ald»Ol’

alOM ManNdWI

a0WA HAVANMNROI

(VOMIOIIS: RIM|Do |

21210 IRV, GHITVACNIAD

2013-14




alcaenrol 2014

Advisory Committee

Chairman :  Adv. P.P. Syamala Devi

President, District Panchayath, Kasaragod.

Vice Chairman : Smt. K. Sujatha
Standing Committee Chairman for Education & Health,

District Panchayath, Kasaragod.

Convenors : Sri. Srikrishna Kayarthaya, DDE, Kasaragod
Dr. P.V. Krishna Kumar, Principal, DIET, Kasaragod.

Smt. Vijayalakshmi H.S, DPO, SSA, Kasaragod.
Members : Sri. I. Sathyanarayana Bhat, DEO Kasaragod.
Sri. Mohanan, DEO, Kanhangad.

Sri. K. Kamalakshan, Sr. Lecturer, DIET, Kasaragod.

Academic Support : DIET Kasaragod.




ADV. P.P. SYAMALA DEVI ‘Athira’

. Nelkkala Road
President .

Vidyanagar

District Panchayath Kasaragod - 671 123

Kasaragod Ph: 04994 - 220926

Ph: 04994 - 256277 04994 - 230791

Mob: 9495653810
Fax: 256277

Date: 28.10.2013

2362029%)

memmleinnomss all3jo80MVo B0GOY dSIWIHSW]0 BRAIGOUOAIEM. @M ©0al)
QIO)OM)H af)TN® MANOS HAOMAILM0EM. A3 03MOlHS)OS aloM@aIaN00 Ale:aRQ@O
£6)AI0MBY VOMEBBUWE af)2ld Md)B)BSlelo MSaflends] AIE)M@ aBO0 TVEINIaHUD:
E@06M. a0 HAVERME0] Al3J0BMLIB:S)OS AloMMILIA00 DWABEMAUIMB BHITVOCUINS
Zep alemNVOMINg CHOI@IOMIEE MSalleneslaieyam afle:al alrL® Hleloleeal aowd
OIVHHENZ0] QlRVW®R0Mo VMRV OTMIWVWIT PVWAEM)AM)0 HlelWes all3joeyoav
afllemoseoaIMn 80) alGlWAUO® alGlad@1Ee)AOMIo MaNdW]aflg)ens. a0®A HAVEHENZO]
a0 lUD GBS MOANI0}EH (A IQIBOIMMEBBUS af)elo MVEB)B:glano MSMMAUEYIN DD MVMAE
OI@3 2SSO @YUWEBBUB B)S}D@ BYWIBB1EHIM DD B)AMN, @RELJOAIBHBH TV
VH2OW B0} HOBANTVD B0 ‘5_3)7;9)()": 2014’ [doavoemoans &1eJ0 0 lemIDWOE D AIdaHAl0
OO0 HBHWOEM). 2108368308, 2182)dU8, H210) (V)] (IAIBOMMEBUE ©)SEBEIAIV]
ENesS O MOWlee)eamm) 6meBUd AllvdlaUlenan). @oSan MIRIAEMBS B)Sle:udE0)o
2OABM MLINNOMBB B)S1B:UBEN)0 B0) BaldOLl NNIMEORIE:)IM QAU MIRIA0EIN]
ENSS aloM (aIAIBOMMEBUE DTG DUBA|SIOMIM NEBU3 (KOELIgIME. DD QIdaHo =lel
el 2)9)m &)5le:e8w)o C+ M) meslenss cln)&sS]cRIss DVAROM)E ag)dm MEMOS
Bl 0 TVIGHIDBHBIEHOM T TVAOIWHAIBOHAAT) ANEIBUB (Al §OUBlENIN). @RGIMOW]
ZHleloleel 2)9)0I08 (o IWOM @RRL A IH0)PSW)0, BRWLIAIRHOIOSW)0, H)SIHBIOSW)0, O]
MO B B)HSW)o MIFIHOV}HSW)o @YORIRMNAIW Va0 HOEMAljo allam)em W)o

(a1t 2] B061TE,

Ladavl @

1210 2 lEMIOWOM), HITVOENIL.



| 2885400 |

Micro Economics

Macro Economics




MICRO ECONOMICS




Resource Team :

1) M. Chandran, HSST, GHSS Periya

2)  P. Sasi, HST, GHSS Kundumkuzhi

3)  T.V. Raghunathan, HSST, GHSS Kuttamath
4)  P. Mohanan, HSST, GHSS Thayannur



Chapter 1

INTRODUCTION
1.1. A Simple Economy

Think about the Society in which you live. You will find people engaged in a variety
of economic activities. You will find farmers, teachers, doctors etc. All these economic
units are engaged in the production of goods and services. In general, every individual in
society is engaged in the production of some goods and services and she wants a
combination at many goods and services not all of which are produced by her.

A basic economic problem is the problem of choice. The problem arise due to the
mismatch between wants and resources. Human wants are unlimited. But resources are
limited. Resorces are having altermative uses. This leads to the problem of choice. A
country can produce only a combination of goods and services. This leads us to the
central problems of an economy.

1.2. The Central Problems of an Economy
(80) qvu3 AyaIMUOY]oLl GRSITLOIM TVOMUAN]S> (AIVdMEBBUD)

Based on the nature of the economic system, economies can be broadly classiffied
in to capitalist, socialist and mixed. All economics face some central problems. The basic
economic problem arises from the mismatch between unlimited wants and limited
resources. The basic problems of an economy can be summarised as follows.

a) What to produce and in what quantities?
() 2eialodloflesemo? agmsailcd?)
Every society wants to produce many goods and services. All these goods and serices

can not be produces. The reason is that the resources are scarce. So the society must
decide what goods and services are to be produced and in what quantities.

(80) MV@AOEMIM EPYVIO HEMSHIM TLOWMEBBSB)o EGIVAIMEBSBo @RYQIUD 6.
af)MO@3 ailealEBUW alClAl®20V@IMIT DAl af)eloo 2ETa10G1a{lee}QI0m MVOWIAL].
@R@IMOT aF® TLOWMEBU, af)(® @P8AIGE 9LialdElajlensmenm @loy@omlensmo.)

b)  How to produce? (ag)sasom 9@319Glaflaneamo)

How to produce means the the choice of the techniques of production. Wheather
we use capital intensive techniques which use more capital and less labour or labour
intensive technique which use more labour and less capital (ag)eEBO®™ 2@0I0R1 lOEM
AN GZUTEN MM D aF® af)Llald3M MVOECE:-OIE: All3Y DalCWIUIIENEMO ag)M@OEM.
B)S) M@ DEILMAN0 &)0a] H®IFILINS]BH:OBW)0 DalEWOUIla )88 MEIWM @I QUIVOCHOV B
Ql3) 9alGWOW]LHEMERI BREMO &h)S)MM@ OMOFILINSIBHOBWIo &)0a] DRIWLMANO



DalCWIN]2)0HI6M)88 ™Y1 ™I MVICHBHMIH: Al3) DalCWOIN]HHEMEAD
a)MBBO6EM (alUdMo. aB® TLOCE:MIG All3) DaICWIWENIM) HAIIM® D TLMUD)
alyaImodlonl H®IFITE VAGIWHSWIo MRILMOMIOB)0 LIS DOV @YU ajlaleyam).)

¢) For whom to produce? epdss calnEl 9eialodlajlasnsmo?

This is a problem related to distribution. This problem deals with the distinction of
national product among the individuals in the economy. Distribution involves the division
of the national product among the four factors of production namely land, labour, capital
and organisation. This is called functional distribution.

(@RAe calnE] ©eialdGla{lensmo af)IN® OB @PAMNAIEH)MO). LI IMNATIOHNG
(IQUBTHM 1020 AlMEIMOADWIM. DEInI0BMALISG:EB8OW @), @PWIOMo, MEIWMo,
MLoreISMo ag)MIAUBES DEIalMo ArlMla)) OBHIS}EMNMMTIOEMWIEM  (alUBCHMAlOROW
Qll®osMo ag)M)o al0WIAN®.

Production possibility set (2@da108m qvOW® HaAVY)

The collection of all possibilities of the goods and services that can be produced
from a given amount of resources and a given stock of technological knowledge is called
the procution possibility set of the economy.

(0orioO® aillcal@Bglo MIEB®]H aldi®8)o ah)gRa0W] 9alcWOowla]
9@3al031a{lendm aIQ)an MOIWMEBE)HS Allallw TVOCVWIWEEBOHS &ML @O
DT IOBM TVIWI® HAVG af)M alOWYAND)

Production possibility Frontier (2€ia103m avowi® ai(d»o)

It is graphical representation of the production possibility set. Consider an example.
An economy has to produce only two goods guns and butter. The various production
possiblity are given below.

Possibilities Butter Guns in Marginal
(in millions of Thousands Opportunity
a quintals) cost
A 0 15 -
B 1 14 1
C 2 12 2
D 3 9 3
E 4 4
F 5 0 5




In this example there are six possibilities. Possiblity A represents, 0 Butter and 15,000
guns. Possibility F represents, 5 million quintals butter and O gun. Last column shows
marginal opportunity cost. It is defind as the next best alternative forgone. That is in
order to produce 1 unit of Butetr what is the amount of gun scarified. For the possiblity
B, it is one and for C it is two etc. That means opportunity cost in increasing. The above
table is diagramatically represented below.

Y oA
18

7

A production possibility curve Gun
(PPC) is defind as to locus of all
combinations of two goods that can be 12

15

produced with given amount of
resources that are fully and efficiently ?
utilised. The shape of the PPC is 6
convcave. Increasing Marginal

opportunity cost is the reason for the 3

concave shape.

=

I.3. Organisation of Economic Activities
(VINUOM]D (A INIBCIMMEIBB)NS AVOALIISMO)

We discussed the central problems of an economy. These problems are solved
differently in differently economic systems.

a) The centrally planned Economy
(®(BIBHL DOV @RYAVY@6Mo N2l AVMIGD AUYAUILD)

In a centrally planned or socialist economy the central economic problems are solved
by the planning authority or government. There is a strong central government. Most of
the resources are owned by government. Through control of resources, the government
or planning authority decided what to produce, how to produce and for whom to produce.

b) The Market Economy (&cmidng avaud aiyoiaun)

In a market or capitalist economy most of the resorces are privatly owned. The
central problems are solved with the help of market mechanism or what is called price
mechanism. Market Mechanism allows free play of the interests of individuals. Market
operated through the forces of demad, supply and price. Markets send price signals which
facilitate decision making. The market mechanism facilitates automatic decision making.



¢) The mixed Economy (al(wd avaud aiyoiaun)

In reality, all economic are mixed economies. In a mixed economy there exist both
public property and private property. Some importatnt decisions are taken by the
government and some are taken by individuals. So with the help of planning commission
and price mechanism basic economic problems are solved.

I.4. Positive and Normative Economics
(aua®maild (a19memld: AVIMIOMIEG: PPIXV(@6BBUI)

A distinction is drawn between positive economic analysis and normative economic
analysis. In positive economic analysis we study how the different mechanisms function
and in normative economics we try to understand whether these mechanisms are desirable
or not. For a proper understanding we need both positive and normative economic analysis.

(o @male momomle alwd:eImeam)o  (aloademld:  qVOMUOD]d:
ailvoseimeamss oM allve:eINeEBUE D6ns. AUMIMAllE: AlVGRINOMIGI Ag)EBRHMWOEM
aflallw MeallwomMEBUd (aIUBTMEH)MO®AD alBa] HaIQIAN). (AIOBOMIE TVOMUTINIE
ailvodeImeBud allallw MLoallwomEEBEIHS GM5ANo GHI5ANe allelIvloyEm)an))

1.5. Micro Economics and Macro Economics
(M)HB AVIMIOmIG VIV ALOJRI AVIMIOHIG: KIIV(GQIY0)

Economic thery can be broadly classified in to two categories (i) Micro Economic Thery
(i1) Macro Economic Theory. The word Micro and and Macro are derived from the Greek
words 'Mikros' and '"Makros'. Mikros means small and Makros means large. Micro
Economics is the study of small parts of the economy or individual units of the economy.
Micro Economics study only parts of the economy. The study of consumer behaviour,
the theory of the firm etc. come under micro economies.

In macro economics we try to get an understanding of the economy as a whole by
focussing our attention on aggregate measures such as total output, employment and
aggregate price level etc.

Micro Economics can be compared to the study of the trees while macro eonomics
can be compared to the study of forests. Micro Economics gives a worm's eye view
whilce macro economics gives a bird's eve view. Alfred Marshall's principles of Economics
is a good example at Micro economics. J. M. Keyne's General Theory is a good example
at macro economics.

Evaluation Questions

1. Classify the following in a given table under the given titles.

10



Micro Economics Macro Economics

National Savings Rate, Wage Rate of a KSRTC worker, Average cost, Inflation.

Identify the type of economy / economic system.

a) Central Economic Problems regarding allocation of resources are solved
through price mechanism.

Complete the following table.

Features of a centrally Features of market economy
planned economy

State any two features of resources that give rise to the economic problem.
Classify the following in to positive economics and normative economics
a)  Globalisatioon affected badly in indian agriculture.

b) India introduced planning in 1951

c) Mean, Median and Mode are the measures of central tendencies.

y
N
a) Identify the curve
. A
b)  Why does it get such a shape?  goody
c) Explain the points A, B and C. . B
0 >
good x X

Prepare a seminar paper on 'Central Problems of an economy’

11



Chapter 2

THEORY OF CONSUMER BEHAVIOUR
DalGRIAMY Hald)nIQ MlRLIIMo

Theory of consumer behaviour explains how the consumer maximises satisfaction
from consumption expenditure. The aim of the consumer is maximum satisfaction. In
this chapter we will study about the theories that explain consumer behaviour.

2.1 The Consumption Bundle (916290 enien=z1od)

A consumer consumes many goods; but for simplicity we shall consider the
consumer's choice problem in a situation where there are only two goods. The two goods
are good 1 and good 2. Any combination of the two goods can be called a consumption
bundle. Let us use the variable X to denote the amount of good 1 and X, the amount of
good 2 (X, X,) would mean the bundle consistng of X amount of good 1 and X, amount
of good 2.

The bundle (5, 10) means 5 units of good1 and 10 units of good 2.

(2a16BOM MUMMEIG - 80) DalEBIS®OAl MIOAUW] MVOWMEBUE QIEBIMOAIEs]LI)o
a))8)a|OWIM)EAIME] E6NE TVOWMEBBU3 QIIEBIAMOAIIN  HOJM)H. @Al TVOWMo 1 o,
qLOWMo 290 @EPEMERITE X, afaN® AVOWMo 1903 aF@IM)o aflel @RBANHBlo X,
af)M@ TLIWM-2608 @RBANG:S)200eMB1G3 (X, X)) af)N® 60} DalGERIY) NINEIGE @R6M.
SaNO2HOI MLOWMo X, @PBANo ONRIAGMD® TVIWMo X, GRSANOAINIEM GIMAGN
930a0006mMa0W (5, 10) af)IM DalEGRIW eNINEIANGE BIMOAOD MVIWMo 5 Vo DENSIQE) T
aqVOWMo 10 o @gmﬂg 066N3aMI6MA@@No.

The Consumer's Budget (2a16800m20iload sni2qg)

Consumer's budget is the income or amount of money available for speding on
either goods as the consumer wishes. Given her fixed income and prices of the two
goods, the consumer can afford to buy only equal bundles which cost her less than or
equal to her income.

(oM@ MaUSOIM)AVOEMo §alelUPTIHNIM DalECRIG®IANOM 6 H0IUD)SSB
AleMeOMWOE 9al6ROSMINNONg 6m92<§ ag)M alOW)IM®))

Budget Set (sniad2g aavg)

The set of bundles available to the consumer is called the budget set. It is the collection
of all bundles that the consumer can buy with her income and the privailing market
prices.

12



Suppose the income of the consumer is M and the prices of two goods are P, and P,
If the consumer buys X, amount of good 1, he will have to spend P X, amount. If the
consumer buys X, amount of good 2, he will have to spend P, X, amont. If the consumer
buys a bundle of X, amont of good1 and of X, amont of good2, then he will have to spend
P X, +P X, amount. The consumer can buy any bundle so long as the cost of the bundle
is less than or equal to his income. This can be expressed as P X, + P, X, < M. The
inequality is called the consumer's budjet constraint.
nI2Y HAVY

80) 2al1e8oeMOailM Mlalnllenss &:emiog allelvESVIo aleM AIE}AOMOCIHAFW)o
@PSITLNOME@TIIGE QIOEBIAIOMD MVIWIAIEIAN )l NINEILNH:BIHSW)0 BFOOD ENIRY
VY af)M aloWdo. P ag)m@ smmoascm cvowmamleng alleio P, agam osmzoasom
qmowmamlend aflei®io M ag)an®@ 9alegosmoaileon aloymomoe @ewomd P X, +P X <
M o) ag)9)®20. 9a1GRIS®OAINT @6 QI0)AOMo al)BENACWI BOUIIBGHAICWO H2lRIFlEH0
P X, +P.X <M aganalom snizg ai6lwl (Budget Constraint) ag)ay atowyam.

2272 —

Budget Line (sni=g ooeid)

Budget Line is the line which consists at all the bundles or combinations that cost
exactly equal to the consumer's income. It is the line consists of all the bundles which
cost exactly equal to M. The equation of the budjet line is P X, + P.X = M. If the

M
consumer spends his entire income on goodl he can buy 5" units of goodl and if he
1

y
/
good2 Vertical intercept
M
B ‘ip
e O@Q\
° &
2 \\4? &\Q
4 s
o
- >
0
M goodl ¥
1
. . . M M
spends his entire income on good 2, he can buy 7~ units of good 2. Thus 5 is called the
Y B 8 R

M

horizontal intercept and 5~ is called the vertical intercept.
2
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smag LI

DalERIAMONIOM AI0)2OMo a)BEGRAIWI0 HalLIAUFIBNOQ|S}AN af)Ll0 DalEEIY
nINElenNH3810SW)o cWIHlafla] AUOCVEN)AN COAIWINM MNIRY HORINM. NIRY OeLIMIOH]

M M

aaasyo P X, +P X =M. ?] OM Ha0001EIVIMEME MAFAHTVAT] af)am)o E ailem

0a1835le9@8 DMAHTVAI] af)MMio alOWaM).

Price ratio and the slope of the Budget line
The value of the slope of the budget line measures the rate at which the consumer is

aX

A
able to substitute good1 for good2. The slope of the budget line is o where ax, and ax,

represent change in good2 and good1 respectively.

If the consumer wants more unit of good1 it is possible only by sacrificing one unit
of good2. How much good2 will the consumer sacrifice for an additional unit of good1.
The answer depends on the prices of the two goods. If good 1 costs P, the consumer will
have to reduce her expenditure on good2 by P, amount. With P, the consumer can buy

Sav)

p units of good 2. This means the consumer can substitute good1 for good2 at the rate
2

~

F] . There fore we can say that the slope of the budget line shows the price ratio between
2

the two goods.

Points Below the Budget Line

In the diagram there are four points. A
and C are on the budget line. B is below the
budget line and D is above the budjet line.
Point A has more of good2 and same amount good2
of good1 as compared to pointB. PointC has
more of good 1 and some amount at good2
compared to point B. Point D is superior to

all other points. But this is beyond the budget

of the consumer. 0

Changes in the Budget Set

The Budget set available to the consumer depends on the prices of the two goods
and the income of the consumer.

14



Change in Income

Suppose the consumer's income changes from M to M'. Then the new equation at
the budget line is P x +P_x, = M'. When the income of the consumer increses, the consumer
is able to buy more of two goods and the budget line shifts parallel outward. Similarly,
when the income decreases, the consumer is unable to buy as much goods as previously

and the budgetline shifts inward.

y Increase in Income y Decrease in Income
MV
/
o /
B M
M b
F M
B
good?2 good2
0 > N
X 0 7
X

good1 MM
B R

(2016R06®OANOM alEMAIO)AOMo &)S}EMIOW MIRY OOLIND AILIGOMOZ)o, QAIOYAIM

S)0WEMIOUE NIRY HOLIM MSCOMIZ)o BO0YaN))

Change in Price

Now suppose the price of goodl changes from P to P' but the income and price of
good2 remain unchanged. The new budget line is P' x, + P,x, = M. If the price of good
one increases, the slope of the budget line increases and the budget line becomes steeper
if the price of good one decreases the slope of budget line decreases and the budget line

becomes flatter as shown in the diagrams. .
b% A

y .
Price increase Price decrease

good?2
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(rvowmo 1 & aflel &:OWIEMINWE MIRG OOLIM QILIGAMIF A0)H®)0 TVOWMo
10 aflel $)S)EMINW MIRYG HERING DSCAMIF A00}HW)o HalQIaM))

Preferences of the Consumer

In economics, it is assumed that the consumer chooses her consumption bundle on
the basis of her tastes and preferences over the bundles in the budget set. Between any
two bundles, consumer either prefers one to the other or she is indifferent to the two. The
consumer can rank the bundles in order of her preferences over them.

Monotonic Preferences

A consumer's preferences are monotonic if and only if between any two bundles,
the consumer prefers a bundle which has more of atleast one of the goods and no less of
the other goods as compared to the other bundle. That is if the consumers preferences are
monotonic, if more is preferred to less. Consider two bundles (2, 3) and (2, 4). Here the
consumer prefers the bundle (2, 4) to (2, 3) because it contains one unit more of good2.
So here the preferences is monotonic.

aB»h310 1w MABWeMM

o6ng  enInElenH ST aB® enINEILNLINEEMO 80) TVOWMOMIOWEVEIeNo B0)
wemlagEsleno &S} OB8BM)o. AGQ TLOWMATINMG @RBAT HIOWIND DBIHe)HW)o
921Q)INM)0 DalERISMIAI GRG HDMOOEMS)HN)GHVI0 O2IYEMIOU DalGRISMINNHN]
2MWBWEMM aBHE100TVA0DGEE)o.

Indifference Curve

An indifferance curve shows different bundles which give the consumer the same
level of satisfaction. Since the level of satisfaction from all bundles are the same, the

consumer will be indifferent among them. Y,
Consider the example, 18
aY, 15
Good?2 Goodl | MRS xx, (;)
: 12
15 1 - Q
10 2 5 s
)
6 3 4 6
4 3
3
1 5 2 c
0 12 3 4 5 >

16



In this example amonng the bundles (15, 1), (10, 2), (6, 3), (3, 4), (1, 5) the consumer
is indifferent. By joining all these points we get the indifference curve which is convex to
the origin. The reason for the convex shape is diminishing rate of substitution. The amount
of good2 that the consumer would be willing to give up for an additional unit of good1
would decline. This is called diminishing Marginal rate of substitution. This is shown in
the third column. (MRS x x,

MV I QAo

80) 2al6RISMOAIM M)ely MoMial®] M@IBH)MN 06N MLOWMEBBYHS ailailw
MOBWOWIEBUS G2IBAM AUOSHIAN AUBOTM MITVON@O QU0 af)MN AlOW)AN). MITVOW,
QUBODIM), GHOMOUBM G@RYH @IV WoeM. MMIM) HO0MMo @Palal® VIR
(I@ITR0AIN MIEE9H6M. B0) m)gem’lg BIMIVHOD TVIWMo LIElEHIM GAINZ] CalON=aT)
AT H6)IN OENBIAOO TLIWMOWINH @RBAUE) (aITBITLNIAIM MloBE. DD Mlods 5,4,
3,2 af)aDIEBBOM HI0W)AN). HDIOM @PAlal® TV (AIGITLOAIM MG af)am» alOIAN).

Indifference Map : A family of indifference curves is called indifferecne map.

Properties of Indifference curves
1 Indifference curves donot intersect each other.
2 Indiffrence curves are convex to the origin.

3 Higher indifference curves represent higher level of satisfaction.

Optimal choice of the consumer

The optimal choice of the consumer means consumer's equilibrium. It can be
explained by bringing together the budget line and the indifference curve. A consumer
normally prefers highest possible indifference curve. But his ability to purchase the goods
depends upon his income shown by the budget line. Thus a consumer will be in equilibrium
at the point where his budget line is tangent to the highest indifference curve. This is

shown below. )];3 N
The consumer is in equilibrium at
point 'a" where his Budget line BL
tangent to the indifference line IC,. At %
this point consumer purchases X, 8"2 N
amount of goodl and X, amount of \ 1G,
IC
good?2. 2
IC,
0 >
x1 L' Good1 "«
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DalGRISMY Mom)eilmaaiaun

2B MVo@ITIIWIEM DalEEISMINNM Ald:HYo. DB TVLOWIAIBNIND WA
MMV Ql(BAl)o NIKRY OeLIM)o ®lE8 Maldudles)an enilaz)ailene). all@omcd A
ag)am enilyailad BL agyam enirg esecimlom IC, agam @lquon@o Ao MUaldudles)an).
mailos omElomio M3eaNa] (Slope) @)e1y@0H)aN). GR@IMORING3 A ag)am enilm)aflelnen)
DalGRIBMY MVo@)EN@OAUTLN. MG (aldhd00 DaIGRISMON] X MG MVLOWMo BaN)o X,
W)eMIQ MLOWMo EENB)o AIOEEBIAM).

Demand

Demand is the desire for a good backed up by willingness to pay and ability to
purchase. Mere desire doesnot constitute demand. A desire becomes demand if it is backed
by willingness to pay and ability to purchase.

G2193Mo : B0) TLOIWMOBIMGAME] Aflel HBIS)BNIMBS H¥laljo TVAMNELOW)o B
G218MB8 @RY(NAOMIEM G210BM.

Demand for Commodity

Demad for a commodity or good is the quantity of that good which consumers will
be willing to buy in a given period of time at a given price.
Individual Demand

It is the quantity of a commodity that an individual consumer is willing to buy in a
given period of time at a given price.

Law of Demand

The law of demand explains the inverse relationshio between price of a commodity
and its quantity demanded. According to this law, other things remaining the same as
price of a commodity increases, quantity demaded decreases and vice versa.

G2193M Mlwmo

80} MOWMOIeM] allel®)o @2108Mo HalQYOa|S)AM G@RBAe ®22lenss allalol®
NITWA0EM Gald3M Mlwao AlaIBlen)aN®. 2Q)88 $00368BU3 LAV WICHH)EMIOUD
80} MOWMOMIOM ailel H,)S}EMI0WE GaldBMo GHJOWGHWo Allel &JO0WEMINUE G210B8Mo
)S)H W)Yo 621Q)aN).

Demad Schedule

It is a table showing various quantities of a good demaded at various prices. A
household demand schedule shows various prices of a good and its quantities demanded
at those prices. A demand schedule is given below.

18



Prices of Apple Quantity Demanded
1 20
2 15
3 10
4
5
Demand Curve ? D
Demad curve is the graphical Frice
representation of the demand schedule.
While drawing a demad curve we take
prices in the y axis and quanity
demanded in the x axis. Below is given
a typical demand curve. D .
0

uantity demanded
GaldGM alSld: Quantity *

80) TOWMOWIHM AUI@ITV® afleldg)o @GN G2ldBMo O21YealS @PSBANG:SB)0
061NN Al G2l0BM alSld:.

G2123M Ql(Mo

GaloBM alSle@IOS GOAID 2ll(@@06M Gald3M QI@o. G2l03M Qldo MIB22e00m
aflailw aflleldB y GRMOmIRo CGaldBMo alQeal§ @RSANGHUE X GRAUODILI0
GOAIRA|S)Om)IM).

Income effect and substitution effect

The law of demand states that more quantity of a commodity is demanded at a
lower price than at a higher prices. Then a question arise. Why the consumer purchases
more units of goods when its price falls. This can be answered by income effect and
substitution effect.

The fall in the price of goodl has two effects. Firstly good1 becomes relatively
cheaper than good2. Secondly purchasing power of the consumer increases which implies
rise in the real income of the consumer.

As aresult of fall in the price of good1 the consumer purchases more of good1 and
less of good2. That means the consumer is substituting good1 for good2. This is called
substitution effect. Another thing is income effect. When price of goodl falls the real
income of the consumer or purchasing power increases. This induces the consumer to
buy more. This is called income effect.
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a) (al®lunldal®m (al@dale (Substitution Effect)

aqLoWmo 163 allel B;)0WEMIOUE MUOWMo BMEIOM @RGAIGHIa] BT Qllel B)0ETIM@IE:)AM).
o@m)elo allel &)060m aLOWMol @RGAl&HIH20W] allel &)sle emElM aldoo
DaleWIWIBH)IM). MGIHMDI (AIGITLAdAIM (alROQI0 af)aM AlOWIANO).

b) aeE)@I® (a1@date (Income Effect)

80 MOWMOMIOG aflel $)0W)EMIU DaleRISMIailem INIdmN alvyaomo (Real
Income) &)s)am). QI06BBE3 GUOnH] @ M)Llo &)S}AM). ME® @SB AUBW2] VLNOBGIN
QI0)ROMo OHIMNE Qflel G060 AVOWMo DalGRIBMONI &SI QIIEBBYAN). D6

QI0}A3Mo (alEdQlo.

Demand Function

The relation between the consumer's optimal choice of the quantity of a good and
its price is called the demand function. This can be written as q=d(P), where q = quantity
demanded, P = price of the good.

Determinants of Demand

Demand for a good depends on many factors. These factors are called determinants
of demand. They are the follows.

1.  Price of the commodity
Price of related commodities
Income of the Consumer
Tastes and Preferences

Money Supply

N0k

Interest Rate

Linear Demnd

Linear Demad function is a demand function along a straight line. This can be
written as
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Q= a-bp; 0<pc<

a
=0;p>7 N
Here 'a' is the Horizontal intercepts, 5
'-b' is the slope. At price o, the demand is 'a’ A
and at price equal to 'a/b’, the demand is '0". . Vertical intercept -
. . ¢ Q
Eg: Consider a linear demand function 3 §
Q=10-3p. When p=0, g=10-3x0=10, So 10 5 0N ;‘:&)
AN
is the horizontal intercept. When q=0, 0=10- 0 A I
o~
10 : : y
3p, 3p=10, p=?=3.33, So 3.33 is the vertical ! '05\7
, T
intercept. We can draw a linear demand curve 1 0 >
. . 0 8 X
with this values. Quantity demanded

Normal Goods (avowooem aiad®)a»u3d)

Normal Goods are those goods whose demand increases when income of the
consumer increases and demand decreases when income decreases. Here demand moves
in the same direction as the income of the consumer changes. TV, Computer, Cloths etc
are examples.

Inferior Goods (m@omosm I ®)B:03)

There are some goods the demands for which move in the opposite direction of the
income of the consumer. Such goods are called inferior goods. As the income of the
consumer increases, the demand for inferior goods falls, and as the income decreases, the
demand for inferior good rises. Eg: low quality food items like cerels.

Substitutes ((a1@lau02aIn AUIV®)B:03)

A good that is used in the place of other good is called substitute good. Goods like
tea and coffee are substitutes. If the price of coffee increases, the consumer can shift to
tea, then the consumption of tea is likely to go up an demand for coffee may decrease.

Complimetary Goods (a1j0® a1av®)a>u3)

Goods which are consumed together are called complementary goods. Tea and sugar,
Shoes and sokcs, Pen and ink, Car and Petrol are examples. Since car and petrol are used
together, an increase in the price of petrol is likely to decrease, the demand for car and
vice versa.
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Shifts in the Demand Curve

The amount of a good that the consumer chooses depends on many factors. Changes
in quantity demanded cost by changes in the price is referred to as movemental along the
demand curve. Variations in quantity demanded caused by changes in factors other than
its price is referred to as shifts in demand.

y/\
Movement along the demand curve D
When price of a commodity falls, _ %
Price 0,}.

the consumer, the consumre purchases b .

: : P, %
more and when price of a commodity N2
rises, demand decreases. Then increase p a [
. . . b,
in quantity demanded due to decline in N CO%
its price is called expansion of demand. P “
In the diagram movement from point D S
'a' to 'c¢' 1s expansion of demand. 0 ¢ 9 4 X

Quantity demanded

Movement from 'a' to 'b' is called
contraction.

$0) MLOWMOTIOG aflel B)OWIEMIWE DalGRIG®IA! B)S)M@ TVLOWMo AIJEEBYIM).
@EEBOM C2I03M QAUGOTICE @ICPO5 MIEEBYAM). MGIOM C2103MAWIHM Afld:00V0 af)aT)
aloW)aM). GROYEAINHEI B} TLILMADTING Qllel B:)S)EMINUB DalGRIB®II &:)0a] QI06EB)AM).
@G |0U3 GaldBM QAUBOMIOG M08 BOVEOMEE M1BBIMDIOM C2103MOMIOA MVEE:0alo
ag)M alOW)aN).

Shift in Demand

Changes in other factors Y
influencing demand other than price N D
leads to the change in demand curve. D
This is known as shift in demand. Due
to increase in income demand for a
commodity may increase eventhough

price remains the same. It is called P
increase in demand. Here the consumer
moves from demand curve DDto D D,.
Due to a fall in income, the consumer

e

may reduce the demand. This is called 2

decrease in demand. Hence the 0 q,

< VY

consumer moves from DD to DZDZ.
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aflel 861288 ag ARISH:EEBUY AO0)EGMIOU G2103Mo AO0YMDIOMWOET. GaldBM
AUHSODIOG 200 af)M) alOWIND. QalERISMINNNG QIOYAOMo &)S)EMI0WS Mmlelniles
ailel 20000 @O alERIGMIN] &)SJMB3 GaldBMo HalQlo, MMIOM EaldBM AUBWMAI
(Increase in Demand)ag)m’ ato@yamy. (DD to D D). ai0y@mo :)0@)emioud 2a16RS@®IAl
62108M06 2l @RSAI BOWIEMINUE @@IOM 62108M &Yoai (Decrease in Demand)
ag)M aloyamy. (DD to D,D,)

Market Demand

The market demand for a good at a particular price is the total deman d for all
consumers taken together. The market demand schedule for a good can be derived from
the individual demand schedule as shown below.

Demand for a Commodity

Price | Consumerl Consumer?2 Consumer3 Market Demand
10 2 10 20 32
12 4 15 27
14 3 6 13 22
16 2 10 16

Market Demand Curve

The market demand curve of a good Y N M
can be derived from the individual demand
curves graphically by adding up the indi- D
vidual demand curves horizontally as shown
in the figure below.

Price

HCMNIIB G2ld3Mo

B80) HCOUISOMIOMm  M)9yAIM
DaIBRISMIBHB)NSW)0 GaldBMo B)5IVMIENM D
&GMIOS GaldB3Mo. 9Ba00MMNIW] &0) D

SHECMNOBOMIG3 2)0M  ©alGEIHMIHN U3

\\4

9OMR&Is M) Galo)o aflailw ailels:udoes Quantity — x
Q10686166 MLOWMOIHAG @PBAT )51 W3

&GMIOS G2l03Mo LIElHN)o. BRM)GalIREl

SHEMUOBOMIOLI of)LJ0 QAUSSD]BDB)OSW)0

G2l03M QUBEBBO8 TVAXMMORIWV] &)5lWOm3

&HGMIOB GaldB3M Qo LIElE)o.
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Adding up two Linear demand Curves
Consider a market where there are two consumers. The demand curves of the two
consumers are given by d (P)=10-P, d,(P)=15-P
The market demand can be derived by adding two equations.
ie., d,(P)=10-P+d (P) = 15-P,
10-P+
15-P
25-2P

Elasticity of Demand

Demand for some goods are very responsive to price changes while demands for
certain other goods are not so responsive to price changes. Price elasticity of demand is a
measure of the reponsiveness of the demand for a good to changes in its price.

Percentage change in demand

Price Elasticity of demand = : :
Percentage change in Price

ep= 2Lx 2
ap 4
aq = change in quantity
ap = Change in Price
p = Original Price
q = Original Quantity
Price elasticity of demand is a negative number since the demand for a good is

negatively related to the price. However for simplicity, we will always refer to the absolute
value of the elasticity.

G2103momInagd ailes LI D ]BH®

aflelnieal 209eEm @SAM GaldBMOTITE af)a® @Qo VENZIHYMMEOAI MIBEMNWHHaM
alB@06em Menqdle:®. 80) ToWmomlen alleivieel @0gQo MElo @R TVOWMOMIH
G2I0BMOMING @RSANENENBIG:)IN 20QOO® dV)alla flen)aN@eM) DRIDIITHO.

(SDJOBCT)(OTC)']QQQQ Jo@AOMMIQo

¢2l03moEmilend ailel DL DNH® =
aileiglenss @aoma0Qo

Aq = GaloBMOMILN88 20Qo
ap = allelvlenss moQo

p = @B ee® ailel

q = @By @gal
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Degrees of Price Elasticity

There are certian goods for which the demand is not affected much by price changes

and there are some other goods which are very responsive to price changes. Since the

responsiveness of quantity demanded varies from commodity to commodity and from

market to market it is important to study the degrees of price elasticity. There are five

degrees of price elasticity.

a) Perfectly elastic demand

Here a slight decline in price cause an
infinite increase in quantity demanded and a
slight increase in price leads to zero demand.
Thus price elasticity in infinite (ep=« )

b) Perfectly inelastic demand

This is a situation where changes in
price cause no changes in quantity demanded.
Here value of elasticity is zero. (ep=0)

¢) Unitary Elastic Demand

Demand is said to be unitary elastic
when a given proportionate change in price
leads to equally proportionate change in
quantity demanded. Here the value of
elasticity is one. (ep=1)

d) Relatively elastic demand

Here a given proportionate change in
price leads to more than proportionate change
in quantity demanded. Here the value of
elasticity is greater than one. (ep>1)

e) Relatively inelastic Demand

Demand is said to be relatively inelastic
when a given proportionate change in price
leads to less than proportionate change in
demand. Here the value is less than one

(ep<l)
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Elasticity along a Linear Demand Curve
A linear demand Curve can be written as g=a-bp, Here -b is the slope of the demand
. . ) .. Agq .
curve. Change in demand per unit change in price is 5 . That is the slope of the demand
curve.

29 _

1.e., N

Elasticity can also be find by using the formula

aq P
= —X—
P ap 9
A
Thus ep = —bxg(i = —b]

-b
or ep = ﬁ(g =a—bp)

It is clear that elasticity of demand is different at different points on a linear demand

curve. YA
1)  When price is 0 al o
» b
_—bxEt
e =
P q
q 2b
2)  When quantity is zero
p 4 0
= _b X — = —b X— =
ep p 0 @ 0 " .

N

3) At the mid point, P=— (half price = - +2)

Then demand is g

2
_px 4 4
2 2
ep= a =a =-1
2 2
Thus, ep =
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4) In between mid point and the point touching y axis elasticity will be greater than
one (ep>1)

5) In between mid point and the point touching x axis elasticity will be less than one
(ep<1)

Geometric Method (Point or Straight line Method)

According to this method elasticity is calculated by using the formula ep=lower
segment/upper segment. Five points on the strainght line demand curve and their
corresponding elasticities are shown in the following figure.

. . . . ac y
Elasticity at point 'a' is 0@ N
Elasticity at any point in b
. e
between 'a' and 'c' is — =>1
ba
.. . ce p
Elasticity at point CZEZI d
Elasticity at any point in
. de ©
between c and e is — =<1 0 q a

da

Expenditure Method

Whether the expenditure on the good goes up or down as a result of an increase in
its price depends on how responsive the demand for the goods is to the price charge. As
a result at a change in price, if total expenditure increases elasticity is greater than one. If
total expenditure decreases elasticity is leass than one. Iftotal expenditure remains constant,
elasticity is equal to one.

Factors Determining Price Elasticity

1.  Nature of the good : Demand for a necessity is likely to be price inelastic while
demand for a luxury is likely to be price elastic.

2. Aavailability of close substitutes: The Demand for a good is likely to be elastic if
close substitutes are easily available. On the other hand, if close substitutes are not
available easily, the demand for a good is likely to be inelastic.

3. Proportoion of Income spent on commodity : For some goods, consumer spend
only a small part of their inocme. For such goods demand will be inelastic.
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Income of the people: Generally, Very rich people have inelastic demand for goods
while poor people have elastic demand.

5. Number of uses: Certain goods can be put to many uses. Such goods have elastic
demand because as the price decreases they will be put to more uses.
EVALUATION QUESTIONS
1) Below is given a demand curve for a branded umbrella.
a) If the demand for umbrella increases N
during rainy season, what term we
use in economics to denote this
change? Draw the curve.
(b) If the quantity demanded for Price
umbrella decreases, when its
price increases, what term we
use in economics to denote D -
this change? Draw the Curve? 0 Quantity demanded X
2) Balu's demand for orange was 2kg at price of Rs.50/Kg. He purchases 2 Kg more
when price falls to Rs.30/Kg. On the basis of this
a) Define price elasticity of demand
b) Find eleasticity of demand
c) Comment on the nature of elasticity
3) A consumer wants to consume two goods. The price of the two goods are Rs.4 and
Rs.5 respectively. The consumer's income is Rs.20.
1)  Write down the eqation of the budget line.
2) How much of good I can the consumer consume. If she spends her entire
income on that good?
3) How much of good?2 can she consume if she spends her entire income on that
good?
4)  What is the slope of the budget line?
4)  One of the properties of Indifferance curve is downward sloping. Write any other

two properties
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5)

6)

7)

8)

9)

10)

Suppose a consumer wants to consume two goods. The two goods are eqally priced
at Rs.10 and the consumer's income is Rs.40.

a)  Write down all the bundles that are available to the consumer.

b)  Among the bundles that are available to the consumers, indentify those which
cost her exactly Rs.40.

What do you mean by monotonic preferances? If a consumer has monotonic
preferences, can she be indifferent between the bundles (10,8), (8,6)

Suppose there are 20 consumers in a market. They have indetical demand function.

d(p)=10-3p. Find the market demand functions.

Define the following goods with examples,
a) Normal good

b) Inferior good

c) Substitutes

d) Complementaries

Imagine that you are the Finance Minister of Kerala. You want to raise more revenue.
How will you use elasticity in your tax proposals.

The price of Jowar declained from Rs.5 to Rs. 4 per kg.Consequently, the quantity
demanded declined from Rs. 6 kg to 2 kg. What conclusions can you derive from
this?
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Chapter 3

PRODUCTION AND COSTS

A producer or a firm acquires different inputs like labour, mechines, land, raw
meterials etc. combining these inputs, it produces output. This is called the process of
prodution. Production can defind as the transformation of inputs in to outputs.

Production Function

Production Functions tells us what maximum quantity of output can be produced
by using different combinations of inputs. A production function is defined for a given
technology. It is the technological knowledge that determines the maximum levels of
output than can be produced using different combinations of inputs.

If there are two inputs, factor 1 and factor 2. We can write the production Function
as q = f (x,, x,). That means by using x, amount of factor 1 and x, amount of factor 2. We
can at most produce q amount of the commodity.

9@3aI23M WAMo

9o3alimano (output) mleaiwoesg)o (Inputs) ®2olenss mIMWHO® OLIaloBMm Wdemo
af)MM alOWIIN®. PEIAINBM WA MVOGH:GIE: All3 WMV NITWHSIOTIWOET) AIOWIS.
©006Mo  qLOCEMNH Alldy M0JEMINUE DETaIIBMA0 @I0)o. @RGAJ0UWB 80} MIvalo
MocHB:®Id a3y 9a16owla] aloadaw] 9eialMMo 9eIaldBlaflenom &$lwiam
mlcuaBg)os allall MoCIVEHO DEIAIBM WAZRo af)M alo®)o. IlRWEMI®
0)elo@I@3 q = f(x,, X)) X, @EMIG BINIROO® CLISHAN0 X, WEMIY NGO CLISHONo

901¢WIUla] alo200IW] 9EInI10Gla{leeom &Sl DeialmMmaoem (.

The Short run and the Long run

In the shortrun some inputs cannot be varied. In the short run, inorder to vary the
output level, the firm can very some inputs. The input that remains fixed is called the
fixed input where as the factor which the firm can vary is called the variable input.

In, the long run, all factors of production can be varied. A firm in order to produce
different levels of output in the long run many vary all inputs. So, in the long run, there is
no fixed input.

(a0aVI &oe108ae 313021 @0eIV80I)0

80) 96elal03m ®)eMIGIH MIeaIWEBSIGE @0Qo QIE)EMIARAN VAW O 1E (Y

@RSITLNOIMOMIT3  HOLIHADDD (aOAVI HOLIHAM)o, BT@2LIHILIHAM)o O6NOW]
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TOTAL PRODUCTION (TP)

It is the relationship between a variable input and output when all other inputs are
held constant. It is the total output at a particular level of employment of a variable input.
Total product is also sometimes called total return or Total Physical Product. (TPP)

Average Product (AP) : Average product is defined as the output per unit of variable

) P Tp )
input AP1="", ; , q=no. of units produced.
1

Marginal Product (MP) :

MP is defined as the change in output per unit of change in input when all other
inputs are held costant. When factor 2 is held constant, marginal product of factor 1 is

i A
MP = Change in output _ Aq

Change in Input AXy

Marginal product can also be found out from total product. Here MP=TP(n) - TP
(n-1), TP(n) is the total product of the last unit TP(n-1)" is the total product of the (n-1)th
unit. Marginal product are additions to the total product. Total product is the sum of
marginal products. TP, AP and MP are shown in the Table below.

Factor 1 TP MP AP
0 0 - -
1 10 10 10
2 24 14 12
3 40 16 13.33
4 50 10 12.5
5 56 6 11.2
6 57 1 9.5
7 57 0 8.1
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Total product Curve Yo

The total product curve is a
positively slopped shown below. We P TP
measure units of factor 1 along the
horizontal axis and output along the
vertical axis. Total product curve is a

positively slopped curve.

0 output 7

Average product and Marginal product Curves

The MP and AP curves look like
an inverse of 'U' shape. For the first unit

of input, both MP and AP are the same. 1;/111:/

Y o/

As we increase the amount of input,
MP rises. AP also rises but less than
the MP. As long as AP incresase MP is
greater than AP. When AP falls, MP has
to be less than AP, MP curve cuts AP 0 Units
curve from above at its maximum. MP

AP

/
><\/

The Law of Diminishing Marginal Product and the Law of Variable Proportions

The law of Diminishing marginal product is a short run production function.
According to this law. If we keep increasing the employment of an input, with other
inputs fixed. eventually a point will be reached after which the resulting addition of
output (i.e. MP) will start falling. The Law of variable proportion also explains this. It
says that the marginal product of a factor input initially rises with its employment level.
But after reaching a certain level of employment, it starts falling.

According to this theory, as we increase the variable factor, the TP, AP and MP
passes through three distinct stages.

First Stage: Increasing Returns

In the first stage both MP and AP are rising. Therefore, TP increases at an increasing
rate. In table (3.1) up to the third unit of input this stage operates (MP=16, AP=13.33)

Second Stage : Diminishing Returns

In this stage MP and AP decline. But TP continue to rise. But TP rises at a diminishing
rate. Stage second ends with MP touching zero. (AP=8.1)
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Third stage : Negative Returns

Stage third begins with MP turning negative. When MP is zero. TP is maximum.
When MP turns negative, TP declines.

The reason behind this law is the following. As we increases one variable input, the
factor proportions change. Earlier stage, the proportion becomes more and more suitable
for the production. But after a certain level of employment, the production process becomes
too crowded with the variable input and the factor proportions becomes less and less
suitable for the production.

Returns to Scale (Long run production)
Returns to scale is a long run production function. In the long run all factors are

variable. Returns to scale refer to changes in returns caused by proportionate change in
all inputs. Here also we can indentify three distinct stages.

Increasing Returns to Scale (IRS)

In this stage a proportional increase in all inputs results in an increase in output by
more than the proportion. That means a 10% increase in inputs leads to more than 10%
increase in output.

Decreasing returns to scale (DRS)

This stage holds when a proportional increase in inputs results in an increase in
output by less than the proportion. Here a 10% increase in inputs leads to less than 10%
increase in output.

Constant Returs to Scale (CRS)

This is a situation in which a proportional increase in inputs results in an equal
proportional increase in output. Here a 10% increase in inputs leads to the same 10%
increase in output.

Cobb -Douglas production Function

Consider a production Function q=x,%x,#, where o and S are constants. The
firm produces 'q' amount of output using X, amount of factor 1 and x, amount of factor
2. This is called Cobb-Douglas production Function. This was formulated by C.W. Cobb
and Paul H. Douglass. This is also called linear homogeneous production Function. That
means if we increase input 't' times output aslo increases by 't' times. Thus Cobb-Douglas
production function shows constant returns to scale (CRS).
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Costs

In order to produce output, the firm needs to employ inputs. Costs refer to the
expenses incurred in production.

Cost Function

With the inputs prices given, the firm will choose that combination of inputs which
is least expensive. For every level of output, the firm choose the least cost input
combination. This output - cost relationship is the cost function.

Short run Costs

In the shortrun, some ofthe factors are fixed and some are variable. So in the short
run some costs are fixed and some are variable.

Total Fixed Cost (TFC)

The cost that a firm incurs to employ the fixed inputs is Called TFC. What ever
amount of output the firm produces, this cost remains fixed for the firm. Rent on land and
buildings, salaries to permanent employes, insurance premium etc are examples of fixed
cost.

Total Variable Cost (TVC)

The cost that a firm incurs to employ the variable inputs is called TVC. They vary
directly with output. If output is zero, variable cost is also zero. Examples are cost of raw
materials, expenditure on fuel, transportation cost, wages to temporary workers etc.

Total Cost (TC)
Adding the fixed end the variable cost, we get the total cost TC=TVC+TFC
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Various Concepts of Costs

Output | TFC TVC TC AFC AVC SAC SMC
0 100 - 100 - - - -
1 100 500 600 100 500 600 500
2 100 800 900 50 400 450 300
3 100 1000 1100 33.3 3333 366.6 200
4 100 1300 1400 25 325 350 300
5 100 1800 1900 20 360 380 500
6 100 2600 2700 16.6 433.3 450 800

Average Fixed Cost (AFC)
Average Fixed cost is the fixed cost per unit of output. AFC is calculated by dividing
_ TFC
TFC by the number of units of output. AFCZT
Average Variable Cost (AVC)
AVC is the variable cost per unit of output. AVC is calculated by dividing TVC by
_ ve
the number of units of output. AVCZT
Short run average cost (SAC)
. | rC
SAC is defind as the total cost per unit of output. SAC=7
Short run Marginal Cost (SMC)
SMC is defind as the change in total cost per unit change in output.

Change in Total Cost TC
SMC = 27 or TC(n)-TC(n-1)

Change in output

Shapes of the Short run cost Curves Y TC TVC

N
/

Figure below illustrated the
shapes of total fixed cost, Total variable
cost and total cost curves. TFC is a cost
constant and doesnot change with the
change in output. It is a horizontal
staight line. TVC increases when output TFC

increases. It starts from zero.

0 output x

35



Shape of AFC Curve

AFC is the ratio of TFC to output.
TFC is a constant. Therefore as output
increases, AFC decreases. AFC curve
is a rectangular hyperbola as shown in
the diagram.

Shape of AVC Curve

Both SMC and AVC Curves starts
from the same point. Then as output
increases, SMC falls. AVC also falls,
but falls less than SMC. But after a
point AVC starts rising. The AVC curve
is therefore 'U' shaped.

Shape of SMC and SAC Curves

In the figure both SMC and SAC
curves initially decline and then rise.
When SAC falls, SMC is below SAC,
when SAC rises SMC is above SAC.
SMC curve cuts SAC at its lowest point
and then rises.

Long run Costs

cost
AFC
0 output X
y /N
AVC
cost
0 output ;
SMC
Y /N
SAC
cost
0 output q x

In the long run, all inputs are variable. The producer can change all fixed factor in

the long run. The total cost and the total variable cost coincide in the long run. Thus in the

lond run there are only two costs, average and Marginal costs. We call it as long run

average costs (LRAC) and long run marginal cost (LRMC).

Long run Average cost (LRAC)

e

LRAC is defind as cost per unit of output. LRAC = 7
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Long run Marginal Cost (LRMC)

LRMC is the change in total cost per unit of change in output. When we increase
production from q,-1 to q, units. The marginal cost of producing q, th unit will be measured
as LRMC=(TC at q units) - (TC at q,-1 units)

or TC(n)-TC(n-1)]

Shapes of Long run Cost Curves

We have seen that SAC and SMC curves are 'U' shaped in the short run. In the long
run also LRAC and LRMC curves are 'U' shaped. The reason behind the 'U' shape is
Returns to scale. LRAC reaches its minimum at q,. To the left of q, LRAC is falling and
LRMC is less than LRAC. To the right of q, LRAC is rising and LRMC is higher than
LRAC.

In the diagram, as output expands from 0 to q,, LRAC falls because the increasing
returns to scale is in operation. At q,, LRAC remains consultant as output expands and
the constant return to scale is operating. When output expands from q, LRAC begins to
rise and decreasong returns to scale is operating.

=)\ LRMC
cost LRAC
O e
output
EVALUATION QUESTIONS y AC
1. Correct the figure if there are MC
any mistake. cost
0 >
output X
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A firm SMC schedule is shown in the following table. The total fixed cost of the
firm is Rs. 100. Find the TVC, TC, AVC and SAC schedule.

Q SMC
0 _
1 500
2 300
3 200
4 300
5 500
6 800
Identify the curves and y
give their features.
cost
0 output >x

Classify the following in to appropriate heads, wages of temporary workers, cost
of raw materials, salary of permanent staffs, cost of transportations, Cost of plant,
cost of acquiring land.

The following table gives marginal product. L MPL
Schedule of labour. Calculate the total and 1 3
average product. Schedule of labour. 2 5

3 7

4 5

5 3

6 1

Why the short run and long run marginal cost curves are 'U' shaped?

Let the production function of a firm be qg=3L”K”. Find the maximum possible
output that the firm can produces with 100 units of L and 100 units of K.

Explain breifly the concept of the cost function.
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Chapter 4

THEORY OF FIRM UNDER PERFECT COMPETITION

In the last chapter we dealt with different concepts of production and cost. In this
chapter we shall study the profit maxmisation problem of firm operating under perfect
competition.

Concepts

Market, Profit Maximization, Perfect Competition, Price taker, Total Revenue,
Average Revenue, Marginal Revenue, Price Line, Supply Curve, Shut down point, Normal
Profit, Break - event point, Determination of firms supply curve, Market Supply Curve,
Price Elasticity of Supply.

Market

Market refers to an arrangement that facilitate close contact between the buyers and
sellers for the transaction of goods and services.

Explain breifly the concept of the cost function.

aBOO®®BEN0 2108916003 Al0EBelMmIW)o AllelalM® #HOW)o QINE@BIANAIO)o
Q@0 A0 AldMial®o MVMIBLOHOMIG3 QAUOYIM aB®) TLOLIOBIM) GHEMIOSHRAN)

alo)o.
FORMS OF MARKET
|
) J
Competitive Market Non Competitive Market
1. Perfect Competition 2. Monopoly

3. Monopolistic Comptetition
4. Oligopoly
Perfect Competition

It is a market situation in which large number of buyers and sellers buying and
selling homogenoeus products at uniform price.

Features of perfect competition

1) Large number of buyers and sellers

2)  All firms produce homogeneous products
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3) Seller is price taker (price taking firms)

4)  Uniform price

5)  Perfect knowledge about the market.

6) Freedom of Entry and Exit.

7)  Free mobility of goods and factors of production.

8)  Absence of Transport Cost.

Revenue
Revenue is the money earned by firm through the sale of its output.

(2@Bat0Blalay ©@3a Mo WIGEN;MGIENSS MLNJaIMo EGMSIAN aleMA0EM aflgyaial)

Total Revenue (TR)

Total Revenue is the total amount of money earned by a firm through the sale of its
total output.

TR=pxq P= Price per unit (80} @emidlaad ailer)
g= quantity of output sold (aieiaimn msowl @esal)

TR schedule of a candle manufacturer operating under perfect competition. The
price of a Box of candle is Rs.10/-

YA TR Curve
Boxes TR(RS)
Sold pxq 50+
TR
0 0 40
1 10 TR
2 20 30
3 30 204
4 40
104
5 50
o 1 % % 1 & -
Observations Output sold

1.  When output sold is zero, TR 1is also zero. Therefore TR curve starts from the
origin.
2. TR curve is a straight line (In perfect competition all units sold at the same price.)

The slope of TR curve of a firm in perfect competition gives us the price of
commodity.
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Price Line

Price line shows the relationship between output sold and the market price.

v/
(Price line is the demand curve
Market of firm in perfect competition)
price
P
P=AR=MR=Demand
0
Output sold ;
(demand)

Average Revenue (AR)
AR is calculated by dividing total revenue by quantity of out put sold

TR L[99 [ Pxq
AR=""= "o oo T g - Pledlen)

For a price taking firm AR=P

Marginal Revenue (MR)
The MR is change in TR when one more unit of output is sold.

The production of a commodity Increases from q_ units to q_+1 units. Then the MR
of producing q_ +1" unit is TR from g_+1 units - TR from q,, units.

ie., MR = P(q, +1)-Pq,
=Pq tp-Pq,
MR =P
For a price taking firm MR =P

For a price taking firm
P=AR=MR
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The conditions for profit Maximisation (equilibrium) for a firm in perfect competition.
(MUmBem GBS ROV BEMIOSEBITE L1080 a1ER0AIW] (TVAT)ENMOAITIN) Af)ATHHOMBS MO0 I0LEIBU3)
The profit maximisation conditions for the output level q_ are
1. Atq, P=MC (allei = avl@oam afleial)
2. Atq, MC isnon-decreasing.

(2@3a108M0 ( 86 MBF03 AdeLlen)emud av1aoam afleidl aideslesyan))

3. A Inthe short run

Atq, P> AVC ((coau eoeieeigomlad aflel 0oo0d] alleesds oaleiafla) @)elyead
B)S)OCEI0 BRYW1Blen6mMo)

B In the long run

Atq, P>LRAC (3182e1 s0ei0s0i@d ailel 100000d] 621e10lld) @)RI14E20 B)S) DGR
@R WIolanemo)

1. Condition - 1 P=MC ie., MR = MC
A profit maximising firm will not produce an output level where P>MC and P<MC.
It maximise profit by increasing production up to the point when P=MC or MR=MC

N
MC
Yy
\ P=MC
P=AR=MR
Price,
Cost and
Revenue
>
0 q output q, X

2. Condition - 2

For output beyond q , MC is non decreasing. The MC Curve cannot slop downwards
after the profit maximising out level. In the above figure at the output level q the market
price P=MC; however the MC curve is downward sloping (MC falls). The firm maximise
profit by increasing production up to q_. An increase in production above this q_adds less
to revenue and more to cast (MR<MC)
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3. Condition -3
A) In the short run, Atq, P>AVC

A profit maximising firm will not produce an output where market price 'p' less than
AVC.

y N
A
SMC SAC
AVC
. E \\ B

Price, YOSS
Cost
and P A P=AR =MR
Revenue

>\Y

0 9  output

In the above figure,

TR = pxq

= Opx0q
TR = The area of rectangle OPAq
TVC= AVCxq

= 0Ex0q

TVC = The area of rectangle 0EBq

The area of rectangle OPAq (TR) is less than the area of rectangle OEBq(TVC).
Hence at 'q' level of output firm making loss equal to the area of PEBA.

B) In the long run, Atq P>LRAC

A profit maximising firm will not produce an output where market price 'P' is less
than long run average cost.
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y /N LRMC
LRAC
\B
Price, E LOSS
Cost and \
Revenue P \_/ 7 P=AR=MR
>
0 9  output X

In the diagram,
TR = pxq=0Px0q
TR = The area of rectangle 0OPAq
TC = LRACxq
= 0Ex0q
TC = The area of rectangle 0EBq

The area of rectangle OPAq (TR) is less than the area of rectangle OEBq (TC).
There fore at 'q' level of output the firm making loss equal to the area of pEBA.

Graphical representation of profit Maximisation (equilibrium of a firm)
in Short run

SMC
y /N
SAC
~ \ A /

Price P P=AR = MR
Cost Pro

e\
Revenue _B’/ AVC

0 X

q, output
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TR = 0PAq,
TC = 0EBq,
Here firm earns a profit equal to the area of rectangle EPAB.
Profit = TR-TC
= 0OPAq, - OEBq,
= EPAB

Supply
Supply referes to the quantity of a commodity that a produces is willing to produce
and sell in the market at given price during a given period of time.

(2@3a108H:M &eMI08 alleld&:MaVdle] ©ElaldGlafla) AT @YWOIB)M B0)
9EIIMOIOG @RSANHSBEM (aIBIMo af)IN) alOWAND))

Supply Curve

The supply curve shows relationshiop between different levels of out put and different
values of Market Price.

Short run Supply Curve

The condition for profit Maximisation states that, when price is less than AVC the
firm incur loss. Therefore a firm produce zero level output, when price is less than AVC.
In other words a profit maximising firm produce positive level of output only when price
is greater than or equal to AVC.

(e10R0 alODROAUW] Af)OD]EHOM (VOalEMMM B0} MLNJdalMo DEialmMailel O]
aileeBd §2121aild) ®)RILERI G)S)MECLI0 @RYSMESIG3 RO(MER OEIAIdBMo MSTMIMSS).)

A firms short run supply curve is rising part of SMC curve from and above the
minimum of AVC curve. The price less than minimum AVC brings zero level of output
and supply.

(a0yaV1 30L103801lG3 630) Moum«msﬂsm@, (2132 Qo AVC mw,(mﬂsmi(@, alnlno
sniliyoNadd cwoanmsss SMC ai@0m1Ha3 QAN Galddh)an @INMIE)

Price
and
Cost

output (supply)
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Long run supply of Curve of firm

A firms long run supply curve is rising part of LRMC curve form and above the
minimum of LRAC curve.The price less than minimum of LRAC brings zero level of
output and supply ((a130mo o LRAC ale-omileag dlailac enilayailm) cuoauayss LRMC
QUSODIOG DWAAN) CaldBAN BOWNAE))

Price
and
Cost

output X

The Shut down point

Along a supply curve as we move down, the last price - output combination at
which the firms price is equal to AVC, where the SMC curve cuts the AVC curve.

Below this point there is no production. This point is short run shut down point of
the firm.

/N
y
SMCsac
AVC

Price

and

Cost . P=AR=MR

\/I\ Short run shut down point
| P=AVC
| SMC=AVC
| >
0 q output X

In the short run a firms shut down point is minimum point of AVC at which P=AVC
and SMC curve cuts AVC curve (SMC=AVC).

(a0JaVI H0LIV8AOL!I aHSWDEN @momﬂc@” AVC alsomlead almlao eNUA3)QU06M).
ailos P=AVC @) SMC=AVC 00 @p®lcles)o.)
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In the Long run a firms shut down point is minimum point of LRAC at which
P=LRAC and LRMC Curve cuts LRAC Curve (LRMC = LRAC)

(3130e1 $0eIw8all@d 80) DEInI03H WEMIGIO augwem ¢alowlad” LRACw)es
dllao Gato©lad” @ayem. mafles PFLRACo0 LRMC=LRACg0 ary@ldles)o.

AN
y
LRMC

LRAC
Price

and
Cost p E P=AR=MR

Long run Short down point
P=LRAC and LRMC = LRAC

>\

I
I
I
I
0 q output

Normal Profit and Break - Even Point

The profit level that is just enough to cover the explicit cost (Money cost on factors
of production) and opportuniy cost (Foregone return on owner occupied factors of
production) is called normal profit.

The point on the supply curve at which a firm earn normal profit is called break -

even point.
N
y
LRMC
LRAC
Price
and
Cost E
0s p
Break - Even Point
LRAC = LRMC
>
0 output X

The minimum point of LRAC (Point E) at which supply curve cuts the LRAC curve
is the break - even point of the firm.
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(80} MNoAINEMIM @RGOG alaleHl® ealelalo G@RAUMEIWIHI® 6 alelaljo
9UBeOBHO880M 200 LIElENMM L1EOE® aMoWoosm eloro (Normal Profit) agam)
alo@)aM).

80) MOOAIMEDIM) TVOWOEM LI0Bo MO(@o EIEISHIAM) ag)MM) B0EMIB)IN (AIBOM
as-omleel snilayaoen Break Even Point.

Determinants of Supply Curve
((aIBOMBOE™ ALIOWIMIBNMM CLISH:6BBU3)
1. Input Price

2. Technological Progress

3. Unit Tax

1. Input Price
a)  When input price increases supply falls and supply curve shift the left.

N
y
Sl
// S
/ ’y
P 7
Pri // I
Tice Sl
S I(_
0 l >
4, 9 Supply X

b)  When input price falls Supply increases and supply curve shifts to the right.

N
Y S
N S,
P —1
s
Price S ’/ |
d I
g |
s, | |

><\/
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2.  Technological Progress

Technological progress increases supply and supply curve shift the right.

/
Y S
N S
P P i
Price S s |
pal |
S, |
%
0 | >
Output g q, X

3. Imposition of unit tax

Imposition of unit tax reduce supply and supply curve shift the left.

N
y s,
e
.7 RS
P -1
Price Sl/ |
|
I <
Supply 9 9 “x

Market Supply Curve

The market supply curve shows total output supplied by all firms corresponding to
different values of market price.

The horizontal summation of Individual supply curve gives us the market supply

curve.
Supply of firm-1 - SSI
Supply of firm-2 - SS2
Price SS1 SS2 | Market Supply
0 0 0 0
1 0 0 0
2 0 1 1
3 0 2 2
4 1 3 4
5 2 4 6
6 3 5 8
7 4 6 10
8 5 7 12




Price Elasticity of supply

Price elasticity of supply is technical term used to indicate the rate at which supply
of a commodity changes due to change in price.

Types of Elasticity of supply
1.  Perfectly Elastic supply

Change in price causes infinite change in supply - Elasticity of supply is infinity
(o) - Supply curve parallel to x-axis.

N
y

Price
P

N
7

2. Perfectly inelastic supply supply

No change in supply whatever be the price - Elasticity of supply is zero - supply
curve parallel to y axis.

N
y

Price

\4

0 suppl X
3. Elastic supply a PPy

Change in price causes more then proportionate change in supply. Elasticity of

supply is greater than one. YA
S
N - 7‘/
P I
Price S |
| >
0 q q, supply X

4  Inelastic Supply

Change in price causes less than proportionate change in supply - Elasticity of
supply is less than one.

<
N
7
wn

1— — — —

I
I
Price |
I

\
0 q q, supply X
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5  Unitary elastic supply

Change in price causes, proportionate (equal) change in supply. Elasticity and supply
is one.

I
Price |
I

AN
0 q q supply X

Methods of measuring Elasticity of supply

1. Percentage method

o : : :
PEs = % Change in quantity supplied

% change in price

A
-2 L p = original price
Ap 4

q = original quantity supplied
aq = change in quantity supplied

»p = change in price

2. Geometric method

y / Extended supply curve intersect
S the x-axis at the negative range
Price showing elastic supply.
Elastic supply curve
P
Pid PEs > 1
< - >
S 0 Supply  x
y S Extended supply curve intersect
the x-axis at the positive range
. showing inelastic supply
Price
Inelastic supply curve
, PEs <1
V4 N
0 7~
Supply X
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vyt S Extended supply curve passes
through the origin shows
Price unitary elastic supply
Unitary elastic supply
/
/
N PEs=1
0 Supply X
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Evaluation Questions

1.  Define market, List out features of a perfectly competitive market.

2. Inaperfectly competitive market a firm is a 'pricer taker'. Do you agree? Elucidate
3. Observe the following diagram given below.

a)  Among the two output levels q, and q_ which one do you consider
the equilibrium output.

b) Justify your answer I \ /MC
A
p B

price / cost

0 q output %

4.  Any factor that affect a firm's MC curve is a determinant of its supply curve
a) Identify the determinants of supply curve of a firm.
b)  Show graphically the changes in the supply curve of a firm, due to changes
in its determinants.

5  Indicate the changes in supply of rice in the following situations. Represent them
diagramatically.
a) Price of chemical fertiliser increases
b)  Govt. rises subsidies on rice cultivation.
c)  Wage rate increases
d) Introduction of HY'V seeds

6.  Suppose there are three identical firms in a market, the supply function of a single
firm 1s given below.
q,=10+2p
a)  Prepare the firms supply schedules and the market supply schedule for prices
(Rs)1,2,3,4,5,6

b)  Draw the market supply curve.
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10.

11.

12.

A firm earns a revenue of Rs.100, when the market price of a good is Rs.10. When
the market price increases to Rs.15, the firm's revenue increases to Rs.300. Find the
price elasticity of supply.

The price elasticity of supply of a good is 3, An increase in price from 20 to 21 per
unit results in a rise in its quantity supplied by 150 units. Calculate the quantity
supplied at the increased price.

The price of a commodity 1s Rs. 10 per unit and the quantity supplied is Rs.500. If
the price falls by 10 per cent and quantity supplied falls to 400 units. Calculate its
price elasticity of supply.

Discuss the geometrical method ofi measuring the elasticity of a point on a straight
line supply curve.

"The long run shudown point of a perfectly competitive firm is minimum point of

the LRAC"

a)  Give the condition of shutdown point of a firm under perfect competition in
the short run.

b) Represent the shutdown point in a diagram.

Prove that, for a firm in perfect competition has P=AR=MR (aqvmndem #lsacrvo
&emIog8om1e3 P=AR=MR agym) ooms&10es)s)

Price per unit = 20

Output Sold 0 1 2 3 4 5 6
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Chapter 5

MARKET EQUILIBRIUM

In this chapter, we combine both consumers behaiviour and firms behaviour to
study market equilibrium we also examine the effects of changes in demand and supply
on this equilibrium.

In market eqilibrium market demand equals market supply (q,, = q)

Equilibrium price

The price at which market equilibrium is reached is known as equilibrium price.
At equilibrium price (p) market demand (q,)) and market supply (q) are equal.

At equilibrium P, q, =qq

The quantity demanded and supplied at the equilibrium price is called equilibrium
quantity

Excess demand and excess supply

If at a price, market demand is greater than market suply we say that there is an
excess supply in the market at that price. Excess demand = market demand > market
supply.

If at a price market supply greater market demand we say that there is an excess
supply in the market at that price.

Excess supply = market supply > market demand

[Market equilibrium is a situation where there is zero excess demand and excess supply]

Market equilibrium in the case of fixed number of firms

An equilibrium is a point where market yp D
demand curve (DD) interest the market Excess supply S
supply curve (SS). e | N

At the point E market demand equals P 4
market supply. Here equilibrium price is 'p' and
equilibrium quantity is 'q". At any other L 2w
price level (p, or p,) either there is excess S
demand or there is excess supply b

0 q X
Demand and supply
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Numerical example

Market demand g, =200-p and market supply g, = 120+p
At equilibrium g, = g

200-p = 120+p
200-120 = ptp
80=2p
80
p=7 = 40

Equilibrium price = 40
Substituting Rs. 40 in demand function we get  q, = 200-40 = 160

Similarly Rs.40 in supply function we get qs = 120+40=160

Therefore equilibrium quantity is 160 kg.
Consider price less than equilibrium price say p, = 25

q, = 200-p = 200-25 =175

qq = 120+p = 120+25 = 145
Therefore at p =25 q,>q, means an excess demand of 30 kg at this price.
At any price less than equilibrium price, excess demand will be positive.
Consider a price greater than equilibrium price say p, = 45

qp, = 200-p = 200-45 = 155

qq = 120+p = 120+45 = 165
Therefore at p, =45 g, > q, means an excess supply 10 kg at this price.

At any price greater than equilibrium price, excess supply will be positive.

Effect of shift (change) in demand and supply on market equilibrium with fixed number

of firms

(MD0aIMEBBBOS ag)eiPo MAl020W] MIGBOHe EaldBMOTIL)N0 (AIB0MOBIIEN0 DENEO

BN ROQEBBUY HEMUOB MVAMRINEOAUMNWILNENEIGIAN 2Q6BRU3)

YN\ D,
D \
1.  Effect of Shift (change) in demand 7 \\
E
(supply constant) Pl —— —=\C AY
a. Increase in demand P | \\
ift 1i 3 \
DD curve shift right wards s S A\ \\
Both equilibrium price and _>| 5 D,
equilibrium quantity increases. :
0 q q, X
Demand and supply
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b. Decrease in demand
SS curve shift left wards

Y D both equilibrium price and quantity falls.
P v i
\\
P E
f E———
8 5 \\
& S ||\
l \\ D
I D,
I S
O q1 q X
Demand and supply

2.  Effect of shift (change) in supply (demand constant)

a. increase in supply

yA SS curve shift right wards

D
S equilibrium price falls

equilibrium quantity increase.
\ / Sl
E Ve
P Ve
N 7
— — — —4 + XE
P bz
/1

I
7 __>: D

Price
w2

I N
0 q q X
Demand and supply

b. Decrease in supply
SS surve shift leftwards

yp S equilibrium price - increases
D Ve
P Ve S equilibrium quantity - falls.
N
E /
P —— =7
Z.
P Z | E
g | 87
£ I
S
1< b
I
0 q1 q X

Demand and supply
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3. Effect of simultaneous shift (change) in demand and supply
a.  Both demand and supply increases at the same rate. (DD and SS curve shift
rightwards)
YN Equilibrium price remain unchanged.
D Equilibrium quantity increases
\
D N S
N\ 4,
\ id
/
Sp i- \'r\E‘
=% )% | \
S / N\
g |- | \D,
0 q q, ;
Demand and supply
b. Both demand and supply decreases at the same rate (both DD and SS curve
shift left wards.)
yp b D Equilibrium price remain unchanged
N 1 e s :
N% /z Equilibrium quantity falls.
\\ //5
Exs
P ZISGNE
Ve
8 - AN
& S¢ | N\ D
<] N\
| 1
I
0 q1 q X

Demand and supply

c. Demand increases and supply decreases at the same rate (DD curve shift right
wards and SS curve shift left wards, proportionately)

y N S Dl /Sl
}\ £ /RS Equilibrium price increases but
s : .
Pl ——— _,< quantity remain unchanged.
T
P e \
Ve d ! h
\D,
D
N
0 q X

Demand and supply
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d. Demand decreases and supply increases at the same rate (DD curve shift leftwards
and Ss cruve shift right wards preportionately

Equilibrium price falls, but

yA
quantity remain unchanged
1%
E

P N\ / S,
2 e
[aW

N Ve
Pl — =
PG
< AN
: \p
0 q X
Demand and supply

Market Equilibrium with free entryand exist (market equilibrium with varying
number of firms) (&cmg avam)eil®oaITa MIDGADAIW (AICAWM Mati(B:nem
@RAINNOIG3)

In an industry the situation of free and entry and exit of firms ensure that in
equilibrium, all firms earn only normal profit. In other wards market price p = minimum
AC

The possibility for super normal profit (P>min AC) will attract new firms. As a
result of this, finally the super normal profit wiped out. Similarly, if the firms earns less
than normal profit (loss), (P<min AC), some firms will exit the industry which will lead
to normal profit again. Thus with free entry and exit each firm will always earn normal
profit. (P=min AC)

(an@em (aICAUOM WIBWAM VIO INBB  HEMUISOMIG3 MVNIIMEBBUT TVLOWO
@6M LI0R0 MO(@o BMS)AM). HSIOD HEMIOG Ailel af)GajoP)o V0OUE] Halelailend dlmla
Om1210101ee)0.)

YN D
8
S
=y
. E
P,=Min AC
D
N
0 9 4
Demand and supply

Equilibrium price determination with free entry and exit. At Po = min AC each
firms supplies same quantity of output say q . (quantity supplied by a single firm)
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Equlibrium number of firms in the market n = ~

q, = equilibrium quantity (market demand and supply)

q,.= supply of a single firm

Effect of changes (shift) in demand on market equilibrium, when their is free
entry exist of firms

a. Effect of increase in demand

D
y N
- N\
8 \
& \
\
_ \E
P, - N
Min Al | \
\
AN
| \D,
— | D
' >
O 9 q, X
Demand and supply
b. Effect of decrease in demand
y
/ b D
1\
3 \
£ \ ¥
AN
_ \ E
P =
(6]
Min AC E, '\\
I D
| )
' >
q, X
© demand and supplyzql ¢

An increase in demand at the prevailing price
P_leads to the possibility of earning super
normal profit. This will attract new firms.
The entry of new firms wiped out the super
normal profit and price will again reach to
P_. Now more quanity supplied at the same
price. In a perfectly competitive market with
stituation of free entry and exit, an increase
in demand brings no change in equilibrium
price. However the quantity supplied and
equilibrium number firms in the market

Increases.

A fall in demand at the prevailing price P
leads possibility for loss. This will lead to
the exit of some firms. Consequantly price
will again reached to P_. Now less quantity
will be supplied at the same price.

In perfectly competitive market with situation
of free entry and exit a decrease in demand
brings no change in equilibrium price.
However quantity supplied and equilibirum
number of firms in the market falls.

Applications of demand and supply analysis

To protect public interest, Government some times fixes price floor (support price)

and price ceiling (control price) for some products.
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A. Price floor (Support price) mosas)ailes

To protect the interest of producers (mainly farmers) govt. announce minimum price
for their products. This floor price is generally higher than the market price.

y
y, D
excess suppl
8 Pl —— —_ —
S~
A~
P
S
D
~
0 q X
demand and supply

When govt. fix floor price an excess supply of product is created in the market. The
possible outcome in this situation are

1. procurement activities by the govt.

2. If govt. does not purchase the excess supply price will falls back to the
previous level.

B. Price ceiling (control price) moml® aier

To protect the interest of consumers, Government fixes ceiling price for some
products. This ceiling price generally less than market price.

y
D S
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P E
Pt—_Z __
! excess{demaxnd
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D
>
0 q X
demand and supply

When govt fix control price an excess demand for product is created in the market.
The possible out comes in this situation are.

1. Rationing
2. Black marketing
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Evaluation Questions
1. Match columns B and C with A

A B C
Govt.Intervention Labour Market Q. =Q,
Market Equilibrium P =Min. of AC Price Ceiling
Free Entry & Exist Income Normal Profit
Supply of Labour Demand & Supply Analysis S, =D,

Wage Rate determination | Price Floor Leisure

2. 'The direction of change in equilibrium price and quantity is same whenever there
is a shift in demand curve, supply remaining constant'.

a. Identify the two shifts of demand curve.

b. Draw relevant diagrams and prove the above statement

3. Give appropriate terms
a. Price at which Q = Q,
b. Govt. imposed lower limit of the price of a good.

c. The profit level that is just enough to cover the explict cost and opportunity
cost of a firm.

d. The identical equality of market price when there is free entry and exit of firm

4.  Suppose the demand and supply curve shifts simultaneously, there will be four
possibilities. [llustrate and explain the impact on equilibrium price and quanitity in
all four situations.

5. Suppose the market demand and supply function in a competitive industry is given
as follows.

Q,=700-50p; Q =400+25p
a) Derive the market demand and supply schedules at prices Rs.1,2,3,4,5,6,7,8
b) Find the equilibrium price using the function.

c) Represent the equilibrium in a graph.

6.  Using supply and demand curves, show the changes in equilibrium price of flowers
bought and sold during onam season in Kerala.

62



Graphically explain the effect of rise in the price of iron rod, cement and sand on
the equilibrium price of newly constructed house.

Suppose the equilibrium price of sugarcan ein the market is Rs.15/- per kg.

a)  What will happen when the Govt.fix a price of Rs.20/- per Kg for sugar cane
with a view to protect the sugarcane cultivators?

b) By what name this policy is known?

c) Draw diagram to illustrate this.

In the union budget 2009-10, import duty on crude rubber was reduced from 20%
to 15% per kg. Other things remaining constant, how will it affect the equilibrium
price and quantity of rubber in the country? Represent it in a diagram and explain.

10. The demand and supply function of milk are given as follows.

11.

12.

Q,=30-p Q. =25+p
Find the equilibrium price and quantity

Give the equation for equilibrium number of firms with free entry and exit. Suppose
the market for chickens with identical farms have the following demand and supply
functions.

g, =400—2p for 0< p <400
=0 for p>400
q,=40+P for p>40
=0 for 0< p<40
a)  Find the equilibrium price and quantity

b) Find the equilibrium number of farms.

Define the market equilibrium. What will happen if the price prevailing in the
market is

a) above the equilibrium price

b) below the equilibrium price.

Aok ok
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Chapter 6

NON COMPETITIVE MARKET

In this chapter, we shall examine the behaviour of firms under non-competitive
market -monopoly, Monopolistic competition and oligopoly.

Monopoly

Monopoly is a market situation in which a single seller controlls the entire supply
of a commodity, which has no close substitute.

Features

1.  Single Seller

2. There will be no close substitute for the product produced by the monopolist.
3.  Entry is denied to new firms in the market

4.  The monopolist has complete control over the supply

5. The seller is 'Price Maker'

6. Firm and Industry are same

7. Price discrimination

Market demand curve of monopoly firm

In a monopoly market, firm and industry are same. So the firm's demand curve and
market demand curve would be the same.

The monopolist can sell larger quantity only at lower price. There for the market
demand curve of the monopolist slopes downward from left to right.

y
y, D
8
£ P
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D
N,
7
o) q d, demand X
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Total revenue, Average revenue and Marginal revenue of a monopoly firm

To a monopoly firm the motive behind production is to earn maximum profit. So he

always tries to maximise revenue.

1.

Total Revenue

TR=Quantity of output sold x price
TR=pxq

Let the demand funtion is
q=20-2p

This equation can be written in terms of price as

2p=20-q
p=10-0.5q
Since TR =pxq
=(10-0.5q)q
TR =10q - 0.5¢°

This is quadratic equation in which the squared term has a negative co-effcient. The

graphical representation of this equation gives us an Inverted Vertical Parabola.

Thus TR curve take the shape of an inverted vertical parabola

Average Revenue

TR

Average Revenue = W

Since TR =pxq

X
AR = 224
q

AR =P
The monopolist can fix the price by regulating the supply of his product. The

demad curve of monopolist shows the prices that are available for different quantities of

output. The AR values are same as the values of price 'p'. Therefore AR curve will be

demand curve of a monopoly firm.

3.

Marginal Revenue

MR is addition to TR by the sale of an additional unit output.

ATR

MR 5y

MR =TR - TR
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N
TR 3
AR é
MR
AR=DD Curve = Price
7
0 Output sold x
MR
Conclusion

1 The shape of TR curve depends on the shape of AR curve = Demand curve

2 IfAR=DD curve is a negatively slopping straight line, the TR curve take the shape
of inverted vertical parabola.

Derivation of AR and MR from TR Curve

Graphically, the value of AR and MR can be found from the TR Curve. The value of
AR at any quantity level can be measured through the slope of the line from origin to the
relevant point on the TR curve.

N<
7

TR
TR

Price

0 N output
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The AR at quantity 'N' is the slope of the line OM.

The sl fli OM—M
e slope of line = ON

Since value MN shows Total revenue and ON is the quantity of output,

_ MN

AR_W

Marginal revenue at any level of output can be measured from the slope of the
tangent at the relevant point on the TR Curve.

y
/
p L, c L,
b
TR L
and 1 d
MR
[0 a L4
2
&
TR
0
output X

MR

The values of AR at a, b, ¢ and d on TR curve are equal to the slope of tangent in
this points L, L,, L, and L, respectively.

1. MR is positive (at 'a' and 'b') if slope of tangent is positive — L, and L,

2. MRis zero (at 'C'), if slope of tangent is zero — L,.

3. MR is negative (at 'D') if slope tangent is negative — L,

4. The MR is less at point 'b' then at 'a' because slope of tangent L, is Less than L,

Relation between AR and MR
1 If MR< AR the AR falls.

2 If AR curve is falling steeply, the MR curve lies far below the AR curve.

3 If AR curve is less steep, the distance between AR and MR curve is small.
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Marginal revenue and price Elasticity of demand
a) Aslongas MR is positive, the elasticity of demand is more than one (Elastic demand)

b) When MR becomes negative, the elasticity of demand is less than one (Inelastic
demand)

I. The short run equilibrium of the monopoly firm
How a monopoly firm achieves maximum profit and attains equilibrium

(S)TMS RO INOMIM L1080 alERIAUWIVWISMIN@IMIo qum)eilmoaimuna1cd
af) ]G 2JO)N@IMMBS TVI0210463BU3.)

A. The Case of Zero Cost

The profit of a firm is the differance between TR and TC (Profit =TR-TC). Therefore
a monopoly firm with zero cost to produce commodity maximise its profit by maximising
TR. (2€ia108m aleldl cMOISOOD B0) HIOME TuNOalMo @ROS allgaioai  (TR)
al020QUWIWOEN)MDIENHS LI0R0 aldROAIWIWIHH)M))

y
TR TR
AR
and
3
MR 2
&
AR=DD
>
0 output AN X
T SNMmr

The diagram shows that monopolist maximise TR by selling 'q' amount of output.
This is also the level where MR=0.
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The TR of a monopoly firm = ARxq
=0px0q
This is equal to the area of shaded rectangle 0PRq.
Since TC is zero. Profit = TR
= Area of OPRqg

B. The Case of positive cost
1) TR and TC approach

In the short run a monopolist having positive cost maximise its profit by producing
and selling an output which maximise the difference between TR and TC (@eiai08m

©21216QI0S &)S] PLIaI0BMO MSAMYMM &)OME: MundalMo TRoo TCoo manlenss eramoo

al0m0QIW] @IHH] £10R0 alOMIAIWSIWIBEMM).) TC
a
y N\

e d /
L
TR
TC }— — — /[

! B

Revenue
and
cost
0
/12 q o q; X
output

Y
Profit=TR - TC

profit

when quantity is q,
Profit =TR, - TC,
It equal to length of line AB

At q, levels of output the vertical distance between TR and TC is aL and it is
maximum. Therefore producing q, level of output the monopolist maximise his profit.

2) MC and MR approach

In terms of MC and MR, equilibrium of a monopoly firm is defind as the point
where MC=MR and MC is rising.
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MC
MC
and
MR
Z 5 MC=MR
0

7
d \ output X
MR

As long as MR curve lies above MC curve the firm would increase its profit. This
process comes to an end when the firm reaches an output level where MC = MR. In the
figure at q,, level of output. MC=MR and there fore q, is the equilibrium level of output
which maximize profit.

II. Long run equilibrium of a monopoly firm

Since other firms are prevented from entering the market; the profit earned by a
monopoly firm in the short run do not go away in the long run. Therefore equilibrium
condition of a monopoly firm in the long run are similar to such conditions in the short

run.

Monoplistic Competition

Monopolistic competition is a market situation in which large number of sellers
selling differentiated products. This kind of market structure is commonly visible.

Features:
1.  Large no of buyers and sellers

Difterentiated products (eeaiallwy AIG3E @ ©LIaIMEEBUI)

2

3. Firms have freedom of entry and exit.

4.  The demand curve slopes downward from left to right.
5

High selling cost.
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A. Short run - equilibrium of a firm under Monopolistic competition

A firm under Monopolistic Competition attains equilibrium in the short run under
the following conditions.
1) MC=MR. The firm increase its output as long as MR>MC.
2)  MC should not be decreasing in equilibrium MC curve should be rising.

Some firms get super normal profit and other firms will incurring loss in the short
run. In the figure equilibrium price is '0p' and equilibrium quantity is '0q'

y
Profit=TR - TC
=pxq-ACxq
M =0px0q - 0Lx0q
Price, P Profi SAC _
cost SMC = 0pMq - OLNq
and L N AR .. profit = LpMN
revenue
E
0 >
q output X

B. Long run equilibrium of a firm under monolistic competion
The condition for equilibrium are.
1. MC=MR. The long run Marginal cost should be equal of Marginal revenue.
2. p=AR=LRAC
In monopolistic competition firms have freedom of entry and exit. In the short run,
if the industry is running with super normal profit, new firms will enter that industry and

thus super normal profit will disappear. If any firm suffers loss in the short run, that firm
will stop production and leave the market. So in the long run all firms achieve only

normal profit. In the diagram equilibrium price is '0p' and quantity is '0q'

\ LRMC
y At the output 'q'
LRAC MC=MR and P=AR=LAC
. R
Price, P Profit = TR-TC
cost
and =pxq-LACxq
revenue E AR = 0px0q - OPRq
= (0PRq - OPR
VR q q
= Zero
0 >
d output X
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As TR is equal to TC super normal profit is zero.

(Equilibrium quantity in monoplistic competition market will be less than that of a perfect
competitive market and more than that of a monopoly market. Similarly equilibrium
price of monopolistic competion market will be more than the price of a perfect competition
market and less than that of a monopoly.)

Oligopoly
Oligopoly is a market situation which few firms selling either homogeneous product
or differentiated products. Therefore Oligopoly is also known as 'Competition among

few'

'Duopoly' is a special case of oligopoly market in which there are exactly two sellers.

Features
1. Few sellers.
2. Products are either homogeneous of differentiated.

3. Interdependence in decision making: In an oligoploy market the price and output
decisions are interrelated. This interdependence of firm some times leads of 'Collusive
Oligopoly'

4.  Price Leadership : In some oligopoly markets, the powerful or experienced firm
may fix the price of product of the industry. Then other firms consider it as a guidline
to fix the price. Here the powerful firm is 'price leader' and others are price followers.

5. Price Rigidity : In an oligopoly market once price of commodity is determined. It
tends to remain stable for long period of time. No firm ready change the prevailing
price because of fear of counter actions by rival firms.

6. Indeterminateness of demand curve.

A simple model of oligopoly behaviour regarding price and quantity
Equilibrium of oligopoly market -Cournot's duopoly Model :

The earliest oligopoly model was developed by French economist Augstin Curnot.
The basic assumption in the model is that the duopolists have identical product and
identical cost.

In a duopoly market with two firms, each firm produce half of the market share
assuming the remaining part will be produced by the rival firm. But the rival firm produce
only half of the the part left to it. When this process continue to the end. Each firm hold

% (One third) of the total marketed output.
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1
That is, Individual firm supply = 1

Market Supply = ﬁ

n = number of firms

Numerical Example of Cornot's duopoly model
The market demand curve is given by g=200-4p and both the firms have zero cost.

The quantity supplied by each firm and Equilibrium price :

q=200-4p
4p =200 - q
_200 g
P== -1
200 1
44

When price is zero (p=0), the maximum quantity demanded is 200
q=200-4p
=200 -4x0
=200

1
In the Curnot model each firm produces 3 of the market demand.

Then market supply is
—200 x 4200 x |
q= X 3 X E
_ 200 200
1773 773
_ 400
1773

Substituting the value of 'q' in equation (1)
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We get,

p=150-0.25¢q

400
= 50 - 025>< T

~ 5012
3

=50-33.3

Equilibrium market price p = 16.67

The Equilibrium quantity supplied (market supply) is

= 200-4p
= 200-4x16.67
q =133.32

Evaluation Questions

1) The market demand curve facing two duopolis is given by, q=500-5p
a) Find the equilibrium market price
b) Find the quantity supplied by each firm in equilibrium
2)  Compare if different market forms by filling the columns.
SI. Perfect Monopolistic
No. Features Competition Monopoly Competition Oligopoly
1. | Number of firms
2. | Nature of product
3. | Freedom of entry
4. | Price
5. | Selling Cost
6. | Elasticity of Demand
7. | Demand Curve
* k%
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MACRO ECONOMICS
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Chapter 1

INTRODUCTION

The subject matter Economics broadly divided in to two.

1)  Micro Economics

2)  Macro Economics

Micro Economics deals with small units of the economy like individual consumer,
household or a firm.

Macro Economics deals with aggregates like GNP, Total employment, total savings
and investment, general price level etc.

LMUG QAILAUITLOW)OS §2101Q) CLISH:EBBUT TMVoNITW]a] H00L6BBS6N TV)GHD TVMIG
QQAUMOD]G3 OOBHI0Y0 §21QINO).

momid ayAUMAWIOal TVMMIWVEBBOS @H)012])88 alOMo af)an quOIRl VAU
alyaImne@ Mldalajlesndo.
Micro Economics studies about trees while macro economics studies forest.

Micro Concepts Macro Concepts
Wage Rate Inflation
Price of Pencil GDP
Allocation Resource Per Capita Income
Price Theory Aggregate demand
Equilibrium output of a firm Full employment
Rent for a house General Price Level
Monetary ploicy of RBI,
Fiscal policy of Govt.
Micro & Macro Comparison
Q@ 0TVOD 103 V)BHA VOB quO)el qLIMUMTY1ds
@pslaunomo WM (Mo WO (Mo
1. alomOmIend @Ml | 2aICRISMISHUS &Zl.all.adl. ailel
@)S)o6Nlo M)S6BR1W MIelanoo M)S6Blw
89 ©)emIQ)Hud LI MEBBUD
2. olol @oUiled auam)eilo ®alo®) TLaAM)LIl®
aile:avmo aile:avmo
3. Ao a0Vl QldMemo ailaon arfleemo
4. BloHyo 3Q0a]s TVOMIC]H aomid QIyQIMOW)OSV)0
@EMIYHSBOS Hal0)20Q0 | EPDINM TLERIWEBBSBIESW)0
ailvodmeIMo §21Q@3 ©al0)20Qo QiltodeIMo 6 21Q©3
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Why Macro Economics

Adam Smith, the father of modern Economics argued that micro analysis can an-
swer all the economic problems. But economists gradually discoverd that they had to
look further. The following are the reasons why we should study problems in Macro
perspective.

1) 000GH0 Ald®LIMo al0®IIN®)CaldPLl af)Llod00 3SR 0 & ECMI0SB6BBU3

D1eImIT3E)HEWO @ROLIEITE MILINIC3HHIM8 TVOWI®EWI el
2)  aflel avBAREB81M HEMUI8EBUW MIeImITen)myemeslelo @G®AY]

TMLo@)EIMOAITN EGMSEMeRaIel.

3) 06060 AlWB:LIMo AULEMIND LIGHLEBUE 2O(@206M allB®)SOMMND. alddH B0)

IROHOM TVoNITWIa] 2ilEIGa]0u8 TVOMa0Y EIGHUIEBRUY allBOSEOME] QIGIN 0.

Macro Economics decision makers are the State, Statutory bodies like RBI, SEBI
and similar institutions. They follow objectives like the welfare of the country and its
people as a whole.

Emergence of Macro Economics (nunjer avomiomle wor(@omland 23wo)

qmnyel WIMIOMIH  WOIM(@OMIOA  98VOMIM)o  (alaldO®IM)o
©006mM20VIA®IBIN @ 1930-HS@3 W02 [IGIW)o AUSEHH GREAGIEHWVICRIW)0 VIR YEROS
(WIVla) @aoomomimoloymmy. (Great Depression)

@cadlenl@d emoslelalnda @man) @AIME@WIGE MWl 25 VMAOMAV] HWAIN).
OAOOMo DT3aIIBMo 33 YOMAOIMO )L,

D MVOMIOMIE ROMBIOTD AOIHSHNIM DD OIRLEBBOS MVIa0IV]a]®) (6Nnilglatd
DEH00eMAITY @RWI0)IN ¢RM HAWMIBW HHOMBIV  @RHWIOY)IN). GREGAOCDINNG
allwlalvomimao® (»wnonooem General Theory of Employment Interest and Money.

MY AN OBHOMIG3 80) VMU AUIAUTLOW)HS HROAMOMILNBS (alURTMMo
ailvodeimo §21Qom)o Allailw GRRILIGS)OS aldMIaldMIMWo aldlGUooUSlEnIMIo @REGAN0
@RYnOIOMo alP@). I TLOYEI MVIMUCTR S uoom”x@m’le)c@ (al2100O®]0) QISlOMS] 2|

SECTORS in Macro Economics

When we study the economy in aggregate we can see there are four inter dependent
sectors working in an Economy.

They are: 1) Household
2) Firms
3) Government

4) External Sector
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Questions

I

II

I

Classify the following in to branches of Economics.

a)
b)
©)
d)

Firm decision
Devaluation measures of RBI
Cash Reserve Ratio

Price Elasticity of Product

Wage rate, Price of Pencil, inflation, allocation of resources aggregate demand price

theory.

Aggregate consumption, Salary of a Teacher, GDP, Demand for pencil.

IV @69 ®mlcdlenym (aimimoainses Micro Economics agyam)o Macro Economics

VI

a)M)o @O0 @G16) 2 9)0))bs.

1)

alBluOlell MuoleEemMADIN af)BIOOWIBS TVAEHIBIOG MIW(ANEMEEBUI.

o®0%1eNglHe8 ¢R0ellcod Bledlen M@)o MINLOA]S B0) DTIaIIBH
@emiglom @loy@omo.

aleMOmIOag @e8Alo Hald®) aflel mlelanoale ®ezlenss snimwo.

aly@omE®1@d M1 2elaglen)mM@1em) c@mOMIOMm &)101a|)88 60)
B)S)oNIOMIHZ @T0320Mo.

@009 ®a1O1EN)MM (Al @OQAUMBHOHS VO MUOD & aoocrﬁL@m%)c@ Q6N

ailconeBglendl ®oo®Ialee)d:

a)

b)

©)
d)

Reliance womyjemlesoat@dad STD a108®)sB maoenid myoad 20 %
)02jl0len)am).

0®091l2l00n $)066)M@IMo] walmeang IT @emyeniaw alyairvowesByd
@)568B30M ®10)20M 2 jldlen)an).

dlavdali entos; Cash Reserve Ratio aidablafla).

mo0)®1 @e3y00) Estillo 00)&:8)10s 2@alodmo aidavleflenoad
®10)200 ] 2flGlee)am).

Categorise the following variables under apporpriate headings.

Full employment National output equilibrium output of a firm, per capita income.
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VI

VIII

IX

Classify the given variables in to Micro Economics and Macro Economics.

General price level, Aggregate consumption, Rent for a house in a city, Demand for
fish in a local market.

Classify the statements in to micro and macro economics.

1) aquo@io SHMINSA HAUM] MAloenI@ 2008 @3 HMUMIOee! &®o¥lens]e:8)60S
caI®mMo 10% 6aISIee)0WE00mM ®10)R0M]ay).

2) 2008 BCHNICIGE aMyWleel GlaTvdQ] enIdE:; TVMIG AIYAIMLOTEE B0} al)C W
QOWald MWo (aleriioalilaf).

Some variables are given below Classify them on two branches of economics.
1) Utility

2)  Price Level

3) Inflation

4)  Demand for pen

5) Aggregate Consumption

6) Taxes
7)  GDP
8) Rent
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Chapter 2

NATIONAL INCOME ACCOUNTING

Adam Smith, the father of modern Economics in his famous Book. An Inquiry in to
the Nature and Causes of Wealth of Nations says that a country becomes rich or poor not
merely depends on the natural Resources available in the country but how the Natural
Resources are utilised for production of wealth.

80} 00RYOTIHA3 MMIM® @10}AOTL)ING @RANNS LIGIAOW (ald:i@ AllIEBS)OS
@pzle) 20l2] @ROMOo QNEAIEBSINS DalCWINOMIENeS @RANOS 9@aldElaleneq|san
TMLMICOG @RSOIE).

In every country certain goods and services are produced by the people by combin-
ing their energies with natural and man made resources. This results in a flow of produc-
tion.

80) TLVMU® QIAUTOV]E3 AMaHIB LIBYANIWV (ald:i®] QlBAIEBBSIAOW) o DM)aHY
mIdm® QileaIEBS)n0W)o LoJ@kode@mﬂmgmmﬂac@ oMWl @REME»o TVIWM
GAIMEEBU 2@3aldGlalee)an). MO OGBaIIBMOMINM BEIEHIM  HOVMAIEHIAM). DD
D@3aloBM (AU MRM B0) OIRIOD QUOIRIM O@lOBMOBIM  BHOOEMAIBIANO).
Production always generates income. Production of goods taking place in an country can
be categorised as follows.

PRODUCTION
I
N N%
Final Goods Intermediate Goods
@RAVID AUTT®)BHUB @RADOIS QAUTT@YEUD
(arlene)em00) D@AINBM (al(BlEs) 2Q) AUNTOMSHBYOS DTaIOBMOTIIN)
Qllew2IBR0® @RYAIUojo Wlocalgianal) MVa0IWEHYIM AUMT@)EOUB
©B30: GalM, al)MM&0, QT3 They undergo further transformation
®2a4103, HEMVO, Cawo etc. at the hands of any producer.
| 930: aloyowl, qulad, )M, 06rYda,
\L \l, cwommi moql, myeml etc
Consumer Goods Capitol Goods
DalBBISMY MEIwm
QUM @ UB QUM @ UB
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Final goods are of two types. Endup their use by single use are called consumer
goods. 80) 9alGWOWo OIME @O MO @PALOIMIo I E:) AN AW
DalGRIG®Y AUNTOHHUW. O ®10)ROMILHMN@ B0} AUTV@)ANHN DaIECWIN@IEM.

Capital goods are used in the production process. They help for further production.
They are durable in Nature. Examples Machines, tools, implements, buildings etc

903010300 AIBRUIa {0008 Ma0IW]HN)HWI0 @RE® VAW VIO alGleMoadmIm)
aflcWORIHOTIBNHO)HWIo H2IYIAN  AUTVOEHSEM  MLILM  AUTTOBUD. EIROWIH
9@ loBM (ol VTG MOFENV] (1 IAIBCIENAN T BLIWLM AUTV@EOBO6T.

Continuous and prolonged use of capital goods cause wear and tear to these goods.

They are to be repaired or replaced in due course of time. This expenditure is called
depreciation or capital consumption expenditure.

GUOaIN6EBS)o (al0IdanseaB3)o (Stock and Flows)

Economic variables are classified as stock variables and flow variables. Stock
variables are defind at a particular point of time. Flow variables are expressed over a
period of time.

aBO®O0) Wluailm quaweeISEmIENe GRS GIFH|S}EMOANIN 60} AlERBEA06M)
GUORIMO. af)MMOM 630) MM TVAW A IGIWIVIGE @RSIN) @IFH|SIOMIARID AllEGRBE:A06M)

(alQI9a0o0.
Stock Flows
Wealth Income
Capital Stock Consumption
Inventories Investment
Machines Output
Distance Profit

CIRCULAR FLOW OF INCOME
As we already know in an Economy there are four major sectors.

1) Households
2) Firms
3) Government

4)  External Sector

These various sector are not functioning independently. They are interdependent
and interlinked. The functions of one sector has many exchanges with other sectors.
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Hence we can say that an economy is like a web where the various sectors are interlinked
by their varified functions. The pictorial illustration of this inter relation and interdepen-
dence of the various sectors are called circular flow of Income.

Os0) avaud aijaiqunaleel Moel GaeleI®W aldoMal0o sITWImacem. o)
coeIeIde@n)0 AN MIG(MM20V] MIGEHIEMI (aIIGATISHIEMI TLOWIREL DI GAlLNSS
NITNWEBBUY GO |SIOMIWIMT @RG TVMIGI) QAILQAUTLOOW B0) 221D QleIss @)elynow]
@0Q)o. GAAILIHUW ®IENSs MITWEEBSB)o alOM)al0d(WEBSB)o (@ ©)Galem
LoJB(ﬁcmgﬂmﬂs)gm@oaﬁ. mogmomm’l@a@ 219(]d (alQlda0o og)cmcﬂq»e)gjsgm«ﬁ.

Here we examine the simple economic model of circular flow of income involving

only two sectors ie., firms and households. The following flow chart exhibits the circular
flow of income.

Spending

m

Firms House holds

Factor payment

Factor services

There are four major exchanges between firms and households. Every flow from
one sector has a counter flow from other sector.

Firms oM (alwOom WwAdeno D@3 l0BMMENM. DTIalOBM CLISH:EBRHS @RYQIUD A0V
@PMYOOWIG3 MAMIVafla) 9@3alo3Mo MSTM)E@6M fIrms 621N ©).

Household a8 (a1wom wdmmessud 9@3a108MEmImoaIuo @@ 2ualodm ALISH:@B60S
(aIB0Mo ©21Q . DT3alIBlaflEnea]S)aN TVOWM GAVAIMEBUE AI063E] alCWIUTlHN)H
ag)anlaioen).

The first flow is flow of factor services from Household to Firms. Factor services
are Land, Labour, Capital, Organisation. They hired by firms to produce goods and services.
These factors must be rewarded with Rent, Wages, Interest and profit respectively. This
is the beggining of the second flow. It is also the counterflow of the first flow. That is
factor payments. These are the income of the Households. They use this income for the
purchase of goods and services. This give rise to the third flow. Flow of goods and
services from firms to Households. In return the households make the spending
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(consumption expenditure) which is the fourth flow.
(alWOmM@O®)o MOl AllMIAWEB806M DD NS GRAILIGUE MEAIG3 MSENIM).
1) 9203a108M cpIsHeEBRa8)es 89)ee Household @3 mlan Firms ceiss

2)  9m3al0BM LISHEBWBHNSBS (aITlaneIomIM a9)ee Firms @@ almy House-
hold celse

3)  VOWM GILAIMEBE)es B89)ee Firms @3 mlay Household ceiss
4)  @aleeovealeinfond a9es Household @@ mlan Firms eelse

DD BPIHNHOS MRV Moom1dlajlolesyam). Money flows and Real flows.

Money Flows Real Flows
o (I@aDLITHIOG BB e  LOWM GAVAIMEBBB)o
*  9aIGCRIY ©alLINNle] B9)o6) ® 903aI0BM ALISH:EIVAIMEBBIINS BP)B6

D MOEI (alQI0a06EBSIENES®)o0 MVERIGIENAN M)eljo @)LlyR0V]dle)o.

D@BaloBMP)LI0 = (al@laDLIZ)LIf0 = AVOIWMEBIVAIM MLIo = ©alGRIY alrlql
@elyo

Hence in circular flow we have seen that there are some important flow continously

taking place in an economy.

Flow of production — Generates Income — Spend on goods and services.
Accordingly there are three methods of measuring National Income.

1)  The Product or Value Added Method.
2)  Expenditure Method
3) Income Method

METHODS OF MEASURING NATIONAL INCOME

National Income is the money value of all final goods and services produced in a
country in a year. The National Income measurement is very important as far as an economy
is concerned. It provides valuable information about the functioning of the Economy.

Why national Income calculation important?
e It helps to understand the growth and development of an economy.

e Itprovides an idea about the sectoral contributions and importance of various
sectors in an economy.

e  Helpful in formulating and implementing Govt. programmes and schemes.

e  Facilitate comparison of different economies.
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The Product or Value Added Method

In this method national income is viewed as production total. Here we look at National
Income as a flow of production of goods and services over a year.

In this method National Income is calculated by adding together the value added of
each and every firm in the economy.

Value added is the value generated and added by a firm in the process of production.
For example if a farmer produces 100 rupees worth of wheat. Further we assume that the
farmer do not need any input other than human labour. In other words no intermediate
goods used by the farmer. Hence the whole 100 rupees value is the contribution of the
farmer.Next a Baker purchases this 100 rupees wheat from the farmer and produces
250rupees worth of bread. Here the net contribution made by the Baker is value of
production of the firm. - value of intermediate goods used by the firm. ie., 250-100=150.
The value Added by the Baker is 150. Value added of farmer and baker can be calculated
as follows.

Farmer Baker
Total Production (Value of output) 100 250
Intermediate goods used 0 100
Value added 100 150

Hence the total production took place in the economy is 100+150=250
Gross Value Added = Value of output - Intermediate Consumption
Net Value Added = Gross value added - Depreciation

Net Value Added = Net value Added - Net Indirect Tax.

When we calculate the value of output by adding together the value added of each
firm in the economy we can avoid the problem of double counting.

Double counting is the problem of counting the value of a good more than once
while calculating value of production. In this method we add the Gross value added of
every firm. Symbolically

GDP = GVA + GVA+ GVAF .......... GVA

N
Therefore GDP = Z GVA,

i=1

N N
GDP=)_ NVA+2.D.
i=1

i=1

N
NDP =2 NVA,
i=1
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Value of output of a firm can also be calculated in another way. Here we take the
output as sold and unsold output.

80 firm 80) AId.uOmIE3 MlaM)o @RS AUBHUCCINES 209N AlT3EHO|SOCIN
@Rl AN ®)e0 0. @RAERLMIAMTI® UM @)U, @PAVOAV &I® UM @) U3
D)MLNVAUWOS BReE: @rzaillom Inventories aganolweaajsyan).

a0) firm o} Inventories @ Qidau0 QIGaHo ©6MB) @O0 MIQEBBB)ENBOBHI0Y6NE.
Invertories &g aidavbmal Accumulation agyamyo Inventories @8 @emeo@)IN & )0ql
Deccumulation agyamyo @ecloeaq]syam). Inventories @3 9enzod)an @0Qo &ene)ailslesnom
®06¢ alo@)MM A1 qLI1EB:G1EO0QAM M.

Change in Inventories = Product of a firm during a year - sale
(Change in stock agyamyo @ROIWeA]S)0) of the firm during the year.

= Closing stock - Opening Stock
(Inventories Oaw) stock variable @ren?)

oo ololI@3 ao) firm 6a 80) aldauec sales 1000 O)al W)EGS®OEM. @R QIGaHo
firm ead Inventories a3 500 @)al@0s aideLMAREEOIWV. @R aldado @R firm 6w
OROOMo D@IaldBMMEILo

Value of output = Value of sales + Value of Change in Inventories.
1000+500
1500

Expenditure Method (9a1e10i @1®1)

Here we look at national income as a spending total. Here the assumption is that
one man's income is another man's expenditure. Hence the total income generated in the
economy over a period would be equal to the total expenditure took place in the economy
during the same period.

oY 01OV 80) ABaHo MLMUE AyAUTLOWILNMEOW]0)aD @LIAIM @RANIZ
©2121AN®H8)0 HIS1OWS)BN)BHWIEN  §21QMND. GROMOIB AUTNTMHB)OS 2)HSILNSS
9210101 HEMBEHOLIS)EHOANIN@EL.

@pamla ealelansud (Final Expenditure) oenzodles)m@ moel moo ealeia)e:ud
c¢al@amoem. There are four components for the final expenditure of the economy. They
are

1. Final Consumption Expenditure : Consumption expenditure by households or
durables semi durables and perishable goods and on various services. This is denoted
by (Ci)

2. Investment Expenditure : It is the expenditure in an economy on capital or investment
goods. This is mainly made by firms. They are for investment purposes. Expenditure
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on machines, plants and Machinery, tools, implements, infrastructure etc, are
examples for this type of expenditure. This is denoted by (Ii)

3. Government Expenditure : In modern economies govt plays an important role. Govt.
makes a lot of expenditure as a part of their developmental and regulating activities.
This is called Government Expenditure. Which is denoted by (Gi)

4.  Net Exports : This is the foreign demand in an economy. This is the difference
between export and import of an economy during a year.
Hence GDP=sum total of all the final expenditure received by the firms in the

economy.
GDP=C+I+G+X-M

Income Method (a1oymom @lm)

The total of final expenditure in the economy must be equal to the incomes received
by the factors of production taken together. In this method we add together the factor
incomes received by the factors of production in a year. GDP is the sumtotal of all rent,
wage, interest and profit.

GDP=W+P+In+R

We can summarise the measurement of national income in three identities as given

below.
N

X-M P 2GVA

+ +

G In

+ +

I R

+ +

C W

2 2
Expenditure Income Product
Method Method Method

The difference between import and export is known as Trade deficit (M-X)

The difference between Govt. expenditure and Tax revenue is called Budget
deficit. (G-T)
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BASIC NATIONAL INCOME CONCEPTS

GNP = GDP + Net factor Income from abroad

GDP = GNP - Net factor Income from abraod

NDP = GDP - Depreciation

NNP = GNP - Depreciation

NNP,.= NNP, - Net Indirect Tax

NNP,.is the true National Income (NI) of an economy

&SI alosomlolesyan aflailw National Income Concepts &8 semeEmOm
ma@dssl Concepts o <ocemenz Concepts 9o malen88 @GRE&HUO QIL@LOTVAI0 GMNOBH)S:.

ag®) Concept &8 mazilenss alymyoavo NFI, Depreciation, Net Indirect Tax agyamlaioi@d
aBO®E:12)20N01B0)0. MIe® Boemlafldlenyan Chart so@la) MleEBe8 MVa0OWIEe)o.

- Depreciation

[y
.

+Depreciation

G - Gross
N - Net

NFI - Net factor income from

abroad -NFI N-National
D-Domestic

+NFI

NIT - Net Indirect Tax
-NIT MP-Market
FC -Factor Cost
NIT = Indirect Tax - Subsidies /\/

+NIT
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932aNM6Mo
(€)1 N Ny o,

sailos mayee @anlcleean oes conceptsud GNP, @0 NNP oy@06m3. snaiiloas
aBlO®06086 @IMU0EBSIT ay@iocumenE?  G—->N, MP - FC, oeg aiymyoaussgos.
mailos N @3 mla G oleaien)o FC @1@d mlanjo MP @leeien)o Galodemo. @oa)ed:0ens
OO (BP0 (MBFORI (N0 (ale000) Depreciation NIT agyarilal NNP, cwos) @)5lwomd
GNP,,, ®loeiomoo.

Personal Income (PI) = NI - Undistributed profit - Net Interest payment -
Corporate Tax + Transfer earnings of the Households.
Personal Disposable Income (PDI) = PI - Personal Tax Payments - Non-tax
payments.
GDP Deflator

3001 QI0)AOMo EMBSITLOIMOMIM BHEMENIBN0. BAN @EPOD®) QUG U O
mowmeMAIMeEBa)es aflel mlelaeo (Current Price) #:6me01eLIS)om)e@:06ns 9@3a103Mm
Meljo H)S10Ws)om 631w AIE)@OMo &emoo. e@lem National Income at Current
Price agyamoen) alow)ss.

06ME MMBal)88 a@eomeslenoe aidaueoom (Base Year) alleiseos @psicunomadss] (Base
Year Price) oM QI@auo@® 9@3a103M D)LIj0 BHeMEHIBH] G3Ud1Q QIO)RIMO HEENBOMIo.
sooleom National Incoem at Constant Price agyandl@eq]syam).

80} 00RYOMIH, WLNOBMO TMLOMICHE: AI8d2] amqylensenoad National Income at
Constant Price @myen) :6m@6069)6. Mailos onodanamlcd @®aBa@aHEOmEs @RSImunom
QIBUODI@3 MWIAMANZO® AileIndgo Mo BFlADSHIWIEM G3UTYW AIEYAOMo EI6MYAND).

eEBEloMm Qfleixdgo 2Ll R@IIBM MLILOMILNMEO® 2000 BYlAINSHOWS)HHIaM
(allooeny GDP Deflator agyim®)e@:06nE 96303160} @. @R® @069 alo@am olosllo3

»061MJo0.

GDP Deflator :Nominal GDP 100 - GDP at Current Price 100

Real GDP GDP at Constant Price

80 comryomleag GDP Current afleil@d &6mMe0891@eEaloud 3200 ©)alwo Con-
stant Price@d :6ma90661weajoud 1600 0jai@)aoesman) &emey GDP Deflator ©:06m)6..

Nominal GDP . 100 3200 100 = 200

Real GDP 1600

GDP Deflator =

(D@OBA®N0 D AlBaHo @RSINNIM  AUBHEOI) @RCaladla] ailer mlelnnoo
0Sla)) ag)IMm@o6.
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GDP & WELFARE

GDP &0) comyomlon ¢a:uaoom av)ailaflen)an acloo® B0} a0)ald:a0Gemo?

@l af)Mm@oem gomoo. GDP w)o commae @al@d enawa)ens. aloou

CHUAODIOG @RBANEHOGE o) O1D1VI@ GDP @8 aflel aidldl@leg)ns. @eal @oe

alO®)IMAQIO6M.

1

GDP aioy@om allmesmomlenamzociloyan @pavamio @emeslaeaisiseyalal. GDP
QIdEV12J0@ @0(@o CHUo AIdrUlSslel @@ TVAMInl)B6RAIW] VA aOO1GS
all®oemo ©a1QOa|Sid M)Slealemo.

Non - Marketed Exchanges (scnuoecgmo allmlowesud (woalem auauo
aAUMNGHSEI@B B30) al0s MmseyMenE) ool GDP es a16lwloiad aloyamaiwel.
alOBH CAHURHO MLIOWIMIEl8naNAII6M).

Externalities : aide@o®I@3 ©@3aloBMo MSHIN@IOR RONDOW] DENMEIE:)aN
(A SHBGRO 2 lGOOSHUCRI AW N)eM GR0aH6B8o6eM Externalities agamolweq]syam).
ol GDP @)6s a16ldlo@d aloyamlel 930:- 80} andg0] (1 1IdOlen)cMIous GRIH3
21)Q)nl0S)MBBAUBHE) QEMBIBYAN @YCVIWY (IUVOMEBBUD, ALNMIBO6M (alUEMEBBE3
aganlal GDP &6me9069)6midowd al@l0emleneqa|s)anlal. alodH GCHHUA6 O
GBaUHOMOV] MIOWIBH)AN). @O@EaINLl B0) QMW aNdRHOl Bal) (alGBUOO
QI0)eMIUW @@1OM BOWAIW] HOWIM W@OIN® AVDGOY0 LIBIAIHH AN G
NEMH020® B0} anelnoem. o GDP 0@ a1dlvemlenaaisyan allauwacg.

QUESTIONS
1) The data collected for small economy is presented in the following table
No. Item Amount
1 Govt. expenditure 150
2 Rent 250
3 Wages and Salaries 655
4 Pvt. Fiscal Consumption Expenditure 755
5 Investment Expenditure 190
6 Interest 40
7 Exports 230
8 Imports 250
9 Profit 130
10 Depreciation 10

a) Calculate GDP by income and expenditure method.
b) Do you get identical result? Why?
c) What is the amount of Trade deficiet
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(avya1m : Income Method-GDP =Rent+Wages+Interest+Profit+Depreciation

Expenditure method : GDP=Pvt -fiscal consumption exp + Givt.expenditure + In-

vestment Expenditure + Net export +Depreciation

2)

3)

4)

Trade Deficit = M-X (Import - Export))

Catagerise the following flows in the given chart
a) Flow of factor Services

b) Flow of Factor Rewards

c) Flow of Finished Goods & Services

d) Flow of Consumption Expenditure

Real Flow Money Flow
[ ] [ ]
[ ] [ ]

80) ooxrieom GDP 100 ¢80l 0)ai@ow)o NDP 90 @#0s1 0)ai@om)o
&HEMBNIBHN VGBI H9)aM). f)8513

a) oo 2203 ag)d® QAU@IOTVREMBBOAN AUYSDDODE)H>.

b) @Y A®PIVOTD BN AalBOO® MIBQY2lee)d:

@069 $06M2flolenan 2l@OMIE3 B0) MLAUA AYAUTLOW]HE! AUYROM BLIEN)BHUD
(Circular Flow of Income) ageamoasna@m) coeea]s)om)e:.

N

Firms House holds
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S)

6)

7)

8)

®069 ®MIGlENM algle@lad Wl A ag)an srumlwyes aidesleo melyo (Value

Added) ®6m@9H009)0.

No. Item Amount
1 Closing Stock 40
2. Opening Stock 20
aill@daim melyo 210
(Value of Sales)
4 @RMVOMIY® AUMI(@EBBBIOS QI06BBUD 145
(Intermediate Goods Consumption)
Hints :  Value of Output = Value of Sales + Change in Stock
Change in Stock = Closing Stock - Opening Stock
Value added = Value of output - Intermediate expenditure

Complete the table. One is done for you.

AN

QGross
GNP

Value Added = ... —

NNP,, = -

P T e T

Net Indirect Tax = . e
NNP_. = veerenns e

GDP

= GNP - NFI

Categerise as stock and flow

National Income, Capital, Money Supply, Distance, Speed of a Car, Capital

formation water in a tank

Prepare Self explanatory charts to explain the followings

a)
b)
©)
d)

GNP
NNP

GDP Deflator =

Net Investment =

(Net Investment = Gross Investment - Depreciation)

e)
f)

PCI =
PDI =
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9)

10)

11)

12

13)

The names of various commodities are given below. Classify them in to final good

and intermediate good.

Bread, Wood, Rubber, Tyre, Table, Wheat

Give one word for the following statements

a)
b)

©)
d)

National Income -+ Population =

A pictorial illustrations of the interdependence between major sectors of the
economy.

Personal Income - Personal Tax Payments

GNP - Depreciation

Calculate National Income (NI) by expenditure method from the following data
(Hints: GDP ,, - GNP, , — NNP, . —NNP_.)

1)
2)
3)
4)
5)
6)
7)
8)

Consumption of fixed capitol : 40 crores
Private Consumption expenditire : 4800 crores
Investment Expenditure : 3500 crores
Export : 860 crores
Import : 900 crores
Govt. Expenditure : 200 crores
Net factor Income from : -40 crores
Net Indirect tax : 20 crores

(GDP,,,=C+I+G+X-M)

Provide appropriate term

P W=

Concepts Terms

Value of output - Intermediate Consumption ~— .....cccveeeeeviiiiienennn.
GDP +not factor income from abroad L
GNP - Depreciation e
NNP, , - Net Indirect Tax

Complete the following with appropriate terms

a)
b)
©)
d)

GDP = GNP(-) coeeeeiieeieeeieee,

Net Indirect Tax = Indirect Tax () ccccvvvveeeeeeerinnnnnee.
NNP_. = GNP_. (4) oo,

GVA = Value of Output (=) .ccvvvvvveeeeeeeiinnneee,
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Chapter 3

MONEY & BANKING

Money is one of the most important inventions of mankind. It is often compared to
the invention of fire in science, wheel in technology. Development of exchange and
increase in market transactions necessitated the introduction of money.

The early system of exchange without the medium of money is called Barter system
of exchange. Under this system goods are exchanged for goods. For eg. Fish is ex-
changed for paddy.

Barter system of exchange had certain limitations. They are
1)  Absence of double coincidence of wants.

2)  Lack of common measure of value.

3) Lack of store of value.

4) Difficulty of Division without loss of value

5) Difficulty for deffered payments.

6) Difficulty of transfer of value.

To remove all of these difficulties man introduced money.

What is money?

According is Robertson, "Money can be defined as anything which is commonly
accepted in exchange for goods and services and discharging other kinds of obligations."

According to W.A.Walker, "Money is what money does."

Functions of money (aismomlond wdansasud)

Funcltions
J \

Primary Secondary Contingent
e Money is medium e Money alts as a e Basis of credit

of exchange store of value
e Money is a measure e Money is a standard for e helps in distribution of

of value deffered payments natonal income

(Unit of Account) e Money helps for e Guarantor of liquidity

transferring value.
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aléMo &) allmlaw @owyo

aléMo B0) M)LINEBSBINS @RBONGHEIM3
aléMo 630) MRILGUI0 DaldW]

aleMo OHHIS)BN@ QI06BBAINOJ @PSIMNdMo

*® & & o o

aléMo MEIHEGAQ V00U

DEMAND FOR MONEY (alsmoml9agd ¢a193mo)

aléMo GaldBMo §2IYeSMEOMANIM? RMEBIOS (BAUGIOEIRIHAE) aleMAODTIM
G210BMMAENBIBHNMN@ af)aMIEM HER.0))0.OBHOMBIV @RE]AI0WeHASIMO). (BAIMIOEILINHo
(Liquidity preference) ag)ano@d alsmo & 300t @GR 6OBHWIT MV)GHHIBHIMSBS @YW
mo8)am). Money is the most liquid form of assets. aggane (oINS @RIV alem@d
oM. (BAI®Io af)D® B0} @YAVD®] aF@OQUUIOBIMIo AUSHO HalHFM DaleIUIlEnIMSS
@@1og &Flalleom availajlenyam.

al6Mo & 0nt @YW HEGWIM3 MV)&HIEH)IM @R8I ®10)2OM]Ee)M® MEEIOHM alQ)
GMIOU3 @RAIBHS @R® MIeEHailafomd 1520010} alellvo®)o HOBHVITE MV)EH]Be)
emMIoUd LIElSO)IM SD2jajo OOMARY0 6alD6M.

Demand for money is constituted by two motives:
1) The Transaction motive

2) The speculative motive

The Transaction Motive

RMEBBUBHS AUOYROMO HOBHVIM LIEIENMND®)0 §2ILIAUIBN) Mo MG B0) GOl
ailgoenio @ME. D &oelail8osnio al)BOM]E:01ee)M@IMIVT GRAAB alsMo & y0aHIW]
OOHWIG3 TV)HUHH}AMN). BIOOEMAW] af)2J0 20AVAR0 BINI0 MY VoMIBo LIEIee MM
9EBLOOIVNOG ©210101 @Y @0aTVo M$)QIB MINZ)MITEHAN@EN). @GIMIG DEBLOY)
MOM OOBWITI B)02]) aleMo @ }0aHIV] MVIGHBHIAMN). D elsHUyOOMIsM Transac-
tion Motive ©@0oeMe LIeH §R0H0)aNO).

2laMEEBS)21GWIUTla] @) MEIABIONBSH 2 leMORIOAG E210BMHO IO alO}WAD
1NN @3 ag)P)®20.

M¢ =K.T M¢_ - Transaction demand for money
K - Positive fraction
T - Total value of transaction

80) @EMIG aliMo 80) WIRI® TLAVOB )@ @AM OOGAIQ0 §21QO|SIAM)
af)m@ed alsmamlead velocity of circulation agyamol@eq|syam). alsmoamlea velocity
of circulation )51 &mM®NOLIS)O MBHSIENBS TVYGAUIB:IOCM IO OV 1]V

GRIBE @0QOARAN@I6M).
/K M! =Torv.M!{ =T
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V = 1/K = Velocity of circulation of money.
Speculative demand

2RMEEBU3 @RAINIHS MHMIGI alll O)alCmIENo MEHIEHIA). MAIeS TVDE:0CWIMOW]
@PRAINYHS TVMICY GENIOENEIE3 TV)AHIBNIM DOV MVBEMBailENIAN). GENICENS  ag)aM
al0W)aN © NOAUMBOREIFO HMUDIHEBO  MOHHIAM HSa | @EBBSOM. Halo®)RMEIBSICI
M@ WE20Mo (AT lanBlo MTBLNAN af)PIMOa]S GOEIWIEM. GBS MTIHHIAM
alelve® Coupon Rate ag)am)o, cenidenslod aileiow mealailel agamio soelwgailom Ma-
turity Period ag)am) al0@)am). $:eM108 aleiliomlosn)o cnioenEleod aleiltomloss)o ®™oomayo
©21Q6NE RMEBUS GeNIONEITE MedHalo MSOD)d:.

° eenioenElongd aileiye emiogomleeal aleilvd Mlosnjo ®eAl@d Allal@1® eIMWLAdEM)
s8ao. price of bond and market rate of interest are inversely related. a1eflvo mloss
)S)EMI0US GeNIoENElDMg aflel $)0)o. alelltomlees &)OWEMIOUS GenIoeNE aflel
@»)S)o.
eenIoenElongd aileidflenezos,)an 20QOMINM ~0LIM0W] GROEIINZ DSAMLOM)ENBIE:}AM

RI0R MaHSE@BOS WLNO(MA0 capital gain agyamyo capital loss agamio @ROIe|SIAM).

Speculative demand for money depends on the rate of interest. They are inversely
related.

r -r I - alo20QiWlod0anam alellvomlods
r-r_ I - o@Q0ho $H0WORM aleilomloss

r - IO alellvdo loss

960: 80) mvmidalyainuodleel, r 1 12%, 1 6%, 1:9%

12-9 3

Speculative demand graph @ @00¢® &06m) (aldH000 QflLdBRBH0.

yp
I.max T
Ec;te OJ; Liquidity Trap
interes
VAN
A N fa—  ,
O N\

Speculative demand
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THE SUPPLY OF MONEY

Money supply is a stock variable Money supply consists of currency notes and
coins issued by monetary authority. It also includes demand and time deposits created by
commercial banks.

Currency notes and coins are used as money because they have general acceptabil-
ity and the legal backing of the govt. As they circulate because of the order of the govt.
they are called fiat money. They are also called legal tender money because of the legal
backing of the monetary authority.

RBI's measures of money supply.

M, = CU+DD CU - Currency DD - Demand Deposit
M, = M +savings deposits with post office savings banks

M, =M +Net time deposits of commercial banks

M, = M, + Total deposits with post office savings organisations

Ml
Mz} are called narrow money

M
M3} are called broad money

4
M, - is called aggregate monetary resources. It is most commonly used measure of

money supply.

MONEY CREATION BY BANKING SYSTEM

The factors influencing money supply of an economy are two: They are
1) The currency deposit ratio (cdr): It is the ratio of money held by the public in
currency is to that they hold in bank deposits

cU
Cdr= DD

2)  The reserve deposit ratio (rdr): It is the proportion of the total deposits commercial
banks keep as reserves.

To ensure that the commercial banks keep enough reserves the RBI uses the follow-
ing tools:

1. Cash reserve ratio
2. Statutory Liquidity Ratio
3. Bank rate
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Functions of commercial banks

1)

2)

3)
4)

Accepting deposits.: CB's accept deposits from the public. There are three types
of deposits.

1.  Demand or current deposits - no interest paid
2. Savings deposits - Low interest paid
3. Fixed or Time deposit - High interest paid.

aoWal M@e@3 (Giving loans & advances) ©al0®)RMeEBWBHS @RYAINDLROW
aillallw ®oo AUVWaldud M@IE:)IN).

Creation of credit (0@al qV{aiSlea®3)

mlesHalo msom@d (Making investment)

@Q) wAmeaBUd

. anN6NE M0Qo

aNeNE GUORIBIHN G

@RS BHUd NSO @I

Qil@3al(@ $00YEEBUE MSa 0sHE3
GLINBH@ TLoAIlWIMo MTIHGI

*® & & o o

aflaillw ™o AfldaVm (AIQIRTIMEBBUBHE WMAVAOIWo MBI DI.

High powered money:

The total liability of the monetary authority of the country, RBI, is called the mon-

etary base or high powered money.

G ((BENIID,

af)2I0 PIRIEBUBHN)0 @OGICIFMIV GH(MBENIOBENS. DANIWIHLI G (BENIOE; GlavAAl

NIOB; B0afl ADY af)INCIWH|S)AIN). B0} EIVIOWINM WDMHO0Y AULAUTLOWOS @Ela]
@SS TLNOAIMAIEM Ch((BENIOB:. DoWMEIGS @M 6NINB: Boal oYENE, GREABIHH WG
®anWwo@d Glavdal ailquo af)anlEBem @RClIWea|S)aM).

C(BNIIB1H3 WAMM63BUB

l.

Note issue (@mog1060@3) MIMIWIOLl BHOMM] BMIF)d:Slo B0) B)al CHOWIMB ¢
2])B8 MOMWEEBSBo MOSHIMSBH )36 @RUSIE:000 G MBENIOB M6,
naemeadleag enios; (Government's Bank) es(a3enioss; waienteadlend 2a163:34s0ql,
NIoEs, aBRM af)MT MaIBS68 (a1BOmIEe)MTIMOGE VAIMEAFHAg NI0EOW
@ROIWO|S)aM).
NIEHB)0S niow; (Bankers Bank) : comyomleal ag) enios:)s08e100 D nioesleng
MO (MM OMILINT. DAIWOHS HOJME WMo MVIGHIBN}IMND BB (BENIOEHIEM).
@RI LISEEBSIG3 TLOIMICTIE: TVANIWo M@ MVANIW]LNMMD)o BB MBENINEHD
oM. BRDMYOBH0ENE B (BENIOBIOHM NIVERHBIOS @RAITVOMOED @eomoem] (Lender
of last resort) agyamol@eq|syam).
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4. apnalw)esw)o alem (al3omomledio Mloame.ad Controller of credit and money
supply)
80) CORIOMING TVOMIOWIH MAIE® O} AUOYAME: Af)TND G (BENIOBIN 2O
@EIWOEM. GRMOEHIENE MEIAN OIRION aleMea|0)alo, aleMal)}seo af)an (aIGEO
MUEBBU3 DENBIHIOD BGMICHHENED) cgoeamamuoaeﬂ@aé DOMOAIGIMINVET). CH(MBENIOH,
@@loa alsmmoaoilenes (Monetary policy) @ qow @), ARWalw)Hs @RSAI
@@)QIF] aleMOOG @RSAl MWDo OIS GH(BENIOE; D LldHio GMS)aD).

5. afledromosmy cuoalo meHlaje-00m (Custodian of foreign exchange reserves)

6.  Publisher of reports (616035 (aIOOWE3)

7.  DSal0S)Hu8 ®IBH)aD GBUIW @B (Mo.

CH(BMING; AUIWal MIVIMEMANIMYaICWINTAN AN MIBNIBUY
(Measures of credit control by RBI)

1.  Open market operations : RBI purchases or sells government securities to the
general public in the open money market is called open market operations.

NAIMOAG HSaI(@EEBU3 CORITMIORl @O aleh &HEMIOBEBSIG3 alladee)HW)o,
QI0EBB)BH®)0 2IYIAD (AIAUBADMAR0EMID).

2.  Bank rate policy : Bank rate is the interest charged on the loans of commercial
banks by RBI. This is raised or lowered as the case by RBI.

QOEMIRY QIS BHUBH CB(MBENIOE; AUIDal WMAVANIWo MM@IHH)EAUIUB BDSOHH)M
a1efluo@os 6NINE; GOQG. M H)SIWo B)0aj)o AR IENINEGHBIOS AOTWald TV S
GUOAHIDW GH(MBENIOE; MIAWHHIAM).

3.  Varying Reserve Requirements : The various reserves to be kept by commercial
banks with RBI is changed time to time by the Reserve Bank to affect the credit
creation capacity of the commercial banks.

QIEMIRY NINE)HUD GH(BENINB:IOG @PS)O Alafldleeeez)an allallw @oo &)
@3 WHEDIG3 @0Qo0 AIOYOMBHWEM Glavdal nIdE; MAlles ©21QIANT). M@ QMR
NIOEH) BSOS AUIDal QVYAtS] GUaHIO® TLIDWIMIBe)IM).
There are two reserves mainly changed by RBI. they are
1. CRR
2. SLR
Cash reserve ratio, Statutory liquidity ratio agyan1 eeng olarvdanssoem) @RA.6nil.oag)
@pslens] aogym®@. RIPO mloss)o Reverse RIPO mlosnyo RBI mogo aloyomyam;.

Measure Tool At the time of Inflation At the time of depression
1. Open market Sale of Govt: securities Purchase of Govt.
operation securities given earlier
2. Bank rate policy Increase bank rate Decrease bank rate
3. CRR Increase Decrease
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Sterilisation by RBI : 80) 002y©0) TuomI@mlss (a100MEBBU3 OENMBOGIAN® 00RO Md:
MBS aleMOMIHAPEVWI ANV aldW)ESEWO @RBAMLIEMBIGIAM AIGRLMEAID &)O0CAIO
OHIENE) AO(MALL. ANOHOM @YOAN ALVMUAEAAUTVNWVIEE af)Ll0 COREBaOLI0 MO VIR
EBBB)A0W)0 TLOMIAMH AlNIAWEBUWE MSTMIEa|OaN). MEEBOHM AlleBro MOMICMIG: Allm]
QOO BONAOWENZIH)AN aleMOMIHM BL}HO)o TVMIBAULAUMLOWOS TAlOMEOW
NIOWlHe00. MEBBOM QAIO)EMINU3 @RA.6NIl.ong) alledram) Wlanlo AIO)IM aleMOB1OH0]
@R8N ®)RIYR0W aleM@R8al mumidalyaImadled Mimio afldalelenomss msals]
I @106)M). @REEIOM @PGI1NG afflo DEIDMIGHIM (VEIHe)IN). MDD MSalSlEanoeM)
Sterilisation by RBI agyancl@ea|syon.

Questions

1. Match the A with B column.

A B

M,, M, Aggregate Monetary resources
M,, M, Narrow Money

Macro Economics Price Theory

M, Borad Money

Micro Economics General Theory

2. ©@0¢ ®MICleeaM alSle0Td (aIWOMealS aleM TLoMITWEO® (Ga0eMIQAl Galog]
al) meBud allaiclafldlenam). @RV @eAl® calodmo (Excess demand) gatosm
omload amdeisyo (deficient demand) agyan’ @RAIMOBEI@E ag)saslom (alaidow)
B9YIMN) af)M) QULBDDOHO ).

Al MVOENIMWL AW @RAI®E2103Mo G2103MBDABLIRY0
MWEBBU3 MeImIcedHe)am MeImIcedHe)am
@RAITLNWI1©3 @RAITLNWI1©3

1) 80q6emM 203HHY M®o

2) 6nIos: ML MHWo

3) &HOYMM@ WMMWo

4) QIDWal GOaH6MIoU)

3. ©99¢% 63:05)0WIBlee)aN (AITVGIAIMGHUE HOQOEMBH;ITE GI0JCIHOWS)B6) B>
1) aBQalo (BAICINSS GRHIVGIWOEM &MIMNIHS)OS Ba0]
2)  Demand Deposit a5 9@3mm aleilvomloss elcymoens.
3) @IIVIGE aleMo @Ra|Slaflosn)am 2CMEAEIMIo GARY NIOE: BOal AN IHHI

om.
4)  SHOMOO NIOE; MAVIWIHL! B0) TVIHO0Y GRRILID 6NIOE; @Y.
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10.

11.

12.

@O0 OBIS)AMIBIENMM WAB2REBOS VN0V MO0 MIGa] MEIOBOS MTIB)E:. MGEH
aleBBud LB Olee)H, AWal®)o @OWINABAV)0 MM, NILNHU8 WIaUeIme6ns
021Q))d, AUIDal@)es auyatis], OlalmSe:DenElod) enil@s, alsmo @RaSlaflose)d, aileaud
MM OMIHAF VBl | B>00M.

Find odd one out.
monopoly of note issue, accepting deposits, Bankers Bank, Govt's Bank

Prepare a seminar report on the topic credit control policy of Reserve Bank of
India. It contains heading, introduction, main points, conclusion and order of
presentation.

RBI is the independent authority for conducting monetary policy. The most important
Role is as the controller of moeny supply. Explain 3 measures of monetary policy
(credit control measures)

(1012008 BTN MO HOHAUNMBS CMEBaO OHISIO GRVGISHIOMIW I
®l@3 wlan)o @REZOOWIOM alHHENBS dha| AU06ESE].

ag)) ®Y AMI2EOEWIM) MTBE)IM CalOO?

enil) eo® aillmln OlWes AIGIAIB:03 agyal?

MleEBE)eS Mualal (AIGBLOMSEI GARY NIOS; Bal MANIWIGE MIEBU B0) anlT3AD
qUMBABUOMo MSBIMAN) af)(IN) SO, DGIOHM TVoNITWla 630} GlEa|ods QOO
B9 .

(Hints: 0leajods anodmog omElalclensmo - QI06MIR enINE:)&»8)0S WAm6BU
016203513 Udea|S)OmEemMo.)

alemalenE® 630} TVMIGAILAITLOO® TVE:G0llEe)d. MVOWMEEBBIOS HEGAIQOIGE
QNI NNELING)HUB aBO@LIHAM) QIYHMAIEN)H. DD TVoAlWINEIOG Gald
) GIeleu] P TeTelnloxs

(Hints: Bartar and its difficulties)

Pick up odd one out and justify your answer.
Public debt, bank rate, open market operation, cash reserve ratio.

Prepare a seminar report based on the different functions of money.
(Hints: Seminar report should contain title, introduction, main points and conclusion)
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13. | 1) Central Govt. wants advice on a. aB® UNOAINOIMIEM D AlO6Om
a financial crisis (adI3OMEBRUW (WAMEERU3) (aloQIBOMI
2) Central Govt: wants an authority SROHHOM TVLOWENAN®?
as the custodian of foreign b. c2@3alofm® 80600 (alWdMEEBS8)o Qilud
exchange reserves &HLIMo HaIP® @R MLNJalMo @RAI
3) The country need an institution af)6BBOM OO0} §2I1Q)AN) ag)m)
to regulate the money QY BORIH) B>.
supply and credit system.

14, @069 ®aMIGIENM@ (alWOMea]g aleMAVOENIMWAIW MSalSle:S06M). @RM)EWIRY
D0 DOMOBBUI MDB;] alSld a)@OINWIH)ds.

AleM@VoNIMNW MSals] @RWIHCaloBM HHoAl Galodm
MSalSldHud @RAIMV OO @3 @RAIMVOOM @3

1. Open market operations

2. Bank rate policy

3. Cash reserve ratio

15. The RBI has been publishing four alternative measures of money supply in India
since 1977. On the basis of this can you complete the following table.

Terms Components

M,

| ELE

a)  Which are narrow money?
b)  Which are broad money?
c)  Which is called Aggregate monetary resource?

16. Legal tender money, fiat money agyamlal ag)@amM) QLS ROH)H:
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Chapter 4

DETERMINATION OF INCOME EMPLOYMENT

Introduction : The classical economists like Adam Smith, J.B. Say and David Ricardo
believed that a free unregulated economy will always be in equilibrium and there will be
full employment in the economy.

The classical theory was proved wrong by the 'Great Depression' of the 1930's.
Overproduction, insufficient demand and massive unemployment discredited the classical
theory. Economists were looking for an alternate theory of income and employment. In
1936 the famous British economist John Maynard Keynes published his "General Theory
of Employment Interest and Money" which was a master-piece which revolutionised
Macro Economic thinking.

Aggregate Demand and Aggregate Supply to Determine Equilibrium level of Income
and Employment

In a two sector economy, AD has two components - Consumption (C)

- Investment (I)

Two sector economy consists of house hold sector and producer sector, thus aggregate
demand/aggregate expenditure in a two sector economy is the sum of consumption and
investment.

1.e. AD=C+I1

'C' is a positive function of income (Y). With rise in income, consumption increases
and vice versa.

T is autonomous investment, which is not influenced by the level of income. AD is
sum of C & I, therefore AD curve has a positive slope.

Linear consumption function
The equaltion to show linear consumption function is
C= +by.
Where, ¢ = level of consumption at zero level of income.
b = Marginal propensity to consume
y = Given level of income

Marginal Propensity to Consume (MPC)
It is the ratio between change in consumption (AC ) and change in income (AY).
i.e. MPC = Change in consumption (AC)
Change in incomes (AY)
For example, If income increases from Rs. 200 to Rs. 300. and consumption increases
from Rs. 80 to 140, then
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wpc -2y (14080 60 o
AY’ '300-200" 100

It indicates that 60% of increase in income is spent on consumption.

Average Propensity to Consume (APC)
It is the ratio between total comsumption (C) and total income (Y)
) C
ie APC = v
For eg, if consumption is Rs.60 crore and income is Rs.100 crore, then

apc=2 _o6
100

This means that 60% of income is spent on consumption.

Average Propensity to Save (APS)
It is defined as the ratio of total savings to total income of the economy.

. S
1.e. APS= Y
For example if savings Rs.40 crore and income is Rs.100 crore.
40
Then APS = 100~ 0.4

1.e. 40% of income is saved.

Investment Function (I)

Investment are additions made to the existing sotck of capital. or it is the expenditure
on creation of new capital assets and changes in the inventory of producers. For simplicity
we assume that firms plan to invest the same amount every year. We can write the
investment demand as

=1

Therefore, In an economy without a government, the exante aggregate demand for
final goods is the sum total of exante consumption expenditure and exante investment

expenditure. »
ieAD= C+T +py AS
The equilibrium level of EL—AD=¢G.T+py

income and employment can Aggregate | —

. ) Demand C +bY
be determined with the help of ¢
aggregate demand curve and Aggregate :
aggregate supply curve. In SUPPly |
|

order to keep price constant at

any particular level one must |
assume that the suppliers are Income & Employment X
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willing to supply whatever amount consumers will demand at that price therefore, the
aggregate supply curve takes the form of a 45°upward slopping straight line.

A note on exante & expost

The terms denoting actual values measured in a certain year are called expost
measures.

The term denoting planned values of the variable measured in a certain year are
called exante measures.

In a theoretical model of the economy the exante values of there variables should
be our primary concern.

DETERMINATION OF
INCOME & EMPLOYMENT
@ym)erio

1930 »:8lenn=o@ muomiomle: @0 o KOMBH@ VoMM WITV(@® @Ral(ULO
MOWIENY SHMO® (alaOO2OVI0Y)IN). H@IFILNLPVAW)o, MIFMWH|0)aj0le TVMIGQILA
MNWI@3 0)BHROD O IBaN).

GONHH@3  MVIMIODIH croocrﬁL@m%mg AUSMIBNSIOLINOBIW HER.MNIL.OTVWYHS
SHEMIG NVAATIHG TVOWI® C210330 HalQYOalS). MD (AIGITVAW] caISEMIE3, TumIGaly
aimunoleal e@o¥lad mleianoo MIAGRVILO)N CLISEHEBHBEN)0]a] @yaitle000@ ailud
B31B06Mo MMHIV® GRM HAVMIBAUS OBWIMA af)ad TVOMUCDIE: QlBWELMOWV])
an). @O (A IMNVIRLAO® A IV@OHOTIENHS TG AlyQITLNVIeEAI QIE)A0M MIGGNPWo H@OY
ellelnTaw)es #&:006Mo af)In1BWEe)Gla] Alie®a0® allaivsmo @eEGa0o M@ ‘©@@OSI@3,
a1eil0o, aléMo 06NE GRAIRIG:S)BS B0) @RSAND MLMUBALAUTLOWIGE TVAIAOYBE2IOBMAOIM
(AIWOMAOW)o MENE ALISHEBBBO6N)BSO.

af)) 9aleBINEaINAMo. 6nil) MIEHHAIGaIOBMo

QI0)20M MVIRLIMMEWIHMY @ESITLNOMO AM:UVIM(MIOAOW DalERINMIVWAL @Y
an). QIEYEOMAMIONG 20QOIHF AOQEWIMMYTVG]a] DalEEOWealelailelo B0Qo MoRAIles)
any.

QI0)ROMAN0 DalGRIVAe GAAENSS ~l0ANIW NITWEDTD @)C1EHNINIEM Dal
¢RoW a@sBo (Consumption function)

C=1£(Y)

mailos C agyMm® 9alecowalo Y a)M® QIO)20MAR@06eM. QIO)R0Mo QIGRLISEe)
CMIOU3 @RYB)HUB @RAIOYOS Dalecdvalo AIBRUIa{len)aM). af)MI@3 AI0)ROMOMIHLI AIGRL
MaleMEn0ud 3)000W1BlEe)0 OalcRINTMInEl AIBERLMAL Al GRGIWH|SIANG DalERIW
(alQIeM® @RLOAID DaleconomImss omal® (Propensity to consume) agamosn). 9al
GBI afBBOOM MV)afloflee)an VA 0 @I aloWIAM AlWEMIGE MAYEs llKE1E:dl

BHB6Jo0.
C =Z'+by
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@aflos C af)M@ 9alERIM G2I0B8Mo C af)IN@ QIO)ROMo ML @RAIMNWIC]
@RB)BHUWBHY GAUMEIAUO)M 80) MuRil® MeIEEMIENSS DalRlAUMOMIEN88 OaleBIWo.

b a)an@ MIR0MO 9aIERBIW (alAIEM®

Y ag)amomd Qie)@0mo

DalERINOMIEN8S AIBRLMAN AIOYRIMOMIENS8 AIBRLMANC MAAIENSS @PM)ald

@@06m aV1R0am DalGEIUY) (alQleMm®).

MPC:£
AY

930a006MOMIM AUOYROMOMITZ 500 0)al1W)OS AUBRLMAI MNBIE)EMIOUB DalBROY

O3 400 O)alWIOS AUBRLMAT PENBIE)IMOAISIG3
mpc=2C 30 o
AY 500 oI

9alERINAI0 QIE)ROMA)0 MEZIENSS MIMWEOMWIEN WEIWGE] YalEBIY (AIAEM®
af)M IOV O. APC = I

9B0a0MOTIM 1000 B)al AUIOIRIMAN0 600 O)al DalGBOINAN0 @RYEEMESIT3 VOIUDE]

DalGRIY (AlQUEMD ag)MND).
600
PC=——=0.6
1000 ORHTS
Investment Demand (mleétal G2193mMo0)
BO®IE: MEIWM BRYMIMIBHUB AV HSIENMM@IM GAUMEIWY)BS §21L1ANGHOBWO6IM
MIEHHIE2I0BMO af)MN@ OGNS GRAGMNAILH)IND. MRILMONIHAG TVIRITDHHIOY LU

@Yo alellvomloee)a0em) MlesHal ¢2l103MeOOm MIAEMNVLNMO.

Aggregate Supply (qm2a0y® (2130 agd30)

80) TuMIBQIyAUMATIoLl AUIMITT® H@OSITE MIRINNEBSILl GRYHH:W)88 MIBW
aEBx8)es (output) al@3aImOIE3 MM MVooRHEHE @RLOAID DB3aIOBBHACHEs LIElBHI
QAN MBHHOB HOMIBNIAN alSleWIEM TVAAOL® (alBOM afd:3o.

26Q00) A1PIVIT A IOFTMITE O IOTRMEBBUBHE LIS QAIOYAOMo DalGBIW
OoIM)o ALAUIBIOBIMA0WT AlMICWIUIIEN)AN). BRYWTIMOIGE3

AS =C + S agyam) ato@0o.

AS = q02000y® (aIB0M B0

C = 9al6E00

S = aqumiosyo

amameill® a1e)@om mIdaNwo

OBOMlau 1B BNER6ILID RODMYE:

Aggregate
Demand
qvameilmoaimun MIdaRWen) M TVa0 &

qvmidalyaimnalenl aleyadmoileng

043 G2I0BMAL0 MUM0A0LE (alBomanmo Agegregate

. Supply
6m. QI E6EN)o M)RIYROANaM 6nila3)ailad

ML EI®IQIMNN  (aldailse)am). @6

030S)OMIGlEM MM afll@OmIod mlanyo

5 0 Level of Income X Empl i’
DD QlYSMROQIIN). evel of Income X Employment x
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Chapter 5

GOVT. BUDGET AND ECONOMY

The Govt. in a mixed economy has to perform a lot of functions. It has to raise
revenue and to incure expenditure for this. The revenue - expenditure statement of the

Govt. is termed as budget.

Meaning of Budget
"Budget is the statement of estimates of govt. receipts and expenditure during a
financial year which runs from April 1st to March 31". In India the budget is to be presented

before the Parliament as per article 112 of the constitution.

Objectives of the Budget
1. Allocation Function

There are two types of goods. Those goods which are indilvidually consumed are
called private goods. eg. TV, Car, Clothes etc. Those goods which are commonly consumed
are called public goods. eg. roads, parks, education etc,. The public goods are provided
by the Govt. The budget used by the Govt. to allocate resources to provide the public
goods.

2. Distribution Function
The Govt. aims to reduce inequalities in the distribution of income and wealth. The
Govt. uses the budget to impose new taxes and to modify the existing rates and also to

make transfer payments. This will redistribute the income and wealth of the people.

3. Stabilisation Function

The Govt. uses the budget to achieve economic stability. When there occurs changes
in aggregate demand and aggregate supply there will be economic instabilities like
recession, depression etc, The Govt. uses the budget to revise its revenue, taxation and
expenditure policies to avoid situations of economic instabilities and to achieve economic

stability.
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Parts of Budget
The budget has two important parts and various components. This is clear from the

chart given below.

L GOVERNMENT BUDGET
|
| ]
Revenue Budget Capital Budget
I I
Revenue Revenue Capital Capital
Receipts Expenditure Receipts Expenditure

Tax Revenue

Non-Tax Revenue

Plan Revenue Expenditure
Non-plan Revenue - Expenditure
Borrowings Loan Recovery
Small Savings, Disinvestment
Plan Capital Expenditure
Non-Plan Capital

Note : Revenue Receipts include tax revenue and non-tax revenue
Tax Revenue

Includes direct and indirect taxes income tax, corporation tax (on firms profits),
wealth tax gift tax and estate durty are examples of direct taxes. The last three are called

paper taxes.
Customs duty (export and import duties) service taxes and excise duty sales tax are

examples of indirect taxes.

Non-Tax Revenue
Interest receipts on loans, dividends profits, fees, fines, penalties, escheats, grants

etc are items of non tax revenue.

MABNIAQ IR0 AVAUGAILAUAVOW)0

»alMeagleng AIEAR-ealLIANGEMEHOMWIE) MIRY af)NClWE|SIANG). MIRJIHM
M2)Be M6EBOM MBI lE00. ‘a@lall@d B8MM) M@ 20Ba] 31 AUNOWBS B0} WM
QUBUODIENBS Al AUOAR-621LIANGEMEN)GHOB HOGMIBHNAN CGORIOW IR af)aN) al0
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@AMY’.  MADIM BOSMALISMOS 112-00 Qld)af) ~0GLIHAZIM) 2)MIOH: MIRQA®Gla]l

SHMOAAT) @RMYUOIMIBHIAM).

NIRY - Ll )6IBUB

1.

aealserud M1aa1naIan)ds

RMEBBUY O™V DalGWIUIlHEN)AN TVLOIWMEEBHSWI0 GIVAIMEEBESW)o HAIOM)
21080)HUB af)aINOEM alOIAN®. DAl TVAHHIOEM (alBMo H2IGQYENBD. DTN
TMLOWMEBBUA (A IBOMO H2lQOMONIUDIOW QileIeEBU3 NIRGIGE &:)SIWIEM VAIMEATY
M1E910AUSHIIN@. MEBBOM HAIIM)2l08)BHUBE9)CAUMEIY)88 allsaisBud Mlesloal
SOLI0EM MIRGIHAG BINOAHOI Eld:Ho.

AIEYMIMo aiMBNMAMo 210}

»aIMead eIGHIAIS)ANG GRAVAMIO &0 }OE06MB)QIEOMIEM. M@ CMSIOWS)
£60)IM® MNIRGIT H)S] a@IW D)8 2POWIW)o alPWAIWOS MO ldl
HH0laflo HOHAIQ @RSANGSILNHSWIAET). OMO0 MSalSISIG8 &)S1 AI)AIMo
ayMBall@osmMoIa) allcW@VLHOANAN@E). ERYYGIMOT NIRFGIOG NN OI
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Revenue Expenditure
Recurring expenditure like salaries, pensions, interest payments subidies etc.
Capital receipts

Those receipts which creates liability or reduce capital assets. eg: Market Borrow-
ings, disinvestment etc

Capital expenditures

Those expenditures which creates physical or financial asset. eg. Expenditure on
buildings, plant and machinaries, loans to state govts etc.

Plan expenditure:

It shows the provisions for projects, programmes and schemes included in the cen-
tral plans.

Non - Plan expenditure
Itmes not included in the central plan like salaries, pensions are termed as non plan
expenditure.

II. Budget and Deficit

Based on the relation between expenditure and revenue, budget are classified into
three

1) Surplus Budget = Expenditure < Revenue or Revenue > Expenditure
i1)  Balanced Budget = Expenditure = Revenue
ii1) Deficit Budget = Expenditure > Revenue or Revenue < Expenditure

0aImM ) 21lelal : YoMISo, HalMBaHMd, alefltSsaRE:U3, MVENITSIUIE:U8 ML @R AUGTINE:
MIRBLAIMBB WAL allelad:ud M®ILNUBea]S)aM)
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IV. Types of Deficit
1.  Budget defict is excess of the expenditure over revenue.

Budget deficit = Total Expenditure - Total receipt

2. Fiscal Deficit: It is the excess of expenditure over revenue excluding borrowing
Fiscal Deficit = Total expenditure - (Total revenue - borrowings)
It shows the total borrowing requirement of the country.

3. Revenue Deficit = Revenue Expediture - Revenue Receipt

4.  Primary Deficit = Fiscal Deficit - Interest payments

5. Monetised Deficit : That part of deficit which is financed through printing of cur-
rency is called monetised deficit. It is highly inflationary.

Fiscal Policy - A Glance

Fiscal policy is the govt policy to achieve economic stability. Public expenditure,
taxation and public borrwoing are the fiscal policy tools. Fiscal policy was popularised
by J.M. Keynes.

The Govt intervention will influence the equlibirum level of income and output. In
a 3 sector model aggregate demand (AD) is C+I+G (AD = C+I+QG)
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AD=C+I1+G
When Govt. cornes, AD will decrease or increase. This is because of the govt
puchases, imposition of taxes and transfer payments. In a 3 sector model closed economy,
equilibrium condition is output (AS) equals AD. ie
AS=Y=AD
ie. AS=AD

Govt. Expenditure Multiplier

The changes in Govt. expenditure affect AD. An increase in Govt.expenditure will
increase in the national income through multiplier mechanism. A decrease in Govt.
expendtirue will decrease the NI through the opposite operation of multiplier. The govt
expenditure multiplier is written as the number of times NI changes (AY) as a result of
change in Govt. expenditure (AG) symbolically.

Govt. Expenditure Multiplier = C I C

Changes in Taxes: It will affect AD and level of income and output in a 3 sector mode
economy. A cut in taxes increase income of the people and thereby AD. It leads to
increase in income. An increase in tax will decrease income of people and thereby AD. It
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leads to decrease in income. Both the increase and decrease in income level are in mul-
tiples. This is called tax multiplier. It is defined as the ratio of change in income (AY) to
change in tax (AT)

-C
Tax multiplier = —c (Negative multiplier)

AT
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My @] wyemlmo = AT 1-C

Balanced Budget Multiplier

It is the sum of expenditure multiplier and tax multiplier.

AY AY 1 -C

. . - - — =
Balanced Budget Multiplier AG AT 1-C 1-C

. BBM = —= =1

e 1-C

It implies that the fixed increase in Govt. Expenditure and proportionate increase in
taxes will increase the income in the economy by the same amount.

eg. ARs.50 crores increase in expenditure (AG) and Rs. 50 cr increase in taxes (AT)
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will increase the national income by the same Rs.50 crores only.
Transfer Payment Multiplier
It is change in income (AY)) due to change in transfer payments (ATR) symbolically

Transf t mulitiplier = Ar_ €
ransfer payment mulitiplier = ~= > =1~

Recardian Equivalence

The theory that consumers are forward booking and anticipating that a Govt.
borrowing today will mean a tax increase in the future to repay the public debt. Therefore
people will adjust consumption accordingly. This will have the same effect on the economy
as a tax increase today. This phenomenon is called Ricardian Equivalence.
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Discretionary Fiscal Policy

It is the deliberate action of the govt to stabilise the economy. eg.: Increase in taxes,
Increase in Public borrowing.

qmIZAILAITLNO® TVTLAlIE20SEs] MG @IMIV] VAR aMaldqo MSa]l
£1066)IM WMHMOHOM AlEAI2INWMMWo af)MOIWe|SIAM). MVIMUGTIE: MElOMD L6
»alMead Mle)@e08 aldeblafle M@)o Halom@Sso aldebla{lem M@)o allealalm wm
MOOMIM DBInOO6MEBBUI.

Automatic Stabilisers

The fiscal policy instruments which work automatically to stabilise the economic
are called automatic stabilisers. Proportional taxation, public expenditure, transfers are
automatic stabilisers.
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Chapter - 6

OPEN ECONOMY

Most Economics are open economics in the modern world (reality). Interactions
with other economies of the world are in three broad ways.

e  Product market linkage

e  Financial market linkage

e  Factor market linkage

Balance of Payments (BOP)

The BOP record the transactions in goods services and assets between residents of
a country and that of the rest of the world.

There are two main accounts in the BOP - Current account and Capital account.
Current account:

It records exports and imports in goods and services and transfer papyments. The
balance of exports and imports of goods is refered to as trade balance.

Capital Account:

The capital account records all international purchases and sales of assets such as
money, stocks, bonds etc. Any transaction resulting in a payment to foreigners is entered
as a debt and is given a negative sign. Any transation resulting in a receipt from foreign-
ers is entered as a credit and is given a positive sign.

BOP surplus and deficit

When payments (debits) of the country are less than its receipts (credit) the BOP is
said to be in surplus. In other words when inflow of foreign exchange is more than its
outflow, BOP is in surplus.

When the payments (debit) of the commits are morethan its receipts (Credit), the
BOP is said to be in deficit. In other words when outflow of foreign exchange is more
than its inflow, BOP is in deficit.

Foreign Exchange Rate

In a modern world, all countries have economic relations with other countries. There
is increasing interdependence among all countries. As each country has its own currency,
(eg: Rupee in India, Dollar in USA, Yen in Japan etc.) domestic currency of a country
cannot be used directly in any other country. It has to be converted in to currency of the
other country and then to be used in transactions.

The rate at which currency of one country is converted in to the currency of the
other country is called foriegn rate of exchange or foreign exchange rate. It means the
number of units of domestic currency required to buy a unit of foriegn currency

eg. 1 Dollar = 61 Rupees
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Foreign exchange refers to the stock of foreign currencies & securities bonds etc
issued by foriegn corporate and government.

(Exchange rate between India & America)
Eg: The number of units foreign currency required to purchase one unit of domestic
currency

1 Dollar = 61 Rupees

Types of foriegn exchange rate systems
There are three types of foreign exchange rate system.
1.  Fixed exchange rate system
2. Flexible exchange rate system
3. Managed floating system
Fixed exchange rate system refers to the system in which the rate of exchange for a
currency is fixed by govt. Here the govt. is responsible to stabilise the exchange rate.
Flexible exchange rate refers to a system in which exchange rate between currencies of
different countries is determined by the market forces of demand and supply.
That is, R = {(D,S)
R = Exchange rate
D = Demand for foriegn currencies
S = Supply of foriegn currencies.
Equilibrium rate of exchange is established of a point where the quantity demanded
and the quantity suppled of foreign exchange are equal.
This can be demonstrated with the help of a figure below.

N
y
Rate of
foreign
exchange
-
Rl —— 4+ — —
R —
|
|
|
' >
0 M, M, X

Quantity of foreign exchange
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NOMINAL & REAL EXCHANGE RATE

Nominal Exchange Rate (NER)

The price of foriegn currency in terms of domestic currency is known as Nominal
Exchange Rate (NER). It is nominal because it expresses the exchange rate in Money
terms.

Nominal Effective Exchange Rate (NEER)
It is weighted average of nominal rates in terms of different foreign currencies.
Eg: If India's trade share with USA is 60% and with Japan is 40% then NER is
Rs. 50 per dollar and Rs. 70 per Yen, then
NEER = 60% (50) + 40% (70) = 30+25=Rs.58

Real Exchange Rate (RER)
It is the ratio of foriegn price level to domestic price level measured in the same
currency.

P . .
R= ﬁ where; pf Rs. foreign price level

pd = Domestic price level

Real Effective Exchange Rate (REER)
It is weighted average of Real Exchange Rate for all the trading partners. Weights
are accorded according to the share of respective countries in foreign trade.
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