢) Ministry of Finance: Budget Division and Reserve Bank of India - Other liabilities such as small
savings, deposits, reserve funds ete.

o

- The Fiscel R ibility and Budget (FRBM) wos passed in 2003 fo provide a
legislative framework for reduction of deficit and thereby debt of the central gevernment. The
objectives of the act are:

a) inter-generational equity in fiscal management,

b) lang run macroecanamic stability,

¢} better cocrdination between fiseol and menetary pelicy, and
d) Tronsparency in fiscal operation of the government.

Budget concepts (Type of budgets)

surplus budget |+ ‘When estimated government receipts are more than the estimated government
expenditure it is termed o surplus budget.

deficit budget | + When estimated government receipts are less than the gavernment expenditure.
Balanced A balanced budget is a budget in which revenues are equal to expenditures.

The budget mary either be surplus or deficit.

Copital receipts are thase receipts that lead ta o reduction in the assets ar an
increase in the liobilities of the government. i

+ Revenue receipts can be defined os those receipts which neither create oy
liability nor couse any reducticn in the assets of the government.

*  There are two sources of revenue recelpts for the government — tax reverues
and nar-tax revenues,

« There are expenditures of the gavernment which result in creation of physical

EE EiF§§§§
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or financial assets or reduction in financial liabilities

Revenue *  Revenue expenditure is expenditure incurred for purpases ather than creation of
<p physical or financial assets of the centrol government.

Revenue +  The revenue deficit refers to the excess of government's revenue expenditure

Deficit over reverue receipts.

*  Revenue deficit = Revenue expenditure - Revenue receipts
Budgetary « Budgetary Deficit is defined as the excess of total estimated expenditure over
Deficit or +total estimated revenue, beth revenue and copital,

Fiscal Deficit |+ Fiscal deficit is the difference between the government's fotal expenditure and
its total receipts excluding borrowing (nan-borrowed receipts)

+ Fizeal Defielt = Revenue Deficit + (Capital Expenditure - Capital Receipts

excluding borrowing)

The fiscal deficit will heve to be financed by berrawing.

*  Primary deficit is defined as fiscal deficit of current year minus interest
payments on previous borrowings.

* Primary deficit = Fiscal deficit - Met Interest liohilities

Bill The Bill preduced immediately ofter the presentation of the union Budget detailing

the itian, abalition, alteration or regulotion of toes propased in the budget.

performance targets measured through output and cutcome indicators,

Primary
Deficit
Finance
Outcome *  The outcome budget measures budgetary allocations of schemes and its annwal
budget
Guilletine

*  The perliement has very limited time for examining the expenditure demands of
all the minlstries.

*  Once the prescribed period for the discussion on demands for grants is aver, the
specker of Lok Sobha puts all the cutstonding demands for grants, whether
discussed or not, fo the vote of the house. This process is populorty known os
“Guillotine'.

Cut Mations |+ Motions for reduction to various demands for grants are made in the form of cut

mations seeking to reduce the sums scught by government on grounds of economy

or difference of opinian an matters of policy ar just in arder +o voice a grievance.

Consolidated |+ Al revenues received, loans raised ond oll moneys received by the government in

Fund of India repayment of loons are credited to the Canselidated Fund of Irdia

All expenditures of the government are incurred from this fund.

Contingency |+ A fund ploced ot the disposal of the President to encble him/her to moke

Fund of India advances to the executive/Government fa meet urgent unforeseen expenditure.

*  Contingency fund enables the government to meet unforeseen expenditure and
does net require price legislotive appraval.

Public Account | = Under provisions of Arficle 266(1) of the Constitution of India, public accourt is
used in relation o all the fund flaws where government is octing as a banker.

« Exomples inchide Provident Funds and Small Savings.

+ This maney does not belong to government but is fo be returned to the
depesitors.

+  The expenditure from this fund need nat be aparoved by the parlicment.
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Fiscal Palicy - Meaning and Objective

Meaning:

Fizcal palicy imvolves the use of government spending, taxation and borrowing to infiuence both the

patters af econamic activity and level of growth of aggregote demand, cutput and employment

2. Fiseal palicy is in the nature of a demand-side pelicy.

3. Aneconceny which |3 producing at full-employment level does net require gavernment action in the farm
of fiscal policy.

Objective of Fiscal policy:
L A and mai of full loy

2. Maintenance of price stability,

3. Acceleration of the rate of economic development, and

4. Equiteble distribution of income and wealth,

The impartance as well as order of priarity of these objectives may vary fram courrtry to country and from
time to time.

1) Discretionary fiscal pelicy refers to o deliberate policy actions on the part of the government to
change the levels of expenditure and faxes $o influence the level of rational output, employment, and
prices.

2) Diseretionary Policies seek to address the GUP measure [ie GOP = C+ T+ &+ (¥ - M}], Where £ =
Private Consumption, I = Private I 6= spendirg, (% - M) = Net exports.

3) Gavernments can influence ecanamic activity (GDF) by cantralling & directly and influencing €, T, and (X
- M) indirecthy thraugh changes in toxes, tronsfer payments and expenditure policies.

Men— Discretionary fiscal pelicy

1) Man- di inary fiscal palicy or ic stabilizers are part of the structure of the ecanamy and
are Bulle-in’ fiscal that cperates i to reduce the expansions ard contractions
of the business cycle,

2) It pecurs when there is changes in econcmic conditions couse gevernment expenditures and taxes
automatically.

3) Exemple: personal income toax, corporate income tax, and tronsfer poyment.

Explanation

L

i i during ion when incomes are reduced
a) Progressive tax structure
&) Government expenditures & transfer payments
2 Automatic Stabilizers during Inflation/ Demand-pull inflotion
a) Pregressive tax structure
b) Government expenditures & transfer payments

Toxes Taxes determine the gize of digpasable income in the hands of the general public.

| Action during Inflation-
Action during Recession
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Government | Sovernment expenditures include:
1. current expenditures to meet the day to day running of the goverrment,
2. capital expenditures which are in the form of investments made by the government
in copitel Equipments and infrastructure, and
4, Tronsfer payments i pension, unemployment allowance
Disring a recession and impact of Multiplier
During Expansion/ Inflation phase-
| There are two concepts of public spending during depression- ‘pump priming and
‘compensatory spending’ .
1. Pump priming essumes that when private spending becomes deficient, certain valumes
of public spending will help o revive the econcemy.
2, Campensatary spending is said to be resorted to when the government spending is
carried out with the obwicus intention to compensate for the deficiency in private
investment.

Public Debt | Meaning and Types:

| 1. Public debt may be internal or externat

. when the government borrows fram its own peaple in the country, it is called internal
debt,

3. When the government borrows from cutside saurces, the debt is called external
debt.

. Public debt takes twa forms namely, market loans end small savings.

. In the case of market loans, the government issues treasury bills and government
securities .

. The small savings represent public beerowings, which are not negetisble and are not
bought and zald in the market.

Action During Inflation:

Action During Recession:

Mo

o s

-

| Budget Action during Recessian:
Action during Inflation:
|
Types of Fiscal
There are twe besic types of Fiscal- Expansionary and contractionary
Fiscal Contractionary Fiscal Policy
When Used? | Expansionary fiscal palicy is designed to | Designed to restrain the levels of economic
stimulate the econemy- activity of the econcemy -
1 During the contractionery phase of a [ 1. During an Inflatienary phase.
business cycle. 2. When there is anticipation of o business-
2. When there is an anticipation of a cycle expansion which ig likely to induce
business cycle confraction. inflation.
Scenaric I Decline / slump in overall economic | 1. Increase in Aggregate Demand [ie
actity, Demand-pull inflatian)
2. Decling in Real Income (Real S0F) 2 Increase in  eccnemic  activities of

3, Higher rates of unemploy pticn and I . due to
4. Fall in aggregote demand (ie demand- | higher levels of dispesable incames with
deficit recession), households and firms,
5. Production of lawer quantity of goods | 3. higher factor prices, leading ta higher
ond services cost of producing goods.
Taels *  Lower personal and corporate taxes, |+ Higher persoral and corporate taxes
* Higher levels of Government |+ Reduced levels of Government spending
spending, » Increase in Government Borrowing, and
+ Reduction in Government barrowing |+ Smaller Budget deficit or higher surplus
ond
+ Higher budget deficit or reduced
surphus
Fap 1 A recessionary gap, alse knewn as a 1. Inflationary Gop ar Expansianary Sap-
cantractianary gop, is said to exist if | 2. It orises Aggregate demand rises beyond
the existing levels of aggregate what the economy can patentially
production is less then what wauld be produce by fully employing its given
praduced with full employment of FESOUrCES
resources.

Mational Debt

= A Mation's debt is the difference between its Tatal Past Deficits and its total Past surpluses

+ If a government as borrowed money over the years to finnce its deficits and has not paid it back
‘through accumulated surplus, then it is said to be in Debt,

+ A surplus budget reduces Naticnal Debt ond o deficit budget will add to the Mational Debt.

FISCAL POLICY FOR LOMG-RUMN ECOMOMIC GROWTH
*  When government supports building o modern infrastructure, the private sector is provided with the
requisite overheods it needs,
= Government provision of public goods such es education, research and development etc. provide
for lang-run ic grawth
A well-designed tax policy that rewerds innovation and entreprensurship, without discouraging
incentives will pramate private businesses wha wish to invest and thereby help the ecanomy grow.

Fiscal policy for Reducing Inequality
Means and Methods
1. Direet Tax:

2. Indirect taxes
Spending on Expenditure :
Redistributing income from the rich to the pacrer sections of the seciety.
. Poverty alleviation progrommes. free or subsidized medical core, education, housing, essential
commodities etc. to Improve the quality of living of poar
Infrastructure provisicn on a selective basis
Varicus soclal security schemes such ad old-age pensicns, unemplayment rel
Subsidized productian of products of mass consumptian
Fublic production and/’ or grant of subsidies to ensure sufficient supply of essential geods, and
Strengthening of human capital far enhancing employasility etc.
[Pugeno. 718 |
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Shortcoming and Limitations of Fiscal palicy

. Timing Prablem: Discretionary fiscal policy moy create more problems due to time delays (ie lags)
which include-

4) Recagnition Log- Delay in recognizing the eccnomy's problems, ond the need for Government
Enterventian,

b) Decision Log- Deloy in evalucting the passitle alternative policies, ond in deciding the most
appropriote policy

€ Imgl ion Lag- Delay in evalusting the pessible al ive policies, and in deciding the most

appropriate policy,
d) Impoct Lag- sutcomes of a policy are not visible for zome time.

2. The effect of this iz that Fiscal Policy changes may ot times be badly timed, so that it iz highly
pessible that on expansiorary peliey {8 initiated when the economy i3 alresdy on a path of recovery ard
vice-versa

3. Government constrains:
+  Difficulties in instantanesusly changing governments’ spending and taxation policies.
+  Difficult to reduce government spending on various items such as defense and social security as well
s on huge capitel projects which are already midway.
Public works cannat be adjusted easily along with movements of the trade cycle because many huge
projects such as highways and dams have long gestation period. Besides, some urgent public projects
cannot be pastponed for reasons of expenditure cut to correct fluctuations coused by business
cycles.

There are passible conflicts between different objectives of fiscal palicy.

m

Supply-side economists are of the opinion thot certain fiscal meesures will cause disincentives,
For example, increase in profits tax may odversely affect the incentives of firms to irvest and on
increase in social security benefits may adversely affect incentives to wark and save,

6. Megotive effect of Deficit financing: Deficit financing increases the purchasing power of people. The
production of geads and services, especially in under developed countries may not catch up
simuttanecusly to meet the increcsed demand, This will result in prices spiraling beyand control.

7. Increase is government borrowing creates perpetual burden on even future generations os debts have
o be repaid,

8 “Crowding Out” Effect: If Governments compete with the private sector to borraw meney far

spending, this may cause interest rates to go up. Firms' willingress to irvest may be reduced,

Individunls too may be refuctant ta barrow and spend and the desired increase in Aggregate demand

may not be realized.

Crawding out

Meanirg and Example:

1. When spending by geverrenent In an econcmy replaces private spending, the private secter is sald to be
crowded out, (Mote: Government spending has to “Support” and “enhance” private spending not merely
“replace” it.)

2. *Crowding out” effect is the negative effect that o fiscal policy may generate, when maney from the
private sectar is "crowded aut” to the public sectar.
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Impoct on Investment:
L High Interest Rate-

2. Impact on market's ability of self -correction:

Positive Aspects-
a) during deep recessions, crowding-out is less likely to hoppen as private sectar investment is
already minimal and therefore there is only insignificant private spending to crowd cut,
b) Mareover, during o recession phase the government would be able to borraw from the market
without increasing interest rates.
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CHAPTER- 8 MONEY MARKET
T Money- Weaning ond Baves

1. Money refers to assets which are commonly used and accepted as a means of payment or Exchange
medium of transferring purchasing power store of vakie, which means people can save it and use
it later—smoathing their purchases over time

For policy purposes, money may be defined os the set of liquid financial cssets -

Anything that would oct as & medium of exchange is not necessarily money.

Currency which represents money does not necessarily have intrinsic value.

In medern days, money is not necessarily a physical item: it may also constitute electronic records.
Fiat money is materially worthless, but has walue simply becouse a nation collectively agrees to
ascribe a value to it. In short, money works becouse people believe thet it will.

Money, though not having any inherent power to directly satisfy human wants, by acting as o medium of
exchange, it commands purchasing power and its possession enobles us to purchase goods and services to
satisfy our wonts.

Following are the important characteristics of Maney-

«  Generally Acceptable

+  Durcble or Long-lasting

»  Effortlessly Recognizable.

Difficult to Counterfeit i.e. Not easily reproducible by pecple
Relatively Scarce, but has elasticity of supply

Portable or easily transported

coawn

. . .

Possessing Unifarmity:

.

Divisible into smaller parts in usable quantities or froctions without losing value.

There are few other features of money

+ Better than barter: money eliminates the need for double coincidence of wants.

*  Money also facilities Separation of transactions Both in time ond ploce

* Common Measure of velue: It is convenient to measure the prices of all commodities
single unit, rather thon record the relative price of every good in terms of every other ga

* Comparability: Geods and services which are otherwize not comparable are made ¢
expressing the worth of each in terms of money.

*  Liquidity and y: Ad ly, money also ds reversibility as its value in payment
equals its value in receipt. All essets other than money lack perfect reversibility in the sense that
their value in payment is not equal to their value in receipt

» Liguidity refers to the extent to which financicl assets con be sold at close to full market value at
short natice. That is, they can easily be converted into another form of maney, such as cash

Unit 2: Demand for Money
U Demard for Morey |

If peaple desire to hold maney, we say there is demand for money.

L

A vot arm e, the desand for money s in the nctune of dertved damand &
The Bemand for Money is because of twa reasans- é :‘“ .j
) Demand for liquidity and demand 1o store value.

b) Pesple wish to have command over real goods and services with the use of money.

4. Demend for money has an important role in the determination of interest, prices and income in an
economy,

w

1 Income ond Expenditure Direct

2 General price Index Direct
3 Interest (Oppartusity cost) TInverse
|4 Degree of Financial Innevation Inverse

Theories of Demand for Money:
a) Quantity theary of Maney (GTM) - Classical Approach or Fisher's Approach
b) Cash Balence Approach - Neo-classical Approach or Cambridge Approach
¢} Liguidity Preference Theary - Eeynesion Theary
Post Keynesian Theories -
d) Trwentary Approach- Sauml
&) Friedmon Theary, and
#) Demard for Maney 25 Behaviar tawards Risk-Tobin

1. propounded by Irving Fisher of Yale University in his book The Purchasing Power of Money
published in 1911

2. QTM demonstrate that there is strong relationship between maney and price level.
3. Fisher's version, clsc termed os 'equation of exchange’ or ‘transaction appreach’ is formally stated as

Follows :
4. As per Fisher's appreach-
* Quantity of Money demanded = price level (P) x Toral volume of tramsaction (T)= Supply of
Meney [MV+MV)
= Therefore, MV= PT (where only Actual money is considered and nat credit money)
# And MV+MV = PT (where both Actual and Credit money is used) Credit money means demand
deposits by bank)
o
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i M= Totol Amount of Maney in circulation

i, V= Transaction Veloeity of Circulation- meons avercge number of fimes o unit of maney is spert in
purchasing goods and services

lil M= Tetal quantity of Credit Maney

v W= Velesity of Clreulation of Credit money.

v, P= Average Price Level

w. Tz Total Mumber of Transacticrs- T is o function of rational inceme. Since full employment prevadls,
the velume of transactions T is fixed In the shert run.

5. Thus, more the number of transactions pesple want, greater will be the demand for meney.

1. In the early 1900s, Combridge Economists Alfred Marsholl, A.C. Pigou D.H. Robertson and John
Maynard Keynes formard neo-classical theary or cash balance approach,
2. As per the Cambridge version the demand of the money is because of the following twe reascns-

a) enabling the passibility of split-up of sole and purchase to two different peints of time rather than
being simultanecus. 2. oveiding double coincldence of wants since the zale and purchase of
commadity does not place simiftanscusly, they need temperary abede of purchasing power,
Transaction need

b} being a hedge against uncertainty, Precautionary nesd.

3. Demand for Money= Proportion of income that pecple want to hald as cash (k) x income (PY).
(M7= kPY

Where,
= ¥ = Real natlonal incame
* P Average price level of currently produced Baods & services
= P¥= Mominal Income
» K= Propartion of PY that people want to hold as Cash Bolonces

4. The term 'k in the above equation is colled ‘Cambridge k', This represents the portion of neminal
inceme that pecple wont to hold as cash balance.

5 Higher the incame, higher will be the quantity purchased and thus greater money amount of meney will
be needed.

Liquidity preference’, a term that was coined by Jahn Maynard Keynes in
his masterpices The General Theery of Employment, Interest and Money’
(1935), denotes people’s desire to hald money rather than securities or

g el -
According ta Keynes, peaple hold money (M) in cash for three matives:
() Transactions mative,

{li) Precoutionary metive, and

i} Speculative mative.

| @) Itisneed for cash for current tronsaction for personal and business (trade) exchange.
| b} This need erises due to fiming gap between Receipt of Income and Plonned Expenditures.

TR
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| €} This reed is furthes classified inte- () Income motive (for individuels & households), and ii) Trade
Motive (for Business Firms).

I d) Transaction Demand is directly related to the level of Income not offected by interest rates.
| &) Trensactions Demand (Lr) = Earnings (¥) x Retic of income which is kept for transaction purpases
(k)

I f) Keynes considered the aggregate demand for money for transaction purposes os the sum of
individual demand and therefare, the aggregete transaction demand far meney is o function of
natianal incame.

Precoutionary Motive

4) Individuals & businesses keep o partion of their incame 4o finance unforeseen, unpredictable ond
unanticipated Expenditures.

b) Precouticnary demand depends on the size of incame, prevailing economic & palitical conditions
and personal traits of the individual such as Optimism / pessimism, forsightedness etc

c) Precauticnary Mative Cash Balances are considered Income-Elostic and by itself not very
sensitive to Rate of Interest.

Speculative Motive

) This need reflects people’s desire to hald cash, in arder to be equipped to explait any attractive
investment opportunity requiring cash expenditure. i.e. to take advantoge of favarable business
situation

b) The theory explains the portion of cash to be kept in asset partfolic depending upen the interest
rate previling.

) Higher the interest rate, lower the speculative demand for maney, and vice-versa.

Explanatian
. Accordirg to Keynes, people demand ta hold money balances ta take advartage of the future
changes in the rate of interest, which is the some as future changes in bond prices. It is implicit
in Keynes theary, that the ‘rate of interest’, i, s really the return on bonds.
1 Keynes cssumed that the expected return on maney is zero, while the expected returns an bends
are of two types, nameky:
i) the interest payment
{if) the expected rate of copital goin.
2. The market value of bonds and the market rate of interest ore inversely reloted. A rise in the
market rate of interest leads to o decrease in the market value of the bond, and vice versa.
. Investors have a relatively fixed conception of the ‘normal’ or ‘critical’ interest rate Re and
compare the current rate of interast By with such ‘nermal or ‘critical rate of interest

Imssmn:mm a fall in the Irwestors expect a rise in Interest Rate (fall

Interest Rate (rise in Bond Prices), | in Bond Prices), and hence they held their

| and naw they will convert their cash | wealth in Liguid Cosh becouse-

Inte Bonds since- a) Loss, & Interest foregans is small,

b) Anticipated capital losses (fall in prices) is
avoided.

) Return on Meney will be high than that on
Bonds,

d} Idle Cash held can be used ta buy bonds
at lower price and thereby.

| a) They can earn high rate of
return an Bonds.
b} They expect Capital Sains

resulting from a rise in Prices.
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Azzet Portfalio would consizt only | Asset partfolio wodld consist whally of
| of Bonds. Money/Cash.

# s lang as the current rote of interest is higher thon the eritical rate of interest, o typical
wealth-holder would hald in his asset portfalio anly government bonds,
if the current rate of interest is lower thon the critical rote of interest, his osset portfolic
would consizst wholly of cash.
¥ When the current rote of interest is equal to the critical rate of interest, o wealth-halder is
indif ferent 1o holding either cash or bonds.
# 1In this cose discortinuity of Individual curve disappears & o comtinuous dowrward slaping
function showing the Inverse Relationship between Interest Rate & Demand is obtained.
The concept of Liguidity Trap
Liquidity trop is o situation when expansianary menetary pelicy (increase in money supply) does nat
increase the interest rote, income and hence does not stimulate economic growth
It iz @ situation in which the general public is prepared to hold on to whatever amount of maney is

supplied, ot a given rate of interest. They do so becouse of the fear of adverse events like
deflotion, war. In o liguidity rap, the monetary policy is powerless to affect the interest rate.

.

e

3. There iz a liquidity trap ot short term zero percent interest rate. When interest rate is zero, public
would not want to hold any bend, since maney, which alsc pays zero percent interest, has the
adventage of being usoble in transactions,

4. In other werds, investers weould maintain cash savings rother thon hold bends. The speculative
demand becomes perfectly elastic with respect to inferest rate ond the speculative meney demand
curve becomes parcllel to the X axis, This situation is called a ‘Liquidity trop’

8. Since the opportunity cost of holding meney is zers, even if the manetory autherity increases money
supply to stimulate the econamy, people would prefer to hoard money,

6. Consequently, excess funds may not be cormverted inte mew investment. The hiquidity trop iz
synorymous with ineffective monetary pelicy -

7. The Bank of Jopar's experience is o recllife example of the Keynesion econamic theary of a
liquidity trop.

POST -KEYNESIAN DEVELOPMENTS

Boumal (1952) and Tobin (1956} developed a deterministic theary of fransaction
demand for ‘real cash balance’, kmown a5 Inventory Theoretic Appraach.

2. Tnventory medels sssume that there are two media for stering value-

9. meney & interest-bearing alternative financiel asset.

3 As per Baumal, receipt of income, say ¥ takes place once per unit of time but
expenditure is spread at o constart rate over the entire period of
time.

4. There is a fixed cost of making transfers between maney and the
alternative assets e.g. broker charges.

5 Individuol ar business firms try to hold optimum cash balance 5o |-
that balance between cppartunity cost and frarsaction cost is met.

6. Az per Baumol model, optimum cash balance is given by (2AT/i)M.
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Where A= annual cash requirement:
T= transaction cost/ transaction
I= interest/annum

L Milton Friedmaon (1986) extended Keynes' speculative money demand within the fromewark of csset
price theory.

2. Milton Friedman (1986) treats the demand for maney o= for demand for capital assets.

3. Demond for money (= affected by the same factors as demand for any other azset, namely
a) Permanent incame.
b) Relative returns on assets. (which incorperate risk)

Friedman maintains that it is permanent - and not current income as in the
Keynesian theary - that determines the demand for money.
| 2. Permanent income which is Friedman's measure of wealth is the present expected
vakue of all future income.
3. Permanent Income ég calculated by discourting future cosh incomes,
| 4. discount rate, defined o the average retumn on the five assets, namely money,
bends, equity, physical capital and human capital
) T# the price level rises the demand for maney increases and vice versa,
| Thus, it's directly reloted o price level
#y | I Nominal demend for money rises I The oppertunity costs of meney holdings (e
returns an bonds and stock) decline and vice versa
U Thus, there iz on inverse relotionship between demand far money and appertunity
cast
1 Nomiral bemand for Money is influenced by inflation. A pesitive Tnflation Rate
reduces the real value of Maney Balances, thereby increasing the oppertunity cost
of Maney Haldings.
) Thus, there is an inverse relatianship between demand for maney and inflation

[

According to Tabin, an individual's behaviour shows risk aversion. (risk avoiding behavior)
- If on individual chooses to hold o grecter propertion of risky assets such as bonds or shares in his
partfelic - then higher average return but higher degree of risk.
3. Therefore, pecple prefer a mixed or diversified portfolio of money, bonds end shores, with each
persen opting for a little different balance between risk and return.

Tobin's Liquidity Preference Function

Basics of theory: Tobin analysed that the Risk - Avaiding behaviour of Individuols provided the basis-
a. For the Liquidity Preference, and
b. For a negative relatianship between the Demand for Money ond the Interest Rate. If this poyment
is increased, Investor is willing fo put o greater propartion of the Partfolio into the Risk Asset (e
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Bands) and thus a smaller prapartion inta meney,
e. Thus, Demand for Money is primarily bazed on the Portfalic Management Principles.

Unit 3: Supply of Money

L “Money supply” denates the Total Quantity of Money availoble to the people in the economy. The
Quantity of money at any point of time is a measurable concept.

2. Supply of Maney- Stock or Flow concept- It refers to the total cmount of money at any particular
paint of time, thus it is o Stock Cancept.

3. Change in the Stock of Money (I.e. increase or decrease per month or year], |s a Flow Varioble.

4. Stock of Money in Beneral Parlonce- Generdlly, Stock of money refers to the Stock of monsy
avalleble to ‘Public’ as means of payments and store of value, Such stock of money is always less than
the Tatal Stock of Maney that really exists in an Econcemy.

5. Meaning of Public-

) Households, Firms, and Institutions, ) Government, which incldes-
b) Quasi-Governmertal Inetitutions, »  Central Goverrenent
c) Mon- benking Financial Instituticns, o All State Governments

| d) Mon- Departmental Public Sector Undertakings, + Local Bodies.
€) Fareign Central Benks and Foreign gov. b) Banking System -

| §) Internationsl Monetary Fund which halds a part of +  Reserve Bank of India &

Indian Maney in India in the form of Depesits with REL |« All banks that accept Demand
Deposits (Mote)

Rationale of measuring supply of Money in Market
Measurement of money is impertant becouse of two reasans-

1. Money supply analysis facili lysis of Monetary log to pravide a deeper
understanding of the causes of Money Growth,
2. Ttisimportant from manetory policy perspecti it provides o f k to evaluate whether the

stock of money in market is consistent with standard for price stability and to understand neture
of deviation from stondard.
3. Also, the other reason Is to stabilize Price level and GOP growth.

Supply of the money in an economy depends upan-

a) Decision of central bank, and

b) The supply responses of Commercial banking system of country wrt. to peliey of central bank.
Commercial banks create Credit Money in on econcmy.

1. There are twa braod scurces of Money Supply, i.e High Pawered Maney, and Credit Money. These are
explained as under-

The Central Bankes of all the courriries ore. | Tatal Maner Supply in the Econamy is also

empowered to issue Currency. Therefore, the determined by the extent of Credit created
Central Bank is primary scurce of Money Supply | by the Commercial Banks,

Inoll Counties.

The Currency issued by the Central Bank is Banks create Maney Supply in the process of
‘Fiat Maney' and is backed by supparting berrawing and lending transactions with the
Reserves and ite value is guaronteed by the public.

Central Beard Digital Currency and Crypte Currency

1. RBI is geing step by step for the issuance of its own CBDC (Digitel Rupee (&), with minimal or no
disruption te the financial system.

2. Reserve Bank breadly defines CBOC as the legal fender issued by a centrol bank in a digital form, Tt is
akin tc sovereign paper currency but takes o different form, exchangeable ot par with the existing
currency ond shall be accepted es @ medium of payment, legal tender and a safe stare of value.

3. CBDC: would appear as liability an a central bonk's balance sheet.

L From April 1977, following the recommendations of the Second Werking Graup an Maney Supply
[SW&), the RBI has been publishing data an four alternative measures of money =upply denated by
M1, M2, M3 ond M4 besides the reserve money. These are known os Monetary Aggregates.

. Different cggregates represent different level of Liquidity. M1 being most liquid and M4 being
least liquid.

The fellowing table will explain what is included in Monetary Aggregates

e

nates and cains with the Public + Net Demand Depasits of Banks [CASA
Deposits) + Other Deposits with RBI. (Gther than thore held by government)

Mote: Met Demond Depasits = Tatel Demand Deposits Less Inter - Bank Deposits (Also
refer note below)

MI + Savings Deposits with Post Office Sevings Banks.

"MI + MNet time Deposits with the Banking System.

M3 + Tatel depasits with Past OFfice Savings bonks (exchuding Maticnal Savings
Certificates)

1.

On the recommendations of the working' Group on Maney (1998), RBT has storted publishing 4 set of new
Monetary aggregates on the basis of the Bolance Sheet of the Banking Secter as per Progressive
Liguidity Marms,

Reserve Money, NM1, NMZ, NM3

1, Reserve Money- Reserve Money con be computed in twe ways a2 under- Note: Met result is same in beth.

Method 1 - Method 2-
Currency in Circulation / held by public Net RBL Credit to Sovernment
+ Bankers' Depasits with the RAT - Mote: These are | +RET Credit ta Commercial Sector
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Comenercicl Borks Depasits with REL far +RET's Elaims on Banks

maintaining Cesh Reserve Ratio (CRR) 4 as Working | +RET's Met Foreign Assets

Funds for clearing adjustments. +Government's Currency Liobilities to the Fuslic
+Other beposits with the RED -RET's Net Man- Monetary Lichilities.

a) Reserve Money is also krown as Central bank Money, Base Money or High- Powered Money.
b) Mancgement of Reserve Money is important to stabilize Liquidity, Srawth & Price Level in an Ecaramy,

Currency with the Public

Demand Deposits with the Banking System

Other Deposits with RBT
Mew Monetory Aggregate 1 (demoted as NMI)

Shart term Time Deposits of Residents (including and up-te Comtractual maturity of 1 Yeor)
Mew Menetery Aggregate 2 (denated as NMEZ)

Long term time deposite of Residents

Call / Term Funding frem Financial Institutions
Mew Monetory Aggregate 3 (Denated as NM32)

All depasits with the Post Office Savings Banks {excluding National Saving certificates)
Liguidity Aggregate 1 (Dencted as L1)

Term Depasits with Term Lending Institutions and Re-financing  Instingtions

Term Borrowing by Financing Institutions and Certificates of Deposits issued by Financing

I S I O ¥

Uq\dd!{r Aggregate 3 (Denated os L)

The alternative approaches in respect of determination of Money Supply, are as under-

1. According to the first view, money supply is determined exogenously by the central bank.

2 According te Second view money supply is determined endogencushy by changes in the ecoromic
activities which affect people's desire o hold currency relative to deposite rate of interest ete.

3. Accordingly, supply of naminal money in the econamy is determined by the joint behavior of the
central bank, the commercial banks and the public.

A gne-rupee increage in the monetory bose couses the money supply to incregse by more than one

rupee.

2. Meney multiplier m is defined as ratie that relates change In maney supply o the given change in

manetary bese. Tt denctes by haw much maney supphy will change with change in monetaory base
M=mxMB

Money Multiplier = 1 /R
3. For examgple, if R =10%, the value of money multiplier will be 10, TF the reserve rati is only &%, then
maney multiplier s 20.
Thus, the higher the reserve ratic, the less of each deposit banks lsan out, ond the smaller the maney
multiplier.

I
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1. Credit Multiplier:

a) It describes the amaunt of Additional Meney created by Commercial Bank through the process of
lending available Money in excess of the Reserve Requirement.
b) Tt reflects the bank's ability ta increase the Money Supgly.
) It is also colled *Deposit Multiplier” or "Depesit Expansion Multiplier”.
d) Credit Multiplier = 1
Required Reserve Retin

1. Reserves may be as the result of -
a. The regulations of the Central Bank (RBI) - referred as Statutery Reserves, or

b. Decisions token by the Commercial Banks themselves - referred as Excess Reserves.

2. Excess Reserves and its Impact: Excess reserve reps the additional reserve mai d by
commercicl bank with RET aver and above the minimum required ratia o be kept. 'Excess reserves' are
the difference between tatal reserves (TR} and required reserves (RR). Therefore, ER=TR-RR.

a. Excess Reserve is affected by the Cost and Benefits of holding such Reserves. For this purpose-
. Cost = Interest thet could have been earned by giving these amounts as Loans, ie Opportunity
Cast,
c. Benefit = Assuronce as to adequate liguidity in the banking system, to meet withdrowal of Depasits
by Public.

3. These costs and benefits are influenced by two factors, viz Market Interest Rates and Expected

Deposits Outflows, which have fallawing impact-

-

If interest rote inorenses | Banks will prefér to reduce Excess Reserves and give them as Loans fo
have higher earnings.
So, the ratio of Extess Reserves to Deposits falls

If Interest Rate Oppartunity Cost of holding excess Reserves declines and Excess
decregses reserves will rise.

If deposit outflows are | Banks will wart more cssurence ogeirst the possibility and will increase
expected 1o increase the Excess Reserves Ratio,

If deposit Outflows are | Decline in Expected Deposit Outflows will reduce Excess Reserves
expected to decrease
Therefare, we conclude that the banking system's excess reserves ratio r is negatively related to the
market interest rate.,

Three foctor as Immediate determinants (also called as ‘praximate determinants’) of money supply are-
a) the stack of high-powered maney (H)
b) the ratic of reserves to depesits ar reserve-ratic r = [Reserves/Deposits /D) and
c} the ratic of currency ta depasits, or currency-depasit rotic c2{C/D)

A. Stock of High- Powered Maney (H)
a) H (High-pawered maney) represents the behavior of the Central Bank.
b) With all other variables unchanged, Total Supply of Mominal Maney will vary directly with the
Supply of Neminal High - Powered Maney.
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B. Ratio of Reserves o Deposits (RDR)
o) RDR (R to Deposits Ratia} rep the behaviow of the ial Barks, in
determining Maney Supply thraugh “Credst Maney”,
B) Thus the Inverse relation exists.

€. Ratio of Currency to Depasits (CDR)

a) CDR represents the behoviour of the General Public, in determining Money Supply. It represents the
behavieur of public to held money in for of cash.

B) The time deposit-demand deposit ratic (e, how much monsy s kept o time depesits compared to
demand depasits, alse has an impartant implication for the maney multiplier and, hence for the money
atock in the economy. An increase in TD/DD ratio means that greater availability of free reserves
and cansequent enlargement of valume of multiple depasit expansion and menetary expansian.

Effect of Government expenditure on Maney supply=

a) Whenever the Central and State Governments’ cash balance falls short of the Minimum requirement,
they are ligible to avall of the facility colled Ways & Means Advances (WMA) / Overdraft (OD)
Facility.

b) When Government incurs expenditure, it involves debiting Government balances with RET, and Crediting
the Receiver (e.g. Salary Account of Empleyee) Account with the Commercial Bank.

&) 5o, it results in genaration of Excess Reserves, (i s excess balances of Commercial Banks with RET)

d) Excess reserves thus created can potentially lead #a an increase in Money supply threugh the Money
Multiplier process e.g. When the Employee uses this maney for making payments for purchase of gocds

etc

Unit 4: Monetary Policy

Reserve Bank of India uses monetary policy to manage econemic fluctuations and achieve price
stability, which mears that inflation is law cnd stable.

Manetary Palicy

Reserve Bank of Tndia conducts manetary palicy by odjusting the
supply of money, usually through buying or selling securities in the open

market.

When central banks bower interest rates, monstary policy i< eading.

When it raises interest rates, monetary policy is tightening.

1. Meaning: Monetary Palicy refers to the use of Manetary Policy Instruments which are at the disposal
of the Camtral Bank for achisving variaus objectives.

2. Monetory Policy refers to- Action programme of the Monetary Authorities (Generally central bank),

to contral and regulate Demand & Supply of Money with the Public and flow of credit With the view to

achieve predetermined Macro-Economic Goals.

3. Manetary Palicy encomposses all actions of the Central bank which are aimed at -
»  Directly contralling the Money supply, and
* Indirectly at requlating the Demand for Meney.

| PageNoiiL ]
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4. Monetary Policy is in the nature of “demand - side” Macro-econcenic Palicy and werks by stimulating or
di ging T and Cansumption sperding on Goods & services.

In the execution of Manetary Palicy, the Central Bank functians within a specified manetary policy
Framework which has 3 components os under-

1 Manetery Palisy Objectves providing explicit Guidance +a the Policy Makers
2. Analytics of Manetary Palicy - which focus on T izsion Mecharisms for i
3. Operating procedures- which facus on operating targets and instruments,

Wanetary Policy Objectives

1. The Reserve Bank of India Act, 1934 in its preamble sets out the objectives of RBI as “to regulate
the issue of Bank notes and the keeping of Reserves with a view to securing Monetary Stability in
India generally to operate Currency and Credit System of the country fo its advanfoge”.

2. Prima Objectives: The most comman objectives of Manetary Policy of the Central Banks acrass the

Warld are -

* Price Stability- Establishment and Maintenance of stability in Prices (or contrelling inflatien)

» Economic Stability- Mai of Full Emp and achi of high level of ecanomy’s
grawth

5. for the following objectives-
o toregulate the availability, cost and use of Money & Credit,
b. topromote economic growth,
c. ensuring an adequate flow of credit ta the productive sectors,
d. sustaining - a moderate structure of inferest rates to encournge investments, and
& creation of an efficient market for government securities.
f. to ensure Price Stability,
4. to achieve optimum levels of autput and employment,
b, ta obtain Balance of Poyments equilisrium,
i, toensure stable currency, or

What is an Impoct of Conflicting Objectives?
Based on the pre-determined Mational Priorities, the Meonetary Policy Mokers must exercise
appropricte trade-offs to balance the conflicting objectives.

The process or Channels through which the change of Monetory Aggregate affects the level of
Product and Prices is known as "Menetary Transmission Mechanism®, It describes how palicy - induced
changes in the neminal Money Stack / Sheet = Term Maminal Interest Rates impact real varables like
Aggregate Output and Emplayment.

In simple terms, the tronsmissian can be summarised in twa stoges.

i.Changes to monetary policy affect interest rates in the economy.
iL.Changes to interest rotes offect economic activity and inflatiar.

A, Saving and Investment Channel
Moretary policy Influences ecoromic activity by changing the incentives for saving and
investment,
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# Lower interest rates on bonk deposits- Induce to save Less their money 2 Induce to
spend their maney more on goods and services »#» encourage househalds to borrow more

# Lower lending rates - can increase investment spending by businesses as the cost of
barrawing is lower 32 Increcses demand toe »52» refurns on these projects are now mare
than the cost of borrowing,

B. Cash-flow Channel
Monetary policy influences interest rates, which affects the decisions of households and
businesses by changing the omount of cash they have available to spend on goods and
services.

# A reduction in lending rates - reduces interest repayments on debt s increasing the
amount of cash available for households and b leaving them with mare
dispasable income.

= A reduction In lending rates - reduces the amount of income from deposits »ee and
restrict their spending,

~ These two effects work in cppesite directions, but a reduction in interest rotes can be
expected to increase spending in the Indian econamy thraugh this channel (with the first
effect larger than the second)

C. Asset Prices and Wealth Channel

# The csset prices and wealth channel Typically af fects consumption and investment.

# Lower interest rates support asset prices (such as housing and equities) by encouraging
demand for assets than debt instruments.
Higher asset prices alse increase the equity (collateral) of an asset that is available for
barks to lend against. This can make it easier for households and businesses to barrow.
An increase in asset prices increases people's wealth. This con lead ta higher consumption
ond housing irvestment as households generally spend some share of eny increase in their
wealth.

¥

w

. Exchange Rate Channel
= The exchange rate can have an impartant influence on ecanomic activity and inflation,
It iz typically more important for sectors that are export-oriented or exposed to
campetiticn from imperted goods and services,
= If the Reserve Bank lowers the cash rote it means that interest rotes in India have fallen
compared with interest rates in the rest of the world
= Lower inferest rotes reduce the refurns investors earn from assets in India Lower returns
reduce demand for assets in India, with investors shifting their funds to foreign assets
(ond currencies) instead.
A reduction in interest rates (compared with the rest of the world) results in o lower
exchange rate, making foreign goods ond services more expensive compared with those
produced in India. This leads fo an increase In exports and domestic activity. A lower
exchange rate also odds to inflation becouse imports become meore expensive in Indion
rupees.

]

v

Effectiveness: The effectiveness of different Channels function depends cn
1. Stage of Development of the Ecoramy, and
2. Underlying Financial Structure of the Economy.

ITTTETYINER
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Quantitative tosls - The toals cpplied by the policy that impact money supply in the entire economy,
including secters such az i ing, agriculture, bile, housing, etc.

1. Reserve Rotio Bonks cre required to keep aside a set percentoge of cash reserves or REL cpproved
assets. Reserve ratio g of two types:
a. Cash Reserve Ratio (CRR) - Banks cre required to et aside thiz portien in cash with the RBL
The bark can reither lead it fo anyane noe con it earn any interest rate or profit on CRR.
b. Statutory Liquidity Ratio (SLR) - Barks are required to set aside this partion in liquid assets
such oz gold or RET opproved securities such ag goverrment securities. Banks are allowed to earn
interest an these securities, however it is very law.

2. Open Marker Operations (OMO) - In order to control meney supply and inflation, the RET buys and
zells government securities in the cpen merket. These operations conducted by the Central Bank in the
open market are referred +o as Open Market Operations.
a. When the RBI sellz government securities, the liquidity is sucked from the market,
b. when RBI buys securities the liguidity is injected from the market
. The abjective of OMOs are to keep a check on tempenary liquidity mismatches in the market,
awing ta foreign copital flow.

n

3 tocle - Unlike g toals which have o direct effect an the entire economy’s
maney supply, qualitative tools are selective tacls that hove an effect in the maney supply of o specific
sector of the economy.

a. Margin requirements - The RST prescribes o certain margin ageinst callateral, which in turn
Impocts the barrowing habit of customers. Whan the margin requirements ore ralsed by the
RBI, customers will be able to borraw less.

b. Moral suasion - By way of persuasion, the RBI convinces banks to keep money in gavernment
securities, rather than certoin sectors.

. Selective credit control - Cantralling credit by not lending to selective industries or speculative

businesses.

4. Market Stabilisation Scheme (M55) -

a. It was introduced following MOU between RBI ond the Government of India with the primary
aim of aiding the Sterilization Operaticns of RBL,

b, Sterilization is the process by which the Manetery Authority (RET) sterilizes the effects of
significant Fareign Capital Inflows on Demestic Liquidity, by off - leading a portion of the Stock
of Gavernment Securities held by it.

e. Government borrows from RBI (odditional to its Normal Borrowing) end leswes Treasury Bills /
Dated Securities for absorbing the excess liquidity from the market arising from Large Capital
Inflows. MSS absorbs the excess liquidity from the market

5. Policy Rates -

a. Fixed Repo Rate quoted for sovereign Securities in the overnight segment of LAF is considered
as the Pelicy Rate. (India has mary other Reps Rates in apecation}

b. RBI uses this rate for balancing liquidity,

e. Its change gets transmitted through Money Market to the entire Financial System & alters ol

New Section 13 Page 54



[apter® | manstary palcy

ather Short-Term Interest Rates & Influences aggregate Demand - key determination of level
af Inflation & Economic Growth.

. Tf RBI wants to make it more expensive for banks o borrow maney, it increases the Repo Rate.
Similarly, if it wants to make it cheaper for Bonks berrow money, it reduces the Repa Rote. In
ather werds, an increase in the Repo Rote will lead to higher Liquidity and vice = versa, ather
things remaining constart.

o

6. Bank rate - The interest rate at which RBI lends long term funds to banks is referred to as the
bank rate. However, presently RBI does not entirely cortrol money supply via the bank rote. It uses
Liguidity Adjustment Facility (LAF) - repo rote as one of the significont tools to establish control
over money supply Bank rate iz used to prescribe penalty to the bank if it does rot mairtain the
prescribed SLR ar CRR

7. Liquidity Adjustment Facility (LAF) - RBI uses LAF as an instrument to adjust liquidity end maney
supply. The fallowing types of LAF are:

a. Repo rate: Repa rate is the rate at which banks borraw fram RBI cn a short-term besis against
a repurchase agreement. Under this palicy, banks ere required to provide government securities
as collateral and later buy them bock after a pre-defined time.

b. Reverse Repo rote: It iz the reverse of repe rate, ie., this is the rate RET pays fo barks in
arder to keep additional funds in RET

€. It is linked ta repo rate in the following way: Reverse Repo Rate = Repo Rate - 1

Marginal Standing Facility (MSF) Rate: MSF Rate is the penal rate at which the Central Bank lends
maney to banks, over the rote avallable under the rep policy.

o Banks availing MSF Rate can use a maximum of 1% of SLR securities.

b.  MSF Rate = Repo Rate + IMSF Rate = Repo Rate « 1.

Monetary Policy Fromewark Agreement (MPFA)

1. The Reserve Bank of India (RBI) Act, 1934 wos emended on June 27, 2016, for giving a statutory
backing to the Monetary Policy Framewcrk Agreement (MPFA) and for setting up a Monetary Pelicy
Committes (MPC).

2. I is an Agreement reached between the Gavernment of India ond RBI an the Maximum tolerable
Inflation Rate that REL should target to achieve price stability.

3. The amended REI 2016 Act provides for o statutery basis for the implementation of the ‘Flexible
Tnflation targeting Framework.

4. Anncuncement of an Officicl Target Range for Inflation is known as Inflation Targeting.

8 The Expert Committee under Urijit Patel, in Jonuory, 2014, suggested REL cbandoned the ‘Multiple
Indicater’ Approach and made Inflation Targeting the primary objective of its Policy,

Inflation Target

1. Inflation target is set ance in every 5 years.

2. Centro Government has notified 4% Consumer Price Index (CPI) Inflation as the target for the
period from 5 August 2016 to 31 March 2021 (Upper Tolerance Limit - 6%, Lower Tolerance Limit -
2%)

3 BB is mandated to publish @ Manetory Palicy report every & months, explaining the Sources of

Tnfhation and the Ferecast of Inflation far the coming period of & - 18 manths

4. Following Foctors are notified by the Central Govt. as constituting failure to achieve Inflation Target
* Averoge Inflation » Upper Tolerance Level of Inflation Target for any 3 consecutive quarters or

+_Averoge Inflation < Lower Talerance level for amy 3 Consecutive Quarters.

| FageNosis §
[ERagter® ] Manetary pcy ]

B. CPI is chasen far Inflation Target, since it clasely reflects cost of Living and has larger influence on
Inflation Expectation campared ta ather Indicators / Anchors

Fallowing are the main challenges in implementation of Manetary Palicy

1. Rudimentory and Mon - competitive Financial System

2. Lack of Integrated Money and Inter - Bank Markets,

Uncertainties surrounding the economy, due to both Internal & excternal sources,
Issues reloted to Operational Autanomy of the Certral Bank

Extent of co-ardination between Fiscal and Monetary autharities.

oo W
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CH 9: INTERNATIONAL TRADE

D between Trade and Do trade

Demestic Trode
Exchange of goods, services, resources, etc
within demestic territory of a cauntry.
between / amongst Residents of
the same courtry.
Only ane currency (Lacal Currency) is invalved,
This irvelves law of anly ane courtry and less
documentation and procedural formalities.

2 or more currencies are involved.
This involves multiple Legal Systems,
detailed documentation, procedural
fermalities, Trede Barriers, Shipping and
Transportation issues etc,

Customs Tor/ff Is cpplicabl Domestic Tariff/ taxes or
Advantages and Disod of International frade
| Advantages Disadvantages
1. Powerful stimulus to economic efficiency. | 1. Mot equally beneficial to all nations.
2. Efficient use of productive resources. 2. Economic exploitation by strong country.
3. Provides access to new markets and new | 3. Threatens local infant industries.
materials. 4. Substantial environmental
4. Enables nations to acquire foreign exchonge | 5. Trode cycles and the associated economic
reserves. crises get Transmitted.
5. Opening up of new markets. &, Risky d of  underdeveloped
6. Human resource development. countries.
7. Strengthens bonds between rations. 7. Lack of transparency and predictability,
8. Wide range of Products. 8, Megative impact on Lobour closs,
9. Innovation. ploitation of R 2 i
10. Employment. production and consumption, excessive
11, Compertition, exports may couse shortoges of many,
| Import of d and harmful goods .

Theories of International Trade

A. Mercontilist approach- 16™ and 18™ century

1 Mercantilism, which is derrved from the word mercantile, “trade and commencial affairs”.

2. Exports were viewed favorably iIf they resuted in inflow of Geld, while Imperts were nat
cansidered conducive far Balance of econamic grawth, since it resulted in outflow of Geld.

3. As per this approach one country can grow eccnomically, only ot the expense/ detriment of
onother, and there is no “win-win” favorable situation in International Trode. The Trade
occording to Mercantilism is “Zerc-Sum Gome”, as one country's gain is the other Country's
lass.

1.2.2 The Theary of Absolute Advantoge

1. Theory of Absclute Cast Advartage was propounded by Adom Smith
2. Under this Theory, an exchange of goods will take ploce only if each of the two countries can

produce one commodity at an absclutely lower production cost than the other country.
. Each Country which has an absolute advantage over anather country in the production of an ivem,
can trade such item, and hence gain in terms of International Trade.
4. Absolute Advantoge refers to the ability of a Party (an Individual, o firm, or Country) to praduce
moere of & good or service than the competitors, using the seme amount of resources.

5, Assumptions of the Absolute Advantage Theory:
a. Trode between the two countries and two-commadity framework for his analysis.
b. There is no fransportation cost.

w

¢ Used labour as the only input.
d. He assumed that labour was mabile within a country but immabile between countries,

Comparative advantage theory- Ricardo's Theory

o

David Ricarde developed the classical theory of comparative.

. The law of comparative advantoge states that even if one nation is less efficient than (has an
absolute disadvantage with respect to) the other nation in the production of all commodities,
there is still scope for mutually beneficial trade.

. The first nation should specialize in the production and export of the commedity in which its
absolute disadvantage is smaller (this is the commodity of its comparative advantage} and
import the commodity in which it's absalute disadvantage is greater (this is the cemmodity of Its
camparative disadvantage).

4. Becouse of comparative advantage, trade raises the living standards of both countries. Douglas

Irwin (2009) calls comparative odvantage “good news” for economic development,

5. This theory also assumed that Labour is the only factor of Production.

w

| Trode can take ploce, even If one country has | It is too simplistic a Model to consider. Tt does

chaolute disadvantage in bath products. mot  recognize mamy  practical  berriers  to
International Trade.

| One country's Goln need not be another Labour is considered o the enby Facter Input in

| country's Loss. the analysis of Absolute Advantage.

This thecry recognizes the impertance of | It emphasizes only Supply-side conditions and

division of labour, specialization and | ignores demestic demand in respective countries

consequent benefits.

| Global output is maximized.

1. This theory is also known as factor-endowment theory of trade or Modern Theory of Trode.
2. Factor endowment means Availability of usable resources including both natural and man-made
means of production.

3, Accordingly, internationel trade occurs becouse different countries hove different factor
endowment,
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4. The Heckscher-Ohlin (H-0) model studies the case that two countries have different factor
endowments under identical production function and identical preferences.

. If o country is a copital abundant one, it will produce and export capital-intensive goods relatively
more cheaply than ancther country. Capital-abundart heve camp ive cost ad
in the praduction of goods that need capital-intensive technalagy.

&, According to this theory, international trade is but o special case of inter-regional trade.

. The Heckscher-Ohlin Trade Theorem establishes that a country tends to specialize in the
expert of a commedity whase production requires intensive use of its abundant resources and
imports o commodity whose production requires infensive use of its scarce resources. (this is
the erux of the thesry)

8, The Facter-Price Equalization Theorem stotes that international trode equalizes the factor
prices between the trading nations. Therefore, with free trade, woges and returns an capital will
converge across the countries.

Comparison of Theory of Comporative Costs and Modern Theory
Theary of Comparative Costs Modern Theary

bifference between countries arises becouse of | Difference between countries arises becouse of

comperative costs of Labour amd differences in | differences in factor endowments. This is 2-factor

o

-

productive efficiency of workers moded and can be extended to morefactors.
Based on labour theory of value Based on money cost which is more realistic.
Treats international  trade os quite distinet | International trode is only o special case ofimter-
from domestic trade regional trode.

Mormative: fries to demonstrate theguing from | Positive: concentrates on the basis of trade
internaticnal Trode

& American econamist and jeurnalist Poul Krugman received the 2008 Nobel Prize for Economics

far his work in econamic geography and in identifying international trode patterns,
+ Krugmon defended free trade. He was passionate and showed deep concern for the well- being of

which ean be understood from his beok In Prolse of Cheap Laber,” published in Slate in 1997,
NEW TRADE THEORY (NTT)

Concept: Mew Trade Theary develaped in the late 1970 and earty 1980s focuses an the rale of
increasing returns to scale and netwerk effects,

NTT explains that there are two reasons for advantoges to countries by engaging in

Internaticnal Trade.

1. Asafirm produces more of a product, One person's value for a good ar service is

its cost per unit keeps going down. affected by the value of that good or service to

2. Soif the firm serves domestic as well others
as foreign market instead of just one, | 2. The vake of the product or service is enhanced as
then it can reap the benefit of large the number of individuals using it increases.
scale of preduction consequently the | 3. This is also referred to as the bandwagen effect’,
prafits are likeby to be higher. Consumers like more choices, but they alsa want
3. They shall produce and expart oo, products and services with high utility, and the
4. This happens because of governmental netwark effect increases utility obtained from
support and various ather factors, these products over athers,

4. A good example will be Mabile App such as What's
App and sof tware like Micrasoft Windows.
1. Trade liberalization refers to opening up of domestic markets to goods and services from the
rest of the world by bringing dawn trade barriers.
Basics
Meaning of Trade policy: Palicy that encompasses all instruments these governments moy use to
promate or restrict imports and exports,

Omjectives: The main purpase of trade policy is typleally to restrict imports and/or encourage
exports.

Other objectives include:

1. The highest pessible degree of free trade.

2. Anefficient internal market and apen trode policy.

3. A strengthened multilateral trade system the world trade crganization (WTO)

4. Increasing trade amang different countries and greater Irvestment.

Tariff

Tariffs, also known os customs duties, are basically taxes or duties imposed on import or expart.
. Teriffs are of ten identified with import duties.
. Purpase of toriff: Tariffs are aimed ot alfering the relative prices of goods and services
imported. Tariffs leave the world market price of the goods unaffected: while reising their
prices in the domestic morket,
To protect the domestic impart-competing industries
The main goals of tariffs are to raise revenve for the government.
. DHscournge import, increase price of imperted goods and reduce velume of imperted goods.

wopa e

wons

There are few disadvantages of impesing tariff

Tariff decrease the velume of international trade.

The prospect of market access of the exporting country is worsened.

. Tariffs discourage domestic consumers from consuming imported ferelgn goods.

Domestic markef incorrectly increases prices than would be passible in the case of free trode.
. Teriffs discourage efficient production in the rest of the.

ooe W

Forms of Import Tariff

A, Specific Tariff (irrespective of Value): A specific toriff is an import duty that assigns a fixed
monetary tax per physical unit of the good imparted.

B. Ad wolorem (on value): An ad valarem tariff is levied os o constant percentage of the manetary
value of one unit of the imported good.,
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C. Mixed Tariffs: It is the combination of Specific tariff or Ad Valorem tariffs.
For example, duty on cotton: 5 per cent ad valorem Or Rs. 3000/per ton, whichever is higher.

D. Compound Tariff or a Compound Duty: Ad valorem + specific tariff. : Fixed + Varicble
For example: duty on cheese a1 5 per cent ad valorem plus 100 per kg.

m

Technical Tariff: Duty is calculated on the components of the imported item
1. Eg.Rs. 3000/ on each solar panel plus Rs.50/ per kg on the battery.

m

Tariff Rate Quotas: Imports entering under the specified quota portion are usually subject to o
lower (sometimes zero) tariff rate. Imports above the quantitative threshold of the quota face a
much higher tariff.

Variable Tariff: A duty typically fixed to bring the price of an imported commodity up to the
domestic support price for the commodity.

H. Escalated Tariff: Duty Rates on raw materials, semi processed goods and final products are
progressively higher.
1. For example, o four percent tariff on iron ore or iron ingots and twelve percent tariff on
steel pipes.

I. A prohibitive tariff is one that is set so high that no imports will enter,

J. Anti-dumping Duties

1. Iris applicable when article is imported ar less than its nominal value, foreign seller dumps
goods in a country ot less than sale prices in his market, or less than Full everage cost.

2. Dumping is done to
a) Constitutes international price discrimination.
b) Harms the domestic producers of the importing country,
€) drive out established domestic producers from the market and to establish monopoly

position.

d) Promotes consumption of foreign goods ot undesirable levels.
e) Affects national interest in certain situations,

K. Safeguard Duties: There may be genuine case where the other country is not dumping their
product but actually producing at lower cost. This will still create negative effect in domestic
economy of importing company.

L. Countervailing Duties
1. It is levied on imports from any country which pays directly or indirectly, any subsidy on the
manufacture, production etc. of an article

M. Tariffs as Response to Trode Distortions: when some countries engoge in 'unfair’ foreign-
trade practices, the affected importing countries, respond quickly by measures in the form of
tariff responses referred to as "trigger-price” mechanisms.

N. MFN Tariffs: MFN tariffs are what countries promise to impose on imports from other
members of the WTO, unless the country is part of a preferential trade agreement (such as a
free trade area or customs union).

1. This means that, in practice, MFN rates are the highest (most restrictive) that WTO
members charge one another.

O. Preferential tariff: Under Preferential Tariff countries promise to give another country's
products lower tariffs than their MFN rate. Many time even nil rate.

P. Bound Tariff: A bound tariff is a teriff which a WTO member binds itself with c legal
commitment not to raise it above a certain level.

Q. Applied Tariff: An ‘applied tariff' is the duty that is actually charged on imports on a most-
favored nation (MFN) basis. Applied tariff can also be lower than Bourd tariff.
Non-Tariff Measures (NTM) and Non-tariff barriers (NTB)

4 The non- tariff measures constitute the hidden or 'invisible’ measures that interfere

with free trade.
A Non-Tariff Measures (NTM) - 4 Non-toriff barriers (NTB) -
o These are policy measures, other than|o Non-tariff barriers which are simply
Ordinary Custom Tariff . discriminatory  non-toriff  measures

b. NTMs include regulations that restrict imposed by governments to favor
trade or that facilitate higher trade. These domestic over foreign suppliers.
have a wider scope. b. NTBs are thus a subset of NTMs that
have a 'protectionist or discriminatory
intent'.

4 Depending on their scope NTMs are categorized as Technical Measures & Non-technical
Measures:
4 Technical Measures:
Meaning- Technical measures refer to product-specific properties such as characteristics of the
product, technical specifications and pr jon pr

TYPES OF TECHNICAL NTMs

Technical Barriers to Trades- (TBT)

1. Technical Barriers to Trade (TBT) cover both food and non-food traded products.

2. Tt refers to mandatery ‘Standards and Technical Regulations’ that define the specific
characteristics that a product should have, such as its size, shape, design, labeling / marking /
packaging, functionality or performance and production methods.

Sanitary and Phytosanitary (SPS) Measures
1. SPS measures are applied to protect humen, animal or plent life from risks arising from
dditives, pests, i , toxins or di ing organisms and to protect biodiversity.
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Meaning- Non-technical measures relate to trade requirements; for example; shipping
requirements, custom formalities, trade rules, taxation policies, etc.
It is further distinguished as-
1. Hard meosures (e.g. Price and quantity control measures),
2. Threat measures (e.g. Anti-dumping and safeguards) and
3. Other such as trade-related finance and it
Furthermore, categorization also distinguish between-
1. Import-related measures- imposed by the importing country, and
2. Export-related measures- imposed by the exporting country itself.
3. Procedural obstacles (PO) which are practical problems in administration, tronsportation,
delays in testing, certification etc. that may make it difficult for businesses to adhere toa
given regulation.

TYPES OF NON-TECHNICAL NTMs
Import Quotas

1. Import quota is o direct restriction which specifies that only a certain physical amount of the

good will be allowed into the country during a given time period,

2. Binding Quota is set below the free trade levels of imports, is enforced by issuing licenses.

3. Absolute Quotas of a permanent nature limit the quantity of imports to o specified level
during o specified period of time end the imports con take place any time of the year. No
condition is attached to the country of origin of the product.

A Tariff Rate Quota When country allocation is specified, a fixed volume or value of the
product must originate in on or more countries

Unilateral Quota, a country unilaterally fixes a ceiling on the quantity of the import of a
perticular commodity.

A Bilateral Quota results from negotiations between the importing country and particular
Supplier Country, or between the Importing Country and export groups within the supplier
Country.

]

o

o

1. Price Control Measures: These are also known as 'para-tariff' measures,

2. Non i Lidineing and D

3. Financial Measure: The objective of financial measures is to increase import costs by
regulating the access to and cost of foreign exchange for imports and to define the terms
of payment.

4. State Trading: These measures grant exclusive privileges an special preferences to a few
Operators/ Agencles.

5. Local Content Measure: These measures include rules on local content requirements that
mandate a specified fraction of a final good should be produced domestically.

6. Distribution Restrictions: Distribution restrictions are limitations imposed on the
distribution of goods in the importing country involving additional license or certification
requirements. These may relate to gecgraphical restrictions or restrictions as to the type
of agents who may resell,

7. Service Restrictions: Preducers may be restricted from providing after- sales services for
exported goods in the importing country,

8. Procedural Obstacles: There are procedural obstacles which increase the transaction
costs thereby discouraging imports eg. Licenses, Administrative Delay, Permission of
Foreign Exchange Remittance etc.

Chpe s M A TR e

9. Licensing: Prospective Importers are required to apply and cbtain a license from the
Licensing Autherities.

10.Rule of origin: Rules of origin are the criteria needed by governments of importing
counfries To determine the national ssurce of o product.

11. Embarges: An embargo is a total ban imposed by government on import o export of some
ar el commedities te particular country.

1. Export Quotas: A quota on the export of a product from a country.
Ban on exports

Export tox

Export Subsidies

Voluntary Export Restraints (VERs): Voluntary Export Restroints (VERs) refer to a type of
informal quota administered by an exporting country voluntarily restraining the quantity of
goods that can be exported out of that country during o specified period of time.

o

a. Trade megotiations- It is a process in which Nations meet to discuss the possibility of trade,
with the goal of reaching a Trode Agreement.

The aim of both the nations is to reach mutual cansciences ond establish trade agreement and
promate international trode,

L

Types of Trade Agreements

1. Unilateral trode agreements under which an importing country of fers trode incentives in order
to encourage the exporting country to engage in irterrational economic ectivities that will
imgrave the exparting country's econamy, E.g. Generalized System of Preferences.

2. Bilateral Agreements are agreements which set rules of trade between twe countries, two blocs
or a bloc and a country, These may be limited to certain goads and services or certain types of
market entry barriers. E.g. EU-South Africa Free Trade Agreement; ASEAN-India Free Trode
Area

3, Multilateral Trode agreement are the trade agreement between Many nations af ane time

4. Pluri-lateral trade agreement: Agreement between mare then Twe counfries, but not many.

5. Regional Preferential Trade Agreements among a group of countries reduce frode barriers ona
reciprocal and preferential basis for enly the members of the group. E.g. Global System of Trade
Preferences among Developing Countries (65TF)
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GATT is a Multilateral Trade Agreement created in January 1948 to achieve a broad,
mudtilateral and free worldwide system of trading.
. GATT governed interrational trade, working along with the World Bank & International
Monetary Fund.
The Goods Council has 10 committees dealing with specific subjects.

~n

w

4. The GATT lost its relevence by 1980s becouse
a It was obsolete to the fast-evolving globalization.
b. International it had b

c. Intellectual property rights and trade in services were not covered by GATT.
d. The ambiguities in the multilateral system could be heavily exploited.

e. Efforts at liberalizing agricultural trade were not successful.

f. there were inadequacies in institutional structure and dispute settlement system
g It was not a treaty and therefore terms of GATT were not fully binding

Introduction of WTO - Uruguay Reund

1. The Round started in Punta del Este in Uruguay in September 1986.The final act concluding the
Uruguay Round establishing the WTO Regime was signed 15 April 1994, during the ministerial
meeting at Marrakesh, Morocco, and hence is known as the Marrakesh Agreement.

WTO - Aim and Objectives
a. The WTO has six key objectives:
(1) 1o set and enforce rules for international trode,
(i) to provide a forum for negotiating and monitoring further trade liberalization,
(iif)to resolve trade disputes,
(iv)10 increase the transparency of decision-making processes,
(v) to cooperate with other major international economic institutions involved in global
economic manogement, and
(vi)to help developing countries benefit fully from the global trading system.
The Structure of the WTO
a. The WTO activities are supported by a Secretariat located in Geneva, headed by o
Director General.
b. The WTO accounting for about 95% of world trade currently has 164 members, of which
117 are developing countries.

MINISTERIAL CONFERENCE

1. It is the highest-Level Bady, which can take decisions on all matters under any of the
multilateral trade agreements.

2. It meets at-least once every two years.

GENERAL CONFERENCE:
1._It acts as the Trode Policy Review Body and the Dispute Settlement Body. I't refers to the
ey ARG UAT N TaE

Ministerial Conference.
2. It meets several times o yeer,

The Goods Council, Services Council, Intellectual Property
1. These councils aversee the impl, of WTO Ag ts in Goods, Services and [PRs.

2. These councils report to the General Council,
1. There are many Specialized Commi ing under each council (eg. 11 committees under

2. These committees deal with individual agreements and specific areas, eg. Membership
Application, Development etc.

Guiding principles of WTQ
I Most-favoured-nation (MFN) Treatment:
2. Mational Treatment Principle (NTP)
3. Progressive Liberalization : Freer trade: gradually, through negotiation
4. Transparency
o WTO members are required- i) to publish their Trade Regulations, ii) ta maintain institutions

allewing for the review of administrative, iii) 1o respond 1o requests for information by ather
members, and iv) ta natify changes in trode policies ta the WTO,

b. These internal fransparency requi are suppl d and facili | by periadic
country- specific reports (Trade Policy reviews) through the Trode Policy review Mechanism
(TPRM).

5. Mo Quontitative Restrictions:

&._ Protection of Domestic Industries Trade contral is permissible for protection of domestic
industries, but oaly through Teriff Rates, which should be generally reduced through “reciprocal
and mutually advantegecus” negetiations,

7. Market Access:

8. Protection of Health & Emvironment:

9. Dispute Sertlement Mechanism

The WTO agreements cover goods, smloes Itzlbc pmp¢ and p:rmm
exceptions, These agreements are of ten called the WTCO's trede rules, and the WTO is often
described os “rules-based”, o system based on rules,

1. Agreement on Agriculture

2. Agreement on the Application of Sanitary and Phytosanitary (585)

3. Agreement on Textiles and Clothing (ATC) reploced the Multi-Fiber Arrangement
(MFA)
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. Agreement on Technical Barriers to Trade (TBT)
. Agreement on Trade-Related Investment Measures (TRIMs) -

11, Agreement on Subsidies and Countervailing Measures

12. Agreement on Safeguards

13.6eneral Agreement on Trade in Services (6ATS)

14, Agreement on Trode-Related Aspects of Intellectual Property Rights (TRIPS):
15.Trade Policy Review Mechanism (TPRM)

» The most controversial topic in the Doha Agenda was agriculture trode.

L Real expansion of trade in the three key areas of agriculture, textiles and services has been
dismal,

and lack of willings among developed to provide market access.
Tariff escalation’
Developing countries complain that they face exceptionally high tariffs on selected products
LDCs are hugely disadvantaged and wulnerable due 1o lock of factor inputs, lack of capital,
lack of infrastructure, etc.
6 Significent issues like Climate Change, high and volatile Food Prices, and energy production
and consumption are all izsues that have not been effectively addressed.

P

International Capital Movement

Borrowings Investments Deposits from
Tied aid with strict mandates | Direct inter Foreign direct
regarding the use of money | government loans investment (FOT)
Untied aid where there are | External commercial
no such borrowing
voluntary transfer Soft Loans for e.g. Foreign portfolio
stipulations from institutions | from affiliates of investment (FPT) in
like IMF, WB World Bank such as bonds, stacks and
IDA securities

Multilatenal aid from many Loans from

governments who pool funds | international
to internati ganizati insti (eg. world
like the World Bank bank, IMF)

Bilateral or direct inter Trade credit facilities
government grants.

. Meaning - Foreign direct investment is defined as a process whereby the resident of one
country (i.e. home country) acquires ownership of an asset in another country (i.e. the host
country) and such movement of capitel involves ownership, control as well as management of
the asset in the host country.

Direct investments are real investments in factories, assets, lond, inventories etc.

It Has a long-term interest and therefore remains invested for long.

w N

>

Control According to the IMF, the ocquisition of at least ten percent of the ordinary shares or
voting power in a public or private enterprise by non-resident investors makes it eligible to be
categorized as foreign direct investment (FDI).

5. Components: FDI has three components-
(c) Equity Capital,
(b) Reinvested Earnings,
(c) Other direct Capital in the form of intra-company loans between Direct Investors
(Parent) and Affiliate Enterprises,

6. Who con be Foreign Direct Investors
(o) Individuals,
(b) Private and Public Enterprises, incorporated or unincorporated
(©) d Groups of Individuels or Enterp:

(d) Governments or Government Agencies,

(&) Estates, Trusts or other organizations, or

(f) Any combination of the above-mentioned entities.

7. Modes or Forms of FDI

() Opening of a subsidiary or associate company in a foreign country,

(b) Equity injection into an overseas company,

(¢) Acquiring a controlling interest in an existing foreign company,

(d) Mergers and acquisitions(M&A)

(&) Joint venture with a foreign company.

(f) Green field investment (establishment of a new overseas affiliate for freshly starting
production by a parent company).

(9) Brownfield investments (a form of FDI which makes use of the existing infrastructure
by merging, acquiring or leasing, instead of developing a completely new one . For e.g. in
India 100% FDI under automatic route is allowed in Brownfield Airport projects.
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Yet another category of investment is ‘two- way direct foreign investments’ which are recipracal
imvestments between countries. These investments occur when some industries are more advanced in
one ration (for exomple, the computer industry in the United States), while other industries are
mare efficient in ather rations (such as the autemabile industry in Tapan).

. Meaning- Fareign portfalio investment is the flow of ‘financial copital' rather than ‘real
capital’ and does not invalve awnership, control, or maragement an the part of the investor,

. Concept -FFT is a process in which the Resident of One Country (i.e Home Country) acquires
ownership of Financial Assets / Securities In another country {i.e Host Company).

3. Example - European Citizen baying Bends of Indian company in Indian Market.

4. Choracteristics of FPT

(&) The singulor intention of a foreign portfolio investar is to sarm a remunerative return
through investment in foreign securities and is primarily concerned about the safety of their
capital, the likelihood of appreciation in its value, and the return generated.

(B) Such irvestors also do not have amy intention of exercising voting power or controlling or
managing the affairs of the company in whose securities they invest

(e} Lower stake in companies with their total stake in a firm ot below 10 percent.

(d) FPT have immediate impact on bolance of payment or exchange rate rather then on
praduction or income generation,

(e} Portfolio irvestments are, to a lorge extent, expected to be speculative. Once investor

confidence is shaken, such capital has o tendency to speedily shift from cne country to

anather, secasionally creating financial crisis far the host country.

Reasons/foctor for FDI and FPT Factors discouraging FDI in host Country
| Higher rate of return: General
In g = Political instability

Economies of scale-
Desire o control-

IRisk diversification
Desire to control IPR-

Penetration into the markets (getting
Eehind the tariff wall’).

. Strategy to obtain contral of strategic
raw material

% Lobour cost advantoge -
10 Tax differentials
Il Shored common longuage or common

= Poor infrastructure

= Small size of market with lack of grawth
patential,

= Poor track-record of investments

Maocro-Economic Factors

= High rates of inflation

= Exchange rate volatility

= Low income levels and lower demand

Labour related

= Poor literacy and low lobour skills,

= Domirance of labour unions

= Language barriers

patsheing Low/ Governance related
= Higher degree of Man - Tariff barriers
= Unfovorable tax regime.
= Law not faverable to IFR protection
= Double taxation
| FGL in Hest Country- Advantages FOGI in Host Country- h
[1 Labour 1 Labour class gets affected due to capital-
2. International capital supporting by domestic intensive methods of production
savings. 2. Monopaly of foreign firm-
3. Technelegy up gradation 3. Domestic resources are ruthless exploited.
4. Domestic Industry becomes competitive 4. Transferring outdated technology.
5. Access to Slobal Market 5. Domestic Industry face stiff challenges -
6. Domestic  resources are utilised more | 6, FDI move towards regions or states which
efficiently are well endowed in terms of natural
7. Consumer gets better goods at lower price resources, creating mare regional disparity.
8. Competition among goverament to get FDT 7. FDI may cause the domestic governments to
9. Premotion of ancillary wnits/  suppert slow down its efferts to generate more
industries domestic sovings and investment,
10. Promote the exports of developing countries | 8, Foreign firms may partly finance their
11, Act a5 a source of new tax revenue domestic investments by borrowing funds in
12, FDT reduces the established monapoly the host country's capital  market.
13. Favourable impact on the host countrys ‘Crowding-sut’ effect.
balance of payment position 9. FDI usually invelves demestic companies ‘off
14. Better work cuiture and higher productivity -shoring’, ar shifting jobs and operatians
standards abroad in pursuit of lower operating costs
and consequent higher profits.
10. Foreign entities are usvally accused of being
anti-ethical.
11. Adverse impact on the hest country's
commodity terms of trade

e Mo, 5.1 |
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4 for FIT -An Indian om‘pany can obtain FOI through-
o Automatic Route- Le without any prior approval of the Government or RBL
b. Approvel Route- i.e with prior approval of the Government

4 Instruments - FDI can be abtained through issue of "FDI - Compliant instruments” viz Equity
Shares, fully and ily Convertible Pref Shares and Debentures, Partly Paid
Equity Shares and Warrants, issued in accordance with the Companies Act 2013 and SEBT
Guidelines, as applicable.

4 Prohibition - In India, Foreign Investment is prohibited in the follawing sectars-

(a) Lottery Business including Government/ private Lottery, Online Lotteries etc

(b) Gambling and Betting including Casines ete

{¢) Chit Funds

(df) Nichi Campany

(&) Trading in Transferable Development Rights (TDRs)

() Real Estate Business or Construction of Farm Houses

(g) Marufacturing of cigars, Cheroots, Cigarilles and Cigarettes, of Tobacco or of Tebacco
substitutes

(h} Activities / sectors net open to Private Sector Investment eg. Atomic Energy and
Railway Operations (ether than permitted activities)

1. There has been progressive relaxation of the capital controls and simplification of procedures
far outbeund investments from India.

2. Asaresult, Outbeund Foreign Direct Investments (OFDLz) from India have undengane
substantial increase in terms of size, geegraphical spread and sectorial compasitian,

EXCHANGE RATE AND ITS ECONOMIC EFFECTS

A, Currency - Currency is the legal tender of any country within its national Frantier buy ar sell
gaods. Major treded currencies in the world are- Dallor, Yen, Pound and Eure

B, Home Currency - A country’s own currency is known as home currency / domestic currency.

€. Forgign Currency -any currency other than home currency is o foreign currency.

D, Foreign Exchonge - A foreign currency fransaction is a fransaction that is denominated in or
requires settlementin a foreign currency:

() buys or sells goods or services in a foreign currency.
(b) barrows or lends funds in aforeign currency,
(c) becomes a party to an unperformed forward exchange contract; or

(d) etherwize acquires or sells of assets, or incurs or settles labilities, denominated ina
fareign currency.

E. Foreign exchange Market -
a) The wide-reaching collection of markets and institutions that handle the exchange of
foreign currencies is known as the foreign exchange market.
b) Foreign exchange market comprises of buyers and sellers of foreign currency.

F. Features of Foreign exchange Market -
a) It is @ wide-reaching market and operates worldwide.
b) It is largest market in the world in terms of cash value traded.
¢€) It is an Over-the-Counter market and not a physical place as such. (OTC)
d) There is no central trading location end no set hours of trading.
€) Market participants who demand and supply currencies represent themselves through their
Banks and Key Forex Dealers,
) Forex Market operates on very narrow spreads between buying & selling prices.

6. Vehicle Currency
@) A currency that is widely used to denominate international contracts made by parties even
when it is not the national currency of either of the parties. Example - Dollar/ USD

H. Major Participants in Forex market and their role

a) Central banks and Government- To stabilize the excessive volatility in exchange rate

b) Commercial banks - executing orders from exporters, importers, investment institutions,
insurance and retirement funds, hedgers, and private investors. Commercial banks also
perform trading operations in their own interests and at their own expense.

) Foreign exchange Dealers- Intermediaries between different dealers or banks.

d) Arbitrageurs- To earn profit by discovering price differences between pairs of currencies
with different dealers or banks

€) Speculators /Bulls or bears - are deliberate risk-takers who participate in the market to
make gairs

f) MNCs that engage in international trade and investments -For normal trade

g) Note: Commercial Banks and Brokerage are also called market makers as they set their own
exchange price too.

I. Spot Exchange rate
a) A spot exchange rate is the rate at which the currencies are being traded for defivery on
the same day.

J. Future Exchange rate
a) Contracts to buy or sell currencies for future delivery which are carried out in forward
and/or futures markets.
b) The elements which get fixed on the date are- rate of exchange, Amount and Date of
execution
K. Forword Premium and Forward Discount
a) A forword premium is said to occur when the forward exchange rate is more than a spot
trade rate. E.g.- Spot rate Rs/Dollar = 63 and future rate 67
b) Forword discount is where the trade is quoted at o lower rate than the spot trade. E.g.- Spot
rate Rs/Dollar = 63 ond future rate 61
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L. Bid rate/ Buying rate: It is the rate of which the dealer is ready fo buy the foreign
currency in exchange for domestic currency. Therefore, it is the buying rate.

M. Ask rate/ Selling rate : It is the rate at which the foreign dealer ‘asks’ its customers to pay in
local currency in exchange of the foreign currency. Therefore, it is the selling rate or offer
rate at which foreign currency can be purchase from the dealer.

Bid rate/Buying rate and Ask rate/selling rate s considered from banker's point

N. Spread or Bid-Ask Spread
The difference between bid price and the offer price is called spread.
O. Cross rate :There may be two pairs of currencies with one currency being common between the
two pairs and is called ‘cross rate’

P. Base currency and Counter currency
e) Inan expression Currency of one country/ Currency of Another country, the currency in
denominator is Base currency and that in numerator is Counter currency
b) Therefor in Direct Quote FC is base currency and HC is counter currency.
c) Therefor in Indirect Quote HC is base currency and FC is counter currency

Difference between Direct and Indirect Quote

Point Direct Quore Indirect Quote

Meaning A Direct Quote is the number of | An Indirect Quote is the number of
units of a Local Currency| units of @ Foreign Currency
exchangeable for one unit of a| exchangeable for ome unit of local
Foreign Currency. Currency.

Also known as European Currency Quotation American Currency Quotation

Base Currency Foreign Currency (i.e. Rupee in the | Local Currency (ie. US $ in the above
above case) case)

Counter Currency | Local Curvency (ie. US § in the | Foreign Currency (i.e. Rupee in the above
above case) case)

ip Direct quote= 1/Indirect Quote Indirect quotes 1/ Direct Quote

Example Rs. 67/ US $ means 67 is required | $ 0.0143 per Rupee means 1 iz obtained

1o buy 1 by selling $ 0.0143

Arbitrage - Buy low sell high

Meaning

1. Arbitrege refers to the practice of making risk-less profits by intelligently exploiting price
differences of an asset at different dealing ploces.

2. Outcome of Arbitrage: On account of arbitrage, regardless of physical location, at any given
moment, all markets tend to have the seme exchange rate for a given currency.

Determination of Exchange rate

Exchange rate is determined by equilibrium of Demand and
Supply. RBI intervenes the market only to stabilize the
exchange rate and prevent wide fluctuations.

e
Demand for Foreign currency orises due to  Supply of Foreign currency arises due to
o Purchase of goods and services from & Sale of goods and services from another
anather country- Import country- Export
2 Unilateral transfers such cs gifts, awards, | & Uniloteral tronsfers Imword such as
grants, donations or endowments gifts, awards, grants, donations or

0 Make investment income payments abroad endowments

© Purchase financial assets, stocks orbonds | ¢ Receive investment income payments
abrood abroad

@ Open a foreign bank account and & Sale financial assets, stocks or bonds

@ Acquire direct ownership of real copitel cbroad

@ for speculation and hedging activities 2 Sale direct ownership of real capital
related to risk-taking or risk-avoidonce
activity.

Difference between HC appreciation and HC depreciation

The terms, ‘currency appr ' and ‘currency depr ' describe the of the
exchange rate.
Home Currency Depreciation Home Currency Appreciation
(or Foreign currency appreciation) (or Foreign Currency Depreciation)
Meaning | Currency depreciotes when its volue falls [ a. Currency appreciates when its value

with respect to the volue of amother
currency or a basket of other currencies.

Increases with respect to the value of
gnother currency or a basket of other

b. Home-currency depreciation tokes place currencies.
when there is an increase in the home | b. Home-currency cppreciation  takes
currency price of the foreign currency place when thereis o decrease In the
(or. olternatively, o decrease in the| home currency price of foreign
foreign currency price of the home currency  (or  alternctively, an
currency). increase in the foreign currency price
of home currency).

Cause 1. This arises when the Demand Curve for | 1. This arises when the Supply Curve
Foreign Currency shifts to the right for Foreign Currency shifts to the
representing increased demand for right representing increased supply
Foreign Currency, and Supply Curve for Foreign Currency, and Demand
remains unchanged. Curve remains unchanged.

2. Where the DD curve remains same but | 2, Where the DD curve remains same

the supply decreases

but the supply increases

] Page No. 9.15 |
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Impact on Exporters and importers by Appreciation/ depreciation of currency

Situation Type Impact S00d or Bad
When Foreign currency oppreciates | Exporter
When Home currency appreciates Exporter
When Home currency depreciates Importer
Whul?mign W\cy’ Mimu I [ﬂwrftr

Devaluation Vs Depreciation

Meaning Deliberate downward odjustment in Currency depreciates when its value folls
the value of a country's currency with respect to the value of another

relative to another currency, group of | currency or a basket of other currencies.
currencies or standard.

causes Devaluation is coused by action of the | Depreciation is caused when Demand
Goverrment/ central Bank/ M Y with supply g constant or
authority/ Where Demand is constant and Supply
decreases
Regime plicable if Fixed exchange rate if Floating exchange rate
Regine Regime

Determinant | It is a monetary policy fool used by | Determined by Market forces. Demond and
countries that have o fixed exchange | supply forces determines the volue of

rate or nearly fixed exchange rate currency

regime

Revaluation is the oppasite of devaluation and the term refers to a discrete raising of the otherwise
fixed par value of o nation's currency,
Impacts of exchange rate fluctuations on domestic economy
1. Export:
(a) Home Currency Depreciates- Export Demand Increases.
(b) Home Currency Appreciates- Export Demand decreases

2. Imports:
(a) Home Currency Depreciates- Imports decreases.
(b) Home Currency Appreciates- demand for Imports increases.
3. Domestic Inflation: (relate with Import)
(a) Home Currency Depreciates- leads to Cost push Inflation.
(b) Home Currency Appreciates- brings down Inflation.
4. Domestic Demand:
(o) Home Currency Depreciates- increases the demand for Domestic goods.
(b) Home Currency Appreciates- reduces the demand for Domestic goods.

5. Foreign currency Debt
(a) Home Currency Depreciates- will lead to more HC cutflow towards repayment of lean and

No.9.19

Principle.
(b} Home Currency Appreciates- will lead to lesser HC outflow towards repayment of loan and
Principle.

6. Inward remittance
(a) Home Currency Depreciates- Depreciation increases such inflows,
(b) Home Currency Appreciates- Appreciation decreases such inflows
7. Current account
(a) Home Currency Depreciates- If Export earnings rise faster than the Import Spending, then
Current Acecunt will improve,
(&) Home Currency Appreciates- Increasing imparts and declining Exports cause larger deficits
and warsen the Current Account balonce.

Exchange rate Regime

1 An exchange rate regime is the system by which a country manages its currency in respect To
foreign currencies.
2. There are three broad categories of exchange rate systems.

(o} Flooting Exchonge rate Regime: In one system, exchange rates ore set purely by private
market forces with no government involvement. Values change constantly due ta demand &
supply of currencies.

(b] Fixed Exchange rote Regime: governments may seek to fix the values of their currencies,
either through perticipation in the market or through regulatery pelicy

(£} Managed Floating: currency values are allowed to change, but governments participate in
currency markets in an effart to influence those values.

Floating rate Regime

Meaning:

1. Determined by demand for and supply of currency relative to ather currencies.

2. Self-regulating.

3. There is no predetermined target rate,

4. There is no interference on the part of the government or the central bank, except to
moderate the rate af change and preventing undue fhuctuations.

Merits

L Allows Central bank and /or government to pursue its own independent monetary palicy
2. Fleating exchange rate regime allows exchange rate ta be used as a policy tool:

3, Mot required to maintain a huge foreign exchange reserve.

Demerits

1. Generate a lot of uncertainties in relation to international transections.

- Make international transactions riskier.

. Contracts between buyers and sellers in different countries get affected by exchange rate
changes in addition to business risk.

S Paze N0 5.20 |
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Fixed rote Ragime

Concept
a) A fixed exchange rate is also referred as pegged exchange rate.
b} The Cauntry's Central bank and / or Government announces or decrees the Rate, |.e what its

currency will be worth in terms of -

i) either cther country's currency,

ii} a bosket of currencies,

i) Another messure of value, e.g. Guld.

c) When a Government intervenes in the forex Market so that the Exchange Rate of i12 currency is
different from what would have been determined by the free flow of merket forces, it is said to
have established a “peg” for its currency.

d) To maintain the Rate at that anncunced level (colled “Parity Value®), the Central Bank and/or
Government also regularly operates in the market by buying (or selling) Foreign Reserves,

Merits
{a) Aveids currency fi ions and elimis hange rate risks
{b) Breatly enhance international trade and investment.
{c) A reduction in speculation on exchange rate.
{d) Imposes discipline on a country's monetary authority.
{e) The government can encourage greater trade and investment.
{f) Exchange rate peg can alse enhance the credibility of the country's menetary-pelicy.

Demerits
a) The Central Bank and/or Government have to maintain large reserves.
b} Market Forces of Demand and Supply have no rele in determination of Equilibrium FX Rate.

Managed Float Systems

a) Exchange rates are still free to float, but governments try to infleence their values,
Government or central bank participation in o floating exchange rate system and intervene from
time to time in the currency market to stabilize the fluctuations.

Hord Peg | The Central Bark sets o fixed and unchanging walue for the Exchange Rate.
Soft Peg | The Exchange Rote is generally market determined, but if the Rates tend 1o be mave

speedily in one direction, the Central Bank will intervene in the morket.

Floating | Market determines the Exchange rete. Supply and Demand of Currency determines
| Regime | the rote of exchange

Real rate and Mominal rate of Exchange

(o] The ‘real exchange rate’' describes 'how many’ of a good or service in one counfry can be
traded for ‘one’ of that good ar service in o foreign country. It is denoted by R.
(b) Trade flows are affected not by nominal exchange rates, but instead, by real exchange rates.
() A country's real exchange rate is a key determinant of its net exports of gaods and services,
No. 921

(d) The real exchange rate for single commadity is represented by the following equation:
Real exchange rate (R) = nominal exchange rate x domestic price
Foreign Price.

(&) In contrast to the nomiral exchange rate, the real exchange rate is always “Floating”, since even in the
regime of a fixed nomingl exchange rate E, the real exchange rate B can move via price-hevel changes.
(F) Rather than focusing on the remiral exchange rate, it is more sensible o manitor the real exchonge
rote when assessing the effect of exchange rotes on international trade or export competitiveness of a
country.

Nominal Effective Exchange rate (NEER) & Real effective exchange rate (REER):

() Mominal Effective Exchange rate (MEER): Unlike nominal and real exchange rates, NEER and
REER are not determined for each foreign currency separately but against o whole basket of
currencies.

(b) Real effective exchange rate (REER): A real effective exchange rate (REER) adjusts NEER
by the appropriate foreign price level and deflates by the home country price level, The REER
is MEER with price or labor cost inflation removed from it.
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indian
CHAPTER 10: INDIAN ECONOMY
STATUS OF INDTAN ECONONY. PRE TNOBPENGENGE FERICO (890-1947) |
Indic’s Economic Position between 1st and 1Tth Century
1. India is the largest economy of the ancient and the medieval warld.

2. Tt controlled between one third and one fourth of the warld's wealth.

3. The Economy is a hub for commerce, pilgr d administrotion.

A. Handbook of Political Philosophy: Arthashestra - Period: 321-296 BCE
I. Features of the Book:
) ‘Arthashastra’ is the work Koutitya (Chanakya)
b) It iz believed to be o kind of handbook for King Chondroagupta Maouryn, the founder of Mauryan
empire.
€) Arthashastra meons primarily, 'wealth’ end, secondarily, ‘the land'.
d) The majar focus of the work is an the means of fruitfully maintaining and using land.
&) Koutiya's writings relate to statecraft, political sclence, econamic pelicy and militarystrategy.

f) It contains the directives as to how ta reign _aver the kingdom and ‘encouroging direct ection in
asddressing palitical concerns without regard far ethical considerstions.

g) Artha iz not wealth alone; rother it encompasses all aspects of the material well-being of
individuals,
h} Taxes, which were charged equal for private and state-owhned businesses.

i) True kingship: The preservotion and advencement of this good was comprised of seven vital
elements, namely the King, Ministers, Farmiands, Fortresses, Treasury, Military & the Allics.

The period of British rule con be divided into two sub periods:
The rule of Bast India Company from 1757 to 1858
a) Reversal of Indian Market - From Exporter of Goods to exporter of RM
b) Tariffs Discriminatory: This made the experts of finished goods relatively costlier and the imports
cheaper.
£) Hastile palicy and Competition fram Machine made gacds:
d) Drop in Demand for Indian goeds, Shift towards Western geods and Culture.
+ Imbalance arcse in Indion econamy: this causes imbalance in the traditional village Economy.
) List of situations where waves of colonialism have impacted os follows
a) Lorge scole unemployment »» gbsence of clternate sources of employment »» dependency
agricutture far livelihood » sub division and rtation of | holdings > subsistence
farming » reduced agricultural productivity and poverty » imported goeds made the survival of
domestic industries mare difficult »» Excessive pressure on land under tenancy > zamindors got

the cpportunity to extract excessive rents > low attention %o productivity enhancing measures
ledta a virtual collapse of Indian egriculture.

CA Aditya Sharma [Pageno-101 |
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British government in India from 1858 to 1947
a) The ‘Modern’ industrial enterprises in colonial India sterted te grew in the mid-19th century,
b) Cotton Mills: With 9 million spindles in the 1930z, Indic gat fifth positicn globally.
<) Jute Mills: Largest in the world, expanding rapidly in and araund Caleutta
d) Irom Industry: Ronking eighth in the warld
€) Just before the Great Depression, Indic wos ranked as the 12th Largest Industrializedcountry
measzured by the value of manufactured products.
) Downtuen in Preducer goods Industries:
L Pelicy formulation in favar of britishers
. The share in the net domestic product (NDF) of the manufacturing sector had barely reached
7% even in 1946.
1. Feature of Indian Economy immediately after Independence:
a) Majarly had rural ishabited » mestly illiterate » poor papulation s literacy just 18 % » barely
32 years of life expectancy,
2. Development Strategy - Nehruvian Model:
& The Mehruvion model supporting sacial and eccnomic redistribution and industriali
b. Repid industriclization of the economy was the cormerstone of Nehru's development strategy.
The cencept of *planned medernization'
. Centralized ecomomic planning and direction was at the core of India's development strategy
supporting equity and distributive justice.
d. The Planning ission of India was blished to particulerly plan for the economic
devel of 1 ion in line with the socialistic strategy,

e. This was carried throughthe five-year plans,
1948 | Expanded rale for the public sector
b. Licensing ta the private sector.

c. Granted state monopoly for strotegic aress such os otomic energy, orms & ammanition &
rallweys
d. The rights te new investments in besic industries were exclusively given fo the state.
& Two Ecanamic philosaphies:
1. PM Mehru's visualization - emphasis en heavy industey, and
2. The Gandhian philossphy - small scale and cottoge industry end village republics.
India's overoge annual rote of growthof GDP- aften referred to as the Hindu growth
1980 rate’- was o modest 3.5 percent,
b. Green Revolution Initlative:

i, The strotegy for agricultural development till then was reliance on institutional
model.

ii,  India then faced twe severe and consecutive droughts struck in 1966 and 1967,
ili. The evelution of Green Revelution was successfully materialised. Green Revolution is
called as Wheat made us to overcome Food problem.
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. The econemic perfarmance during the periad of 1968-81 is the worst becouse of-
I The license-raj, the autorchic palicies in 19605 and 1970s,
i, the excternal shacks such as three wors (in 1962, 1968, and 1971)
iii. major droughts (especially 1966 ond 1967), and the oil shacks of 1973 and 1979
iv. India being practically @ chosed econcmy missed out on the cpportunities created by a
rapidly growing world econamy.
d. Consequence of Framing Interventionist palicy
i. The government natianalized 14 banks in 1969 ond & in 1580,
ii. The Manopalies and Restrictive Trode Practices (MRTP) Act, 1969 restricted the
pessibility of expansion of big business houses,

1 Around 1980 - The seeds of early Liberalizotion and Reforms were sown.

2. Between 1981-1989- This Pericd named as early liberalization were specifically aimed ot changing
the prevailing thrust on 'in-word eriented’ trode and investment proctices.

3. The early reforms of 1980's broadly covered three arsas, namely industry, frade and raxation.
a. List of Some Economic Reforms initicted before 1991:
(8) Delicensing of 25 broad categories of industries.
(b} Broad-banding - firms may switch production between dif ferent production lines.
() The celling limit of MRTP Regulations have been increased from 20 crore to 100 crore.
(d) Establishment of SERL.
(6] The apen general licence (O6L) list was stecdily expande.
(f) Based en the real effective exchange rote (REER), the rupee was deprecioted by about
30.0 per cent from 1985-B6 to 1969-50,

b. Challenges faced from Reforms:
*  The private Imestments were affected due to complicated licensing policies, public sector
contrals.

o excessive gos

*  Reservation of goods to small scole sectar discournged private investments.
Inefficiency in government controls and bureaucratic procedires.

Foreign imvestments end foreign competition were not allawed for protection o domestic
industries,

& TIndio embarked on a bold set of econamic reforms in 1991 under the MNargimha Rao government.
4 The couses attributed to the immediate need far such o drastic change cre:
a. The fiscal initiatives of 19803 led fiscal deficit, making adverse balance of payments.

b. Persistent huge deficits led large government's expenditure towards interest payments,
CA Aditya Sharma_ Tragetio—103 |

Tha surge in cil prices triggered by the guif war in 1950,

d. The foreign exchange reserves touched the lowest point with o reserve of anly $1.2 billion which
was barely sufficient for twa weeks of imparts.

e. India had to depend on external borrowing from the TMF.

. The fraglle pelitical situation ballooned intc what may be called a 'crisis of confidence’.

g. Collopse of the Soviet Union and the spectacular success of Ching, based on cutward oriented
policies were lessans for the Indian policy mokers.

%

A The reforms, papularly knawn as liseralization, privatization & ization hod two majer objectives:

1 Reorientation of the economy from a centrally directed and highly cantralled cne to a ‘market
Friendly’ or market oriented econamy.

2. i ilization by ial reduction in fiscal deficit,
The policies con be broadly classified os -
1. Stabilization measures »»> shart term measures »sto address the problems of inflation &
adverse balance of payment

2. Structural reform »22 long term and of continuing naturess> aimed ot Bringing in productivity
and competitiveness by removing the structural rigidities in different sectors of the economy.
4. The prominent industrial palicy initiatives were:
a. Liberalisation: Liberalisation refers to relaxation of previous
usually in areas of sociel and ecanamic palicies.
b Areas of Liberalisation: Liberalization |e. economic refarms were imfroduced in four
major sectors viz. -
Industrial Sector,
Financial Sector,
Foreign Trade / External Sector, and
Fiscal Palicy.

¥
v
¥
v

(The Fiseol Refooms
Measures to this effect included:
1 Introduction of a stable and transparent tax structure,
. Ensuring better tax compliance,
. Thrust cn curbing government expenditure
Reduction in subsidies and abolition of unnecessary subsidies
of part of go s equity holdings In select public sector undertakings and
Encourcging private sector participation.

oom ok ow o

| Monetary and Financiel Sector Reforms |
4 The focus was mostly on reducing the burden of nonperforming assets These included mary
measures, important amang them cre:
1 Interest rate liberalization and reduction in controls on banks by the RET
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2. Opening of new private sector banks.
3, Reduction In reserve requirements namely CRR and SLR,

4. Liberolisation of bank branch licensing policy and grenting of freedom to banks in respect of
epening, relocating or closure of branches

| Reforms in Copitel Markes |
+ The Securities and Exchange Board of Indic (SEBI) which was set up in 1988 was given statutary
recognition in 1992,

| The New Industeial Poliey
& The Mew Industrial Policy’ was d by the on 24 July 1991

1 The Mew Economic Policy put an end to the License Raj' by remaoving licensing restrictions
for all industries excegt for 18, Consequently, 80 percent of the industry wos taken cut of the
licensing framework,

2. This is g

3. The MRTP Act wes restructured.

4. Many gacds produced by small-scale industries have been de reserved enabling entry of lorge
firms,

5. Forelgn was olso The concept of epprovel was intreduced for
fareign direct investments up ta 51 %,

6. FDIL iz prohibited anly in four sectors viz. retail trode, otomic energy, lottery business and

7. External trode was further liberalised by substituting 'the pesitive list approach’ of listing
license-free items on the OGL list with the negative list approach..

B. In 1950-91, the highest tariff rote wos 355% which come down to 10% with some exceptions

such as eutemebile at 100%
9. Rupee was devalued by 18% against the dallar.

& The trade pelicy reforms aimed at:

> g of iong on imperts and exparts
+ Export duties were remaved to increase the competitive pasition of Indion gacds.
a 1 rate 3 March 1992

to_establish o dual exchange rate regime. From 1993 onwords, India_has followed o managed
floating exchange rate system.

& India enjoys a selid cushion of foreign excharge reserves clese to sight months of impart cover. India
has one of the largest haldings of internctional reserves in the world,

*  Poverty has reduced sub inlh
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‘ *  Value-odded share of agriculture and allied activities has declined steadily over the past four
decades.

A. Background for NITI AAYOS:
a. On lst January 2015, the opex palicy-making bedy namely Planning Commission, wos replaced
by the Matianal Tnstitution far Transforming India (NITI) Aayog.
b The majer cbjective of such a move was to 'spur innovative thinking by objective ‘experts’
and promate ‘co-operative federalism’ by enhancing the voice ond influence of the stotes’.
. NITE Aayog is expected to serve os o 'Think Tank' of the gavernment. [and] a ‘directicnal and
palicy dynama',
B. MITT Ayog will wark towards the following abjectives :
a. Te evolve a shared vision of national with the active inveh of states.

-

To foster cooperative federalism, recognizing that strang states make a strang natian.
Formulate credible plans ot the village level & aggregate these progressively at higher levels.
To pay special attention to the sections of our society.

Te design strategic and long-term policy and programme framewerks.

To provide advice and encourage partnerships between key stakeholders and national and
international like-minded think tanks, as well ax educational end policy research institutions.
To create o knowledge, innovation and entreprencurial suppart system.

To offer o platform for the resolution of inter-sectarel and inter departmental issues.

Te mairtain o state-of -the-art resource centre.

To actively monitor and evaluate the imph ion of d initiati

Te focus o technology up grodation and caopacity building for implementation of
programmes.

{ The key initictives of NITI Acyeg are:

‘Life’ which envisions replacing the prevalent 'use-and-dispase’ ecanamy

™ & A n

- Fw

o

b. The National Data and Analytics Platform (NDAP) facilitates and improves access to Indion
government data

©. Shoonya campaign aims to improve air quality in India by accelerating the deployment of
electric vehicles

d. E-Amrit is o cne-stop destination far all information on electric vehicles

& India Palicy Insights (IPT)

. 'Methanol Economy’ programme is aimed ot reducing India's ail import bill, greenhouse ges
(EHE) emissicns, and converting coal reserves and municipal sclid waste imta methanal, and

g. 'Transforming India’s Gold Market' constituted by NITI Aayog te recommend measures for

topping into the potential of the sector and provide a stimulus to exports and econemic
growth
D. Weaknesses of NITI AAYOS:
a. NITI has a imited role

b. It does not produce Mational Plans, Control Expenditures, or Review state plans.

. The major shorteoming of MITL is its exclusion from the Budgeting Process.
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d. Tt also lacks Autonomy and Balance of Power within the policy making apparatus of the
central government.

1. Agriculture, with its allied sectors, is largest source of livelihoed in India,

2. According to the lotest estimates, 47 per cent of India's population is directly dependent an
agricultise for living.

3. Indio is worlds longest producer of milk, pulses, jute and spices. Indio has the largest area plarted
under wheat, rice and cotton

4. Indio has the world's largest cattle herd (buffaloes)..

5. It is the second-largest producer of fruits, vepetables, tea, farmed fish, cotton, sugarcane,

6. Indion food and grocery market is the world's sixth largest.
7. India is emong the top ten exporters of agricultural products in the woeld.

8 Although the share of agriculture has been declining in overall qress value odded (BVA) of Tndia, It
continues fo grow in absolute terms.

9. Gross Value Added by the ogriculture ond allied secter was 18.8% in 2021 -22 (until 31 January,
2022}

10, Ensure certainty of returns fo the farmers through price suppert (The Minimum Support Price
(MSF) of all 23 mandated crops is fixed ot 1.5 times of cll India weighted averoge cost of
production)

11, Agricuttural and Processed Food Expart Dewelopment Autharity (APEDA) is entrusted with the
responsibility of export promotion of agri products.

12. The Government of India has allowed 100% FDI in marketing of foed products and in foed preduct
E-commerce under the automatic reute.

13 Large number of Interventions is undertoken by different governments, A few such recent
measures ore:

4 Income support to farmers through FM EISAM

Lounch of the MNatienal Mission for Edible Oils

+ Pradhan Mentri Fasal Bima Yajana (PMFBY)

4 Mission for Integrated Development of Horticulture (MIDH)
+ Provision of Seil Health Cards

4 Pargmpara at Krishi Vikas Yejana (PKVY) supporting and premeting arganic farming, and
improvement af soil health

¥

4 Promotion of Farmer Producer Orpanisations (FPOs) fo ersure befter income for the
producers thraugh an arganization of their cwn,

+ Per Drop More Crop (PDMC) scheme to increase water use efficiency ot the farm level

Setting up of E-NAM -o pan-India electronic trading portal which networks the existing
APME mandis ta create a unified national market for agricultural commadities.

+ Introduction of Kisan Rail for in farm produce legistics, and

>

I Indian Ecanomy
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14, Tndion agriculture faces many issues such as:

1. Indian ogricufture is dominated by small and medium farmers with low farm productivity,
These also reduce their ability te participate in the domestic as well as export market.

Indian cgriculture is resource intensive, cereal centric and regionally biased
Unseientific and wasteful agriculturel practices.

Inodequate ogro-processing infrestructure

Slow agricultural diversifization

Inad dogtion of envi Ih inable ond climate resistant new farm technalogy
Poor adeption of new agricultural technslogies

. Ineffective marketing, warehousing and credit delivery of agricultural products.

. High facd price volatility

10. Heavy dependence on monsocons and logs of crops ond livelihood due to vagories of nature

11. Inability to tap the full export potential of primary oz well as value added products.
12. Inadequate past-harvest infrastructure and monogement practices
13, Incidence of poverty and malmutrition

I .

Indian Econamy

1. The Indian industry contributes about 30 % of total GVA by employing over 12.1 crores.

2. The industrial sector in India broadly comprises of manufacturing, heavy industries, fertilizers,
phar ls, chemicals and p hemicals, el and natural gas, feed processing, mining,
defence products, textiles, retail, micre, small & medium enterprises, cottoge industries and
taurism. The share of informal secter in the economy is more than 50% of GVA.

3. The Deportment for Promotion of Industry ond Internal Trode (DPIIT) has a role in the
formudation and implementation of industrial policy and strategies for industrial development in
Formity with the develop s and rational ob]
» Trtroduction of 6ST on | July 2017 replaced many indirect taxes in Tndia such es the excise
duty, VAT, services tox, ete.

= Reduction of corporate fax o domestic companies giving an option to pay income-tax at the rate
aof 22%.

= 'Make in India iz a 'Vocol for Local' initiative lounched in 2014.

# Ease of Doing Business' - India ranks 63rdin the World Bank's amnual Deing Business Repert
(DER]), 2020 as agoinst 77 thrank in 2019 registering o jump of 14 renks.

# The Mational Single Window System is a ane-stop-shop for investment related suppart,

»  PM Gati Shakti - reducing logistics cost.

= Mational Logistics Policy (MLP) launched in September 2022, aims to lower the cost af logistics.
*  The Production Linked Incentive (PLL) Scheme wes initioted in Morch 2020 far 14 key sector,
» FAME-India Scheme (Faster Adaption and Manufacturing of Hybrid and Electric Vehicles)

> 'Udyami Bharat' aims at the empowerment of Micro Small snd Medium Enferprises (WSMEs).

# PM Mega Integrated _'!'c.wh|= Region and Apparel (PM MI_'ERA)
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» 100 per cent FDI under astomatic route is permitted for the sale of coal, and coal mining
activities, including associcted processing infrastructure and for insurance intermediaries.

# Foreign Investment Promation Board (FIPB) was absolished in May 2017, and a new regime nomely
Fareign Investment Facilitation Portel (FIF) has been put in place.

# Remission of Duties and Taxes on Export Products (RaDTEP) 2021 formed to replace the
exizting MELS (Merchandize Exports from India Scheme) to boost exports.

# Start-up India Progs acts ag the facil far ideas and ion in the country. India’s
rank in the &lobal Irmovation Index (S1T) has impraved from Blst in 2015 to 40th in 2022

> The Emergency Credit Line Guorantee Scheme (ECLES)s a fully guaranteed emergency credit
line to manitar lending irstitutions.
There are many challenges to the industrial sector; a few of these are enumerated below:
4 Shortage of efficient infrastructure and manpower.
4+ Reliance on imports, exchange rate volatility and sssociated time and cost cverruns
4 The MSME sector is relatively less favorably placed in terms of credit availability.

+ Industrial locations established withcut reference to cost-effective points tend to experience
ursustainable cast structure.

4 Heavy losses, lower productivity and bl phaguing PSU.

4 Lewer export competitiveness, slowing external demand and impesition of non teriff barriers
by ather countries.

Inflation and associated macro economic developments lesding to input cost escalations and
lower demand

Global slowdown and related negative sentiments affecting investment.

¥

v

4 Aggressive tightening of monetary policy ond increases in cost of credit.
High and increasing fuel prices, and Maounting presence of Infarmal sector |

¥

I Indian Ecanomy

India hos the unique experience of bypassing the secondary sector in the growth trajectery by a
shift from agricutture to the services sectar,

India's services sector covers a wide voriety of activities.

BOX 2. The broad classification of services as per the Matiomal Industrial Classification,

1 Whalesale and retail trade ond repair of vehicles

3 Troreportation and storage

2 Accommodation and food service activities

= Infarmation and comemunication

e Finarclal and insurance activities

6. Real estote activities

’ Prafessional, scientific and technicol octivities

L] Administrative and support services

o Public edministration, defence and compulsory social security
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Lo Education

.| Human health and social work activities
2 Arts, entertainments and recreation
[ Other service activities

of households for own use
" Activities of extra tervitorial crganizatisns and bodies

1. | Activities of househalds ox employers, undifferenti dsand servicesproducing activities

1. The service sector refers to the industry preducing intangible goods wiz services as output. The

services sector is the largest sector of India and accounts for 53.89% of total India’s GVA.

2. The production and consumption of information-intensive service octivities such as computing,
accounting, inventory manogement, quality comtral, perseenel administrotion, marketing,

advertising and legal services has Increased manifold.

w

imports.

Fad

the higher demand for digital support and need for digitel infrastructure modernization.

8. The Indion services sectar is the largest recipient of FOI inflows. FOI equity inflows into the

services sector accounted for more than 60 per cent of the total FDI equity inflows into India,

=

India as the seventh largest recipient of FOL in the top 20 host countries in 2021 In 2021-22.

-

ineluding all services and infrastructure providers.

India |s among the top 10 Werld Trade Organization (WTO) members in service exports and

Indio's services experts have remained resilient during the Covid-19 pandemic. The reasens are

Ta ensure the liberalisation of investment in varicus industries, the government has permitted
100 per cent foreign participation in telecommunication services through the Autamatic Route
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CA Foundation — Economics & BKC - Economist Summary

= - » OPE OF B ONO
SNO ECONOMIST DEFINITION
NAME
1 Adam Smith 1. Economics is an inquiry into the nature and couses of

wealth of nations.
2. Economics is a science which deals with wealth.
3 Alfred Marshall 1. Economics is a study of mankind in the ordinary business of
life.{Welfare Definition}
Law of Demand
Law of diminishing Utility
Time Element
Money Measurement concept (Measuring Rod)
Price Discrimination
Modern business activities are based on the anticipations of
business community and are affected by waves of optimism
or pessimism.(CH-5)
5 Lionel Rabbins Scarcity Definition.
6 Paul. A Samuelson | Growth Definition.
7 Joel Dean Use of economic analysis to make business decisions involving
the best use of an onganization's scarce resources
8 Prof. Boulding *Study of particular firm, particular household, individual price,
wages, income, individual industries, particular commodities™
9 Prof.Mc.Connel *Macro Economics examines the Forest and not the Trees.
Large aggregates”-
10 Kar! Marx And 1. Concept of socialist economy.

Frederic Engles 2. The Communist Manifesto in year 1848
1 Hicks And Allen 1. Substitution Effect
2. Indifference Curve Analysis
12 James Demonstration Effect
Dusesenberry
13 Thorstein Veblen 1. Veblen Effect

2. Conspicuous Consumption
14 Robert Giffen i

15 Olaf Helmer Delphi Technig
Chapter 3:Theory Of Production And Cost

16 James Bates And | *Production Is The Organized Activity Of Transformation Of

4 AC Pigou

wrelawn

| JRearkinson | Raw Material Into Finished GAS to i
17 Ricando Definition of land - indestructible and permanent
18 RLMarris Maximize the firm balanced growth rate
19 Schumpeter Function of an entrepreneur is to do innovation
20 H.A Simon Satisficing behaviour
21 Baumol Sales revenue maximization.
22 A.ABerle & Manager enjoy discretionary powers to set goals
G.C.Means
23 will imisation of managerial utility function
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24 Cyert & March 5 Goals -Profit goals, production goal, inventory goal, sales goal,

market share goal
25 | PaulH.Douglas & Applies not to only individual firm but to the whole of
C.W.Cobb manufacturing industry.
26 Chamberiin Distinction between selling cost and production cost
27 | Frank Knight - Profit is the reward for bearing uncertainties
|28 | Porf.Stigler Defined oligopoly
29 Paul.A Sweezy Kinked demand curve

30 Cournot Model The firms control variable is output in contrast to price.

31 Stackelberg Mode! | The leader commits to an output before all other firms.
32 Bertrand Model Price is control variable for firms and each firm is

independently sets its price in order to maximize profits.
Chapter 5: Business Cycle

33 Keynes Aggregate effective demand

34 Schumpeter I ion theory

35 | Jm Keynes F in effective demand

36 | Nicholas Kaldor Cobweb theory - holds that business cycles result from the
fact that present prices sub ially inf the produ
at some future date.

37 | Haowtrey Trade cycle is purely monetary phenomenon

1 Charles Darwin It is not the strongest of the species that survive, nor the
most intelligent, but the one most responsive to change.

2 Gluek & Jauch Business environment includes factors outside the firm which
can lead to opportunities for threats to the firm.

3 Barry MRichman | Environment factors or constraint are_largely if not totally
And Melvyn Copen | external and beyond the control of individual industrial
enterprises.

Peter Drucker The aim of business is to create and retain customer,
Dodabhal Nooroji | Book “Poverty and Un-British Rule in India” drew attention to
drain of wealth from India to 8ritain.

6 J P Deyadhar SEBI order can be appealed to securities appellate tribunal
which is three member tribunal and headed

o
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CHAPTER 1:NATURE AND SCOPE OF BUSINESS ECONOMICS
Concept Formula

Sna..
1 Total Litility TU=MUy s MUE+MU3+. MU 0™ Units

3 Marginal Utility 1. Marginal UtilitY = Change in Total Utility (ATU) 3
Change in Mo, of Units Consumed(AGY)

2. MUn=TU,=TU s

4 Consumer MU = MUy
Equilibrium - Price . pricey
Cardingl

5 Consumer Surplus 1. What a consumer is ready to pay - what he actually pays.
2. Marginal Utility (MU - Price

6 | Consumer MRS 500 . MU/ MUy
Equiiibrium - Ordinal

T PRICE ELASTICITY in T
{PERCENTAGE % change in price
METHOD)=

8 Method af -dgxp
derivative dpxgq

9 | Msthod of Graph | Lower segment/Upper segment

10 | Arc Elasticity {al-g2) x (pl+p2’
(q1+q2) (p1-p2)
1 | Tetal Outlay 1. If Total expenditure & Price moving in same direction - Inelastic
Method 2. If Total expenditure & Price moving in Opposite direction - Elastic
3. If total reverwe remains unch d - Unit elastic
12 | Income Elasticity Hchange in_Demand
% change in income.
13 Eross Ejasticity Hchange in_Demand of good x
% change in price of good v
14 | Advertisement % change in demand of commodity
Elasticity % change in advertisement expenditure
15 | Blasticity of supply- | % n inti lied
% Change method % change in price
16 | Arc Elasticity {51-52) x (P1+P2
(51+52) (P1-P2)
17 | Method of dgxp
derivative dpxg
(18 | Cobb-Dougias | qekzci=
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Average Product

20 | Marginal Product 1. Change inTotal Product (ATP)
Change in Mo, of Quantity (AC)

2. MP.=TP- TP

21 | Economic Costs | Explicit Costs + Implicit Costs

22 | Marginal cost per 1. Difference in Total Cost (TC) between two output levels
unit Difference in OQutput Quantity at those levels

2. Difference in Total variable (TVC) of two units
Dbifference in Output Quantity of two units

3 TG~ TG
A TVE, - VG
23 | Total Cost Total Fixed cost + Total variable cost
24 | Averoge Total Cost 1. Total Cost
Total output
2. Averoge Fixed cost + Average Variable cost
3.
25 | Average Fixed cost- | TFC
AFC Q
26 | Average Variable e
cost - AVE @
27 | Total Revenue Price x Quantity (P x Q)
28 | Average Revenue 1. Total Revenwe (TR/GY)

Quantity
2. Also Known as Price

29 | Marginal Revenue 1 Change in TR .
Change in Qty. sold
2. TRn- Thn-1
3. Marginal Revenue = Average Revenue (E - 1/E)

30 | Accouriting profit Total revenue - Explicit cost

31 | ECOMNOMIC PROFIT | Total Reverue-(Explicit Cost + Implicit Cost)

32 | Profit maximisation 1. MC= MR

condition 2. MC Curve cuts MR from Below
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