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INTRODUCTION

The themes of economics — scarcity and efficiency three fundamental economic problems —
society’s capability — Production possibility fronters (PPF) — Productive efficiency Vs economic efiiency
— economic growth & stability — Micro economies andMacro economies — the role of markets and
government — Positive Vs negative externalities

Meaning:
The word ‘Economics’ originates from the Greek waBikkonomikoswhich can be divided into two parts:

(a) 'Oikos, which means ‘Home’, and

(b) ‘Nomos’ which means ‘Management’.

Thus, Economics means ‘Home Management’. The hkadamily faces the problem of managing the urtiai
wants of the family members within the limited inee of the family
Definition:

» Itis defined as a social science that studies howividuals, governments, firms and nations make
choices on allocating scarce resources to satisfgit unlimited wants Economics can generally be
broken down into: macroeconomjiaghich concentrates on the behavior of the aggeegeonomy;
and_microeconomig¢svhich focuses on individual consumers.

» Economics is the study of how society chooses te poductive resources that have alternative
uses, to produce commodities of various kinds, amdlistribute them among different groups

Evolution of Economics

Economics was developed by several economists diifierent vision. Generally, the development of
economics is divided into:

« Classical Period (1776-1890)

« Neo-Classical Period (1890-1932)

« Modern Period (1932-onwards)
Classical Period (1776-1890)

The famous economists of this period were Adam I8niitR. Malthus, J.B. Say, Devid Ricardo, etc. Ehes
economists are pillar of the classical economit® 3tudy of economics in and around wealth and its
significance.

Neo-Classical Period (1890-1932)

The famous economists of this period were Alfred$¥all, A.C. Pigou, Carl Marx, etc. The study obeomics
as the satisfaction or welfare derived from thescomption of material goods.

Modern Period (1932-onwards)
The famous economists of this period were Leondldts, J.M. Keynes, etc. The study of economics for

changing the focus of the study are ‘wealth and@sand 'material welfare' to 'scarcity and chaaoel ‘human
development'.
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Development of Economics

Economists at different times have emphasizedréifieaspects of economic activities, and have edrat
different definitions of Economics.

These definitions can be classified into four gsaup

1. Wealth definitions,

2. Material welfare definitions,

3. Scarcity definitions, and

4. Growth-centered definitions.

Wealth definition:

Adam Smith, considered to be the founding fatlienaedern Economicsiefined Economics as the study
of the nature and causes of nations’ wealth or silpms the study of wealthThe central point in Smith’s
definition is wealth creation. He assumed thatwiealthier a nation becomes the happier. Thus,iihportant to
find out, how a nation can be wealtligconomics is the subject that tells us how to makeation wealthy.
Material welfare definition:

Alfred Marshall also stressed the importance oflthe®ut he also emphasized the role of the indigid
in the creation and the use of wealth. He wroEedhomics is a study of man in the ordinary busisesf life. It
enquires how he gets his income and how he useghus, it is on the one side, the study of wealtideon the
other and more important side, a part of the studfyman’. Marshall’s definition is considered to be material-
welfare centered definition of Economics.

Scarcity definition:

The next important definition of Economics was tm®rof. Lionel Robbins. In his book
‘Essays on the Nature and Significance of the Ecan8eience’ published in 1932, Robbins gave a definition
which has become one of the most popular defirstiohEconomics. According to Robbirf€sconomics is a
science which studies human behaviour as a relaship between ends and scarce means which have
alternative uses. It is a scarcity based definition of Economics.

Modern Growth-Oriented Definition of Samuelson

Professor Samuelson writégconomics is the study of how people and sociatg @pchoosing, with or
without the use of money, to employ scarce produetiesources that could have alternative uses toduce
various commodities over time and distributing theior consumption, now or in the future, among vaus
persons or groups in society. It analyses costs brdefits of improving patterns of resource allogat”

Nature of Economics:

» Economic theories can broadly be divided into two @rts, viz., macroeconomics and
microeconomics
» Macroeconomics is concerned with the economic ntades relating to the whole economy (such
as national income, national production, etc.)
» Microeconomics is concerned with the decision-mgkifi a single economic entity (such as a
business firm) within this system
* Prescriptive in nature: Managerial economics actually prescribes the whysugh which a business
firm can achieve its goal within its constraintspiescribes the policies that should be undertéiyeany
business firm for achieving its specific target
* Pragmatic in its approach: Managerial economics is pragmatic in its approastebse it emphasizes on
the real-life problems faced by any business find their possible solutions
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 Emphasizes on quantitative analysisManagerial economics is mainly concernedwith sorhehe
guantitative aspects of business decisions. Busitesisions relating to
(i) output to be produced,
(i) inputs to be used,
(iii) prices to be fixed,
(iv) estimated cost andrevenue schedules, etc., aressgol in quantitative terms
» Economics aims at providing help in decision maldgdirms.
» Choice and Allocation:
Economics is concerned with decision-making of ecoic nature. This implies that economics
deals with identification of economic choices atidcation of scarce resources on the best altermati

* Multi-disciplinary:
Economics is an integration of different acadediciplines.
* Normative in Nature:
Normative economics makes value judgments anscpbes what should be done to solve economic

problems.
» Positive Economics

A positive science explains "why" and "wherefooéthings. i.e. causes and effects
» Economics is both science as well as art also

Scope of Economics:
‘Scope’ means the sphere of study. We have to densvhat economics studies and what lies beyond it.
The scope of economics will be brought out by disoug the following.

a) Subject — matter of economics.

b) Economics is a social science

c) Whether Economics is a science or an art?

d) If Economics is science, whether it is positivecience or a normative science?

a) Subject — matter of economics

Economics studies man'’s life and work. It doesstatly how a person is born, how he grows up
and dies, how human body is made up and functialhshese are concerned with biological sciences,
Similarly Economics is also not concerned with hawerson thinks and the human organizations being
these are a matter of psychology and politicalrsx@e Economics only tells us how a man utilizes his
limited resources for the satisfaction of his urtiéd wants, a man has limited amount of money and,t
but his wants are unlimited. He must so spend tbeey and time he has that he derives maximum
satisfaction. This is the subject matter of Ecoraami

Economic Activity: A worker is working in factory, a Doctor attendithe patients, a teacher
teaching his students and so on. They are all emagwhat is called “Economic Activity”. They earn
money and purchase goods. Neither money nor goodmiend in itself. They are needed for the
satisfaction of human wants and to promote human Ifaree
To fulfill the wants a man is taking efforts. Efferdead to satisfaction. Thus wants- Efforts-Satisbn
sums up the subject matter of economics.

b) Economics is a social Science:

In early stage, the society has the connection dmtvwvants efforts and satisfaction is close and
direct. But in a modern Society things are notisgpk and straight. Here man produces what he does
consume and consumes what he does not produce. Whenoduces more, he has to sell the excess
guantity. Similarly he has to buy a product whismot produced by him. Thus the process of buyimy a
selling which is called as Exchange comes in betwesants efforts and satisfaction.
Nowadays, most of the things we need are madectorfas. To make them the worker gives his labour,
the land lord his land, the capitalist his capitahile the businessman organizes the work of abéh
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They all get reward in money. The labourer earngesathe landlord gets rent the capitalist earns
interest, while the entrepreneur’s (Businessmanare is profit. Economics studies how these income—
wages, rent interest and profits-are determineds pitocess in called “Distribution: Thus we can Haat
the subject-matter of Economics is

1. Consumption- the satisfaction of wants.

2. Production- i.e. producing things, making an efforsatisfy our wants

3. Exchange- its mechanism, money, credit, banking etc

4. Distribution — sharing of all that is produced hetcountry. In addition, Economics also studies

“Public Finance”

Macro Economics— When we study how income and employment is geedrand how the level of country’s
income and employment is determined, at aggredates, it is a matter of macro-economics. Thus orsl
income, output, employment, general price levelneoac growth etc. are the subject matter of macro
Economics.

Micro-Economic — When economics is studied at individual level consumer’s behavior, producer’s behavior,
and price theory etc it is a matter of micro-ecorsmn

c) Economics, a Science or an ArtAVhether Economics is a science or an art? Lérstsunderstand what is
terms ‘science’ and ‘arts’ really means.

A science is a systematized body of knowledge. &b of knowledge becomes systematized when
relevant facts hove been collected and analyzadnvanner that we can trace the effects back to aimeli
project cases forward to their effects. In othemrdgolaws have been discovered explaining facts, it
becomes a science, In Economics also many lawsgandiples have been discovered and hence it is
treated as a science. An art lays down formulagiide people who want to achieve a certain ainthis
angle also Economics guides the people to achieng, .9. aim like removal poverty, more production
etc. Thus Economics is an art also. In short Ecoc®im both science as well as art also.

d) Economics whether positive or normative science:

A positive science explains "why" and "wherefooéthings. i.e. causes and effects and normative
science on the other hand rightness or wrongnesheothings. In view of this, Economics is both a
positive and. normative science. It not only tesswhy certain things happen, it also says whether
right or wrong the thing to happen. For examplethe world few people are very rich while the masse
are very poor. Economics should and can explainomby the causes of this unequal distribution of
wealth, but it should also say whether this is goothad. It might well say that wealth ought tofaely
distributed. Further it should suggest the methafdaioing it.

Factors of Production: It refers to the resources used to produce goodssarvices in a society. Economists
divide these resources into the four categoriesrtbesl below.

Land refers to all natural resources. Such things aspthesical land itself, water, soil, timber are all
examples of land. The economic return on land ied¢aent. For example, a person could own land and
rent it to a farmer who could use it to grow cropsecond resource is labor.

Labor refers to the human effort to produce goods andicess. The economic return on labor is called
wages.Anyone who has worked for a business and colleatgéycheck for the work done understands
wages. A third factor of production is capital.

Capital is anything that is produced in order to increasmdpctivity in the future.Tools, machines and
factories can be used to produce other goods. i€k df economics differs from the field of finaneed
does not consider money to be capital. The econoetuen on capital is calladterest.

Entrepreneurship refers to the management skills, or the personative used to combine resources in
productive ways. Entrepreneurship involves thenglaf risks. The economic return on entrepreneprihi
profits

TWIN THEMES OF ECONOMICS
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Scarcity and Efficiencyrefers to theTwin themes of Economics

Scarcity occurs where it's impossible to meet all unlimitieel desires and needs of the peoples with limited
resources i.e; goods and services. Society musttodend a balance between sacrificing one resoard that
will result in getting other.

Efficiency denotes the most effective use of a society'auress in satisfying peoples wants and needs. Ihmea
that the economy's resources are being used asiedly as possible to satisfy people's needs astes.

Thus, the essence of economics is to acknowledgeetility of scarcity and then figure out how tgaize
society in a way which produces the most efficiese of resources.

The essence of economics is to acknowledge thsredlscarcity and then figure out how to orgarseeiety in
a way which produces the most efficientuse of resesi That is where economics makes itsunique ibortitvn

The economic problem

All societies face theconomic problemwhich is the problem of how to make the bestafdemited, or
scarce, resources. The economic problem existabegcalthough the needs and wants of people atessnthe
resources available to satisfy needs and wantaited.
“The economic problem is essentially a problemsng from the necessity of choice ; choice of thammer in
which limited resources with the alternative usesealisposed off. The problem of choice making amigiout
of limited means and unlimited wants is called eawnic problem.

Limited P : Unlimited
T roduction wants and
resources needs

The economic problem is to match limited
resources to unlimited wants and needs

Why do Economic Problems Arise?

1. Unlimited wants. Human wants are unlimited. As we satisfy one wargny more new wants come up.
Besides this, one cannot satisfy even one partiewdat for all times to come

2. Different priorities . All wants are not equally important. Some areeriarportant and some are less. So,
a man can satisfy his different wants in orderisfdriorities.

3. Limited means If means would have also been unlimited to satisflimited wants, there would have
been no economic problem. The reality of the Ifedifferent i.e., the existing supply of resources
inadequate in relation to the known desires ofvialdials. This gives rise to the problem of scaraityich
is the basis of all economic problems.

4. Means having alternative usesMeans are not only limited but they can also Bedufor different
alternative uses. For example, wood may be usetu&y furniture, house construction and many other
uses

BASIC OR CENTRAL OR FUNDAMENTAL PROBLEMS OF ECONOMY
I.  Allocation of Resources

The available resources of the society may be tsg@doduce various commodities for different greup
and in different manner. It requires that decisi@garding the following should be made:
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Central Problems |

of Economy |
¢ . "\~ B
Allocation of Efficiont Use | Economic
Resources or Fuller UHilisation Cavelopment or
T | ol Resources Growth of
’ e— | Resources
s 1= S s
Whatto | How 1o | For Whom
Produce? Produce? | 'to Produce?

1. What to produce? (Types and amount of commoditgeto be produced)

Land, labour, capital, machines, tools, equipmantsnatural means are limited. Every demand of
every individual in the economy cannot be satisfsmithe society has to decide what commoditiesoare
be produced and to what extent. Goods produced @acanomy can be classified as consumer goods and
producer goods. These goods may be further cladsaé single use goods and durable goods.

ﬂasﬁfiﬂﬂfﬂﬂ ol Goods
What 1o Produce

K O S
. Consumear | Producer
Goods t — Goods |

|
o . T
Single use Goods Durabda Goods

Goods

Swgla Usa |
Goods | | Durable-

Factors which determine what to produce:

Consumers’ needs- The producers would have to take into considerahe needs of the consumers.
They have to decide what needs to produce, thetitpayand quality of goods and services requiredhey
consumers.

Market demand — The demand of a particular set of goods andices\by consumers may encourage
producers to produce more of these goods.

Consumer income— In deciding what to produce, the producer nolyntke into consideration the
earnings of the consumers in the society. Produgermally ask themselves this question: Are the
consumers earning enough to be able to purchaggtits and services at a given price when produced.
if yes, they go ahead and produce but if no, thay not produce.

Cost of production— He produces when the cost of production is lowrtable him make some profit.
Availability of resources. When resources of production are available afatddble, the producers will

be encouraged to produce goods and services. 8gor®mic resources are scarce or limited, it fatlow
that the producers may not always have enoughdaduge commodities in abundance to meet the needs
of the consumers.

Type of economy- The type of economic system in a given socigiednines the type and quantity of
goods and services to be produced. For exampéecapitalist economy, the price system deterntimes
type and quantity of goods and services as potité major determinant whereas in a socialist @ogn

the state controls and directs the allocation sbueces hence it decides what to produce withdleam

of satisfying the wants of the whole citizens af Hociety or state.
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2. HOW TO PRODUCE? (Problem of the selection of the &hnique of production )

After the decision regarding the goods to be pcedus taken, next problem arises as to what tgdlesi
should be adopted to produce commodity. Goods eaprbduced in large-scale industries or in smaillesc
village and cottage industries.

Factors which determines how to produce:

« Technique of production— This involves the level of involvement of humlabour and machines. The
two techniques of labour are (a) labour intensive @) capital intensive.

« Technological advancement—- The method of production adopted by the indiglddirm or state
depends on the level of technological developmétiiestate.

« Production function — This involves any analysis which shows the gmesjuantity of goods by using
each of the given alternative combination of resesirthat produces the largest quantity of outpthet
lowest unit of cost of production.

« cost of factors of production— The cheaper the relative cost of factors of pctidn, the more the
production of goods and services to satisfy humantsv

3. FOR WHOM TO PRODUCE ? (Problem of distribution of income):

Goods and services produced in the economy auowed by its citizens. The individuals may belamg t
economically weaker sectioned or rich class of peofctually this is the problem of distributionlloods and
services produced must get to the final consumers.

Factors which determines who to produce for
- Satisfaction of wantsor needs of the consumers.
« Level of income- the higher the level of income of the consurties, more they are able to buy goods
and services produced.
- Type of economic systenpracticed in the society.

II. Fuller Utilization/Employment of Resources (Efficient use)

Out means and resources are limited and scar¢begshould be properly used. There should nahée
wastage of these resources. The problem with theosgy is how to use its available resources i@d | labour,
capital and other resources, so that maximum ptaduwith minimum efforts and wastages be made iptess

Ill. Growth of Resources (Economic development)

Increase in the population is the common featdirth@® economy. It becomes necessary that the fate o
economic development must be faster than the rhtenavease in the population, so that the economic
development may take place and the reasonableasthmd living of the citizens can be maintained.thms
connection, the economy has to decide about tleeofatapital formation, investment and savings

Society’s capability:
» Takes the initiative in combining the resourcetaafl, labour, and capital
» Makes strategic business decisions
* Is aninnovator
» Commercializes new products, new production tea@sgand even new forms of business organization
» Takes risk to get profits

Production Possibility Frontier (PPF)
Definition:
The production possibility frontier

Production Possibility Frontier represents the paiat which an economy is most efficiently producing
its goods and services and, therefore, allocatitg iesources in the best way possilliethe economy is not
producing the quantities indicated by the PPF,uesss are being managed inefficiently
Production Possibility Curve

Production Possibility Curve is a curve that showlse possible combinations of any two economic
goods an economy can produce by using the availagigrce resources.
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Assumptions of the concept

1. Human wants are unlimited.
2. The resources are limited but which has altereatses
3. It takes into consideration the production ofyomvo goods. However, in reality the economy will
produce many goods. The life on the earth is nesibte only with two goods.
4. It also assumes that the economy has utilizacteaesources efficiently and fully. In other warthe
economy is in full employment.
5. PPC is drawn provided that the state of techmole given and it remains constant over the period
6. Resources available in the economy (which dteccéactors of production such as land, laboupijteh
and organizer) are fixed and constant. Howevegurees can be shifted from one commodity to another
7. The economy is not able to change the qualitiheffactors of production. They are also given and
constant.
8. It is also assumed that the production onlyteel&o short-period rather than long period
Explanation of PPF

Imagine an economy that can produce only wine atidic. According to the PPF, points
A, B and C - all appearing on the curve - represeatmost efficient use of resources by the economy
Point X represents an inefficient use of resouredsle point Y represents the goals that the econom
cannot attain with its present levels of resources.

Production Possibility

/ Frontier (PPF)

A

Product A: Wine

Product B: Cotton
Capyright 2003 - Investopedia.com
As we can see, in order for this economy to producee wine, it must give up some of the
resources it uses to produce cotton (point Ahdf économy starts producing more cotton (repredente
points B and C), it would have to divert resourfresn making wine and, consequently, it will produce
less wine than it is producing at point A. As tlirat shows, by moving production from point A totBe
economy must decrease wine production by a smatiuatnin comparison to the increase in cotton
output. However, if the economy moves from pointaBC, wine output will be significantly reduced
while the increase in cotton will be quite smalkedg in mind that A, B, and C all represent the most
efficient allocation of resources for the econorthg nation must decide how to achieve the PPF and
which combination to use. If more wine is in dematig cost of increasing its output is proportiotal
the cost of decreasing cotton production.
Point X means that the country's resources arée&ing used efficiently or, more specifically, that
the country is not producing enough cotton or wgneen the potential of its resources. Point Y, & w
mentioned above, represents an output level thatinently unreachable by this economy. However, if
there was changes in technology while the levdbodl, labor and capital remained the same, the time
required to pick cotton and grapes would be redu€adput would increase, and the PPF would be
pushed outwards. A new curve, on which Y would appeould represent the new efficient allocation of
resources

Importance and Application of the Concept
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The concept has got the following importance:

1. Since PPC shows the productive capacity of tba@my, it gives reliable answers for the fundarakent
economic problems of what to produce?, How to pce@uand To whom to produce?.

2. Secondly, it illustrates the concept of oppatiucost. Here the country is trying to produce &ang goods. So
the production of the one commodity can be incr@dsereducing the production of other good. Thidus to
the fact that economic resources are scarce. Adportunity cost ratios can be calculated.

3. Thirdly, it leads to the efficient allocation &¢arce economic resources. More resources sheudd/érted to
the commodity that economy demands more than anotimemodity.

4. It illustrates the productive potential of thmeomy. The growth of the economy can be judgeunh fifte shifts
in the PPC. Economics growth in both quantitating gualitative terms can be known from PPC.

5. It is very useful in order to achieve the sowalfare of the community.

6. Last but not least, PPC can be used by the perdiio make their decisions regarding the usaaibfs of
production and it assist in the determination ef¢bsts of the production.

PPC, therefore, shows unemployment of resourceribéogical Progress, economic growth and economic
efficiency. According to Professor Dorfman,

PPC explains three efficiencies. They are:

1. Efficient selection of goods to be produced,

2. Efficient allocation of resources in the prodaoetof these goods with efficient choice of metludd
production, and

3. Efficient allotment of the goods produced amoagsumers.

Usually this concept is applied for individual ctiies. Also this concept can be applied to theuviadial
companies, farms etc to find out the productiorsfimiities.

B. Opportunity Cost

Opportunity costis the value of what is foregone in order to hasemething else. This value is unique
for each individud.

You may, for instance, forgo ice cream in ordehawe an extra helping of mashed potatoes. Fortheu,
mashed potatoes have a greater value than deBsérgou can always change your mind in the future
because there may be some instances when the nasta¢ales are just not as attractive as the iaatre
The opportunity cost of an individual's decisioterefore, is determined by his or her needs, wénts
and resources (income). This is important to thE P&ause a country will decide how to best alkodat
resources according to its opportunity cost
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In the above diagram, when the economy moves fromt B to point C, there is an increase in consume
goods from 60 to 75 units, and a fall in capitabg® from 60 to 30. So it could be said that, taease the
production of consumer goods by 15 units, the@nispportunity cost of 30 units of capital goods, We have
to give upcapital goods to produce more consumer goods

C. Trade, Comparative Advantage and Absolute Advargge
Specialization and Comparative Advantage

An economy can focus on producing all of the gamul$ services it needs to function, but this magl lea
to an inefficient allocation of resources and hmidgéure growth. By using specialization, a courtan
concentrate on the production of one thing theait do best, rather than dividing up its resources.

For example, let's look at a hypothetical world thas only two countries (Country A and CountryaByl
two products (cars and cotton). Each country cakengars and/or cotton. Now suppose that Countrag\very
little fertile land and an abundance of steel far groduction. Country B, on the other hand, haalamdance of
fertile land but very little steel. If Country A weto try to produce both cars and cotton, it wawded to divide
up its resources. Because it requires a lot oftefifoproduce cotton by irrigating the land, Coynirwould have
to sacrifice producing cars. The opportunity cdgproducing both cars and cotton is high for Coymtr which
will have to give up a lot of capital in order tooduce both. Similarly, for Country B, the oppoityrcost of
producing both products is high because the efegtired to produce cars is greater than that oflysring
cotton.

Each country can produce one of the products nf@icteatly (at a lower cost) than the other. Coyn, which

has an abundance of steel, would need to give up oars than Country B would to produce the sameuatof
cotton. Country B would need to give up more cottban Country A to produce the same amount of cars.
Therefore, County A has_a comparative advantage Country B in the production of cars, and GouB has a
comparative advantage over Country A in the pradaatf cotton.

Absolute Advantage

Sometimes a country or an individual can produceertivan another country, even though countries bate
the same amount of inputs. For example, Countryaf have a technological advantage that, with theesa
amount of inputs (arable land, steel, labor), emmbite country to manufacture more of both carscattdn than
Country B. A country that can produce more of bgabds is said to have an absolute advantagter quality
resources can give a country an absolute advaatagan a higher level of education and overallrteldygical
advancement. It is not possible, however, for antquo have a comparative advantage in everytthiagit
produces, so it will always be able to benefit froade.

Shifts in Production Possibility Frontier

Er.Perumal Manimekalai College of Engineering (PMC Tech.), Hosur. 10



BA5101 ECONOMIC ANALYSIS FOR BUSINESS
An outward shift of a PPF Inward Shift of a PPF
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Reasons for an outward shift in the PPF:
e anincrease in factor resources
* anincrease in the efficiency (or productivity)fa€tor resources
e an improvement in technology

Reasons for an inward shift in the PPF:
« Investment spending is insufficient to replace wouh capital goods
« Natural disaster (hurricanes, tsunami, floods etc.)
«  Civil war

Economic Efficiency :Definition
It is defined as an economic state in which evespurce is optimally allocated to serve each penso
the best way while minimizing waste and inefficignc
In absolute terms, a situation can be cafleadnomically efficientif:
* No one can be made better off without making soraexise worse off (commonly referred to as Pareto
efficiency).
* No additional output can be obtained without insheg the amount of inputs.
» Production proceeds at the lowest possible pereosit
When an economy is economically efficient, anynges made to assist one person would harm andther.
terms of production, goods are produced at theie&t possible cost, as are the variable inputsarfyction

Types of Economic Efficiency:
1. Productive efficiency:This occurs when the maximum number of goods andvemes are produced with a
given amount of inputs.
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Productive efficiency will also occur at the lowgxsiint on the firms average costs curve. Thus, ke
efficiency is concerned with producing goods andiises with the optimal combination of inputs ta@uce
maximum output for the minimum cost. To be prodeadii efficient means the economy must be produoimg
its production possibility frontier.

» Points A and B are productively efficient.

» Point C is inefficient because you could produceergmods or services with no opportunity cost

2. Technical Efficiency:

Optimum combination of factor inputs to producgaod: related to productive efficiency. Technical
efficiency is the effectiveness with which a givast of inputs is used to produce an output. A fsreaid to be
technically efficient if a firm is producing the mimum output from the minimum quantity of inputsich as
labour, capital and technology.

For example, a firm would be technically inefficiéiha firm employed too many workers than was 13seey

3. X inefficiency: This occurs when firms do not have incentives tocosts .
For Example:
Not Finding Cheapest Suppliers. Out of inertiaiy@ fmay continue to source raw materials from aagst
supplier rather than look for cheaper raw materials

4. Pareto efficiencyis however, a situation where resources are digeg in the most efficient way. It is
defined as a situation where it is not possiblmé&ke one party better off without making anothetypaorse
off. Pareto efficiency is said to occur when itingpossible to make one party better off without mgk
someone worse off. It is an economic state wheseurees are distributed in the most efficient way

5. Allocative efficiency:
This occurs when goods and services are distribatedrding to consumer preferences. An economydcoul
be productively efficient but produce goods peajua’t need this would be allocative inefficient|ddative
efficiency occurs when the price of the good =Nt@ of production

6. Static Efficiency:
It is concerned with the most efficient combinationmexsources at a given point in time. Static efficiehas
two aspects. The first is that there is maximumpoutof goods given the volume of resources in the
economy. Second, the goods produced must be angef@ombination

7. Dynamic efficiency: This refers to efficiency over time. Dynamic eféiocy involves the introduction of new
technology and working practises to reduce costr dime. With this mind, we can define dynamic
efficiency as an aspect of economic efficiency tmatasures the speed or the rate at which the produc
possibility curve moves from one static equilibripmint to another within a given period.

8. Distributive Efficiency :
It is concerned with allocating goods and servaesording to who needs them most. Therefore, regun
equitable distribution. Distributive efficiency ags when goods and services are consumed by thiose w
need them most

9. Social efficiency:is the optimal distribution of resources in socigéfking into account all external costs and
benefits as well as internal costs and benefitsiab&fficiency occurs at an output where MargiSalcial
Benefit (MSB) = Marginal Social Cost (MSC). Thuscil efficiency occurs when externalities are take
into consideration and occurs at an output wheeestitial cost of production (SMC) = the social bigne
(SMB).
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Economic Growth & Stability:

Meaning:

Economic growth is defined as an increase in thtpw that an economy produces over a period of,tittne
minimum being two consecutive quarters.

Economic growth is an increase in what an economry mroduce if it is using all its scarce resourdes.
increase in an economy’s productive potential carslvown by an outward shift in the economy’s prdidac
possibility frontier (PPF).

An outward shift of a PPF means that an economyrtasased its capacity to produce.
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Reasons behind Economic Growth:
Employs new technology

* Investment in new technology increases potentigputufor all goods and services because new
technology is inevitably more efficient than oldheaology.
. An economy will not be able to grow if an insuféat amount of resources are allocated to

capital goods.
Employs a division of labour, allowing specializati
» Adivision of labourrefers to how production can be broken down ipasate tasks, enabling machines
to be developed to help production, and allowirgplar to specialise on a small range of activities.
» Adivision of labour, and specialisation, can calesably improve productive capacity, and shift EHeF
outwards.
Employs new production methods
* New methods of production can increase potentigdugu
 The widespread use of computer controlled prodoctitethods, such as robotics, has dramatically
improved the productive potential of many manufaomfirms.
Increases its labour force
» Growth in the size of the working population enalde economy to increase its potential output.
Discovers new raw materials
Discoveries of key resources, such as oil, increaaseconomy’s capacity to produce.
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Allocating scarce funds to capital goods, such ashimery, is referred to as real investment
If an economy chooses to produce more capital gtizals consumer goods, at point A in the diagram,
then it will grow by more than if it allocated maresources to consumer goods, at point B, below.
To achieve long run growth the economy must useerobiits capital resources to produce capital rathe
than consumer goods
r mobility
If workers, or other resources, are moved from sewor to another, then the position of the PPF

will change, with an increase in the maximum outjputhe industry receiving the resources, and hifiathe
maximum output of the industry losing resources

Policies for Economic Growth
Fiscal stabilizers

Built-in automatic fiscal stabilizers, which incledgorogressive taxes and escalating welfare payments
provide a shock absorber to stabilize an econontgwing an economic shock.

The combined effect of these is to create fiscaydiuring periods of unusually strong growth, asdai
boost during periods of very weak growth or negativowth.

Effective policies and institutions the rule of laand political stability enhance economic growth
Infrastructure is a key component of an enablingirenment for economic growth. Enterprises need
adequate transportation systems from rural roadsrpmrts and ports to access markets for theidgoo
and services.

A skilled workforce is an important foundation afstainable economic growth.

Women play a central role as income earners, indithemselves, their families, and their commiesit
out of poverty.

Agriculture is the largest economic sector in maeyeloping countries. It is a significant generaibr
employment, contributing to poverty reduction andd security

sound environmental management: Sustainable aqmbnshle management of natural resources and
appropriate responses to climate impacts that erthbllong-term viability of the economy

Technology policy

Technology policy refers to policies where governt@ovides incentives for private firms to invegb

new technology. These incentives could be in tinen fof grants, cheap loans, or tax relief.

Reducing red-tape and de-regulation

A key driver of growth for both developed and dep&hg countries is FDI, and this can be encouraged
by reducing red tape and unnecessary regulatiehppening up markets to overseas investors.
Deregulation is when the government reduces orimdites industry restrictions to improve the ease of
doing business. The government will remove a reagudavhen businesses complain it interferes too
much with their ability to compete, especially withreign companies. However, consumer groups can
also prompt deregulation by pointing out how indy$taders are too cozy with their regulatory autko
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Providing incentives
National governments can provide incentives forviddials to start their own business and for small
businesses to expand.
Tax reform
Redesigning the tax and benefit system to incrélaselabour activity rate and encourage work and
discourage idleness is clearly an important opfancountries wishing to improve their supply-side
performance.
Increasing competitiveness and contestability
Another important stimulus to supply-side growthtasincrease the degree of competitiveness in the
micro-economy by promoting contestability, reduclmgyriers to entry, and by deregulating markets to
encourage new entrants.

New markets

Sustainability can also be achieved by encouragiegformation of new markets which exploit new
technology or new trading methods. The newly enmgrgnarkets for waste and carbon credits, and the
development of carbon offsetting schemes, are teoamples of how new markets can emerge, with or
without government support.

Infrastructure

Long-term development of infrastructure projectgliso central to the promotion of long terms growth
and development in a globalised environment. Bettiastructure enables output to be transported at
lower cost, as well as generating jobs and othsitipe externalities

Economic Stability

Economic stability refers to an economy that exqreres constant growth and low inflation. Advantages
of having a stable economy include increased pitodty; improved efficiencies, and low
unemploymentCommon signs of an instability are extended tima recession or crisis, rising inflation,
and volatility in_currency exchangates. An unstable economy causes a decline isuooer confidence,
stunted economic growtland reduced international investments

Micro economies and Macro economies

Micro Economics definition
Microeconomics is that branch of economics whichdencerned with the decision-making of a single tioif
an economic system.

How does an individual (or a family) decide on hawch of various commodities and services to
consume?

How does a business firm decide how much of itslpecd (or products) to produce?

Determination of income, employment, etc. in therggnic system as a whole is not the concern of
microeconomics.

Thus, microeconomics can be defined as the studgafomic decision-making by micro-units.

Importance of Micro Economics

1.Determination of demand pattern:

It determines the pattern of demand in the econamythe amounts of the demand for the different goods
and services in the economy, because the totalmtbfioa a good or service is the sum total of thenaeds
of all the individuals.

2. Determination of the pattern of supply

The pattern of supply in the country as altcan be obtained from the amounts of goods andces

produced by the firms in the economy. Microecon@mikerefore, determines the pattern of supplyels w
3. Pricing:
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By determining demand and supply, microeconomielpshus in understanding the process of price
determination. The prices of the various goodsserdices determine the pattern of resource allocat the
economy.

4. Policies for improvement of resource allocation

Economic development stresses the need for immpydwe pattern of resource allocation in the count
Development polices, therefore, can be formulataty @ we understand how the pattern of resource
allocation is determined.

5. Solution to the problems of micro-units:

Finally, it goes without saying that, since theidst of microeconomics starts with the individual
consumers and producers, policies for the correatibany wrong decisions at the micro-level areo als
facilitated by microeconomics. For example, if mfihas to know exactly what it should do in orderun
efficiently, it has to know the optimal quantitiesoutputs produced and of inputs purchased

Limitations of Microeconomics
1. Monetary and fiscal policies:
The role of monetary and fiscal policies in théedmination of the economic variables cannot be
analyzed completely without going beyond microecoits
2. Income determination:
Microeconomics also does not tell us anything albmw the income of a country.€., national
income) is determined.
3. Business cycles
Microeconomics does not help us in understandintpashy there are fluctuations occurs in business
cycles and what the remedies are.
4. Unemployment
One of the main economic problems faced by an eugrike India is the problem of unemployment.
This, again, is one of the areas on which microenoecs does not shed much light.

Macroeconomics
Macroeconomics is the branch of economics thatesutie behavior and performance of an economy as
a whole. It focuses on the aggregate changes iedbreomy such as unemployment, growth rate, grosestic
product and inflation.

Importance of Macroeconomics
1. Income and employment determination
The determinations of national income and of teaiployment in the country are vital concerns of
macroeconomics
2. Price level:

The determination of the general price level scdssed in Macroeconomic theories. Upward movement
of the general price level is known iaflation. Thus, if we want to understand the process of tioflaand find
ways of controlling it, we must resort to the studynacroeconomics.

3. Business cyclesThe economic booms and depressions in the leveilscome and employment follow one
another in a cyclical fashion. While income risesl @mployment expands during boom periods, thewlshr
during depressions. Since depressions bring bissfiadares and unemployment in their wake, econtsthave
sought remedies to depressions..

4. Balance of payments:The difference between the total inflow and thaltoutflow of foreign exchange is
known as the balance of payments of a country. Whisrbalance is negatived., outflow exceeds inflow), the
country faces a lot of economic hardships. The eaasd remedies of such balance of payments preldeen
discussed in macroeconomics.

5. Government policies: The effects of various government policies on thenemic variables like national
income or the general price level are also stuiedacroeconomics.
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6. Interrelations between markets:Probably, the most important contribution of macaemic theories is to
show that different markets of the economic systlEmexample, the commodity market, the labour regrthe
bond market, the money market, etc.) are inteedlafny disturbance in one of these markets affelttthe

others.
Differences between Microeconomics and Macroeconoos
Microeconomics Macroeconomics
It is that branch of economics which deals with | It is that branch of economics which deals with
the economic decision-making of individual aggregates and averages of the entire econpmy,
economic agents such as the producer, the e.g, aggregate output, national income, aggregate
consumer, etc. savings and investment, etc.
It takes into account small components of litetakes into consideration the economy of any
whole economy. country as a whole
It deals with the process of price determination | It deals with general price-level in any
in case of individual products and factors | @conomy
production
It is concerned with the optimization goals of It is concerned with the optimization of the
individual consumers and producerse.q, | growth process of the entire economy.
individual consumers are utility-maximisers, while
individual producers are profitmaximisers.)
Microeconomic theories help us in formulatinylacroeconomic theories help us in formulating
appropriate policies for resource allocation at |thppropriate policies for controlling inflation.€.,
firm level. rising price-level), unemployment, etc.
It takes into account the aggregates over It takes into account the aggregates over
homogeneous or similar producésd, the heterogeneous or dissimilar products (say, |the
supply of steel in an economy.) Gross Domestic Product of any country durjng

any year

Role of Governments in manading the growth

in Emerigg/Developing Economies

I. Role of Government as a Regulatory and Gr

1. Monetary and Fiscal Policies

Modern economics is greatly influenced by Keynesiheories propounding the increased role of

owth ppmoting body

governments in regulating and stabilizing marketsehsure stable growth. Keynesian economics arthags
private sector decisions sometimes lead to ineffictacroeconomic outcomes and therefore advoeate®
policy responses by the public sector, includinghatary policy actions by the central bank and figmdicy

actions by the government to stabilize output dher business cycle. In théeynesian economic model, the
government has the very important job of smoothgront the business cycle bumps. They stress on the
importance of measures likgpvernment spendingax breaks and hikestc. for the best functioning of the
economy.

Monetary Policy works by lowering the interest rates, which atixa&cprivate companies to invest in real
assets which increase the aggregate demand ingjregtraising the private sector expenditure. Dpposite is
also done to reduce the money supply in the ecorsmnilgat inflationary tendencies are minimized acghomy
over-heating is prevented.

Fiscal Policyis more direct, but acts more slowly. It worksibgreasing demand for goods. Government
does the borrowings to build roads, buildings dtigs the tax cutting, and tries to put more spendower in
the hands of households.

Traditionally, the working of monetary policies cka summed up as: Central Bank lowers the interest
rates as a result injecting liquidity in the finalcsystem. Commercial banks try to lend the addal money

17
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leading to the falling of interest rates furthehidleads to the fact that risky business becomefitgble. Firms

and houses, as a result, begin to buy more nunilggroals, thereby increasing employment.

The financial tools available in the hands of tles&ve Bank of India to control the monetary asddi policies

are:

. Bank Rate It is the Discount Rate, rate which the centeailbcharges on loans and advances to commercial
banks (Short term).

Repo Ratelt is the rate at which the RBI lends money to omercial banks, a short term for repurchase
agreement. A reduction in the repo rate will hedmks to get money at a cheaper rate. It is equivatethe
discount rate of US. (Long term).

Reverse Repo Ratd is the rate at which Reserve Bank of India [RErrows money from banks.

Cash Reserve Ratio (CRRIt indicates the amount of funds that the bankgehto keep with RBI. If RBI
decides to increase the percent of this, the dlailamount with the banks comes down. RBI is using
method to drain out the excessive money from timkda

Statutory Liquidity Ratio (SLR) It is the amount a commercial bank needs to miaimtathe form of cash,
or gold or govt. approved securities (Bonds) beforviding credit to its customers. SLR rate isedetined and
maintained by the RBI in order to control the exgan of bank credit.

Thus, through the use of Monetary and Fiscal pedicihe government can effectively control the ngone
supply and hence the demand fluctuations of the&kabar his is essential as growth cannot be unctettoAn
uncontrolled spiral of growth invariably is builncshaky foundations which are bound to cave indomig
everything crashing down. Until growth of the econpois backed by strong fundamentals, the specelativ
trading would remain strictly short term with thgester of a long term crash imminent. The sub-pmnoetgage
crisis caused by speculative trading in realtynispt example of such a scenario. This long teinkithg is what
stabilizes growth and makes emerging economiestaative destination since they have robust funelstads.

2. Production in Core Sectors

The government steps in for production of goodsesvices in areas which either are economicallyale for
private enterprise, natural monopolies requiringMyecapital investments or are restricted from ggevindustry
participation. Investment and growth of these gsctwe in the best interests of the nation. Howeseme of
these industries require very high capital invesiihaad may achieve break-even after many years. mhakes it
an unviable project to be invested and pursuedrivate enterprise that is mostly answerable toedaders for
their business results. The role of governments fgeto invest in the long term growth and develeptrof the
nation. Pandit Nehru, the first Prime Minister oflia, called these as nation building activitiedotrequired
state involvement for sharing the fruits of grovathd prosperity with the entire society. The invesimof
government in such areas as infrastructure alseiges a firm foundation for the future growth otthountry.
Infrastructure provides connectivity, new untappearkets and a chance to boost commerce in distanérs of
the nation. Secondly, such capital investments igeoemployment opportunities as well as a boostht
country’s GDP. This GDP boost also in turn showefact on the valuation of the private firms traglthrough
the stock markets (see Figure 1). Government cem ase this as a chance to collaborate with indigen
industries and increase their growth prospects.sTisimilar to the magic multiplier effect in bankfe
government capital infusion and government coremlindustries produce multiple positive effects the
economy thus producing robust growth prospects.

Sectorial spending patterns of governments reveslthe emphasis is towards promoting areas having
lower growth as well as empowering disadvantagediges of the nation to ensure the trickling dowin o
prosperity in an equitable manner. Additionallyygmment spending even in developed countries s s
such areas such as education, law and judiciaaliloare, pension schemes and defense. This shevwsntral
role of government in nation building for the fuguas well as in providing services for the betterired the
citizens.

3. Regulatory Responsibilities

The governments in emerging economies also shougtgrlatory responsibilities which enable it to
control various macro-economic aspects of the eogndrhrough regulation, government can iron out the
inconsistencies and inefficiencies of the marketva as shape the economic environment as pestitigng
global and local trends. Regulations are esseintiaértain areas to ensure fair practices, presiervaf rights
and the empowerment of the citizens. Government ladéds in its grips the tariff regulations whichable it to
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preserve the indigenous small scale industries fgtobal competition as well as prevent dumpingrdéiior
goods on local markets. The presence of multinatioampanies and low cost markets abroad havingning

to dump such rejected goods in the market can skewrices and hence create inefficiencies in itbe market
price discovery process as well. This kind of ati@an severely affect indigenous industries amdresult in
monopolies emerging. The regulation of trade ilaerokey focus area of policy since unrestrictedércan lead

to local markets facing inflation. The working et SEBI (Security Exchange Board of India), IRDAs{irance
Regulatory and Development Authority and other stegjulatory bodies working in tandem with centrat a
state government in India ensure that legal anidatpractices are followed and the general publgiven a fair

deal.

Overall, we can see the central role taken up byegonent in controlling and shaping the growth in
emerging economies. While their involvement deéilyithas its benefits, there needs to be a balance spen
market policies work best when they have minim#iusions from external entities so that pure mafkstes
determine the valuations and expectations of theswmers. Stringent government regulation and hegtif t
walls lead to protectionist tendencies which caokehprivate industries and mar the conducive enwirent for
foreign investment.

4. Providing the economy with a legal structure:

This is the first and most important function a gmment should provide and without it an economy ma
collapse. This function requires the governmergrsure property rights, provide enforcement of i@mt$, act
as a referee and impose penalties for foul playrdter to perform this function, the governmentudtidurnish
the economy with regulations, legislations, and msethat ensure product quality, define ownershipts and
enforce contracts. Our legal system, the FDA, TB® land SEC are examples of how the governmentlsulfi
this task.

5. Maintaining competition:

Since competition is the optimal and efficient nerknechanism that encourages producers and resource
suppliers to respond to price signals and consiwgoeereignty, the government should fight monopayver
and non-competitive behavior. Thus, anti-monopaywd (Sherman Act of 1890; Clayton Act of 1913) are
designed to regulate business behavior and proowotgetition. It is important to mention here thacidsoft
was found guilty of violating these laws in 2000.

6. Redistribution of income:

The government should strive to provide relief te poor, dependent, handicapped, and unemployed.
Welfare, Social Security and Medicare programs examples of programs that support the poor, siak an
elderly. These programs are built on transferrmapme from the high income groups to the limiteztbme ones,
through progressive taxes. Other means of redigioib might include price support programs suchhasfarm
subsidy and low interest loans to students baseteanfamily incomes.

7. Provision of public goods:

When the markets fail to provide the needed goodiseocorrect amounts of certain goods or servites,
government fills in the vacuum. Examples of pulgloods that the markets do not provide are defesesryrity,
police protection and the judicial system. Educatamd health services are examples of quasi-pyiviarit)
goods that the market does not provide enough leé. Jovernment should provide the first, and helphim
provision of the second.

8. Promoting growth and stability:

The government (assisted by the Fed) should prommateroeconomic growth and stability (increasing
the GDP, fighting inflation and unemployment) thgbuchanges in its fiscal and monetary policies. fi$eal
policies means the use of taxes and spending adhinaged by the executive branch representedyniai the
Treasury Department. The monetary policies sigsiftee use of interest rates, money supply, reserve
requirements, etc. and it is managed by RBI.
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9. Promoting Positive Externality:
One role for government is to implement economiticgs that promote positive externalities. The
existence of a positive externality means that immafgocial benefit is greater than marginal pevbénefit

10.Providing the Legislative Framework
The government provides a clear and predictablal lédgamework for businesses. Regulations are
administered in an open and transparent systemajgpiced fairly to all parties. The government nmke
clear to businesses that it deals with them salelyhe merits of their case. There is no favouredtinent
for local companies or for government-linked compan

11.Providing a Stable Environment for Businesses
Fiscal policy in Singapore is guided by the priheinat it should support the private sector astingine of
growth and ensures that the macro-environmentldest The Singapore government has been prudent and
conservative in its budgetary policy. It has bakhds budget in nearly every year for the lase8adles.
Monetary policy is geared towards keeping inflatiow and stable for long-term competitiveness amnd t
ensure that savings are not debased. The goverrstmmtsets clear and transparent ground-rules and
ensures that markets are competitive, for exanylensuring that imports are allowed to come ielfre

12.Investing in Infrastructure and Manpower
The government invests in infrastructure and margspareas in which the private sector is likelyitaer-
invest. It ensures that the education and traisyggem is geared towards the needs of the econaithya
strong emphasis on providing technical and prodesdimanpower. Similarly, an efficient infrastruetu
lowers business costs and makes it attractivenf@stors to come to Singapore.

13. Facilitating Businesses
The government facilitates businesses, includingifm investors wishing to come to Singapore. This
function is carried out mainly by promotional agesclike the Economic Development Board and the
International Enterprise Singapore.

14.Maintaining competition: Since competition is the optimal and efficient ketr mechanism that
encourages producers and resource suppliers tongdp price signals and consumer sovereignty, the
government should fight monopoly power and non-cetitigpe behavior. Thus, anti-monopoly laws
(Sherman Act of 1890; Clayton Act of 1913) are deed to regulate business behavior and promote
competition. It is important to mention here thatiMsoft was found guilty of violating these laws2000.

15.Redistribution of income: The government should strive to provide relief thee poor, dependent,
handicapped, and unemployed. Welfare, Social Sgcamd Medicare programs are examples of programs
that support the poor, sick and elderly. These nqamg are built on transferring income from the high
income groups to the limited income ones, througigressive taxes. Other means of redistributiorhinig
include price support programs such as the farnsiduland low interest loans to students based e th
family incomes.

16.Provision of public and quasi-public goods:When the markets fail to provide the needed gawdshe
correct amounts of certain goods or services, tivermment fills in the vacuum. Examples of publods
that the markets do not provide are defense, sgcpolice protection and the judicial system. Eatian
and health services are examples of quasi-publki{hgoods that the market does not provide enaigh
The government should provide the first, and helthe provision of the second.

17. Promoting growth and stability:
The government (assisted by the Fed) should promei&oeconomic growth and stability (increasing the
GDP, fighting inflation and unemployment) throudmaages in its fiscal and monetary policies. Thealis
policies means the use of taxes and spending asdnanaged by the executive branch representeaymai
bythe Treasury Department. The monetary policigsiés the use of interest rates, money suppkeme
requirements, etc. and it is managed by the Fe&asérve System
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18. Providing Public Goods and Ensuring Positive Exteralities
Public goods and externalities (defined below) mtevhe main theoretical justifications for govermh
production. Public goods are those that can beyedjby an unlimited number of people without pregad
to one another and without exclusion of others. &axamples include lighthouses, national deferibes,
legal system, and parks. Public goods are alswisildie; they must be produced in such large uhias$ they
cannot ordinarily be sold to individual buyers. Bese of these characteristics, it is not feasditbdrge for
their consumption; therefore private suppliers lHekincentive to supply them.

Externalities, or spillovers, occur when some @& tiosts or benefits of an economic activity arespdon
(or spill over)to parties other than the immedisgdler or buyer. Some externalities have a beratfeffect
on others and are referred to as positive exteéieslithose that have a detrimental effect arermedeto as
negative externalities. Pollution is an exampleafegative externality, whereasinvestment in refeand
development, training, and education have posgpibovers and thus are positive externalities. Miagket,
left on its own, will tend to produce too many geahd services that carry negative externalitredi¢ating
a need to tax those externalities or impose réistne on their emergence) and too few goods andcesr
involving positive externalities (indicating a needsubsidize them or have them provided publicly)

Role of Market in economy
1. Price Discovery

Economists have traditionally believed that thediste an invisible hand in a free market based econ
which bring a state of equilibrium in market andstim-turn result in price discovery. Advocatestbé free
market form of economy argue that price discoverg natural process that ensures fair, accurate;esponsive
pricing. The essential philosophy of price discgvierthat firms maximize their profit and consumseraximize
their benefits. The preconditions for price disagvi® happen are the presence of a large numblenysrs and
sellers, absence of any buyer/seller having absgatver to influence the market and absence offamy of
information asymmetry among the parties involvekisTconcept of price discovery is the most interfgature
of a free market based economy. The mechanismioé piiscovery ensures that there is an unbiasedtway
determine the intrinsic value of any good in thekata Through the presence of a large number oétsugnd
sellers, the continuous exchange of goods enalilgsmiies involved to obtain the best value witlinimal
inaccuracies. This technically ensures that skeprézing schemes or incorrect valuation is not fetal and
every product has a constantly varying price affédty its quality and the nature of its demandsTyinamicity
brings out the competitive forces in the market andures that innovation is always at the forefi@nany
industry policy.

2. Foreign Investment Opportunities:

A major attraction of following free market pokd is its ability to attract foreign investors ifitmding
growth and development projects in the country.ekpr investors and angel investors generally lawkhigh
growth opportunities to invest their money in asrsby the increasing Fll and FDI inflows into Ind#&ith the
maturity of developed markets and flat growth seesuch economies, these developed countries daege
sums of money into such emerging investment lonatioffering higher growth rates. The only caveathes
added risk introduced into their investment profff@r this reason, such investment vehicles gelyepatfer
politically stable and economically progressive mies which have transparent policies and lowgulaions
on investments. Such foreign investments are drimiaugmenting the government spending on keyosedike
education, healthcare, infrastructure, naturaluesss.

An over dependence on these inflows would leaveumtry in a sensitive position where may lead to
huge outflows of investment. The onus is firmly these emerging countries to establish and maimtatable
environment conducive for investment and preserdifiglanced picture of sustainable growth. Thegenzainy
instances of economies encountering pricing bubbles speculative trading on the back of erratieifpr
investments. So not only is it essential that ibwest is attracted, but regulations must also bdenrta limit
these inflows to ensure sustainable growth. THatiohary tendencies of the economy as well aspeeulative
valuation of stocks on the back of Fll and FDI anfk are well documented and hence need extra oatatibe
exercised.
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3. Growth in GDP:

Gross Domestic Product or GDP is a primary meaefithe vitality of an economy as it conveys the
dollar value of all the goods and services produmgdhat country over a specified period of times ¢an be
clearly seen, a robust and dynamic market can gmwth in the investment in private industries whino turn
helps fund their growth plans. The highly capitstensive nature of heavy industries and core seceguires
heavy investments and this is where markets cotoete picture. Through the stock markets as wsefoaeign
investment vehicles, industries gain the capitguimed to pursue high growth strategies and scpleheir
businesses. This in turn results in increased mttoluof goods and services and hence a robust @gWth.

4. Rise of the Consumer

The market structure promotes transparency ofingicinfusion of cash for growth initiatives and
provides competitively priced technologically supeproducts in the hands of the consumers. Intemtdio this,
the growth impetus provided by market economiesillt®esn huge employment opportunities resulting in
increased per capita income. This increased indboe boosts consumer spending and helps in dewgldpgh
growth markets internally. The presence of largenloer of competitive firms in every sphere helpdtsthie
power into the hands of the consumer and empowienstt» make informed decisions. Consumer spending
accounts for nearly 60% of the total GDP of Unitsthtes of America and international trends show the
importance of a strong local consumer demand tarem®bust growth patterns.
As we have seen above, there are numerous beokfitsopen economy which triggers and sustains digivth
in an economy. However, an area of concern isdhedtion of asset and valuation bubbles due teelarfiows
of investments. Since emerging economies are dlyreding high on consumer sentiments, Flls andg-8re
reaching unprecedented levels. This is primarilgked by strong short term profit making interesAs
uncontrolled free market structure can result iluagon bubbles which are basically high valuatidmst on
weak fundamentals. Preventive measures for sualsos require a strong presence of regulatoryoaitiths
and balancing policy shifts to ensure that growthalanced and sustainable

Externality
Definition: An externality is an effect of a purchase or usgecision by one set of parties on others who didl no
have a choice and whose interests were not takea account

PRIVATE AND SOCIAL COSTS

Externalities create divergencebetween th@rivate andsocial costof production.

Social cost includes all the costs of productiothef output of a particular good or service. Wdude the third
party (external) costs arising, for example, frootiygion of the atmosphere.

SOCIAL COST = PRIVATE COST + EXTERNALITY

For example: - a chemical factory emits wastage lag-product into nearby rivers and into the atrhesp. This
creates negative externalities which impose higleral costson other firms and consumers. e.g. clean up costs
and health costs.

Another example of higher social costs comes frioenproblems caused by traffic congestion in towigs and

on major roads and motor ways.

It is important to note though that the manufactpechase and use of private cars can also gereetarnal
benefitsto society. This whyost-benefit analysiscan be useful in measuring and putting some mongtdue
on both the social costs and benefits of production

Types of externality
1. Positive Externality in Production.
A farmer grows apple trees. An external benefihest he provides nectar for a nearby bee keeper who
gains increased honey as a result of the farmehsaod.
2. Negative Externality in Production
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Making furniture by cutting down rainforests in thenazon leads to negative externalities to other
people. Firstly it harms the indigenous people i Amazon rainforest. It also leads to higher dloba
warming as there are less trees to absorb carloaiddi
3. Positive Externality in Consumption.
If you take a three year training course in IT. Ygain skills but also other people in the econoy c
benefit from your knowledge.
4. Negative Externality in Consumption:
If you smoke in a crowded room, other people havereathe in your smoke. This is unpleasant for
them and can leave them exposed to health proldsstxiated with smoking.

Positive consumption externalities

A positive externality is a benefit that is enjoyedby a third-party as a result of an economic
transaction. Third-parties include any individual, organization, property owner, or resource that is
indirectly affected. While individuals who benefit from positive extaiities without paying are considered to
be free-riders, it may be in the interests of d9cie encourage free-riders to consume goods wjeterate
substantial external benefits.

Most merit goods generate positive consumptionraateies, which beneficiaries do not pay for. For
example, with healthcare, private treatment fortagious diseases provides a considerable benefihtrs, for
which they do not pay. Similarly, with educatiohgtskills acquired and knowledge learnt at univgrean
benefit the wider community in many ways.

Unlike the case of negative externalities, whiclowti be discouraged to achieve a socially efficient
allocation of scarce resources, positive exteriealghould be encouraged.

There are plenty of examples of economic activitigbat can generate positive externalities

1. Industrial training by firms : This can reduce the costs faced by other firntsreas important effects on
labour productivity. A faster growth of productiyiallows more output to be produced from a given
amount of resources and helps improve living stedglthroughout the economy. See the revision rmtes
theproduction possibility frontier

2. Research into new technologiesvhich can then be disseminated for use by othedymers. These
technology spill-over effects help to reduce thstsmf other producers and cost savings might lseqoa
onto consumers through lower prices

3. Education: A well educatedlabour force can increase efficjemnd produce other important social
benefits. Increasingly policy-makers are comingdalise the increased returns that might be exuoit
from investment irhuman capital at all ages.

4. Health provision: Improved health provision and health care redwdesenteeism and creates a better
quality of life and higher living standards.

5. Employment creation by new small firm

6. Flood protection system and spending on improvedr protection in schools and public arenas

7. Arts and sporting participation and enjoyment derived from historic buildings

Policies to promote positive externalities

One role for government is to implement economilicps that promote positive externalities. There a
two general approaches to promoting positive egldr®s; to increase the supply of, and demand donds,
services and resources that generate externalitseenef

* Increasing supply

Government grants and subsidies to producers oflggy@md services that generate external benefils wil
reduce costs of production, and encourage morel\suppis is a common remedy to encourage the supply
merit goods such as healthcare, education, andldomiising. Such merit goods can be funded oueofral and
local government taxation. Public goods, such asispbridges and airports, also generate consigepaiitive
externalities, and can be built, maintained anly fulr part, funded out of tax revenue.
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* Increasing demand

Demand for goods, which generate positive exteiag)ican be encouraged by reducing the price Ipaid
consumers. For example, subsidizing the tuitios fifeuniversity students will encourage more yopegple to
go to university, which will generate a positivaesxality for future generations.

The ultimate encouragement to consume is to makeydlmd completely free at the point of consumption,
such as with freely available hospital treatmentcfintagious diseases.
Government can also provide free information tostmners, to compensate for the information faildrat t
discourages consumption. If individuals are fuljormed about the benefits of consuming goods andces
that generate external benefits, they may develbpteer understanding of the product and demanck robit.
For example, public information broadcasts, suclaids awareness programmes, can reduce ignorande, a
encourage the use of condoms.

An additional option is to compel individuals tonsmme the good or service that generates the aktern
benefit. For example, if suspected of having a agious disease, an individual may be forced intgphal to
receive treatment, even against their will. In terof education, attendance at school up until e a 16 is
compulsory, and parents may be fined for encougatiiair children to truant.

Negative Externality

There are two types of negative externalities:

1) Negative Production Externality - when a firm's production reduces the well-behgthers who are not
compensated by the firm.

Examples:
« The production of smoke from factories may creéarc-up costs to reduce air pollution by nearby
residents.

« The building of a dam that prevents the fish frammsming upstream, thus destroying the fishing
industry in towns upstream. Note that if the fishen are compensated by the dam builders for the ful
value of their loss, then no negative externalitigts. This and other examples can be found irattiele
"Environmental Economics: Pollutibtn

2) Negative consumption externality- when an individual's consumption reduces thé-lehg of others who
are not compensated by the individual.
Example:

« The consumption of cigarettes in a restaurantahaivs smoking decreases the enjoyment of a non-

smoker who is consuming his/her meal at the sastaugant.

Remedies or solutions to Negative externality

|. Market Based Solutions:

Market-based solutions try to manipulate marketderto reduce the externality, by exploiting théceor
mechanism. One such market-based solution is Endxproperty rights so that third parties can nagotith
those individuals or organizations that cause #tereality. As long as one party can establishaperty right,
there will be a bargaining process leading to aeegent in which externalities are taken into antou
If property rights cannot be established, such ifls tve air, sea, or roads, then the only two ojstiare:
1. We learn to live with externalities, or:
2. Government intervenes on our behalf through taxesrect controls and regulations, such as:
» Taxingpolluters, such as carbon taxes, or taxes on plaags.
» Subsidizing households or firms to be non-pollytstsch as giving grants for home insulation
improvements.
» Selling permits to pollutevhich may become traded by the polluters.
» Forcing polluters to pay compensation to those sifter, such as making noise polluting airports
pay for double-glazing.
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» Road pricingschemes, such as the Electronic Road Pricing YEi®em in Singapore, which is a
pay-as-you-go, card-based, road-pricing scheme.

» Providing more information to consumers and prodsjcguch as requiring that tickets to travel on
polluting forms of transport, especially air travehould contain information on how much £0
pollution will be created from each journey.

Il. Negative consumption externalities

When certain goods are consumed, suateaserit goodsnegative effects can arise on third parties.
For example, if individuals consume alcohol, gébxicated and do harm to the property of innockintlt

parties, a negative consumption externality haseariThis reduces the MSB by the extent of the thegaffect
on others, so that the socially efficient consuomptf alcohol is less than the free market levelafsumption.

Another important example of a negative consumptexternality if that of_road congestioms

individuals ‘consume’ road-space they reduce alail@ad-space and deny this space to others.

There are several remedies for negative consumptiternalities, including imposingdirect taxesand

settingminimum pricesimposing fines for over-consumption, controllingpply through a licensing system.

Promoting Positive Externalities and Reducing Negate Externalities

Governments have several methods to reduce thetefiénegative externalities and to promote pesiti
externalities.

The quantity of goods with negative externalitiegieater than what the market equilibrium wouldfbe
the cost of the negative externality was factomgd ithe price of the product. On the other hand, th
guantity of goods that have positive externaliteetess than what is socially desirable, sincepbeple
who enjoy the benefits of the product but who do perticipate in the market do not affect the marke
guantity.

The government can remedy these situations by daxiroducts with negative externalities and
subsidizing products with positive externalities.

Government intervention can generally be divided ihtypes of actions:

» command-and-control policiesthat regulate actions directly and

» market-based policiesthat would provide incentives so that the seléiast of the market

participants would achieve the socially optimizetuson.

Direct controls are a type of command-and-control policy that gomtd specific activities that create
negative externalities or that require that theatigg externality be limited to a certain levelckuas
limiting emissions in smokestacks or tailpipeslimiting toxic wastes, with specific proceduresciean
it up.
The government can promote positive externalitiggpdying subsidiesto either buyers or producers,
which is a type of market-based policy. Subsideduyers would lower the cost of the product, which
would increase demand. Subsidies to producers wouldr their cost of production, thereby increasing
supply. The government may also decide that theafan externality is great enough to makepualic
good, where the government pays outright for its prdiduc such as vaccinations against contagious
diseases, like smallpox or polio.
Most government subsidies consiststat breaks for either the buyers or the suppliers. Educatfon,
instance, has many positive externalities, andjtvernment subsidizes it by giving tax breaks feogle
who save for college.
Because technology has large spillover benefits,government sometimes formsiadustrial policy
that promotes specific technologies that would hidneegreatest benefit to society. However, indaktri
policies are often criticized because they reqthie¢ the government pick winners and losers andftas
happens in governments where the legislators are mterested in money than in the well-being @fith
country, well-financed lobbyists often control htive money is allocated.
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* Another common market-based policy to reduce negakternalities is by assessing@rective tax,
which is a tax thainternalizes the externality by incorporating it as a cost of production. Cofire
taxes are also known d&&govian taxes named after the economist Arthur Pigou, who wasarly
advocate of their use.

* The primary advantage of corrective taxes over leggun is that companies have an incentive only to
satisfy the regulation, whereas corrective taxd$ imcentivize companies to continually reduce thei
negative externalities to lower their costs.

» One of the best examples to show the superiority wfarket-based policy over that of a command-and-
control policy is how the government has attemptedegulate the fuel economy of motor vehicles. A
better solution is simply to increase gasoline saxehich would motivate many people and businesses
reduce their consumption of gasoline, since it wWardst them more. People would find many creative
solutions that would otherwise not be sought if gle@ernment simply stipulated how things should be
done. Furthermore, people would continually stiiwereduce their gasoline expense, whereas the auto
manufacturers would just satisfy the law. Gasoliavees would also reduce congestion, accidents, and
pollution by motivating people to drive slower atoddrive less — fuel economy regulations would have
no such effect.

* Government intervenes on our behalf through taxes or direct controls and regulations, such as:

» Taxingpolluters, such as carbon taxes, or taxes on plaags.

* Subsidising households or firms to be non-pollytessch as giving grants for home insulation
improvements.

» Selling_permits to pollutewvhich may become traded by the polluters.

* Forcing polluters to pay compensation to those wtiiber, such as making noise polluting airports pay
for double-glazing.

* Road pricingschemes, such as the Electronic Road Pricing BR&em in Singapore, which is a pay-
as-you-go, card-based, road-pricing scheme.

* Providing more information to consumers and prodsiceuch as requiring that tickets to travel on
polluting forms of transport, especially air travehould contain information on how much £llution
will be created from each journey.

UNIT II
CONSUMER AND PRODUCER BEHAVIOUR
Market — Demand and Supply — Determinants — Magletlibrium — elasticity of demand and supply —

consumer behaviour — consumer equilibrium — Appneado consumer behaviour —Production — Short-nain a
long-run Production Function — Returns to scaleenemies Vs diseconomies of scale — Analysis ef €0
Short-run and long-run cost function — Relationaesn Production and cost function

Introduction to Market
When most people think of a market, they think phasical place, like their neighborhood supermgrke
complete with shoppers and shelves stocked witida vange of goods. In economics, however, a mar&et!
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not be a physical location. Where you have buyedsszllers of a particular product or service, jaue a

market.

A market is any place where the sellers of a paleircgood or service can meet with the buyers aff th
goods and service where there is a potential foaresaction to take place. The buyers must havetong they
can offer in exchange for there to be a potentaadgaction.

In economics, a market is a group of buyers andrsadf a specific good or service. A market uguall
does not refer to a physical location for the bgyamd selling of products. "Harper Collins Dictiopaf
Economics" points out that economists use the Wmiarket" to describe a mechanism of exchange betwee
buyers and sellers of a good or service.

In a market, sellers offer their goods and seryif@swhich they set a price, often with an eye dous
offering lower prices or better products and sevithan their competitors. Buyers, meanwhile, vtk their
dollars, purchasing the products they want fromskliers that offer the best product in terms afgand
quality. If a seller raises prices without offeriagignificantly better product or service, constsrae free to
take their business to a competing firm.

DEMAND

In Economics, use of the word ‘demand’ is made hows the relationship between the prices of a

commodity and the amounts of the commodity whiahscmners want to purchase at those price.
Definition of Demand:
“Demand is defines as the want, need or desire wiicis backed by willingness and ability to buy a
particular commodity in a given period of time.”
Bober defines, “By demand we mean the various quantafegiven commodity or service which consumers
would buy in one market in a given period of time/arious prices, or at various incomes, or atouiprices of
related goods.”
Demand for product implies:

a) desires to acquire it,

b) willingness to pay for it, and

c) Ability to pay for it.

All three must be checked to identify and estabtismand. For example : A poor man’s desires toistay
a five-star hotel room and his willingness to pawytrfor that room is not ‘demand’, because he lables
necessary purchasing power; so it is merely hisfwighinking. Similarly, a miser’s desire for ahé ability to
pay for a car is not ‘demand’, because he doesaad the necessary willingness to pay for a cae @ay also
come across a well-established person who procdssesthe willingness and the ability to pay fogher
education. But he has really no desire to havkdtpays the fees for a regular cause, and evenuads not
attend his classes. Thus, in an economics sensegoke not have a ‘demand for higher education
degree/diploma.

It should also be noted that the demand for a pteda commodity or a service—has no meaning urtless
is stated with specific reference to the timepitse, price of is related goods, consumers’ incame tastes etc.
This is because demand, as is used in Economigsswaith fluctuations in these factors.

To say that demand for an Atlas cycle in India@060 is not meaningful unless it is stated in s&eoh
the year, say 1983 when an Atlas cycle’s price arasind Rs. 800, competing cycle’s prices were atdue
same, a scooter’s prices was around Rs. 5,00®84, The demand for an Atlas cycle could be differeany of
the above factors happened to be different. Fomela instead of domestic (Indian), market, one rbay
interested in foreign (abroad) market as well. Raty the demand estimate will be different. Furthere, it
should be noted that a commodity is defined witierence to its particular quality/brand; if its ¢tydbrand
changes, it can be deemed as another commodity.
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To sum up, we can say that the demand for a pradube desire for that product backed by willingme

as well as ability to pay for it. It is always defd with reference to a particular time, place¢cemnd given
values of other variables on which it depends.

Characteristics of Demand:
There are thuthree main characteristics of demaimdeconomics.

(i) Willingness and ability to pay. Demand is thmaunt of a commodity for which a consumer has the
willingness and also the ability to buy.

(i) Demand is always at a price. If we talk of damd without reference to price, it will be meanexy.
The consumer must know both the price and the cadrtgndie will then be able to tell the quantity
demanded by him.

(iif) Demand is always per unit of time. The timayrbe a day, a week, a month, or a year.
Determinants of Demand:

The knowledge of theleterminants of market demand for a product or service and the nature of
relationship between thdlemand and its determinantsproves very helpful in analyzing and estimatinghdad
for the product. It may be noted at the very outisat a host ofactors determines the demandor a product or
service. In general, followinfactors determine market demandfor a product or service:

Price of the product
Price of the related goods-substitutes, complenmemssupplements
Level of consumers income
Consumers taste and preference
Advertisement of the product
Consumers’ expectations about future price andlgymgsition
Demonstration effect or ‘bend-wagon effect’
Consumer-credit facility
. Population of the country
10. Distribution pattern of national income.

These factors also include factors such as offeseadéscounts and gifts on purchase of a good, lefel
taxation and general social and political environtref the country. However, all these factors are empially
important. Besides, some of them are not quantdiall-or example, consumer’'s preferences, utility,
demonstration effect and expectations, are diffitnimeasure. However, both quantifiable and noantjtiable
determinants of demandfor a product will be discussed.

1. Price of the Product

The price of a product is one of the most importiterminants of demandin the long run and the only
determinant in the short run. The price and quami#manded are inversely related to each other.|&eof
demand states that the quantity demanded of a goagroduct, which its consumers would like to Ipgy unit
of time, increases when its price falls, and desgsavhen its price increases, provided the otlworf&remain’
same. The assumption ‘other factors remaining samelies that income of the consumers, prices & th
substitutes and complementary goods, consumerte t@sd preference and number of consumers remain
unchanged. The price-demand relationsisumes a much greater significance in_the oliggigomarketin
which outcome of price war between a firm and ikals determines the level of success of the fifime firms
have to be fully aware of price elasticity of demdaor their own products and that of rival firm’eays.

©oNO kA~ WNPRE
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2. Price of the Related Goods or Products

The demand for a goad also affected by the change in the price ofatated goods. The related goods may be
the substitutes or complementary goods.
«  Substitutes: Two goods are said to. be substitutes of each dtleechange in price of one good affects
the demand for the other in the same direction.iffgtance goods X and Y are considered as sulestitut
for each other if a rise in the price of X incredeenand for Y, and vice versa. Tea and coffee, hagsos
and hot-dog, alcohol and drugs are some examplsshstitutes in case of consumer goods by defmitio
the relation between demand for a product and mfdes substitute is of positive nature. Whengerof
the substitute of a product (tea) falls (or incedathe demand for the product falls (or increases)
«  Complementary Goods:A good is said to be a complement for another wheamplements the use of
the other or when the two goods are used togethsuch a way that their demand changes (increases o
decreases) simultaneously. For example, petrol gemaplement to car and scooter, butter and jam to
bread, milk and sugar to tea and coffee, mattres®ot, etc. Two goods are termed as complementary t
each other. If an increase in the price of oneesiasdecrease in demand for the other. By defmitleere
is an inverse relation between the demand for a gowl the price of its complement. For instance, an
increase in the price of petrol causes a decreafieeidemand for car and other petrol-run vehialed
vice versa while other thing’s remaining constant.
3. Consumers Income

Income is the basic determinant of market demamdesit determines the purchasing power of a
consumer. Therefore, people with higher currenpasable income spend a larger amount on goodseamites
than those with lower income. Income-demand retatigp is of more varied nature than that betweenashel
and its other determinants. While other determmaritdemand, e.g., product’s own price and theepotits
substitutes, are more significant in the short-inopme as a determinant of demand is equally itapbiin both
short run and long run. Before proceeding furtlediscuss income-demand relationships, it will beful to note
that consumer goods of different nature have diffekinds of relationship with consumers havindedédnt levels
of income. Hence, the managers need to be fullyrewéthe kinds of goods they are dealing with ameir
relationship with the income of consumers, paréidyl about the assessment of both existing andppoive
demand for a product.
For the purpose of income-demand analysis, goodssarvices maybe grouped under four broad categorie
which ate: (a) essential consumer goods, (b) ifeyoods, (c) normal goods, and (d) prestige oatygoods. To
understand all these terms, it is essential to nstaled the relationship between income and diftekémds of
goods.

Essential Consumer Goods (ECG)The goods and services of this category are cdikesic needs’ and are
consumed by all persons of a society such as foaigy salt, vegetable oils, matches, cooking faehinimum
clothing and housing. Quantity demanded for thexelg increases with increase in consumer’s incamely
up to certain limit, even though the total expemditmay increase in accordance with the qualityadds
consumed, other factors remaining the same. Con&irdemand for essential goods increases only antil
particular income level. It tends to saturate beltins level of income.

Inferior goods: Inferior goods are those goods whose demand dmseaith the increase in consumer’s
income. For example millet is inferior to wheat arg®; coarse, textiles are inferior to refined snerosene is
inferior to cooking gas and travelling by bus igenor to travelling by taxi. The relation betwesrmtome and
demand for an inferior good is under the assumgtiahother determinants of demand remain the stmeand
for such goods rises only up to a certain levehobme, and declines as income increases beyosdketrel.

Normal goods: Normal goods are those goods whose demand insregitle increase in the consumer
income. For example, clothing’s household furrdtand automobiles. Demand for such goods increagks
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the increases in consumer income but at differatesrat different levels of income. Demand for redrgoods

increases rapidly with the increase in the consismecome but slows down with further increasericame. Up
to certain level of income the relation betweerome and demand for all type of goods is similae dHference
is of only degree.Therefore, it is important towiéghe income-demand relations in the light of ttaure of
product and the level of consumer’s income.

V. Prestige and luxury goods:Prestige goods are those goods, which are consumstly by rich section of
the society, e.g., precious stones, antiques,pa@reings, luxury cars and such other items of sléwWhereas
luxury goods include jewellery, costly brands obrwtics, TV sets, refrigerators, electrical gadgetd cars.
Demand for such goods arises beyond a certain fv@nsumer’s income, i.e., consumption entersatiea of
luxury goods. Producers of such goods, while assgs$ise demand for their goods, should considelitbheme
changes in the richer section of the society andnly the per capita income.

. Consumer’s Taste and Preferece
Consumer’s taste and preference play an importalet in determining demand for a product. Taste and
preference depend, generally, on the changingtifie, social customs, religious values attacheal good habit
of the people. Change in these factors changesiowrés taste and preferences. As a result, consureduce or
give up the consumption of some goods and add m&s t their consumption pattern. For exampleotalhg
the change in fashion, people switch their consionppattern from cheaper, old-fashioned goods tstlieo
‘mod’ goods, as long as price differentials areportionate with their preferences. Consumers aepared to
pay higher prices for ‘mod goods’ even if theirtwal utility is the same as that of old-fashionexbds. The
manufacturers of goods and services that are dulojdequent change in fashion and style, can takentage
of this situation in two ways:

1. They can make quick profits by designing new modaelsheir goods and popularizing them through
advertisement, and
2. They can plan production in a better way and camewoid over-production if they keep an eye on the

changing fashions

. Advertisement Expenditure
Advertisement costs are incurred with the objectif’éncreasing the demand for the goods. This iseda the
following ways:

. By informing the potential consumers about the labdity of the goods.
. By showing its superiority to the rival goods.

. By influencing consumers choice against the rivaddas, and

. By setting fashions and changing tastes.

The impact of such effects shifts the demand cwpward to the right. In other words, when othertdes
remain same, the expenditure on advertisementasessthe volume of sales to the same extent.
The relationship between demand and advertisenoshisbased on the following assumptions:

. Consumers are fairly sensitive and responsive tiows modes of advertisement.

. The rival firms do not react to the advertisemendsle by a firm.

. The level of demand has not already reached theadamin point. Advertisement beyond this point
will make only marginal impact on demand.

. Per unit cost of advertisement added to the pri@schot make the price prohibitive for consumess, a
compared particularly to the price of substitutes.

. Others determinants of demand, e.g., income amestastc., are not operating in the reverse dogcti

In the absence of these conditions, the advertiseafect on sales may be unpredictable.
6. Consumers Expectations
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Consumers’ expectations regarding the future price®me and supply position of goods play an irtgagrrole

in determining the demand for goods and servicabenshort run. If consumers expect a rise in theepof a
storable good, they would buy more of it at itsreat price with a view to avoiding the possibildf price rise
future. On the contrary, if consumers expect aifedhe price of certain goods, they postpone therchase with
a view to take advantage of lower prices in futurginly in case of non-essential goods. This bedrah
consumers reduces the current demand for the gebdse prices are expected to decrease in futunglagly,
an expected increase in income increases the defoarad product. For example, announcement of dearne
allowance, bonus and revision of pay scale indine®ase in current purchases. Besides, if scaofitertain
goods is expected by the consumers on accounpofteal fall in future production, strikes on a kugrale and
diversion of civil supplies towards the militaryeusauses the current demand for such goods tcasemore if
their prices show an upward trend. Consumer demaoré for future consumption and profiteers demandem
to make money out of expected scarcity.

7. Demonstration Effec
When new goods or new models of existing ones agpdaae market, rich people buy them first. Fostance,
when a new model of car appears in the market, pmbple would mostly be the first buyer, LED TV sset
and Blu-Ray Drives were first seen in the housethefrich families some people buy new goods or nesels
of goods because they have genuine need for theme Sthers do so because they want to exhibit their
affluence. But once new goods come in fashion, mfamyseholds buy them not because they have a genuin
need for them but because their neighbors havehtdlig same goods. The purchase made by the dategory
of the buyers are made out of such feelings asysg| competition, equality in the peer group, abitiferiority
and the desire to raise their social status. Pseshanade on account of these factors are the resuhat
economists call ‘demonstration effect’ or the ‘Bamdgon-effect’. These effects have a positive éffec
demand. On the contrary, when goods become thg tficommon use, some people, mostly rich, decrease
give up the consumption of such goods. This is kmag ‘Snob Effect’. It has a negative effecton the
demand for the related goods.

8. Consumer-Credit Facility

Availability of credit to the consumers from thdlees, banks, relations and friends encouragesomsumers to
buy more than what they would buy in the absenceredlit availability. Therefore, the consumers wdam
borrow more can consume more than those who carorodw. Credit facility affects mostly the demarat f
durable goods, particularly those, which requirkkipayment at the time of purchase.

9. Population of the Country
The total domestic demand for a good of mass copsam depends also on the size of the population.
Therefore, larger the population larger will be treenand for a product, when price, per-capita irescaste and
preference are given. With an increase or decrieaee size of population, employment percentagearging
the same, demand for the product will either inseear decrease.

10. Distribution of National Income
The level of_national incomes the basic determinant of the market demandafgood. Apart from this, the
distribution pattern of the national income is aésoimportandeterminant for demand of a good If national
income is evenly distributed, market demand fommadrgoods will be the largest. If national incoreainevenly
distributed, i.e., if majority of population belando the lower income groups, market demand foerdis
goods, including inferior ones, will be the largesdtereas the demand for other kinds of goods wiltddatively
less.
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TYPES OF DEMAND

The different types of demand are

i) Direct and Derived Demands

Direct demand refers to demand for goods meanfirial consumption; it is the demand for consumg®ods
like food items, readymade garments and housesoBiast, derived demand refers to demand for gaduish
are needed for further production; it is the demBmmdproducers’ goods like industrial raw materjaisachine
tools and equipment.

Thus the demand for an input or what is calledcéofeof production is a derived demand; its demdepkends on
the demand for output where the input enters. ¢t the quantity of demand for the final outputvesl as the
degree of substitutability/complementary betwegis would determine the derived demand for a ginput.
For example, the demand for gas in a fertilizempldepends on the amount of fertilizer to be preduand
substitutability between gas and coal as the Wasigertilizer production. However, the direct demdafor a
product is not contingent upon the demand for opineducts.

i) Domestic and Industrial Demands

The example of the refrigerator can be restatetisiinguish between the demand for domestic consompand
the demand for industrial use. In case of certacfustrial raw materials which are also used for elstin
purpose, this distinction is very meaningful.

For example, coal has both domestic and industealand, and the distinction is important from tteadpoint
of pricing and distribution of coal.

iii) Autonomous and Induced Demand

When the demand for a product is tied to the pueha some parent product, its demand is calledced or
derived.

For example, the demand for cement is induced byield from) the demand for housing. As stated abtwe
demand for all producers’ goods is derived or irdlidn addition, even in the realm of consumersids we
may think of induced demand. Consider the compleangritems like tea and sugar, bread and butterTéte
demand for butter (sugar) may be induced by thehase of bread (tea). Autonomous demand, on thex oth
hand, is not derived or induced. Unless a produtitally independent of the use of other produtts,difficult
to talk about autonomous demand. In the presentivedrdependence, there is hardly any autonomouosadd.
Nobody today consumers just a single commodityrybay consumes a bundle of commodities. Even takkn,
direct demand may be loosely called autonomous.

iv) Perishable and Durable Goods’ Demands

Both consumers’ goods and producers’ goods arbdudlassified into perishable/non-durable/single-goods
and durable/non-perishable/repeated-use goodsfofimer refers to final output like bread or raw eral like
cement which can be used only once. The lattergdeitems like shirt, car or a machine which t&nused
repeatedly. In other words, we can classify goods several categories: single-use consumer getuge-use
producer goods, durable-use consumer goods andldwrse producer’s goods. This distinction is ulsefu
because durable products present more complicatddieps of demand analysis than perishable prodicts-
durable items are meant for meeting immediate écyrdemand, but durable items are designed to coeeint
as well as future demand as they are used overi@p® time. So, when durable items are purchadexy; are
considered to be an addition to stock of assetgeaith. Because of continuous use, such assetfulikiure or
washing machine, suffer depreciation and thus fmallreplacement. Thus durable goods demand has two
varieties — replacement of old products and expansif total stock. Such demands fluctuate with tess
conditions, speculation and price expectations! Realth effect influences demand for consumer bliesa
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v) New and Replacement Demands

This distinction follows readily from the previowse. If the purchase or acquisition of an item &ant as an
addition to stock, it is a new demand. If the pasth of an item is meant for maintaining the olcclstof
capital/asset, it is replacement demand. Suchcepiant expenditure is to overcome depreciatioherekisting
stock.

Producers’ goods like machines. The demand foresparts of a machine is replacement demand, but the
demand for the latest model of a particular macligag, the latest generation computer) is anew ddmia
course of preventive maintenance and breakdowntera@nce, the engineer and his crew often express th
replacement demand, but when a new process or aewhwmique or anew product is to be introducedietlie
always a new demand.

You may now argue that replacement demand is irtiigethe quantity and quality of the existing stock
whereas the new demand is of an autonomous typeev&y, such a distinction is more of degree thakird.
For example, when demonstration effect operategmademand may also be an induced demand. You may b
a new VCR, because your neighbor has recently dough Yours is a new purchase, yet it is inducggdur
neighbor’s demonstration.

vi) Final and Intermediate Demands

This distinction is again based on the type of gedthal or intermediate. The demand for semi-fied
products, industrial raw materials and similar intediate goods are all derived demands, i.e., iedilny the
demand for final goods. In the context of inputpaitmodels, such distinction is often employed.

vii) Individual and Market Demands

This distinction is often employed by the econortosstudy the size of the buyers’ demand, individisawell as
collective. A market is visited by different consers, consumer differences depending on factorsihi&eme,
age, sex etc. They all react differently to thevping market price of a commodity. For exampléien the
price is very high, a low-income buyer may not lanything, though a high income buyer may buy somgth
In such a case, we may distinguish between the emian individual buyer and that of the marketchtis the
market which is the aggregate of individuals. Yoaymmote that both individual and market demand dules
(and hence curves, when plotted) obey the law cohatel. But the purchasing capacity varies between
individuals. For example, A is a high income consynB is a middle-income consumer and C is in tve-|
income group. This information is useful for peralired service or target-group-planning as a parsates
strategy formulation.

viii) Total Market and Segmented Market Demands

This distinction is made mostly on the same linesiaove. Different individual buyers together magresent a
given market segment; and several market segmegéthier may represent the total market. For exantipde
Hindustan Machine Tools may compute the demanddaratches in the home and foreign markets seglgrat
and then aggregate them together to estimate thlenbarket demand for its HMT watches. This didimt takes
care of different patterns of buying behavior aomdsumers’ preferences in different segments ofntlaeket.
Such market segments may be defined in terms tefrieriike location, age, sex, income, nationaktyd so on.

x) Company and Industry Demands

An industry is the aggregate of firms (companidd)us the Company’s demand is similar to an indialdu
demand, whereas the industry’s demand is similaggregated total demand. You may examine thigdtgin
from the standpoint of both output and input.

For example, you may think of the demand for cenmotiuced by the Cement Corporation of India (iee.,
company’s demand), or the demand for cement pratibgeall cement manufacturing units including théIC
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(i.e., an industry’'s demand). Similarly, there may demand for engineers by a single firm or demiand

engineers by the industry as a whole, which is>ample of demand for an input. You can appreciast the
determinants of a company’s demand may not alwayshb same as those of an industry’s. The inter-fir
differences with regard to technology, product gyalfinancial position, market (demand) share, keér
leadership and competitiveness- all these are lpesskplanatory factors. In fact, a clear undewditag of the
relation between company and industry demands siates an understanding of different market stmest

Demand Function and Demand Curve

Demand function is a comprehensive formulation Whspecifies the factors that influence the demamdHe
product. What can be those factors which affectdgmaand?
For example,

Dy=D (P« Py, P, B, W, A, E, T, U)

Here D, stands for demand for item x (say, a car)

Py, its own price (of the car)

Py, the price of its substitutes (other brands/mqgdels

P,, the price of its complements (like petrol)

B, the income (budget) of the purchaser (user/aoesy

W, the wealth of the purchaser

A, the advertisement for the product (car)

E, the price expectation of the user

T, taste or preferences of user

U, all other factors.

Law of Demand:
What DoesLaw Of DemandMean?
A microeconomic law that states that, all othetdexbeing equal, as the price of a good or seivioeases,
consumer demand for the good or service will deszreand vice versa.
This law summarizes the effect price changes havebasumer behavior. For
Demand example, a consumer will purchase more pizzaiptice of pizza falls. The

Relationship

.- opposite is true if the price of pizza increases.

@ Price (5)

Prfs = = == = —

P == e o e o e e
t + Demand

o] az Clll Quantity .
Coppight 2003 - Investapedia.com Assumptions of Law of Demand:

(i) There should not be any change in the tastéseo€onsumers for goods (T).
(i) The purchasing power of the typical consumerstremain constant (M).
(iii) The price of all other commodities should natry (P).

Example of Law of Demand:

If there is a change, in the above and othemagsans, the law may not hold true. For example,
according to the law of demand, other things beiqgal quantity demanded increases with a fall icepand
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diminishes with rise to price. Now let us suppdsa price of tea comes down from R40 per pound20 per

pound. The demand for tea may not increase, bethesehas taken place a change in the taste stinwers or
the price of coffee has fallen down as compardddar the purchasing power of the consumers hasaksed,
etc., etc. From this we find that demand respoagsite inversely only, if other thing remains ctamg.
Otherwise, the chances are that, the quantity ddethmay not increase with a fall in price or viersa.
Demand, thus, is a negative relationship betweiee pnd quantity.

Limitations/Exceptions of Law of Demand:
Though as a rule when the prices of normal gosgs the demand them decreases but there maydve @ages
where the law may not operate.

(i) Prestige goods: There are certain commoditkesdiamond, sports cars etc., which are purchasedmark of
distinction in society. If the price of these gooid®, the demand for them may increase instedallofg.

(ii) Price expectations: If people expect a furthee in the price particular commodity, they may Ionore in
spite of rise in price. The violation of the lawthis case is only temporary.

(3) Ignorance of the consumer: If the consumegrn®iant about the rise in price of goods, he mayrbare at a
higher price.

(iv) Giffen goods: If the prices of basic goodptgdoes, sugar, etc) on which the poor spend & laag of their
incomes declines, the poor increase the demarslifmarior goods, hence when the price of Giffen gafld, its
demand also falls. There is a positive price efiieciase of Giffen goods.

v) Demonstration effect or ‘Band-wagon-effect’
When new goods come in fashion, many people buy that because they have a genuine need for them
but because their neighbors have bought the sanwsg®he purchase made by the buyers are madé out o
such feelings as jealousy, competition, equalitshenpeer group, social inferiority and the degireaise
their social status. Purchases made on accouhesétfactors are the result of what economists call
‘demonstration effect’ or the ‘Band-wagon-effedthese effects have a positive effect on demand.

Reasons Behind the law of demand:
Demand Curve is negatively Sloped:

The demand curve generally slopes downward frottdefght. It has a negative slope because the two
important variables price and quantity work in ogip@direction. As the price of a commodity decesashe
guantity demanded increases over a specified pefitithe, and vice versa, other , things remairdagstant.

The fundamental reasons for demand curve to slopmward are as follows:

(i) Law of diminishing marginal utility : The law of demand is based on the law of dimingimarginal utility
According to the cardinal utility approach, wheoaasumer purchases more units of a commaodity, digyimal
utility declines. The consumer, therefore, will gsse more units of that commodity only if its prfalls. Thus
a decrease in price brings about an increase,nmradé. The demand curve, therefore, is downwardrgjop

(i) Income effect Other things being equal, when the price of arootity decreases, the real income or the
purchasing power of the household increases. Theutoer is now in a position to purchase more conitiresd
with the same income. The demand for a commodity thcreases not only from the existing buyersaad
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from the new buyers who were earlier unable to lpase at higher price. When at a lower price, tiseeaegreater

demand for a commodity by the households, the
demand curve is bound to slope downward from teftght.

(i) Substitution effect: The demand curve slopes downward from left thtrajso because of the substitution
effect. For instance, the price of meat falls dreprices of other substitutes say poultry and berehin
constant. Then the households would prefer to @seimeat because it is now relatively cheaperiridiease
in demand with a fall in the price of meat will nethe demand curve downward from left to right.

(iv) Entry of new buyers: When the price of a commodity falls, its demantianly increases from the old
buyers but the new buyers also enter the market.cbmbined result of the income and substitutidacefs that
demand extends, ceteris paribus, as the .price Tlle demand curve slopes downward from leftgbtri

Changes in demand for a commaodity can be shown thugh the demand curve in two ways:
(1) Movement Along the Demand Curve and (2) Shuftdhe Demand Curve.

(1) Movement along the Demand Curve:

A movement refers to a change along a curve h®@aémand curve, a movement denotes a change in
both price and quantity demanded from one poiintather on the curve. Therefore, a movement occhen a
change in the quantity demanded is caused onlydbyaage in price, and vice versa.

i .

Prrice

P1

P

P2

i : |
QleE—0—>»Q2

e Cuantity

Expansion in Demand:

Expansion in demand refers to a rise in the quantjt demanded due to a fall in the price of commodity,
other factors remaining constant.

y  Expansion in Demand i. It leads to a downward movement along the saemeashd curve.
& o
\‘ﬂ~ ii. Itis also known as ‘Extension in Demand’ oncrease in Quantity
2 demanded'. It can be better understood from TafdeFag. 3.5
g s
= Price (Rs.) Demand (units)
20 100
0 100 T
Quantity demanded (in units) 15 150

Fig. 3.5
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As seen in the given schedule and diagram, thetifpaemanded rises from 100 units to 150 unit$wit
a fall in the price from Rs. 20 to Rs. 15, resgtin a downward movement from A to B along the saem®mand
curve DD.

Contraction in Demand:

Contraction in demand refers to a fall in the qitprtemanded due to a rise in the price of comnyodither
factors remaining constant.

y  Contraction in Demand I. It leads to an upward movement along the sameadd curve.

ii. It is also known as ‘Decrease in Quantity Dexhedli. It can be better
understood from Table and Fig. 3.6.

Price (in ¥)

= H 0. Table : Contraction in Demand
Cuanlity demanded {in Units)
FHE- Y Price (Rs.) Demand (units)
20 100
25 70

As seen in the given schedule and diagram, thetiqyaemanded falls from 100 units to 70 units wathise in
the price from Rs. 20 to Rs. 25, resulting in awan@ movement from A to B along the same demandecDD.

(2) Shifts in Demand Curve:
Demand, as we know, is determined by many factten there is a change in demand due to one a than
one factors other than price, results in the gitemand curve.

For example, if the level of income in communityes, other factors remaining the same, the denaaritld
goods increases. Consumers demand more goodshgbréae per period of me (rise or Increase in detharhe
demand curve shifts upward from he original demangte indicating that consumers at each price @seh
more units of commodity per unit of time.

If there is a fall in the disposable income of to@sumers or rise in the prices of close substatitegood or
decline in consumer taste or non-availability obdgmn credit, etc, etc., there is a reduction imaked (fall or
decrease in demand). The fall or decrease in dewstaftd the demand curve from the original demamnde to
the left. The lower demand curve shows that conssiae able and willing to buy less of the goodaath price
than before.

Schedule:
B ($) Q™ Rise in ¢* Fall in @~
12 100 300 50
6 250 500 200
4 500 600 300
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Diagram/Figure:

Price
@
Q
a
p
h
41 Decrease @ D D ®
in demand 3 D,
2—-
i 1 1 1 ! ] 1
P Quantiry O 100 200 300 400 500 600
\ Fig. 4.4 Quantity

In this figure, the original demand curve is DD

At a price of $12 per unit, consumers purchaseurid. When price falls to$4 per unit, the quandigmanded
increases to 500 units per unit of time. Let usiagsnow that level of income increases in a comtyuni
Now consumers demand 300 units of the commodipyie¢ of $12 per unit and 600 at price of $4 pet.un

As a result, there is an upward shift of the demamste DI In case the community income falls, there is then
decrease in demand at price of $12 per unit. Tlaatify demanded of a good falls to 50 units. BG§ units at
price of $4 unit per period of time. There is a devard shift of the demand to the left of the or&idemand
curve.

Movement along a supply curve

The amount of commodity supplied changes with aise fall of the price while other determinants @bgly
remain constant. This change when shown in thehgsaknown as movement along a supply curve.

In simple words, movement along a supply curveaspnts the variation in quantity supplied of thengwdity
with change in its price and other factors remaninchanged.

The movement in supply curve can be of two typegtension and contraction. Extension in a supplyeis

caused when there is increase in the price or gyaunipplied of the commodity while contractiorcesused due
to decrease in the price or quantity supplied efdbmmodity.
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In the above fig. Il, let us suppose Rs. 20 isahginal price of milk per liter and 20,000 litassthe original
guantity of supply. When the price rises from RBt@Rs. 30, the amount of quantity supplied rfses 20,000
liters to 30,000 liters, and there is a movementhesupply curve from point B to point C. This reawent is
known as extension in supply curve.

Similarly, when price falls from Rs. 20 to Rs. 1l amount of quantity supplied falls from 20,00ér§ to
10,000 liters, and there is another movement irstipply curve from point B to point A. This moverén
known as contraction in supply curve.

Shift in supply curve

The amount of commodity that the producers or sapphre willing to offer at the marketplace caarye even
in cases when factors other than price of the codiiynchange. Such non-price factors can be coftabbrs of
production, tax rate, state of technology, natfaelors, etc.

When quantity of the commodity supplied changestdusange in non-price factors, the supply curescot
extend or contract but shifts entirely. For ananse, introduction of improved technology in indigst helps in
reducing cost of production and induces produatiomore units of commodity at same price. As altesu
guantity of commaodity supplied increases but patthe commodity remains as it is.

Fig.Shift in supply curve
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Shift in supply curve can also be of two typesghtivard shift and leftward shift. Rightward shiftowrs in
supply curve when quantity of supplied commodityréases at same price due to favorable changemipnice
factors of production of commodity. Similarly, kefard shift occurs when quantity of supplied commdi
decreases at the same price.

In the above fig. lll, let us suppose that SS esdhginal supply curve where Q amount of commotaye been
supplied at price P. Due to favorable changes mprace factors, the production of the commoditg hcreased
and its supply has been increased by-@ amount, at the same price. This has causeslifyy curve
rightwards and new supply curveSghas formed.

In the same, due to unfavorable changes in nor-faictors of the commaodity, the production and supps
fallen to Q amount. Accordingly, the supply curve has shifeftlvards and new supply curveSp has formed.

Reasons for rightward shift of supply curve

« Improvement in technology

- Decrease in tax

« Decrease in cost of factor of production

- Favorable weather condition

« Seller's expectation of fall in price in future

Reasons for leftward shift of supply curve

« Use of old or outdated technology

« Increase in tax

« Increase in cost of factor of production

« Unfavorable weather condition

- Seller’'s expectation of rise in price in future

Market Equilibrium:

Market equilibrium is a market state where the $yppthe market is equal to the demand in the markhe
equilibrium price is the price of a good or serwdeen the supply of it is equal to the demandtfar the
market. If a market is at equilibrium, the pricdlwbt change unless an external factor changesupply or

demand, which results in a disruption of the efcitim.
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Refer Book material

UNIT I

PRODUCT AND FACTOR MARKET
Product market — perfect and imperfect market fedihit market structures — Firm’s equilibrium aoghply — Market

efficiency — Economic costs of imperfect competitiofactor market — Land, Labour and capital — Bedand supply —
determination of factor price — Interaction of puotl and factor market — General equilibrium arfitiehcy of
competitive markets.
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What is Market? Meaning

Usually,Market means a place where buyer and seller meets togetbaler to carry on transactions of goods
and services.

Market refers to an arrangement, whereby buyersalers come in contact with each other directly o
indirectly, to buy or sell goods."

Thus, above statement indicates that face to fawtact of buyer and seller is not necessary foketak.g. In
stock or share market, the buyer and seller cay cartheir transactions through internet.

Product market:

Product markets are the markets for consumer gawndservices. In the product market, householdbwayers

and firms are sellers. Households buy the goodsandces that firms produce and sell. The paymieots the
households to the firms, for the purchases of gandsservices, flow to the firms at the same tisig@ds and
services flow to the households.

FACTOR MARKET

Factor market or input market are where houselsg#tishe use of their inputs(Capital, land, labour,
entrepreneurship) to firms. In the factor marketdeholds are the sellers and firms are the bulensseholds
receive money payments from firms as compensatiothe labour, land, capital and entrepreneursbgdad to
produce goods and services. These payments takerthef wages(salaries),rent, interest paymendspraofit

A market used to exchange the services of a faétproduction: labor, capital, land , and entrepraship.
Factor markets, also termed resource markets, egelthe services of factors, NOT the factors théraseFor
example, the labor services of workers are exclatigeugh factor markets NOT the actual workersyiBgi
and selling the actual workers is not only slav@lgich is illegal) it's also the type of exchanpgattwould take
place through product markets, not factor markdtse realistically, capital and land are two resagrthan can
be and are legally exchanged through product markéte services of these resources, however, atepged
through factor markets. The value of the servicehanged through factor markets each year is medsis
national income

Classification or Types of Market

The classification or types of market are depictetthe following chart.
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Generally, the market is classified on the basis of

1. Place,
2. Timeand
3. Competition.

On the basis dPlace the market is classified into:

1. Local Market or Regional Market.
2. National Market or Countrywide Market.
3. International Market or Global Market.

On the basis ofime, the market is classified into:

Very Short Period Market.
Short Period Market.
Long Period Market.
Very Long Period Market.

el

On the basis o€ompetition, the market is classified into:

1. Perfectly Competitive Market Structure.
2. Imperfectly Competitive Market Structure.

Both these market structures widely differ fromteather in respect of their features, price, etedér imperfect
competition, there are different forms of markée monopoly, duopoly, oligopoly and monopolistic

competition

1. A monopoly has only one or a single (mono) seller.
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2. Duopoly has two (duo) sellers.
3. Oligopoly has little or fewer (oligo) number of sellers.
4. Monopolistic competition has many or several numbers of sellers.

Market structures

Structures are classified in term of the presem@dsence of competition. When competition is ahgbe
market is said to beoncentratedThere is a spectrum, froperfect competitioto pure monopoly.

Market Structures
More competition Less competition

-—

Perfect Competition ~ Monapolistic Competition Oligopoly Manapaly |

1 Mnr-mmennﬂﬁnn]

essLoncentration

copppegld e e v s seilne ok

Markat Structures
More competition ess competition

—

Perfect Competition  Monepolistic Competitisn Dligopoly Maonopoy |
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Number ﬂfﬁm'tfé?

Marny
finms

Type of products?

firm firms products products
! Monopolistic Perfect
Monopoly Cligopoly competition competition
(Chapter 15) (Chapter 16) {(Chapter 18) (Chapter 14}
= Tap water = Tenms balls » Movels = WWheal
= Electricity = Crude oil | - Films = Milk
transmission

Monopoly:

A situation in which a single company or group owafi®r nearly all of the markdor a given type of
product or service. By definition, monopoly is cheterized by an absence of competition, which afésnlts in
high prices and inferior products. Companies wlachstate owned and entry for other players araltawed.

If we take example from Indian perspective therens example we can think of is Indian railway whic
is the monopoly as there is no other contribut@reising in the same market.

Characteristics of Monopoly:

1. Single seller:

The producer or seller of the commodity is a singéeson, firm or an individual and that firm hasmyete
control on the output of the commaodity.

2.No Close Substitutes:

All the units of a commodity are similar and thare no substitutes to that commaodity.

3.No Entry for New Firms:

Monopoly situation in a market can continue onlyewlother firms do not enter the industry. If nesnB enter
the industry, there will not be complete controleofirm on the supply. As such, whenever a firmeenthe
industry, monopoly situation comes to an end. Thaetemonopoly industry is essentially one-firmusstry. This
signifies that under monopoly there is no diffeebetween a firm and an industry.

4. Profit in the Long Run:

A monopolist can earn abnormal profit even in thegl run because he has no fear of a competitiver sét
other words, if a monopolist gets abnormal profitgshe long run, he cannot be dislodged from thasifon.
However, this is not possible under perfect contipeti If abnormal profits are available to a conipet firm,
other firms will enter the competition with the uéésabnormal profits will be eliminated.

5. Losses in the Short Period:

Generally, a common man thinks that a monopoly fmannot incur loss because it can fix any priceants.
However, this understanding is not correct. A manppirm can sustain losses equal to fixed costhie short
period. A monopolist means that there is only glsiperson or a firm to sell the commodity.

Therefore, anybody who would like to buy that condiyowill buy it from the monopolist only. Howeveif, a
firm has monopoly of such a commodity which pedplg less or do not buy, it can incur losses oratyrhave
to stop production even. For example, if someorgetha monopoly of yellow hair dye, it is naturatihe firm
has the possibility of incurring losses becauseat product which people generally don't buy.

6. Nature of Demand Curve:

Under monopoly the demand for the commaodity offtira is less than being perfectly elastic and, ¢fiare, it
slopes downwards to the right. The main reasorhefdemand curve sloping downwards to the righthés t
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complete control of the monopolist on thesupplyhed commodity. Due to control on the supply a matisp
makes changes in the supply which brings aboutgdeam the price and because of this demand chamgles
opposite direction. In other words, if a monopoirsireases the price of the commodity, the amofiguantity
sold decreases. Therefore, demand curve (AR) sldpeswards to the right. The nature of demand clia®
been shown in the diagram. DD is demand curve,lwh&s a negative slope.
7. Price-discrimination:
From the point of view of profit a monopolist cahange different prices from different consumershisf
commodity. This policy is known as price discrintioa. He adopts the policy of price discriminati@m various
bases such as charging different prices from d@iffeconsumers or fixing different prices at differplaces etc.
8. Firm is a Price-Maker:
A competitive firm is a price-taker whereas a mavggirm is a price-maker. This is because a comigetfirm
is small compared to market and therefore, it do@shave market power. This is not true in the cafsa
monopoly firm because it has market power. Hertds,d price maker
9. Average and Marginal Revenue Curves:
Under monopoly, average revenue is greater tharginarrevenue. Under monopoly, if the firm wants to
increase the sale it can do so only when it rediisggice. This means AR would decline when sategases. In
that case MR would be less than AR. (ii) AR slogesnwards to the right and is greater than MR.
Oligopoly:
Oligopoly describes a market structure in whichréhage few large firms. They offer the same prodoicsale
and compete aggressively for market dominance. Blesof firms in this market structure are
telecommunications and petroleum companies. Entoythis industry is also difficult as start-up toare very
high, there is control of strategic raw materiall amformation is not easily available.
It is a situation in which a particular market antrolled by a small group of firms. An oligopoly much like a
monopoly, in which only one company exerts contngdr most of a market. In an oligopoly, there drieast
two firms controlling the market. The retail gasrk& is a good example of an oligopoly because alsm
number of firms control a large majority of the et
Industries which are examples of oligopolies inelud

- Steel industry

« Aluminum

« Film

« Television
« Cell phone
« Gas

Characteristics of Oligopoly:
1. Interdependence:

The firms under oligopoly are interdependent in m@lkdecision. They are interdependent because the
number of competition is few and any change ingp&groduct etc by an firm will have a direct irdluce on the
fortune of its rivals, which in turn retaliate blianging their price and output. Thus under oliggofirm not
only considers the market demand for its produttlso the reactions of other firms in the indushig firm can
fail to take into account the reaction of othemfrto its price and output policies. There is, ¢fane, a good deal
of interdependences of the firm under oligopoly.

2. Importance of advertising and selling costs:

The firms under oligopolistic market employ aggressnd defensive weapons to gain a greater share i
the market and to maximise sale. In view of thism§ have to incur a great deal on advertisementoamer
measures of sale promotion. Thus advertising aflthgecost play a great role in the oligopolisticarket
structure. Under perfect competition and monopckpeaditure on advertisement and other measures is
unnecessary. But such expenditure is the life-blafcgh oligopolistic firm.

3. Group behaviour:

Another important feature of oligopoly is the arsédy-of group behaviour. In case of perfect contioet;
monopoly and monopolistic competition, the busirfesss are assumed to behave in such a way as xomza
their profits. The profit-maximizing behaviour omshpart may not be valid. The firms under oligopaise
interdependent as they are in a group.
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4. Indeterminateness of demand curve:

This characteristic is the direct result of therdependence characteristic of an oligopolistio fiMutual
interdependence creates uncertainty for all thadirNo firm can predict the consequence of itsepoatput
policy. Under oligopoly a firm cannot assume thativals will keep their price unchanged if he msicharge in
its own price. As a result, the demand curve faeingligopolistic firm losses its determinateness.

The demand curve as is well known, relates to Hreous quantities of the product that could be sbld
different levels of prices when the quantity todmdd is itself unknown and uncertain the demandewan't be
definite and determinate.

5. Elements of monopoly:

There exist some elements of monopoly under olitisgoo situation. Under oligopoly with product
differentiation each firm controls a large partloé market by producing differentiated productsiich a case it
acts in its sphere as a monopolist in lining peoe output.

6. Price rigidity:

Under oligopoly there is the existence price rigidPrices lend to be rigid and sticky. If any fimakes a
price-cut it is immediately retaliated by the riviains by the same practice of price-cut. Thereuos@ price-war
in the oligopolistic condition. Hence under oligbpoo firm resorts to price-cut without making prioutput
decision with other rival firms. The net result Mk price -finite or price-rigidity in the oligofistic condition.
Monopolistic Competition:

Monopolistic competition is a form of _imperfect competitiowhere many competing producers sell
products that are differentiatéidbm one another (that is, the products are swibeg but, with differences such
as branding, are not exactly alike). In monopdistbmpetition firms can behave like monopolieghe short-
run, including using market power to generate prdfit.the long-run other firms enter the market and the
benefits of differentiation decrease with competifithe market becomes more like perfect compatitibere
firms cannot gain economic profit.

Clothing is an example of monopolistic competiti&@ven if we take any specific item of clothingcku
as a simple shirt, then we will see that there saeeral producers and almost the entire world @tjoul as
consumers.

Many small businesses operate under conditions afopolistic competition, including independently
owned and operated high-street stores and restaudanthe case of restaurants, each one offersthomg
different and possesses an element of uniquenetsall lare essentially competing for the same custs.

Characteristics
Monopolistically competitive markets exhibit the fdlowing characteristics:

1. Each firm makes independent decisions about pridenatput, based on its product, its market, asd it
costs of production

2. Knowledge is widely spread between participantstia unlikely to be perfect. For example, dineah
review all the menus available from restaurants iown, before they make their choice. Once ingide
restaurant, they can view the menu again, befaterorg. However, they cannot fully appreciate the
restaurant or the meal until after they have dined.

3. The_entrepreneuras a more significant role than in firms that peeectly competitive because of the
increased risks associated with decision making.

4. There is freedom to enter or leave the markethe@®tare no major barriers to entnyexit.

5. A central feature of monopolistic competition iatiproducts are differentiated. There are four nyges
of differentiation:

1. Physical product differentiatigrwhere firms use size, design, colour, shapeppadnce, and
features to make their products different. For gxamconsumer electronics can easily be
physically differentiated.

2. Marketing differentiationwhere firms try to differentiate their product dhigtinctive packaging
and other promotional techniques. For example Kiasacereals can easily be differentiated
through packaging.

3. Human capital differentiationwhere the firm creates differences through thi alkits
employees, the level of training received, distiretiniforms, and so on.
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4. Differentiation through distributionincluding distribution via mail order or througiternet
shopping, such as Amazon.com, which differentiasedf from traditional bookstores by selling
online.

6. Firms areprice makersand are faced with a downward sloping demand cuiBgeause each firm makes a
unique product, it can charge a higher or lowesepthan its rivals. The firm can set its own pace
does not have to ‘take' it from the industry ashel, though the industry price may be a guidelarne,
becomes a constraint. This also means that therdemave will slope downwards.

7. Firms operating under monopolistic competition Uiguzave to engage in advertising. Firms are often
fierce competition with other (local) firms offegra similar product or service, and may need teHtbe
on a local basis, to let customers know their diffices. Common methods of advertising for thesesfir
are through local press and radio, local cinematgrs, leaflets and special promotions.

9. Monopolistically competitive firms are assumed &dvofit maximiserdecause firms tend to be small
with entrepreneurs actively involved in managing blusiness.

10.There are usually a large numbers of independensfcompeting in the market.

Perfect competition:

This market structure is characterized by many taigad many sellers of a product. The product is no
unique as it is available from many sellers. Firmthis market structure are price takers as tleyot sell
above the price of their competitors. Firms mustat the market’s price as there are several cotopetThere
is perfect knowledge about the business and threre@barriers of high start-up cost and contratodtegic raw
materials.

Perfect competition(sometimes calledure competitiohdescribes markets such that no participants are
large enough to have the market poveeset the price of a homogeneous product

The staple food and vegetables we buy from the etaskperfect competition. However when they start
branding they move toward oligopoly.
Key characteristics

> Large number of firms. The basic condition of perfect competition is tthegtre are large numbers of
firms in an industry. Each firm in the industrysis small and its output so negligible that it eisas little
influence over price of the commaodity in the markesingle firm cannot influence the price of the
product either by reducing or increasing its outpurt individual firm takes the market price as giwend
adjusts its output accordingly. In a competitiverked, supply and demand determine market price. The
firm is price taker and output adjuster.

» Large number of buyers.In a perfect competitive market, there are vergdanumber of buyers of the
product. If any consumer purchases more or purehass, he is not in a position to affect the marke
price of the commodity. His purchase in the totatbat is just like a drop in the ocean. He, themeftoo
like the firm, is a price taker.

» The product is homogeneousAnother provision of perfect competition is thia¢ tgyood produced by all
the firms in the industry is identical. In othernas, the cross elasticity between the producth®fitm
is infinite.

> No barriers to entry. The firms in a competitive market have complegée=fiom of entering into the
market or leaving the industry as and when theyeleEhere are no legal, social or technological!
barriers for the new firms (or new capital) to erdeleave the industry. Any new firm is free tarst
production if it so desires and stop production kade the industry if it so wishes. The industhys, is
characterized by freedom of entry and exit of firms

» Complete information. Another condition for perfect competition is tiia¢ consumers and producers
possess perfect information about the prevailingepof the product in the market. The consumers\kno
the ruling price, the producers know costs, thekers know about wage rates and so on. In brief, the
consumers, the resource owners have perfect kngegdout the current price of the product in the
market. A firm, therefore, cannot charge highecg@than that ruling in the market. If it does $® goods
will remain unsold as buyers will shift to some atlseller.
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> Profit maximization. For perfect competition to exist, the sole objextf the firm must be to get
maximum profit.
Price-Output determination
Demand in a Perfectly Competitive Market
The demand and supply curves for a perfectly comngetmarket are illustrated in Figure (a); the demd curve
for the output of an individual firm operating img perfectly competitive market is illustratedrigure (b).

Market demand The individual firm's
Price and supply curves Price demand curve
in% in%
Market

supply

Firm demand
P o= s i Sa e ae P
: Market
' demand
aQ Units of Units of
outpul output
(a) (b)
Figure 1

Market and firm demand curves in a periectly competitive market

Note that the demand curve for the market, whidtuctes all firms, isdlownward slopingwhile the demand
curve for the individual firm idlat or perfectly elasticreflecting the fact that the individual takes tharket
price, P, as given. The difference in the slopes of theketademand curve and the individual firm's demand
curve is due to the assumption that each firm iallsm size. No matter how much output an individfian
provides, it will be unable to affect the markdtpr Note that the individual firm's equilibrium ayutity of output
will be completely determined by the amount of aditfhe individual firm chooses to supply

Price Discrimination

Price discrimination or price differentiation'¥! exists when sales of identical goods or servicedransacted at
different pricesfrom the same providé. In a theoretical market with perfect informatigrerfect substitutes
and no _transaction costr prohibition on secondary exchange (or re-sgllito prevent_arbitrageprice
discrimination can only be a feature of monopdtistnd oligopolisticmarkefs' where_market powecan be
exercised. Otherwise, the moment the seller taesetl the same good at different prices, the bayé¢he lower
price can arbitrage by selling to the consumer mgyat the higher price but with a tiny discount.wéweer,
product heterogeneity, market frictions high fixed costs (which make marginal-cost ipgcunsustainable in
the long run) can allow for some degree of difféirpricing to different consumers, even in fudgmpetitive
retail or industrial markets.
The effects of price discrimination on social d@#itcy are unclear. Output can be expanded when price
discrimination is very efficient. Even if outputmnains constant, price discrimination can reducgieficy by
misallocating output among consumers.

Price discrimination requires market segmentatod some means to discourage discount customers
from becoming resellers and, by extension, commstitThis usually entails using one or more means o
preventing any resale: keeping the different pmgeups separate, making price comparisons difficoit
restricting pricing information. The boundary sethy the marketer to keep segments separate isaeéfo as a
rate fence Price discrimination is thus very common in seegi where resale is not possible; an example is
student discounts at museums: In theory, studémtsheir condition as students, may get lower ggithan the
rest of the population for a certain product orveer, and later will not become resellers, sinceatvhey
received, may only be used or consumed by them.th®noexample of price discrimination is intelledtua
property enforced by law and by technology. In the mafkeDVDs, DVD-players are designed and produced-
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by law- with hardware or software to prevent inexgiee copying or playing of content purchased lggal
elsewhere in the world (for example legally pur@ths India) from being used in a higher price reaifkke in
the US or Europe). The Digital Millennium CopyrighAtt has provisions to outlaw circumventing of such
devices to protect the enhanced monopoly profigs dopyright holders can obtain from price discnation
against higher price market segments.

Price discrimination can also be seen where theirament that goods be identical is relaxed. For
example, so-called "premium products” (includintatigely simple products, such as cappuccino coegh&n
regular coffee with cream) have a price differdntfeat is not explained by the cost of producti@@me
economists have argued that this is a form of mtiserimination exercised by providing a meansdansumers
to reveal their willingness to pay.

Some examples worth considering include:

- Cinemas and theatres cutting prices to attract geuand older audiences

» Student discounts for rail travel, restaurant maats$ holidays

« Car rental firms cutting prices at weekends

« Hotels offering cheap weekend breaks and winterodists
The aims of price discrimination
It must be remembered that the main aim of priserdnination is to increase thatal revenueand/or profits of
the supplier! It helps them to off-load excess c#tyand can also be used as a technique to takeetrghare
away from rival firms.
Some consumers do benefit from this type of pricitigey are "priced into the market” when with @miee they
might not have been able to afford a product. Fostrmonsumers however the price they pay refleettyp
closely what they are willing to pay. In this respgrice discrimination seeks to extraonsumer surplusand
turn it intoproducer surplus (or monopoly profit).

Pricing Strategies or Pricing Methods in practice

There is no limit to the number of variations imcprg strategies and tactics. This wide varietppfions is
exactly what allows small business owners to bereative. Pricing always plays a critical roleaifirm’s
overall strategy: pricing policies must be compatibith a company’s total marketing plan.

Introducing a New Product

Most small business owners approach setting tloe j@fia new product with a great deal of appreloensi
because they have no precedent on which to baseldugsion. If the new product’s price is excessy high, it
is in danger of failing because of low sales volurh®wever, if it is priced too low, the producsales revenue
might not cover costs. When pricing any new prodine owner should try to satisfy these objectives
1. Getting the product accepted. No matter housual a product is, its price must be acceptabieedirm’s
potential customers.
2. Maintaining market share as competition groWss new product is successful, competitors wnllex the
market, and the small company must work to exparad east maintain its market share. Continuously
reappraising the product’s price in conjunctionhwapecial advertising and promotion techniquesshpetain
a satisfactory market share.
3. Earning a profit. Obviously, a small firm mestablish a price for the new product higher ttgoost.
Entrepreneurs should not introduce a new produgtpaiice below cost because it is much easienmterl@ price
than to increase it once the product is on the etark
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Small business owners have three basic strateg@sbse from when establishing a new productsepra
penetration pricing strategy, a skimming pricingstgy, and a sliding —down the demand curve gfyate

Market penetration. If a business introduces a product into a higtdynpetitive market in which a large
number of similar products are competing for acaepe, the product must penetrate the market todeessful.
To gain quick acceptance and extensive distributiothe mass market, the firm should introduce gheduct
with a low price. In other words, it should see tprice just above total unit cost to develop ageeth the
market and quickly achieve a high volume of sal@$e resulting low profit margins may discouragbeot
competitors from entering the market with similaogucts.

In most cases, a penetration strategy is usedrtudince relatively low-priced goods into a markétwo
elite segment and little opportunity for differeation exists. The introduction is usually accomedrby heavy
advertising and promotional techniques, speciaéssahnd discounts. Entrepreneurs must recogniae th
penetration pricing is a long range strategy; wudilsumers accept the product, profits are likelipe¢ small. If
the strategy works and the product achieves maskemaenetration, sales volume will increase, amel t
company will earn adequate profits. The objectivéshe penetration strategy are to beak into tlaeket
quickly, to generate high sales volume as sooroasilple, and to build market share. Many consymaiucts,
such as soap, shampoo, and lightbulbs, are inteatihcough penetration pricing strategies.

Skimming. A skimming pricing strategy often is used wheooapany introduces a new product into market
with little or no competition. Sometimes the firemploys this tactic when introducing a product i@to
competitive market that contains an elite group thable to pay a higher price. Here a firm usdsgher than
normal price in an effort to quickly recover thétied developmental and promotional costs of thedoict. Start
up costs usually are substantial due to intensigmgptional expenses and high initial productionte&od he idea
is to set a price well above the total unit cost smpromote the product heavily in order to appedahe segment
of the market that is not sensitive to price. Sagricing tactic often reinforces the unique, pggsus image of
a store and projects a quality picture of the pobduAnother advantage of this technique is thatdtvner can
correct pricing mistakes quickly and easily. If the business sets a price that is too lowler a penetration
strategy, raising the price can by very difficult.a business using the skimming strategy setsca oo high to
generate sufficient volume, it can always lower phiee. Successful skimming strategies requirerapgany to
differentiate its products or services from thosehe competition, justifying the above averageeri

Sliding Down the Demand Curve. One variation of the skimming price strategy aled sliding down the
demand curve. Using this tactic, the small compatrypduces a product at a high price. Then teldgical

advancements enable the firms to lower its costskiyuand to reduce the product’'s price before cetiipn

can. By beating other businesses in a price dective small company discourages competitors aadugily,

over time, becomes a high volume producer. Compwre a prime example of a product introduced lagha

price that quickly cascaded downward as compaoiggedl important technological advances.

Sliding is a short term pricing strategy that asssirthat competition will eventually emerge. Buervuf no

competition arises, the small business almost avi@yers the product’s price to attract a larggnsent of the
market. Yet, the initial high price contributesaaapid return of start up costs and generateshgs funds to
finance expansion and technological advances.

Pricing Established Goods and Services
Each of the following pricing tactics or techniques become part of the toolbox of pricing tacénsrepreneurs
can use to set prices of established goods antesrv

Odd Pricing. Although studies of consumer reaction to pricesraixed and generally inclusive, many small
business managers use the technique known as mittgprThese managers prefer to establish pricatsand in
odd numbers (5,7,9) because they believe that raedite selling for $12.95 appears much cheaper ttian
same item priced at $13.00. Psychological teclesgsuch as odd pricing are designed to appealrtairce
customers interests, but their effectiveness resnaite proven.
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Price Lining. Price lining is a technique that greatly simpbfithe pricing function. Under this system, the
manager stocks merchandise in several differemmep@nges, or price lines. Each category of mexbka
contains items that are similar in appearance,ityualost, performance, or other features. Fom®da, most
music stores use price lines for their DVDs and G®snake it easier for customers to select itend tan
simplify stock planning. Most lined products appeasets of three — good, better and best — aeprilesigned
to satisfy different market segment needs and imsom

Leader Pricing. Leader pricing is a technique in which the smetidiler marks down the customary price of a
popular item in an attempt to attract more custe@meFhe company earns a much smaller profit on eadh
because the markup is lower, but purchases of atleechandise by customers seeking the leader ifeen o
boost sales and profits. In other words, the imaidl purchases that consumers make when shoppintgd
leader item boost sales revenue enough to offsatver profit margin on the leader. Grocery stooéien use
leader pricing.

Geographical Pricing. Small businesses whose pricing decisions ardlgraffiected by the costs of shipping
merchandise to customers across a wide range gf@@uacal regions frequently employ one of the gaphical
pricing techniques. For these companies, freigipeeses comprise a substantial portion of the ebsloing
business and may cut deeply into already narroiitpmargins. One type of geographical pricing @ne
pricing, in which a small company sells its meratiaa at different prices to customers located fifedint
territories. For example, a manufacturer might aelone price to customers east of the Mississgm at
another to those west of the Mississippi. The éthiBtates Postal Service’s varying parcel postgesaoffer a
good example of zone pricing. A small business tnhes able to show a legitimate basis for the price
discrimination or risk violating Section 2 of théa@ton Act.

Another variation of geographic pricing is unifodelivered pricing, a technique in which a firm des all of
its customers the same price regardless of themtitan, even though the cost of selling or transpgrthe
merchandise varies. The firm calculates the prégéght charges for each region and combines thtma
uniform fee. The result is local customers sulzgidhe firm’s charges for shipping merchandise istadt
customers.

Opportunistic Pricing. When products or services are in short supplgtacners are willing to pay more for
products they need. Some businesses use suchmstances to maximize short-term profits by engagiryice
gauging. Many customers have little choice bupag the higher prices. Opportunistic pricing mayhdire,
however, because customers know that unreasoniblyphces mean the company is exploiting them.

Discounts. Many small business owners use discounts or mankd — reduction from normal list prices — to
move stale, outdated, damaged, or slow-moving naedise. A seasonal discount is a price reductesngded
to encourage shoppers to purchase merchandisestsfarpcoming change of seasons. For instancey, ratail
clothiers offer special sales on winter coats imdsummer. Some firms grant purchase discounts egiap
groups of customers such as senior citizens orestadto establish a faithful clientele and to geteerepeat
business. For example, one small drugstore logaad a state university offered a 10 percent studiscount
on all purchases and was quite successful in devga large volume of student business.

Multiple unit pricing is a promotional techniqueathoffers customers discounts if they purchaseuantjty.
Many products, especially those with relatively lomit volume, are sold using multiple unit pricing-or
example, instead of selling an item for 50 centanall company might offer five for $2.00.

Suggested Retail Price.

Many manufacturers print suggested retail pricestheir products or include them on invoices or in
wholesales catalogs. Small business owners frélguésllow these suggested retail prices becauss th
eliminates the need to make pricing decisions. dllmless, following prices established by a distant

Er.Perumal Manimekalai College of Engineering (PMC Tech.), Hosur. 52



BA5101 ECONOMIC ANALYSIS FOR BUSINESS

manufacturer may create problems for the smallnassi. For example, a high end retailer may trgréate a
high-quality, exclusive image through a prestigeipg policy, but manufacturers may suggest distaurlet
prices that are incompatible with the small firnmsage.

Another danger of accepting the manufacture’s ssiggeprice is that it does not take into considenat
the small firm’s cost structure or competitive ation. A manufacturer cannot force a businessctept a
suggested retail price or require a business teeagot to resell merchandise below a stated pecause such
practices violate the Sherman Antitrust Act anceothgislation.

Pricing a new product is often difficult for the alnbusiness owner, but it should accomplish three
objectives: getting the product accepted, maimginmarket share as the competition grows, andiregra
profit. Generally, there are three major pricirgategies used to introduce new products into tlaeket:
penetration, skimming, and sliding down the demandve. Pricing techniques for existing productsl an
services include odd pricing, price lining, leageicing, opportunistic pricing, discounts, and sesfgd retail
pricing.

UNIT IV
PERFORMANCE OF AN ECONOMY — MACRO ECONOMICS

Macro-economic aggregates — circular flow of macoo@mic activity — National income determination —
Aggregate demand and supply — Macroeconomic equilib— Components of aggregate demand and national
income — multiplier effect — Demand side manageméfiscal policy in theory

Macro-Economic Aggregates:
The performance of an economy is evaluated by derisig the performance indicators. Some of these

indicators are as follows:
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Aggregate output level
Aggregate price level
Aggregate investment level
Aggregate consumption
Balance of Payments
1. Aggregate Output levels
Aggregateoutputis the total quantity of goods and services predur supplied) in an economy in a given
period
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Aggregate output=Factor Income=Expenditure
Aggregate Output is the total amount of output produced and suppiredhe economy in a given period.
Aggregate Incomeis the total amount of income received by all dastof production in an economy in a given
period. The two of them are always equal at anippesf time
GDP:
Gross domestic product (GDP) is tlmenetary value of all the finished goods and services producethinia
country's borders in a specific time period. GDEludes all private and public consumption, govemime
outlays, investments argtports minusimports that occur within a defined territory.
GDP =C+ Gl + G + (X = M),
Where,
C = Consumption expenditure of Households.
Gl = Gross Investment by Firms,
G = Government expenditure,
X —M = Value of exports — value of imports

Gross national Product:
GNP is thetotal value of all final goods andservices produced within a nation in a particular year,splu
income earned by its citizens. GNP measures the valugoofls and services that the country's citizens
produced regardless of their location.

"Gross National Product (or GNP) is an economic $fgic that includes GDP, plus any income earned by

residents from overseas investments, minus inconagned within the domestic economy by overseas

residents.”

GNP=GDP + Net factor Income from Abroad

Net foreign income from abroad includes income eaioy Indians from other countries, Deducts inceamed

by foreigners working in India.

If foreign income is positive, GNP > GDP If foreign income is negative, GNP < GDP

Net Domestic Product (NDP)
Net domestic product is the amount of output wdaceansume without reducing our stock of capital.
NDP = GDP — depreciation
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Net national product (NNP):
Net national product is defined as the total valtithe goods and services that a country produceagl
a period of time, minus the depreciation cost ofodpcing those goods and services.
NNP = GNP — Depreciation
2. Aggregate price levels
The aggregate price level refers to the generalggregate price of the collective goods and sesvice
produced in an economy over a period of time. Tdleutation of this price is determined by varioau®momic
factors, including aspects like the effects of expe2 demand and the effects of excessive supply.
i) Consumer Price Index
The CPI is calculated by taking price changes farheitem in the predetermined basket of goods and
averaging them; the goods are weighted accordinigetio importance. Changes in CPI are used to asses
price changes associated with the cost of living.
i) Wholesale Price Index
Wholesale Price Index (WPI) represents the pricgoafds at a wholesale stage i.e. goods that agarsol
bulk and traded between organizations instead nswmers. WPI is used as a measure of inflation in
some economies.
iili) GDP Deflator:
GDP deflator is an index of price changes of goaxd services included in GDP. It is a price index
which is calculated by dividing the nominal GDPairgiven year by the real GDP for the same year and
multiplying it by 100.

Nominal (or Current Prices) GDP

; GDP Deflator =
S Nominal GDP it O = Real (or Constant Prices) GDP
r eflator= ——— x _ 2.5 _ 14267h. crones
Real GDP For example, GDP Deflator in 199798 b

=135.9

It shows that at constant prices (1993-94), GDP9@7-98 increased by 135.9% due to inflation (or
rise in prices) from Rs. 1049.2 thousand crore9®3-94 to Rs. 1426.7 thousand crores in 1997-98.

3. Aggregate investment levels:
Investment is the second component of a nationgjseggte demand. Investment is defined as spenging b
firms on capital equipment or technology and bydehwolds on new homes
The determinants of Investment

» The Real Interest Rate:Interest is the cost of borrowing money. Firmd Wwdrrow more to invest in
new capital when the interest rate is low, and shless when interest rates are high.

» Business Confidencelf firms are confident about the level of futurendand for their products, they
are more likely to invest now. If confidence is |ldwms will withhold from making new investments

» Technology: New technology tends to spur new business investnanfirms rush to keep their
manufacturing techniques as modern as efficienpassible and to produce the latest goods and
services that consumers are demanding.

» Business taxesWhen firms can keep a larger share of their reger{ue. when taxes are lower) they
may invest more. Higher business taxes discourageimvestments.

» The degree of excess capacityf a firm’s factories have excess capacity (megrihey are currently
producing below the level they are capable of) $imill be less likely to invest since output can be
increased without acquiring new capital.

> Expectations: If firms expect prices of their goods to be highethe future, they are more likely to
invest now. If lower prices are expected, firmsédass incentive to invest now. Aggregate Demand

4. Aggregate Consumption levels
As one of the components of aggregate demand, ogign refers to all the spending done by
households on goods and services. The level ofucoptson in a nation depends on several factors.
The determinants of Consumption
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» Disposable Income:Refers to the after-tax incomes of households.dAsposable income rises, C
increases. If disposable income falls, C will fall.

» Wealth: When value of existing wealth (real assets andniuml assets) increases, households tend to
spend more on goods and services. When wealthatsseconsumption decreases.

» Expectations: If households expect prices or their incomes $e in the future, then today C increase,
shifting AD out. If they expect lower prices or omes, then C will likely decrease, as households
choose to save more for the hard times ahead.

» Real Interest Rates:Lower real interest rates lead to more C, as gavivecomes less appealing and
borrowing to buy durable goods can be done moraptie

» Household Debt:When consumers increase their debt level, theycoasume more in the short-run. But
if household debt is too high, C will eventuallycdease

» Taxation: A higher tax decreases disposable income and s#&lise fall. A decrease in taxes shifts both
C outwards. Taxes are set by government as pégoal policy. Aggregate Demand

5. Balance of payments:
Balance of payment can be defined as systematierdeof all economic transactions between the
residence of one country and the residence of anathuntry during a given period of time

COMPONENTS OF BALANCE OF PAYMENT:

1. CURRENT ACCOUNT: current account deals with the movement of expartd imports of goods and

services. Merchandise may be private or governnfieistthe major item of the current account. Iteshgurrent

account are as under:
» Exports and imports of visible items i.e. goodss lalso known as balance of trade.
> invisible items
> services
> unilateral transfers
» miscellaneous- commission, advertisement, royalfiatent fee etc.

Each one of these items has credit and debit dépgeod the principle of double entry book keeping.

2. CAPITAL ACCOUNT : deals with financial transactions between onenttguand rest of the world. These
financial or capital transactions can be privavggnment or institutional. It can be classifiedshsrt term
and long term capital movements.

3. Financial account consists of financial assets, such as gold, cayederivatives, special drawing rights,
equity and bonds. And the major aspects of findrexaount are direct investment, portfolio investite

other investment ,reserve assets.

Circular Flow of Macroeconomic Activity
The term circular flow of income or circular flowf economic activity refers to “a simple economic

model which describes the circulation/flow of ina®rnetween producers and consumers”. In the cirdldar
model, producer and consumer are referred to amsfiand "households" respectively.
Circular Flow Concepts

» Product Market — where goods and services are exchanged

» Households— suppliers of the factors of production & demasd# goods and services

» Government— providers of public goods and services & demandéboth private goods and

services and the factors of production

» Businesses / Firms- suppliers of goods and services & demanderseofactors of production

» Factor Market — where the factors of production are exchanged
The circular-flow diagram is a model that represehe transactions in an economy by flows aroucidcée

1. Two Sector Model of Circular flow of MacroeconomicActivity
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In the simple two sector circular flow of incomedel the state of equilibrium is defined as a situnain
which there is no tendency for the levels of incdiMe expenditure (E) and output (O) to change,E¥9
This means that the expenditure of buyers (houdehbecomes income for sellers (firms). The

firms then spend this income on factors of productuch as labour, capital and raw materials, $teanng"
their income to the factor owners. The factor owrsgrend this income on goods which leads to alairlow of
income

Circular Flow of Income
(Two Sector Economy)

(Wages, Rent, Interest and Profits)
Factor Payments
(Y)

.—-— Factor Inputs .__

T =
o N e Financial
Housecholds S » Rt o
~, @ s
T~ =
T, Goods and _.—"""

Services ()
Consumption
expenditure
(C)

In the equilibrium Y=FK=0

.Three Sector Model of Circular flow of Macroeconom¢ Activity
The three-sector, three-marlétular flow model highlights the key role that t@vernment sector plays in the
macro economy. It expands the circular flow model by illustragitmow taxes are diverted frontonsumption
expenditures to the government sector and then usedgd@ernment purchases. It illustrates that taxes do not
vanish from the economy, but are merely diverted.

» Household sector supply the factor services likel |dabor etc. to the business sector to produce

» Business sector pays rewards to the factor serpicesded by the household sector in terms of wage,

interest etc.
» After producing the goods and services the busises®r supplies it for selling.

overnmument

SCCHOT -\

-l 4
i op
\4.\“;{\ i L2y i
it PO FaChoye o s
eI S P
way ey S

> The household sector

\ Savings Financial Investment| ET buys gOOdS and SerVICeS
Households - T~ . Firms and pays their earnings
on different goods and
services.
> In an economy the

household sector pays
both direct taxes and

indirect taxes. This is the income of the governnsector.

» Similarly the business sector also pays both digects and indirect taxes. It is also the incomenhef
government sector.

» The expenditure of the government sector. Goverhsestor pays transfer payments like scholarsloips t
students, pensions and other allowances to governeneployees etc. That is payment to the household
sector.

» The expenditure of the government sector. Goverhpeys subsidies to the industries, and other
productive schemes to minimize their costs. Thitésflow from government sector to the business
sector.
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Four Sector Modelof Circular flow of Macroeconomic Activity

Circular Flow of Income
(Four Sector Economy)

Government
o~ R i
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Circular flow of income in a four-sector economysists of households, firms, government and foreagtor.

* Household Sector:

Households provide factor services to firms, gowent and foreign sector.

In return, it receives factor payments. Househalds receive transfer payments from the governraadt

the foreign sector.

* Households spend their income on:

(i) Payment for goods and services purchased fronsf
(i) Tax payments to government;
(iif) Payments for imports.

* Firms:

Firms receive revenue from households, governmadt the foreign sector for sale of their goods and

services. Firms also receive subsidies from theegouent.

* Firm makes payments for:

(i) Factor services to households;

(ii) Taxes to the government;

(iii) Imports to the foreign sector.

* Government:

Government receives revenue from firms, househatdsthe foreign sector for sale of goods and sesyic
taxes, fees, etc. Government makes factor payntertesuseholds and also spends money on transfengray
and subsidies.

» Foreign Sector:

Foreign sector receives revenue from firms, houskshand government for export of goods and serviites
makes payments for import of goods and services fions and the government. It also makes paymanthie
factor services to the households.

The savings of households, firms and the governmecior get accumulated in the financial markatafkcial
market invests money by lending out money to hoolsksh firms and the government. The inflows of mome
the financial market are equal to outflows of mandymakes the circular flow of income complete and
continuous. The circular flow of income in a fowetr economy
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» The five sector
The 5-Sector Model model  of  the

circular flow of

~ Income (Y) income is a more
\[ ‘|‘ realistic
| Resources v representation  of
Houssa-:rows FIRMS the economy
Qutput (O) I . h
- )I 9 » The first is the
=2 Consumption/Expenditures (E) % Financial Sector
a2 L] 1
é W SavingS(S! FINANCIAL SECTOR Investmentsﬁél = thatk consists Of
‘ 1 banks and non-
2o O OVERNMENT SECTOR |2pending )y} bank
intermediaries
POt (M TERNATIONAL SECTOR |—EXBorts () )] who engage in the
borrowing
(savings from

households) and lending of money. In terms of timeular flow of income model the leakage that
financial institutions provide in the economy ig thption for households to save their money.

This is a leakage because the saved money canrgpeiné in the economy and thus is an idle asset tha
means not all output will be purchased

The injection that the financial sector providemithe economy is investment (I) into the busirfesss
sector.

The leakage that the Government sector providédsrasigh the collection of revenue through Taxes (T)
that is provided by households and firms to theegoment. For this reason they are a leakage bedtause
is a leakage out of the current income thus redyitia expenditure on current goods and services.

The injection provided by the government sectoG@ernment spending (G) that provides collective
services and welfare payments to the communitye®ample of a tax collected by the government as a
leakage is income tax and an injection into theneowny can be when the government redistributes this
income in the form of welfare payments that is@afof government spending back into the economy.
The final sector in the circular flow of income nabds the overseas sector which transforms the mode
from a closed economy to an open economy. The teakage from this sector are imports (M), which
represent spending by residents into the resteoiibrld. The main injection provided by this sedsothe
exports of goods and services which generate indontae exporters from overseas residents.

National income

National income or national product is defined alse total market value of all the final goods and

services produced in an economy in a given periddirne.

This suggests that the labor and capital of a egumworking on the natural resources produces ireneat
amount of goods and services, the aggregates chvasi known as national income or national products
There are many concepts of national income whiale used by different economists and all of wlaichinter-
related.

Components /Concepts of National Income :

The important concepts of national income are:

1. Gross Domestic Product (GDP)

2. Gross National Product (GNP)

3. Net National Product (NNP) at Market Prices

4. Net National Product (NNP) at Factor Cost oridt&t! Income
5. Personal Income

6. Disposable Income

Let us explain these concepts of National Incomgeitail.
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1. Gross Domestic Product (GDPEross Domestic Product (GDP) is the total markdéier of all final goods

and services currently produced within the domestigtory of a country in a year.

Four things must be noted regarding this definition

» First, it measures the market value of annual dugfugoods and services currently produced. This
implies that GDP is a monetary measure.

» Secondly, for calculating GDP accurately, all goadisl services produced in any given year must be
counted only once so as to avoid double counting. GBPP should include the value of only final goods
and services and ignores the transactions invoivitegmediate goods.

» Thirdly, GDP includes only currently produced gooalsd services in a year. Market transactions
involving goods produced in the previous periodshsas old houses, old cars, factories built eadier
not included in GDP of the current year.

» Lastly, GDP refers to the value of goods and ses/roduced within the domestic territory of a doyn
by nationals or non-nationals.

2. Gross National Product (GNP)Gross National Product is the total market valualldinal goods and

services produced in a year. GNP includes net factome from abroad whereas GDP does not. Thaerefor
GNP = GDP + Net factor income from abroad.

Net factor income from abroad = factor income reegiby Indian nationals from abroad — factor incqragl to

foreign nationals working in India.

3. Net National Product (NNP) at Market PriceNNNP is the market value of all final goods andvees after
providing for depreciation. That is, when charges depreciation are deducted from the GNP we geP NN
market price. Therefore’

NNP = GNP — Depreciation
Depreciation is the consumption of fixed capitafadlin the value of fixed capital due to wear dedr.

4.Net National Product (NNP) at Factor Cost (Natiahincome)} NNP at factor cost or National Income is the
sum of wages, rent, interest and profits paid wofg for their contribution to the production cdagls and
services in a year. It may be noted that:

NNP at Factor Cost = NNP at Market Price — IndirectTaxes + Subsidies.

5. Personal IncomePersonal income is the sum of all incomes actualtgived by all individuals or households
during a given year. In National Income there aym& income, which is earned but not actually remilay
households such as Social Security contributiooarate income taxes and undistributed profits.ti@nother
hand there are income (transfer payment), whialegsived but not currently earned such as old agesipns,
unemployment doles, relief payments, etc. Thusnaving from national income to personal income wesm
subtract the incomes earned but not received athdhadmes received but not currently earned. Tloeeef
Personal Income = National Income — Social Secuwtytributions — corporate income taxes — undisted
corporate profits + transfer payments.

6. Disposable IncomeFrom personal income if we deduct personal takesihcome taxes, personal property
taxes etc. what remains is called disposable incdimes,
Disposable Income = Personal income — personal taxe
Disposable Income can either be consumed or savddherefore,
Disposable Income = consumption + saving.

Uses of National Income Accounting
The national income accounts have wide applicatmisserve as an effective tool of analysis. Nbaots are
extremely useful in:

» Estimating national income of the country.

» Comparing national income of different countries.

» Describing and explaining the level of economicvgtoof a country.
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Estimating the contribution of each factor of protion in the national income.
Estimating the contribution of each sector in taéanal income.
Planning especially for economically backward coest
Suggesting effective policies for altering the levef production and employment.
Implementing and testing economic theories or notlet aim to explain or forecast economic
behaviour.
MEASUREMENT OF NATIONAL INCOME
Production generate incomes which are again spegbods and services produced. Therefore, natinoaine
can be measured by three methods:

1. Output or Production method

2. Income method, and

3. Expenditure method.

YVVVY

1. Output or Production MethodThis method is also called the value-added metfibds method approaches
national income from the output side. Under thighod, the economy is divided into different secteush as
agriculture, fishing, mining, construction, manutatg, trade and commerce, transport, communigasnd
other services. Then, the gross product is fourtdoguadding up the net values of all the productioat has
taken place in these sectors during a given year.

In order to arrive at the net value of productidraaiven industry, intermediate goods purchasehiey
producers of this industry are deducted from tlesgvalue of production of that industry. The aggte or net
values of production of all the industry and sextof the economy plus the net factor income fromoadb will
give us the GNP. If we deduct depreciation from @P we get NNP at market price. NNP at marketepfic
indirect tax

es + subsidies will give us NNP at factor cost atidbhal Income.

The output method can be used where there existasus of production for the year. The advantage of
this method is that it reveals the contributionsl aelative importance and of the different sectofsthe
economy.

2. Income Method: This method approaches national income from ttstrildution side. According to this
method, national income is obtained by summing fiphe incomes of all individuals in the country. ush
national income is calculated by adding up the oériand, wages and salaries of employees, interesapital,
profits of entrepreneurs and income of self-empdioyeople.

This method of estimating national income has theatgadvantage of indicating the distribution of
national income among different income groups aaglandlords, capitalists, workers, etc.

3. Expenditure Method This method arrives at national income by addipall the expenditure made on goods
and services during a year. Thus, the nationalnmecs found by adding up the following types of enxgiture by
households, private business enterprises and thermgoent: -

(a) Expenditure on consumer goods and servicesdiyiduals and households denoted by C. This is
called personal consumption expenditure denoted.by

(b) Expenditure by private business enterprisesapital goods and on making additions to invensooie
stocks in a year. This is called gross domestiapeiinvestment denoted by I.

(c) Government’s expenditure on goods and servieegovernment purchases denoted by G.

(d) Expenditure made by foreigners on goods andce= of the national economy over and above what
this economy spends on the output of the foreigmtiees i.e. exports — imports denoted by (X — Mus,

GDP=C+I1+G+ (X-M).

Difficulties in the Measurement of National Income
There are many difficulties in measuring natiomabime of a country accurately.

1. The first problem relates to the treatment oh-nwnetary transactions such as the services of
housewives and farm output consumed at home. Q@rpthint, the general agreement seems to be todethe
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services of housewives while including the valudasin output consumed at home in the estimatestdmal
income.

2. The second difficulty arises with regard to tineatment of the government in national income
accounts. On this point the general viewpoint &t @s regards the administrative functions of treegiment
like justice, administrative and defense are camaeithey should be treated as giving rise to fomssumption
of such services by the community as a whole sbdatribution of general government activities|\ié equal
to the amount of wages and salaries paid by thergovent. Capital formation by the government iated as
the same as capital formation by any other entpri

3. The third major problem arises with regard @ titeatment of income arising out of the foreigmfin
a country. On this point, the IMF viewpoint is th@bduction and income arising from an enterprizeul be
ascribed to the territory in which production takdace. However, profits earned by foreign comparaes
credited to the parent company.

Aggregate Demand and Supply

Definition of ‘Aggregate Demand’

Aggregate demand (AD) is the total demand for gaoukservices produced in the economy over a
period of time.

The total amount of goods and services demandgtkirconomy at a given overall price level and in a
given time period. It is represented by the aggeedamand curve, which describes the relationséipden
price levels and the quantity of output that firane willing to provide.
Components of Aggregate demand:

Aggregate Demand (AD) =C + 1 + G + (X-M)
Where, C = Consumers' expenditures on goods antese
| = Investment spending by companies on capitalgo
G = Government expenditures on publicly provideddgoand services.
X = Exports of goods and services. M = Imports @b@ds and services.
The Aggregate Demand Curve
The aggregate-demand curve shows the quantityadfsgand services that households, firms, and
the government want to buy at each price level.

Price
tevel

Why the Aggregate Demand Curve Slopes Downward
1. Wealth Effect (Real Wealth/Real Balances)
2. Interest Rate Effect
3. Mundell-Fleming's exchange-rate effect

AD

Real GDP

SR An aggregate demand curve The Wealth EffeCt

(a) Wealth Effect
| Change in hange |
Change "i Purchasing Power Change in
Price Leve SO nanc Al Asare Consumption
o

This says that a rise in the price level will m@le®ple who have money and other financial assets fe
poorer. They then buy less, and the opposite &sitrilne price level were to fall- people would bugre.
If people feel poorer and sincensumptionis a part of AD, then aggregate expendituresddatirease,
thus decreasing the quantity demanded.
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The Interest Rate Effect:

This says that
Rise i Decrease in f\[\/l\orj l\é\c:‘neg' Bonds Sold as rice
P:-?:el rlleve| q Purchasing Power Scere;\eeQu(:megl of to Acquire . P
= of Money Goods and Services Moredicney Increases,

interest rates
@ will increase
. causing
Sl by Eineni| I investments
el ' to decrease. If
prices are
higher, then
people will have less money because they will veeld to spend more. If interest rates are higheopie
will be less willing to put what little money thdaave into investments. Sintevestmentsare part of the
aggregate demand, the quantity of aggregate expeesliwill go down, showing a negative relationship
between price and aggregate expenditures.

The International Effect:

(c) International Trade Effect

Change in Price .
Change in of Domestic Goods Change in ihar:gec;tr;
Price Level Relative to Net Exports E ggen tures
Foreign Goods P
|| T || ||

This

states that as the price of our goods goama become more expensive to foreignerset exports will
fall. In addition, imports will increase becauseeign goods will seem cheaper than the goods athom
whose prices have risen. Singet exports will fall and this is a part of AD, then overaljgregate
expenditures will decrease.

Factors affecting Aggregate Demand
Aggregate Demand can increase or decrease depemdisgyeral things. In effect, these things wilisza shifts
up or down in the AD curve. These include:

Exchange RatesWhen a country's exchange rate increases, theexpetts will decrease and aggregate
expenditure will go down at all prices. This me#mst AD will decrease.

Distribution of Income: This is directly related to wages and profits. Whenker's real wages increase,
then people will have more money on their handsaibse their overall income has increased. When this
happens they tend to consume more causing the mgtisun expenditures to increase.

Expectations: Consumers tend to have certain expectations abeufuture of the economy and will
adjust their spending accordingly. If they wouldoest the economy to not do so well in the future,
saving would increase thus decrease overall experdi Rising price levels will cause aggregate
demand to increase. If consumers foresee the |evet to rise in the near future, they might justaut
and buy that good now, increasing the consumptigerditures in AD. Many different expectations
have the capacity to increase or decrease aggrdgatand and it is not always clear as to how thiis w
happen.

Foreign Income: This relates U.S. economic output with the incorh@sotrading partners in the world.
When foreign income rises, U.S. exports will ingeaausing aggregate demand to increase.

Monetary and Fiscal Policies: The government has some ability to impact AD. Thay spend money
or increase taxes in order to influence how conssrsgend or save. An expansionary fiscal policyseau
AD to increase, while a Contractionary monetaryqyotauses AD to decrease.

Shifts in Aggregate Demand Curve
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g A right shift in aggregate demand is typically vezhas
2 a good sign for the economy. Shifts to the left are
Decrense Increase in typically viewed negatively.
in AD ™ // AD
’ ¢
ADg
AD, AD

Real GDP

Shifting AD to the Right

Increased consumer spending on domestic goodseavidess can shift AD to the right. It is possikhat
a decliningmarginal propensity to save can also shift AD to the right. Expansionary mamgtand fiscal policy
might increase aggregate demand. All of these tsfface the inverse of the factors that tend to edesw
aggregate demand.
Shifting AD to the Left

The aggregate demand curve tends to shift to tthevleen total consumer spending declines. Consumers

might spend less because the cost of living iagisir because government taxes have increasedu@ers may
decide to spend less and save more if they expemspto rise in the future. It might be that camsu time
preferences change and future consumption is vaherd highly than present consumption.

Increase in AD Decrease in AD
Households and firms have high Households and firms have low
expectations for the future growth expectations for the future growth
The government increases spending, or| The government reduces spending, or
reduces taxes increases taxes
The federal reserve lowers interest rateg The &deserve increases interest rates
More exports (weaker currency, or fastef More imports or less exports (stronger
world GDP growth) currency or faster domestic GDP growth)

Reasons for Shift in AD:
» Shift arising from Changes in Consumption
» Shifts Arising from Changes in Investment
» Shifts Arising from Changes in Government Purchases
» Shifts Arising from Changes in Net Exports

Aggregate Supply

Aggregate Supply (AS) measures the volume of g@wdkservices produced within the economy at a
given overall price level. There is a positive tielaship between AS and the general price levedingi prices
are a signal for businesses to expand productiometet a higher level of AD. An increase in demamougd lead
to an expansion of aggregate supply in the economy.

Definition of 'Aggregate Supply'

The total supply of goods and services produced wiih an economy at a given overall price level in given
time period. It is represented by the aggregate-sygty curve, which describes the relationship between
price levels and the quantity of output that firmsare willing to provide.
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A shift in aggregate supply can be attributed touaber of variables. These include changes in ithee and
quality of labor, technological innovations, incsean wages, increase in production costs, chaingesoducer
taxes and subsidies, and changes in inflation.

Short-run aggregate supply (SRAS)illustrates the relationship between the pricel®f a nation’s output and
the level of output produces in the fixed- wage pnde period, which is the period of time followia change in
aggregate demand over which workers’ wages anégmce relatively inflexible. In the short run, ezgate
supply responds to higher demand (and prices) lyging more inputs into the production process and
increasing utilization of current inputs.

T{:&? A short-run SR T;:,:; A long-rur i
aggregate aggregate
Supply curve SuUppy Curve

Reai MNatural Heal
GoPe lenwral o GhP
real GDP

L) (b

Figure 1
The aggregate supply curve
Short-run Aggregate Supply Curve
i) Why the Aggregate-Supply Curve Slopes Upward in th&hort-Run
The quantity of output supplied deviates fromatsgtrun or “natural”, level when the price level dates from
the price level that people expect to prevail.
(1) Sticky-Wage TheoryShort-run aggregate-supply curve slopes upwaraussc nominal wages are slow to
adjust, or are “sticky” in the short-run. To someeat, the slow adjustment of nominal wages ishattable to
long-term contracts between workers and firms filkatominal wages. Because wages do not adjust ohately
to the price level, a lower price level makes emplent and production less profitable, so firms wedthe
guantity of goods and services they supply.
(2) Sticky-Price TheoryShort-run aggregate-supply curve slopes upwardusecthe prices of some goods and
services are slow to adjust, or are “sticky” in #fert-run. To some extent, the slow adjustmentptiiges of
some goods and services because they are costjusiirg prices menu costs. is attributable to T
contracts between workers and firms that fix notwmages. Because not all prices adjust instantlgh@nging
conditions, an unexpected fall in the price levedvies some firms with higher-than-desired prices, these
higher-than-desired prices depress sales and infiltme to reduce the quantity of goods and servitesy
produce.
(3) The Misperception Theorghanges in the overall price level can temporamislead suppliers about what is
happening in the individual markets in which theyl sheir output. They mistakenly believe that thelative
prices have fallen. Example: workers may noticalkih their nominal wages before they notice a ifalthe
prices of the goods they buy. They may infer thet teward to working is temporarily low and respdnd
reducing the quantity of labor they supply. A lovpeice level causes misperceptions about relatiiceg, and
these misperceptions induce suppliers to respotitettower price level by decreasing the quantitgaods and
services supplied.

i) Why the Short Run Aggregate-Supply Curve may Shift?
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An increase in the expected price level reducegtiaatity of goods and services supplied and stiitts
aggregate supply curve to the left. A decreasbereixpected price level raises the quantity of gaowt services
supplied and shifts the short-run aggregate-supplye to the right.
In the short-run, expectations are fixed, and #twnemy finds itself at the intersection of the aggte-
demand curve and the short-run aggregate supphecur
In the long-run, expectations adjust, and the shortaggregate-supply curve shifts. This shift eesuhe
economy eventually finds itself at the intersectdrthe aggregate-demand curve and long-run agtgeygpply
curve.
Short-run fluctuations in output and the price llesteould be viewed as deviations form the contiglmmg-run
trends.

In the long run, the aggregate supply curve is veital, whereas in the short run ,it slopes upward.
Shifts in the AS curve can be caused by the folhgwactors:
« changes in size & quality of the labour force asalié for production
« changes in size & quality of capital stock throug\estment
« technological progress and the impact of innovation
« changes in factor productivity of both labour aagital
« changes in unit wage costs (wage costs per uoitipiut)
« changes in producer taxes and subsidies
« changes in inflation expectations - a rise in indla expectations is likely to boost wage leveld aause
AS to shift inwards

SRAS3

Frice
Lewvel

P2

Y3 1 W2 Feal Mational Qutput

In the diagram above - the shift from AS1 to ASBwh an increase in aggregate supply at each price
level might have been caused by improvements im@ogy and productivity or the effects of an irase in the
active labour force.

An inward shift in AS (from AS1 to AS3) causes liiasupply at each price level. This might haweeb
caused by higher unit wage costs, a fall in capitastment spending (capital scrapping) or a dedh the
labour force.

Long-run aggregate supply (LRAS):lllustrates the relationship between the priceland the level of output
in the flexible-wage and price period, which is flegiod of time following a change in aggregate dedover
which all wages and prices in the economy can attpuse level of demand. In the long run, howeweggregate
supply is not affected by the price level and ise&lr only by improvements in productivity and eiiéiccy.
Why the Aggregate-Supply Curve is Vertical in the long Run

In the long run, an economy’s production of goodd services (its real GDP) depends on its supptiers
labor, capital, and natural resources and on thaitable technologyised to turn these factors of production into
goods and services. The quantity supplied is tiees@&gardless of what the price level happens tdi an
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application of the classical dichotomy and monetagytrality. This implies that the quantity of outpa real
variable) does not depend on the level of pricasofainal variable).

They supply of specific goods and services dep@mdeelative prices — the prices of those goods and
services compared to other prices in the economgycdhtrast, the economys overall production of goadd
services is limited by its labor, capital, natuedources, and technology.

Thus when, all prices in the economy rise togettinere is no change in the overall quantity of goadd
services supplied.

i) Why the Long-run Aggregate-Supply Curve Might Shift
The position of the long-run aggregate-supply custiews the quantity of goods and services predibted
classical macroeconomic theory. This level of ptitun is sometimes callgabtential output or full-employment
output We call it thenatural rate of outpubecause it shows what the economy produces whemployment is
at its natural or normal rate.Theatural rate of outpuis the level of production toward which the ecoryom
gravitates in the long run.

(1) Shifts Arising from Labor Any event that changes labor supply or the natwat¢ of unemployment.
Example: Migration from abroad of workers. A subsia increase in the natural rate of unemployment.

(2) Shifts Arising from Capital Any event that changes physical and human cafiitedmple: An increase in
the number of machines or in the number of collbggrees.

(3) Shifts Arising from Natural ResourcesAn economy’s production depends on its natural uesss,
including its land, minerals and weather. Or itparting of natural resources Example: Mineral d#{go the
weather. Importing of Oil

(4) Shifts Arising from Technologicalknowledge: Any event that changes technological progré&sample:
Technological breakthroughs.

LONG RUN AGGREGATE SUPPLY

Long run aggregate supply is determined by theymtiek resources available to meet demand andeby th
productivity of factor inputs (labour, land and ttaj).

In the short run, producers respond to higher dentand prices) by bringing more inputs into the
production process and increasing the utilizatibtheir existing inputs. Supply does respond tongjegin price
in the short run.

In the long run we assume that supply is indepeinafethe price level (money is neutral) - the protie
potential of an economy (measured by LRAS) is drilg improvements in productivity and by an expansif
the available factor inputs (more firms, a biggapital stock, an expanding active labour force.&ts)a result
we draw the long run aggregate supply curve asceért

Improvements in productivity and efficiency caulse long-run aggregate supply curve to shift ourove
the years. This is shown in the diagram below

) LRAS LRASZ
Price

Level Anincrease inthe

gquantity and
productivity of factors —
of production or an
advance in
technalogy causes an
increase in the
productive potential of
the ecanamy - ie an
outward shiftin the
long run aggregate
supply curve

Real Mational Output

Macro-Economic Equilibrium

Macroeconomic equilibrium is an economic state in an economy where the gyaftaggregate demand
eqguals the quantity of aggregate supply. The @imthich either AD intersects SAS or AD intersdoAsS is
called theequilibrium point .

Er.Perumal Manimekalai College of Engineering (PMC Tech.), Hosur. 67



BA5101 ECONOMIC ANALYSIS FOR BUSINESS

« Short-Run Equilibrium

« Long-Run Equilibrium
Short run Macroeconomic Equilibrium

Short-run macroeconomic equilibrium occurs (geoitaiy) at the intersection of the short-run

aggregate supply curve (SAS) and the aggregate denthcurve (AD). This intersection indicates the price
level at which the aggregate quantity of final gepanid services supplied in the economy is equiieto
aggregate quantity demanded, and indicates agheetlorresponding level of real GDP.

SHORT-RUN MACROECONOMIC EQUILIBRIUM

Prce lewel

This intersection indicates the price level at whibe aggregate quantity of final goods and sesvice
supplied in the economy is equal to the aggregatatity demanded, and indicates as well the cooredipg
level of real GDP

To see that this point of intersection is an eQuilim point, consider first a situation where thieglevel
is below that corresponding to the short-run efjadim.’ At this price level, the quantity of real GDP thuatl
be supplied by firms will be less than the quantityreal GDP that will be demanded by householdsjriess
firms, government, and net foreign demahiVith firms unable to meet demand, inventories idechnd back
orders become the ruleln order to meet the strong demand, firms willibeg increase production; and in so
doing will incur additional resource costs thatlwésult in price increases (i.e., there will benavement up
along the SAS curve).As prices increase, this will lead to a moderatbhgemand (movement up along the AD
curve). These movements will continue until qugnsupplied equals quantity demanded -- at the point
intersection of the SAS and AD curves.

Shifts in Aggregate demand

The equilibrium in the short-run is shown by tinéersection of the Aggregate Demand (AD)
curve and the Short-Run Aggregate Supply (SAS)euwVhen either AD or SAS shifts, the equilibriumras
changed.
Increase in Aggregate Demand:

A shift to the right of the AD curve will causeetlequilibrium output as well as the price level to

increase.
F 9

Price
Lewvel

Real Output
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Decrease in aggregate Demand:
If the AD curve were to shift to the left, the @gte would be true: output and price level wiltdsase.

£

Price
Level

" Real Qutput

Shifts in Aggregate Supply
When either AD or SAS shifts, the equilibrium pogchanged.

Increase in Aggregate supply:

g RPAIRNSHREY Incretac A shift to the right will decrease price level and
3 AS, As,  increase output.
B

|
:
-

: AD

2 Q, » Q, Real Output

Decrease in Aggregate supply:

Aggregate Supply Decreases

A shift to the left in SAS will cause AS to

Price Level

AS, AS ) ) )
- decrease and the price level to rise while
e equilibrium output will decrease
| _
t
o £
"o Long-Run Equilibrium
o = =g Sl Sttt The equilibrium in the long-run is

shown by thentersection of the AD curve,

the SAS curve, and the Long-Run Aggregate SuppAS(Lcurve. Since LAS represents potential output,ift sh

in the AD curve will only result in a change ing®ilevel: a shift to the right increasing pricedeand a shift to
69
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the left decreasing price level. If an economyagigo be in long-run equilibrium, then Real GDPaisits
potential output, the actual unemployment rate agjlal the natural rate of unemployment (about Xl the
actual price level will equal the anticipated prieeel.

rs
T A=
Prics
Lewvel /f, SAS
__________ —f———  Lenmg-rum
P Equilibrivim
// T AD»
-

-
Biaal Cuatput

Say's Law

Say's Law states that supply will create its owmmdand This idea came about in a time where many
economists were noting economic downturns whicltayode call recessions. This idea suggests thati@eo
work and supply to the markets because there isnaadd for goods of equal value. According to this,
aggregate demand will always equal aggregate supply
Aggregate Supply

MULTIPLIER EFFECT

An initial change in aggregate demand can haveehrgteater final impact on the level of equilibrium
national income. This is known as the multipligeet
What is a simple definition of the multiplier?
It is the number of times a rise in national incoemeeeds the rise in injections of demand thatexhits
Describing the multiplier process
It comes about because injections of new demangddods and services into the circular flow of ineom
stimulate further rounds of spending — in otherdgdione person’s spending is another’s income”
This can lead to a bigger eventual effect on oujoigt employment
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The Multiplier Effect Process

~

" If asked to do so, explain the process that lies behind the multiplier I

effect —focusing on the extra demand and incomes created

How

1.

5.

The government injects
£200min a project to build
thousands of affordable

A new house building project injects £200m of

extra demand and output into the economy

Many businesses benefit directly including
building supply industries, architects etc.

Building new houses generates a new flow of

factor incomes— including wages and profits

Will the extra income stay inside the circular

=

flow of income and spending?
new houses L J

If so, the multiplier effect is likely to be strong
and the resultant impact on GDP quite large

does Multiplier works?
An injection occurs in the economy, such as areia®e in government spending.

2. The injection increases the aggregate demand iadbieomy for goods and services.
3.
4. As firms are employing more workers, more peopleehdisposable incomes and subsequently the

The increase in demand for goods and services séuases to employ more workers and expand output.

aggregate demand increases in the economy.
The increases in aggregate demand causes firmsptoy more workers and the effect continues as
before.

The value of the multiplier depends on:

« Propensity to import

- Propensity to save
Propensity to tax

Amount of spare capacity
« Avoiding crowding out

» The higher is the@ropensity to consumedomestically produced goods and services, thetgréathe

multiplier effect. The government can influence siee of the multiplier through changes in direotes.
For example, a cut in the rate of income tax witrease the amount of extra income that can be spen
further goods and services

» Another factor affecting the size of the multipledfect is thepropensity to purchase imports If, out of

extra income, people spend their money on impdhts,demand is not passed on in the form of fresh
spending on domestically produced output. It lemkay from the circular flow of income and spending,
reducing the size of the multiplier.

The multiplier process also requires that theresufficient spare capacity for extra output to be
produced. Ifshort-run aggregate supply is inelastic the full multiplier effect is unlikely to occur,
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because increases in AD will lead to higher pricbker than a full increase in real national outpaut
contrast, when SRAS is perfectly elastic a risaggregate demand causes a large increase in rationa
output.

» Crowding out — this is where (for example) increased governmspenhding or lower taxes can lead to a
rise in government borrowing and/or inflation whichuses interest rates to rise and has the effect o
slowing down economic activity.

In short — the multiplier effect will be larger when

The propensity to spend extra income on domestidg@and services is high

The marginal rate of tax on extra income is low

The propensity to spend extra income rather thae isshigh

Consumer confidence is high (this affects willingsiéo spend gains in income)

Businesses in the economy have the capacity toneipepduction to meet increases in demand

agrwnNpE

Types of Multiplier

Money Multiplier
« The Money Multiplier refers to the amount that commercial banks careass the supply of money in
an economy. This is calculated by:
« Increase in money supply / Increase in monetasg i@at caused it
« A monetary base and an economy's money supplyraati@matical relationship. It explains increased
cash amounts in circulation caused by the banksbtitheir depositors' funds to lend money.

1
reserve reguirement

money multiplier =

Government Expenditure Multiplier

The government expenditure multiplier is the effeich change in government expenditure on goods and
services on aggregate demand. An increase in aagrezxpenditure increases aggregate demand, which
increases real GDP. The increase in real GDP irsdaoeincrease in consumption expenditure, whicthéur
increases aggregate demand
The Tax Multiplier The tax multiplier is the effect of a change iRes on aggregate demand. A decrease in
taxes increases disposable income. The increadesposable income increases consumption expendiiuale
aggregate demand. With increased aggregate dereamulpyment and real GDP increase and consumption
expenditure increases yet further.

The Balanced Budget Multiplier The balanced budget multiplier is the effect omgragate demand of a
simultaneous change in government expenditure ardstthat leaves the budget balance unchanged. The
balanced budget multiplier is not zero—it is past—because the government expenditure multipsidéarnger
than the tax multiplier

The ratio of change in the equilibrium level of putt to a change in government spending where the
change in government spending is balanced by agehartaxes so as not to create any deficit.

The balanced-budget multiplier = 1

The change in Y resulting from the change in G tiredequal change in T are exactly the same sitieeasitial
changeinGorT.

Demand side management

» Demand-side Economics is an economic theory whidgeast that economic stimulation comes best from
increasing the demand for goods and services. édied Keynesian Economics.
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Demand Side Policies

Legislation (laws)

| the government can use to control the
j nits and expectations on behaviot
minimise the negative effects of growth.

Demand Side Policies related to growth?
Fiscal Policy - Infroduction

® Fiscal measuvures for growth include
> Specific spending priorities, putting money into areas which the
government believes will promote economic growth.
> Influencing the size of the circular flow with the size of the
government budget.
> Targeting taxation and subsidies.

® Specific spending priorities are determined by government, in areas
where it believes the private sector does not supply adequate
quantity or quality of goods or services.
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Monetary Policy

@® This are the decisions, guided by the government
to change interest rates to influence the rate of
economic growth.

® Remember

> Increase in interest rates, increases savings, withdrawals
money from circular flow. Slows economic growth. Also
decreases rate of investment in capital assets.

> Decrease in interest rates, decreases savings, increases
consumer spending. Increases economic growth. Also
increase rate of investment.

Government Policies related to growth?
Monetary Policy

® Monetary policy is controlled by the Central Reserve Bank. It
aims to achieve price stability by influencing the interest rate.

® The government does not control interest rates, as the Reserve
Bank is an independent authority.

® Decreasing interest rates can stimulate spending
® Increasing interest rates can encourage savings.

® Monetary Policy has flow on effecs to the Foreign Exchonge' i
market, leading to either an appreciation or depreciation of the
Domestic Currency

Discuss whether demand side policies will be sucséd in reducing unemployment.

1. Demand side policies include expansionary fiscdlmonetary policies.
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2. For example the govt could increase Govt spendintlawer taxes. G is a component of AD therefore
this will cause AD to increase, there may also beudtiplier effect causing AD to increase even more
than the initial effect

3. Lower tax rates will increase consumer’s disposatileme and therefore spending will increase.

4. Also the MPC could cut interest rates, this makasdwing cheaper and encourages spending rather tha
saving, this will also have the effect of increaskD

5. The above diagram shows an increase in AD causgighreal GDP and a higher price level. Note there
will only be an increase in real GDP if there isugpcapacity in the economy.

6. If real GDP increases then there will be higher deahfor workers, as firms need to increase producti
to meet demand. Therefore, unemployment will fall.

7. The Phillips curve shows the trade off between unemployment andtioflaas demand is increased there
is lower unemployment with a trade off of higheitation.

8. However classical economists disagree with thisri€sian analysis they argue that the LRAS is inielast
therefore an increase in AD will not cause a nsBeal GDP.

Price Level LRAS

I‘J'I .............................. .

'.t!

Yf

8. This diagram shows that an increase in AD egallse an increase in Real GDP in the short run.edewas
prices increase firms face an increase in theirenzth) so the SRAS shifts to the left. This cauBesl GDP to
return to its original level of output. Thereforeyafall in unemployment will only be temporary acdimg to
classical economists.

9. Therefore they believe there is no trade offtrees Phillips Curve suggests. This Monetarist vieangd
credence in the 1970s when there appeared to beeakdown in the relationship between inflation and
unemployment

10. It is also possible that demand side policaéistd increase AD, in the Great Depression (andapan in the
1990s) cuts in taxes did not increase AD becaussuoer confidence was very low. Therefore fiscdicgo
failed to reduce unemployment.

11. Cyclical unemployment is only one cause of uyslegyment. Over types of unemployment include Reabe/
or (classical unemployment) this occurs when tragesns force wages above the equilibrium redudiagrand
for labour

12. The Natural rate of unemployment refers to shply side factors such as structural and frietion
unemployment. this type of unemployment will ocenen when the economy is at full output. Theretbeses
types of unemployment will not be reduced by demaidk factors Classical economists argue that all
unemployment is due to supply side factors such as
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Demand side policies can only reduce cyclical urlegmpent, which will occur during a recession. Cleak
economists argue that this will only last a shionetand the markets will clear of their own accdtidwever, in
practice this often doesn’t occur. Govt intervent@an shorten a recession and therefore reduceplogment.
Nevertheless it will also be important for the gowttackle different types of unemployment with glypside
policies.

FISCAL POLICY

Definition

The fiscal policy is concerned with the raising gidvernment revenue and incurring of government
expenditure. To generate revenue and to incur ekpea

To generate revenue and to incur expenditure, dkergment frames a policy calleddgetary policy or
fiscal policy. So, the fiscal policy is concerned with governtretpenditure and government revenue
Fiscal policy has to decide on the size pattern of flow of expenditure from the governmentto the
economy and from the economy back to the government

In broad term fiscal policy refers to "that segmehnbational economic policy which is primarily agrned with
the receipts and expenditure of central government

Objectives of Fiscal Policy
The following are some of the important objectieégiscal policy

The principal objective of fiscal policy is to emsurapid economic growth and development. This

objective of economic growth and development caadigeved by Mobilization of Financial Resources

The central and the state governments in India haed fiscal policy to mobilize resources.

1. Mobilization of financial resources

2.

>

>

>

Taxation: Through effective fiscal policies, thevgonment aims to mobilize resources by way of direc
taxes as well as indirect taxes because most impiosburce of resource mobilization in India isat#on.
Public Savings : The resources can be mobilizedutdir public savings by reducing government
expenditure and increasing surpluses of publicosextterprises

Private Savings : Through effective fiscal measwesh as tax benefits, the government can raise
resources from private sector and households

Efficient allocation of Financial Resources

>
>

>

>

The central and state governments have tried teeraHicient allocation of financial resources.

These resources are allocated for Development iieBvwhich includes expenditure on railways,
infrastructure, etc

But generally the fiscal policy should ensure tit resources are allocated for generation of gaods
services which are socially desirable.

India’s fiscal policy is designed in such a manseras to encourage production of desirable goods an
discourage those goods which are socially unddsirab

3. Reduction in inequalities of Income and Wealth
» Fiscal policy aims at achieving equity or sociatjce by reducing income inequalities among diffiere

>

sections of the society. The direct taxes suchnesnie tax are charged more on the rich people as
compared to lower income groups

Indirect taxes are also more in the case of serurjuand luxury items, which are mostly consumed by
the upper middle class and the upper class
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4. Price Stability and Control of Inflation
One of the main objectives of fiscal policy is tontrol inflation and stabilize price. Thereforeeth
government always aims to control the inflationRBducing fiscal deficits, introducing tax savingbeames,
Productive use of financial resources, etc
5. Employment Generation:
One of the important objectives of fiscal policyandeveloping country is to increase the employmead

regarded as the most important objective. The goment through her fiscal policy can help in cregqtamd
promoting an atmosphere where people may get emm@oiopportunities.

6. Capital Formation
» The objective of fiscal policy in India is also tocrease the rate of capital formation so as to
accelerate the rate of economic growth
> In order to increase the rate of capital formatithe fiscal policy must be efficiently designed to
encourage savings and discourage and reduce sgendin
7. Development of Infrastructure :
Government has placed emphasis on the infrasteiai@velopment for the purpose of achieving
economic growth. The fiscal policy measure suctagation generates revenue to the government. A par
of the government's revenue is invested in theagtfucture development. Due to this, all sectorthef
economy get a boost

8. Increasing the National Income
» The fiscal policy aims to increase the nationabme of a country.
» This is because fiscal policy facilitates the caldidrmation.
» This results in economic growth, which in turn e&ses the GDP, per capita income and national i@com
of the country.

Types of Fiscal policy:
» Expansionary Fiscal Policy
» Contractionary Fiscal Policy

Expansionary

Discretionary
(deliberate)

Contractionary

g | e

(For H2

(Automatic Stabilizers) Only)

Expansionary Fiscal Policy:
When an economy is operating below its potentigpwt) the Keynesian model suggests that the govemhm
should instituteexpansionary fiscal poligypy increasing the government’s purchases of goodsré&ices and
cutting taxes.

« This involves increasing AD.
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- Therefore the government will increase spending 4@ / or cut taxes (T). Lower taxes will increase
consumers spending because they have more dispasabime (C)

« This will tend worsen the government budget defaitl the government will need to increase borrowing

Contractionary Policy

» Expansionary Policy . 1

LRAS

_~ SRAS LRAS _ SRAS

Price Level
Price Level

AD2

Real GDP per year Real GDP per year

Contractionary Fiscal Policy:
Contractionary fiscal policy is defined as a desesia government expenditures, an increase in taxes
decrease in government expenditures and an incheasres, which causes the government’s budgetitdef
to decrease and its budget surplus to increase.

- This involves decreasing AD.

- Therefore the government will cut government spegdiG) and / or increase taxes. Higher taxes will
reduce consumer spending (C)

« Tight fiscal policy will tend to cause an improvemé the government budget deficit.

Techniques of fiscal policy:
The following are the four important techniquésigcal policy of India:

1. Public expenditure policy:
Public expenditure influences the economic adédigitof a country very much. It can be of 2 types i.
developmental and non-developmental. Developmengaénditure is of great importance to the economic
growth of the country. It requires huge amount apital. So much capital cannot be made available by
private sector alone. It requires increase in pubkpenditure. Public expenditure may be made @& th
following ways:
a) Development of public enterprises
Underdeveloped countries lack basic and heavy tridasEstablishment of these industries requitegeh
capital investment. They involve great deal of riskso private sector cannot set up these indisstrie
because of more risk and huge capital investment.
b) Support to Private Sector:
In order to accelerate the rate of economic grawtthe country, government should encourage pgivat
sector. For this government gives various subsid@scessional loans etc.
c) Development of infrastructure:
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Government spends huge amount for developmentfrafsiructure, which is must for economic
development of any nation. Infrastructure of a ¢doumainly includes power projects, railways, roads
airports, hospitals, dams, etc.
d) Social Welfare:
Government spends huge amount on public healtlca¢idn, safedrinking water, sanitation, welfare of
weaker sections of society, etc.

. Taxation Policy:

Taxes are the main sources of revenue of govermr@avernment levies both direct and indirect taixes
India. Direct taxes are those that are paid diydnylthe assessee to the government e.g.: incamevealth
tax etc. Indirect taxes are paid indirectly by e fhublic to the government, i.e., these taxes haeged by
trader/manufacturer from the public and then paidhe government e.g., excise duty, custom dutyT VA
etc. Main objectives of taxation policy in Indiseas follows:
a) Mobilization of Resources:
Taxes are the major sources of government reverae revenue in India has been rising every year.
Government mobilizes resources through taxatioméonomic development.

b) To promote savings: One of the important objectives of taxation polisyto promote savings. For this
purpose various tax concessions, tax deductiongjigesm on savings e.g.:savings in provident funds,
savings in national saving certificate, etc.

c) To promote Investment: To promote investment in remote and backward areaal areas, various tax
rebates, tax concessions, tax deductions are fvenvestment in these areas.

d) To bring Equality of Income and Wealth: To achieve this objective different kinds of praggiee direct
taxes are levied e.g.: income tax, wealth tax, edte of tax is increase with the increase inmeo

Public Debt Policy:
Government needs lot of funds for the economieigmment of country. No government can mobilizersmy funds
by way of taxes alone. Public debt is obtained #dimds of sources

a) Internal debt: It should be mobilized in a manner that it hasadeerse effect on private investment. It is
more beneficial to collect small savings as it emages the people to save more.
External debt: When funds are borrowed from abroad it is calletbrmal debt. The main advantage of this is that
foreign loans are received in foreign currency.
Deficit Financing: It refers to financing the budgetary deficit. Bethyy deficit here means excess of government
expenditure over government income. Deficit finagcin India means, “Taking loans from RBI by thevgmment to
meet the budgetary deficit”. RBI gives this loaniksuing new currency notes. Consequently, monpplguncreases.
Increase in money supply leads to fall in the valfienoney. Fall in the value of money in turn ledadsncrease in
price level. So deficit financing should be kept@s as possible as it leads to price rise in t@emy.

Advantages & Disadvantages Fiscal Policy:

Advantage: Disadvantages
If use Government spending, can direct spen Knowledge problems (regarding the current stath®
towards areas in need (e.g. infrastructure, economy; regarding the amount of an expansion or
education, etc.), and make investments for the | contraction needed, etc.)
future.
Using a balanced budget can provide a stim Government budget deficits (though thel
without adding to the government budget deficit| disagreement regarding the extent to which defaiésa
problem)
While fiscal policy may lead to governme Time lags (particularly on the front end of the qass

deficits/debt, we should look at debt/GDP ratics |A
only as GDP grows, it can bring down the
debt/GDP ratio.

Can use “green” taxes to discourage pollu Some crowding out (extent depends on how clos
activities. economy is to full employment)

Tax rebates may be spent on importus leaking out o
the circular flow.
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Actions of state and local governments may count
the federal fiscal stimulus (or contraction).

Growing the GDP to bring down the debt/GDP ratin
compromise environmental sustainability.

What if we have sgnation + inflation? Coul:
exacerbate inflation
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EAB : Unit-V

Aggregate Supply and the Role of Money
Short-run and Long-run supply curve — Unemploynaent its impact — Okun’s law — Inflation and thepamnt —
reasons for inflation — Demand Vs Supply factomsflation Vs Unemployement tradeoff — Phillips oeir—
short- run and long-run —Supply side Policy and ag@ment- Money market- Demand and supply of money —
money-market equilibrium and national income —rthle of monetary policy.

A definition of aggregate supply

Aggregate supply (AS) measures the volume of gandsservices produced within the economy at a givee
level. In simple terms, aggregate supply represhetsbility of an economy to produce goods andises either
in the short-term or in the long-term. It tells the quantity of real GDP that will be supplied arigus price
levels. The nature of this relationship will diffeetween the long run and the short run

« Inthe long run, the aggregate-supply curve is assumed to becakrti

« Inthe short run, the aggregate-supply curve is assumed to be ajpsi@ping
Short run aggregate supply(SRAS) shows total planned output when pricebigndconomy can change but the
prices and productivity of all factor inputs e.gage rates and the state of technology are assumied held
constant.

The short run is characterized by inflexiblgrices and
disequilibrium in resource markets, either surptusshortage. This
means that resources, especially labor, have -eithgclical
unemployment or_over employmerinflexible prices mean that real
production is responsive to the price level. A leighrice level induces
an increase in real production, as employment asgg, and a lower
price level induces a decrease in real productes, employment
decreases. As a result, the short-run aggregafgysoyrve is positively
sloped
Real GDF Long run aggregate supply (LRAS): In the long run all prices are

flexible. Price flexibility ensures that all markeare in equilibrium.
Prices rise to eliminate market shortages andtdadlliminate market surpluses. The end result isliegum--
FOR ALL MARKETS. This conclusion is particularly portant for resource markets, especially labor. No
surplus in the labor market, means that no worlkees seeking jobs that do not exist. There is ndi@jc
unemployment. And no cyclical unemployment meaniseimployment. The long run is characterized byhbot
flexible prices and full employment.
The long run is characterized by flexible pricesl aquilibrium in production, financial, and rescainmarkets.
This means that resources, especially labor, haermployment. Flexible
prices mean that full employment is achieved anthtamed, regardless of
the price level.As a result, the long-run aggregate supply curve is
vertical at the quantity of real production generaed at full
employment.

SRAS

GDP Price Deflator

LRAS

GDP Price Deflator

Determinants of Aggregate supply:

Changes in any of the aggregate supply determimanise the short-run and/or long-run aggregatelygeppves
to shift.

(1) Resource quantity-the amounts of labor, capital, land, and entrepueship available,

(2) Resource quality-the productivity of the four factors of producticand

(3) Resource price-the prices of the inputs used in production.
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1. Resource Quantity The first major determinant is the quantity asaarces--labor, capital, land, and
entrepreneurship--that the economy has availablprémuction. This determinant causes shifts ohltbe
SRAS and LRAS curves. Quite simply, if the econdmag more resources, then aggregate supply increases
and both aggregate supply curves shift rightwardh\éwer resources, aggregate supply decreasesahd
curves shift leftward.

2. Resource Quality The second major determinant of the aggregatplguprves is the quality of resources.
If the quality of labor, capital, land, and entrepeurship changes, then the SRAS and LRAS curvis/Ash
improved quality increases aggregate supply arechne in quality decreases aggregate supply.

3. Resource Price The third major aggregate supply determinanés®urce price. The prices of resource affect
the cost of producing output and thus the pricelletharged for an existing quantity of real produrct This
determinant ONLY affects the short-run aggregafgbu Because the long-run aggregate supply is
independent of the price level it is also unaffddig changes in resource prices and production cost

Short run and long run supply curve:
The aggregate supply determinants shift the shiwraggregate supply curve, abbreviated SRAS, anbbtiy-

run aggregate supply curve, abbreviated LRAS.
The short-run aggregate supply curve is positigtdped and captures the specific one-to-one relstip

between therice leveland real production

SRAS

GDP Price Deflator

Real GDP

Shifting the Aggregate Supply Curves Consider first the short-run aggregate supplyweuAn increase in
short-run aggregate supply is illustrated by atvgnd shift in the SRAS curve .A decrease in shant-

aggregate supply is illustrated by a leftward shift

SRAS

SRAS

GDP Price Deflator
GDP Price Deflator

Real GDP Real GDP

Shifts in the Long run supply curve:
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The long-run aggregate supply curus vertical at the full-
LRAS employment level of production, indicating thatlneeoduction
is independent of the price level.

Real GDP

Shifts in Long-Run Aggregate Supply An increase in long-run aggregate supply is illastd by a
rightward shift in the LRAS curve .A decrease mgloun aggregate supply is illustrated by a lefta/ahift.

GDP Price Deflator

LRAS LRAS

GDP Price Deflator

Real GDP Real GDP

AGGREGATE SUPPLY DECREASE, LONG-RUN AGGREGATE MARKE T:

A shock to the long-run aggregate market caused bgcrease in aggregate supply, resulting in and
illustrated by a leftward shift of the long-run aggate supply curve. A decrease in aggregate suppihe long-
run aggregate market results in an increase iptice level and a decrease in real production. [&hel of real
production resulting from the shock is a smalleelef full-employment real production.
While a wide range of specific aggregate supidyerminants can cause a decrease in aggregagiéy,stipe
following rank among the more important:

>

VYV VYV

A decline in the size of the population or a deseea the labor force participation ratédoth of
which decrease the quantity of labor availablegooduction.

Depreciation of capitafoods, which decreases the quantity of capitallawke for production.

The depletion of existing mineral deposits or fdssls, both of which decrease the quantity ofllan
resources available for production.

A decrease in education which decreases the qu#ligbor resources.

A decrease in technologvhich decreases the quality of capital resources.
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AGGREGATE SUPPLY DECREASE, SHORT-RUN AGGREGATE MAR KET:

A shock to the short-run aggregate market caused bgcrease in aggregate supply, resulting in and
illustrated by a leftward shift of the short-rungaggate supply curve. A decrease in aggregate wupghe
short-run aggregate market results in an incraasieei price level and a decrease in real produciibe level of
real production resulting from the shock can baneor less than full-employment real production.

While a wide range of specific aggregate supgéyerminants can cause a decrease in aggregatby,stie
following rank among the more important:
- Adecline in the size of the population or a deseei the labor force participation ratboth of which
decrease the quantity of labor available for protilic.
- Depreciation of capitafjoods, which decreases the quantity of capitailabke for production.
- The depletion of existing mineral deposits or ids&ls, both of which decrease the quantity ofilan
resources available for production.
- A decrease in education which decreases the qualigbor resources.
« A decrease in technologyhich decreases the quality of capital resources.
« Anincrease in wages or energy prices, both of whédése economy-wide production cost.

SRAS SRAS
SRAS
-
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AGGREGATE SUPPLY INCREASE, LONG-RUN AGGREGATE MARKE T:

A shock to the long-run aggregate market causedrbyncrease in aggregate supply, resulting in and
illustrated by a rightward shift of the long-rungaggate supply curve. An increase in aggregatelgupphe
long-run aggregate market results in a decrea#ieeiprice level and an increase in real producfidre level of
real production resulting from the shock is a ggeddvel of full-employment real production.
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While a wide range of specific aggregate supgdyerminants can cause an increase in aggregppdysthe
following rank among the more important:

10

Growth of the population or an increase in the lafwrce participation rateboth of which increase the
guantity of labor available for production.

Investment in capitajoods prompted by lower interest rates, lower gjood prices, or technological
advances, which increases the quantity of capiallable for production.

The discovery of new mineral deposits or fossisfusth of which increase the quantity of land
resources available for production.

An increase in education which increases the gualitabor resources.

An increase in technologyhich increases the quality of capital resources.

LRAS
LRAS -

10

GDP Price Deflator

GDP Price Deflator

AD AD

-
-

100 100 120
Real GDP Real GDP

AGGREGATE SUPPLY INCREASE, SHORT-RUN AGGREGATE MARK ET:

A shock to the short-run aggregate market causednbiycrease in aggregate supply, resulting in and

illustrated by a rightward shift of the short-ruggaegate supply curve. An increase in aggregatelgup the
short-run aggregate market results in a decreabeeiprice level and an increase in real producfitre level of
real production resulting from the shock can bageor less than full-employment real production.

While a wide range of specific aggregate supgdyerminants can cause an increase in aggregapdysthe
following rank among the more important:

Growth of the population or an increase in the lafwrce participation rateboth of which increase the
guantity of labor available for production.

Investment in capitajoods prompted by lower interest rates, lower gjood prices, or technological
advances, which increases the quantity of capiallable for production.

The discovery of new mineral deposits or fossisfusth of which increase the quantity of land
resources available for production.

An increase in education which increases the gualitabor resources.

An increase in technologyhich increases the quality of capital resources.

A reduction in wages or energy prices, both of Whieduce economy-wide production cost.

Er.Perumal Manimekalai College of Engineering (PMC Tech.), Hosur. 85



BA5101 ECONOMIC ANALYSIS FOR BUSINESS

SRAS SRAS
SRAS
—
- -
2 2
L L
o o
o o
5 5
Hio 210
£ £ o[t
& & _//
’ i
AD AD
-
100 100110
Real GDP Real GDP

Unemployment and its impact
Defining unemployment
Unemploymentlescribes the state of a worker who is able arlihgito take work but cannot find it. As
indicated by the unemployment rate and other yakist unemployment is an important measure of the
economy's strength.
Labour Force:
» Employed: A person is considered employed if hehe has spent most of the previous week working at
a paid job.
» Unemployed: A person is unemployed if he or shenstemporary layoff, is looking for a job, or is
waiting for the start date of a new job.
» Not in the Labor Force: A person who fits neithdrtloese categories, such as a full-time student,
homemaker, or retiree, is not in the labor force.
» Labor Force: Théabor forceis the total number of workers and the BLS defitined it as the sum of the
employed and the unemployed.
Unemployment rate
* The Unemployment rate is the number of unemployeded by the total labour force
Unemployed

i loy t Rate = =100
T A ane TN (Labmrr Fo*rce]

Causes of Unemployment
1. Economic Inflation
Inflation is one of the oldest sas of unemployment. A state's economy faces p gtein prices as

compared to other economies of the world. Thisddadailure in exports as companies are not abtmipete
with others due to rise in price. Incomes suffegmle's savings fall and gradually companies &tary people,
being unable to pay them on due time. Thus, theeahtinemployment increases.

2. Economic Recession
A severe financial crisis hit almost all couedrthroughout the world. Rise in unemployment.ghkecemained
unemployed till the economies regained stability.

3. Welfare Payments

The aids given by government to the unemplggsaple actually reduce their willingness to wdrkis is an
indirect negative impact of extended unemploymemieitsbecause people become more dependent on the
grants they receive.
4. Changing Technology

Since technology keeps advancing with passing dagst companies look for a change in workforce.
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Although, they do not fire people randomly, theselpeople having specialization in the advanced
techniques
5. Job Dissatisfaction
There are many people who take up jobs on tempdiasis. The reasons being family pressure, financia
crisis and for experience. Thus, job dissatisfachecomes one of the primary cause behind unemgiotym

6. Racial Discrimination
People who are not citizens of that particulamtguremain unemployed due to discrimination onugics
of race, religion, caste and ethnicity.
In the set up of a modern market economy, therenarey factors, which contribute to unemploymentuges of
unemployment are varied and it may be due to thewong factors:
« Rapid changes in technology
+ Recessions
+ Inflation
+ Disability
« Undulating business cycles
- Changes in tastes as well as alterations in theatiic conditions. This may in turn lead to declime
demand for certain services as well as products.
- Attitude towards employers
«  Willingness to work
- Perception of employees
- Employee values
- Discriminating factors in the place of work (maglunde discrimination on the basis of age, class,
ethnicity, color and race).
« Ability to look for employment

Types of Unemployment:

1. Voluntary Unemployment

Voluntary unemployment occurs when a working pesswitlingly withdraws himself from work. This

type of unemployment may be caused due to a nuaflveasons
2. Involuntary unemployment:

Involuntary unemployment occurs when at a partictilme the number of worker is more than the

number of jobs.

3. Frictional Unemployment

Frictional unemployment is transitional unemployinéme to people moving between jobs. It occurs
when a worker moves from one job to another
4. Structural Unemployment:

It arises when the qualification of a person isermugh to meet his job responsibilities. It isedlw
known fact that everyday new products are beingdhed in the market. As a result, the demand fdaice
goods and services also changes.

5. Cyclical Unemployment or Keynesian "demand defient” unemployment:

Cyclical unemployment in caused by the trade oirass cycles. unemployment that relates to the
cyclical trends in growth and production that ocatthin the business cycle
6.Real wage unemployment or classical unemployment:

It occurs when the real wages for workers in amenoy are too high, meaning that firms are unwilliog
employ every person looking for a job.
7. Seasonal unemployment
Seasonal unemployment occurs at certain seasdhe géar. It is a widespread phenomenon of Indideges
basically associated with agriculture. Since agdtical work depends upon Nature, therefore, inréage period
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of the year there is heavy work, while in the rés¢, work is lean. For example, in the sowing aac/ésting
period, the agriculturists may to engage themsedagsand night.

Cost of Unemployment:
The economic and social costs of unemployment

High unemployment is widely recognized to createssantial costs for individuals and for the econ@asya
whole. Some of these costs are difficult to measespecially the longer-term social costs of a héglel of
unemployment. Some of the costs are summarizeavbelo

1.

2.

5.

Loss of income Unemployment normally results in a loss of incoifiee majority of the unemployed
experience a decline in their living standards aredworse off out of work.
Negative multiplier effects The closure of a local factory with the loss ahtreds of jobs can have a
large negative multiplier effect on both the loaat regional economy. One person’s spending is
another’s income so to lose well-paid jobs can leaa drop in demand for local services, downward
pressure on house prices and ‘second-round emplayaffects’ for businesses supplying the factor or
plant that closed down
Fiscal costs The government loses out because of a fall img¢agnues and higher spending on welfare
payments for families with people out of work. Toesult can be an increase in the budget deficitlwhi
then increases the risk that the government wileha raise taxation or scale back plans for public
spending on public and merit goods.
Loss of national output Unemployment involves a loss of potential natlanaput (i.e. GDP operating
below potential) and represents an inefficientafsgcarce resources. If some people choose to thave
labour market permanently because they have lestnttivation to search for work, this can have a
negative effect on long run aggregate supply (LR&8) thereby damage the economy’s growth potential
Lost output of goods and services

Unemployment causes a waste of scarce economigroesoand reduces the long run growth
potential of the economy. An economy with high up&gyment is producing within its production
possibility frontier. The hours that the unemploydnot work can never be recovered.

Outpt of
Good X

D <‘
Unemployment {shonn by point 0
iz avwaste of scarce resowrces

and mesns that the econamy is
operating withinthe PPF

Output of
Good v

But if unemployment can be reduced, total natiandput can rise leading to an improvement in

economic welfare.
Social costsRising unemployment is linked to social deprigatiThere is a relationship with crime, and
social dislocation (increased divorce rates, wargghealth and lower life expectancy). Areas ohhig
unemployment see falling real incomes and a wonggini inequalities of income and wealth

Areas of high unemployment will also see a dedime=al income and spending together with a
rising scale of relative poverty and income inegyals younger workers are more geographically
mobile than older employees, there is a risk theasawith above average unemployment will suffemfr
an ageing potential workforce - making them lessetive as investment locations for new businesses
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6. Deadweight loss of investment in human capital
Unemployment wastes some of the scarce resouredsms$raining workers. Furthermore,

workers who are unemployed for long periods becdaiskilled as their skills become increasingly date
in a rapidly changing job market. This reducesrtbkances of gaining employment in the future, Wwhic
in turn increases the economic burden on governamahsociety. See the revision page on long term

unemployment

7. The duration of unemployment affects the economicrad social costs

It is clear therefore that unemployment carriesstarttial economic and social costs. These costs
are greatest when long-term structural unemploynsamigh. Indeed many governments focus their

labour market policies on improving the employmgmtspects of the long-term unemployed.

Unemployment and the production possibility frontie

The production possibility frordier shows the corbinations of output that canbe produced nsing all svailable factor
resomrces efiicently. Ly pomt onthe PPE represents a productreely etticient allocation ot resources. Fomts that be witkon

the curve represent an under-utilisation of scarce resowrees — including labour

Lhoipan 4 CapItal
Groods

Ll e e

(1) [ TRy gy M

1t there are unemplowed resources mn the econormy, this means
that an econoray will be operating within its production
possihility frortier.

Urernployment represents a waste of scarce lahour resources
and Jeads to outpaxt being below potential and a loss of

alloc atve efficiency for the econoray

If the economyr is successfil in reducing
wr o wroend, Lhen vulpul o gouds
and services can move closer to the
frontier of the I'T'T -« g towards
corchinations mwarked by the letters &
and B

Impact of Unemployment:

The main impact unemployment has on society anét¢baomy is the productive power that it withold®-
any person who is unemployed could be doing somgthioductive and thus contributing to the econasa

whole.

Unemployment also has a direct cost to the govenhimeghe form of any unemployment benefid to the
unemployed and in lost tax earnings. Unemploymeiaini economy has many impacts on the governmemss fi

Oholput of

Consumner Goods

and, of course, the unemployed people themselves.

On the government:

- Fewer tax revenues- Because fewer people are working, there willdveer people earning enough
income to pay tax. As a result, the government mgiteive less tax revenue and this will have aelarg

impact on the government’s finances.
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« Lower economic growth(GDP) — As fewer people have jobs, firms won’'tise to produce as many
goods and services. As a result, the output of gaod services in the economy, GDP, will be lower.
This also has an impact on government taxationspedding and will negatively affect their finances.

« Higher welfare costs— Unemployment in an economy means that fewerlpe@ii be working and
more people will be claiming benefits. More peoglming benefits creates a drain on the governisient
finances and means they have to spend more oniteagihents and less on other areas of the economy
— so there is an opportunity cost.

« Higher supply-side costs- With unemployment in an economy, more people’ilmmworking. These
people need to be taught skills in order for therhé employable by firms. The government will h&we
spend more money on training the unemployed satlegthave the right skills to be employed in a
modern economy. This is also a drain on governriieamces and this money could also be spent
elsewhere.

On firms:

« Lower wage costs- Unemployment in an economy increases the swugdpgbour available for firms to
employ. This creates a downward pressure on wagkdaur is less scarce and more people are willing
to get a job at a slightly lower wage. This wilMeaa positive effect on firms as their variabletsosill
fall.

- Larger pool of labour — Unemployment creates a large pool of labour lvigiges firms more choice of
who to employ. This allows them to employ workergwhigher skills and more experience.

+ Less demand for goods and servicesUnemployment in an economy means that a lot rpeople will
have less disposable income. Therefore spendimgosh goods and services will fall. As a resulinsr
will experience lower sales revenue and will likege a fall in profits.

« Increase in demand for inferior goods- There are some goods in an economy that peaglenbre off
when their incomes are lower — these are knownfasior goods. When unemployment increases in an
economy more people start buying inferior goodsabee they have lower incomes. As a result, salfers
inferior goods will see an increase in sales reeeand potentially an increase in profits.

« Higher training costs — As we have seen, many firms will benefit frorwés wage costs as a result of
unemployment. However, many firms may also hav&end more resources on training new employees
because they have been out of work for so longnihgnew employees uses up a firm’s time and
resources and as a result most firms will see erease in employment costs.

On people:

« Lower standard of living — The people who are unemployed will suffer a lmsscome and will either
have to survive on private savings or on benefissa result, they will be able to buy fewer goodd a
services and will see a fall in their standardwihg.

« Loss of skills— When someone becomes unemployed they will stoging and will start losing their
skills and ability to work. The longer someone stapemployed, the less employable they will be to
firms because firms will need to spend money oramging them.

« Loss of confidence/depressior People who are unemployed will also suffer a lmisconfidence in
their ability. Many people who become unemployell aso suffer stress related illnesses and
depression.

MEASURES TO REDUCE UNEMPLOYMENT :
Government policies to reduce unemployment

The government does not have a specific targetafiyr particular rate of unemployment. Instead its
objective for the labour market is expressed im&of a broad ambition to keep employment high pmodide
employment opportunities for all.

Distinction can be made between demand-side anglyssjule policies to improve the working of the
labour market in matching people to the availallesjand to the changing demands and requirements of
different industries. There are inevitably limitswhat the government can do to achieve sustairrablgctions
in unemployment. And often the policies that areaduced to boost employment can be costly andhwevan
opportunity cost.
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Some countries are more successful than otheedurcing the scale of unemployment. In the long term

effective policies are required for both the demand the supply side of the economy so that enoeghjobs
are created and that people possess the skillseadtives to take those jobs.
In general the most effective policies are those: th

1.

3.

6.

Stimulate an improvement in the human capital of tle workforce — so that more of the unemployed
have the skills to take up the available jobs.d#di normally concentrate on improving the occugeti
mobility of labour. The pattern of employment inyamodern economy is always changing, so people
need to have sufficient flexibility to adapt tousttural changes in industries over the years

Improve incentives for people to search and then aept paid work — this may require reforms of the
tax and benefits system for example a reducticdherstarting rate of income tax (an incentive feogle

in lower paid jobs). Or perhaps a change in weltaeaefits such that people who find work do not
experience a sharp withdrawal of benefits becdusg are now earning more. The reality is that sympl
cutting welfare benefits across the board makds tiifference to the unemployment figures — beeaafs
the complex nature of most unemployment. But tedjeheasures to improve incentives, including the
linking of welfare benefits to participation in vkoexperience programmes which is part of the NewalDe
programme or lower tax rates for people on low mes might have an impact.

Achieve a sustained period of economic growthk this requires that aggregate demand is suftigien
high for businesses to be looking to expand thairkforce. The Keynesian theory of unemployment
emphasizes the argument that if monetary and fulaty does not keep demand at a high enough,level
then the economy is less likely to be able to smstahigh rate of employment. However, not every
increase in aggregate demand and production has toet by employing more labour. Each year we
expect to see a rise in labour productivity (mowtpat per worker employed). And, businesses may
decide to increase production by making greaterofigapital inputs such as extra units of machinéry
growing economy creates jobs for people enterimglalbour market for the first time. And, it provide
employment opportunities for people unemployed lan#ing for work.

Reducing occupational immobility of labour (supplyside policy)

Immobility of labour is a cause of labour markeituiee and structural unemployment. Policies
aimed at reducing this problem aim to provide tmemployed with the skills they need to find re-
employment and also to improve the incentivesrd fwork. Improvements in the availability and qtyali
of education and work-place training will incredBe human capital of unemployed workers and help to
ensure that more of the unemployed have the righs $o take up the available job opportunitiesr F
many years the relative paucity of work-place tragnhas been seen as a weakness in the UK labour
market. Both employers and employees may actuatierestimate the long-term value of training in
terms of the potential benefit to a business aedldhg term gains to a worker. The free-rider peabl
may also contribute to a sub-optimal level of tmragnfrom society’s point of view.

Benefit and tax reforms (supply-side policy)

To some economists, a policy that reduces the vafueelfare benefits might increase the
incentive for the unemployed to take a job. Thalence drawn from recent experience in the UK is tha
simply cutting the value of state welfare paymeintseality makes little difference to the level of
unemployment in the long run. It is rare that thetrcause of someone staying out of work is thegeot
of generous out of work welfare handouts. Instéatjeted measures to improve people’s incentives,
including the linking of welfare benefits to parfiation in genuine work experience programmes wilgch
part of the New Deal programme or the introductbtower marginal income tax rates for people om lo
incomes might by contrast have a noticeable impact.

Reflating aggregate demand (demand-side policy)

Reflationary policy:_Fiscalor monetary policyaimed at boosting the level of economic actjvitgually
through inflationary meansuch as public spendiray reductionin the taxatiorlevel.

The government can use the traditional weapon aroraconomic policies designed to increase
AD and thereby generate a higher level of nationebme and employment. Reflationary policies can
help to mitigate the effects of an economic reagsbut there are risks involved in using both fisoad
monetary policy simply to boost demand when outpldw.
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The government might also make more active useegbnal policiesto encourage inflows of
foreign investment from multinational companies tigafarly to those areas and regions where
unemployment is persistently above the nationataggee The main weakness of relying too heavily on
demand-management policies to reduce unemployrag¢hat much unemployment is not cyclical; rather
it is frictional and structural in origin and canrme solved simply by injecting vast amounts of ewn
into the circular flow of income and spending.

7. Employment subsidies (demand-side policy)

Firms could be given tax breaks or subsidies fkingaon long term unemployed. This helps give
them new confidence and on the job training. Howeevill be quite expensive and it may encourage
firms to simply replace current workers with thadgaerm unemployment in order to benefit from tive t
breaks.

Supply side policies to reduce Unemployment

1. Education and Training. The aim is to give the long term unemployed n&illsswhich enable them to find
jobs in developing industries, e.g. retrain unemgtbsteel workers to have basic I.T. skills whigtps them
find work in service sector. — However, despitevding education and training schemes, the unengglayay
be unable or unwilling to learn new skills. At béswill take several years to reduce unemployment.

2. Reduce Power of trades uniondf unions are able to bargain for wages abovanheket clearing level, they
will cause real wage unemployment. In this caseiced) influence of trades unions (or reducing Miaim
wages) will help solve this real wage unemployment.

3. Improve Labour Market Flexibility . It is argued that higher structural rates of upleyment in Europe is
due to restrictive labour markets which discourafiees from employing workers in the first placeorF
example, abolishing maximum working weeks and ngkirasier to hire and fire workers may encounagee
job creation. However, increased labour marketilfiéi®y could cause a rise in temporary employmant
greater job insecurity.

4. Stricter Benefit requirements. Governments could take a more pro-active rolenaking the unemployed
accept a job or risk losing benefits. After a dertiame period the government could guarantee skime of
public sector job (e.g. cleaning streets). Thisld¢aignificantly reduce unemployment. However, @yrmean
the government end up employing thousands of peapla-productive tasks which is very expensivesalif
you make it difficult to claim benefits, you maydree the claimant count, but not the Internatidrzddour force
survey.

5. Improved Geographical Mobility. Often unemployed is more concentrated in certagions. To overcome
this geographical unemployment, the governmentdgite tax breaks to firms who set up in depresseds.
Alternatively, they can give financial assistanae unemployed workers who move to areas with high
employment. (e.g. help with renting in London)

Policies used to reduce unemployment

Demand side policies Supply-side policies
Employment subsidies for employers who take Welfare reforms — including lower starting rates
the long-term unemployed (New Deal) of income tax and the introduction of tax credits
Financial assistance for inward investment { |Policies to promote entrepreneurship and the growth
overseas. of small-medium size enterprises

Monetary policy —low interest rates has allow |Increased spending on education and attempts to
aggregate demand to grow despite a ¢ |increase private sector spending on training.
economic slowdown. Fiscal policy is also boos

AD as the budget deficit increases.
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Okun's law:

Okun's law refers to the relationship between iases in unemploymeahd decreases in a country's
gross domestic produ¢GDP). It states that for every one percent increaseriamployment above a "natural”
level, that GDP will decrease by anywhere from tavéour percent from its potential
% change in real GDP = 3% - 2 x (change in unemmpé&nt rate)

This equation basically says that real GDP growabaut 3% per year when unemployment is normalekery
point above normal that unemployment moves, GD®/trdalls by 2%. Similarly, for every point belovermal
that unemployment moves, GDP growth rises by 2%s &Quation, while not exact, provides a good estnof
the effects of unemployment upon output.

Okun's Law describes the negative relationshipvéet GDP and unemployment. As GB$es above its
natural rateunemploymentalls. As GDP falls below its natural rate, unéoyment rises.

- If the economy is producing above its natural (atea result of economic fluctuatignBrms are
producing more than their long-run aggregate supptye indicates they should. One of the ways firms
temporarily produce above their natural rate ikite more workers. As firms do this, there are less
people looking for work and the unemployment ratésf

- If the economy is producing below its natural r@e a result of economic fluctuationfrms are
producing less than their long-run aggregate supptyeindicates they should. Because firms are
producing less, some of their workers are stanidileg Instead of paying these workers to standraalpu
the firm could lay them off. These workers stadlimg for work elsewhere, causing the unemployment
rate to increase.

Okun's Law

v 2
s i 2
€ 2.
2011% 10‘122013 .

Change in unemploymentrate
=-% x (GDP growth - 3%)

Change in unemployment rate
(4ge-changein percentage points)
AL N B ORNWAMDOG

-5%-4%-3%-2%-1% 0% 1% 2% 3% 4% 5% 6% 7% 8% 9%
.................. GDP Growth (4ge-percent change)

INFLATION
Definition:
“An increase in the amount of currency in circudatiresulting in a relatively sharp and suddenifalts
value and rise in prices: it may be caused by arease in the volume of paper money issued or lof gned,
or a relative increase in expenditures as whesupely of goods fails to meet the demand.

“A persistent increase in the level of consumecgsior a persistent decline in the purchasing paiver
money, caused by an increase in available currandycredit beyond the proportion of available goadd
services.”

Types of Inflation:
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Types of Inflation
2 I
| I I 1 ] |
Cowverage Terme af Growvernment Ricing Prices Different Peaple's
and Scope Decurrence Reactron i = Causes Expectation
1. Comprehenshee 1. War-Tane 1. Open l. Creepmg 1. Dichicit 1. Anticmpated
2 Spormdbc 2 Post-Woar 2, Soppressed 2. Chronéc 2, Credst 2. Unamticipated
3. Peace-Tene 3. Waling 3. Searciy

4. Moderate 4. Profit

5. Fammng 5. Precmng Power

6. Grallopeng & Tex

7. Hypers e 7. Wage
5. Buld-In
9 Drevelopament
1. Fiscal
11. Population
12. Forsgn Trade Indinced
13. Sectoral
14, Dremand-Puol
15, Cost-Puash

I. Types of Inflation on Coverage Types of inflation on the basis of coverage atwpg point of view:-

1. Comprehensive Inflationt When the prices of all commodities rise throughtbe economy it is known
as Comprehensive Inflation. Another name for com@nsive inflation is Economy Wide Inflation.

2. Sporadic Inflation: When prices of only few commaodities in few regofareas) rise, it is known as
Sporadic Inflation. It is sectional in nature. Feorample, rise in food prices due to bad monsoondsvi
bringing seasonal rains in India).

II. Types of Inflation on Time of Occurrence Types of inflation on the basis of time (peri@fioccurrence:-

1. War-Time Inflation : Inflation that takes place during the period afa-like situation is known as War-
Time inflation. During a war, scare productive nases are all diverted and prioritized to produce
military goods and equipments. This overall resaltvery limited supply or extreme shortage (low
availability) of resources (raw materials) to produessential commodities. Production and supply of
basic goods slow down and can no longer meet thengpdemand from people. Consequently, prices of
essential goods keep on rising in the market reguilh War-Time Inflation.

2. Post-War Inflation: Inflation that takes place soon after a war ievkn as Post-War Inflation. After the
war, government controls are relaxed, resulting faster hike in prices than what experienced duitie
war.

3. Peace-Time Inflation When prices rise during a normal period of pedices known as Peace-Time
Inflation. It is due to huge government expenditarespending on capital projects of a long gestatio
(development) period.

lll. Types of Inflation on Government Reactiont Types of inflation on basis of Government's reacor its
degree of control:-

1. Open Inflation: When government does not attempt to restricatitfh, it is known as Open Inflation. In
a free market economy, where prices are allowddk® its own course, open inflation occurs.

2. Suppressed Inflation When government prevents price rise through pecmarols, rationing, etc., it is
known as Suppressed Inflation. It is also referasdRepressed Inflation. However, when government
controls are removed, Suppressed inflation beco@psn Inflation. Suppressed Inflation leads to
corruption, black marketing, artificial scarcityce

IV. Types of Inflation on Rising Prices Types of inflation on the basis of rising priec@gate of inflation:-

1. Creeping Inflation: When prices are gently rising, it is referredGgeping Inflation. It is the mildest
form of inflation and also known as a Mild Inflaticor Low Inflation. According to R.P. Kent, when
prices rise by not more than (upto) 3% per annugary it is called Creeping Inflation.

2. Chronic Inflation : If creeping inflation persist (continues to inase) for a longer period of time then it
is often called as Chronic or Secular Inflation.r@tic Creeping Inflation can be either Continuous
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(which remains consistent without any downward nmoset) or Intermittent (which occurs at regular
intervals). It is called chronic because if anatiin rate continues to grow for a longer periothout

any downturn, then it possibly leads to Hyperindat

Walking Inflation : When the rate of rising prices is more than tlmee@ing Inflation, it is known as
Walking Inflation. When prices rise by more than B% less than 10% per annum (i.e between 3% and
10% per annum), it is called as Walking Inflatid@cording to some economists, walking inflation mus
be taken seriously as it gives a cautionary sifpralhe occurrence of Running inflation. Furthereaf
walking inflation is not checked in due time it cawentually result in Galloping inflation.

Moderate Inflation: Prof. Samuelson clubbed together concept of Gngegnd Walking inflation into
Moderate Inflation. When prices rise by less th@%6Iper annum (single digit inflation rate), it isdwn

as Moderate Inflation. According to Prof. Samuelsbis a stable inflation and not a serious ecoigom
problem.

Running Inflation : A rapid acceleration in the rate of rising priceseferred as Running Inflation. When
prices rise by more than 10% per annum, runningtioh occurs. Though economists have not suggested
a fixed range for measuring running inflation, waynconsider price rise between 10% to 20% per annum
(double digit inflation rate) as a running inflatio

Galloping Inflation : According to Prof. Samuelson, if prices rise lolle or triple digit inflation rates
like 30% or 400% or 999% per annum, then the sdnatan be termed as Galloping Inflation. When
prices rise by more than 20% but less than 1000€apeum (i.e. between 20% to 1000% per annum),
galloping inflation occurs. It is also referred &smping inflation. India has been witnessing gatigp
inflation since the second five year plan period.

Hyperinflation : Hyperinflation refers to a situation where théces rise at an alarming high rate. The
prices rise so fast that it becomes very diffitaltneasure its magnitude. However, in quantitagvens,
when prices rise above 1000% per annum (quadrupléow digit inflation rate), it is termed as
Hyperinflation. During a worst case scenario of érypflation, value of national currency (money)aof
affected country reduces almost to zero. Paper ynbeeomes worthless and people start trading either
gold and silver or sometimes even use the old bagstem of commerce. Two worst examples of
hyperinflation recorded in world history are of secexperienced by Hungary in year 1946 and Zimbabwe
during 2004-2009 under Robert Mugabe's regime.

V. Types of Inflation on CausesTypes of inflation on the basis of different casts

1.

ok

© N o

Deficit Inflation : Deficit inflation takes place due to deficit fim@ing. The Planned expendituby a
governmento put more moneinto the_economyhan it takes out by taxatipwith the_expectatiothat
increased business activiyll bring enough additional revenue coverthe shortfall. Also called deficit
spending

Credit Inflation : Credit inflation takes place due to excessivekbaredit or money supply in the
economy.

Scarcity Inflation : Scarcity inflation occurs due to hoarding. Hoaglis an excess accumulation of basic
commodities by unscrupulous traders and black narkelt is practised to create an artificial saget of
essential goods like food grains, kerosene, et an intension to sell them only at higher pritemake
huge profits during scarcity inflation. Though hadiag is an unfair trade practice and a punishable
criminal offence still some crooked merchants offehthemselves engaged in it.

Profit Inflation : When entrepreneurs are interested in boostirg phefit margins, prices rise.

Pricing Power Inflation: It is often referred as Administered Price inflat It occurs when industries
and business houses increase the price of thettsgaod services with an objective to boost thesfipr
margins. It does not occur during a financial ersnd economic depression, and is not seen whaenithe
a downturn in the economy. As Oligopolies haveahdity to set prices of their goods and servides i
also called as Oligopolistic Inflation.

Tax Inflation : Due to rise in indirect taxes, sellers chargéfpgce to the consumers.

Wage Inflation: If the rise in wages in not accompanied by ainseutput, prices rise.

Build-In Inflation : Vicious cycle of Build-in inflation is induced bgdaptive expectations of workers or
employees who try to keep their wages or salarigh im anticipation of inflation. Employers and
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Organizations raise the prices of their respecgjgeds and services in anticipation of the workars o
employees' demands. This overall builds a vicioydecof rising wages followed by an increase in
general prices of commodities. This cycle, if conés, keeps on accumulating inflation at each round
turn and thereby results into what is called agcRui inflation.

9. Development Inflation: During the process of development of economypnmes increases, causing an
increase in demand and rise in prices.

10.Fiscal Inflation: It occurs due to excess government expenditurspending when there is a budget
deficit.

11.Population Inflation: Prices rise due to a rapid increase in population

12.Foreign Trade Induced Inflation: It is divided irtt@o categories, viz., (a) Export-Boom Inflatiomda(b)
Import Price-Hike Inflation.

Export-Boom Inflation: Considerable increase in exports may cause atagferat home (within
exporting country) and results in price rise (witl@xporting country). This is known as Export-Boom
Inflation.

Import Price-Hike Inflation : If a country imports goods from a foreign countand the prices of
imported goods increases due to inflation abroaeh tthe prices of domestic products using imported
goods also rises. This is known as Import PriceeHikflation. For e.g. India imports oil from Iran a
$100 per barrel. Oil prices in the internationakkea suddenly increases to $150 per barrel. Nowaltal
continue its oil imports from Iran has to pay $56renper barrel to get the same amount of crude oil.
When the imported expensive oil reaches Indiajridi@n consumers also have to pay more and bear the
economic burden. Manufacturing and transportatiost also increase due to hike in oil prices. This,
consequently, results in a rise in the prices ghelstic goods being manufactured and transportasd. It
the end-consumer in India, who finally pays andesigmces the ultimate pinch of Import Price-Hike
Inflation. If the oil prices in the internationalamket fall down then the import price-hike inflati@also
slows down, and vice-versa.

13. Sectoral Inflation: It occurs when there is a rise in the pricesadds and services produced by certain
sector of the industries. For instance, if pricesrade oil increases then it will also affectatlher sectors
(like aviation, road transportation, etc.) whicle directly related to the oil industry. For e.goif prices
are hiked, air ticket fares and road transportatmst will increase.

14.Demand-Pull Inflation : Inflation which arises due to various factorkelirising income, exploding
population, etc., leads to aggregate demand aneedscaggregate supply, and tends to raise prices of
goods and services. This is known as Demand-Pikoess Demand Inflation.

15. Cost-Push Inflation: When prices rise due to growing cost of productid goods and services, it is
known as Cost-Push (Supply-side) Inflation. For #.gvages of workers are raised then the unit cbst
production also increases. As a result, the prafesnd-products or end-services being produced and
supplied are consequently hiked.

VI. Types of Inflation on Expectation Types of inflation on the basis of expectatiorprdictability:-

1. Anticipated Inflation : If the rate of inflation corresponds to what thajority of people are expecting or
predicting, then is called Anticipated Inflatiohid also referred as Expected Inflation.

2. Unanticipated Inflation: If the rate of inflation corresponds to what timajority of people are not
expecting or predicting, then is called Unantiogaainflation. It is also referred as Unexpectedalindn.

REASONS FOR INFLATION: For causes of inflation refeTypes of inflation on the basis of different caess

INFLATION AND THE IMPACT:

Inflation affects different people in different wayit also depends on whether inflation is antie@gdaor
unanticipated. If the inflation rate correspondswbat the majority of people are expecting (anatgol
inflation), then we can compensate and the co4tliégh. For example, banks can vary their interagts and
workers can negotiate contracts that include autiomeaage hikes as the price level goes up.

Inflation effects the different sectors of the eary (Effects on the distribution of income and wileal
Effects on production, Effects on the GovernmeritedEs on the Balance of Payment, Effects on Mameta
Policy, Effects on Social Sector, Effects on Pcditienvironment) and different classes of the pe@pkebtors &
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Creditors, Salaried Class, Wages earners, Fixedmacgroup, Investors and shareholders, Businessmen,
Agriculturists).

Higher rates of inflation may destabilize the eaoyoby inhibiting growth through discouraging of
swamps and hence investments. This will thus haweg tun effects of growth.

Inflation worsens the balance of payments (BOPplem. It makes domestic products expensive in
international markets hence rendering them lesspetitive and many countries would not be willingldoy
from a country hit by inflation. On the other haimdports continue flowing into the country and asesult this
worsens the BOP problem.

Inflation may cause social and political disordeesause it reduces people’s standard of living (Sid
their purchasing power.

The effect of inflation and economic growth is mdasted in the following cases:

[) Investment:

If the prices of goods increases and people hacertgpensate for the increase in price, they usumadlige use of
their savings. In the event when savings are deglétund for investment is no longer available. iAdividual
tends to invest, only if savings of an individuastrong and has sufficient money to meet his deahds.

II) Interest rates:

Whenever inflation reigns supreme, it is a well Wnofact that the value of money goes down. Thislde
decline in the purchasing power. In the event, withenrate of inflation is high, the interest raé¢so rise. With
increase in both parameters, cost of goods willraptain the same and consequently people will hashell
out more money for the same goods.

[II) Exchange rates:

Inflation and economic growth are affected by exgjearates as well. Exchange rates denote the vélmeney
prevailing in different countries. High rate of letfion causes severe fluctuations in exchange .raths
adversely affects trade (export and import), imgrfousiness transaction across borders, valueookynalso
changes.

IV) Unemployment:

Growth of a nation depends to a large extent onl@yngent. If rate of inflation is high, unemploymenaite is
low and vice versa. This theory is propounded bynemist William Philips and this gave rise to theilips
Curve.

V) Stocks:

The returns a company offer, on investment fullpeted on the performance of the company. Past peafoce,
current position of the company and future trengside how much(money, in form of bonus or divideisdjo
be returned to the investors. Owing to inflatiogyexral monetary as well as fiscal policies are iched

VI) Rise in Production cost:

Another common reason of inflation is a rise indarction costs, which leads to an increase in tiee @f the
final product. For example, if raw materials incean price, this leads to the cost of productimreasing, this
in turn leads to the company increasing prices &ntain their profits. Inflation can also be cau$sdfederal
taxes put on consumer products. As the taxessugmliers often pass on the burden to the consumer

Some effects of Inflation:

1. Hardships for poor people and fixed income gadanouseholds

2. Business Profits tend to go up in times of ndia

3. Demand for pay hikes and wage increases

4. Value on money lent out falls in purchasing powealue of money to be repaid falls in terms ofghasing
power falls.

6. Interest may rise.

7. Exchange rate may fall

8. Central Bank my try to control money supply gtiowhrough hike in cas reservecration, raisingalist rates
(lending interest rate) and conduct open market sbsecurities.

The effects of inflation
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Inflation can be very damaging for a number of oeas First, people may be left worse off if pricese
faster than their incomes. Second, inflation caluce the value of an investment if the returns grosgufficient
to compensate them for inflation. Third, since Isoat inflation often go hand in hand with an ovexteel
economy, they can accentuate boom-bust cyclesied¢bnomy.

Sustained inflation also has longer-term effedtsndney is losing its value, businesses and invesioce less
likely to make long-term contracts. This discoumageng-term investment in the nation’s productiapacity.
The flip-side of inflation is deflation. This ocauwhen average prices are falling, and can alsdtresvarious
economic effects. For example, people will putsggénding if they expect prices to fall. Sustainetlation can
cause a rapid economic slow-down.

DEFLATION
Deflation is a decrease in the general price level a period of time. Deflation is the oppositardfation. For
economists especially, the term has been and igtsoes used to refer to a decrease in the sizbeofoney
supply (as a proximate cause of the decrease igeaheral price level). The latter is now more ofteferred to
as a ‘contraction' of the money supply. During atefh the demand for liquidity goes up, in prefeeio goods
or interest. During deflation the purchasing poafmoney increases.
Reasons for Deflation

» In economic theory deflation is a general reductiothe level of prices, or of the prices of anirnkind
of asset or commodity. Deflation should not be asefl with temporarily falling prices; instead sita
sustained fall in general prices.

» Deflation is caused by a shift in the supply anchded curve for goods and interest, particularlglbir
the aggregate level of demand. That is, therdadl & how much the whole economy is willing toyhu
and the going price for goods. Since this idlesacép, investment also falls, leading to further
reductions in aggregate demand. This is the defiatly spiral. The solution to falling aggregate dach
is stimulus either from the central bank, by expagdhe money supply, or by the fiscal authority to
increase demand, and borrow at interest rates verebelow those available to private entities.

» Deflation is, however, the natural condition ofdhaurrency economies when the rate of increadeein t
supply of money is not maintained at a rate commnens to positive population (and general economic)
growth. When this happens, the available amouhtad currency per person falls, in effect making
money scarcer; and consequently, the purchasingipofreach unit of currency increases.

» Deflation also occurs when improvements in proaurcéfficiency lowers the overall price of goods.
Improvements in production efficiency generally pap because economic producers of goods and
services are motivated by a promise of increasefit pnargins, resulting from the production
improvements that they make. But despite theiripnodtive, competition in the marketplace often
prompts those producers to apply at least somépart these cost savings into reducing the asking
price for their goods. When this happens, consupeydess for those goods; and consequently deflati
has occurred, since purchasing power has increased.

Some effects of Deflation

1. Company profits may fall

2. Private domestic capital investment may fall
3. Unemployment may increase.

4. Real value of lands to be repaid may rise,

INFLATION VS UNEMPLOYMENT TRADEOFF

The Tradeoff between Inflation and Unemployment
A. W. Phillips, discovered a relationship betwaeamemployment and inflation. Phillips showed that
unemployment and inflation shared an inverse w@tatiip: inflation rose as unemployment fell, anitairon fell
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as unemployment rose. Since two major goals fome@edic policy makers are to kedyoth inflation and

unemployment low.

The Phillips Curve
Phillips' discovery can be represented in a cusadled, aptly, a Phillips curve.

6
Inflation
rate
(%6 per year) 4

Unemployment
rate (%)

Figure %: The Phillips Curve
The Phillips Curve - What is it?
The Phillips Curve is a graph depicting a relationship between trempioyment rate and the inflation rate. The
figure at right shows a typic8IHORT-RUN Phillips Curve.

Inflation
Rate

Phillip=:
Curve

Unemployment
Rate

The fact that the short-run Phillips Curve has gatige slope IS the focus of this chapter. The ioapion
of the negative slope is that the unemploymentaatethe inflation rate are inversely related etimer words,
there is a tradeoff between the two. In the fildpter, one of the ten principles of economics thassociety
faces a short-run tradeoff between inflation anemployment. This tradeoff is embodied in the short-
Phillips Curve.

Since inflation and unemployment af@TBi things we don't like, the relationship betwéas AD-AS
(short-run) macroeconomic model and the Phillipsv€are _
A . . . . . Inflation
important. Understanding the relationship betwemmemic policy  gate Long-Run
and the inflation-unemployment tradeoff is key tmyunderstanding Phillips Curve
of macroeconomics.

The Long-Run Phillips Curve
The figure at right depicts the long-run Phillipar@e. Earlier, you
spent a chapter studying thatural rate of unemployment This
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was defined to be about 6% in the long-run, ameag shown that the economy tends to automaticatlyrm to
this level on its own. If this is true, then thadprun Phillips Curve is quite easy to draw - it BlUbe a vertical
line at 6% unemployment!

If the long-run Phillips Curve is vertical at 6%geh policymakers must be able to choose any iofiatate they
desire along this line.

Q: What is the cost of reducing inflation in the lang-run?

A: In the long-run, there is NO cost to reducing itdfla. This is demonstrated in the figures below.tlmleft,

if the Fed reduces the growth of the money suppiyné long-run, the AD curve will shift to the leftausing the
price level to fall from PO to P1. However, outiNOT affected by changes in the money supplyélong-
run (because of monetary neutrality). Since outeotains at the natural rate of output, unemploymemiins at
the natural rate of unemployment. On the right,rédiction in the growth of the money supply hagdied the
long-run rate of inflation and has NOT affected litveg-run unemployment rate.

Price Iml=tion
Lewel Long-Fun Rate Long-Fun
L5 Mhilipz Surve
1"'&'
'EI
Patural Rate CLiEnty Matural Rale L_nemp
of Cutput nf Custdt of Unerploymeant Fate

The Short-Run Phillips Curve and Expectations

While there is not a tradeoff between inflatiordamemployment in the long-run, there is a shont{radeoff.
From the work of Milton Friedman and Edmund Phelps,know that expectations of future inflation Eagn
important role in the short-run tradeoff.

The figure at right demonstrates the relationslepvieen the shor tletion
run Phillips Curve and inflationary expectationsupfose the¢ Rate
economy is initially at point "A". Earlier in thishapter, you learne

that a shift in the AD curve will cause a movemalung the short

run Phillips Curve. An increase in the money supply increase |
government spending or a tax cut could all shi#t 4D curve tothe [~ ~77~
right - suppose one of these three occurs. Théwagi shift in AD is
associated with rising output and a rising priceeleThe rising price
level IS an increase in the rate of inflation. Rgsbutput goes alon
with rising employment (and falling unemploymengor these

Long-Run
Phillipz Curyve

ER-PC

reasons, the rightward shift in AD will cause a ®ment to poin ) el o R
"B" in this figure (higher inflation and lower un@hyment thar.
point "A").

Now, according to Friedman and Phelps, the high€TWBAL inflation will eventually cause
EXPECTED inflation to rise as well. The increaseeElPECTED inflation shifts the short-run Phillipsi®@e to
the right (to SR-PC2), and the economy ends upoatt 3C". In your textbook, SR-PC2 was describedaas
"short-run Phillips Curve with high expected initat’, while the original curve, SR-PC1 was desdiilzs a
"short-run Phillips Curve with low expected inflati".

The result you should take from the previous figgréhat government policies attempting to EXPAND
aggregate demand are likely to cause permanentBHHER rates of inflation, without affecting the lengn
unemployment rate. The relationship between thertsba Phillips Curve and inflationary expectations
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described by Friedman and Phelps is stated in tbdowing formula from your textbook:

Themployment = MNatural Eate — al{ﬁ;ctual Inflation - Expcted Inﬂation)
Rate of TUnemplovment

In the previous example, when ACTUAL inflation eedeEXPECTED inflation (at point "B"), unemployment
was LESS THAN the natural rate. In the long-runiyatand expected inflation will be equal, and upkEryment
will equal the natural rate (and the economy walldack on the long-run Phillips Curve).

Supply Shocks, and the Phillips Curve

Q: What happens in the Phillips Curve diagram wherASeurve shifts?

A: The short-run Phillips Curve shifts, changing thlteaativeness of the tradeoff between inflation and
unemployment.

Price Inflation
Leve| Rate

Pa B

Py &

PCa
Py
e %Yy uantity Unemployment
of Cutput Riate

The figure above (on the left) depicts a typicgd@y shock in the economy (like the OPEC shockéien
1970's). As the AS curve shifts to the left, thaildogrium in the marcoeconomy moves from point Apimint B.
As with a shift in the AD curve, there are two tnyou should watch for when AS shifts. First, oetihat the
equilibrium price level rises (from P1 to P2), iodiing that the level of inflation in the econonaslrisen.
Second, notice that the level of output producesdiFELLEN from Y1 to Y2. As output falls the numbefr
laborers required to produce this output also féleen these workers get laid off, the unemploymata
RISES.

In the figure at right, point B MUST be a point v higher inflation rate AND a higher unemploymeate.
Point B MUST be up and to the right of point A. Base of this, economists say that the short-rulipzhCurve
must have shifted to the right. This means thatrddeoff between inflation and unemployment is BES
attractive, because BOTH rates have risen.

Inflation
Rate Long-Fun

The Costs of Reducing Inflation in the Short-Run Philips Curve

The figure at right will illustrate the cost of texng inflation in the
short-run. To reduce inflation, the Fed will runantractionary

monetary policy. The reduction in the money suppgly/shift AD to -

the left. Recall that a leftward shift in AD wilaase falling output \

and a falling price level. The falling price levakans a falling rate c SR-PCO

inflation, while falling output means falling emgiment (which, in Dfl\dl?_lt:rrnaglgﬁ?tn-leem Unemp

turn, means rising unemployment).

The contractionary monetary policy has the efféehoving the economy from point "A" to point "B" the
figure. You should think of SR-PC1 as the "shori-Rhillips Curve with HIGH inflationary expectatigih At
point "B" inflation is lower and, in the long-rumflationary expectations will adjust downwardswtatch the
lower ACTUAL inflation. When this occurs, the shoun Phillips Curve will shift INWARD to SR-PCO ik
of SR-PCO as the "short-run Phillips Curve with limflationary expectations”.
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Measurement of Inflation:

Inflation plays an important role in the macroeamimeconomy by changing the value of a dollar axros
time. This section on inflation will deal with tleémportant aspects of inflation. First, it will\ear how to
calculate inflation. Second, it will cover the effe of inflation calculations using the CPl and GDP
measures,WPI, PPI
Calculating inflation

Inflation is the change in the price level from gmar to the next. The change in inflation candlewdated
by using whatever price index is most applicablthtogiven situation. The two most common pricaedesl used
in calculating inflation are CPI and the GDP deftaKnow, though, that the inflation rates deriyezn
different price indices will themselves be diffetren
1. Calculating Inflation Using CPI
The price level most commonly used in the Uniteaté&3t is the CPI, or consumer price index. Thussitmglest
and most common method of calculating inflatiotoisalculate the percentage change in the CPI &oenyear
to the next. The CPI is calculated using a fixeskiaiof goods and services; the percentage chartbe CPI
therefore tells how much more or less expensivdixieel basket of goods and services in the CRioisifone
year to the next. The percentage change in thasGitdo known as the percentage change in the leveéor as
the inflation rate.

Fortunately, once the CPI has been calculatedheheentage change in the price level is very eagpnd. Let us
look at the following example of "Country B."

Year Price of | Quantity of Price of Quantity of
bananas bananas backrubs backrubs
1 51.00 5 56.00 5 |
2 £1.00 5 56.00 7
3 §2.00 10 56.00 2]

Figure %: Goods and Services Consumed in Country B
While it is simple to calculate the inflation rdietween the base year and a comparison yeag hitsmore
difficult to calculate the rate of inflation betweavo comparison years. To make this calculatioat €heck that
both comparison years use the same base yearsTtesessary to ensure that the same fixed baEgebds
and services is used. Next, to calculate the p&agerchange in the level of the CPI, subtract tRef@r the later
year from the CPI for the earlier year and thendgi\by the CPI for the earlier year.

2. TheWholesale Price Index(WP1) is the_priceof a representative bask#twholesalegoods. Some countries
(like Indiaand_The Philippingsuse WPI changes as a central measure of inflatowever,_United States
now report groducer price index instead.

The Wholesale Price Index or WPI is "the price o¢presentative basket of wholesale goods. Some

countries use the changes in this index to meastlation in their economies, in particular Indidhe

Wholesale Price Index focuses on the price of gb@died between corporations, rather than goodghiou

by consumers, which is measured by the Consumeg Rridex The purpose of the WPI is to monitor price

movements that reflect supply and demand in inglustanufacturing and construction. This helps in
analyzing both macroeconomic and microeconomic itiomnd.

WPI is the index that is used to measure the chamtije average price level of goods traded in
wholesale market.The characteristics of Wholesale Price Index are a®llows:-

» A new WPI series with 2004-05 base was releasetitnSep 2010 witb76items in the commodity
basket. Previously, WPI used a sample set of 48thuadities as an indicator of movement in prices of
commodities in all trade and transactions.

» The prices are taken from wholesale market.

» Itis also the price index which is available oweekly basis.
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» It has the shortest possible time lag of only tweelss ie the data available in the current week is

calculated on the basis of prices two weeks back.

Calculation of WPI

WPI is calculated on a base year. The WPI for teelyear is pinned at 100.

Let's assume the base year to be 2004. The dathaésale prices of all the 435 commodities inlihse year

and the time for which WPI is to be calculatedashgred.

Let’s calculate WPI for the year 2010 for a pafticicommodity, say wheat. Assume that the price kifogram

of wheat in 2004 = Rs 6.00 and in 1980 = Rs 6.50

The WPI of wheat for the year 2010 is calculatetbdsws:-

First calculate,

((Price of Wheat in 2010 — Price of Wheat in 200Rr)ce of Wheat in 2004) x 100

i.e.(6.50 — 6.00)/6.00 x 100 = 8.33

Since WPI for the base year is assumed as 100 fM/R2010 will become 100 + 8.33 = 108.33.

In this way individual WPI values for the remaini®g5 commodities are calculated and then the wetht

average of individual WPI figures are found ouatave at the overall Wholesale Price Index. loide noted

that Commodities are given weightage depending ugdnfluence in the economy. Like weightage atrpkis

lesser than that of diesel.

Inflation

Inflation rate of a country is the rate at whiclicps of goods and services increase in its econtirisyan

indication of the rise in the general level of psmver time.

Since it’s practically impossible to find out theesage change in prices of all the goods and ses\ti@ded in an

economy (which would give comprehensive inflatiate) due to the sheer number of goods and sempiessnt,

a sample set or a basket of goods and servicegdsta get an indicative figure of the change ings, which we

call the inflation rate.

Calculation of Inflation

Let us say that we have WPI for the beginning &edeind of year.

Inflation rate for the year will be = (WPI of enflyear — WPI of beginning of year)/WPI of begingiof year x

100

For example,

Say, WPI on Jan 1st 2010 is 108.33

WPI on Jan 1st 2011 is 112.33

Therefore, inflation rate for the year 2011 = (BR- 108.33)/108.33 x 100 = 3.69% .

That is to say that the inflation rate for the y2@t 1 is 3.69%.

Since WPI figures are available every week, inflatior a particular week (which usually means itidla for a

period of one year ended on the given week) isutatled based on the above method using WPI ofitten g

week and WPI of the week one year before. Thiow Wwe get weekly inflation rates in India.

3. Calculating Inflation Using the GDP Deflator

The other major price index used to determine tieepevel is the GDP deflator, a price index thladws how
much of the change in the GDP from a base yea&lient on changes in the price level. The GDP ti&flis
calculated by dividing the nominal GDP by the ré&lP

For example, let's calculate, using the table apineeGDP deflator for Country B in period 3 uspayiod 1 as
the base year. In order to find the GDP deflater finst must determine both nominal GDP and reaPGiD
period 3. Nominal GDP in period 3 is (10 X $2) +{%$6) = $74 and real GDP in period 3 using pefict the
base year is (10 X $1) + (9 X $6) = $64. The rafinominal GDP to real GDP is ($74 / $64 ) - 1 ®4d & his
means that the price level rose 16% from peridtid. pase year, to period 3, the comparison years,Tthe
inflation rate from period 1 to period 3 was 16%atide that it is important to use the earlier yisat you want
to compare as the base year in the calculatioaafGDP.

4. Producer Price Index:
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Let's start first with the PPI or the Producer @iiedex report. The PPI information is releasednayUS

Department of Labor near the middle of each moua#ually around the 9th to the 16th depending omtbeth--
and it shows the amount of inflation or price irages at the production level, not the consumet.|&énat that
means is that it measures prices that companiefopagmmodities, or raw materials, that will thes produced
into goods, like televisions, furniture, or otheogucts you would buy in a store.

In this sense, the PPI number is seen as a leadiigator of future inflation that may make its wagwn to the
consumer level at retail and online stores for @ghuoducts.

Supply Side Economics
Supply Side economics is the branch of economigisdbnsiders how to improve the productive capacity
of the economy. It tends to be associated with Ntorst, free market economics. These economiststten
emphasise the benefits of making markets, sucabmsit markets more flexible. However, some supioly s
policies can involve government intervention to reeene market failure
Supply Side Policies are government attempts teease productivity and shift Aggregate Supply (&Sbhe
right.
Supply-side objectives
Key concepts to focus on are incentives, enterptestnology, mobility, flexibility and efficiency.
« l.Improve incentives to look for work and invesprople’s skills
« 2.Increase labour and capital productivity
« 3.Increase occupational and geographical mobifitalmour to help reduce the rate of unemployment
« 4.Increase investment and research and develompending
« 5.Promoting more competition and stimulate a faséee of invention and innovation to improve
competitiveness
« 6.Provide a platform for sustained non-inflationgrgwth
« 7.Encourage the start-up and expansion of new bssas / enterprises especially those with export
potential
- 8.Improve the trend rate of growth of real GDP
Benefits of Supply Side Policies
1. Lower Inflation.
Shifting AS to the right will cause a lower prievél. By making the economy more efficient suppdes
policies will help reduce cost push inflation.
2. Lower Unemployment
Supply side policies can help reduce structuraltiémal and real wage unemployment and therefetp reduce
the natural rate of unemployment.
3. Improved economic growth
Supply side policies will increase the sustainate of economic growth by increasing AS.
4. Improved trade and Balance of Payments
By making firms more productive and competitiveytingll be able to export more. This is importantight of
the increased competition from S.E. Asia.
Diagram Showing effect of Supply Side Policies
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Supply Side Policies
Most supply side policies aim to enable the freekeiato work more efficiently by reducing govt irfierence.
1. Privatisation.
This involves selling state owned assets to theafeisector. It is argued that the private sestonare efficient
in running business because they have a profitvadti reduce costs and develop better services.
See more on Privatisation
2. Deregulation
This involves reducing barriers to entry in ordentake the market more competitive. For exampleu8ad to
be a Monopoly but now telecommunications is quinpetitive. Competition tends to lead to lower psiand
better quality of goods / service.
3. Reducing Income Taxes.
It is argued that lower taxes (income and corporgtincrease the incentives for people to work bgri@ading
to more output.However this is not necessarily,ttower taxes do not always increase work incestieeg. if
income effect outweighs substitution effect)
4. Increased education and training
Better education can improve labour productivitg amcrease AS. Often there is under-provision afcadion in
a free market, leading to market failure. Theretbeegovernment may need to subsidies suitableagidmncand
training schemes. However government interventidhoast money, requiring higher taxes, It will mkme to
have effect and government may subsidies the wiypes of training
5. Reducing the power of Trades Unions
This shoulda) increase efficiency of firms e.gsléme lost to strikes b) reduce unemploymentgbbur
markets are competitive)
6. Reducing State Welfare Benefits
This may encourage unemployed to take jobs.
7. Providing better information about jobs
This may also help reduce frictional unemployment
8. Deregulate financial marketsto allow more competition and lower borrowing ofstr consumers and firms.
9. Lower Tariff barriers this will increase trade
10. Removing unnecessary red tapend bureaucracy which add to a firms costs
11. Improving Transport and infrastructure .

Due to market failure this is likely to need gowervention to improve transport and reduce cestige. This
will help reduce firms costs.
12 Deregulate Labour Markets
This is said to be an important objective for thé tB increase competitiveness. E.g. Make it edsi@ire and
fire workers.

MONEY MARKET
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Definition of Money

What is money? Money is any good that is widelyduaed accepted in transactions involving the temef
goods and services from one person to another.

Economists differentiate among three different §ypemoney: commodity money, fiat money, and bawokay.

» Commodity money is a good whose value serves asahe of money. Gold coins are an example of

commodity money. In most countries, commodity mohay been replaced with fiat money.

> Fiat money is a good, the value of which is lesstthe value it represents as money. Dollar biksam

example of fiat money because their value as sliginted paper is less than their value as money.

» Bank money consists of the book credit that bandtenel to their depositors. Transactions made using

checks drawn on deposits held at banks involveiseeof bank money.

The money system is a significant improvement dier barter (item for item) system because while the
former allowed trading between anyone who caredrfoney, the latter could only take place betweetigs
with nearly equivalent marginal benefits of alldeal goods (or otherwise, one side would be unwiltsn make
the trade).

Money is in two forms:
« Currency C - circulating money
- Deposits D - placed in banks and other depositmsiitutions
o Reserves R - the fraction of deposits that bankseaquired to hold on to
Functions of Money
Money is often defined in terms of the three fuoies or services that it provides. Money serves me@um of
exchange, as a store of value, and as a unit oliatc

- Medium of exchange - as an object that is generadbepted as a form of payment, thereby increasing

market flexibility

- Unit of account - a means of keeping track of howcinsomething is worth (in barter systems, it

becomes difficult to see how much a traded itebeisg traded for in terms of worth)

- Store of value - can be held and exchanged lategdods and services, at an approximate (thougilslo

changing) value

Medium of exchangeMoney's most important function is as a medium xéhange to facilitate
transactions. Without money, all transactions wdwdde to be conducted by barter, which involvesdlir

exchange of one good or service for another. THeulty with a barter system is that in order tbtain a

particular good or service from a supplier, one ttapossess a good or service of equal value, wihieh

supplier also desires. In other words, in a bastystem, exchange can take placgy if there is a double
coincidence of wants between two transacting parfide likelihood of a double coincidence of wants,
however, is small and makes the exchange of goods sarvices rather difficult. Money effectively
eliminates the double coincidence of wants probtgnserving as a medium of exchange that is accepted
all transactions, by all parties, regardless oftivbethey desire each others' goods and services.

Store of value In order to be a medium of exchange, money moist its value over time; that is, it must
be a store of value. If money could not be stor@dsbme period of time and still remain valuable in
exchange, it would not solve the double coincidesfomants problem and therefore would not be adbpte
a medium of exchange. As a store of value, mon&wisunique; many other stores of value exist, sagh
land, works of art, and even baseball cards anashpgaMoney may not even be the best store of value
because it depreciates with inflation. However, eyis more liquid than most other stores of valaeaunse
as a medium of exchange, it is readily acceptedyetesre. Furthermore, money is an easily transgorte
store of value that is available in a number ofvament denominations.

Unit of account: Money also functions as a unit of account, progdatommon measure of the valoe
goods and services being exchanged. Knowing theeval price of a good, in terms of money, enabtdh b
the supplier and the purchaser of the good to rdakesions about how much of the good to supplyteowl
much of the good to purchase.

The Demand for Money

The demand for money is affected by several factoctuding the level of income, interest rateq] arflation as
well as uncertainty about the future. The way incltthese factors affect money demand is usualyagxed in
terms of the three motives for demanding moneytridresactions, the precautionary, and the speealatotives.

Er.Perumal Manimekalai College of Engineering (PMC Tech.), Hosur. 106



BA5101 ECONOMIC ANALYSIS FOR BUSINESS

1. Transactions motive. The transactions motive for demanding money arfs@s the fact that most
transactions involve an exchange of money. Becaluse necessary to have money available for
transactions, money will be demanded. The total bemof transactions made in an economy tends to
increase over time as income rises. Hence, as manGDP rises, the transactions demand for money
also rises.

2. Precautionary motive. People often demand money aspmecaution against an uncertain future.
Unexpected expenses, such as medical or car taifigjroften requirammediate paymenihe need to
have money available in such situations is refetoesk the precautionary motive for demanding money

3. Speculative motive.Money, like other stores of value, is an assee @damand for an asset depends on
both its rate of return and its opportunity cosgpitally, money holdings provideo rate of return and
often depreciate in value due to inflation. The apynity cost of holding money is the interest rttat
can be earned by lending or investing one's moradgirigs. The speculative motive for demanding
money arises in situations where holding moneydrcgived to bdess riskythan the alternative of
lending the money or investing it in some otheetss

For example, if a stock market crash seemed immnirtha speculative motive for demanding money would
come into play; those expecting the market to crashld sell their stocks and hold the proceeds asay. The
presence of a speculative motive for demanding mamalso affected bgxpectations of future interest rates
and inflation. If interest rates are expected to rise, the oppdst cost of holding money will become greater,
which in turn diminishes the speculative motive demanding money. Similarly, expectations of highéation
presage a greater depreciation in the purchasingpof money and therefore lessen the speculatotavenfor
demanding money.

Transactions Demand We all require a certain amount of money eachtdayuy the things we need to buy -
like lunch money. Our demand for money for transast depends on the price level (if lunch costsemoemwe
need more cash), but does not really depend orestteates (no matter what savings accounts aegimdf as
interest — the Big Mac Meal still costs $4.50 -wsostill need $4.50 each day).

!

DMt = Demand for Money (Transaction Demand)

Money

Asset Demand The demand for money that depends on the intgedst on savings accounts (and other
investments). The higher the rate of interest enitlvestment, the more of our money we want to stagsted
(to get the most out of the high rate we want nodsiur money earning interest). If the interesesaare low —
there is less opportunity cost of holding monegash, so we hold more money as cash.

i

DM, = Demand for Money (Asset Demand)

Money
Asset Demand for Money is also known as the Spaeal®emand for Money.
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Total Money Demand: Adding the two types of Monegniand you get a curve that looks like the Asset
Demand for Money curve — it reacts to the chang@eninterest rate. It is further to the right thsset Demand
because it also includes the money we demanddosactions.

i

MD — Money Demand (Total)

Money

SUPPLY OF MONEY

In economicsthe money supply or money stock is the total amhofi moneyavailable in an economst
a specific time. There are several ways to defmerey,” but standard measures usually include cayra
circulation and demand deposjtiepositors' easily accessed assets on the bbfikaiacial institutions)

M1: Currency in the hands of the public, checking@ount balances, and travelers’ checks

M2: M1 plus savings account deposits, small-denoation time deposits (such as CDs), and money-

market mutual fund shares

M3: M2 plus foreign deposits
There are several definitions of the supply of nyom¢l is narrowest and most commonly used. It incluales
currency (notes and coins) in circulation, all dtedide deposits held at banks (bank money), anttalkler's
checks. A somewhat broader measure of the supptyookey isM2, which includes all of M1 plus savings and
time deposits held at banks. An even broader measfuhe money supply M3, which includes all oM2 plus
large denomination, long-term time deposits—for repke, certificates of deposit (CDs) in amounts over
$100,000. Most discussions of the money supply, dvan are in terms of thBll definition of the money
supply.
The money supply is the amount of M1 in the econqiimg effective money). The supply of money is
determined by the Central Bank througtohetary policythe economy then has to make do with that seuaimo
of money. Since the economy does not influencegthantity of money, money supply is considered ife
vertical
Consequences of changing the Money Supply

- Since increasing the money supply can affect ABntbeteris paribus (cp.) inflation in prices wakult
at the same time as an increase in output, aseahdwn on any supply and demand diagram. A central
bank must decide whether the benefits of demaral-stdnomic growth outweigh the costs of potential
demand-pull inflation.

« This resultant inflation could cause the currermyépreciate against others, as fewer goods anteer
can be bought for the same nominal amount of mom&is means that the exchange rate is lower,
increasing the price of imports and increasingdbmpetitiveness of exports with their associatdelces
on the economy!.

Why is the money supply curve drawn as a verticaltsaight line?
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i MS = Money Supply

Money

1. Because money supply is determined by the monetaigy (Federal Reserve System in USA)
independent of the interest rate

2. Because it is independent of the money demand elédig the public
3. Because it is a fixed amount at the fixed irderate

4. Because money supply is negatively relateddarttrest rate in USA

The Money Market Equilibrium:
Money Supply

INTEREST RATE

money

Money Demand ¢,

equilibrium
inferest
rate money
demand
Money REAL MONEY

The Money Market equilibrium is the interactiontbe Money Demand Curve and the Money Supply Curve.
The intersection of these curves is the equilibrpomt and determines the interest rate in the @gn(i*).
Equilibrium in the money market occurs when the erest rate adjusts so that the quantity of money
demanded equals the quantity of money supplied.

Adjustment to a Decline in the Money Supply: If MynSupply decreases then the MS curve shifts laftd-the
new equilibrium is at a higher interest rate Why does the interest rate rise? As money beconssey, banks
need to attract money to the bank in order to ma#es (and earn money). As people keep more man#yei
bank, they will have less on hand (the level of MDower).
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i MS’

- __k MS

4

Money Demand

T

Adjustment to an Increase in the Money Supplyh# money supply increases (from MS to MS”) and the
interest rate drops to i”. What happens is thatftbod of easy money makes it unnecessary for bamkffer
high interest rates to attract money to make lo&hsy offer lower interest rates on savings ancefesollars
come to the bank (low opportunity cost of holdingmay).

MS

\—’ MS*

_______ | _l Money Demand
[~

Interest Rate too Low
Suppose that for some reason the actual interestikalies below the equilibrium interest rate,,ias
shown on the adjoining diagram. A{, ifeal money demand is given by the value A aldrhorizontal axis,
while real money supply is given by the value Bic®i A is to the
right of B, real demand for money exceeds the me@hey supply.
This means that people and businesses wish to laengamore
iy MEP, assets in a liquid, spendable form rather thanihgldssets in a less
liquid form, such as in a savings account. Thisesgcdemand for
money will cause households and businesses to doasgets from
less liquid accounts into checking accounts or ¢gagheir pockets.
A typical transaction would involve a person whaheraws money
from a savings account to hold cash in his wallédte savings
account balance is not considered a part of thenddhey supply,
s L , ) however the currency the person puts into his wale part of the
money supply. Millions of conversions such as tw#i be the
behavioral response to an interest rate that mwbebuilibrium. As
a result, the financial sector will experience ardase in time
deposit balances, which in turn will reduce theipacity to make
loans. In other words, withdrawals from savings atiter type of non-money accounts will reduce titaltpool
of funds available to be loaned by the financiatee With fewer funds to lend and the same denfantbans,
banks will respond by raising interest rates. Higinéerest rates will reduce the demand for loaekpihg to
equalize supply and demand for loans. Finally,néarést rates rise, money demand falls until itaéigaes with
the actual money supply. Through this mechanismagee interest rates will rise, whenever money deman
exceeds money supply.

TR —

B 4 real money
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Interest Rate Too High

If the actual interest rate is higher than the ldoguim rate, for some unspecified reason, then the
opposite adjustment will occur. In this case, raahey supply will exceed real money demand meathmagthe
amount of assets or wealth people and businessebaoddting in a liquid, spendable form is greatenttihe
amount they would like to be holding. The behaJigesponse would be to convert assets from monty in
interest bearing non-money deposits. A typicalgemtion would be if a person deposits some of st in their
wallet into their savings account. This transactauld reduce money holdings since currency inutaiton is
reduced, but will increase the amount of fundslabé to loan out by the banks. The increase indb& funds,
in the face of constant demand for loans, will irsfpanks to lower interest rates to stimulate demand for
loans. However, as interest rates fall, the denianchoney will rise until it equalizes again withomey supply.
Through this mechanism average interest ratedaililiwhenever money supply exceeds money demand.

Money Market Instruments:
Money Market Instruments provide the tools by whare can operate in the money market. Money

market instrument meets short term requirementseborrowers and provides liquidity to the lend@ise most
common money market instruments are Treasury Eilistificate of Deposits, Commercial Papers, Remase
Agreements and Banker's Acceptance.

Treasury Bills (T-Bills): Treasury Bills are one of the safest money mankstruments as they are
issued by Central Government. They are zero-riskuments, and hence returns are not that atteactnBills
are circulated by both primary as well as the sdapnmarkets. They come with the maturities of 3athp6-
month and 1-year. The Central Government issuedl3 -4 a price less than their face value anddifference
between the buy price and the maturity value igritexest earned by the buyer of the instrumené By value
of the T-Bill is determined by the bidding procéssough auctions. At present, the Government ofalmssues
three types of treasury bills through auctions, elgr®1-day, 182-day and 364-day.

Certificate of Deposits (CDs):Certificate of Deposit is like a promissory nossued by a bank in form of a
certificate entitling the bearer to receive intérdsis similar to bank term deposit account. Teetificate bears
the maturity date, fixed rate of interest and thkig. These certificates are available in the &®fi3 months to
5 years. The returns on certificate of depositshagher than T-Bills because they carry higher lleferisk.
Commercial Papers (CPs)Commercial Paper is the short term unsecured gswTy note issued by corporates
and financial institutions at a discounted valudamre value. They come with fixed maturity peri@atging from

1 day to 270 days. These are issued for the puigidgancing of accounts receivables, inventoeed meeting
short term liabilities. The return on commerciapees is is higher as compared to T-Bills so agsigieas they
are less secure in comparison to these bills. gty to find buyers for the firms with high creditings. These
securities are actively traded in secondary market.

Repurchase Agreements (Repo)Repurchase Agreements which are also called as BeReverse Repo are
short term loans that buyers and sellers agree dporselling and repurchasing. Repo or Reverse Repo
transactions can be done only between the pantipsoeed by RBI and allowed only between RBI-apptbve
securities such as state and central governmentitses, T-Bills, PSU bonds and corporate bondseyThre
usually used for overnight borrowing. Repurchasee@gents are sold by sellers with a promise oflmasing
them back at a given price and on a given datautaré. On the flip side, the buyer will also pursbahe
securities and other instruments with a promisgetliing them back to the seller.

Banker's Acceptance Banker's Acceptance is like a short term investnpdan created by non-financial firm,
backed by a guarantee from the bank. It's likellaobiexchange stating a buyer's promise to path&seller a
certain specified amount at a certain date. Anel,ndink guarantees that the buyer will pay thersatla future
date. Firm with strong credit rating can draw sbih These securities come with the maturitiesasetn 30 and
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180 days and the most common term for these insimtsns 90 days. Companies use these negotialdadtiafts

to finance imports, exports and other trade.

Monetary policy

What is the Monetary Policy?

The Monetary and Credit Policy is the policy stadaintraditionally announced twice a year, througiich the
Reserve Bank of India seeks to ensure price stahili the economy.

These factors include - money supply, interessratel the inflation. In banking and economic temasiey
supply is referred to as M3 - which indicates #neel (stock) of legal currency in the economy.

Objectives of Monetary Policy

The objectives of a monetary policy in India amaiar to the objectives of its five year plans.amutshell
planning in India aims at growth, stability and isbgustice. After theKeynesian revolutionin economics, many
people accepted significance of monetary policgttaining following objectives.
Rapid Economic Growth
Price Stability
Exchange Rate Stability
Balance of Payments (BOP) Equilibrium
Full Employment
Neutrality of Money
Equal Income Distribution
These are the general objectives which every delndirsk of a nation tries to attain by employingtagr tools
(Instruments) of a monetary policy. In India, thBIRas always aimed at the controlled expansiooaoik credit
and money supply, with special attention to thesgeal needs of a credit.
Instruments of Monetary Policy used by the RBI
Direct regulation:
Cash Reserve Ratio (CRR) Commercial Banks are required to hold a cenpagportion of their deposits in the
form of cash with RBI. CRR is the minimum amountath that commercial banks have to keep with BieaR
any given point in time. RBI uses CRR either toiexcess liquidity from the economy or to releadditional
funds needed for the growth of the economy.
For example, if the RBI reduces the CRR from 5%%@ it means that commercial banks will now haviedep
a lesser proportion of their total deposits wite Bl making more money available for business.il&hy, if
RBI decides to increase the CRR, the amount aVailaith the banks goes down.
Statutory Liquidity Ratio (SLR) : SLR is the amount that commercial banks are requb maintain in the form
of gold or government approved securities befomiging credit to the customers. SLR is statedemmts of a
percentage of total deposits available with a comiakebank and is determined and maintained byRB& in
order to control the expansion of bank credit. Example, currently, commercial banks have to kedd gr
government approved securities of a value equaB® of their total deposits.
Indirect regulation:
Repo Rate The rate at which the RBI is willing to lend toramercial banks is called Repo Rate. Whenever
commercial banks have any shortage of funds theybcarow from the RBI, against securities. If th8IR
increases the Repo Rate, it makes borrowing experfsr commercial banks and vice versa. As a tool t
control inflation, RBI increases the Repo Rate, imgikt more expensive for the banks to borrow fritrea RBI
with a view to restrict the availability of monéjhe RBI will do the exact opposite in a deflationanvironment
when it wants to encourage growth.
Reverse Repo RateThe rate at which the RBI is willing to borrowfn the commercial banks is called reverse
repo rate. If the RBI increases the reverse repg mameans that the RBI is willing to offer lutikee interest
rate to commercial banks to park their money witl RBI. This results in a reduction in the amountmoney
available for the bank’s customers as banks ptefeark their money with the RBI as it involves tneg safety.
This naturally leads to a higher rate of intergbich the banks will demand from their customenslémding
money to them.

Noohr~wbdpE
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The RBI issues annual and quarterly policy review stegats to control the availability and the supplyrainey
in the economyThe Repo Rate has traditionally been theikeyrument of monetary policy used by the RBI to
fight inflation and to stimulate growth.

Open Market operations:

Monetary policy can be implemented by changingsize of the monetary bas€entral banks use open market
operationsto change the monetary base. The central bank buysells reserve assets (usually financial
instruments such as bonds exchange for money on deposit at the cenmakbThose deposits are convertible
to currency. Together such currency and depositstitate the monetary base which is the generhilii@s of
the central bank in its own monetary unit. Usualtlger banks can use base money as a fractionalveesed
expand the circulating money supply by a larger @mo

Reserve requirements

The monetary authority exerts regulatory contra@rovanks. Monetary policy can be implemented byhghray
the proportion of total assets that banks must hroleéserve with the central bank. Banks only naimga small
portion of their assets as cash available for imatedwithdrawal; the rest is invested in illiquidsats like
mortgages and loans. By changing the proportiototafl assets to be held as liquid cash, the FedRaakrve
changes the availability of loanable funds. Thisas a change in the money supply. Central bapksally do
not change the reserve requirements often becaussates very volatile changes in the money sugpéy/to the
lending multiplier.

Discount window lending:

Discount window lending is where the commercialksarand other depository institutions, are abl&daow
reserves from the Central Bank at a discount fidies rate is usually set below short term markets&T-bills).
This enables the institutions to vary credit coodis (i.e., the amount of money they have to loat), dhereby
affecting the money supply. It is of note that iscount Window is the only instrument which then@al
Banks do not have total control over.

By affecting the money supply, it is theorized, tthaonetary policy can establish ranges for infiatio
unemployment, interest rates, and economic grotvtstable financial environment is created in whsavings
and investment can occur, allowing for the growitthe economy as a whole.

Interest rates

The contraction of the monetary supply can be aediendirectly by increasing the_nominal interest rates
Monetary authorities in different nations have diffig levels of control of economy-wide intereses In the
United States, the Federal Resecada set the discount rai@s well as achieve the desired Federal fundsbsate
open market operationghis rate has significant effect on other markeerest rates, but there is no perfect
relationship. In the United States open market atpmrs are a relatively small part of the totalwok in the
bond market. One cannot set independent targetsotbrthe monetary base and the interest rate bedhay are
both modified by a single tool — open market operat; one must choose which one to control.
In other nations, the monetary authority may be ablmandate specific interest rates on loanspgawaccounts
or other financial assets. By raising the interas¢(s) under its control, a monetary authority cantract the
money supplybecause higher interest rates encourage savimtjgiscourage borrowing. Both of these effects
reduce the size of the money supply.
Currency board
A currency board is a monetary arrangement thas pieg monetary base of one country to anotheratic@or
nation. As such, it essentially operates as a figedl exchange rate, whereby local currency inutaton is
backed by foreign currency from the anchor natibm dixed rate. Thus, to grow the local monetargeban
equivalent amount of foreign currency must be heldreserves with the currency board. This limite th
possibility for the local monetary authority tolate or pursue other objectives. The principabraies behind a
currency board are threefold:

1. To import monetary credibility of the anchor nation

2. To maintain a fixed exchange rate with the anclaion;
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3. To establish credibility with the exchange ratee(tlurrency board arrangement is the hardest form of
fixed exchange rates outside of dollarization).

Pros Cons

Can be initiated immediately Knowledge problemgyéreling the current state of the economy;
regarding the amount of an expansion or contractesded, etc.

No government budget deficits Time lags (partidylaesponse lags)

Expansionary policy leading to Can't direct the spending (to particular uses, iefgastructure),

depreciating currency can stimulate | and spending may be done in wasteful ways, e.gusgteon,
exports (at least for businesses that do mergers and acquisitions.
not rely on importing their inputs).

The Fed is theoretically insulated from| Very low interest rates can foster speculativeviats (such as
the political process Japan’s yen carry trade.)

Fed’'s change in interest rate is applied nationakpme areas in
the country might not need the stimulus, whileestatith high
unemployment might need the stimulus.

Reluctant lenders (Banks may be unwilling to lezspecially if
overwhelmed by bad loans on the books)

Reluctant borrowers (pushing on a string) (Firmy ima
reluctant to borrow, especially if expectationdudtire sales and
profits are low.)

Limit of r=0%, liquidity trap

While government doesn’t incur debt, the privatet@eis
encouraged to borrow and take on debt.

What if we have stagnation + inflation? Could exbage
inflation
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