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FOREWORD

Academics, parents and the educational media have represented
to the Government of Tamil Nadu to reform the Plus one and Plus two
textbooks, which were introduced in the academic year 2005-06. Our
beloved Chief Minister, who has always been evincing keen interest in
educational development, immediately constituted a “Text Book
Development Committee” under the Chairmanship of the Vice Chairman,
State Planning Commission, Government of Tamil Nadu.

The Text Book Development Committee solicited opinion from
Teachers, Lecturers and Professors from Higher Secondary Schools,
Collegesand Universities, Chairpersonsand authors of text books. After
perusing the opinions, the Text Book Devel opment Committee decided
not to change the syllabi, but recommended suitable changesin the text
books.

In particular, it was proposed to rewrite the economics textbook,
and accepting this proposal, this Textbook is rewritten by experienced
and efficient teachers.

We are pleased to place on record our sincere gratitude to our
beloved Chief Minister. Our thanksaredueto Hon' bleMinister for School
Education, Secretary and Director, Department of School Education,
Government of Tamil Nadu for their valuable support and suggestions.

We thank Teachers, Lecturers and Professors from Higher
Secondary Schoals, Collegesand Universities, Chairpersons, Reviewers
and Authors of textbooks, non-teaching staff of Education, Department
and State Planning Commission for their help at various stages in this
endeavour.

Wewish the studentsto learn and perform well in the examinations.

Prof M. Naganathan
Chairman
Text Book Development Committee
Government of Tamil Nadu
il

PREFACE

An earnest attempt has been made in this book to present the
elements of Economic Theory in alucid form, without sacrificing the
basic tenets and without overburdening the student and it is prepared
in accordance with the syllabus prescribed for standard XII.

The Chairperson, the reviewers and the authors acknowledge with
gratitude the confidence reposed in them by Dr. M. Naganathan, Vice-
Chairman, State Planning Commission and Chairman, Textbook
Devel opment Committee. Posterity will beindebted to him for hisdeep
perception of curriculum and syllabusfrom abroader sociological angle.

The Committee wishes to thank Dr. R. Srinivasan, Full-time
Member of the State Planning Commission, for hisabiding interest in
the project, and for the encouragement and support he has given during
the course of writing the book, for hishelpful comments and suggestions
and for hisunfailing courtesy.

The Committee also wishesto thank Thiru Thangam Thennarasu,
Hon’ ble Minister for School Education, Thiru M. Kutralingam, |.A.S.,
Secretary, School Education, Thiru R. Kannan, Director of School
Education, Dr. R. Palanisami, thethen Joint Director of School Education
and Thiru G. Arivoli, the Joint Director of School Education and all
other competent authorities.

The Committeeis grateful to Dr. K. Jothi Sivagnanam, Reader
in Economics, University of Madras and Chairperson for preparing
Indian Economy textbook for standard XI, for his spontaneous help
and for being generous with histimein completing the assignment.

The Committee wishes to thank Thiru Valalvan for vetting the
translated version of the textbook in Tamil and to Thiru Balasundaram
iv



of the State Planning Commission for helping the Committee in
typesetting and printing the manuscript.

The Committee wishesto thank Thiru M. Paramasivam, Librarian,
State Planning Commission for providing all facilities during the
workshop.

The Chairperson wishes to place on record his deep appreciation
of the Reviewers and authors of the book for their excellent cooperation
and good team work with perfect understanding.

The Committee cravesthe indulgence of thereadersfor theerrors
that might have crept in inadvertently.

Suggestions for improvement are welcome.

Chairperson, Reviewers and Authors
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Chapter 1

Nature and Scope of Economics

Introduction

Economicsisasocia sciencewhich deal swith humanwantsand
their satisfaction. Itismainly concerned with theway inwhich asociety
choosesto employ itsscarce resourceswhich haveaternative uses, for
the production of goodsfor present and future consumption.

Palitical economy isanother namefor economics. “ Polis’ in Greek
meansaState. Theearly writersused theterm “ Political Economy” for
the management of the State. A personwho runsafamily isexpected
to make the best use of theincome of the household. Similarly, the
Stateisexpected to get the maximum benefit for the society. Hencethe
term* Politica Economy”.

Theexigtence of human wantsisthe starting point of al economic
activity intheworld. Unlesswe make efforts, we cannot satisfy wants.
Hence, wants, efforts and satisfaction form the circle of economics.
We may say economicsisthe science of wants. But inthereal world,
themeanswhich satisfy our wantsarelimited, that is, thereisscarcity of
the meanswhich satisfy our wants. Timeand money arelimited. And
land, labour and capital whichareusedin production arelimited. Though
science hasincreased our resources, our wants have al so increased.
We may satisfy somewantsnow. But soon, new wants appear. But all
our wants cannot be satisfied because meansare limited.

We study economics becausethereisscarcity of many goodswe
want. Thisproblemiscommonto theindividual aswell asthe State.
That iswhy we say Economicsisthe scienceof scarcity. And scarcity
isthebasicfact of life.

Our wantsareunlimited but meansarelimited. Thisleadsto choice-
making. If thereisunlimited supply of goodswhich satisfy our wants,
theproblem of choicewill not arise. It istruethat we have many wants.
But all wants are not of equal importance. So we choose the more
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important and the more urgent wants. So choice is the essence of
economic activity. We may also say that economicsisthe science of
choice. Of course, all goodswewant arenot scarce. Therearecertain
thingslikeair and sunshinewhich areavailablein abundance. Though
they arevery essential for our life, we do not pay any pricefor them.
They arefree goodsand they arenot very important for our study. But
many thingswewant are scarce and we haveto pay apricefor them.
So, ineconomics, westudy how pricesof different thingsaredetermined.
We may also say that economicsisasciencethat dealswith pricing
process.

M odern economy isamonetary economy. Pricesarepaidinmoney.
So money playsanimportant roleintheeconomiclifeof asociety. Itis
used for buying and selling of goods, for payment of rent, wages, interest
and so on. In economics, we study about the role of money in the
affairsof mankind.

Weshd |l now sum up our discussion about the nature of economics.
Economicsisasocia sciencewhich studies about human wantsand
their satisfaction. Human wants are unlimited. So scarcity is the
fundamental fact of life. Asall wantsarenot of equal importance, this
leadsto choice. Economicsisthe scienceof choice. Asthereisscarcity
of goods, we have to pay aprice for them. So, economics studies
about the pricing process. And, as pricesare paid in money, we study
about the part played by money in the economic life of asociety. We
study how people get and spend money, how they earn aliving and
how it affectstheir way of lifeand so on. All the scarce goodswhich
satisfy our wants are known aswealth. So, in economics, we study
about the production of wed th, exchange of wedth, distribution of wedth
and consumption of wealth. Aswealthisproduced to promote human
welfare, we study therelationship between wealth and welfare.

Definitions of Economics

We can have agood i deaabout the nature and scope of economics
by studying some of theimportant definitions of economics. Someof
theimportant definitions of economicsarethose of |eading economists
like Adam Smith, Alfred Marshall, Lionel Robbinsand Samuelson.
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Adam Smith’sDefinition (Wealth Definition)

Adam Smith (1723-90) defined economics as follows :
“Economicsisthe science of wealth”. Heisthe author of thefamous
book “Wealth of Nations’ (1776). Heisknown asthe Father of Political
Economy because hewasthefirst person who put all the economic
ideas in a systematic way. It is only after Adam Smith, we study
economicsasasystematic science.

Theterm “wealth” hasaspecial meaning in Economics. Inthe
ordinary language, by “wealth”, we mean money, but in economics,
wed th refersto those goodswhi ch satisfy human wants. But we should
remember al goodswhich satisfy human wantsare not wealth. For
example, air and sunlight are essential for us. We cannot live without
them. But they are not regarded aswed th because they areavailablein
abundanceand unlimitedin supply. We cons der only thosegoodswhich
arerdatively scarceand have money value aswedlth.

We study about consumption, production, exchange and
distribution of wealth. J.S. Mill defined economicsas*the practical
science of the production and distribution of wealth” . Adam smithwas
of theview that economicswas concerned with the problemsarising
from weal th-getting and wealth-using activities of people. Hewas
interested mainly in studying thewaysby whichthewedth of dl nations
could beincreased.

Criticism

Thereisalot of criticism against Adam Smith’s definition of
economics. It hasgot abad namefor economics. Somesocid scientists
likeRuskinand Carlylecdledit “adisma science’, “adark science’.
But thiscriticismisunfair, becauseit isbased on amisunderstanding
about the nature and scope of economics. Asthisdefinition emphasi zed
“wealth”, they thought it isall about money. They concluded that
economicstaught men and women how to makemoney. Sothey called

itasdlfish scienceasintheir opinionit emphasized on“themeansto get
rich”.



Theabove charge against economicsisafaseone. Ineconomics,
wealth does not refer to money. It refersto the scarce goods which
satisfy our wants. Moreover, early economists used theterm “wealth”
inthesenseof welfare.

A great demerit of Adam Smith’sdefinitionisthat thereisover-
emphasison wealth. Thereis no doubt that we have to study about
wedlthin economics. But it can beonly apart of thestudy. Thereisthe
other side. Infact, itisamoreimportant side and that isthe study of
man. Economicsisasocia science. Hencethe proper sudy of mankind
should beman and not wealth aone.

Whenwediscuss Adam Smith’sdefinition of economics, wehave
tokeepinmindthetimeinwhich helived. Hewaswriting hisbook at a
timewhen England wason theeveof Industrial Revolution. Thelarge
investmentsof capital and useof largescale machinery enabled England
to produce wealth on alarge scale. So it isonly natural that Adam
Smith emphasized on wed th and considered economicsas*® anenquiry
into the nature and causes of thewealth of nations’.

Alfred M ar shall’sDefinition (Welfar e Definition)

Alfred Marshall (1842-1924) wrote a book Principles of
Economics in 1890. In it, he defined economics as “ a study of
mankind in the ordinary business of life” . An atered form of this
definitionis: “ Economicsisa study of man'sactionsinthe ordinary
business of life” .

Marshall agreesthat economics studies about wedlth. But hedoes
not accept the view that economics studies about weath alone. Inthe
wordsof Marshall, “Economicsisontheonesideastudy of wealth,
and on the other and moreimportant side, apart of the study of man.
Manisthe centre of hisstudy. According to him, the study of manis
moreimportant than the study of wedlth.

In economics, we do not study about all aspects of humankind.
As Cairncross putsit, economics studies about man as “buyer and
seller, producer and consumer, saver and investor, employer and
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worker”. It studies about how people get their income, how they useit
and how they make best use of their resources.

Economicsstudieshow peopletry “toincreasethe materid means
of well-being”.

According to thisdefinition, we may say that economicsisthe
study of the causesof materid welfare.

Marshall’ sdefinition isknown as materia welfare definition of
economicsbecause of itsemphasisonwelfare.

Criticism

Thereisnodoubt that Marshdl’sdefinitionisagreat improvement
over the definition of Adam Smith. For its emphasis is on social
problems. And economicsisasociad science. Moreovey, it tellsusabout
thelink between wedlth and welfare. But themainideaof Marshal that
economicsisasciencethat ded swith materid welfare hasbeen srongly

criticized. Lionel Robbinsisagreet critic of thisdefinition. He saysthat
Marsha |’ sdefinition misrepresentsthe science of economics.

Firg, if wego by thedefinition of Marshal, in economicsweshould
consder only thoseactivitieswhich promotematerid welfare. But many
activitiesdo not promotewe farebut arerightly consdered aseconomic
activity. For example, weknow that a coholic drinksand cigarettesare
bad for our hedlth. But these commoditiesare produced and sold. There
isamarket for them. Andtherearebuyersand sdlers. Sothe production
and digtribution of these goodsiseconomic activity. L et ustake another
example. War does not promote material welfare. But we have
“economicsof war” . Anditisanimportant branch of economics. There
are many economic problems with regard to war. Sometimes, the
economic causesof war aremoreimportant than the political and socia
causes. Soitisnot right to say that economicsstudiesmateria welfare.

Second, someactivitiespromotewel fare but not meaterial welfare.
For example, the activities of doctors, lawyers, actors, musicians
promoteour welfare. But their |abour doesnot result in the production
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of material goods. If we follow the material welfare definition of
€conomics, we cannot consider the activities of the above categoriesof
labour as economic activity asthey do not promote materia welfare.
But we make use of their services. We pay aprice, sometimesvery
high price, for their services. Their serviceshaveeconomicvalue. Itis
mid eading to describe economicsasthe study of the causesof material
welfare. In the words of Lionel Robbins, “whatever economicsis
concerned with, itisnot concerned with the causes of material welfare
assuch”.

Third, Marshall’sdefinitionisclassficatory. Itisnot anaytical. It
consdersthe production of material goods(e.g. chairs, tables, cycles
and cars, bread) doneaseconomic activity. Astheservicesof ateacher
or ajudge do not produce material goods, they are not considered as
economic activity. Thisisawrong view. AsLionel Robbinssays, “we
do not say the production of potatoesis economic activity and the
production of philosophy isnot”.

Lastly, by introducing ethical conceptslikewelfare, economics
will becomeaninexact science. For itisrather difficult to messurewd fare.
And someeconomic policieswhich promotethewdfareof somepeople
may affect thewelfare of others.

In spite of the above criticism against Marshall’ sdefinition, we
should not forget that Marshall haswidened the scope of economicshby
establishing alink between wealth and man and hiswelfare.

M odern definitionsof economicsare based on atheory of scarcity
and choice.

Liond Robbins definition (Scar city Definition)

Liond Robbinshasdefined economicsasfollows: “ Economics
is the science which studies human behaviour as a relationship
between ends and scarce means which have alternative uses” .

Robbinshasgiven theabove definitionin hisbook “ An Essay on
the Nature and significance of Economic Science” .
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The definition of Robbins is based on the following basic

assumptions

1. Endsarevarious. Theterm“ends’ meanwants. Human wantsare
unlimited.

2. Meansarelimited. Meansliketime, money and resources are
limited.

3. Wecan put time and money to alternative uses. For example,

thoughtimeislimited, wecan useit for different purposes. Wecan
usetimefor earning money or wemay enjoy it asleisure, and

4. All wantsarenot of equal importance.

We haveto note certain thingshere. Thefact that we have many
wantsisnot of interest to an economist by itself. For exampleif you
want to do two thingsand you have enough timeand meanswith which
to do them, and you do not want the time or meansfor anything else,
thenyou need not economi ze anything. Though your meansarelimited,
if they do not have aternative uses, you cannot economize anything.
Further, if all wantsare of equal importance, you cannot economize
anything. Weknow timeislimited. Thereareonly 24 hoursinaday. If
aworker wantsonly money he hasto work for long hoursand forgo
leisure. If hewantsleisure, he hasto forgo hisincome. He cannot have
both at the sametime.

We may, however, notethat al meanswhich satisfy human wants
arenot limited. For example, air and sunshineareavailablein abundance.
They arefreegoods. But many thingswewant arescarceinrelaionto
our wants. So economi cs studies human behaviour asarelationship
between unlimited wantsand scarce means. Asmeansarelimited, we
haveto pay apricefor them. We study in economicshow the prices of
scarcegoodsare determined. Wehaveto chooseamong different wants.
That iswhy we say that scarcity and choice are central problemsin
economics. Economicsisthe scienceof choice.

Choicebetween dternativesisthebasic principle underlying all
economicactivity. Thisisgpplicabletodl economic sysems—capitdiam,
sociadismand mixed economy.

.



The capitalist economy isaso known asmarket economy. There,
theconsumer will haveawider choicethaninasociaist economy which
isasoknown ascommand economy. A socidist economy isaplanned
economy. As all basic decisions are taken by the government, the
consumer will havelimited choice. And we have mixed economy. India
isagood example of mixed economy where public sector and private
sector play important rolesin different economicfields. Insomefields,
the consumer has more choice and in other areaswherethe State has
greater control, he haslimited choice. But under dl these systems, there
issomekind of planning, itisaquestion of degree. And all economic
lifeinvolves planning. As Robbins putsit. “ To planisto act with a
purpose, to choose, and choiceisthe essence of economic activity”.
Lionel Robbins' definition is also known as scarcity definition of
€conomics.

Criticism

Thedefinitionof Marshall dassified humanbehaviour intoeconomic
activity and non-economic activity. It considered only those activities
which promoted material welfare aseconomic activity. But Robbins
definition coversthewholefield. If thereisscarcity of athinginrelaion
to thedemand for it, it becomes the subject — matter of economics.

That way, even thelabour of thosewho provide services (eg. lawyers,
doctors, actors) aretaken for study in economics.

Another merit of Robbins' definition isit makes economicsa
scientific study. Ethical aspects of economic problemsare not taken
into account in discussions. |n other words, the moral aspectsare not
consdered. Andit doesnot try to establish alink between economics
and welfare. But some economistscriticizethisview. They say that as
economicsisasocia science, itsaim should be promotion of human
welfare. That iswhy some economists say Robbins' definition hasno
human touch about it. It looks at economics only as the science of
ricing process. But economicsismorethan atheory of vaueor resource
dlocation.

According to Robbins, an economic problemwill ariseonly when
thereisscarcity, but it may ariseduring timesof abundanceaswedll. For
example, the great depression of 1930swas caused not so much by
scarcity but by plenty. That iswhy theworld depression wasdescribed
aspoverty inthemidst of plenty.

In spite of the above criticisms, we haveto notethat most of the
economists have accepted the definition of Robbins because it
emphasi zes scarcity and choicewhich aretwo important factsof life
under al economic, politica andlegd systems.

It istruethat there have been improvementsin the methods of
production because of technological advancements. But scarcitiesare
always with us. That is why we say economics is the science of
scarcity.

Samuelson’sDefinition (M oder n Definition of Economics)

Samuelson’s definition is known as a modern definition of
€COoNomics.

According to Samuelson, “ Economics is a social science
concerned chiefly with the way society chooses to employ its
resources, which have alternative uses, to produce goods and
services for present and future consumption” .

Theabovedefinitionisgenerd in nature. Thereare many common
pointsin the definitions of Robbinsand Samuel son.

Samuel son’sdefinition tellsusthat economicsisasocia science
anditismainly concerned with theway how society employsitslimited
resourcesfor dternativeuses. All thiswefindinthedefinition of Robbins.
But Samuel son goesastep further and discusses how asociety uses
limited resourcesfor producing goods and servicesfor present and
future consumption of variouspeopleor groups.

Aninteresting point that Samuel son tell sisthat the society may or
may not make use of money.



Net Economic Welfare (NEW)

Samuel son has coined the concept of Net Economic Welfare.

“According to Samuelson, “Net Economic Welfare (NEW) isan
adjusted measureof tota nationa output that includesonly consumption
and investment itemsthat contributedirectly to economicwelfare”.

Aswebecomerich, generdly, we prefer leisuretoincome. When
weallocate moretimefor leisure, gross national product (GNP) may
comedown. But welfaregoesup. So whenweestimate GNP, we must
include satisfaction, derived from leisure by givingit avaluein Net
Economic Welfare.

Women do alot of work at homeand it isnot taken into account
whilecaculating GNP, But wemust includethat whileestimating GNP,
Only then, wewill get acorrect picture of NEW.

Inany society, therewill besomeillegd activities. (eg. drug trade).
We should not includeitin NEW. They are” socia bads”

There are some underground activities. Those who earn huge
incomes(eg. lawyers, accountants, actors) may not report actud income
for tax purposes.

This unaccounted money (black money) must somehow be
included in GNP estimates. Otherwise, wewill get alower figurefor
GNP,

During the processof economic growth, therewill beenvironmenta
pollution. To get NEW, we should deduct the cost of pollution fromthe
G.N.P

The concept of Net Economic Welfare hasbecomevery important
inthestudy of National Income.

M ain Divisionsof Economics

Therearefour maindivisionsof economics. They areconsumption,
production, exchange and distribution. In modern times, economists
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add onemoredivision and that ispublicfinance. In public finance, we
study about the economicsof government. Theeconomic functionsof
the modern State have increased to agreat extent. So public finance
has become an important branch of economics.

All theabovedivisonsareinterrelated. And they are dependent
on each other.

Consumption

Consumption deal swith the satisfaction of humanwants. Thereis
economic activity intheworld becausethere arewants. When awant
issatisfied, the processisknown as consumption. Generaly, inplain
language, whenwe usetheterm* consumption”, what we meanisusage.
But in economics, it has a special meaning. We can speak of the
consumption of the services of alawyer, just as we speak of the
consumption of food.

Inthe sub-division dealing with consumption, we study about the
nature of wants, the classfication of wantsand someof thelawsdealing
with consumption such asthelaw of diminishing margind utility, Engd’s
law of family expenditureand thelaw of demand.

Production

Production refersto the creation of wealth. Strictly speaking, it
referstothecreation of utilities. And utility refersto the ability of agood
to satisfy awant. Therearethreekindsof utility. They areform utility,
placeutility and time utility. Productionreferstodl activitieswhichare
undertaken to produce goodswhich satisfy human wants. Land, |abour,
capital and organization arethefour factorsof production. Inthesub-
divison dedingwith production, westudy about thelawswhich govern
thefactorsof production. They includeMathusian Theory of population
andthelawsof returns. Wed so study about thelocdization of industries
andindustria organization.

Exchange

In moderntimes, no one person or country can be self-sufficient.
Thisgivesriseto exchange. In exchange, we give onething and take

11



another. Goods may be exchanged for goods or for money. If goods
areexchanged for goods, wecdl it barter. Modern economy isamoney
economy. Asgoodsare exchanged for money, we study ineconomics
about thefunctionsof money, therole of banksand wea so study how
pricesare determined. We al so discussvarious aspectsof international
trade.

Distribution

Wealthisproduced by the combination of land, labour, capital
and organization. Anditisdistributed intheform rent, wages, interest
and profits. In economics, we are not much interested in personal
distribution. That is, we do not analyse how it is distributed among
different personsin the society. But we areinterested in functional
digtribution. Asthefour factorsor agentsof production perform different
functionsin production, we haveto reward them.

Public Finance

Public finance deal swith the economicsof government. It studies
mainly about theincome and expenditure of government. Sowe have
to study about different aspectsre ating to taxation, public expenditure,
public debt and so on.

Concluson

We may note that the subject of economics is divided into
consumption, production, exchange, distribution, and publicfinanceonly
for the sake of convenience.

We should not look at it inarigid way. Wemust not consider them
aswatertight compartments. They arerelated to each other and they
areinterdependent also. For example, we cannot have consumption
without production. Theaim of productioniscreation of weath. And
we producewed th not for itsown sake but for the sati sfaction of human
wants. In other words, we produce goods because we want them for
consumption. Sotheultimatea m of production ispromotion of human
welfare. Production ismeansand consumptionistheend. Generaly,
peopl e produce goodsfor market. So exchangetakesplace. Exchange
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is the connecting link between production and consumption. The
economic welfare of peoplein anation depends on how wealthis
produced and on how it isdistributed. If thereisno proper distribution,
itwill resultininequditiesof incomeand wedth. This, inturn, will affect
consumption and production. So we find that all the divisions of
economicsareinterrelated and i nterdependent.

Economics: positiveor normativescience ?

Thereisno need for usto ask the question whether economicsis
apositive scienceor normative science. Instead of that, wemay look at
it as a subject that has two parts, namely positive economics and
normative economics. AsAs makopul osputsit, “ positive economics
can be defined asabody of systematized knowledge concerning what
IS, while normative economicstriesto develop criteriafor what ought
tobe’

Positive economicsismainly concerned with the description of
economic eventsand it triesto formul atetheoriesto explain them. But
innormativeeconomics, wegivemoreimportanceto ethicd judgements.
Normeative economicsisconcerned withtheideal rather than theactual
gtuations.

Statementson economicsmay beclassfied into positivestatements
and normative statements. If thereis disagreement over astatement,
wecan find out whether itistrueor false by verifying facts. But when
thereisdisagreement over anormative statement, we cannot settlethe
issuesmply by appedingtofacts. Thequestions, “what arethepolicies
that the Government should follow to reduce unemployment ?what
shouldit dotoreduceinflation? aredl questionsin positiveeconomics.
Ontheother hand, if we ask the question, “ should the government be
more concerned about unemployment than inflation ?’, thenitisa
normative one. Economistslike Lionel Robbinsbelievethat we must
leave normative questions, such aswhat ought to be doneto palitical
and mord philosophy and that we must sudy and andyseonly positive
questions. Robbins tells that an economist as an economist has no
busi nessto pronounce judgements on the ethi cal aspects of economic
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guestion. Hefed sthat if normative consderationsaretakeninto account,
€conomics cannot be an exact science. But many economistsdiffer
fromthisview. They believethat aseconomicsasasocial sciencehas
to promote human welfare, we have to consider ethical issuesin
economics. Now, we have anew and important branch of economics
known as* welfare economics’ .

Economicsinrelation to other social sciences

Economicsisasocia sciencewhich dealswith humanwantsand
their satisfaction. It isrelated to other socia scienceslike sociology,
politics, history, ethics, jurisprudence and psychology. For example,
the economic devel opment of anation depends not only on economic
factorsbut also on historical, political and sociological factors. Our
country did not have much of economic progressduringtheBritishrule
owing to historical reasons. Again, we had dlow but steady economic
growth in our country because of political stability. But in many other
countries, therewasno steady growth because of political instability. I
thereisone government today and another government tomorrow, there
will not be economic development in that country.

Weshdll discuss, in somedetail, economicsinitsreation to other
s0cial sciences.

Economicsand Sociology

Sociology isthe science of society. Social scienceslikepolitics
and economics may be considered as the branches of sociology.
Sociology isageneral socia science. It attemptsto discover thefacts
and laws of society asawhole. Sociology dealswith all aspects of
society. But economicsded sonly with theeconomic aspectsof asociety.
It studies human behaviour in relation to scarce meansand unlimited
wants. For astudent of sociology, social ingtitutionslike marriage,
religion, political ingtitutionsand economic conditionsaredl important
subjectsfor study. But in economics, weareinterested inthemonly to
theextent that they affect theeconomiclifeof asociety. Andwe cannot
properly understand the economic conditions of a society without
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considering itssociologica aspects. Though economicsisabranch of
sociology, wemust look at it asaseparate and distinct branch.

Economicsand Palitics

Both economicsand politicsare social sciencesand thereisa
close connection between them. Politicsisthe science of the State or
political society. It studiesabout manin hisrelation to the State.

The production and distribution of wedth areinfluenced toavery
great extent by the government. We have economic planning in our
country. Andthemainam of planningistoincreasethenationa income
by increasing production and by aproper distribution of income.

ThePlanning Commission, whichisan agency of thegovernment,
playsavitd roleinit. Someof theimportant questionslikenationdization,
privatization and prohibition are al economic as well as political
guestions. Electionsarefought often in many countrieson economic
issues. Unemployment, labour disputesareall economicissues. But
government hasto tacklethem. Therelationship between economics
and politicsisso great that the early economi sts described economics
aspolitical economy.

Sometimes, political ideas and institutions are influenced by
economic conditions. For example, socialismwasborn of economic
inequalitiesand exploitationin England during theindustria revolution.
Karl Marx isconsdered asthe Father of (scientific) socialism.

Economicsand History

Economicsand history areclosely related. History isarecord of
the past events. In history, we survey economic, political and social
conditionsof the peoplein the past. To astudent of history, loveaffairs,
marriages and even murdersof kingsareimportant subjectsof study.
For example, themurder of Julius Caesar isimportant for astudent of
Roman history. Inour country, thereligiouspolicy of Mugha emperors
isimportant for astudent of history. But we areinterested in history
only totheextent that it will help usin understanding economic problems
of the past.
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Asstudentsof economics, weareinterestedinthingsliketaxation
and other sources of revenue and standard of living in the past.

Ineconomics, wemakeuseof historical datato formulateeconomic
laws. We make use of history in economics to study the material
conditionsof peopleinthepast. Thereisaseparate branch of economics
known as*Economic History”.

Wemay say economicsisthefruit of history and history intheroot
of economics:

“Economicswithout history hasnoroot;
History without economicshasnofruit”.
Economicsand Ethics

Ethicsisasocid science. It ded swithmord questions. It discusses
therulesthat govern right conduct and morality. It dealswith questions
of right andwrong. It aimsat promoting good life.

There is connection between economics and ethics. While
economics, according to Marshd |, amsat promoting materia welfare,
ethicsaimsat promoting moral welfare. When we discuss economic
problems, oftenwe consder ethical issues. Thegovernment introduced
prohibitioninmany statesfor ethical reasons, though therewasheavy
lossof revenuetoit.

But Lionel Robbins strongly believesthat an economist asan
economist should not consider ethical aspects of economic problems.
But many economists do not agree with him. They believe that
economicscannot bedissociated from ethics. Even Marshall considered
economicsasahandmaid of ethics. Helooked at economicsasastudy
of meansto better the conditionsof humanlife,

Economicsand Jurisprudence

Jurisprudenceisthe science of law. The economic progressof a
nation dependsto agreat extent onitslegd system. Good lawspromote
economic progressand bad laws act asan impediment to growth. For
example, inthe past when we welcomed foreignersto invest in our
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country, they used to say our taxation was complex and not good. Of
course, now things haveimproved. Sowemust havesmpleand clear
lawsinthefiedsof taxation and labour legidationto promoteeconomic
progress.

Economicsand psychology

Psychology isthescienceof mind. It deaswithdl kindsof human
behaviour. For example, we have child psychology, mob psychology,
industria psychology and crimina psychology. But economicsstudies
one aspect of human behaviour. It studies human behaviour with
referenceto unlimited wantsand limited means. Of |ate, psychology
has becomeimportant in analyzing economic problems. To deal with
labour problems, wemust understand industrid psychology. Andagood
bus nessman must understand the psychology of buyerswhenever he
wantsto changethepriceof hisgood. Many important lawsof economics
arebased on psychol ogy. For example, we havethelaw of diminishing
marginad utility. It tellsthat the more and more of athing you have, the
lessandlessyouwant it.

Economics, mathematicsand statistics

Among other sciences, economicsisrelated to mathematicsand
datistics. Statigticsisthescienceof averages. Itisthescienceof counting.
Many tablesand diagrams used in economics are based on statistical
andyss. Mathematical methodsarelargdly usedin modern economics.

Now we have anew science called econometrics. It makesuse
of statisticsand mathematicsin economics. The econometric society
was founded in 1930, and the first Nobel prize in economics was
awarded to Jan Tinberen and Ragnar Frisch for their contribution to
€Cconometrics.

Static and dynamic concepts

Timedementisvery useful in studying theworking of aneconomy.
Therearetwo mainlinesof approach. They are 1. static analysisand
2.dynamicandyss. Inthecaseof daticanayss, weexamineaproblem
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at any given moment of time. Evenin static analysis, sometimeswe
congder ashort period rather than asingle point. We assumethat some
changestake place during the short period. The method of approach
where we take note of changes in the short period is known as
comparative statics. For example, in compar ative statics, we compare
the state of economy at one moment to the state of the economy at
another moment. Marshall’sanalysisof supply and demandisagood
exampleof comparative statics.

Indynamic anaysis, weexaminethepath or processby whichthe
economy movesfrom onestate of equilibriumto another. Timee ement
isanimportant factor isdynamic analysis. Changeisthekey wordin
dynamicanalyss. For example, investment during aperiod may depend
upontherate of interest in the previous period. The study of thetrade
cyclemay begiven asagood exampleof dynamic anaysis.

Stocksand flows

Stocksand flowsare basic conceptsin economics. Stockscan be
measured at a given point of time. A flow isaquantity that can be
measured only intermsof aspecified period of time. In other words, it
hasatimedimension. For example, wedthisastock and incomeisa
flow.

M icr o economicsand macr o economics

Economic theory can be broadly divided into micro economics
and macroeconomics. Theterm micro meanssmall and macro means
large.

In microeconomics, weded with problemssuch astheoutput of a
singlefirm or industry, price of asingle commodity and spending on
goods by asinglehousehold.

M acroeconomics studiesthe economic system asawhole. Init,
we get acompl ete picture of theworking of theeconomy. Itisastudy
of the relations between broad economic aggregates such as total
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employment, saving and investment. We may also say that macro
economicsisthetheory of income, employment, pricesand money.
That is why macroeconomics is sometimes studied under the title
“Incomeand Employment Andyss’.

Economics as a science

Weno longer ask the question whether economicsisascienceor
an art. Scienceisasystematized body of knowledge. Just asphysics
and chemistry are sciences, economicsisalso ascience. We observe
facts, conduct experiments and make generalizationsin physicsand
chemistry after testing the results. The same scientific methods are
followed ineconomicsaso. Economics, likeall other sciences, studies
the rel ationship between cause and effect.

Sciencesmay bebroadly dividedinto physical sciencesand socid
sciences. Physicsand chemistry are examplesof physical sciences.
Economicsisasocial science. It studiesabout a particul ar aspect of
human behaviour. And human behaviour isfull of complexity. Itisnot
easy to study it. So economic scienceisnot asprecise and exact asthe
physical sciences.

But economicshasagreater right to be considered asascience
than other socia scienceslike politicsor history becausein economics
wemake use of money asameasuring rod of utility. Itistruethatitis
only arough measurebut still it enablesusto give concrete shapeto the
laws of economics. Sometimes, what we say in economics may not
cometrueinred life. But thisisthe casewith many other sciences. For
example, wejoke about weather forecasts. Theweather reportinthe
newspaper may say that therewill beheavy rainfal onaparticular day.
But theremight not beany rainat al on that particular day. On account
of that, we cannot say that meteorol ogy (the science of weather) isnot
ascience. Smilarly, if someeconomiclawsdo not cometrue, we cannot
say that economicsisnot ascience.

M ethodsof Economic Analysis
In economics, broadly we make use of two methods.
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1. Deductivemethodand
2. Inductivemethod

Thedeductivemethodisa so known asabsiract method or andytical
method. Thismethod isbased on apriori reasoning and conclusions
aredrawn from certain fundamental assumptions. Deduction method
wasvery popular among the Greeks. Hereisan example:

All menaremorta
Socratesisaman
Socratesismortal
The deductive method movesfrom the general assumptiontothe
specificapplication.
Ricardo, aclassca economist, madeuseof the deductive method.

The inductive method moves from specific observations to
generdization. It was Francis Bacon who advocated inductive method
inscientificenquiry.

None of the above methods provides satisfactory system for
solution of problems. So Darwin, who isfamousfor thistheory of

evolution, by introducing the concept of hypothesis, has combined
deductive and inductive methods.

Theimportant dementsof Darwin’sdeductive-inductive method
are

| dentification of aproblem

2. formulation of hypothesis (ahypothesisisan assumption or an
intelligent guess)
collection, organization and andysisof data
formulation of conclusons

verification, rejection or modification of the hypothesis after
testingit.
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In the past, there was a debate among economists about the
question which isthe best method ?inductive or deductive ? But the
controversy isnot therenow. Today, economistsfed that bothinduction
and deduction are necessary for the science, just astheright and the
|eft foot are needed for walking.

EconomicL aws

Likeother socid sciences, economicshasitsownlaws. A law
isastatement of what must happen given certain conditions. Every
cause hasatendency to produce someresult. For example, in Physics,
westudy that thingsfall to the ground because of gravitation. Thelaw
of gravitationisastatement of tendency. Smilarly, thelawsof economics
are statements of tendencies. For example, according to the law of
demand, whenthereisfall inthepriceof agood, thedemandfor it will
expand. It meansthat thereisatendency among peopleto buy more
whenthereisfal inthepriceof agood. Smilarly, if pricerises, they will
buy less. Laws operate under certain conditions. If these conditions
change, they will not operate. Thisisapplicabletoall sciences. When
some economic lawsdo not operate, it meansthat the conditionshave
changed.

We may broadly classify sciencesinto physical sciencesand
socid sciences. Physicsand chemigtry areexamplesof physica sciences.
Economics, paliticsareexamplesof socid sciences. Thelawsof physica
sciencesare exact. But thelaws of economicsare not as exact asthe
lawsof physica sciences. For example, we havethelaw of gravitation.
Itisasimple and exact statement. But in economics, we deal with
human beingsand their behaviour with referenceto economic activity.
We cannot conduct experimentswith human beings either within the
laboratory or outsideit. That iswhy economic lawscannot be asexact
asthelawsof physical sciences. Wemay a so notethat we study about
average human behaviour in economics.

Aseconomicsdealswith man and hisbehaviour, itslawsare
complex and inexact. That iswhy Marshall hassaid that “thelaws of
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economicsareto be compared with thelaws of tidesrather than with
thesmpleand exact law of gravitation”. Thescience of tidesexplains
thetidesrise and fall under theinfluence of the Sun and the Moon.
Probably therewill behightideon afull moon night. It may bethereor
it may not bethere. Itisonly aprobability.

Similarly, economic laws also indicate probable trends. For
example, whenthereisincreaseinthe quantity of money, theremay be
increaseinthe pricelevel. But we cannot say exactly by how much
priceswill rise. But economic laws are more exact than the laws of
history and politics because economics make use of money as a
measuring rod of utility. Though money isarough measure, it givesa
concrete shapeto economic laws.

All economic lawsare based on certain assumptions. Let ustake
thelaw of demand. It tellsthat “ other thingsbeing equal”, when the
price of agood falls, people will buy more of the good. By “other
thingsbeing equal” wemean (1) that theincome of the peopleremains
the same, (2) that their tastes remain the same (3) that the prices of
other goods remain the same, and (4) that no new substitute for the
good is discovered. The law will hold good only when the above
assumptionsarefulfilled.

Sometimes, it issaid that thelaws of economicsarehypothetical.
That is, we make an hypothesis. Only after it isverified by factsand
experimentsand found true, it becomesalaw. But many economic
laws cannot be verified by experiment. That iswhy we say sometimes
that economiclawsarehypothetical.

Thelawsof physical scienceshave universal application. But that
isnot generally the case with regard to economic laws. Of course,
thereare oneor two exceptions. The Law of Diminishing Returnshas
universa application.

I mportance of EconomicL aws

Economiclawsareof great importancein practicd life. Some
economic lawsare applicableto al typesof economic systems. They
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haveuniversad gpplication. For example, wehavethelaw of Diminishing
Returns. Thereare other important laws such asthelaw of diminishing
margind utility andthelaw of demand.

Someeconomigtsbeievethat the quantity theory of money isvalid
under dl economic systems—capitalism or sociaism or mixed economy.

L et ustekesomeimportant lawslikethelaw of diminishingmargind
utility, the law of demand, the law of diminishing returns and the
Malthusian Theory of population and discusstheir sgnificance.

Thelaw of diminishing utility isbased on actual experience. Ittdls
that themore and more of athing you have, thelessand lessyou want
it. It explainstherelationship between the price of agood and the
satisfaction you get fromit. During summer, generally, therewill befall
inthe price of mangoesbecausethey areavailablein plenty. Sothereis
diminishing utility. And aspriceisrelated to margina utility, theprice
fals. Progressivetaxationisbased onthelaw of diminishing utility. As
theincomeincreases, the Government ask therich to pay moretaxes
by increasing theratesof taxation for them. For it believesthat asaman
getsmore and more money, hewill get diminishing utility fromit. So
evenif he partswith more money, the sacrificewill not bemuchinhis
case.

Thelaw of demand isbased on actual experience. In practicewe
find that when pricefals, demandincreases. Pricefalswhensupply is
more. Whenthereisincreaseinthesupply of agood, itsmargind utility
diminishes. A sdller will try to sell moreof hisgood by reducingitsprice
dightly.

Thelaw of diminishingmargind returnshasuniversa gpplication.
In agriculture, it meansthat we cannot doubl e the output by doubling
labour and capita. Thelaw appliesto manufacturing industry also.

TheMathusiantheory of populationtellsthat populationincreases
at afagter rate than food supply. It might not be an exact statement. But
it wastruein the case of most of the poor countries of theworld until
the Green Revolution. The Green Revolution helped inincreasing
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agricultural productivity. Thereisthe problem of over—populationin
most of the poor countriesof theworld. That iswhy they spend huge
amountson family planning to reduce population growth. So, most of
thelawsof economicsare of great practical importance.

Basic Concepts

Every science has its own language. Economics has its own
language. Thereare certaintermswhich areusedinaspecia sensein
economics. Sowemust understand themeaning of somebasic concepts
like wealth, goods, income, value, price and market. If we do not
understand their meaning properly, it may resultinalot of confusion.

Weslth

In ordinary speech, when werefer to wealth, we mean money.
But in economics, it hasaspecial meaning. It refersto those scarce
goodswhich satisfy our wants and which have money va ue. We may
consider anything that hasmoney valueaswedthin economics.

All economic goods haveva ue-in—exchange. Sowedthincludes
all economic goods. Wealth has been defined as “ stock of goods
existing at a given time that have money value’ .

Characteristicsof Wealth
Thefollowing arethe characteristicsof wedlth:

1. Itmust possessutility. It must havethe power to satisfy awant.
AsMarshall says* they must bedesirable’ .

2. Itmust belimitedin supply. For example, air and sunshineare
essential for life. We cannot live without them. But we do not
consider them as wealth because they are available in large
guantities. Such goods are known asfree goods.

3. Wealthshould betransferable. That is, it should be possiblefor
usto transfer the ownership from one personto another.

4. It must have money value.
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5. Itmay beexternal. For example, the goodwill of acompany is
externa wedlth.

Utility, scarcity and transferability arethusimportant
characteristicsof wedlth.
Classification of Wealth

Wedlth may beclassfiedinto a) persond wedth (individud wedth)
b) social wealth (collective wealth), c) national wealth (a+ b) and
d) cosmopolitan wedlth (e.g. ocean).

Goods

Anything that satisfiesahumanwant can be considered as* good”
ineconomics, In economics, theterm “goods”’ refer to material and
non-material things. Just asan apple or achair isagood, music or the
servicesof actors, musiciansand teachersare some of the examples of
goods.

Goods can be classified into free goods and economic goods.
Goodslikeair and sunlight which arethe giftsof naturearefree goods.
They are not scarce. So they do not command apricein the market.
They areknown asfree goods. Economic goodscommand apricein
themarket. In other words, they haveva ue-in-exchange. For, they are
scarceinrelation to demand. In thisconnection, we haveto remember
that what isafree good in one place can becomean economic goodin
another place. It al dependson the supply of agood and the demand
for it. For example, in somevillagesfirewood isafreegood. Butina
town where we have to pay apricefor it, it becomes an economic
good. Smilarly, water whichisafree good becomesan economic good
whenthereisscarcity of water.

Goodsmay befurther classified into (1) consumersgoodsand
(2) producersgoods. Consumersgoodssatisfy our wantsdirectly. They
can beclassifiedinto (1) perishable goods (eg. vegetables, fishand
music) and (2) durable goods (eg. a house, a car, aradio). Capital
goods satisfy our wantsindirectly. Machinesthat are used to make
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machinesarecaled capital goods. For example, car isasort of machine.
Itisaconsumers good. But there must be some other machine to
makeacar. That machineisknown as capital good or producer good.
But what isaconsumers good in one place can becomeaproducers
good inanother place. For example, when eectricity isused for lighting
purposes at home, itisaconsumers good. But the same el ectricity
when usedinfactoriesfor industria purposes, it becomesaproducers
good.

Income

Ineconomics, whenwerefer toincome, generdly wemean money
income. According to Seligman, “Incomeintheeconomic sense, isthe
flow of satisfactionsfrom economic goods’. Weknow thet all economic
goodsformwealth. Themain source of incomeiswealth. For example,
if youown ahousg, itisyour wedlth. If you get rent fromit, itisyour
income. Therearetwo pointsabout income—time and amount.

Therearetwo kinds of income— (1) money incomeand (2) Rea
Income. Generally people earntheir incomesintheform of money.

Money incomeisaso knownasnomina income. But thestandard
of living of people of acountry dependson their real income. Real
income depends upon the purchasing power of money and that inturn
dependsonthe pricelevel. Real incomerefersto the command of a
person over actual commodities and services. Just because money
incomes of peopleincrease, we cannot say they are better off. It all
depends upon how many goodsthey can command.

Suppose, my money incomeisRs. 10, and price of onekilo of
riceisRs. 10, then | can buy onekilo of rice or my incomeisworth of
only onekilo of rice. Inthe next month, my money incomeisraisedto
Rs. 15, but the price of onekilo of riceisincreased to Rs. 20. Now my
incomeisworthonly ¥kilo of rice. Therefore, in spiteof increasein
money income, my real income hascomedown dueto higher increase
in price. Real incomeis price adjusted money income.
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National Income : National income refers to the value of
commaoditiesand servicesproduced by acountry during ayear.

Marshall defined national incomeasfollows: “Thelabour and
capita of acountry acting onitsnatural resourcesproduceannualy a
certain net aggregate of commodities, materia andimmaterid, including
servicesof dl kinds......... Thisistruenet annua income or revenue
of thecountry, or thenationa dividend”.

From the national income of acountry, we can find out whether
thecountry isrich or poor. And from thecompostion of nationa income,
wecanfind out therdativeimportanceof agriculture, industry and service
sector inthe economy.

We get per capitaincome|(i.€) income per person per year] by
dividing nationa incomeby the population of the country.

Nationa Income

Per capitaincome= .
Population

Value

The term “value” refers to the exchange qualities of a good.
According to Marshall, “theterm value, isrelative and expressesthe
relation between twothingsat aparticular placeandtime’.

Vaueisof twokinds(1) value-in—useand (2) va ue-in—exchange.
Although air, rain and sunshine have value-in—use, they do not have
vaue-n-exchange. Ineconomics, weareinterested only inthosegoods
which haveva ue-in—exchange. For agood to havevaue-in—-exchange,
it must possess utility, it must be scarcein relation to demand and it
must be possiblefor usto exchangeit. In other words, al economic
goodshavevaue-in-exchange.

Vaueisgenerdly measuredinmoney anditisardativeterm. The
valueof athing changesaccording to time and situation. For example,
icehasmorevauein summer thaninwinter.
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Price

When valueisexpressed in money, itiscalled price. Generaly,
economistsmake no distinction between valueand price. All pricesare
related to one another. They form the price system. The prices most
familiar to usarethe priceswe pay for goods sold in market, that is,
retail prices. Many paymentslikerent, wagesand interest are also
prices which we pay respectively to land, |abour and capital. Price
system playsavery important rolein acapitalistic economy. Buyers
expresstheir desirefor goodsonly through prices. Every pricewe pay
for agoodisavoteinfavour of it. Itisthe price system that regul ates
theeconomic activity of asociety.

M ar ket

Inthe ordinary language, market refersto a place where goods
are bought and sold. Thus Koyambedu market in Chennai referstoa
place where vegetablesare sold. In economics, market doesnot refer
to any particular placeinwhich goodsare bought and sold. But it refers
to buying and sdlling of acommaodity. Inamarket acommaodity isbought
and sold under given conditionsand therewill beanumber of buyers
and sellerswho will bein closetouch with each other. For example, a
fish market refersto buying and selling of fish; here both buyersand
sdlersarein close contact. Accordingto Benham, “Market isany area
over which the buyersand sellersarein close touch with one another
either directly or through dealers, that prices obtainablein onepart of
market affect the pricespaid in other parts’.

Generally speaking, when we talk of markets, we refer to
commoditiesthat are bought and sold. But thereare marketsfor things
other than commodities. Thustherearelabour markets, foreignexchange
market, capital market and so on. For example, wemay say the market
for an actor, say ‘ X', isdull. So there may be amarket for anything
whichhasaprice.

Classification of Markets: Marketsmay be classified according
to space, time and the nature of competition. According to space,
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markets are classified into local market (eg. vegetables, flowers),
national market (e.g. sarees) and internationa market (e.g stedl, cotton,

sugar, teq).
Marketscan a so beclassfied according to thetype of competition.
Thus, broadly we have perfect marketsand imperfect markets.

Markets can also be classified into short period marketsand long
period marketsaccordingtotime. If the period isshort, demand plays
animportant rolein themarket and if the periodislonger, supply plays
animportant role. Thus markets can be classified according to space,
timeand the nature of competition that prevails.

I mportance of Economics

Economics has become one of theimportant branches of social
sciences. Itisof great practica valueinour daily life. In pure sciences,
we study the subject to arrive at the truth. But an economistisasocial
scientist. He studiesthe subject not only to know thetruth for itsown
sake, but to find out away for many economic and socia problemsof
the society. “ Knowledgefor the sake of knowledge” isnot the goal of
an economi<t. Economicsmust befruit-bearing. Of course, aneconomist
has no readymade answer for immediate problems. But he can helpthe
Government inmaking broad economic policies. According to Keynes,
“thetheory of economicsdoesnot furnishabody of settled conclusions
immediately applicableto policy. Itisamethod, rather than adoctrine,
an apparatus of the mind, atechnique of thinking, which helpsits
possessor to draw correct conclusions’.

Most of the problemsof themodern State are economicin nature.
So economists play animportant rolein theaffairsof the State. During
World Wer 11, the German economy was damaged heavily. Therewas
inflation, shortage of goods and mass unemployment. But the German
economy recovered quickly by following the advice of an economist
Ludwig Erhard. The German recovery is considered an economic
miracle
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Smilaly, JM.Keynes, had great influenceontheeconomic palicies
of the American government when it wasin great economic trouble
during the 1930s.

In economics, we study about things like prices, rent, wages,
interest, profitsand taxation. All these affect every person oneway or
theother. It hasbeenrightly said, “you cannot bein any real sensea
citizen, unlessyou area so in some degreean economist”.

EXERCISE
PART -A
I. Choosethecorrect answer
1. Theauthor of wedthdefinitionis:

(& AlfredMarshall b) Liond Robbins
¢) Adam Smith d) Samuelson
2. Theauthor of scarcity definitionis
(&) Adam Smith (b) Samuelson
(c) AlfredMarshall (d) Lionel Robbins
3. Theconcept of Net Economic Welfare hasbeen given by
(8 Samuedson (b) Marshdl
() Adam Smith (d) Lionel Robbins
4. Economicsisa
a) positivescience b) normative science
c) Both d) none
5. Ineconomics, wemake use of
a) deductive method b) inductive method
c) both d) none
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l. Fill intheblanks
Theterm“micro” means
Strictly speaking production refers to the creation of

Exchange of goodsfor goodsisknown as
Economicsisa science
10. Anexampleof cosmopolitanwedlthis
1. Matchthefollowing
11. “Principlesof Economics’™ &) Stock

12. FirstNobel prize b) How

13. Dynamicapproach c) Maddl

14. Wedth d) TimeElement

15. Income €) Tinbergenand Frisch

V. Answer each oneof thequestionsin aword or two :
16. What isthe other namefor Economics?
17. What arethe subjectsthat econometrics make use of ?
18. What isthe method that Ricardo made use of ?
19. Give oneor two examplesof free goods.
20. What isthe other namefor money income?

PART B

Answer for each of thefollowing questionsshould beabout four
or fivelines

21. State Alfred Marshall’ sdefinition of economics
22. What arethemaindivisionsof economics?
23. Describetherelationship between economics, mathematicsand
gatigics.
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24,
25.

Distinguish between free goods and economic goods

Explain the difference between value-in-use and value-in-
exchange.

PART C

Answer for each of the following questions should be about a
page

26.

27.
28.
29.
30

State and examine the criticism against Adam Smith’swealth
definition.
Distinguish between micro economics and macro economics.
| seconomicsapositive science or anormative science?
Write anote on static and dynamic concepts.
Discussthemethods of economicanalyss.

PART D

Answer for each of thefollowing questionsshould beabout three
pages

31)
32)
33)

34)
35)

ExamineMarshd|’ sdefinition of economics,

ExamineLione Robbinsdefinition of economics.

Discuss the relationship between economics and other social
sciences.

Discussthe nature and importance of economicslaws.
Discussthe nature and scope of economics.
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Chapter 2
Basic Economic Problems

Economicsisthe science of making choice under conditions of
scarcity. What are the basic issues about which choices are to be
made? Any society must make choicesabout threeimportant problems.
They are

1.  Whatto produce andinwhat quantities?
Food or weapons; if so, inwhat quantities?
Isit morefood and lessweaponsor viceversa?
2. How shall goods be produced?
Electricity fromtherma power or from hydro power ?
3. Forwhom shall the goodsbe produced ?
A few rich and many poor or most peoplein modest comfort ?

Thesethreebasi ¢ problemsareinterdependent. The society must
make proper choice about them in order to meet the devel opment
aspirations of people satisfactorily. The above three questions are
commonto al economiesbut every economic system attemptsto make
itsown choice. Thenatureof aparticular choicein aparticular society
dependson its specific economic system.

Economic Systems

Aneconomic systemisaway of answering thesebasic questions.
Different economic systemsanswer theabove questionsdifferently. An
economic system refersto how the different economic el ementswill
solvethecentra problemsof an economy: what, how and for whomto
produce. It refersto the production and distribution of goodsand services
withinwhich economicactivity tekesplace. It referstotheway different
economic elements, individual workers and managers, productive
organi zation such asfactoriesor firmsand government agenciesare
linked together to form an organic whole.
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Economic system consists of various individuals and their
inditutionslikebankinginditutions, educationd ingtitutionsand economic
ingtitutions. Themost general economic systemsare:

1. Traditiond Economy
2. Capitdist Economy
3. Socidigt Economy
4. Mixed Economy

|. Traditional Economy

Intraditiona economy, thebasi ¢ problemsaresolved by traditions
and custom rules every aspect of behaviour. It producesexactly toits
consumption requirements. It isasubsi stence economy. Thereisnot
much of sdlesasthereisonly small scale production. Thesameproduct
will be produced by every generation. The production techniquesare
traditiond.

[1. Capitalist Economy

A capitdist economy isan economic systeminwhichtheproduction
and distribution of commoditiestake place through the mechanism of
freemarkets. Henceit isalso called asmarket economy or freetrade
economy. Eachindividua beit aproducer, consumer or resource owner
has consi derable economic freedom. Anindividual hasthefreedomto
buy and sell any number of goods and services and to choose any
occupation. Thusamarket economy hasno central coordinator guiding
itsoperation. But self-organi zation emergesamidst the functioning of
market forcesnamely supply, demand and price. Thesdient featuresof
capitdismare
1. Rightto Private Property: Individualshavetheright to buy and

own property. Thereisno limit and they can own any amount of

property. They also havelegal rightsto usetheir property inany
way they like.

2. Profit-Motive: Profit isthe only motive for the functioning of
capitalism. Production decisionsinvolving highrisksaretaken by
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individual only to earn large profits. Hence, profit-motiveisthe
basicforcethat drivesthe capitalist economy.

3. Freedom of Choice: The question ‘what to produce? will be

determined by the producers. They havethefreedom to decide.
Thefactorsof production can also beemployed anywherefredy
to get duepricesfor their services. Similarly consumershavethe
freedomto buy anything they want.

4. Market Forces: Market forceslike demand, supply and priceare

thesignalsto direct the system. Most of the economic activities
are centered on price mechanism. Production, consumption and
distribution questionsare expected to be solved by market forces.

5. Minima role of Government: As most of the basic economic
problems are expected to be solved by market forces, the
government hasminimal roleintheeconomy. Their rolewill be
limited to someimportant functions. They include regulation of
market, defence, foreign policy, currency, etc.

Meritsof Capitalist Economy

1. Increaseinproductivity: Inacapitalist economy every farmer, trader
or indugtrialist can hold property and useitinany way helikes. He
increasesthe productivity to meet hisown self-interest. Thisin
turnleadsto increaseinincome, saving and investment.

2. Maximizesthe Welfare: Itisclaimedthat thereisefficiency in
production and resource usewithout any plan. Thesalf-interest of
individua aso promotessociety’swelfare.

3. Fexible System: The shortagesand surplusesintheeconomy are

generally adjusted by theforces of demand and supply. Thusit
operatesautomaticaly through the price mechanism.

4. Non-interference of the State: The State hasaminimumroleto
play. Thereisno conflict betweentheindividua interest and the
society. Theeconomicinditutionsfunction automaticaly preventing
theinterference of thegovernment.
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5. Low costand quditative products. Theconsumersand producers
havefull freedom and thereforeit leadsto production of quality
productsat low costsand prices.

6. Technologica improvement: The e ement of competition under
capitdism drivesthe producersto innovate something new to boost
the salesand thereby bring about progress.

Disadvantagesof Capitalist Economy

1. Inequdities Capitaism createsextremeinequditiesinincomeand
wealth. The producers, landlords, tradersreap huge profitsand
accumulate wealth. Thusthe rich become richer and the poor
poorer. The poor with limited meansare unableto competewith
therich. Thuscapitalismwidensthegap betweentherichandthe
poor creating inequality.

2. LeadstoMonopaly: Inequdity leadsto monopoly. Megacorporate
unitsreplace smaller unitsof production. Firmscombinetoform
cartels, trustsand in thisprocess bring about reduction in number
of firms engaged in production. They ultimately emerge as
multinational corporations(MNCs) or transnationa corporations
(TNCs). They often hike pricesagainst thewelfare of consumer.

3. Depression: Thereis over-production of goods due to heavy
competition. Therich exploit the poor. The poor are not ableto
take advantage of the production and hence are exploited. At
another level, over-production leadsto glut inthe market and hence
depression. Thisleadsto economicingtabilities.

4. Mechanisation and Automation: Capitalism encourages
mechani zation and automation. Thiswill result in unemployment
particularly inlabour surpluseconomies.

5.  Wefareignored: Under capitalism, private enterprises produce
luxury goodswhich give higher profitsandignorethebasic goods
requiredwhichgivelessprafit. Thusthewefareof publicisignored.
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6. Exploitationof Labour: Stringent labour lawsare enacted for the
exclusive profit-motive of capitalists. Fireand hire policy will
becomethe order of theday. Such lawsalso helpto exploit the
labour by keeping their wagerate at itslowest minimum.

7. Badcsocid needsareignored: Therearemany basic socid sectors
likeliteracy, public hedth, poverty, drinking water, socid welfare,
and social security. Asthe profit margininthese sectorsislow,
capitaistswill not invest. Hence most of thesevital human issues
will beignoredinacapitalist system.

[11. Socialist Economy

Inasocialist economy, the means of production are owned and
operated by the State. All decisonsregarding production and distribution
aretaken by thecentra planning authority. Hencethe sociadist economy
is also caled as planned economy or command economy. The
government playsan activerole. Socia welfareisgivenimportance;
hence equal opportunity isgiven to al. All such advantages have
delivered highleve of human development. Someof themost successful
socialist economiesare China, Cuba, Vietham and North Korea. The
following arethebasi c characteristic features of socialism.

1. Socid WelfareMotive: Insocialist economies, socid or collective
wefarewill betheprimemoative. Unlikecapitaism, profitwill not
betheam of policy making. Thedecisionswill betaken keeping
themaximumwefareof the peopleinmind. Thussocia well-being
of peoplewill bethe purpose of development.

2. Limited Right to Private Property: Theright to private property is
limited. All propertiesof the country will be owned by the State.
That is, theownershipiscollectivein nature. Hencenoindividual
can accumul atetoo much property asinthe case of capitalism.

3. Centra Planning: Most of the economic policy decisionswill be
taken by acentralized planning authority. Each and every sector
of theeconomy will bedirected by well designed planning.
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4. No Market Forces: In a centralized planned system of
development, market forces have only alimited role to play.
Production, commodity and factor prices, consumption and
digtributionwill begoverned by devel opment planningwithwefare
motive.

Meritsof Socialist Economy

1. Efficient useof resources. Theresourcesareutilized efficiently to
produce socidly useful goodswithout taking the profit margininto
account. Production is increased by avoiding wastes of
compstition.

2. Economic Stability: Economy isfreefrom bus nessfluctuations.
Government planswell and everythingiswell coordinated toavoid
over-production or unemployment. Thereisstability becausethe
production and consumption of goods and services are well
regulated.

3.  Maximisationof Socia Welfare: All citizenswork for thewelfare
of the State. Everybody receives hisor her remuneration. The
State concentrates on the production of basic necessariesinstead
of luxury goods. The State providesfree education, cheap and
congenia housing, public health amenitiesand socia security for
the people.

4. Absenceof Monopoly: Thedementsof corporationand monopoly
areeliminated sincethereisabsence of private ownership. The
gateisamonopoly but producesquality goodsat reasonableprice.

5. Basicneedsaremet: In socialist economies, basic human needs
likewater, education, health, social security, etc, are provided.
Human devel opment ismoreinsociaist countries.

6. Noextremeinequdity: Associd welfareistheultimategod, there
isno concentration of wealth. Extremeinequality ispreventedin
socidist system.
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Demeritsof Socialism

1. Bureaucratic Expansion: A socidist economy isoperated under a
centralized command and control system. People herework out
of fear of higher authorities. It doesnot giveany initiativefor the
peopletowork hard.

2. NoFreedom: Thereisno freedom of occupation. Allocation of
factorsof productionisnot donerationally. Jobsare provided by
the State. Place of work is also provided by the State. The
consumer’schoiceisvery limited.

3. Absenceof Technology: Work ismonotonousand nofreedomis
given. Any changein the production processwill alter theentire
plan. Henceany innovation cannot be easily enforced. Everything
isrigid and technologicd changesarelimited.

4.  Absenceof competition makesthe systeminefficient.
V. Mixed Economy

Inamixed economy, both public and privateingtitutionsexercise
economic control. The public sector functionsasasociaistic economy
and the private sector as a free enterprise economy. All decisions
regarding what, how and for whom to produce aretaken by the State.
The private sector produces and distributes goods and services. It
manufactures consumer and capital goodsin the interest of public
welfare. A mixed economy possesses the freedom to hold private
property, to earn profit, to consume, produce and distribute and to
have any occupation. But if these freedoms affect public welfare
adversely, they areregulated and controlled by the State. Themain
featuresof mixed economic syssemare:

1. Co-exigtenceof Publicand Private Sectors. |namixed economy,
both the public and the private sectorsinitiativeswill bethere. The
most strategicaly and nationaly important sectorsof theeconomy
will bereserved for thepublic sector. Therest will beleft for private
operation. Whilethe public sector will have social welfareasthe
primemoative, the private sector will function with profit motive.
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Consolidation of merits of Capitalism and Socialism: Asseen
above, both capitalism and socialism have meritsand demerits.
Mixed economy isexpected to retain only the meritsof thetwo
systems. For ingance, thegovernment isexpectedto dlow private
investment, but the government al so controls monopolies.

Planning: Economic planning isanother important feature of the
mixed economy. Planning will direct therelativerolesof public
and private sectorsand their respectivejurisdictions.

Meritsof Mixed Economy

1

Efficient resourceutilisation: Theresourcesareutilized efficiently
asgood featuresof both capitalismand socialism coexist. If there
ismisallocation of resources, the State controlsand regulatesit.
Thisensurestheefficient utilization of resources.

Pricesareadministered: The pricesarenot fixed dwaysby forces
of demand and supply. Inthe case of goodswhich arescarce, the
prices are administered by the government and such goods are
alsorationed.

Socia Wefare: Inamixed economy, planningiscentralized and
thereisoverdl welfare. Workersaregivenincentivesand reward
for any innovations. There is social security provided to the
workers. Inequalities of incomeand wealth arereduced.

Demeritsof Mixed Economy

1

Lack of Co-ordination: The coordination between the public and
private sectorsispoor in amixed economy. Public sector spends
huge public resourcesfor infrastructure. The private sector ams
at profit maximization by using theinfrastructure created by the
public sector. But they lack socia responsibility andfail to spend
for public causeslike health, education. The private sector also
didikesany restrictionimposed onit by thegovernment.
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Red —tapism and delay by Public Sector: Thereisevery chance
that the public sector worksinefficiently. Thereistoo much of
red-tapism and corruption leading to delaysin decision-making
and project implementation. They result ininefficiency and also
affect production.

Economic Fluctuations: The mixed economies experience
economic fluctuations. On the one hand, the private sector does
not operate under very rigid conditions prescribed by the
government. On the other hand, the public sector too does not
operate under very rigid conditions enforced by the planned
economy. Thelack of policy coordination between private and
public sector resultsin economic fluctuations.

Production Possibilities

Another important question about the basi c economic problems

is: How dowemake choiceinan economy?. At theindividud level you
must choose among aternativeslike,

whether to watch cricket highlightsin T.V. or study for another
extrahour;

whether to buy atext book for Rs.50 or spend the money for a
movie

whether to help your mother in shopping or play hockey during
thattime;

It isimportant to note that choices are made dueto scarcity. If

thereisno scarcity, therewould be no need to choose. Similarly as
choicemust bemadefrom aternatives, it involvescomparison of cost
and benefit.

Opportunity Cost

When you choose a particular alternative, the next best

dternativemust begiven up. For example, if you choosetowatch cricket
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highlightsin T.V., you must give up an extrahour study. The choice of
watching cricket in T.V. resultsin theloss of the next best alternative-
an extrahour study instead. Thusby watching T.V., you haveforgone
theopportunity of scoring an extrafiveor ten marksin examination.

Thusthe* opportunity cost” isthe cost of somethingintermsof an
opportunity forgone (and the benefitsthat could bereceived from that
opportunity). In other words, the opportunity cost of an actionisthe
vaueof next best ternativeforgone. The condderation of opportunity
costsisone of thekey differences between the concepts of ‘ economic
cost’ and ‘ accounting cost’. Choicesare mostly made on the basisof
opportunity cost.

Production Possibility Curve

Liketheindividuals, asociety aswhole haslimited resources. It
hasto decidewhat to producewith thelimited resource. It hasto make
choi ce about the quantity of different commodities. Choice emanates
fromscarcity. Thusour choiceisawayscongrained or limited by scarcity
of our resources. Suppose we have enough resourceswe can produce
all that wewant.

All such choices can be madewith help of production possibility
curve. Theproduction-possibility curve separates outcomesthat are
possible for the society to produce from those which cannot be
produced subject to the availableresources.

L et usconsider an economy with only so many people, so many
industries, so much of eectricity and natural resourcesin decidingwhat
shall be produced and how theseresourcesareto beallocated among
thousandsof different possiblecommodities. How many industriesare
to produce steel ?How much electricity to be provided for agriculture;
how muchfor industries?. Whether to providefree e ectricity tofarmer
or not? Thesesproblemsare complicated. Therefore, to smplify let us
assumethereare only two goodsto be produced - applesand oranges.
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Table2.1 Production Possibility Schedule

Production Possibility | Quantity of Apples| Quantity of Oranges
SchedulePossibilities

A 4 0

B 3 2

C 2 4

D 1 6

E 0 8

Intheaboveschedule A and E are possibilitieswheretheeconomy
either produces 100 percent of applesor 100 percent of orangesalone.
But the production possibility curve assumesthe production of two
goodsin different combinations. PossibilitiesA, B,C ,D and Earesuch
that the economy produces4 units of applesand O unitsof orangesin
possibility A, 3unitsof applesand 2 unitsof orangein possibility B, 2
unitsof applesand 4 unitsof orangesin possibility C, 1 unit of apple
and 6 unitsof orangesin possibility D, 0 unitof applesand 8 unitsof
orangesinposshility E.

Figure2.1

Production Possibility Curve




Thuswe seethat if wearewilling to have more of oranges, we
should bewilling to sacrifice more of apples. For instance, to reach
possibility C from B, the economy produces 2 unitsmore of oranges
by sacrificing 1 unit of goples. A full employment economy must dways-
in producing onegood be giving up something of another. Thisassumes
of course, that at |east some resources can be transferred from one
good to another.

Such choiceof oneparticular dternativeinvolvesopportunity cost
of foregoing the other. Hence, the decisions of the society will be based
on the comparison of costs and benefits of each alternative. In doing
50, both the monetary and social cost and benefit should bethebasisof
any choice. Thusthe onethat givesthe maximum benefit at minimum
cost to thewhol e society should be the best choice. We can picturethe
production possibility scheduleby drawing asmooth curve (Figure2.1).

Unitsof orangesare measured horizontally and that of appleson
the vertical axis. The curve A and E depict the various possible
combinationsof thetwo goods- A, B, C, D, and E. Thusalist of al the
possi ble combinations of apples and oranges makes up production
possibilities. The production possibility curve is aso known as
transformation curveor production possibility frontier. Thiscurveshows
therate of transformation of oneproduct into the other when theeconomy
movesfrom one possibility point tothe other.

All possiblecombinationslying onthe production possibility curve
show the combinations of the two goodsthat can be produced by the
exigting resources. Any combinationlyinginsidethe production curve
such as U in the figure indicates that resources are not being fully
employed in the best-known way. Any point outside the production
possibility frontier, such asL impliesthat the economy doesnot have
adequate resourcesto produce thiscombination. But ashift outsdethe
production possibility frontier certainly indicateseconomic devel opment.
Thisispossible by technol ogical advancement and increasein supply
of factorsof production.
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EXERCISE
PART A

|. Choose the correct answer

1

The basic economic problems are common to

a) Capitaism b) Socialism

¢) Mixed economy d) All the above
Traditional economy isa
a) Subsistence economy
¢) Command economy

b) Market economy
d) Monetary economy

The basic force that drives the capitalist economy is

a) Planning b) Technology

¢) Government d) Profit —moative
Inasocialist economy, all decisionsregarding production and
distribution aretaken by :
a) Market forces

¢) Customsand traditions

b) Central planning authority
d) Private sector.

Redtapism and corruption lead to
a) Inefficiency of production b) Inequality of incomeand
wealth

¢) Absence of technology d) Efficient use of resources

[1. Fill in the blanks

6)

8)
9)
10)
M.

12.

In atraditional economy, basic problems are solved by
and

Production possibility curve is also known as

Most of the economic activities of capitalism are centered on

The prime motive of socialist economy is
Under mixed economy, the economic control is exercised by

and sectors.
Match the following :
Minimum cost a. next aternative forgone

opportunity cost b. sociaism
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13. private property c. supply, demand and price
14. Bureaucratic expansion  d. Maximum benefit
15. Market forces e. Laissez faire economy
IV. Answer each one of the questionsin a word or two
16. Istraditional economy a subsistence economy ?
17. What isthe basic force that drives a capitalist economy ?
18. What istheresult of over-production ?
19. Name any two successful socialist economies.
20. Isthere planning under mixed economy ?

PART — B

Answer for each of the following questions should be about four
or five lines

21. What are the basic issues of any society ?
22. Name the important general economic systems ?
23. List the basic features of socialism.
24. |slIndiaamixed economy ?
25. What is opportunity cost ?
PART - C
Answer for each of the following questions should be about a
page
26. Writeanoteontraditional economy.
27. Explainthe salient features of capitalism.
28. What are the merits of socialist economy.
29. What are the merits and demerits of a mixed economy?
30. Explain‘opportunity cost’ with an example.
PART — D
Answer for each of the following questions should be about three
pages
31. What iscapitalism ? Explain its advantages and disadvantages.
32. Explainfeatures, meritsand demerits of socialism.
33. Explain*mixed economy’ indetail.
34. Describethe ' production possibility curve’ with asuitablediagram.
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Chapter 3
Theory of Consumer Behaviour

Introduction

Theexistence of humanwantsisthebassof al economicactivity
inasociety. All desires, tastesand motivesof human beingsarecalled
wantsineconomics.

1.  Wantsmay arisedueto elementary and psychologica causes. The
wants for food, clothing and housing are elementary and
psychologicd.

2.  Wantsmay arisedueto socia causes. Asmembersof society, we
may requireaparticular type of dressand food.

3. Wants arise due to customs and habits like drinking tea and
chewing.

4. Wantsmay arisedueto advertisements.

Intheearly stagesof civilisation, wantsof menwerefew and smple.
With advancement of civilisation, wants have become unlimited and
aso complex. Mantriesto satisfy most of hiswantsthrough economic
activity. Sincetheresourcesarelimited, he hasto choose between urgent
wantsand not so urgent wants. A systematic survey of thisprocessis
caled consumption. Consumption meansusing up of goodsand services
inthe satisfaction of human wants. The economicsof consumptionis
related to astudy of nature of wantsand the behaviour of demand.

Char acteristicsof wants

1. Wantsareunlimited: Manisabundleof desires. Thereisno
limit to humanwants. If oneset of wantsarefulfilled, immediately
another set of wantswould befet. Eventherichest manwill have
alist of wantsto befulfilled.

2. Everywant issatiable: wantsin general areunlimited. But a
singleor aparticular want issatiable. We can completely satisfy a
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singlewant. A manishungry and herequiresfood. By spending
some money on food, he can get food and satisfy hishunger.

Wantsarecompetitive: Wantsare unlimited. Theresourcesand
timeat our disposal are much limited and we cannot satisfy all
wants. So thewantswill be competing to get satisfied. One set of
wantsmay be competing with other set of wantsto get preference
of choosingfirst. For example, Rguhasasum of Rs.20. With this
amount of Rs.20, he has to choose between going to amovie,
buying amagazine or buying vegetables. Of course, aconsumer
will choose the more urgent wants and distribute hisincomeon
severd goodsin such amanner asto get maximum satisfaction.

Wantsarecomplementary: Somewantsare complementary in
nature, i.e. they haveto be sati sfied together. Though the want
may be asingle one, werequire many commoditiesand services
to satisfy that want. Want for ‘writing’ includeswant for paper,
pen and ink. In some cases, wantsmay beboth ‘ competitive’ and
‘complementary’ . For example, [abour and machinery. Labour can
be displaced by machinery. Machines cannot work without the
help of labour.

Wantsarealter native: A want can be satisfied by two or more
goodsor by two or more methods. A want for hot drink may be
satisfied by coffee or tea. We may go by ‘bus’ or ‘train’ or by
‘taxi’ to reach our destination. Thus, awant can be satisfied by
many ways. These aternative goods or methods are called
‘ubdtitutes .

Wantsvary with time, placeand per son: Wantsarenot static
incharacter. They are changing withtime, place and person. We
require hot drinksinwinter and cool drinksin summer. Peopleof
England requirewarmwoollen suitsand rain coats. Peopleof India
requireonly cotton. Thewantsof avillager in AndhraPradesh are
different from abusinessmagnet living in Bombay. Thewants of
our forefathers were different from the wants of the present
generation. So, wants vary with generation, culture, society,
geographiclocation and the extent of economic development.
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7. Somewantsrecur again: Somewantsarefelt again and again.
Thewant for food can be satisfied by eating food. Againthesame
want appear after afew hours. That iswhy we say wants are
recurringin nature.

8. Wants are influenced by advertisements: Effective
advertisementsthrough films, journals, radioand TV will create
new wants and the existing wants get modified. Through
advertisementsand clever sdlesmanship, businessmen cregtetastes
for their products.

9. Wants become habits and customs: If a particular want is
satisfied repeatedly by acommodity, then it becomes a habit.
Example: drinking coffeeand tea. Wantsbecome habitsand habits
areresponsiblefor wants.

Classification of Wants

In Economics, wants are classified into three categories, viz.,
Necessaries, Comfortsand Luxuries.

1) Necessaries

Necessariesarethosewhich areessentia for living. Manrequires
certain basicthingstolive. Hewantsfood, clothing and shelter. Without
thesethings, lifeisimpossible.

2) Comforts

Comfortsrefer to thosegoodsand services, which arenot essentia
for living but which arerequired for ahappy living. A TV, asofa-cum-
bed, acushioned revolving chair may be stated under * comforts . Eating
superior varieti®es of food may also add to the happiness of the
consumer. Example: eating fruits, drinking milk etc. Comfortspromote
efficiency aso.

(3) Luxuries

Those goodsthat are used to show off one’shigher statusinlife

(e.g. diamond - studded jewels) areluxuries.
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Significance of Necessaries, Comfortsand L uxuries

Theclassfication of goodsand servicesinto necessaries, comforts
and luxuriesareonly relativeintheir concept. They are not absolute
concepts. What is‘ comfort’, to onemay bea‘ necessity’ to another
anda’luxury’ toathird man. A motorcar isnecessary for abusinessman
andadoctor. Itisaluxury for astudent. What isnecessary for amanin
townmay bealuxury for avillager. Theseclassificationsdepend onthe
income of aperson, hissocial status, histastesand preferences.

Concept of Utility: Marshallian Approach

Therearetwo basic approachesto the study of consumer demand
theory. Thefirst gpproachisthe utility approach. It involvesthe use of
measurable (cardinal) utility to study consumer behaviour. Marshal is
the chief exponent of the utility approach to thetheory of demand. Itis
knownascardind utility andyssor margind utility andyssor Marshdlian
utility analysis. Thesecond approach istheindifference curve gpproach
which usestheideaof comparableutility (ordind utility). JR.Hicksand
R.G.D.Allenintroduced theindifference curve approach.

Concept of Utility

Intheordinary language, ‘ utility’ means' usefulness . In Economics,
utility isdefined asthe power of acommodity or aserviceto satisfy a
humanwant.

Utility is a subjective or psychological concept. The same
commodity or servicegivesdifferent utilitiesto different people. For a
vegetarian, mutton hasno utility. Warm clotheshavelittle utility for the
peoplein hot countries. So utility depends on the consumer and his
need for the commodity.

Total Utility

Totd Utility referstothesumof utilitiesof al unitsof acommodity
consumed. For example, if aconsumer consumesten biscuits, thenthe
totd utility isthesum of satisfaction of consuming all theten biscuits.
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Marginal Utility
Margind Utility istheadditionmadetothetotd utility by consuming
one more unit of acommaodity. For example, if aconsumer consumes
10biscuits, themargind utility istheutility derived fromthe 10" unit. It
isnothing but thetotal utility of 10 biscuitsminusthetotal utility of 9
biscuits.
Thus
MU =TU -TU _

1
Where
MU_ =Marginal Utility of ‘n™" commodity.

TU, =Totd Utility of nunits.

TU ,=Tota Utility of n-1 units.
Relationship between M ar ginal Utility and Total Utility
Marginal Utility Total Utility
()] Dedlines Increases
@i Reacheszero Reachesmaximum
(i) Becomesnegative Dedlines

L aw of Diminishing Mar ginal Utility

The law of diminishing marginal utility explains an ordinary
experienceof aconsumer. If aconsumer takes moreand more units of
acommodity, theadditional utility hederivesfrom an extraunit of the
commodity goesonfalling. Thus, according to thislaw, the marginal
utility decreaseswith theincreasein the consumption of acommodity.
Whenmargind utility decreases, thetotd utility increasesat adiminishing
rate.

Gossen, Bentham, Jevons, Karl Menger contributedinitially for
the development of theseideas. But Alfred Marshall perfected these
ideasand madeit asalaw. ThisLaw isalso known as Gossen's| Law.
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Definition
According to Marshall, “ The additional benefit which a person

derives from a given increase of his stock of a thing diminishes
with every increase in the stock that he already has’.

Assumptionsof theL aw

1. Theunitsof consumption must bein standard unitse.g., acup of
tea, abottle of cool drink etc.

2. Alltheunitsof thecommodity must beidentical inall aspectslike
taste, quality, colour and size.

3. Thelaw holdsgood only whentheprocessof consumption continues
without any timegap.

4. Theconsumer’staste, habit or preference must remain the same
during the process of consumption.

Theincome of the consumer remains constant.

The prices of the commodity consumed and its substitutesare
congtant.

7. Theconsumer isassumed to bearational economic man. Asa
rational consumer, hewantsto maximisethetotd utility.

8. Utilityismeasurable.
Explanation

Suppose Mr X is hungry and eats apple one by one. Thefirst
applegiveshimgreat pleasure (higher utility) asheishungry; whenhe
takesthe second apple, the extent of hishunger will reduce. Therefore
hewill derivelessutility from the second gpple. If he continuesto take
additional apples, the utility derived from thethird applewill beless
thanthat of the second one. Inthisway, theadditiond utility (marginal
utility) from the extraunitswill go on decreasing. If the consumer
continuesto take more apples, marginal utility fallsto zero and then
becomesnegétive.
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Tables3.1

Figure: 3.1
Total and Marginal utility schedule
Units of apple| Total Marginal Tatsl and Marginnl whility corves
utility utility

1 0] 20 T 0

2
2 * 15 ESw

4 |
3 45 10 gj e
4 0 5 "

1

5 0 0 :
6 45 5
7 b -10

Table 3.1 givesthe utility derived by aperson from successive
unitsof consumption of apples.

From Table3.1andfigure3.1itisvery clear that the marginal
utility (addition madetothetotd utility) goeson declining. Theconsumer
derives 20 unitsof utility from thefirst apple he consumes. When he
consumesthe gpplescontinuoudy, themargind utility fallsto 5 unitsfor
the fourth apple and becomes zero for thefifth apple. Themarginal
utilitiesare negativefor the 6™ and 7*" apples. Thuswhen the consumer
consumesacommodity continuoudy, themargind utility dedines, reaches
zero and then becomes negative.

Thetotad utility (sumof utilitiesof al the unitsconsumed) goeson
increasing and after acertain stagebeginsto decline. Whenthemargind
utility declinesand it isgreater than zero, thetotd utility increases. For
thefirst four unitsof apple, thetotd utility increasesfrom 20 unitsto 50
units. Whenthemarginal utility iszero (5" apple), thetotal utility is
congtant (50 units) and reachesthe maximum. Whenthemargind utility
becomes negative (6" and 7" units), thetotal utility declinesfrom 50
unitsto 45 and then to 35 units.
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Importanceof L aw of DMU

() TheLaw of DiminishingMargind Utility (DMU) isthefoundation
for variousother economiclaws. For example, the Law of Demand
istheresult of the operation of the Law of Diminishing Margina
Utility. In other words, asmore and more units of acommodity
are consumed, each of them giveslessand lessmargina utility.
Thisisdueto the operation of the Law of DMU. Asutility fals,
consumer isthereforewilling to pay alower priceonly.

(i) TheLaw of DMU operatesin the case of money also. A richman
aready possesses alot of money. If more and more money is
newly added to hisincome, margina utility of money beginstofall.
Alfred Marshdl assumed that themargind utility of money remains
congtant

(i) Thislawisahandy tool for the Finance Minister for increasing tax
rateontherich.

(iv) Producers are guided by the operation the Law of DMU,
unconscioudy. They congtantly changethedesign, the package of
their goods so that the goods become more attractive to the
consumersand they appear as‘ new goods . Or dse, theconsumers
would think that they are using the same commaodity, over and
over. Insuchastuation, the Law of DMU operatesin theminds
of the consumers. Demand for such commoditiesmay fall.

Criticism
TheLaw of DMU iscriticised onthefollowing grounds.

() Derivingutility isapsychological experience, Whenwesay aunit
of X givestenunitsof utility, thismeansthat utility can bemeasured
precisaly. Inredlity, utility cannot be measured. For example, when
aperson seesafilmand saysitisvery good, we cannot measure

theutility he hasderived fromit. However, we can measure utility
indirectly by thecinemafareheiswillingto pay.
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(i) TheLaw isbased onasnglecommodity consumption mode. That
is, aconsumer consumes only one good at atime. Thisisan
unrealistic assumption. Inreal life, aconsumer consumesmore
than onegood at atime.

(i) According to the Law, aconsumer should consume successive
unitsof thesamegood continuoudly. Inred lifeitisnot so.

(iv) TheLaw assumescongtancy of themargind utility of money. This
meansthemargind utility of money remainsconstant, evenwhen
money stock changes. Inred life, themargind utility derived from
the consumption of a good cannot be measured precisely in
monetary terms.

(v) Asuitility itsdf iscapableof varying from personto person, margind
utility derived from the consumption of agood cannot be measured
precisdly.

LAW OF EQUI-MARGINAL UTILITY

The idea of equi-marginal principle was first mentioned by
H.H.Gossen (1810-1858) of Germany. Henceit iscalled Gossen’'s
second Law. Alfred Marshdl madesignificant refinementsof thislaw in
his* Principlesof Economics'.

Thelaw of equi-margind utility explainsthebehaviour of aconsumer
when he consumers more than one commaodity. Wantsare unlimited
but theincomewhich isavailableto the consumersto satisfy all his
wantsislimited. Thislaw explainshow the consumer spendshislimited
income on variouscommoditiesto get maximum satisfaction. Thelaw
of equi-margina utility isalso known asthelaw of substitution or the
law of maximum satisfaction or the principleof proportiondity between
pricesand margind utility.

Definition
Inthewordsof Prof. Marshdl, “ If aperson hasathingwhich can

be put to several uses, hewill distributeit among these usesin sucha
way that it hasthesamemargina utility indl”.

55



Assumptions

=

Theconsumer isrationa so hewantsto get maximum satisfaction.
Theutility of each commodity ismeasurable.

Themargind utility of money remainsconstant.

Theincomeof theconsumer isgiven.

Thepricesof thecommoditiesaregiven.

Thelaw isbased onthelaw of diminishing margind utility.

o 0k~ 0D

Explanation of thelaw

Supposetherearetwo goods X and Y onwhich aconsumer has
to spend agivenincome. The consumer being rational, hewill try to
spend hislimitedincomeongoods X and Y to maximisehistotal utility
or satisfaction. Only at that point the consumer will bein equilibrium.

Accordingtothelaw of equi-margind utility, theconsumer will be
inequilibrium at the point wherethe utility derived from thelast rupee
Spent oneachisequal.

Symbolicaly theconsumer will beinequilibriumwhen

MU MU,

B, T, CMUn

Where MUx = Marginal utility of
commodity X

MUy =Margind utility of commodity Y
Px = Priceof commodity X

Py =Priceof commodity Y
MUm=Margina utility of money.

M U X M U . “pe -
P and P ~ areknown asmargind utility of money expenditure.

They explainthemargina utility of onerupee spent on commodity X
andthemargind utility of onerupee spent on commodity Y

Let usillugtratethelaw of equi margind utility withthehelp of the
folowingteble:
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TableN03.2
Marginal utility of Goods X and Y

Units MU, (units) | M Uy (units)
1 50 36
2 45 32
3 40 28
4 35 24
5 30 20
6 25 16
7 20 12
8 15 8
Table3.3
Mar ginal utility of money expenditure
Units MU, (units) Y (units)
Px y
1 10 9
2 9 8
3 8 7
4 7 6
5 6 5
6 5 4
7 4 3
8 3 2
57



Supposethemargind utility of money iscongtant at Re 1=5units,
theconsumer will buy 6 unitsof commodity ‘X’ and 5 unitsof commodity
‘y’. Histotal expenditurewill be (Rs5x 6) + (Rs4x5) =Rs50/- on
both commodities. At this point of expenditure his satisfaction is
maximised and therefore hewill beinequilibrium.

Figure3.2
Consumer’sEquilibrium
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Consumer’sequilibriumisgraphicaly portrayedinfig. 3.2. Since
margina utility curvesof goodsdope downward, curvesdepicting
MU
MPU + and ——will also dopedownward. Taking theincome

of aconsumer asgiveyn, let hismarginal utility of money be constant at
OM utilsinFig. 3.2. MPU - isequal to OM (themarginal utility of

MU
money) when OH amount of good x is purchased; P—y isequal to

OM when OK quantity of good Y is purchased. Thus, when the
consumer is buying OH of X and OK of Y, then
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MU
MU, _ MYy
P P,

X y

Therefore, the consumer will bein equilibriumwhen he buys OH
of X and OK of Y. No other all ocation of money expenditurewill yield
greater utility than when he buys OH of X and OK of Y. Supposethe
money incomeof the consumer falls. Thenthe new marginal utility of
money will be equal to OM; then the consumer will increase the
purchasesof good X and Y to OH and OK respectively.

Limitationsof theLaw
Thelaw of equi-margind utility brigtleswiththefollowing difficulties
1. Indivisibility of Goods

Thetheory isweakened by thefact that many commoditieslikea
car, ahouseetc. areindivisble. Inthecaseof indivisblegoods, thelaw
isnot applicable.

2. TheMarginal Utility of Money isNot Constant

Thetheory isbased on the assumption that themarginal utility of
money isconstant. But that isnot really so.

3. The M easurement of Utility isnot Possible

Marshall statesthat the priceaconsumer iswilling to pay for a
commodity isequal toitsmargina utility. But modern economistsargue
that, if two personsare paying an equal pricefor given commodity, it
doesnot meanthat both are getting thesameleve of utility. Thusutility
isasubjective concept, which cannot bemeasured, in quantitativeterms.

4. Utilitiesar el nter dependent

Thislaw assumesthat commoditiesareindependent and therefore
their margina utilitiesarea soindependent. Butinred lifecommodities
are either substitutes or complements. Their utilities are therefore

interdependent.
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5. IndefiniteBudget Period

According to Prof. K.E. Boulding, indefinite budget periodis
another difficulty inthelaw. Normally the budget periodisassumedto
beayear. But there are certain commoditieswhich are availablein
severd succeeding accounting periods. Itisdifficult tocaculaemargind
utility for such commodities.

In conclusion, we may say all prudent and rational personsare
expected to act upon thelaw conscioudy or unconscioudy. AsChagpman
putsit,

“We are not, of course compelled to distribute our incomes
according tothelaw of substitution or equi-margina expenditure, asa
stonethrowninto theair iscompelled, in asenseto fall back to the
earth, but asamatter of fact, wedoinacertain rough fashion, because
wearereasonable.”

I mportance

Accordingto Marshall, “the applications of thisprinciple extend over
amos every fidld of economic activity.”

1. It appliesto consumption

Every rationd human being wantsto get maximum satisfactionwith
hislimited means. The consumer arranges hisexpenditureinsucha

D — y —

M MU , . .
way that, P, P P, so that he will get maximum

satisfaction.
2.1t appliesto production

Theam of theproducer isto get maximum output with least-cogt,
sothat hisprofit will bemaximum. Towardsthisend, hewill substitute
onefactor for another till

MP /P,=MP_/Pc=MP /P
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3. Distribution of Ear nings Between Savingsand Consumption

According to Marshall, a prudent person will endeavour to
distribute hisresources between his present needsand future needsin
such away that themarginal utility of thelast rupeeputinsavingsis
equd tothemargina utility of thelast rupee spent on consumption.

4.1t appliestodistribution

The general theory of distribution involves the principle of
substitution. In distribution, the rewards to the various factors of
production, that istheir relative shares, are determined by theprinciple
of equi-margind utility.

5.1t Appliesto Public Finance

Theprincipleof ‘Maximum Social Advantage’ asenunciated by
Professors Hicks and Dalton states that, the revenue should be
distributed in such away that thelast unit of expenditure on various
programmesbringsequal welfare, sothat social welfareismaximised.

6. Expenditureof Time

Prof. Boulding rlatesMarshdl’slaw of equi-margind utility tothe
expendituresof limited time, i.e. twenty-four hours. He statesthat a
person should spend hislimited time among alternative usessuch as
reading; studying and gardening, in suchaway that themarginal utility
fromall theseusesareequal.

Consumer’ssurplus

The concept of consumer’s surplus was first mentioned by
JA .Dupuit, aFrench engineer —economist in 1844. Marsha | devel oped
the concept in hiswork ‘ Principlesof Economics' (1890).

Consumer’saurplusisexperiencedin commoditieswhicharehighly
useful but relatively cheap. For example, newspaper, salt, match box,
postage stamp etc. For these commodities, we areready to pay more
than what we actually pay, if theaternativeisto gowithout them. The
extrasatisfaction aconsumer derivesiscalled consumer’ssurplus.
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Suppose aconsumer wantsto buysashirt. Heiswilling to pay Rs 250
for it. But theactual priceisonly Rs200. Thushe enjoysasurplus of
Rs50. Thisiscaled consumer’ssurplus.

Definition
Marshdl defines Consumer’ssurplusasfollows:

“The excess of price which a person would be willing to pay
rather than go without the thing, over that which he actually
does pay, isthe economic measure of this surplus of satisfaction.
It may be called consumer’s surplus.”

Assumptions

1. Cadind utility, thatis, utility of acommodity ismeasuredin money
terms.

2. Marshall assumes that there is definite relationship between
expected satisfaction (utility) and redized satisfaction (actud).

Margind utility of money isconstant.
Absenceof differencesinincome, tastes, fashion etc.

| ndependent goods and independent utilities.

o g k~

Demand for acommodity dependsonitspriceaone; it excludes
other determinantsof demand.

M easur ement
Consumer’s Surplusfor asinglecommodity ismeasured asfollows:
Consumer’ssurplus= Potentia price—Actual price

Potential priceisthe pricewhich aconsumer iswillingto pay for a
commodity and actud priceisthe pricewhichthe consumer actudly
paysfor that commodity.
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Table3.4
M easur ement of Consumer’s Sur plus

Units | Magind Priceof theunits(inRs) | Consumer’s
Utility aurplus
0) (i) (iit) (iv)
(ii-iii)
1 50 10 40
2 40 10 30
3 30 10 20
4 20 10 10
5 10 10 0
150 50 100

Consumer’ssurplusisdetermined by the potentia priceof the
commodity purchased and the actual priceinthe market price. Thus
the consumer’ ssurplusisthe difference between the sum of margina
utilities(i.e. thetota utility) minusthetota money spent (pricemultiplied
by quantity purchased) onthe commodity. Thiscanbeillustrated by a
table.

Inthe abovetable, we have assumed that the market price of the
commodity isRs10/- (column 3). Column 2 givesthemargina utility.
Margind utility explainsthe pricewhichaconsumer iswillingto pay for
the unit of the commodity. Asmore and more unitsof acommodity is
purchased, themargind utility declines. Thereforethe price, whichthe
consumer iswilling to pay, also decreases. The difference between
margind utility (potentia price) andthemarket price (actud price) gives
the consumer’ssurplus. Thusfrom the table consumer’ssurplusfor
each unitisthedifference between Margind Utility (column 2) minus
market price (column 3). The consumer’ssurplusfor al theunitscan
be calculated as total utility minus the total amount spent on the
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commodity i.e. consumer’s surplus = Rs 150 — 50 = Rs 100.
Consumer’ssurpluscan beillustrated with adiagram by taking unitsof
thecommaodity on the x-axisand the utility and price onthey-axis.

g
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C8 = Cowsmner's Surplns

Inthefigure 3.3, MU isthemarginal utility curve. OPistheprice
and OM isthe quantity purchased. For OM units, the consumer is
willing to pay OAEM. The actual amount he paysis OPEM. Thus
consumer’ssurplusisOAEM —OPEM = PAE (the shaded area).

A riseinthemarket pricereducesconsumer’ssurplus. A fal inthe
market priceincreasesthe consumer’ssurplus.

Criticism
Two major criticisms against the Marshallian concept of
Consumer’sSurplusare

(@ Marshall assumed that utility is measurable, but utility is
immeasurable, becauseitispsychologica innature;

(b) TheMarshdlianassumptionof margind utility of money remaining
congtantisunredigtic.
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Thiscontribution of the great economist Marshall, has perhaps
provoked themost caustic of criticismsfrom variouseconomists.

Marshall assumed that utility ismeasurable. But J.R.Hickssays
that utility isnot measurable, becauseitisapsychological phenomenon.

1. Marshal assumedthat there'snointerpersond differences. But it
will changewith regard to tastes, preferences, statusetc.

2. Marshall assumed that thereis constancy of marginal utility of
money. Butitisunredlistic. Margina utility of money increases
withthefal inthestock of money.

Importanceof Consumer’sSurplus

Consumer’sSurplusisuseful totheFinanceMinigter informulating
taxation palicies. Itisaso he pful infixing ahigher priceby amonopolist
inthe market, based on the extent of consumer’s surplus enjoyed by
consumers.

Consumer’s Surpl us enabl es comparison of the standard of living
of peopleof different regionsor countries. Thiscomparison helpsto
di stinguish consumption level s between the people, who arelivingin
rich countriesand poor countries. For example, amiddleclass person
inNew York enjoysmore consumers surplusthanasimilar personin
Chennai. Alfred Marshall has stated that amiddleclasspersonina
modern city enjoysmoreconsumer’ ssurplusthan aking of theMedieva
Ages.

I ndifference Curve Approach

Marshal’sdemand anaysi sisbased on the cardinal measurement
of utility. Theapproachiscriticised for two reasons.

(i) Utility isapsychologica phenomenonand

(i) It cannot be measured.
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Hence, theindifference curve approach based on ordina ranking
preference was evolved. Vilfred Pareto, Wicksteed and Slutsky
devel oped thisapproach. Two noted English economistsProf. JR. Hicks
and Prof. Allen provided arefined version of indifference curve
gpproach. According to Hicksand Allen, utility cannot bemeasured. It
can only beranked or ordered. The consumer canrank hispreference
very easily and say whichisbetter than the other.

The concept of scale of preference has been explained by
indifference curve. Anindifference curve showsdifferent combinations
of two commodities, which give the consumer an equd satisfaction.

Definition
Anindifferencecurveisthelocusof different combinationsof two
commoditiesgivingthesamelevel of satifaction.
Assumptionsof indifferencecurveanalysis
1. Theconsumer isrational. So, he prefersmoregoodstolessgoods.

2. Hepurchasestwogoods, X andY only.

3. Thepricethat aconsumer paysfor acommodity indicatesthe
level of utility derived by him.

4. Hisincomeremainsconstant
5. Histastes, preferences, habitsremain unchanged.
I ndiffer ence Schedule

Anindifference scheduleisastatement of variouscombinationsof
two commoditiesthat will equally be accepted by the consumer. The
variouscombinationsgiveequa satisfaction totheconsumer. Therefore
heisindifferent between various combinations.

L et usassumethat the consumer buystwo commodities- bananas
and biscuits. Thentheindifference schedulewill be:
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Table3.5 I ndifference Schedule

Combination Biscuits Bananas
(Good X) (Good Y)
A 1 12
B 2 8
C 3 5
D 4 3
E 5 2

From theabove scheduleit can beunderstood that whilethenumber
of biscuitsisincreasing, the number of bananasisdecreasing so that the
leve of satisfactionisthesamefor al the combinations. Thereforethe
consumer isindifferent between the combinationsA, B, C,D and E.

Indifferencecurve

Thedatain theindifference schedule can be represented inthe
graphwith one commodity ontheX-axisand another commodity inthe
Y -axis Thevarious combinations of thetwo commoditiesare plotted
andjoinedtoformacurvecaledindifferencecurve. InthefigurelCis
anindifference curve showing combinations of thetwo commodities
givenintheschedule.

Figure 3.5
Indifference Curve
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All thepointsonthiscurvegiveequal level of satisfactiontothe
consumer. Indifference curveisotherwisecalled ‘iso—utility curve'.

IndifferenceMap

Indifference Map is a group of indifference curves for two
commoditiesshowing different levelsof satisfaction. Inthisindifference
map, it should be clearly understood that ahigher indifference curve
denotes higher level of satisfaction and alower indifference curve
representslower level of satisfaction. Being rationd, the consumer will
awayschooseahigher indifference curveto get maximum satisfaction,
other thingsbeing equd.

Figure3.6: IndifferenceMap
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Propertiesof an I ndifferencecurve

1. Indifferencecurvesdopedownwardstotheright

2. Indifferencecurvesareconvex totheorigin

3. Notwoindifference curvescan ever cut each other.
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All indiffer ence curvessopedownwar dsfrom left toright

Thedownward dope of indifference curve must be attributed to
thefact that the consumer in substituting good X by good Y, increases
theamount of Y and reducestheamount of X. If theindifferencecurve
werehorizonta linerunning pardle to X axisthenthecombinationwhich
it representsisthe sameamount of Y but moreand more of X. Inthat
case, the satisfaction from the combination will not be equal. For the
samereason, it can be said that indifference curvewill not bevertical.

All indifferencecurvesareconvex totheorigin

This is because of the operation of a principle known as
‘Diminishing Margina Rateof Substitution’. Theindifference curves
arebased onthisprinciple. If they areconcavetotheorigin, thenit will
mean that MRSisincreasing. | ndifference curve cannot bestraight line
except when the goods are perfect substitutes.

Figure3.7: Indifferencecurvessdopesdownwards
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Margind rateof subdtitution between X and 'Y referestotheamount
of commodity Y to beofferedinexchangefor oneunit of X commodity.
The MRS goes on diminishing as consumer goes on substituting
XforY.

Thethird assumption isthat no two indifference curvescan ever
cut each other. But in Figure 3.8 wefind twoindifference curvesdo cut
each other.

3.8: Notwoindifferencecurvesinter sect each other
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F
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Point A whichison indifferencecurve 2 representsahigher level
of satisfactionto the consumer than at point B whichison indifference
curve 1. But point C lieson both curves. That means, two levels of
satisfaction A and B which areunequa have becomeequd. That cannot
be accepted. Soindifference curvescan never cut each other.

Thesearethethree assumptionsabout the shape of anindifference
curve.

Consumer’s Equilibrium through Indifference Curve Analysis

Asaconsumer hasalimitedincome, hespendsit in suchamanner
so asto obtainmaximum leve of satisfaction. Hewill attain equilibrium
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when he gets maximum sati sfaction from hisexpenditure on different
goods. Under the utility analysisexplained earlier, aconsumer gets
maximum satisfactionwhenmargind utilitiesfrom hisdifferent purcheses
areequal. We can d so explaintheequilibrium of the consumer with the
help of theindifference curve analysis. For our analysis, we haveto
makethefollowing assumptions.

(@ Theconsumer hasbeforehimanindifferencemap for apair of
goods say, teaand biscuits. Thismap representsthe preferences
of theconsumer for thetwo goods. Itisassumed that hisscalesof
preferencesremain constant at agiventime.

(b) Theconsumer hasafixed amount of money to spend onthetwo
goods. It isassumed that hewill spend the amount on both the
goodsand not save any part of it.

(c) Thepricesof thesegoodsaregiveninthemarket and areassumed
to be constant.

(d) The consumer is assumed to act rationally and maximise his
satisfaction.

A consumer’sindifferencemapfor good X andgood Y isgivenin
figure 3.6; it representsfour scaesof preferencesof aconsumer for the
two goods. Indifference curvesto theright represent higher satisfaction.
The consumer would like to choose a combination of good X and
good Y, whichwill beonthe highest indifference curve. But hischoice
will depend upon hisincome and the price of the two goods.

To understand the extent of purchase of the goodswiththegiven
pricesand incomeof the consumer, budget lineisimportant.
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Budget line of theconsumer

Supposethat the consumer has Rs.20 to spend onteaand biscuits,
which cost 50 pai seand 40 pai serespectively. The consumer hasthree
dternativepossbilitiesbeforehim.

(& Hemay decideto buy teaonly, inwhich case he can buy 40 cups
of tea.

(b) Hemay decideto buy biscuitsonly, inwhich case he can buy 50
biscuits.

(©) Hemay decideto buy some quantity of both the goods, say 20

cups of tea (Rs.10) and 25 biscuits (Rs.10) or 12 cups of tea
(Rs.6) and 35 biscuits(Rs.14), and so on. (Total amount = Rs.20).

Figure3.9 Budget Line
v
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Figure 3.9 shows the above three possibilities. The line LM

represents maximum amount of biscuits(50) and totea (40 cups), which
the consumer can buy with hisincome of Rs.20. ThelineLM shows
that the consumer cannot choose any combination beyond thisline
because hisincome doesnot permit him. Nor would heliketo choose
acombinationbdow thisline say, B, asitwill not represent themaximum
satisfaction.

LineLM isknown asthe budget linesinceit representsthevarious
amountsthe consumer can buy with hisincome; itisalso known asthe
price-ratio lineor simply the pricelinesinceitssloperepresentsthe
ratio of prices of the two goods (i.e., OM of Good X = OL of
goodY).
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Figure3.10: Consumer’sEquilibrium
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The consumer getsthe maximum possible satisfaction from his
givenincomeat point C ontheindifferencecurvel . Atthispoint, he
buys acombination of OX, amount of Good X and OY , amount of
Good Y. Any other possible combination of thetwo goodswill either
yield lesser satisfaction or will not be unobtainable at present prices,
with the given amount of income of the consumer.

Atthepoint of equilibrium (point C) theprice-lineLM istangentia
totheindifferencecurvel,. At point C, theindifference curveand the
price-linehavethe samedope. Now the dopeof theindifferencecurve
representsthe marginal rate of substitution; and the budget line shows
theratio of pricesbetween thetwo goods. At point C themargina rate
substitution between the two goods asindicated by the slope of the
indifference curvel, and theratio of pricesbetweenthetwo goodsas
indicated by theprice-lineLM areequd. Thispoint, therefore, indicates
theided combination betweenthetwo commodities, giving theconsumer
the highest satisfaction possiblewith hislimited income. At thispoint,
thereforethe consumer isinequilibrium.
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Thefundamental condition of equilibriumisthat themargind rate
of substitution of commodity X for commodity Y should beequal tothe
ratio of pricesbetween thetwo goods. Therefore, the condition for
equilibriumisM RSXy =P/ Py

EXERCISE
PART A
|. Choosethecorrect answer
1. Necessaries, comfortsand luxuriesare
a) Clasdficationof goodsand services
b) Classficationof wants
c) Classficationof utility
d) Noneof theabove
2. Thelndifference curve approach wasintroduced by
a AlfredMarshdl
b) Liond Robbins
¢) JR.HicksandR.G.D. Allen
d) AdamSmith
3. Utilityisa
a) Socia concept
b) Subjective/ psychologica concept
c) Political concept
d) Scientificconcept
4.  Singlecommodity consumptionmodeis
a) Production possibility curve
b) Law of Equi-margind utility
c) Lawof supply
d) Law of DiminishingMargind Utility
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10.
.
11.
12.
13.
14.
15.

16.
17.
18.
19.
20.

Consumer surplusis
a) Potentia Price—Actual Price
b) MVn=TVn-TVn-1
¢) Demand=supply
d) None
Fill in theBlanks
means using up of goods and services

wants may be both and

Marshdlian utility gpproachis analyss
Margind utility fallsto zero, whenthetotd utility is
Anindifferencecurvesis totheorigin
Match thefollowing

Wants a) Marshdl
“Principlesof economics’ b) Hicksand Dalton
Maximum socid advantage c¢) Diamond, Jewels
Indifferencecurve d) Advertisements
Luxuries €) Ordina Ranking
Answer inaword or two

DefineUtility

What isthe other namefor thelaw of Equi-Margina Utility

What isIndifferencecurve?
What isIndifferenceMap ?
What isthe other namefor budget line ?
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PART B

Answer thefollowing questionsin about four or fivelines

21.
22.
23.
24.
25.

What arethe causesfor wants ?

What arethe classifications of goods?

DefinetheLaw of Dimnishing Margind Utility.

What arethe propertiesof Indifferencecurve?

Define* consumer’ssurplus’ inthewordsof Marshall.
PART C

Answer thefollowing questionsin about a page

26.
27.
28.
29.
30.

Digtinguish betweentotd and marginal utility.

What areassumptionsof Law of Dimnishing Margina Utility

Bring out theimportance of Law of Dimnishing Margina Utility

Mentionthelimitationsof Law of Equi-Margind Utility

Describe consumer’ sequilibriumwith thehel p of indifferencemap.
PART D

Answer for each question should beabout thr ee pages

31
32.
33.

34.
35.

Explainthe characterigticsof humanwants
DescribetheLaw of DiminishingMargina Utility withadiagram?

Explain Consumer’s Surpluswith thehel p of adiagramand bring
out itsimportanceand itscriticism.

Explainthelndifference Curve Approach

What is Indifference curve map ? Explain the properties of
indifferencecurvewith diagrams.
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Chapter 4

Demand and Supply

Demand for acommodity refersto the desire backed by ability to
pay and willingnessto buy it. If aperson below poverty linewantsto
buy acar, itisonly adesire but not ademand as he cannot pay for the
car. If arichmanwantsto buy acar, itisdemand ashewill beableto
pay for the car. Thus, desire backed by purchasing power isdemand.

Thedemand for any commodity mainly depends on the price of
that commodity. The other determinants include price of related
commodities, the income of consumers, tastes and preferences of
consumers, and thewesalth of consumers. Hencethe demand function
canbewrittenas

D =F({P,P,Y, T,W)
whereD,  represents demand for good x
P_ispriceof good X
P_ ispriceof related goods
Y isincome
T referstotastesand preferences of the consumers
W refersto wedlth of the consumer.
L aw of Demand

The law of demand states that there is a negative or inverse
relationship between the price and quantity demanded of acommaodity
over aperiod of time.

Definition: Alfred Marshall stated that “ the greater the amount
sold, thesmaller must bethe priceat whichitisoffered, in order that it
may find purchasers; or in other words, theamount demanded increases
withafall in priceand diminisheswithrisein price’. According to
Ferguson, the law of demand isthat the quantity demanded varies
inversely with price.
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Thusthelaw of demand statesthat peoplewill buy moreat lower
pricesand buy lessat higher prices, other thingsremaining the same.
By other thingsremaining thesame, wemean thefollowing assumptions.

Assumptionsof theLaw

1. Nochangeintheconsumer’sincome

No changein consumer’ stastesand preferences

No changesinthe pricesof other goods

No new substitutesfor the goods have been discovered

Peopledo not feel that the present fall inpriceisapreludetoa
further declineinprice.

Demand Schedule

Demand scheduleisatabular statement showing how much of a
commodity isdemanded at different prices.

Demand Scheduleand Demand curve

Table 4.1 isahypothetical demand schedule of an individual
consumer. It shows a list of prices and corresponding quantities
demanded by anindividual consumer. Thisisan individual demand
schedule,

a e

Table4.1 Demand Figure4.1 Demand
Schedule Curve
Price | Quantity Demanded
(R9 (Units) .
5 10 |
4 20
3 30 ]
2 40 1
[}
1 50 '
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Demand Curve

The demand schedul e can be converted into ademand curve by
measuring priceon verticad axisand quantity on horizonta axisasshown
inFigure4.1.

In Figure, 4.1 DD, is the demand curve. The curve slopes
downwardsfrom left to right showing that, when pricerises, lessis
demanded and viceversa. Thusthedemand curverepresentstheinverse
rel ationship between the price and quantity demanded, other things
remaining constant.

Why doesthe demand curve slope downwards?

The demand curve slopesdownwards mainly dueto thelaw of
diminishingmargind utility. Thelaw of diminishingmargina utility States
that an additional unit of acommodity gives alesser satisfaction.
Therefore, the consumer will buy more only at alower price. The

demand curve slopes downwards becausethe marginal utility curve
also dopesdownwards.

I ndividual demand and mar ket demand schedules

Individual demand schedul etedllsthe quantitiesdemanded by an
individual consumer at different prices.

Table4.2: Individual demand schedulefor oranges

Priceof oranges(Rs.) | Quantity of oranges
5 1
4 2
3 3
2 4
1 5

79



Itisclear from the schedulethat when the price of orangeisRs.5/
- the consumer demandsjust one orange. When thepricefallstoRs.4
he demands 2 oranges. When thepricefa sfurther to Rs 3, hedemands
3oranges. Thus, when the price of acommodity fals, the demand for
that commodity increasesand viceversa

M ar ket demand schedule

A demand schedulefor amarket can be constructed by adding up
demand schedulesof theindividua consumersinthe market. Suppose
that themarket for orangesconsstsof 2 consumers. Themarket demand
iscalculated asfollows.

Table4.3 Demand Schedulefor two consumer sand the
M ar ket Demand Schedule

Priceof Oranges Quantity demanded
(inRs)

Consumer | | Consumer Il | Market Demand

R N W b~ Ol
g A W N -
A W N P

© N 01 W

M ar ket demand curve

The market demand also increaseswith afall inpriceand vice
versa

80

InFigure4.2, thequantity demanded by consumer | and consumer
|1 aremeasured on the horizonta axisand themarket priceismeasured
onthevertical axis. Thetotal demand of thesetwo consumersi.e. D, +
D,=DD,, - DD, —themarket demand curve - also dopesdownwards
just liketheindividua demand curve. Likenorma demand curvs,itis
convex totheorigin. Thisreved stheinversereationship.

Figure 4.2 Individual Demand and Market Demand Curves

]
! DCemand Curve for Darneand Curse for Market Damand Curve
Consumer - | Consumsr - |l
'-\_I. 51 5--
o8- 4- ‘--
g 4 a1t
2% 9 2% [
1 ) 1- n:’ -1 Ll
A
>3 4 5 0 1 23 45 B 123458 & T 8910

H Qurtpast H’

ExceptionstotheL aw of Demand

TheLaw of demandisagenera statement telling that pricesand
quantitiesof acommodity areinversdy reaed. Therearecertain peculiar
casesinwhichthelaw of demand will not hold good. In those cases,
morewill be demanded at ahigher priceand lesswill be demanded at
alower price. Thedemand curvesin those casesd ope upwardsshowing
apositiverel ationship between price and quantity demanded asshown
infigure4.3.
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Figure4.3

P
D
P,
[0) D
QP
o
D
0 Q Q, Q
Quantity Demanded

When the priceincreasesfrom OPto OP,, quantity demanded
asoincreasesfrom OQto OQ, andviceversa. DD istheexceptiona
or abnormal demand curve. Thefollowingisthelist of few exceptions
tothelaw of demand.

(1) Veblen Effect

Veblen has pointed out that there are some goods demanded by
very rich peoplefor their social prestige. When price of such goods
rise, their use becomes more attractiveand they are purchasedinlarger
quantities. Demand for diamondsfrom thericher classwill go up if
thereisincreasein price. If such goodswere cheaper, therichwould
not even purchase.

(2) Giffen Paradox

Sir Robert Giffen discovered that the poor peoplewill demand
moreof inferior goodsif their pricesriseand demand lessif their prices
fal. Inferior goodsarethose goodswhich peoplebuy inlargequantities
whenthey arepoor andin small quantitieswhen they becomerich. For
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example, poor people spend the major part of their income on coarse
grains(e.g. ragi, cholam) and only asmall part onrice. Whentheprice
of coarsegrainsrises, they will buy lessrice. Tofill uptheresulting gap,
more of coarse grainshaveto be purchased. Thus, risein the price of
coarse grains results in the increase in quantity of coarse grains
purchased. Thisiscalled ‘ Giffen Paradox’ . In these cases, thelaw of
demand hasan exception.

Changesin demand
Extension and contr action of demand

Thedemand curvedoesnot changeitsposition here. When change
indemand for acommodity isentirely dueto achangeinitsprice, itis
cdled extension or contraction of demand. Theextenson or contraction
in demand are movementson or along the given demand curve. Itis
showninfigure4.4.

Figure4.4

O]
O p \
(a1

P

D D
0 g9 @a € Q
Quantity Demanded
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When the price of agood is OP, demand is OQ. If the price of
good fallsto OP,, demand expandsto OQ,. Thusextensionindemand
is QQ,. On the other hand, when the price of good rises to OP,
demand contractsto OQ,. ThuscontractionindemandisQQ..

Shiftsin demand or I ncrease and decr easein demand

One of the basic assumptionsof economictheory is* other things
beingequd’. Other thingsareincome, tastes, popul ation, government
policy, technology, priceof related goodsetc. Changeinsuchfactors
will bring about increase or decrease in demand. In figure 4.5, the
increasein demand isshown by the shiftsof thedemand curvetothe
rightfromDD to D, D.,.. The decreasein demand isshown by the shift
totheleftfromDDtoD, D,. Theincrease and decreasein demand are
shiftsinthe demand curves.

Figure4.5 Shiftsin Demand

AN
\Q,L

Price

\
A\ Q

I

I

D \

| O\

0 Q, Q
Quantity Demanded

AN
L
|
|
|
|
|
Q

2
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Factor sdeter mining demand
1. Tastesand preferences of the consumer

Demand for acommodity may change dueto achangein tastes,
preferencesand fashion. For example, the demand for dhoties has
come down and demand for trouser cloth and jeanshasgone up dueto
changeinfashion.

2. Income of theconsumer

When the income of the consumer increases, more will be
demanded. Therefore, we can say that asincomeincreases, other things
being equal, the demand for acommaodity al so increases. Comforts
and luxuriesbelong to thiscategory.

3. Priceof substitutes

Some goods can be substituted for other goods. For example, tea
and coffee are substitutes. If the price of coffeeincreaseswhilethe
priceof tearemainsthe same, therewill beincreasein the demand for
teaand decreasein the demand for coffee. The demand for substitutes
movesinthe oppositedirection.

4. Number of consumers

Size of population of acountry isanimportant determinant of
demand. For instance, larger the population, morewill bethe demand,
for certain goodslikefood grains, and pul sesetc. When the number of
consumersincreases, therewill be greater demand for goods.

5. Expectation of futurepricechange

If the consumer believesthat the price of acommodity will risein
the future, he may buy alarger quantity in the present. Suppose he
expectsthe pricetofall, hemay defer someof hispurchasesto afuture
date.

6. Distribution of income

Digtribution of incomeaffectsconsumption pattern and hencethe
demandfor variousgoods. If thegovernment attemptsredistribution of
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incometo makeit equitable, the demand for luxurieswill declineand
thedemand for necessitiesof lifewill increase.

7.Climateand weather conditions

Demand for acommodity may changeduetoachangeinclimatic
conditions. For example, during summer, demandfor cool drinks, cotton
clothesand air conditionerswill increase. Inwinter, demand for woollen
clothesincreases.

8. State of business

During boom, demand will expand and during depress on demand
will contract.

9. Consumer I nnovativeness

When the price of wheat flour or price of electricity falls, the
consumer identifiesnew usesfor the product. It creates new demand
for the product.

Elasticity of Demand

Thelaw of demand explainsthat demand will changeduetoa
changeinthe priceof thecommodity. But it doesnot explaintherateat
which demand changesto achangein price. The concept of elasticity
of demand measurestherate of changein demand.

The concept of elasticity of demand wasintroduced by Alfred
Marshdl. Accordingtohim“thedadticity (or repong veness) of demand
inamarketisgreet or smal according astheamount demanded increases
muchor littlefor agivenfal inprice, and diminishesmuch or littlefor a
givenriseinprice’.

Typesof Elasticity of Demand
Therearethreetypesof easticity of demand,;
1. Pricedadticity of demand;

2. Incomedadticity of demand; and
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3. Cross-eadticity of demand

1. Priceélasticity of demand
“Thedegree of respons venessof quantity demanded to achange
inpriceiscalled priceeasticity of demand”
Pricedadticity of demand=Percentage changein quantity demanded
Percentage changein price

Symboalicaly,
ep=AQ/Q _ AQ P A - change

AP/ P Q X AP P- price
Q - quantity
M easur ement of priceelasticity of demand
Important methodsfor ca culating price elasticity of demand are
1) Percentagemethod
2) Point method or dopemethod
3) Totd outlay method
4)  Arcmethod
1. Percentagemethod

Thisismeasured astherelative changein demand divided by
relative changein price (or) percentage changein demand divided by
percentage changein price.

%Aq
% Ap

Formulais e=

For example, thepriceof ricerisesby 10% and the demand for
ricefdlsby 15%
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Thenep= 15 =15
10
Thismeansthat thedemand for riceisdadtic.

If thedemand fallsto 5% for a10%risein price, then e = 5/10
=0.5. Thismeansthat thedemand for riceisinelastic. Thusthereare
fivemeasuresof eagticity.

ad) Elagticdemand, if thevalueof dasticity isgreater than 1

b) Ineasticdemand, if thevalueof eadticity islessthan 1

C) Unitary elasticdemand, if thevalueof elasticity isequal to 1.
d) Perfectly indasticdemand, if thevaueof elagticity iszero.

e) Pefectly dasticdemand, if thevaueof dadticity isinfinity.
Graphical illugtration

All thefivemeasuresareillustrated inthefollowing figures4.6 to
4.10 respectively.

Figure 4.6 Figure4.7
Elastic demand curve Indlastic demand curve
Py "t 8]
\
w P

Rice

AN

0 [

Q Q [+ o d Q
Coua nify De manded Guanily Demanded
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Figure4.8 Unitary Figure4.9 Perfectly
elasticdemand curve inelasticdemand curve
P P
P D
8 g °
& &
P,
P,
D
0 q Q, Q O Q Q
Quantity Demanded Quantity Demanded

Figure4.10 Perfectly elastic demand curve

Pa

Price

0 Q Q, Q
Quantity Demanded

2. Point method

We can calculatethe price e asticity of demand at apoint onthe
linear demand curve. Formulato find out e through point methodis,
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Figure 4.11

>

AE - Upper Segment
EB - Lower Segment

Price

e, =1

0 B
Quantity

e= L ower segment of the demand curve
Upper segment of the demand curve

For example, infigure4.11, thelength of thedemand curve AB is
4cm

Exactly a middlepoint of AB demand curve,
1) epatpointe ep:EB = 2 =10 ep=1

EA 2
2) eat point D = (middle point of EB portion of demand curve)

DB = 1 = 03ep<l
DA 3

3) ea point ¢ (middlepoint of EA portion of demand curve)

Oep= cCB = 3 =3 ep>1
CA 1
4)epatpointB = 0 = 0 =0
AB 4
(oby anythingiszero, amathematical principle) ep=0
5)epatpointA: AB = 4 =
0 0
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(Anything by zero becomesinfinity amathematica principle) O
ep =
3. Total outlay method:
We can measure el asticity through achangein expenditure on
commoditiesduetoachangeinprice.
1. Demandisdadtic, if total outlay or expenditureincreasesfor afdl
in price(ep> 1).
2. Demandisindadtic, if tota outlay or expenditurefalsfor afal in
price (ep< 1).
3. Eladticity of demandisunitary, if total expendituredoesnot change
forafal inprice (ep: 1).
Theresultsaretabulated in Table 4.6:

Changesin Typesof dasticity of demand

price e=1 e <1 e>1
p P p

fal inprice | Tota outlay remains| Total outlay falls| Total outlay rises
constant

risein price| Total outlay remains| Total outlay riseq Total outlay falls
constant

4) Arcmethod
Segment of ademand curve between two pointsiscalled an Arc.
Arcéeadticity iscdculated fromthefollowing formula

E = g-q . p.p Where
P 6‘:# _Pl:é AQ = change in quantity demanded
1 172 AP = changein price of the commodity
= _Aq + AP P, =original price
Q,*q, P+P, P, =New price

Q, =origina quantity
Q, = new quantity
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= Aq X PP,
Q,*q, AP

= Aq x P+P
AP Q,+q,

Arcédadticity formulashould be used when the changein priceis
somewhat large.

Figure4.12 ArcEladticity

P, \

0 Q, Q, Q
Quantity Demanded

Infigure4.12 we can measurearc elagticity between pointsA and
B onthedemand curve; wewill haveto takethe average pricesof OP,
and OP, and average of thetwo quantitiesdemanded (original and the
new).
Incomeelasticity of demand

Income el asticity of demand isthe degree of responsiveness of
demand to the changeinincome.

&= Percentage changein quantity demanded
Percentage changeinincome

Symbolically e =Aq +Ay where gandy.standfor quantities

q y demanded  and income
Aj_ Xy respectively.
A means change
q by ?
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Cross-elasticity of demand

Therespong venessof demand to changesin pricesof related goods
iscalled cross-elasticity of demand (related goods may be substitutes
or complementary goods). In other words, it isthe responsiveness of
demand for commodity x to the changein the price of commodity y.

e.= Percentage changeinthequantity demanded of commodity X

Percentage change in the price of commodity y

A
e= —qXX i
¢ Ap, P

There ationship between x andy commoditiesmay be subgtitutive
asinthe case of teaand coffee (or) complementary asin the case of
penandink.

M easur es of cross-elasticity of demand

Infinity - Commodity x isnearly aperfect substitutefor
commodity y

Zero - Commoditiesx andy are not related.

Negative - Commoditiesx andy are complementary.

Factor sdeter mining eagticity of demand: Theéasticity of demand
depends on 1. nature of the commodity, 2. uses of commodity, 3.
existence of substitutes, 4. postponement of demand, 5. amount of
money spent, 6. habitsand 7. range of pricesof commodity.

I mportanceof Elagticity of demand
1. Pricediscrimination

If thedemand for aproduct hasdifferent elaticities in different
markets, thenthemonopolist can fix different pricesin different markets.
Thispricediscriminationispossibledueto different priceel adticities.
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2. Levy of taxes

Thegovernment will get higher revenueif tax isincreased on goods
having inelastic demand. Conversdly, the government, will get lower
revenueif tax isincreased on goods having e astic demand.

3.International Trade

Termsof traderefer to the rate at which domestic commodities
are exchanged for foreign commodities. Theterms of tradewill be
favourabletoacountry if itsexportsenjoy inelastic demand in theworld
market.

4. Deter mination of volumeof output

Volume of goods and services must be produced in accordance
with the demand for the commodity. Whenthedemand isindagtic, the
producer will produce more goodsto take the advantage of higher
prices. Hence the nature of elastic and inelastic demand helpsinthe
determination of thevolume of output.

5. Fixation of wagesfor labourers

If thedemand for workersisinelastic, effortsof trade unionsto
raisewagesof theworkerswill be successful. Ontheother hand, if the
demand for labour iselastic, they may not succeed inincreasing the
wagerate by tradeunion activity.

6. Poverty in themidst of plenty

Theconcept of dadticity of demand explainsthe paradox of poverty
i.e. poverty inthe midst of plenty. For example, bumper crop of food
grainsshould bring agricultural prosperity but if the demand for food
grainsisindagtic, theagriculturist will betheloser if low priceispaid.

LAW OF SUPPLY

Supply meansthegoodsoffered for sdleat apriceduring aspecific
period of time. Itisthe capacity andintention of the producersto produce
goodsand servicesfor saleat aspecific price.
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Thesupply of acommaodity at agiven pricemay bedefined asthe
amount of it whichisactually offered for sale per unit of timeat that
price.

Thelaw of supply establishesadirect relationship between price
and supply. Firmswill supply lessat lower pricesand moreat higher
prices. “ Other things remaining the same, asthe price of commodity
rises, itssupply expandsand asthe pricefals, itssupply contracts’.

Supply scheduleand supply curve

A supply scheduleisastatement of the various quantities of a
given commodity offered for sale at various prices per unit of time.
With the hel p of the supply schedule, asupply curve can bedrawn.

Individual supply scheduleand curve

Individual supply scheduleisalist of pricesand quantitiesof a
given commodity offered for saleby anindividual sdller or producer.

Table4.7Supply Scheduleof A Figure4.13Supply Curve
Price(in Rs.) (quantity supplied .
S
indozens 10
4 3 £
; 6
6 6 S
8 9 T
0 3 6 9 12
10 12 Quantity Supplied in Dozens

Itisseenthat when the priceisRs.4 three dozensare of fered for
sae. Asthepriceincreases, the quantity supplied asoincreases.

With the hel p of the supply schedul e, we can construct supply
curve. Onthebasisof the schedule, supply curve SSisdrawn. Ithasa
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positiveslope. It movesupward to theright. The price of the product
and quantity supplied aredirectly related to each other.

Mar ket supply scheduleand curve

By adding up the quantity supplied at variouspricesby al sdllers
inthe market, we can get market supply schedule.

Market supply curveisthelatera summation of theindividual
supply curvesof al the producersinthe market.

Movement along the supply curve or expansion and
contraction of supply curve

When more units are supplied at a higher price, it is called
‘expansion of supply’ . When fewer unitsare supplied at alower price,
itiscaled‘ contractioninsupply’. Itisillustrated infigure4.14.

Figure4.14

Price

O
N

\ 4

0 C A B
Quantity Supplied
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When the priceis OP, OA issupplied. When priceincreasesto
OP, the producer will supply OB units. The movement from OA to
OB showstheexpansionin supply.

Origind priceisOPand origina supply isOA. When pricefdlsto
OP, the producer will supply OC units. The supply has contracted
from OA to OC.

Shiftsin supply (or) increaseor decreasein supply

Increase or decreasein supply causesshiftsinthe supply curve. A
shiftinthe supply curveisdueto achangein other factorsi.e., other
than the price of thecommodity. Itisexplained inthefigure4.15.

At price OP, SSisthe supply curve before the changein other
factors. S, S showsanincreasein supply because at the same price
OPor TEmoreisofferedfor saleie. OT..

S, S, showsdecreasein supply because at the same price OP or
TE, lessisofferedfor sdeie. OT,

Figure 4.15

Price

Quantity Supplied
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Factor sdeter mining supply
1. Production technology

State of production technology affects the supply function. If
advanced technology isused inthe country, large scale productionis
possible. Hence supply will increase. Old technology will not increase
thesupply.

2. Pricesof factors

Whenthepricesof factorsrise, cost of productionwill increase.
Thiswill resultinadecreasein supply.

3. Pricesof other products

Any changeinthepricesof other productswill influencethe supply.
Anincreaseinthepriceof other productswill influencethe producer to
shift the productionin favour of that product. Supply of the original
product will bereduced.

4. Number of producersor firms

If the number of producers producing the product increases, the
supply of theproduct will increaseinthe market.

5. Futurepriceexpectations

If producersexpect that therewill beariseinthepricesof products
infuture, they will not supply their productsat present.

6. Taxes and subsidies

If tax isimposed by the government on theinputsof acommodity,
cost of productionwill go up. Supply will bereduced. Whensubsidy is
given tothe producer, it will encourage them to produce and supply
more. Subsidy meansapart of the cost of acommaodity will be borne
by the government.

7. Non-economicfactors

Non-economic factorslike, war, political climate and natural
caamitiescreate scarcity insupply.
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Elasticity of Supply

Thelaw of supply tellsusthat quantity supplied will respondtoa
changein price. The concept of easticity of supply explainstherate of
changein supply asaresult of changein price. It ismeasured by the
formulamentioned below

Eladticity of supply = Proportionate changein quantity supplied

Proportionate changein price

Ag./q

e =
Ap/ p Whereqrepresentstheamount supplied, p represents

price, A - achange.

Eladticity of supply may bedefined as “ the degree of repongveness
of changein supply to changein priceonthe part of sellers’.

Typesof elasticity of supply
Therearefivetypesof easticity of supply.
1. Perfectly elastic supply

The coefficient of elasticity of supply isinfinity. (e;is). Fora
small change or no changein price, therewill beinfinite amount of
supply. (SS, in Figure4.16)

2. Relatively elastic supply

Thecoefficient of elastic supply isgreater than 1(e, > 1). Quantity
supplied changesby alarger percentagethan price. (SS, infigure4.16)

3. Unitary elastic supply

The coefficient of elastic supply isequal to 1 (e,= 1). A changein
pricewill causeaproportionate changein quantity supplied. (SS;in
figure4.16)
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4. Relatively inelastic supply

The coefficient of elasticity islessthan one (g, < 1). Quantity
supplied changes by asmaller percentagethan price. (SS, infigure
4.16)

5. Perfectly inelastic supply

The coefficient of elasticity is equal to zero (e, = 0).
A changeinpricewill not bring about any changein quantity supplied.
(SSinfigure4.16)

Fig. 4.16

Price

Quantity supplied

Factor sdeter mining elasticity of supply
Thefollowing factorswill influencetheeadticity of supply
Changesin cost of production

2. Behaviour pattern of producers
3. Avalability of facilitiesfor expanding output.
4. Supply intheshort and long period.
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EXERCISE

PART A
I. Choose the correct answer
1. Demand for acommodity dependson
a) Price of that commodity b) Price of related goods
c) Income d) All the above
2. Law of Demand establishes
a) inverserelationship between price and quantity
b) Positiverelationship between price and quantity
c) Both
d) None
3. Increase in demand is shown by
a) Movement along the same demand curve
b) Shifts of the demand curve
c) Thehighest point on the demand curve
d) Lowest point on the demand curve

4. The degree of response of demand to change in price is

a) Incomeelasticity of demand
b) Cross-elasticity of demand
c) Pricedasticity of demand

d) Alltheabove.

5. Factors determining supply are :

a) Productiontechnology b) Prices of factors of production
c) Taxesand subsidies d) All the above

I1. Fill in the blanks
1. The demand curve slopes downwards due to

2. Adding up of individual consumers scheduleis

3. Goodsthat aredemanded for their social prestige come under
effect.

The concept of elasticity of demand wasintroduced by

The rate of change of supply to achangeispriceis

101



.
12.
13.
14.
15.

. Match the following

Positive relationship of a) substitutes price and demand
Tea and coffee b) inel astic demand

Segment between two points ¢) X and Y are not related
Ed>1 d) Veblen effect
Cross-elasticity iszero €) Arc

V. Answer in aword or two

16.
17.
18.
19.
20.

What is the basic assumption of economic theory ?
How does the demand change during boom and depression ?
Givetheformulafor point method
What isincome elasticity of demand ?
When the demand for labour is inelastic, can a trade union raise
wages ?

PART B

Answer thefollowing questionsin about four or fivelines

21.
22.
23.
24,
25.

What is demand ?

Enumerate the determinants of demand

Why does the demand curve slope downwards ?

Write a note on Giffen Paradox

What are the types of elasticity of demand ?
PART C

Answer thefollowing questionsin about apage

26.

27.
28.
29.
30.

Explain the expansion and contraction in demand and shifts in

demand.

Explain the types of elasticity of demand.

Givethe importance of elasticity of demand.

Explain the law of supply with asuitable diagram.

What is elasticity of supply and explain itstypeswith adiagram ?
PART D

Answer for each question should beabout three pages

31
32.

Discuss the law of demand.
Explain the methods of measurement of price elasticity of demand
indetail.
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Chapter 5
Equilibrium Price

We have discussed in the last chapter demand and supply. The
demand curvereflectsthe price-quantity relationship and exhibitsthe
different pairsof price-quantity preferred by the consumers. Similarly
thesupply curveexhibitsthe preferencesof firmsfor different pairsof
price-quantity. Thepreferencesof consumers(buyers) andfirms(sdlers)
areopposed to each other. It isal so evident enough from the shape of
demand and supply curves. What will bethe actual price charged and
quantity soldinaparticular market?

Thereisonly one price at which the preferences of sellersand
buyers meet together. At that point the quantity demanded of a
commodity by thebuyer isequivaent to thequantity thesdlleriswilling
tosal. Thispriceiscaled astheequilibrium priceand it occursat the
point of intersection of the supply curveand the demand curve. In other
words, equilibriumreferstoaparticular pair of pricesand quantity. The
supply and thedemand will bein balanceinequilibrium.

Equilibrium in general isdefined asthe state of rest or balance
fromwhich thereisno tendency for change. I|neconomics, equilibrium
normally refersto equilibriuminamarket. Evenif thereisany change,
theoriginal equilibrium positionwill berestored by market forces. The
concept of equilibrium isalso applied to describe and understand other
sub-systems of the economy like agriculture, industry, growth and
digribution.
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Figure5.1
Equilibrium Price
Price

D Excess Supply S

E D=S

) Q Quantity
P- price
Q - quantity of good
S- supply
D - demand
P_ - equilibrium price ( or price of market balance)
D>S - Excessof demand - when P<P_

S>D —Excessof supply - when P> P_
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Market equilibrium can aso beillustrated with help of Figure5.1.
Equilibrium priceisP.. At price P_, the quantity demanded isequal to
quantity supplied, D=S. At other prices, thereisno equality between
quantity demanded and quantity supplied. In both the caseseither the
consumer or thefirmsare dissatisfied and tend to changethe price.

Atany priceabovetheequilibrium price (P,), supply isgreater
than demand(S>D). Thusthereisexcesssupply. When priceishigh,
buyersprefer to reducetheir purchase. But sellersprefer to sell more
aspriceishigh. These contrasting behaviours of buyersand sellers
result in excess supply inthe market whichisthe difference between
thequantitiesdemanded and quantity supplied. Assdlerscannot sdll Al
of thequantity at the high price, some of them may reduce priceto sdll
the excess stocks.

For instance, price” discounts’ are advertised by sellersinthe
nameof ‘annual stock clearance’ sales. When onesdller offersdiscount,
theother sellersalsofollow suit by cutting their prices. Asaresult, the
market price asawholewill declinetill the excess supply issold and
equilibriumis(D=S) restored.

Smilarly, if thepriceisbelow theequilibrium price P therewill be
excessdemand, D>S. Inthiscase someof thebuyersmay try tobid up
the priceto buy somemore quantity when supply isless. Thismay adso
encourage sellersto supply more. For instance, buying cinematickets
off the counter (called asticketsin black) by paying ahigher pricethan
theactud price.

Thus, in both cases, theactionsof buyersand sellerswill movethe
priceeither upwardsor downwards and €liminate the excessdemand
or excesssupply. Such actionsa so restore the demand-supply balance
to attainthe market equilibrium. At equilibrium price, thereisnoforce
to changethe price or quantity demanded of acommaodity.

Figure 5.1 illustratesthe market in equilibrium at the equality
between demand and supply. In case of any deviation from the
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equilibrium price, thedirection of pricemovement isshown by thearrow
marks. When thereisexcess supply, price hasadownward tendency.
In the case of excess demand, price has an upward tendency. At
equilibrium, priceisstable becausethereisno tendency for changeas
D=S.

Shift in Demand and Supply

Themarket equilibrium attained aboveistemporary. It cannot be
retained for along period. It isbecause demand and supply conditions
keep changing frequently. Such changes occur dueto many variables
other than price. These changesoccur independently of price. Wewill
seethe causes and nature of such changesthat influence demand and

supply.

Wehavedready seenthat priceisthemainfactor affecting demand
and supply keeping * other things constant. What arethe’ other things ?
Suppose, those ' other things' are not constant but changing, what will
happen to demand and supply? Note that any change in these
determinants of demand and supply will shift the demand curve and
supply curve. Theseshiftswill dso bring new equilibrium.

Shift in Demand

The ‘other things' that affect demand are aso called as the
determinantsof demand. They includeincome of the consumer, tastes,
pricesof substitutesand many more. Changesin these determinants
will change demand independently of price. If income of the consumer
increases, they will buy moreirrespectiveof theprice. Smilarly afal in
incomewill bringafall indemand evenif thereisno changein price.
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Figureb.2
Shiftsin Demand Curve

Price

Qe Q@ Quantity

InFigure5.2, D istheoriginal demand curvewith equilibrium
price Pand quantity Q. Any changeinthe determinantsof demandlike
incomeand tasteswill shift thedemand curve. For instance, afal inthe
income of consumer shifts the demand curve D to D, and the new
equilibriumwould beat point E; Smilarly, any increaseinincomeshifts
thedemand curvefrom D to D,. The equilibrium also movesfrom
point E toE, .

Notethe distinction between changesin quantity demanded and
changein demand. Changesin quantity demanded occur only when
thereischangeintheprice. Thusthechangeintheprice-quantity schedule
brings movements on the demand curve whereasthe changesin the
other determinants (namely income, tastes, pricesof substitutes, etc)
shift thedemand curveasawhole.
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Figure5.3
_ Shiftsin Supply Curve
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Shiftsin Supply

Asseen earlier, the supply curve showstherel ationship between
thepriceand quantity supplied keeping the* other things' constant. The
‘other things which affect supply includenumber of sellersinthemarket,
factor prices, etc. Thesefactorsaffect quantity supplied independently
of price.

Priceisthemajor determinant of supply. However, afal inthe
priceof factor () of production (land and labour) will reducethe cost
of production. Thisinturnwill encouragethefirmsto supply more.
Thiswill cause the shift of supply curve from its origina level of S
tonew level of S, On theother hand, anincreasein factor pricewill
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increasethe cost of production and the supply curvewill shift from Sto
S, Inthesetwo situations S and S, , equilibrium point also moves
fromEto E, or E, respectively

Just like demand, the distinction between the changein quantity
supplied and changein supply needsto benoted. A changeinthequantity
supplied occursonly dueto changein pricewhereasthe changeinthe
‘determinants’ of supply such asfactor pricewill shift theentire supply
curveand anew equilibriumwill beattained. Such shiftswill takeplace
independently of price.

TimePeriodsand PriceFixation
TimeElement

Time element plays an important role in economics. Modern
economistsdivide time periodsinto short period and long period.
Theequilibrium priceacquired aboveisvaid only for aparticular time
period. Any changeindemand and supply over aperiod of timewill
shift the demand and supply curvesand different equilibriumwill be
obtained.

For instance, theflexibility of afirminadjusting its production to
meet the changein demand dependson thenature of itsinputs. There
aretwotypes of inputsnamely fixedinputsand variable inputs.

Thefixed input is one whose quantity cannot be adjustedina
limited timeperiod. Heavy machinery, buildingsand capitd equipments
aresuch fixed inputsand they may need moretime for installation or
replacement.

However, varidble inputslikelabour, raw materiasand e ectricity
canbe changed quickly to changethesupply until thefull plant capacity
isreached. Now itispossibleto distinguish between short period and
long period. Theshort periodfor afirmisthetimeperiod duringwhich
at least oneof theinputs isfixedinput. Thelong periodisthetime
period duringwhichal theinputsarevariableinputs.

The specific duration of the short period and long period will vary
fromfirmtofirm. A smal Bondastal ontheroadside pavementscan
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changedll theinputsevenwithinasingleday, because dl inputs are
eadly variable. Thesdler caningtal onemorestove, usemoreoil and
other ingredients of Bonda withinaday to meet any suddenincreasein
demand. Hence, for himthe duration of long period can even bea
single day. Ontheother hand, ingtalation of aspecidized machinery
forthe Ariydur cement plant may takeyears, because the production,
transportation, install ation requirealong period of time.

PriceFixationintheShort Period

Alfred Marshall introduced time element in the determination of
equilibrium and divided theminto market period, short period and long
period.

Market Period

Market period istheperiod duringwhich theability of the firms
toaffect any changes insupply inresponse to any changein demand
isextremely limited or dmost nil. Thussupply ismoreor lessfixedin

themarket period without any change. However, thedemand may vary
during thisperiod.

Figure 5.4
Price D, Market Period
D Swp
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0
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D
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Theequilibrium pricewill bedetermined accordingtothechanges
indemand, giventhefixed supply. Figure5.4 explainsthe equilibrium
pricein market period.

Asthesupply isfixedinthemarket period, itisshown asavertical
lineS,.. Itisalso called asinelastic supply curve. When demand
increasesfromDDtoD,D, priceincreasesfrom PtoP,. Similarly, a
fall indemandfrom DD to D,D, pull the pricedownfromPtoP,. The
market for perishables can be agood illustration. The demand for
plantain fruitsincreases during thefestival season, so the priceswill
naturally go up asthe supply cannot be increased immediately to meet
thedemand. Thus, demand determinesthe equilibrium priceinthe
market period.

Short period

Asmentioned earlier short period istheone during which at
least oneof thefactors will be a fixed input and the supply will be
adjusted by changing thevariableinputs. Theequilibriumpricewill be
determined by adjusting supply (withintheplant capacity) according to
thechanges indemand (Figure5.5)

S, isdastic implying that supply can beincreased by changing
the variable input. Notethat the corresponding increasein price
fromPtoP, for agiven increaseindemandfromDtoD, is lessthan
that of themarket period. Itisbecause, increaseindemand is partidly
met by the increasein supply fromqtoq,. Thusduring the short
period both demand and supply exert their influence onprice and the
equilibrium priceisdetermined accordingly.
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Figure5.5
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Inthelong period supply can be changed by changing dl theinputs
(boththefixed and variableinputs). Any amount of changein demand
will bemet by changing thesupply, totheextent of changing the plant,
machinery and the quantum of technology. Infigure5.6, thelong
period supply curveS ismoreelagtic andflatter thanthat of the S,
Thisimpliesthegreater extent of flexibility of thefirmsto changethe
supply. ThepriceincreasesfromPto P, inresponseto anincreasein
demand fromD to D, anditislessthanthat of the market period (P))
and short period (P,). Itisbecausetheincreaseindemandisfully met
by therequired increasein supply. Hence, supply playsasignificant
rolein determining thelower equilibrium priceinthelong run.
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S, - supply curveof the market period
S, - supply curve of the short period
S ; - supply curve of thelong period
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EXERCISE
PART A

|. Choosethecorrect answer
1. Atthepointof equilibrium
a) Only onepriceprevails
b) Quantity demanded = quantity supplied
¢) Thedemand curveintersectsthesupply curve
d) All theabove
2. Abovetheequilibrium price
a S<D
b.S>D
c. S=D
d. none
3. Changesinquantity demanded occur
a. Only when pricechanges
b. Dueto changeof taste
C. both
d. None
4. The timeeementin priceanalysiswasintroduced by
a. JR.Hicks
b. JM.Keynes
c. AlfredMarshdl

d. IS Mill
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Inthelong period

a. All factorschange

b. Only variablefactor changes

c. Only fixedfactor changes

d. Variableand fixed factorsremain constant.

I1.Fill intheblanks

6.
7.

10.

11.
12.
13.
14.

isthe mgjor determinant of supply
Agriculture, industry, growth and distribution arethe of

theeconomy.

At price, thereisno tendency to changetheprice

or quantity.

Modern economists divide time periods into and

Thesupply curveinthemarket periodisa line.
[11.Match thefollowing

Equilibrium a Annua stock clearance

Excessdemand b. Moreélastic

Pricediscount c. Pair of priceand quantity

Long period supply curve d.D>S

Short period price e. Demand and supply.

15.

V. Answer inaword or two

16.
17.
18.
19.
20.

Whatisequilibriumingenera ?

What arethe determinants of shiftindemand curve?
Who hasintroduced thetime element ?
Giveanexamplefor fixedinput ?

Issupply fixed inthe market period ?
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PART B

Answer thefollowing questionsin about four or fivelines

21.
22.
23.
24.
25.

What isequilibrium price?
Distinguish between changein demand and shift in demand.
What arethe determinantsof shift in supply ?
Differentiate the short period fromthelong period.
Writeashort note on market period.

PART C

Answer thefollowing questionsin about a page

26.
27.
28.
29.

30.

Explain theshiftin demand with thehel p of adiagram.
Explaintheshiftinsupply with diagram.
How isthe equilibrium price determined inthe market period ?

Explain with ahelp of diagram how demand and supply exert
influenceon priceintheshort period.

Describetheflatter long run supply curve.
PART D

Answer for each question should beabout three pages

31.
32.

Analysethe determination of equilibrium pricewith adiagram.
Explanwithasuitablediagram

a Market price

b. Short period price

c. Long period price
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Chapter 6

Production

M eaning of Production

Productionin Economicsrefersto the creation of those goods
and serviceswhich haveexchangevaue. It meansthecrestion of utilities.
Theseutilitiesareinthenatureof formutility, timeutility and place utility.
Creation of such utilitiesresultsintheoverall increaseintheproduction
and redistribution of goods and servicesin the economy. Utility of a
commaodity may increasedueto several reasons.

Form Utility

If the physical form of acommodity ischanged, its utility may
increase. For instance, the utility of cotton increases, if it isconverted
into clothes. The other examples are processing of paddy intorice,
wheat into flour and butter into ghee.

Place Utility

If acommaodity istransported from oneplaceto another, itsutility
may increase. For instance, if riceistransported from Tamil Nadu to
Kerda, itsutility will bemore.

TimeUtility

If thecommaodity isstored for futureusage, itsutility may increase.
During rainy season, water isstored inreservoirsanditisusedat a
later time. Thisincreasesthe utility of that stored water. Agricultural
commoditieslike paddy, whest, oilseeds, pulsesarestored for theregular
usesof consumersthroughout theyear.

Possession Utility

Commoditiesin thetransaction process, changefrom one person
toanother person. Commoditiesinthe handsof producershavesome
utility and by thetimethey reach consumersthrough thetraderstheir
utility isincreased. Suchutility dueto possessionor transfer of ownership

117



of thecommodity iscalled, possession utility. For example, paddy in
thehandsof producers, i.e. farmershaslessutility compared to that of
thericeinthehandsof consumers.

Factor sof production

Human activity can be broken down into two components,
production and consumption. Whenthereis production, aprocess of
transformationtakesplace. Inputsare convertedinto an output. The
inputs are classified and referred to as land, labour, and capital.
Coallectively theinputsare called factors of production.

When thefactorsof production are combined in order to produce
something, afourth factor isrequired. Goods and services do not
produce themsel ves but need some consciousthought processin order
to plan andimplement manufacture. Thisthought processisoftencaled
entrepreneurship or organisation.

Factorsof production refer to those goods and serviceswhich
help in the productive process.

Kindsof factor sof production

Factorsof production are broadly classified into primary factors
and derived factors. Man (Labour) actsupon Nature (Land) to produce
goods and servicesand wealth. Thesetwo factors (Land and Labour)
arenaturally given and without them no goods can be produced. These
arecalled primary factors.

Capital and organi sation are derived from the primary factors of
production, and arecalled derived factorsof production. Thesederived
factors of production, when combined with the primary factors of
production, raisetotal production.

Accordingtothetraditiona classification, therearefour factorsof
production. They areLand, Labour, Capital and Organisation.
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Land

Land asafactor of productionreferstoal those natural resources
or giftsof naturewhich areprovided freeto man. Itincludeswithinitself
several thingssuch asland surface, air, water, minerals, forests, rivers,
lakes, seas, mountains, climate and weether. Thus, ‘Land’ includesall
thingsthat are not made by man.

Characteristicsor Peculiaritiesof land
() Landisafreegiftof nature

(i) Landisfixed (inelastic) insupply.

(i) Landisimperishable

(iv) Landisimmobile

(v) Landdiffersinfertility and Stuation
(vi) Landisapassivefactor of production

Asagift of nature, theinitia supply priceof landiszero. However,
when used in production, it becomes scarce. Therefore, it fetchesa
price, accordingly.

L abour

L abour isthe human input into the production process. Alferd
Marshadll defineslabour as*the use or exertion of body or mind, partly
or wholly, with aview to secure an income apart from the pleasure
derived fromthework’.

Characteristicsor Peculiaritiesof labour
() Labourisperishable.

(i) Labourisanactivefactor of production. Neither land nor capital
canyield muchwithout labour.

(iii) Labour isnot homogeneous. Skill and dexterity vary from person
to person.

(iv) Labour cannot be separated from thelabourer.
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(v) Labourismobile. Man movesfrom one placeto another froma
low paid occupation to ahigh paid occupation.

(vi) Individua labour hasonly limited bargaining power. He cannot
fightwith hisemployer for ariseinwagesor improvement inwork-
place conditions. However, when workerscombineto formtrade
unions, the bargaining power of labour increases.

L abour can assume severd forms. Digging earth, breaking stones,
carrying loads comprise s mplelabour operationsbut labour also covers
highly qudified and skilled managers, engineersand technicians.

Division of L abour

Theconcept ‘ Divisonof Labour’ wasintroduced by Adam Smith
in hisbook *An Enquiry into The Nature and Causes of Wealth of
Nations'.

M eaning of Division of L abour

Divison of Labour meansdividing the processof productioninto
distinct and several component processes and assigning each component
inthe handsof alabour or aset of |abourers, who are specidistsin that
particular process.

For example, atailor stitchesashirtinfull. Inthe case of garment
exporters, cutting of cloth, stitching of hands, body, collars, holesfor
buttons, stitching of buttons, etc., are doneindependently by different
workers. Therefore, they are combining the partsinto awhole shirt.

A tailor may stitch amaximum of four shirtsaday. Inthe case of
garment exportsfirm, it may stitch morethan 100 shirtsaday. Thus,
division of labour resultsinincreased production.

Division of L abour and M ar ket

Itisstated “ Divison of Labour islimited by theextent of market”.
When marketsfor acommodity growsfromloca tonationd and nationa
tointernational, producersof that commodity divideand subdividethe
processesof itsproductionintofiner and finer divisionsof |abour. Each
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sub-divisonisassignedto aparticular set of speciaist workers. Asa
result, production risesenormoudy.

Merits of Division of L abour

1. Dividonof labour improvesefficiency of labour whenlabour repeets
doing the sametasks.

2. Facilitates the use of machinery in production, resulting in
inventions. e.g. More stelegraphic codes.

3. Timeand materiasareput to the best and most efficient use.
Demeritsof Division of L abour
Thedemeritsof Division of Labour are:

1. Repetition of the sametask makeslabour tofeel that thework is
monotonousand stale. It killsthe humanity inhim.

2. Narrow specialisation reducesthe possibility of labour to find
alternative avenues of employment. Thisresultsin increased
unemployment.

3. Killsthegrowth of handicraftsand theworker losesthe satisfaction
of havingmadeacommodity infull.

Capital

Capital isthe man made physical goods used to produce other
goodsand services. Intheordinary language, capital meansmoney. In
Economics, capital refersto that part of man-madewealthwhichis
used for the further production of wealth. According to Marshall,
“Capita consstsof thosekindsof wedlth other than free giftsof nature,
whichyiddincome’.

Money isregarded as capital becauseit can be used to buy raw
materias, tools, implementsand machinery for production. Theterms
capital and wealth are not synonymous. Capital isthat part of wealth
whichisused for thefurther production of wealth. Thus, all wedlthis
not capital but al capital iswedth.
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Formsof Capital
1. Physcal Capita or Materia Resources
2. Money Capital or Monetary Resources, and
3. Human Capita or Human Resources
1. Physcal Capital
All man-made physical assetslike plant and machinery, tools,
buildings, roads, damsand communication, etc., arethevariousforms
of physica capital.
Characteristicsof Physical capital
(@ Itisanasset which hasaspecificlifeperiod.
(b) Physicd capital asset can beused in production again and again.
Asaresult, it undergoeswear and tear or depreciation.

(©) Whenusedinproduction, it givesaseriesof annual incomeflows
caledannuities, duringitslifeperiod.

Accumulation of moreand morephyscd capitd iscaled physica cepitd
formation
2. Money Capital

Theinvestment that ismade in theform of money or monetary
ingrumentsiscalled money capitd. A household savesitsincomeinthe
form of bank deposits, shares and securities or other monetary
instruments. These arethe sources of money capitdl.

3. Human Capital

Human capitd referstothequality of labour resources, which can
beimproved through investmentsin education, training, and health.
Higher theinvestmentsin human capitd, higher will betheproductivity.
Characteristicsof capital
() Capital isapassivefactor of production
(i) Capital isman-made

122

(iii) Capita isnot anindigpensablefactor of production, i.e. Production
ispossibleeven without capital

(iv) Capitd hasthehighest mobility
(V) Supply of capita iselastic
(vi) Capitd isproductive

(vii) Capital lastsover time(A plant may bein operation for anumber
of years)

(viii) Capital involves present sacrifice (cost) to get future benefits.
Organisation or entrepreneur ship

An entrepreneur isaperson who combinesthedifferent factors of
production (land, Iabour and capitd), intheright proportion andinitiates
the process of production and also bearstherisk involvedinit. The
entrepreneur isalso called * organiser’ . Entrepreneurshipisrisk taking,
managerial, and organizational skills needed to produce goods and
servicesin order to gain aprofit. In moderntimes, an entrepreneur is
caled*the changing agent of the society’ . Heisnot only responsiblefor
producing the socially desirable output but also to increasethe social
welfare.

Functionsof an Entrepreneur
1. Identifying Profitablel nvestible Opportunities

Conceiving anew and most promising and profitable idea or
capturing anew ideaavailablein themarket istheforemost function of
an entrepreneur. Thisisknown asidentifying profitable investible
opportunities.

2. Deciding thesize of unit of production

An entrepreneur hasto decidethesize of the unit—whether big or
small depending upon the nature of the product and the level of
competitioninthemarket.
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3. Deciding thelocation of the production unit

A rationa entrepreneur will dwayslocate hisunit of production
nearer to both factor market and the end-use market. Thisisto be
donein order to bring down the delay in production and distribution of
products and to reduce the storage and transportation cost.

4. ldentifyingtheoptimum combination of factor sof production

The entrepreneur, after having decided to start anew venture,
takesupthetask of hiring factorsof production. Further, hedecidesin
what combinations he should combine these factors so that maximum
output isproduced a minimum cost.

5. Makinginnovations

According to Schumpeter, basically an entrepreneur isaninnovator
of new markets and new techniques of production. A new market
increases the sales volume whereas a new cost cutting production
techniquewill makethe product cheaper. Thiswill inturnincreasethe
volume of salesand the profit.

6. Decidingthereward payment

Thefactorsused in production haveto berewarded onthebasis
of their productivity. Measuring the productivity of thefactorsand the
payment of reward isthecrucia function of an entrepreneur.

7. TakingRisksand facing uncertainties

According to Hawley, abusinessisnothing but abundle of risks.
Productsare produced for future demand. Thefutureisuncertain. The
invesmentsaremadeinthe present. Thisistheseriousrisk inproduction.
Onewhoisready to accept therisk becomesasuccessful entreprenedr.
A prudent entrepreneur forecaststhefuturerisksscientifically and take
appropriate decisioninthe present to overcome suchrisks. According
to Knight oneof theimportant functionsof entrepreneur isuncertainty-
bearing.
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Production Function

Thefunctional relationship between inputsand outputsisknown
asproduction function. Inputsrefer to the factor serviceswhich are
usedin productioni.e. land, labour, capita and enterprise. Output refers
to the volume of goods produced. Given technical conditions, the
production function showshow acertain amount of inputswill resultin
the production of a certain amount of output of acommaodity. The
productionfunctionisgivenas

Q="f(x, X, X,...x ) inwhich

Qisthequantity produced during agiven period of timeand x,
X2,x3....x arethequantities of different factorsused in production.
The production function explains how the output can be maximised
withthehelp of giveninputs.

To understand the different stagesof the productionfunctions, itis
essential to understand therelationship between (i) Marginal Product
and Tota Product and (i) Margina Product and Average Product (Refer
Table6.1and Figure6.1)

Relationship between M ar ginal Product and Total Product
() Whenmarginal product ispositive, thetotal product increases

a.  When marginal product increases, the total product will be
increasing a anincreasing rate

b.  Whenmargina product remainscongtant, thetotal product will be
increasing at aconstant rate

c.  Whenmargind product decreasesbut ispositive, thetota product
will beincreasing at adecreasingrate

(i) When marginal product iszero, thetotal product reaches
the maximum and remainsconstant

(i)  When marginal product is negative, the total product
decreases.
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Production function may beclassified intotwo:

1. Short-run production function whichisstudied through Law of
VariableProportions

2. Long-run production function whichisexplained by Returnsto
Scde

Short-run production function - Thelaw of variableproportions

Thelaw examinestherelationship between onevariablefactor
and output, keeping the quantitiesof other factorsfixed.

Definition
Asthe proportion of onefactor inacombination of factorsis

increased, after apoint, first the margina and then theaverage product
of that factor will diminish.

Assumptionsof thelaw
Thelaw isbased on thefollowing assumptions

(i) Only one factor is made variable and other factors are kept
congtant.

(i) Thislaw doesnot apply in case all factorsare proportionately
varied. i.e. where the factors must be used in rigidly fixed
proportionstoyield aproduct.

(i) Thevariablefactor unitsarehomogenousi.e. al theunitsof variable
factorsareof equal efficiency.

(iv) Input pricesremain unchanged

(v) Thedtateof technology doesnot changeor remainsthesameat a
given point of time.

(vi) Theentireoperationisonly for short-run, asinthelong-runall
inputsarevariable.

Three stages of law

Thebehaviour of theoutput when thevarying quantity of onefactor
iscombined with afixed quantity of the other can bedividedintothree
stages. They are
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Table 6.1 Stagesof Law of Variable Proportions

Fixedfactor | Variable | Total product| Average Marginal | Stages
Machine factor inunits | product in| product in
|abour units units
1 2 3 4 5
1+ 1 10 10 10
1+ 2 2 1u 12 Increasing
1+ 3 ) 12 1 Returns
1+ 4 2 13 16
1+ 5 66 132 14
1+ 6 76 126 10
1+ 7 & 14 4 Decreasing
1+ 8 & 102 2 Returns
1+ 9 (4 91 0
1+ 10 8 78 -4 Negative
Returns
LAW OF VARIABLE PROPORTIONS
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FIGLUIRE 6.1
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() Increasingreturnsstage
(i) Decreasingreturnsstage
(i) Negativereturnsstage

Thethree stages could be better understood by thefollowing Table
6.1andfigure6.1

Stagel: Stageof increasing returns

Stage | ends where the average product reaches its highest
(maximum) point. During thisstage, thetotd product, theaverageproduct
andthemargina product areincreasing. Itisnotablethat themargina
product inthisstageincreasesbut inalater part it Sartsdeclining. Though
margina product startsdeclining, itisgreater than the average product
sothat the average product continuestorise.

Stagell: Stage of decreasing returns

Stage |l endsat the point wherethemarginal productiszero. In
the second stage, the total product continues to increase but at a
diminishing rate. Themarginal product and the average product are
declining but are positive. At theend of the second stage, the total
product ismaximum and themargina product iszero.

Stagelll: Stage of negativereturns

Inthis stagethe marginal product becomesnegative. Thetotal
product and the average product are declining.

Thestageof Operation

In stage| thefixed factor istoo muchinrelationtothevariable
factor. Thereforein stagel, marginal product of the fixed factor is
negative. Ontheother hand, instagelll themarginal product of the
variablefactorisnegative. Thereforearationd producer will not choose
toproduceinstages| and 111. Hewill choose only the second stageto
producewherethemargina product of both thefixed factor and varigble
factor are positive. At thisstagethetota product ismaximum. The
particular point at which the producer will decideto produceinthis
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stage depends upon the prices of factors. Thestagell representsthe
rangeof rational production decisions.

L ong-run production function - Returnsto Scale

Inthelongrun, dl factorscan bechanged. Returnsto scaestudies
thechangesin output when al factorsor inputsarechanged. Anincrease
in scale means that all inputs or factors are increased in the same
proportion.

Threephasesof returnsto scale

The changesin output asaresult of changesinthe scale canbe
studiedin 3 phases. They are

() Increasingreturnstoscae
(i) Constant returnstoscae
(i) Decreasingreturnstoscae
Increasingreturnstoscale

If theincreasein all factorsleadsto amorethan proportionate
increasein output, itiscalled increasing returnsto scale. For example,
if al theinputsareincreased by 5%, the output increasesby morethan
5%i.e. by 10%. Inthiscasethemargina product will berising.

Constant returnsto scale

If weincreaseall thefactors(i.e. scale) inagiven proportion, the
output will increaseinthesame proportioni.e. a5% increaseinal the
factorswill resultinanequal proportion of 5% increasein the output.
Herethemargina product isconstant.

Decreasing returnsto scale

If theincreasein all factorsleadsto alessthan proportionate
increasein output, it iscalled decreasing returnsto scalei.e. if all the
factorsareincreased by 5%, the output will increase by lessthan 5%
I.e. by 3%. Inthisphase margina product will bedecreasing.
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Table 6.2 Returnsto scale

Differencebetween Short run (Lawsof returns) and Longrun
(Returnstoscale) Production function

SNo | Scale Total Marginal
product | Product Phases
1 1machine + 1labour 4 4 I
2 2machine + 2labour 10 6 Increasing
3 3machine + 3labour 18 8 returns
4 4machine + 4labour 2 10
5 5machine + 5labour 33 10 I Constant
6 6machine + 6 labour 48 10 returns
7 7machine + 7 labour 5% 8 111 Decreasing
8 8machine + 8labour 62 6 returns

Figure6.2RETURNSTO SCALE
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Figure 6.2 explains the different
phases of returnsto scale. When
marginal product increases(AB),
total product increases at an
increasing rate. So there is
increasing returnsto scale. When
Marginad Product remainsconstant
(BC), Total Product increasesat a
congtant rateand thisstageiscalled
constant returns to scale. When
Marginal Product decreases
(CMP), Total Product increasesat
adecreasing rate and it is called
decreasing returnsto scale.
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Lawsof returns

Returnsto scale

Short run Production function

Only onefactorisvaried and all
other factorsare kept constant

Factor proportionsare changed

Law does not apply when the
factors must be used in fixed
proportionsto produce aproduct.

Increasing returnsare dueto the
indivisibility of factors and
specialisation of labour.
Diminishing returns are due to
non-optimal factor proportionand
imperfect eladticity of subgtitution
of factors.

Long run Production function

All the factors are varied

Factor proportions are not
changed. The Scale changes.

Law does apply when the
factors must be used in fixed
proportions to produce a
product.

Increasing returns to scale are
dueto economiesof scalewhile
diminishing returnsto scaleare
due to diseconomies of scale.

Production function through I so-quants

The isoquant analysis helps to understand how different
combinationsof two or morefactorsare used to produceagiven level
of output. Considering two factorsof production, (capital and labour)
thefollowing table 6.3 showsvariouscombinationsof capital and labour
that help afirm to produce 1000 units of aproduct.
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Table6.3: Production with twovariableinputs

Combination | Unitsof capital | Unitsof Labour [Outputinunits
A 1 12 1000
B 2 8 1000
C 3 5 1000
D 4 3 1000
E 5 2 1000

Fromtheabovetable, itisclear that al combinationswith different
quantitiesof labour and capita resultinthesameleve of production of
1000 units.

| soquant Curve
Y
12
o 10
-
C 8
26
—
4
2
O X
CAPITAL
FIGURE 6.3
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Thetwo axesmeasurethe quantitiesof labour and capital andthe
curvelQ showsthedifferent combinationsthat produce 1000 units of
output. Each of thepointsR , R, R,, R, and R, onthe curve showsa
capital-labour combination that can produce 1000 units of output.
Therefore the curve isknown as an equal product curve or an iso-
quant curve.

Thus an isoquant or isoproduct curve represents different
combinationsof two factorsof productionthat yield thesamelevel of
outpuit.

Characteristicsof an isoquant

1. Theisoquant is downward sloping from left toright i.e. it is
negatively doped.

2. Anisoquant is convex to the origin because of the diminishing
marginal rateof technical substitution. Margina rate of technical
substitution of factor X (capital) for factor Y (Iabour) may be
defined astheamount of factor Y (Iabour) which can bereplaced
by one unit of factor X (capital), thelevel of output remaining
unchanged.

AL
MRTScL= —
CL AC

MRT S can be cd culated using the aboveformula

Combination | Unitsof capital | Unitsof Labour | MRTS
A 1 12
B 2 8 4
C 3 5 3
D 4 3 2
E 5 2 1
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Thusthemargind rateof technical subgtitutionisawaysdeclining.
Hencetheisoquant isalways convex to the origin. The slope of the
isoquant representsmargina rate of technical substitution.

1. Highertheisoquant, higher will betheleve of output produced. A
st of isoquantswhich representsdifferent level sof output iscaled
“isoquant map” . In theisoquant map, theisoquantson theright
siderepresent higher level sof output and viceversa.

Figure6.41soquant map Figure 6.5 1so cost lines
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I socost Line

The isocost line plays an important role in determining the
combination of factorsthat thefirmwill choosefor production. An
isocost line is defined as locus of points representing various
combinationsof two factors, whichthefirm can buy withagiven outlay.
Higher isocost linesrepresent higher outlays (total cost) and lower
isocost linesrepresent lower outlays.

Theisocost linedependsontwo things:
(1) Pricesof thefactorsof production and

(2) the tota outlay, which a firm has to make on the factors of
production. Giventhesetwo, theisocost linecan bedrawn. The
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slopeof theisocost lineisequal to theratio of the prices of two
factors. Thusthe s opeof theisocost lineisgivenas

Priceof factor X (Capital)

Slopeof isocost line =
Price of factor Y (Labour)

Producer’sEquilibrium

A rationd producer dwaystriesto achievelargest volumeof output
fromagivenfactor-expenditure outlay on factorssuch that thesefactors
are combined in an optimal or most efficient way. The producer
maximises hisprofitsand producesagivenlevel of output with least
combination of factors. Thislevel of cost combination of factorswill be
optimumfor him.

Figure6.6 Producers Equilibrium
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Infigure 6.6, Eisthe point of equilibrium, whereisoquant 1Q, is
tangentia toisocost lineat AB. Givenbudget lineAB, points‘P’, ‘N’
and‘F arebeyond thereach of the producer and points‘'R’ and‘S
onisoquant 1Q, givelessoutput thantheoutput at thepoint of equilibrium
‘E’ whichison1Q,. Theamount spent on combinationsR, E, Sisthe
sameasall thethreepointslieon the sameisocost line. But the output
produced at point Eishigher asE liesonahigher isoquant. Giventhe
isocost line and the series of isoquants (isoquant-map), aproducer will
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choosethat level of output, whereagivenisocost lineistangential to
the highest possibleisoquant.

Thusthe producer isinequilibrium at point Ewheretheisoquantis
tangential totheisocost line. At thispoint, the dopes of theisoquant
andtheisocost lineareequd. Thusat the equilibrium point themargina
rateof technical subgtitutionisequa tothepriceratio of factors. Hence,
theconditionfor producers equilibriumis

MRT Sxy = PX/PY

Atthispoint of equilibrium, thecombination E (that isOL of labour
and OQ of capital) iscalledleast cost

TheCobb —DouglasProduction Function

The simplest and the most widely used production functionin
economicsisthe Cobb-Douglas production function. It isastatistical
production function given by professors C.W. Cobb and PH. Douglas.

The Cobb-Douglas production function can be stated asfollows
Q = bL?C = inwhich

Q = Actud output

L = Labour

c = Capitd

b = number of unitsof Labour
a = ExponentJ of |abour

l-a = Exponent[Jof Capital

According to the above production function, if both factors of
production (labour and capital) areincreased by one percent, the output
(total product) will increase by the sum of the exponentsof |abour and
capital i.e. by (at1-a). Since at1-a=1, according to the equation,
when theinputsareincreased by one percent, theoutput alsoincreases

* Exponent — araised figure or symbol that shows how many times a quantity
must be multiplied by itself. For exampleina“- 4isthe exponent
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by one percent. Thus the Cobb Douglas production function
explains only constant returnsto scale. Thisismainly because the
additionof Q = bL*C®

In the above production function, the sum of the exponents showsthe
degreeof “returnsto scal€’ in production function.

a+b>1 : Increasing returnsto scale
a+tb=1 : Constant returnsto scale
a+b<l : Decreasing returnsto scale

L arge Scale Production —Kindsof Economies
Economiesof Scale

‘Economies’ mean advantages. Scalerefersto the size of unit.
‘Economiesof Scal€e' refersto the cost advantagesdueto thelarger
size of production. As the volume of production increases, the
overhead cost will comedown. Thebulk purchase of inputswill givea
better bargaining power to the producer which will reducetheaverage
variable cost too. All these advantages are due to the large scale
production and these advantages are called economies of scale.

There aretwo types of economies of scale
a) Internal economiesof scale; b) External economiesof scale
a) I nternal Economiesof Scale

‘Internal economiesof scale’ arethe advantagesenjoyed within
the production unit. These economiesareenjoyed by asinglefirm
independently of the action of the other firms. For instance, onefirm
may enjoy the advantage of good management; another may havethe
advantage of moreup-to-date machinery. Therearefivekindsof interna
economies. They are
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1. Technical Economies. As the size of the firm is large, the
availability of capitd ismore. Duetothis, afirm canintroduceup-
to-date technol ogies; thereby the increase in the productivity
becomes possible. It is also possible to conduct research and
development whichwill helptoincreasethequality of theproduct.

2. Financial Economies: Itispossiblefor big firmstofloat shares
inthemarket for capital formation. Small firmshaveto borrow
capital whereaslargefirmscan buy capital.

3. Managerial Economies. Division of labour istheresult of large
scale production. Right person can be employed in the right
department only if thereisdivision of labour. Thiswill help a
manager to fix respons bility to each department and thereby the
productivity can beincreased and the total production can be
maximised.

4. Labour Economies: Large Scale production pavestheway for
division of labour. Thisisa so known as specialisation of |abour.
Thespeciadisationwill increasethequality and ability of thelabour.
Asaresult, the productivity of thefirmincreases.

5. Marketing Economies: In production, the first buyer is the
producer who buystheraw materials. Asthesizeislarge, the
quantity bought islarger. Thisgivestheproducer abetter bargaining
power. Also hecanenjoy credit facilities. All theseare possible
because of large scale production. Buying isthefirst functionin
marketing.

6. Economiesof survival: A largefirm can have many products.
Evenif one product failsin the market, thelossincurredin that
product can be managed by the profit earned from the other
products.

b) Exter nal economies of scale
When many firms expand in aparticular area—i.e., when the
industry grows—they enjoy anumber of advantageswhich areknown
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asexterna economiesof scale. Thisisnot theadvantageenjoyed by a
sanglefirmbut by al thefirmsintheindustry duetothestructura growth.
They are

a) Increasedtransport facilities

b) Bankingfadilities

c) Development of townships

d) Informationand communication devel opment

All thesefacilitiesareavailabletodl firmsinanindustrid region.
Diseconomies of Scale

Thediseconomiesarethedisadvantagesarisngtoafirmor agroup
of firmsduetolarge scaleproduction.

I nter nal Diseconomiesof Scale

If afirm continues to grow and expand beyond the optimum
capacity, theeconomies of scal e disappear and diseconomieswill start
operating. For instance, if thesize of afirmincreases, after apoint the
difficulty of management arisestothat particular firmwhichwill increase
theaverage cost of production of that firm. Thisisknown asinternal
diseconomiesof scale.

Exter nal Diseconomies of Scale

Beyond acertain stage, too much concentration and localisation
of industrieswill crestediseconomiesin productionwhichwill becommon
for dl firmsinalocdlity. For instance, theexpansion of anindustry ina
particular arealeadsto high rentsand high costs. Thesearethe external
diseconomiesasthisaffectsal thefirmsintheindustry located in that

particular region.
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1

EXERCISE
PART -A
I. Choosethecorrect answer
Productionrefersto
a.  dedructionof utility b. creationof utilities
Cc. exchangevdue d. None

Theinitid supply priceof landis

a Zeo b. Greater than one
b. Lessthanone d. Equal toone

L abour cannot be separated from

a Caitd b. labourer

c. profit d. organization
reward paidto capital is

a interest b. profit

C. wages d rent

A successful entrepreneur isonewho isready to accept
a  Innovaions
b. Riks

c. decidingthelocation of the production unit

d. nore

Fill intheblanks

Land and |abour arecalled factors

Anenquiry into the nature and causesof wealth of nationswas

written by

140

10.

(.
11.
12.
13.
14.
15.

16.
17.
18.
19.
20.

islimited by the extent of market.
is man-made physical goods used to produce

other goods.

Thefunctiona relationship betweeninputsand output isknown as

Match thefollowing

Entrepreneur, aninnovator a. Cobb —Douglas
Divisonof labour b. Hawley
Productionfunction c. Schumpeter
bundleof risks d. Marsndl
Exertion of body or mind e. Adam Smith

Answer inaword or two

Whoisthe changing agent of the society ?

How dointernal economiesarise?

What isother namefor isoquant ?

Givethe conditionfor producer’sequilibrium ?

State the Cobb-Douglas production function.
PART -B

Answer thefollowing questionsin about four or fivelines

21.
22.
23.

Namethetypesof utility.
Definelabour.
What ismeant by division of [abour?
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24. What aretheformsof capita ?

25. What isproductionfunction ?and what areitsclassfication ?
PART -C

Answer thefollowing questionsin about apage

26. Explainthemeritsand demeritsof divisionof labour.

27. Describethecharacteristicsof capital.

28. What arethefunctionsof entrepreneur?

29. Distinguish between lawsof returnsand returnsto scale.

30. Explaintheproducer’sequilibrium by usngisoquants.
PART -D

Answer for each question should beabout three pages

31. Whatisland and what arethepeculiaritiesof land ?

32. What arethecharacteristicsof labour ?

33. Explainthethreephasesof ‘ Returnto scale

34. Writeanoteon‘ Cobb-Douglas production function

35. Explainthelaw of variableproportions.

36. What areisoquants? Describetheir characteristics.

37. Describethekindsof economiesof scale.
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Chapter 7

Cost and Revenue

Cost

Theterm ‘ cost of production’ means expensesincurred inthe
production of acommodity. Thisrefersto thetotal amount of money
spent on the production of acommodity. The determinantsof cost of
production are: thesizeof plant, thelevel of production, the nature of
technology used, the quantity of inputs used, managerial and labour
efficiency. Thusthe cost of production of acommodity isthe aggregate
of prices paid for the factors of production used in producing a
commodity.

Cost function

The cost function expressesafunctiona relationship between
costsand output that determineit. Symbolically, the cost functionis

C=f(Q
where
C = Cost
Q = Output
Cost conceptsand classifications

Money cost and Real cost

Money cost or nominal cost isthetotal money expensesincurred
by afirmin producing acommaodity.

[tincludes
() Costof raw materias
(i) Wagesand salariesof labour
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(i) Expenditureon machinery and equipment

(iv) Depreciation on machines, buildingsand such other capitd goods
(V) Interestoncapita

(vi) Other expenseslike advertisement, insurance premium and taxes

(vii) Normad profit of theentrepreneur.

Real cost is a subjective concept. It expresses the pains and
sacrificesinvolved in producing acommodity. Themoney paid for
securing thefactorsof productionsismoney cost whereasthe efforts
and sacrifice made by the capitaiststo saveand invest, by theworkers
inforegoing leisure and by thelandlords condtitutereal costs.

Opportunity Cost

The opportunity cost of any goodisthe next best aternative good
that issacrificed. For example afarmer whois producing wheat can
produce potatoeswith the samefactors. Thereforethe opportunity cost
of aquintal of wheat istheamount of output of potatoesgiven up.

Accounting Cost and Economic cost
Accounting cost or explicit cost

Accounting costsor explicit costsare the payments made by the
entrepreneur to the suppliers of various productive factors. The
accounting costsare only those costs, which aredirectly paid out or
accounted for by the producer i.e. wagesto the labourersemployed,
pricesfor theraw materials purchased, fuel and power used, rent for
the building hired for the production work, therate of interest onthe
borrowed capital and thetaxespaid.

Economic cost

Theeconomic cost includesnot only theexplicit cost but asothe
implicit cost. Themoney rewardsfor theown servicesof theentrepreneur
and thefactorsowned by himsdlf and employedin production areknown
asimplicit costsor imputed costs. The norma return on money capital
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invested by the entrepreneur, thewagesor salary for hisown services
and rent of theland and buildingsbe onging to him and usedin production
constituteimplicit cost. Thus Economic cost = Explicit cost + Implicit
cost.

It may be pointed out that thefirmwill earn economic profitsonly
if itismaking revenuein excess of economic cost.

Economic profit = Total Revenue—Economic Cogts.
Private cost and social cost

Private cost isthe cost incurred by afirmfor production. Itincludes
bothimplicit costsand explicit costs.

Socid costsarethose costs, which are not borneby the producing
firmbut areincurred by othersin society. For example, when an oil
refinery dischargesitswasteintheriver causngwater pollution, sucha
pollution resultsin tremendous health hazardswhich involve coststo
thesociety asawhole

Fixed cost and variable cost

Fixed cost and variable cost are helpful in understanding the
behaviour of costsover different levelsof output.

M eaning of Fixed and Variablefactorsand costs

Fixed and varigblefactorsarewith referenceto short run production
function.

Short runisaperiod of timeover which certainfactorsof production
cannot be changed, and such factorsare called fixed factors. The costs
incurred on fixed factors are called fixed costs. The factors whose
guantity can be changed inthe short run arevariable factors, and the
costsincurred on variablefactorsare called variable costs.

Fixed costs are those which areindependent of output, that is,
they do not change with changesin output. Thesecostsarea’ fixed’
amount, which must beincurred by afirmin the short run whether the
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outputissmdl or large. E.g. contractua rent, interest on capitd invested,
salariesto the permanent staff, insurance premiaand certain taxes.

Variable costs are those costs, which are incurred on the
employment of variablefactorsof production whose amount can be
alteredintheshort run. Thusthetotal variable costs changewith the
level of output. It riseswhen output expands and falls when output
contracts. When output isnil, variable cost becomeszero. Thesecosts
include payments such aswages of labour employed, pricesof raw
materias, fuel and power used and the transport costs.

Total cost
Total costisthesum of total fixed cost and total variablecost.
TC=TFC+ TVCwhere
TC=Total cost
TC=Total Fixed cost
TVC=Totd variable cost

It should be noted that total fixed cost isthe sameirrespective of
thelevd of output. Thereforeachangeintota cost isinfluenced by the
changeinvariablecost only.

Therelationship between total fixed cogt, total variable cost and total
cost will beclear fromtheFigure7.1.
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Short run average cost curves
AverageFixed Cost (AFC)

Theaveragefixed cost isthefixed cost per unit of output. Itis
obtained by dividing thetotal fixed cost by the number of unitsof the
commodity produced.

Symbdlicdly AFC=TFC/Q
Where  AFC=Averagefixed Cost
TFC =Total Fixed cost
Q =number of unitsof output produced

Supposefor afirmthetotal fixed cost isRs 2000 when output is
100 units, AFC will be Rs2000/100 = Rs 20 and when output is 200
units, AFC will be Rs2000/200 = Rs10/- Sincetotal fixed costisa
condtant quantity, averagefixed cost will steadily fal asoutput increases;
when output becomesvery large, averagefixed cost approacheszero.

Average Variable cost (AVC): Average variable cost is the
variable cost per unit of output. It isthetotal variable cost divided by
the number of unitsof output produced.

AVC=TVC/Q

Where AV C = Average Variable Cost

TVC =Total Variable Cost

Q =number of unitsof output produced

Average variable cost curve is ‘U’ Shaped. As the output
increases, the AV C will fall upto normal capacity output dueto the
operation of increasng returns. But beyond the normal capacity output,
the AV Cwill risedueto the operation of diminishing returns.

Average Total Cost or Average Cost : Average total cost is
smply called average cost whichisthetotal cost divided by the number
of unitsof output produced.
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AC=TC/Q where
AC = Average Cost
TC =Total Cost

Q =number of unitsof output produced

Average cost isthe sum of averagefixed cost and averagevariable
cost.i.e. AC=AFC+AVC

Table 7.1 Calculation of Average Fixed, Average variable and
Aver age Total Cost

Unitsof [TFC | TVC | TC AFC | AVC AC
output 2+1 | 3+1 | 5+6

1 2 3 4 5 6 7
0 120 0 120 - 0 -
1 120 100 | 220 120 100 220
2 120 160 | 280 60 80 140
3 120 210 | 330 40 70 110
4 120 240 | 360 30 60 90
5 120 400 | 520 24 80 104
6 120 540 | 660 20 90 110
7 120 700 | 820 17.14| 100 (117.14
8 120 880 |1000 15 110 125

Theaverage cost isalso known astheunit cost sinceit isthe cost

per unit of output produced. Thefollowing figure showsthe shape of
AFC, AVC and ATCintheshort period.

148

Shortrun aver age cost curves
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FIGURE 7.2

Fromthefigure7.2, it can be understood that the behaviour of the
averagetotal cost curve depends on the behaviour of AFC and AVC
curves. Inthebeginning, both AFC and AVCfall. So ATC curvefalls.
When AV C curvebeginsrising, AFC curvefalssteeply iefal in AFC
ismorethantherisein AVC. So ATC curvecontinuestofall. Butas
output increasesfurther, thereisasharp increasein AVC, whichis
morethanthefall in AFC. Hence ATC curverisesafter apoint. The
ATC curvelike AV C curvefdlsfirgt, reachesthe minimumvaueand
thenrises. Henceit hastaken aU shape.

Marginal Cost

Marginal cost isdefined asthe addition madeto thetotal cost by
the production of oneadditional unit of outpuit.
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Table7.2 Computation of marginal cost

Output (units) | Total cost (Rs) |Marginal Cost (Rs)

0 200 -

1 300 100
2 390 0
3 470 80
4 570 100
5 690 120
6 820 130
7 955 135
8 1100 145

For example, whenafirm produces 100 unitsof output, themargind
cost would be equal tothetotal cost of producing 100 unitsminusthe
total cost of producing 99 units. Supposethetota cost of producing 99
unitsisRs9000 and thetotal cost of producing 100 unitsisRs 10,000
thenthemarginal cost will be Rs10, 000—Rs 9,000 =Rs1,000. The
firm hasincurred asum of Rs 1,000 in the production of onemore unit
of thecommodity. Symbolically

MC ~ =TC —TC_, where
MC. =Margina cost

TC, =Total cost of producing nunits
TC ,  =Totd costof producing n-1units
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Themargind cost curveisgiven below

MARGINAL COST
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8
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FIGURE 7.3

The marginal cost curveis‘U’ shaped. The shape of the cost
curveisdetermined by thelaw of variable proportions. If increasing
returns (economiesof scale)isin operation, themargind cost curvewill
be declining, asthe cost will be decreasing with theincreasein outpuit.
When the diminishing returns(diseconomiesof scale) arein operation,
theMC curvewill beincreasing asitisthesituation of increasing cost.

Relationship between short-run aver ageand short-run marginal
cost curves

Therdationship betweenthemargina andtheaveragecostismore

amathematica onerather than economic.
v

MC AL

AC AND MC

0 QUTPUT X
FIGURE 7.4
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Therelationship canbegivenasfollows.

1) Whenmargind costislessthan averagecos, averagecostisfdling

2) Whenmargina costisgreater thantheaverage cost, average cost
isrisng

3) Themarginal cost curve must cut theaveragecost curveat AC's

minimum point from below. Thusat the minimum point of AC,
MCisequa toAC.

Longrun AverageCost Curve(LAC)

Inthelong-runall factorsarevariable. Thereforethefirm can
changethesize of theplant (capita equipment, machinery etc) to meet
the changesin demand. A long-run average cost curve depictsthe
functional relationship between output and the long-run cost of
production.

L ong-run averagecost curve

Figure7.5 Figure7.6
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The Long run Average Cost (LAC) Curve is based on the
assumptionthat inthelong runafirm hasanumber of dternativeswith
regard to the scale of operations. For each scale of production or plant
size, thefirm hasan appropriate short-run average cost (SAC) curve.
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The pattern of these short-run average cost curvesisshownin Figure
7.5. We have assumed that technologically thereareonly three sizesof
plants—small, medium and large. SAC, isrelevant for asmall size
plant, SAC, for amedium sizeplant and SAC, for alargesizeplant. In
theshort period, whenthe output demanded isOA, thefirmwill choose
thesmallest sizeplant. But for an output beyond OB, thefirmwill choose
medium sizeplant astheaverage cost of smdl sizeplantishigher for the
same output (JC>K C). For output beyond OD, thefirm will choose
largesizeplant (SAC,). Intheshort-run, thefirmistied withagiven
plant but in thelong-run, thefirm movesfrom one plant to another. As
the scale of productionischanged, anew plantisadded. Thelong-run
cost of production istheleast possible cost of production of any given
level of output, when al inputsbecomevariable, including the size of
theplant.

Thelongrunaveragecost curveiscdled‘ planning curve of afirm
asit helpsin choosing aplant onthedecided level of output. Thelong-
run average cost curveisalso called envel ope curve asit supportsor
envelopsagroup of short-run cost curves(Figure 7.6). Fromthefigure
we can understand that thelong run average cost curveinitialy falls
withincreasein output and after acertain point it rises making aboat
shape.

CONCEPTSOF REVENUE

Theamount of money, which thefirmreceivesby thesaleof its
output inthe market, isknown asitsrevenue.

Total Revenue

Total Revenuerefersto the total amount of money that afirm
receivesfromthesaleof itsproducts.
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Mathematically TR =PQwhere TR = Total Revenue; P=FPrice;
Q= Quantity sold. Supposeafirm sells 1000 unitsof aproduct at the
price of Rs 10 each, the total revenue will be 1000 x Rs10=Rs
10,000/-

Average Revenue

Averagerevenueistherevenue per unit of thecommodity sold. It
iscalculated by dividing thetota revenue by the number of unitssold.

AR=TR/Q Where

AR = Average Revenue

TR =Total Revenue

Q= Quantity sold
Eg: Average Revenue= Rs10,000 _ poq00 /-

1000

Thus average revenue means price of the product.
Marginal Revenue

Marginal Revenueistheaddition madeto thetotal revenueby
sdlling onemoreunit of acommodity.

For example, if 10 unitsof aproduct are sold at the priceof Rs15
and 11 unitsaresold at Rs14/-, themarginal revenuewill be:

MRn=TRn—-TRn-1
=Rs(11x 14) - Rs(10x 15)
=Rs 154 -150
=Rs4/-
Relationship between AR and MR curves

When the average revenue (price) remains constant, themarginal
revenuewill aso remain constant and will coincidewiththeaverage
revenue.
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Table7.3 Constant AR and MR

No.of units| PriccorAR| TR | MR
Sold (R (R9) | Ry
10 10 | 10
2 10 20 | 10
3 10 30 |10
4 10 40 | 10
5 10 50 | 10
6 10 60 | 10
v
E
-
= p AR=MR
z |
(3 OUANTITY X
Figure7.7

A firmcan sell large quantitiesonly at lower prices. Inthat case,
theaveragerevenue (price) of theproduct fals. When AR falsMR will
dsofdl. Butfal inMRwill bemorethanthefall inthe AR. Hencethe
marginal revenuecurvewill lie below the averagerevenue curve (Fig
7.8)
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Table7.4 Downward slopingAR and MR

No.of unitg Priceor AR| TR | MR
Sald (Rs) (Rs)| Rs)
1 10 10 | 10
2 9 18 |8
3 8 24 |6
4 7 28 |4
5 6 D |2
6 5 0 |0
8 v
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Figure7.8

M easur ement of Profit

A firm’sprofit may be defined asthe difference betweenitstotal
revenueanditstotal costi.e. Profit = Total Revenue— Total Cost

Theam of any firmisto maximiseitsprofiti.e. tomaximisethe
positive difference between the Total Revenue (TR) and Total Cost
(TC). Atthat point the producer will beinequilibrium.

156

Table7.5Maximising Profits

Output (units)| Total Revenue(Rs) | Total Cost (Rs) | Total Profit(Rs)
1 40 45 -5
2 80 70 10
3 130 0 40
4 175 105 70
5 210 130 80
6 240 155 85
7 265 200 65
8 285 255 30
9 290 270 20
10 300 310 -10

From Table 7.5it can beunderstood thefirm will earn maximum
profit of Rs85whenit produces 6 unitsof output. Thusthefirmwill be
inequilibrium by producing 6 unitsof outpuit.
Figure7.9: Maximisation of Profit

TOFTAL ENWINLUIE & TOTAL COST
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Itsprofitisthemaximumat OM leve of output wherethe distance [l. Fillintheblanks
between the TR curve and the TC curveisthe maximum. When the
firm producesOL level of output, and OH level of output, total revenue a  Money costisasocaled
just equalstotal cost (TR =TC). At these points, thefirmismaking

neither profitsnor losses. Thusthe pointsSand Q are called Break- b. Economic profit is the difference between total revenue and

even points.
EXERCISE c. thedigtinction between thefixed and variablefactorsispossible
PART - A onlyin
|. Choosethecorrect answer d. Total costisthesum
1. redcostis e. Themarginal cost curveis shaped
a) panandsacrifice b) subjectiveconcept i

. Match thefollowing
c) effortsandforegoingleisure  d) All theabove

) _ . 11. Averagecost a) planning curve
2. Economiccostincludesexplicit cost and
a) implicit cogt b) socid cost 12. 7C b) TCn—TCn-1
c) fixedcost d) money cost 13. Thelongrunaveragecost curve c)TR-TC
3. socid costsarethose costs 14. MCn d) cost per unit
not borneby thefirms b) incurred by the soci
9 Y ) Y & 15. Profit e) TFC+TVC
c) hedlthhazards d) dlofthese
4. Averagefixed costisobtained by dividing IV. Answer inaword or two
a TC/Q b) TFC/IQ 16. When averagerevenueremanscongtant what will beM.R. ?
c) TVCIQ d) None 17. WhatisMargind Revenue?
5. Margind revenueistheleast addition madeto the ) _
) 18. What isbreak-even point ?
a) averagerevenue b) Tota production
¢) Total revenue d) none 19. Whatisanenvelopecurve?

20. Howwill youcaculateAC?
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PART -B

Answer thefollowing questionsin about four or fivelines

21. Bring out thedistinction between short runand long run.
22. Defineopportunity cost.

23. What are economic costs?

24. Definemargind cost ?

25. Mentiontherelationship betweenMCand AC

PART -C

Answer thefollowing questionsin about apage

26. Giveanoteonlongrunaverage cost curve.

27. Explainthereationship between ARand MR curve

28. Explaintheshort runaveragecost curves

29. Explanthemargind cost withsuitableillustration.

30. Explainthereationship between SAC and SMC.
PART -D

Answer for each question should beabout three pages

31. Explainvariouscogsincurred by thefirm.

32. ExplanTC,ACandMCcurves.

33. ExplanTR,ARand MR curves.

34. Explanthemeasurement and maximizationof profitwithdiagram.
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Chapter 8
Market Structure and Pricing

M eaning and Definition of M ar ket

Market generally meansaplace or ageographical area, where
buyerswith money and sdllerswith their goods meet to exchange goods
for money. In Economics market refersto agroup of buyersand sdllers
whoinvolveinthetransaction of commoditiesand services.

Characteristicsof amarket
1. Exigenceof buyersand sdllersof thecommodity.

2. Theestablishment of contact between the buyers and sellers.
Distanceisof no consideration if buyersand sdllerscould contact
each other through the available communication system like
telephone, agents, letter correspondence and Internet.

3. Buyersand sdllersded withthesamecommodity or variety. Since
themarket in economicsisidentified onthebasisof thecommodity,
smilarity of theproductisvery essential.

4. Thereshould beapricefor thecommodity bought and soldinthe
market.

Classification of Markets
A) Market accordingtoArea

Based on the extent of the market for any product, marketscan
beclassfiedintoloca regiona, nationa and international markets.

L ocal M ar ket

A local market for aproduct existswhen buyers and sellers of
commodity carry on businessinaparticular locality or village or area
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where the demand and supply conditions are influenced by local
conditionsonly. E.g. Perishablegoodslike milk and vegetablesand
bulky articleslikebricksand stones.

National Market

When commodities are demanded and supplied throughout the
country, thereisnational market e.g. wheat, rice or cotton

Regional Market

Commoditiesthat are demanded and supplied over aregion have
regiona market.

Global Market

When demand and supply conditionsareinfluenced at theglobal
level, wehaveinternationa market. e.g. gold, silver, cell phoneetc.

Onthebasisof demand and supply, thisgeographicd classfication
ismade. With improved transport facilitiesand communications, even
goodsof loca marketscan becomeinternational goods.

B) Market accordingtotime

Marshdl classfied market based onthetimee ement. Ineconomics
“time” does not mean clock time. It meansonly the division of time
based on extent of adjustability of supply of acommodity for agiven
changeinitsdemand. Themgjor divisionsarevery short period, short
period and long period.

Very Short Period

Very short period refersto thetype of competitivemarketinwhich
the supply of commodities cannot bechanged at al. Soinavery short
period, the market supply is perfectly inelastic. The price of the
commodity depends on the demand for the product alone. The
perishable commoditieslikeflowersarethe best example.

Short-period
Short period refersto that period inwhich supply can beadjusted

toalimited extent by varying thevariablefactorsa one. Theshort period
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supply curveisreatively elastic. Theshort period priceisdetermined
by theinteraction of the short-run supply and demand curves.

LongPeriod

L ong period isthetime period during which the supply conditions
arefully ableto meet the new demand conditions. Inthelong run, all
(both fixed aswell asvariable) factorsare variable. Thusthe supply
curveinthelongrunisperfectly eagtic. Therefore, it isthedemand that
influencespriceinthelong period.

C) Market accordingto competition

Thesemarketsare classified according to the number of selersin
themarket and the nature of the commodity. The classification of market
according to competitionisasfollows.

M arket
! | !

Perfect Competition N
(Large number of sellers Imperfect competition
selling homogeneous
products)

! ! } E

M onopoly Duopoly Oligopoly M onopolistic

(Single (2 Sellers) (A few sellers competition

Seller) selling (Large number of
homogeneous or sellers selling

differentiated differentiated
products) products)

Perfect Competition

Perfect competition isamarket Situation wherethereareinfinite
number of sellersthat no oneisbig enough to have any appreciable
influence over market price.
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Featuresand Conditionsof perfect competition
1. Large number of buyersand sellers

There are a large number of buyers and sellers in a perfect
competitive market that neither asingle buyer nor asinglesdller
caninfluencethe price. The priceisdetermined by market forces
namely the demand for and the supply of the product. Therewill
beuniform priceinthe market. Sellersaccept thispriceand adjust
the quantity produced to maximisetheir profit. Thusthesdllersin
the perfect competitive market are price- takers and quantity
adjusters.

2.  Homogeneous Product

Theproductsproduced by al thefirmsin the perfectly competitive
market must be homogeneousand identical inall respectsi.e. the
productsin the market are the samein quantity, size, taste, etc.
Theproductsof different firmsare perfect substitutesand thecross-
eadicityisinfinite.

3. Perfect knowledge about market conditions

Both buyersand sellersarefully aware of the current priceinthe
market. Thereforethebuyer will not offer high priceandthesdlers
will not accept apricelessthanthe one prevailinginthe market.

4. Freeentry and Free exit

There must be completefreedom for theentry of new firmsor the
exit of theexigting firmsfromtheindustry. Whentheexiging firms
areearning super-normal profits, new firmsenter into the market.
Whenthereislossintheindustry, somefirmsleavetheindustry.
Thefreeentry and freeexit arepossibleonly inthelong run. That
isbecausethesize of the plant cannot be changed inthe short run.

5. Perfect mobility of factors of production

Thefactorsof productions should be freeto movefromoneuse
to another or from oneindustry to another easily to get better
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remuneration. The assumption of perfect mobility of factorsis
essential to fulfil the first condition namely large number of
producersinthe market.

6. Absence of transport cost

In aperfectly competitive market, it isassumed that thereareno
trangport costs. Under perfect competition, acommodity issold
a uniform pricethroughout themarket. If trangport cost isincurred,
the firms nearer to the market will charge alow pricethan the
firmsfar away. Henceitisassumed that thereisno transport cost.

7. Absence of Government or artificial restrictionsor collusions

Thereareno government controlsor restrictionson supply, pricing
etc. Thereisasono collusonamong buyersor sellers. Theprice
inthe perfectly competitive market isfreeto changeinresponseto
changesin demand and supply conditions.

Natur e of Revenue curves

Under perfect competition, the market priceisdetermined by the
market forces namely the demand for and the supply of the products.
Hencethereisuniform priceinthemarket and al the unitsof the output
aresold at the sameprice. Asaresult theaveragerevenueisperfectly
elastic. Theaveragerevenue curveishorizontally parallel to X-axis.
Since the Average Revenue is constant, Marginal Revenueisalso
constant and coincides with Average Revenue. AR curve of afirm
representsthe demand curvefor the product produced by that firm.

Short run equilibrium priceand output deter mination under per -
fect competition

1. Sinceafirmintheperfectly competitivemarket isaprice-taker, it
hasto adjustitslevel of output to maximiseitsprofit. Theaim of
any producer isto maximise hisprofit.

2. Theshort runisaperiodinwhich the number and plant size of the
firmsarefixed. Inthisperiod, thefirm can produce moreonly by
increasing thevariableinputs.
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3. Astheentry of new firmsor exit of theexidting firmsarenct possible
inthe short-run, thefirminthe perfectly competitive market can
either earn super-normal profit or normal profit or incur lossinthe
short period.

Super-normal Profit

When theaveragerevenueof thefirmisgreater thanitsaverage
cost, thefirmisearning super-normal profit.

Short-run equilibrium with super-normal profits
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FIGURE 8.1
Infigure8.1, output ismeasured d ong thex-axisand price, revenue
and cost dongthey-axis. OPistheprevailling priceinthemarket. PL is
the demand curve or average and the marginal revenue curve. SAC
and SMC arethe short run average and margina cost curves. Thefirm
isinequilibriumat point‘E' whereMR=MCand MC curvecutsMR
curvefrom below at thepoint of equilibrium. Thereforethefirmwill be
producing OM levd of output. Atthe OM levd of output ME isthe AR
and MF isthe average cost. The profit per unit of output is EF (the
difference between ME and MF). Thetota profitsearned by thefirm
will be equal to EF (profit per unit) multiplied by OM or HF (total
output). Thusthetota profitswill beequa totheareaHFEP. HFEPIs

thesupernorma profitsearned by thefirm.
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Longrun equilibrium, priceand output deter mination

Inthelongrun, dl factorsarevariable. Thefirmscanincreasether
output by increasing the number and plant size of thefirms. Moreover,
new firmscan enter theindustry and the existing firms can leave the
industry. Asaresult, al theexisting firmswill earn only norma profitin
thelong run.

If the existing firmsearn supernormal profit, the new firmswill
enter theindustry to compete with the existing firms. Asaresult, the
output produced will increase. When the total output increases, the
demand for factorsof productionwill increaseleading toincreasein
pricesof thefactors. Thiswill resultinincreasein average cost.

Ontheother side, when the output produced increases, the supply
of the product increases. The demand remaining the same, whenthe
supply of the product increases, the price of the product comesdown.
Hencetheaveragerevenuewill comedown. A fdl in averagerevenue
andtherisein average cost will continuetill both becomeequal. (AR =
AC). Thus, dl the perfectly competitivefirmswill earn normal profitin
thelong run.

Figure 8.2 representslong run equilibrium of firm under perfect
competition. Thefirmisinequilibriumat point SwhereLMC=MR=
AR=LAC. Thelong runequilibriumoutput isON. Thefirmisearning
just the normal profit. Theequilibrium priceisOP. If the pricerises
above OP, thefirmwill earn abnormal profit, which will attract new
firmsintotheindustry. If thepriceislessthan OP, therewill belossand
thetendency will beto exit. Sointhelong run equilibrium, OPwill be
the priceand marginal cost will be equal to average cost and average
revenue. Thusthefirminthelong runwill earn only normal profit.
Competitivefirmsarein equilibrium at theminimum point of LAC curve.
Operating at theminimum point of LAC curvesgnifiesthat thefirmis
of optimum sizei.e. producing output at the lowest possible average

Cost.
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Longrun equilibrium of thefirm
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Advantagesof perfect competition

1

Thereisconsumer sovereignty in aperfect competitive market.
The consumer isrational and he has perfect knowledge about the
market conditions. Therefore, hewill not purchasethe productsat
ahigher price.

In the perfectly competitive market, the price is equal to the
minimum average cost. Itisbeneficia totheconsumer.

The perfectly competitivefirmsare price-takersand the products
arehomogeneous. Thereforeitisnot necessary for the producers
to incur expenditure on advertisement to promote sales. This
reducesthewastage of resources.

Inthelong run, the perfectly competitivefirmisfunctioning at the
optimum leve. Thismeansthat maximum economic efficiency in
productionisachieved. Astheactua output produced by thefirm
isequa totheoptimum output, thereisnoidleor unused or excess
capacity.
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Monopoly

Monopoly isamarket structureinwhichthereisasinglesdller,

thereareno close substitutesfor the commodity it producesand there
arebarriersto entry.

Characteristicsof Monopoly

1

SingleSdller: Thereisonly onesdler; hecan control either price
or supply of hisproduct. But he cannot control demand for the
product, asthereare many buyers.

No close Substitutes: There are no close substitutes for the
product. The buyershaveno alternativesor choice. Either they
haveto buy the product or go without it.

Price: Themonopolist hascontrol over the supply soastoincrease
the price. Sometimeshemay adopt pricediscrimination. Hemay
fix different pricesfor different setsof consumers. A monopolist
can either fix the price or quantity of output; but he cannot do
both, at the sametime.

No Entry: Thereisno freedom to other producersto enter the
market asthe monopolist isenjoying monopoly power. There
are strong barriers for new firms to enter. There are legd,
technological, economic and natura obstacles, which may block
the entry of new producers.

Firm and Industry: Under monopoly, there is no difference
between afirm and anindustry. Asthereisonly onefirm, that
singlefirm congtitutesthewholeindustry. .

Causesfor Monopoly

1

Natural: A monopoly may ariseon account of somenatura causes.
Someminerdsareavailableonly incertainregions. For example,
South Africahasthe monopoly of diamonds; nickel intheworldis
mostly availablein Canadaand oil inMiddieEast. Thisisnatura
monopoly.
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2. Technical: Monopoly power may be enjoyed dueto technical
reasons. A firmmay have control over raw materials, technical
knowledge, specia know-how, scientific secretsand formulathat
enable amonopolist to produce acommodity. e.g., Coco Cola

3. Legal: Monopoly power is achieved through patent rights,
copyright and trade marks by the producers. Thisiscalled lega
monopoly.

4. Large Amount of Capital: The manufacture of some goods
requiresalarge amount of capital or lumpinessof capital. All
firmscannot enter thefield becausethey cannot afford toinvest
such alargeamount of capital. Thismay giveriseto monopoaly.
For example, iron and steel industry, railways, etc.

5. Sate Governmentwill havethesoleright of producingand selling
somegoods. They are Statemonopolies. For example, wehave
public utilitieslikeelectricity and railways. Thesepublic utilities
areundertaken by the State.

Priceand Output Deter mination

A monopolist likeaperfectly competitivefirm triesto maximise
hisprofits.

A monopoly firm facesadownward s oping demand curve, that
IS, itsaveragerevenuecurve. Thedownward soping demand curve
impliesthat larger output can be sold only by reducing theprice. Its
marginal revenue curvewill bebelow the averagerevenuecurve.

Theaveragecost curveis‘ U’ shaped. Themonopolist will bein
equilibrium when MC = MR and the MC curve cutsthe MR curve
from below.

Infigure8.4, AR isthe Average Revenue Curveand MR isthe
Marginal revenuecurve. AR curveisfalingand MR curveliesbelow
AR. Themonopolistisin equilibrium at E where MR =MC. He
produces OM unitsof output and fixespriceat OP. At OM output, the
averagerevenueisMSand averagecost MT. Thereforethe profit per
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unitisMS-MT =TS. Tota profitisaverageprofit (TS) multiplied by
output (OM), whichisequal toHTSP. Themonopolistisinequilibrium
at point E and produces OM output at which heis earning maximum
profit. Themonopoly priceishigher than the margina revenueand
margina cost.

COST AND REVENLE

CUTPLUT
FIGURE 2.4

Advantages

1. Monopaly firmshavelarge-scale production possibilitiesand aso
canenjoy bothinternal and external economies. Thiswill resultin
thereduction of costsof production. Output can be sold at low
prices. Thisisbeneficia totheconsumers.

2. Monopaly firmshavevast financia resourceswhich could beused
for research and development. Thiswill enablethefirmstoinnovate
quickly.

3. Thereareanumber of weak firmsinanindustry. Thesefirmscan
combinetogether in theform of monopoly to meet competition.
In such acase, market can be expanded.

Although there are some advantages, there is a danger that
monopoly power might be misused for exploiting the consumers.
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Disadvantages

1

A monopolist dwayschargesahigh price, whichishigher thanthe
competitiveprice. Thusamonopolist exploitsthe consumers.

A monopolistisinterested in getting maximum profit. Hemay
restrict the output and raise prices. Thus, he creates artificial
scarcity for hisproduct.

A monopolist often chargesdifferent pricesfor the same product
fromdifferent consumers. Heextracts maximum priceaccording
totheability to pay of different consumers.

A monopolist useslarge-scal e production and huge resourcesto
promote hisown selfish interest. Hemay adopt wrong practices
to establish absolute monopoly power.

Inacountry dominated by monopolies, wealthisconcentratedin
thehandsof afew. It will lead toinequality of incomes. Thisis
againgt the principleof thesociaistic pattern of society.

Methodsof Controlling Monopoly

1

L egidative M ethod: Government can control monopolies by
legd actions. Anti-monopoly legid ation hasbeen enactedto check
thegrowth of monopoaly. InIndia, theMonopoliesand Redtrictive
Trade Practices Act was passed in 1969. The objectiveof this
Act isto prevent the unwanted growth of private monopoliesand
concentration of economic power inthe hands of asmall number
of individualsandfamilies,

Controlling Priceand Output: Thismethod can beappliedin
the case of natura monopolies. Government wouldfix either price
or output or both.

Taxation: Taxationisanother method by which themonopalistic
power can be prevented or restricted. Government canimposea
lump-sum tax onamonopoly firm, irrespectiveof itsleve of output.
Consequently, itstotd profitwill fall.
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4. Nationalisation: Nationalising big companies is one of the
solutions. Government may takeover such monopolisticcompanies,
whichareexploiting the consumers.

5. Consumer’sAssociation: Thegrowth of monopoly power can
also be controlled by encouraging the formation of consumers
associationsto improve the bargaining power of consumers.

Comparison between Perfect Competition and Monopoly
Themanamof firmsboth under monopoly and perfect competition

istomaximiseprafit. Inboththemarket forms, thefirmsareinequilibrium

at theoutput level whereMC = MR. Thedifferencesareasfollows:

Perfect Competition

Monopoly

1. Average revenue curve is a

. At the equilibrium, MC = MR =

. Thefirmin the long run comes to

. Equilibrium can be conceived only

. The firm can earn only normal

. Pricewill be lower and the output

horizontal straight line paralléel to
X axis .Margina revenueisequa
to average revenue and price

AR. That is price charged is equal
to marginal cost of production

equilibrium at the minimum point
or the lowest point of the long run
average cost curve. Thefirmtends
to be of optimum size operating at
the minimum average cost.

under increasing cost and not
under decreasing or constant cost
conditions

profitinthelong run and may earn
super profit in the short run

islarger

Both average revenue curve and
marginal revenue curve are
downwardfaling curves. Margina
revenue is less than average
revenue and price.

At the equilibrium, MC = MR <
AR that is price charged is above
marginal cost

Even in the long run equilibrium
thefirmwill beoperating at ahigher
level of average cost. The firm
stops short of optimum size.

Equilibrium situationispossible at
increasing, decreasing or constant
cost conditions.

But monopoly firm earns super
normal profit bothin short run and
long run

Priceis higher and the output will
besmaller
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PriceDiscrimination

Price discrimination means the practice of selling the same
commodity at different pricesto different buyers. If the monopolist
charges different prices from different consumers for the same
commodity, itiscalled pricediscrimination or discriminating monopoly.
Definition

Pricediscrimination may be defined as“the sale of technically
similar products at prices which are not proportional to marginal

cost”. For example, all cinematheatres charge different pricesfor
different classes of people.

Conditionsof Price Discrimination
Pricediscriminationispassbleonly if thefollowing conditionsarefulfilled.

1. Thedemand must not betransferablefromthe high priced market
to thelow priced market. If rich peopledo not buy the high-priced
deluxe edition of the book, but wait for the low-priced popul ar
editionto comeout, then persond discriminationwill fail.

2. Themonopolist should keep thetwo marketsor different markets
separate so that thecommodity will not bemoving from onemarket
totheother market. If itispossibleto buy the product in the chegper
market of themonopolist and sdll it inthe dearer market, therecan
never betwo pricesfor thecommodity. If theindustria buyer of
cheap electricity usesit for domestic consumption, then trade
discriminationwill fal.

Theabovetwo conditionsare essential to adopt pricediscrimination.

M onopolistic Competition

Monopolistic competition, asthenameitsalf implies, isablending
of monopoly and competition. Monopolistic competition refersto the
market Stuationinwhichalarge number of sdlersproducegoodswhich
are close substitutes of one another. The productsare similar but not
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identical. The particular brand of product will have agroup of loyal
consumers. Inthisrespect, each firmwill have somemonopoly and at
thesametimethefirm hasto competeinthemarket with the other firms
asthey produceafair substitute. The essentia featuresof monopolistic
competition are product differentiation and existence of many sdllers.

Thefollowing arethe examples of monopolistic competitionin Indian

context.

1. Shampoo - Sun Silk, Clinic Plus, Ponds, Chik, Velvette,
Kadal, Head and Shoulder, Pantene, Vatika,
Garnier, Meera

2 ToothPage - Binaca, Colgate, Forhans, Close-up, Promise,
Pepsodent, Vicco Vajradanti, Ajanta, Anchor,
Baboal.

Characteristicsof Monopolistic Competition

(i) Existence of Large Number of firms: Under monopolistic
competition, the number of firms producing acommodity will bevery
large. Theterm ‘very large’ denotesthat contribution of each firm
towardsthetotal demand of the product issmall. Each firm will act
independently on the basis of product differentiation and each firm
determinesitsprice-output policies. Any action of theindividuad firmin
increasing or decreasing the output will havelittle or no effect on other
firms

(ii) Product differentiation: Product differentiationisthe essence of
monopolistic competition. Product differentiation isthe process of
atering goodsthat servethe same purpose so that they differ inminor
ways.

Product differentiation can be brought about in various ways.
Product differentiationisattempted through (a) physica difference; (b)
quality difference; (c) imaginary differenceand (d) purchase benefit
difference. It may beby using different quality of theraw material and
different chemicalsand mixtures used in the product. Differencein
workmanship, durability and strength will also make product
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differentiation. Product differentiation may also beeffected by offering
customerssome benefitswith thesale of theproduct. Facilitieslikefree
servicing, home delivery, acceptance of returned goods, etc. would
make the customers demand that particular brand of product when
suchfacilitiesareavailable. Product differentiation through effective
advertisement isanother method. Thisisknown assalespromotion.
By frequently advertising the brand of the product through press, film,
radio, and TV, the consumersare madeto feel that the brand produced
by thefirmin questionissuperior to that of other brands sold by other
firms

(iii) Selling Costs: From the discussion of ‘ product differentiation’,
wecaninfer that the producer under monopolistic competition hasto
incur expensesto popularise hisbrand. Thisexpenditureinvolvedin
sdlingtheproduct iscalled selling cost. According to Prof. Chamberlin,
sdling costis*thecost incurredin order to alter the position or shape of
thedemand curvefor aproduct”. Mostimportant form of saling costis
advertisement. Sales promotion by advertisement iscalled non-price
competition.

(iv) Freedom of entry and exit of firms: Another important feature
is the freedom of any firm to enter into the field and produce the
commodity under itsown brand name and any firm can go out of the
fieldif so chosen. Thereareno barriersasin the case of monopoly

M onopolistic competition presupposesthat cusomershavedefinite
preferencesfor particular varietiesor brand of products. Hence pricing
is not the problem but product differentiation is the problem and
competition isnot on pricesbut on products.

Thusin monopolistic competition, thefeatures of monopoly and
perfect competition arepartially present.
Determination of Equilibrium priceand output under monopoalistic
competition

Themonopolistic competitivefirmwill cometo equilibriumonthe
principle of equalisng MR with MC. Eachfirmwill choosethat price
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and output whereit will bemaximisingitsprofit. Figure 8.5 showsthe
equilibrium of theindividua firmintheshort period.

Short Period Equilibriumof a
M onopolistic competitivefirm with Profit
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FIGLEE 8.5

MC and AC arethe short period marginal cost and average cost
curves. Thedoping down averagerevenue and margina revenuecurves
areshownasAR and MR. Theequilibrium pointisEwhere MR =
MC. Theequilibriumoutput isOM and thepriceof the productisfixed
at OP. Thedifference between average cost and averagerevenueis
SQ. TheoutputisOM. So, thesupernormal profit for thefirmisshown
by the rectangle PQSR. The firm by producing OM units of its
commodity and sellingit at apriceof OP per unit realizesthemaximum
profitintheshort run.

Thedifferent firmsin monopolistic competition may be making
either abnorma profitsor lossesinthe short period depending ontheir
costsand revenuecurves.
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Inthelong run, if theexisting firms earn super normal profit, the
entry of new firmswill reduceits sharein the market. The average
revenue of the product will come down. The demand for factors of
productionwill increasethe cost of production. Hence, the sizeof the
profit will bereduced. If theexisting firmsincur lossesin thelong-run,
someof thefirmswill leavetheindustry increasing the share of the
existing firmsin the market. Asthe demand for factorsbecomesless,
the price of factors will come down. This will reduce the cost of
production, which will increasethe profit earned by theexisting firm.
Thusunder monopolistic competition, all theexisting firmswill earn
normal profitinthelongrun.

Wastages of M onopolistic competition

1. Unemployment: Under monopolistic competition, the firms
produce lessthan optimum output. Asaresult, the productive
capacity is not used to the fullest extent. This will lead to
unemployment of resources.

2. Excesscapacity: Excesscapacity isthedifference betweenthe
optimum output that can be produced and the actual output
produced by thefirm. Inthelong run, amonopolistic firm produces
an output which islessthan the optimum output that isthe output
corresponding to the minimum average cost. Thisleadsto excess
capacity whichisregarded aswastein monopolistic competition.

3. Advertisement: There is a lot of waste in competitive
advertisementsunder monopolistic competition. Thewasteful and
competitive advertisementsl|ead to high cost to consumers.

4. TooMany Varietiesof Goods:. Introducing too many varieties
of agood isanother waste of monaopolistic competition. Thegoods
differ in size, shape, style and colour. A reasonable number of
varietieswould bedesirable. Cost per unit can bereduced if only
afew areproduced.

5. Inefficient Firms: Under monopolistic competition, inefficient
firmscharge priceshigher than their marginal cost. Such type of
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inefficient firmsshould bekept out of theindustry. But, thebuyers
preferencefor such productsenabl estheinefficient firmsto continue
toexig. Efficient firmscannot driveout theinefficient firmsbecause
theformer may not be ableto attract the customersof thelatter.

Oligopoly

Oligopoly refersto aform of imperfect competition wherethere
will beonly afew sdllersproducing either homogenousor differentiated
products.

Characteristicsof Oligopoly

1. Interdependence: Themostimportant feature of oligopoly is
interdependencein decision - making. Sincethereareafew firms,
eechfirmclosdy watchestheactivitiesof theather firm. Any change
inprice, output, product, etc., by afirmwill haveadirect effect on
thefortuneof itsrivals. So an oligopolistic firm must consider not
only themarket demand for itsproduct, but dsothe possblemoves
of other firmsintheindustry.

2.  Group Behaviour: Firmsmay realisetheimportance of mutual
co-operation. Thenthey will haveatendency of collusion. Atthe
sametime, thedesire of each firm to earn maximum profit may
encourage competitivespirit. Thus, co-operativeand collusvetrend
aswell as competitive trend would prevail in an oligopolistic
market.

PriceRigidity: Another important feature of oligopoly ispricerigidity.
Priceissticky or rigid a theprevailing level duetothefear of reaction
fromtheriva firms. If an oligopolistic firmlowersitsprice, theprice
reductionwill befollowed by theriva firms. Asaresult, thefirmloses
itsprofit. Expecting the samekind of reaction, if theoligopolisticfirm
raisestheprice, theriva firmswill not follow. Thiswouldresultinlosing
customers. In both waysthefirmwould face difficulties. Hencethe
priceisrigid.
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Perfect competition isamarket Situation wherewehaveasingle
sler

a asnglesdler b. twosdlers
c. largenumber of sellers d. fewsdlers
A firm canachieveequilibriumwhenits

a MC=MR b. MC=AC
c. MR=AR d. MR=AC

Thefirm andindustry are oneand the same under

a. perfect competition b. duopoly

c. oligopaly d. monopoly

Under perfect competition, the demand curveis

a. Upwarddoping b. horizontd

c. downwarddoping d. verticd

Most important form of selling costis

a. Advertisement b. Sdes

¢. Homogeneousproduct d. None
Fillintheblanks

Under perfect competition, thefirmsareproducing

product.

When the Averagerevenue of thefirmisgreater thanitsaverage

cost, thefirmisearning

The perfect competitivefirmsare

Monopoly power achieved through patent right is called

10. Firmsredizetheimportanceof under oligopoly.
Match thefollowing

Pertail
Muorapely
Bilaleral
Momopaly
(Higopoly
{Puife o
dhTerentinicd)
Dheepody
P o
dfTererizied]

Bdarkri

Type of

Competition

__chnpelisen |
| Monopaliis:

Different Types of Market Structurs

11. Globa market a E.H. Chamberlin
12. Consumer sovereignty b. Coco Cola
13. SouthAfrica c.Goldandslver
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14. Technica monopoly d. perfect competition
15. monopolistic competition e.diamond
Answer inaword or two
16. Whatisanindustry?
17. Who undertakesthepublic utilities?
18. How doesthegovernment control monopoly?
19. What istheessentia feature of monopolistic competition?
20. Inwhichyear the MRTP Act was passed?
PART B
Answer thefollowing questionsin about four or fivelines
21. What arethecharacteristicsof amarket?
22. Classify themarket based on competition.
23. Mentionany threebenefitsof perfect competition.
24. What arethe conditionsof pricediscrimination?
25. Definepricediscriminationwithanexample.
PART C
Answer thefollowing questionsin about a page
26. Briefly explaintheclassfication of markets.
27. Explainthefeaturesof perfect competition.
28. What arethe methodsof controlling monopoly?
29. Writeanoteon‘ product differentiation’.
30. Describethewastesof monopolistic competition.

PART D

Answer for each question should beabout thr ee pages

31. How isthe price and output determined in the short run under
perfect competition?

32. Definemonopoly. What are the characteristics and causes of
monopoly?

33. Explainthe price and output determination under monopoly.

34. Explaintheadvantagesand disadvantages of monopoly.

35. Differentiatethe perfect competition frommonopoly.

36. Explainthe priceand output determination under monopolistic
competition.
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Chapter 9

Marginal Productivity Theory of
Distribution

Themargind productivity theory of digtributionisthegenerd theory
of distribution. Thetheory explains how pricesof variousfactors of
production are determined under conditions of perfect competition. It
emphasizesthat any variablefactor must obtain areward equal toiits
marginal product.

Thereisno fundamental difference between the mechanism of
determination of factor pricesand that of pricesof commodities. Factor
pricesaredetermined in marketsunder theforcesof supply and demand.
But thereisonedifference. Whilethe demand for commoditiesisdirect
demand, the demand for factorsof productionisderived demand. For
example, therewill be demand for workers engaged in construction
industry (e.g. masons) only when thereisdemand for housing.

Accordingtothemargina productivity theory of distribution, ina
perfectly competitive market (for productsandinputs), each factor will
bepaid apriceequal to thevalue of its physical product. Thoughthe
theory isapplicabletoall factorsof production, wemay illustrateit with
referencetolabour.

A firmwill go on employing moreand more unitsof afactor until
thepriceof that factor isequal to thevaue of themargina product. In
other words, each factor will be rewarded according to its marginal
productivity. The marginal productivity isequal to the value of the
additional product which an employer gets when he employs an
additional unit of that factor. We assumethat the supply of all other
factorsremain constant.

Weshd| giveasmpleillugration of themargind productivity theory
of distribution by making useof labour.
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Theam of afirmismaximization of profit. It will hireafactor as
long asit addsmoretototal revenuethantototal cost. Thusafirmwill
hireafactor upto the point at which themarginal unit contributesas
much to total cost asto total revenue becausetotal profit cannot be
further increased.

Thecondition of equilibriuminthelabour marketis
MC =VMPL
WhereMC, =Marginal cost of labour
VMPL =Vaueof margina product of labour.
Or W=VMPL
Where W =wages of labour

Note: Itisassumed that afirm can employ any amount of labour under agiven
wage rate as the supply of labour is assumed to be unlimited in a competitive
market.

Diagrammatic Ilustration of wage derminationin acompetitive market

MPF, VP,

L
"-, WML = w-.1|=r|> I‘::: "-'rr'”

Fig. 9.1 L
Figure 9.1 describes
MPP,_ = Margina physical product (of labour) curve
VMP,_ = Vaue of marginal product curve

VMP_= MPP_.P, (VMP_= Marginal physical product of labour
multiplied by price of the commodity)
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Note: P (Thepriceisassumed to be constant under conditions of perfect
competition)

Infig. 9.2, theequilibrium of thefirmisshown by E. Thisisso
becausetotheleft of L*, each unit of labour costslessthan thevalue of
itsproduct (VMPL >W). Hence thefirm will make more profit by
hiring moreworkers. Totheright of VMP,_ <W. Hence, the profits of
thefirmwill bereduced. So profitswill bemaximumwhenVMP_ =W,

It followsfrom the above discussion that the demand curveof a
firmfor asinglevariablefactor (e.g. 1abour) isitsvalue of marginal
product curve.

Thusthe productivity of themarginal unit of afactor determines
theratethat isto bepaidto all unitsof thefactor. The employer adopts
the principle of substitution and combines|and, labour and capital in
such away that the cost of productionisminimum. Thenthereward for
each factor isdetermined by itsmarginal productivity. The marginal
productivity theory of distribution has been used to explain the
determination of rent, wages, interest and profits. That iswhy; itiscalled
genera theory of distribution.

Assumptionsof thetheory

The margina productivity theory is based on the following
assumptions.

Thereisperfect competition.

All unitsof afactor arehomogeneous. It meansthat oneunit of a
factor isthesame asthe other.

3. Factorscan besubstituted for each other. That is, al factorsare
interchangegble.

4. Thetheoryisbased onthelaw of diminishing returnsasappliedto
business. Thelaw of diminishing returnstellsthat if you goon
employing moreand moreunitsof afactor, itsmargind returnswill
diminish. Soafirm, whenit comesto know that theincreaseina
certain factor isresulting in diminishing returns, thefirmwill
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substituteit with some other factor. Thereby, it will try to reduce
the cost of production.

Criticism of thetheory

Thefollowingaresomeof thepointsof criticismagaing themargind
productivity theory of distribution.

1. Everyproductisajoint product anditsvauecannot be separately
attributed to either labour or capital. Again, itisrather difficult to
measurethe* productivity” of certain categoriesof labour like
doctors, lawyersand teacherswho render services.

2. Thetheory takesinto account only the factors operating on the
side of demand by ignoring the supply side. For example, when
thereisscarcity of afactor, it ispaid much morethanthenormal
price.

3. Thetheory isbased on the assumption of perfect competitionand
full employment. But inthereal world, we have only imperfect
competition; wedo not have perfect competition.

4. Inpractice, itisrather difficult to vary the use of the factors of
production.

5. Thetheory doesnot carry withit any ethical justification. If we
accept thetheory, it meansthat factors get the val ue of what they
produce. For example, workersin afirm may get low wages not
because their productivity islow but because there might be
exploitation of |abour. Hencewe should not make use of thistheory
tojudtify theexisting system of unequa distribution.

We may notethat in spite of the above pointsof criticism against
thetheory, it explainstheroleof productivity in the determination of
factor prices. Inthewordsof Marshal, “the doctrinethrowsinto clear
light one of the causesthat governwages’.
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Rent

Inordinary language, “rent” refersto any periodic payment made
for theuse of agood. For example, when welivein someone shouse,
wepay rent. Thisrent iscontract payment. The contract rent includes
besidesthe payment madefor the use of land, interest on the capital
invested in the house, wages and profit. But classical economistslike
Ricardoreferred by “rent” to the payment madefor theuseof agricultura
land. Rent arises because of the peculiar characteristicsof land. The
supply of landisinelasticandit differsinfertility. Rent arisesbecause of
differencesinfertility. Thoselandswhich are morefertilethan others
get rent.

TheRicardian theory of Rent

Ricardian theory of rentisoneof theearliest theoriesof rent. Itis
named after Ricardo, agreat classical economist of the 19" century.

According to Ricardo, “rent isthat portion of the produce of the
earth which is paid to the landlord for the use of the original and
indestructible powersof thesoil”. So rent ispayment madefor theuse
of land for its original powers. Ricardo believed that rent arose on
account of differencesinthefertility of land. Only superior landsget
rent. Rentisadifferential surplus.

Rent may also arise on account of situational advantage. For
example, somelands may be nearer to the market. The producer can
savealot of transport costs. Evenif dl landsareequally fertile, lands
which enjoy Stuational advantagewill earnrent.

Ricardo explained histheory by taking theexampleof colonization.
If some peoplego and settledowninaplace, first they will cultivatethe
best |ands. If more people go and settle down, the demand for land will
increase and they will cultivate the second-grade lands. The cost of
productionwill go up. Sothe price of graininthe market must cover
the cost of cultivation. Inthiscase, thefirst gradeland will get rent.
After sometime, if thereisincreasein population, eventhird grade
landswill be cultivated. Now, even second grade landswill get rent and
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first gradelandswill get morerent but thethird gradeland will not get
rent. Itisknown asno - rent land. According to Ricardo, rent isprice
determined, that is, it isdetermined by price of thegrains producedin
theland. Hed so believed that rent ishigh because priceishigh and not
the other way round. Ricardo cameto the conclusion that rent did not
enter price becausethere are someno - rent or marginal lands. Asthe
produce of no-rent land getsaprice, Ricardo argued that rent did not
enter price.

Infigure 9.3, grades of land are shown along the X axisand the
output up they —axis. The shaded areainthediagramindicatesrent. In
thiscase, gradel and gradell landsget rent. Thegradelll land will not
get rent.

Diagrammatic lllustration of Ricardiantheory of Rent.
Y
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Criticism of theRicardian Theory of Rent

Ricardo tellsthat only the best lands are cultivated first. Thereisno
historical proof for this.

1. According to Ricardo, land has “original and indestructible
powers’. But thefertility of land may decline after sometime
because of continuouscultivation.
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2. Ricardo believed that rent ispeculiar to land alone. But many
modern economistsarguethat therent aspect can be seenin other
factorslikelabour and capital . Rent ariseswhenever thesupply of
afactorisindagticinrelation to thedemandfor it.

3. Ricardoisof theview that rent does not enter the price of the
commodity producedinit. But rent entersthe pricefrom the point
of view of asinglefirm.

Ricardian theory doesnot take note of scarcity rent.

5.  Itisbased on perfect competition. Only under perfect competition,
therewill be onepricefor agood. But intherea world, we have
imperfect competition.

Thoughthereare somecriticismsagaing the Ricardian theory, we
may noteit tellsthat because of increasing pressureon land, we haveto
cultivateinferior lands.

Modern Theory of Rent

In the modern theory of rent, theterm rent refersto “ payments
madefor factorsof productionwhichareinimperfectly eastic supply”.
By thisdefinition, rentisapplied to other factorslikelabour and capitd.
In other words, rent doesnot apply toland done. Just asland differsin
fertility, men differ intheir ability. For example, asurgeonwith arare
skill may earnalot of income. Thereisaneement of rentinit. Infact,
we haveatheory of profitsknown as* Rent theory of profits’.

Marshall hasintroduced the concept of “ Quasi-rent” with regard
to machines and other man-made appliances. Sothemodernview is
that rent can be applied to all factors of production. Whenever, the
supply of afactor isindasticinrelationtothedemandfor it, rent arises.

To explain rent, modern economists also make use of theterm
transfer earnings. Transfer earningsrefer to the amount that afactor
could earninitsbest paid aternative employment. It representsthe
opportunity cost of its present employment. Any payment in excessof
thisamount isasurplusabovewhat isnecessary toretain thefactor in
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itsbest-paid employment and soisrent. Thus, any payment in excess
of transfer earningsiseconomic rent. If apopular south Indian Cinema
actor whoisnormally paid, say Rs.two crores, getsan offertoactina
Hindi filmfor Rs. threecrores, histransfer earningsare Rs. two crores.
Rs. one crore may be considered as economic rent for acting inthe
Hindi film. So the main point about the modern theory of rent isthat
rentisnot peculiar toland alone. The rent aspect can be seenin other
factor incomesaswell.

Quasi-Rent

Accordingto Marshall, * Quasi-rent istheincome derived from
machinesand other appliancesfor production by man”.

There are some machines and other man-made appliances (e.g.
boats) whose supply may beinelasticintheshort runinrelationtothe
demand for them. For example, whenthereislargeincreasein demand
for fish during aseason, the demand for boatswill increase. But you
cannot increasetheir supply over night. So they will earn some extra
incomeover and abovethenorma incomethey receive. This, Marshdl
callsQuasi-rent. Quasi-rent will disappear, when once the supply of
boatsincreases.

Wages
I ntroduction

Wages arethereward for labour. Therearetwo main kinds of
wages. (1) money wagesand (2) real wages. Money wagesareaso
known as nominal wages. Real wagesrefer to the commaoditiesand
serviceswhich the money wages command. They depend mainly on
the purchasing power of money, which in turn dependsupontheprice
level. Thestandard of living of workersin acountry dependsuponthe
real wages. Further, afarm worker may get low money wages. But if
he getsfree board and lodging, we must take that al so into account
whileconsidering rea wages.
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Theories of wages

There are many theories of wages. Some of the early theories of
wagesare: 1. The Subsistence Theory of wages; 2. The Standard of
Living Theory ; 3. TheWagesFund Theory ; 4. TheResidud Claimant
Theory

Some of theimportant recent theoriesof wagesare
1. TheMargind productivity theory of wages;

2. TheMarket theory of wagesand

3.  TheBarganingtheory of wages.

Early theoriesof wages

1. Thesubsistencetheory of wages: Accordingto thistheory, the
wagesthat are paid to aworker must bejust enoughto cover his
bare needs of subsistence. If theworkersare paid lessthan the
subsistencewage, therewill be starvation and death and it will
result in shortage of supply of labour.

Criticism: Themain criticismagainst thetheory isthat it isbased
ontheassumptionthat anincreaseinwageswill resultinanincreasein
population. Manisdifferent from an animal. Besides bare needs, he
needs some comforts. Thistheory doesnot take note of that. Anditis
onesded. It ignorestheforces operating ontheside of demand. This
theory isbased on bad ethics.

2. Thesandard of livingtheory : Thistheory tellsthat wagesdepend
upon the standard of living of workers.

Criticism: Thereisno doubt that thestandard of living theory isan
improvement onthesubs stencetheory. Itistruethat thereisreationship
between standard of living and wages. But itisrather difficult to say
whichisthe causeand whichistheresult.

3.  TheWages Fund Theory : According to Wages Fund Theory,
“wages depend upon the proportion between population and
capital”. Theterm “ capital” inthe context refersto the fund set
apart for payment of wages. And theword ‘ population’ refersto
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workers. If the supply of workersincreases, wageswill fall and
viceversa

Criticism: Thetheory assumesthat anincreaseinwageswill resultinan
increasein population. But thereisno direct relationship between the
two. Further, ittellsthat if wagesrise, profitswill fal. Thisisnot correct
because during periodsof good trade, both wagesand profitswill rise.

4. TheResdual Claimant Theory : According tothistheory, wages
“equd thewholeproduct minusrent, interest and profits’ (Walker).
In other words, the theory tells that wages are paid out of the
residuethat isleft over after making payment for rent, interest and
profits.

Criticdiam: Themaincriticism againgt thetheory isthat it cond derswages

asresidual payment. But wagesarein the nature of advance payment

and they haveto bepaidfirst. Normally, profitsaretaken at the end.

Recent Theories of wages

1. The Margina productivity theory of wages : The marginal
productivity theory of wagesisonly an application of themargina
productivity theory of distribution, whichisageneral theory of
distribution. Thetheory explainshow wagesare determined under
conditions of perfect competition. According to the marginal
productivity theory, wageswill beequd tothevaueof themarginad
product of labour.

Asanemployer goeson employing moreand moreunitsof |abour,
itsmargind product will fal because of thelaw of diminishing margina
returns. So hewill employ labour upto the point wherethewageshe
paysareequal tothevaueof themargina product of labour. All units
areassumed to beuniform. So the productivity of themarginal unit of
labor determinestherate at which wagesareto bepaid to all unitsof
labour.

Criticism:1. Every product isproduced by thejoint effort of all
factorsof production. Itisrather difficult to measurethe productivity of
each factor intermsof the product produced. Thedifficulty ismorein
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measuring the marginal productivity of those who render services
(eg. doctors, actorsand lawyers) ; 2. it isbased on the assumption of
perfect competition. But inthereal world, we have only imperfect
competition ; 3) under monopoly, wageswill belower thanthemargina
product of labour becausethereisexploitation of 1abour ; 4) wagesare
inthe nature of advance payment. So an employer will deduct some
amount to cover theinterest on capital and pay the workers wages
which are lower than their marginal product. So wages are the
discounted marginal product of labour 5). Thetheory should not be
used to justify the low wagesin an economy and the inequalitites of
incomes. Wages might below because of exploitation of labour. In
spiteof the above criticism, “the doctrinethrowsinto clear light the
action of oneof the causesthat governwages’. (Marshall).

The Market Theory of Wages

Themarket theory |ooksat wagesasthe price of |abour. Likeal
other prices, wages are determined by the market forces of supply and
demand.

Thesupply of labour generdly referstothetotal number of people
availablefor employment. Sometypesof labour requirelong periods
of training. During that long period, workers haveto sacrificetheir
earnings. We haveto takenote of theforegoneearningswhileestimating
the cost of labour which determinesitssupply.

Thedemand for labour

Demand for labour isaderived demand. Modern productionis
carried on largely on the basis of anticipation of demand for goods.
During good trade, demand for labour will bemore. Again, if capitd is
cheap, theemployer will try to substitute capital for labour. When there
Isincreaseininvestment, therewill beincreasein demand for labour.

Inacompetitivelabour market, equilibriumwill be established at
thewagethat equatesthe demand for |abour with the supply of |abour.
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Diagramaticillustration of deter mination of wagesin amarket

Sy

a] M x
Demand and supply of labour
Wage determination in a market

Fig. 9.4

Infig. 9.4, D, curverepresentsdemand for labour and S, curve
represents supply of labour. Demand for and supply of labour are
presented along the X axisand wages arerepresented upthe Y axis.
Wages are determined (OW) at that point (E) wherethe demand for
labour isequal tothe supply of 1abour (ON)

If demand for labour ishigh relativeto its supply, wageswill be
high and viceversa. Onthe supply side, thereare many imperfections.
Thereisgeographica immobility of labour. There may be shortagein
the supply of certain categoriesof labour (eg. doctors, engineers). In
someindustries, the supply of labour iscontrolled by trade unions.

TheBargaining Theory of Wages

Thebargaining theory of wagestakesnote of theinfluenceof trade
unionsonwagesthrough collective bargaining. According tothetheory,
thelevel of wagesin anindustry dependson the bargaining strength of
thetrade union concerned. Thestrength of atrade union dependsupon
many thingsliketheszeof itsmembership, thesizeof its“fightingfund”,
anditsability to causedid ocationintheindustry and theeconomy through
strike. During periodsof full employment and good trade, trade unions
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will beinastrong position and during depression marked by bad trade
and mass unemployment, trade unionswill bein aweak position.

A trade union may increase wages by restricting the supply of
labour. For example, it may insist that only membersof atrade union
should beemployed. Thisisknown asclosed shop policy. It may threaten
that it will goon strikeif aminimumwageisnot paid.

Interest

Interest istheprice paid for theuse of capital. Thisis' netinterest’
or ‘pureinterest’. A good exampleof pureinterest istheinterest we get
on some government securities. It may be regarded as net interest.
Grossinteres, includesbesidesnet interest, other thingssuch asreward
for risk, remuneration for incovenience and payment for services. Thus
grossinterest coverstraderisksand persond risks. For example, when
amoney lender lendsmoney to an Indian farmer, hechargeshigh rate
of interest because thereistherisk of non - payment of the amount
borrowed. Therearetraderisksand personal risks. Generaly, people
prefer to have cash balances. Thisisknown asliquidity preference.
When you lend money to someone, you cannot get it for sometime.
Andthat isincovenience. Soto compensateit, onemust be paid some
extraincome. So, grossinterest includes compensation for dl theabove
thingsbesdesnet interest.

Theoriesof Interest

Someof thetheoriesof interest are (1) The Abstinence or Waiting
Theory of Interest ; 2. The Agio Theory and Time Preference Theory ;
3. TheMargina Productivity Theory ; 4. Saving and Investment Theory
(Theclassical theory) 5. Loanable Funds Theory and 6. TheLiquidity
Preference Theory

According to the Abstinencetheory of Nassau Senior, interestis
thereward for abstaining from theimmediate consumption of wedlth,.
When peoplesave, they abstain from present consumption. That involves
somesacrifice. Tomakethem save, interest isoffered asareward. But
Marshdl preferred theword, “waiting” to“ absitinence”.
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The“Agio’theory of interest of Bohm-Bawerk tellsthat asthe
present carriesapremium (agio) over thefuture, and as people prefer
present consumption to future consumption, we haveto pay apricefor
them by way of compensation. Andthat isinterest. Thetime preference
theory of Irving Fisherismoreor lessthesameasAgiotheory of interest.
Themarginal productivity theory of distribution is nothing but the
application of themargina productivity theory of distribution. It tells
that interest tendsto equal themargind productivity of capitd.

The classical theory of interest tellsthat the rate of interest is
determined by the supply of capital which depends upon savingsand
the demand for capital for investment. The theory is based on the
assumptionthat thereisadirect rel ationship betweentherateof interes,
savingsand direct rel ationship between interest and investment. The
classical economistsbelieved that savingswould increasewhenthe
interest rateswere high, and investment would increasewith afall in
interest rate. And the equilibrium between saving and investment was
brought about by therate of interest.

L oanablefundstheory (Neo—classical theory) of I nterest

The loanable funds theory was devel oped by Knut Wicksell,
DennisRobertson and others. Theloanablefundstheory iswider inits
scopethan theclassical theory of interest. Theterm *loanablefunds’
includes not only saving out of current income but also bank credit,
dishoarding and disinvestments. But by saving, theclasscd economists
referred only to saving out of current income. Weknow now that bank
creditisanimportant source of fundsfor investment.

Intheclassical theory, saving wasdemanded only for investment.
But according to |oanable fundstheory, the demand for fundsarose,
not only for investment but a so for hoarding wedlth.

Theclassical theory regarded interest asafunction of saving and
investment, (r =f (S.1.) But, according to |oanable fundstheory, the
rate of interest isafunction of four variables,i.er=f (1, SM.L.) where
ristherateof interest, | =investment, S= saving, M = bank credit and
L =desreto hoard or thedesirefor liquidity.
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Diagrammatic | llustration of Loanablefundstheory of interest.
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Fig. 5.5

InFig. 9.5 TheCurve'S representssavings, thecurve' M’ represents
bank credit (including dishoarded and disinvested wedlth). Thecurve S
+ M representstotal |oanablefundsat different rates of interest.

Onthedemand side, thecurvel representsdemand for investment.
The curve L represents demand for idle cash balances or to hoard
money. Thecurve | + L representsthetotal demand for loanablefunds
at different ratesof interest. Themarket rate of interest rmisdetermined
by the intersection of S+ M curveand | + L curve. The aggregate
demand for loanablefundsisequal to the aggregate supply of loanable
fundsat thisrate of interest. Inthe classical theory, rn which may be
calledthenatural rateof interest isdetermined by theintersection of |
and Scurves. That is, when therate of interest isrn, the demand for
investment isequa to thesupply of savings.

Criticism : There isno doubt that loanable fundstheory isan
improvement over theclassical theory of interest. It hasbeen criticized
on the ground that it assumesthat saving isafunction of therate of
interest ; 2. itignorestheinfluenceof thechangesinthelevd of investment
on employment, income and on savings.
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Liquidity preferencetheory (Keynesian theory) of interest.

Generdly peopleprefer to hold apart of their assetsin theform of
cash. Cashisaliquid asset. According to Keynes, interest isthereward
for parting with liquidity for aspecified period of time. In other words,
itistherewardfor not hoarding.

According to Keynes, people haveliquidity preferencefor three
motives. They are 1. Transaction motive; 2. Precautionary motive; and
3. Speculativemotive.

Thetransaction motiverefersto themoney held to finance day to
day spending. Precautionary money is held to meet an unforeseen
expenditure.

K eynesdefines specul ativemotive as* the object of securing profit
from knowing better than the market what thefuturewill bring forth.”
Of thethreemoatives, specul ativemotiveismoreimportant in determining
therateof interest. Keyneshbelieved that the amount of money held for
speculativemotivewould vary inversaly withtherate of interest.

Keyneswas of theview that therate of interest was determined
by liquidity preference on the one hand and the supply of money onthe
other.

Diagraméticllustration of Liquidity preference Theory of interest
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Infig. 9.6 Liquidity preferenceisshown by L and the supply of
money isrepresented by M and therate of interest isindicated by r.
Rate of interest isdetermined by theintersection of L and M curves.
Therewill beincreaseintherateof interest tor,, whenthereisincrease
indemand for money to L, or by adecreaseinthesupply of money to
M

"
Criticiam: Keynesantheory isagenera theory of interest anditis
far superior totheearlier theoriesof interest. But criticssay that Keynes
hasover - emphaszedliquidity preferencefactor inthetheory of interest.
Moreover, only when aperson hassavings, thequestion of parting with
liquidity arises. Inthewordsof Jacob Viner, “without saving, therecan
benoliquidity to surrender. Therateof interest isthereturnfor “saving
without liquidity”.
Profits

Profitsarethereward for organi zation or entrepreneurship. Risk-
taking and uncertainty-bearing arethemain functionsof an entrepreneur.
Sowemay consider profit asthereward for the abovefunctions.

GrossProfit : Generally when we speak of profit, werefer tothe
difference between the total expenses of producing agood and the
total revenuefromit. But thisisgross profit.

GrossProfit and Net Profit : Gross profit includes besides net
profit other thingssuch astheinterest on capitd, rent of land, wages of
manangement and some extraincome on account of the monopoly
positionof afirm. It dsoincludessome chancegains (windfal profits).
Whileconsidering net profit‘or’ pure profit, we haveto deduct all the
abovethingsfrom grossprofit. Net profitisthereward for risk - taking
and uncertainty - bearingwhich arethemain functionsof an entreprenevr.
Themonopolististhesole sdller of acommodity for whichthereareno
substitutes. Ashe controlsthe supply, it ispossiblefor him to make
huge profits. And thisisknown asmonopoly profit.
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Normal profit and super normal profit (excesspr ofit)

Pure profit (net profit) can be divided into normal profit and
supernormal profit. Normal profit isthe minimum necessary to guarantee
that an entrepreneur will continueto bear uncertainty and run thefirm.
That part of pure profit whichisin excessof normal profitisexcessor
surplus profit or supernormal profit. Though firms under perfect
competition may make surplusprofitsintheshort run, it will disappear
inthelong run. Only amonopoly can earn excess profitsindefinitely.

The early economists made no distinction betweeninterest and
profitsbecausethey considered the capitalist and the entrepreneur as
one and the same person. The entrepreneur need not necessarily bethe
owner of capitd. Itisleadership rather than ownershipthat isimportant
inthecaseof an entrepreneur. Today, organi zation hasbecomeadistinct
factor of production. Profitsdiffer from other incomesinthreeways.
Firg, itisaresdua income. Second, theremay bewidefluctuationsin
profits and sometimes, they may be negative. That is, there may be
losses. We cannot think of negativewages. Third, profitsareuncertain.

Theoriesof Profit

Some of theimportant theoriesof profit are (1) therent theory of
profits(2) Themargina productivity theory of profits; (3) Thewages
theory of profits; (4) thedynamictheory of profits; (5) theinnovation
theory of profits(6) therisk theory of profits, and (7) the uncertainty —
bearing theory of profits.

Rent theory of profits

1. Prof walkeristheauthor of therent theory of profits. Inhisview,
profitsarethe* rent of ability” and they aresimilar to rent. Rent
arisesbecause of differencesinfertility of land. Similarly profits

arise because of differencesin ability. Thatiswhy itiscalled the
“rent of ability”. Themain criticism against thistheory isthat it
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explansonly why therearedifferencesin profits. It doesnot answver
thefundamenta questionwhy thereare profitsassuch.

TheMarginal productivity theory of profits: Thetheory isan
application of thegenerd theory of distribution. Accordingtothis
theory, under perfect competition, profitswill beequa tothevaue
of the marginal product of organization. We can apply all the
criticismsagaingt margina productivity theory to thistheory aso.

Thewagestheory of Profits: According to Prof. Taussig, profits
are not different from wages. Profits, are the wages of the
entrepreneur for his specia ability. Profits are the wages of
management. Thecriticism againgt thetheory isthat we can spesk
of negative profits (losses) but we cannot spesk of negativewages.
Organizationisadistinct factor of production. Anditisdifferent
from|abour.

The Dynamic Theory of profits: Prof. Clark isthe author of this
theory. Accordingto him, profitsaretheresult of dynamic changes
insociety. Clark has defined profits asthe excess of the pricesof
goodsover their costs. Some of theimportant changesrelateto
the size of population, supply of capital, production techniques,
industrial organization and human wants. Though the dynamic
theory isone of the modern theories of profits, “it overlooksthe
fundamental question of the difference between achangethat is
foreseen areasonabletimein advanceand onethat isunforeseen”.

Innovationtheory of profits: According to Schumpeter, profitsare
thereward for innovations. Aninnovation issomething morethan
aninvention. Aninvention becomesaninnovationonly whenitis
appliedtoindustria processes. Innovationincludesintroduction
of new goods, or new methods of production and opening new
market. And innovations are introduced by the entrepreneur.
Change and economic devel opment take place because of his
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activities. So hegetsprofitsfor innovations. Thecriticism against
thetheory isthat though innovationisanimportant factor inthe
emergence of profits, it cannot bethe only factor. It ignoresthe
risk-bearing function of the entrepreneur.

6. TheRisk-bearingtheory of profits:- Accordingto Prof. Hawley,
profitsarethereward for an entrepreneur for risk- taking. Risk -
takingisanimportant function of an entrepreneur. Risk-taking and
profit-making gotogether. Themaincriticismagaing thistheory is
thet it doesnot makedistinction between known risksand unknown
risks. Known risks (eg. theft, fire) can beinsured against. We
may say that profitsarethereward for taking unknownrisks. For
thereisalot of uncertainty about such risks.

7.  Theuncertainity-bearing theory of profits: Professor Knightisthe
author of the uncertainty - bearing theory of profits. Heisof the
view that “profit isthereward not for risk - bearing but uncertainty-
bearing”. His main point isthat there isrisk because futureis
uncertain. And uncertainty - bearingisan essentia function of an
entrepreneur.

Theentrepreneur can insure known risks. But unknown risks(eg.
competitionrisks, risksof government action) cannot beinsured againg.
These risks are uncertain. The entrepreneur earns profits because
uncertaintiesare borne by him. The criticism against thetheory isthat
uncertainty - bearing aoneisnot theonly function of an entrepreneur.

Conclusion : Themain defect with all the abovetheoriesisthat
they stressonly oneor two functions of theentrepreneur. In addition to
risk-taking and uncertainty-bearing, theentrepreneur performsanumber
of other functions. And he deservesrewardintheform of profits.
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EXERCISE
PART -A

Part -1
|. Choosethe correct answer

1

10.
[1.
11.
12.
13.

Rentisthe price paid for the use of

a) Capita b) Organisation

c) Labour d) Land

Profitsarethereward for

aland b) capital

c) labour d) organisation

Thedemandfor labouris

a) effectivedemand b) direct demand

¢) derived demand d) elastic demand.

Theauthor of the concept of quasi —rent is

a) Adam Smith b) Marshall

¢) Ricardo d) Samuelson

Theauthor of liquidity preferencetheory is

a) JM.Keynes b) Marshdl

¢) Samuelson d) Knight

Fill intheblanks

Marginal productivity theory isthe theory of

digtribution.

Margina productivity theory is based on the assumption of
competition.

Transfer earningsrefer to cost

Money wagesare a so known as wages

Organizationisdoneby the
Match thefollowing

Residud clamant theory a) Marshall
Waiting theory of Interest b) Walker
L oanable Funds Theory c) Hawley
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14.
15.

v

16.
17.
18.
19.
20.

Dynamic Theory of profit d) Neo-classica theory

Risk-bearing theory of profit e) Clark

Answer each oneof thequestionsin aword or two

Accordingto Ricardio, doal landsget rent ?

Evenif al landsareequaly fertile, canrent arise?

Whoistheauthor of Agiotheory of interest ?

Whoistheauthor of the rent theory of profits?

What isthe name of Schumpeter’stheory of profits?
PART -B

Answer for each of thefollowing questionsshould be about four
or fivelines.

21.

22.
23.
24.
25.

What are the assumptions of marginal productivity theory of
digribution?
Whatis" Transfer earnings’?
Distinguish between real wagesand money wages.
What isstandard of living theory of wages?
What arethethree motivesof liquidity preference?
PART -C

Answer for each of the following questions should be about a
page.

26.
27.
28.
29.
30.

DiscussMarshal’stheory of Quasi-rent.
Write anote on the subs stence theory of wages.
Discussthe Abstinence or Waiting theory of interest.
Briefly describethedynamictheory of profits.
Explain Schumpeter’ stheory of profits.

PART -D

Answer for each question should beabout three pages.

31.
32.
33.
34.
35.

Discussmarginal productivity theory of distribution.
ExamineRicardiantheory of rent.

Describe L oanablefundstheory of interest.
DiscussKeynesiantheory of interest.

Profitisthereward for risk-taking and uncertainty - bearing.
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Chapter 10

SimpleTheory of IncomeDeter mination

Adam Smith (1723-90), Thomas Malthus (1766-1834), David
Ricardo (1772-1823), and Jean-Baptist Say (1767-1832) were the
most prominent classical economists. Their thinking on the macro
economicissues (such asincomeand unemployment) has mostly been
shaped by their timeand circumstances of 18" and 19" centuries. But
their ideashaved so influenced the thinking of subsequent generations.

Their ideaof how free market would solve unemployment was
widely accepted until the Great Depression of 1930s. The Great
Depression crippled thefree enterprise economiesof USand UK with
highleved of unemployment and glutinthemarket. JM. Keynes(1883-
1964), after having examined the depression, had revol utionized the
macro economic thinking through hiswritings. Hisideas have made
greater impact on governmentsand their rolein solving unemployment
until recent times. Hisideasunderlieal modern macro economictheories.

Classical Theory of Full Employment

Theclassica economistsbelieved that the productive capacity of
acountry decides how much to be produced. An economy produces
asmuch asit can. It assumesthe existence of full employment. It has
not thought of unemployment of any factor of production, particularly
labour. The confidencethat market makesit possibleto sall everything
that isproduced is based upon Say’slaw. Say’s Law of marketisa
denial of the possibility of general over-production or mass
unemployment deficiency of aggregate demand in afree economy.

Say’sLaw of Market
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J. B. Say, aFrench economigt, propounded hislaw of marketsin
his book, “ Treatise on Political Economy” (1803). Hislaw can be
summarized as “ supply createsits own demand”. This means that
production of every good generates sufficient incometo ensure that
thereisenough demandfor the goods produced.

Every production which bringsgoodsto market doessoonly in
order to exchangethemfor other goods. It precisdy Satesthat whatever
bethelevel of output, and theincome created by that will necessarily
lead to an equal amount of spending and hence deficiency of aggregate
demand cannot occur. Hence, Say rejected the view that there could
be general over-production and mass unemployment. Only full
employment prevails in the economy. He made the following
assumptions.

1. Allincomesof thehousehol dsare spent on consumption of goods
and services.

2. Thereisnogovernment activity (notaxation, public spending, price
control etc.).

3. Itisaclosed economyi.e. norelationship with other economies.

Whatever isproduced representsthe demand for another product.
Additiona supply isadditiona demand. ThusSay’sanalysisiscarried
onintermsof barter. However, introduction of money innoway affects
theprocess. Infact, money-based economy ismoreefficient than barter
economy. Itistruethat sometimes, misdirected production may result
intemporary over-supply of aparticular product inaparticular industry.
Say himsalf admitsthisfact. But thisdisequilibrium disappearsby the
operation of the self-adjusting market forces. But general over-
production or unemployment isimpaossibleaccording to Say.

The essential aspectsof Say’sLaw canbesummarized as.
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Economy issdf-adjusting

Nogenera over-production or unemployment ispossible
Allidle resourcesarefully employed
Thereiseconomicinterdependence between nations
Flexiblewagerate prevailsinthe economy

Hexiblerateof interest prevailsinthe economy

Money issmply avell

It helps international tradeand

© o N o o > w D PRE

No government interferenceisessentia
Criticism of Say’sLaw

Keyneshasclearly exposed theweakness of Say’slaw. In 1936,
Keynesbrought about arevolutionin economic theory attacking Say’s
law. In 1930's, Great Depression and its effects showed that the
classical theory of employment waswrong and itsfoundation, the
Say’s Law was unacceptable. Keyneslaunched avigorousattack on
the Say’sLaw. Themain pointsof criticism of thelaw are:

1. Great Depression made Say’slaw unpopular
All incomesearned are not aways spent on consumption

Similarly whatever issavedisnot automatically invested

2
3
4. ThelLaw wasbased onwrong analysisof market
5. Itsuffersfromthefallacy of aggregation

6. Aggregate supply and aggregate demand arenot alwaysequal
7. Rateof interestisnot theequilibrating factor
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8. Capitdist system isnot saf-adjusting always

9. Perfect competitionis anunredistic assumption
10. Money isadominant force intheeconomy
11. Thelawisapplicableonly for long period

12. Say’slaw holdsgoodsonly inabarter economy

Say’slaw hasno vaidity and use now, criticspoint out. However,
theclassical theory relied on Say’slaw to assurethat therewould dways
befull-employment asaresult of equality between aggregate demand
and aggregate supply. In short there cannot be deficiency of aggregate
demand. Evenif thereisany unemployment, the market mechanism
would restorefull employment.

Keynesian Theory of Income Deter mination

Keynesis considered to be the greatest economist of the 20
century. Hewrote several books. However, his* The General Theory
of Employment, Interest and Money’ (1936) won him everlasting fame
in economics. The book revolutionized macro economic thought.
Keynesian economicsiscalled the Keynesian revol ution.

The central problem in macro economicsisthe determination of
income and employment of anation asawhole. That iswhy modern
economists also call macro economics as the theory of income
determination. Keynes brings out all the important aspects
of incomeand employment determination and Keynesian economics
itself can be called macro economics.He attacked the
classical economicsand effectively rejected the Say’sLaw, thevery
foundation of the classical theory. Hebelieved that inthe short run, the
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Essenceof Keynesian Theory of Employment and Income

Effective Demand = Output = Income= Employment

Aggregate Supply Function  Aggregate Demand Function

Consumption Function Investment Function

Sizeof Income ~ Propensityto . iq Rate of
gind Effidency €o
Consume(MPC) of coital (MEC)  Interest

Capita from Cepital

Supply of Money in

Liquidity preferenceof
the Public the Economy
Transection Precautionary Speculative
Motive Motive Motive
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level of income of an economy dependson thelevel of employment.
Thehigher theleve of employment, higher will betheleve of income.

A perusal of thebasicideas of Keynescan beclearly understood
fromthebrief summary intheflow chart. Tota incomedependsontotal
employment which dependson effective demand which inturn depends
on consumption expenditureand investment expenditure. Consumption
depends onincome and propensity to consume. Investment depends
uponthemargina efficiency of capital and therate of interest.

ThePrincipleof Effective Demand

Theprincipleof effectivedemand occupiesakey postioninthe
Keynesian theory of employment. Effectivedemand istheability and
willingnessto spend by individuas, firmsand government. Thelevel of
output produced and hencethelevel of employment dependsonthe
leve of total spendingintheeconomy.

Keynesused * aggregate demand and aggregate supply approach’
to explain his ssimple theory of income determination. The term
‘aggregate’ isused to describe any quantity that isagrand total for the
wholeeconomy.

Aggregatedemand isthetota demand for all commodities(goods
and services) in the economy. Aggregate supply is the total of
commoditiessupplied in theeconomy. Thesetwo factorsare called by
Keynesasaggregate demand function (A DF) and the aggregate supply
function (ASF).

Keynesmadeit clear that thelevel of employment dependson
aggregate demand and aggregate supply. Theequilibriumleve of income
or output depends on the rel ationship between the aggregate demand
curve and aggregate supply curve. AsKeyneswasinterested in the
immediate problems of the short run, heignored the aggregate supply
function and focused on aggregate demand. And he attributed
unemployment to deficiency in aggregate demand.

Itisimportant to notethat all demandisnot effective. According
to Keynes, effectivedemand isthat point wherethe ADF and ASF are
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equal. ASF represents cost and ADF representsrecel pts. Cost must
not exceed recei pt. When the entrepreneursfind that their receiptsare
lessthantheir cogts, they will stop offering employment to new workers.
Solong astheir receiptsare higher than the costs, they will increase
employment asthey canincrease their profitsby offering moreand
moreemploymen.

Asalready mentioned, the point of intersection between thetwo
curvesshowsthe maximum possi bleemployment. According to Keynes,
thelevel of employment dependson total demand and unemployment
resultsasaconsequenceof afal intota demand. If unemploymentisto
beaverted, theremedy liesinincreasing the effective demand.

Aggregate Demand

Thetotal expenditure of an economy can bedivided into four
categories of spending. They are consumption expenditure (C),
investment expenditure (1), government expenditure (G) and net
expenditureontrade or net exportsthat is, exportsminusimports, (X-
M). Theaggregate demand isthesumtotal of al such spending. Hence
the aggregate demand function isrepresented as

AD=C+1+G+ (X-M) Q)

Thisfunction showsthat the aggregate demand isequd tothesum
of expenditure respectively on consumption (C), Investment (1),
Government spending (G) and net exports (X-M). Thusaaggregate
demandisthetota valueof dl planned expenditureof al buyersinthe
economy. Itisthetotal demand for goodsand servicesinthe economy
(Y) inaspecifictimeperiod. Moreover, the aggregate demandisknown
astheamount of commodities peoplewant to buy.

Intheeconomy, asoneman’sexpenditureisanother man’sincome,
thetotal expenditure of the economy must be equivalent to thetotal
income. That isTotal income(Y') = Total expenditure (AD). SinceY =
AD, equation ( 1) can bewrittenas

Y =AD=C+1+ G+ (X-M)
orY=C+l+G+(X-M) (2
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Keynesgivesal attention to the ADF. Thisaspect was neglected
by economistsfor over 100 years. Assuming that ASF isconstant, the
mainbasisof Keynes antheory isthat employment dependson aggregate
demand which itself depends ontwofactors:

1. Propengty to consume (Consumption function)
2. Inducement toinvest (Investment function).
Consumption Function

People spend most of their income on commodities. Some spend
their incomefully and some others spend aportion and keep therest
for saving. How much the community asawhole spendsand saves? 1t
isabout therel ationship betweenincome and consumption.

Theterm* consumptionfunction’ explainstherd ationship between
incomeand consumption. A functionisthelink between two or more
variables. The proportion of income spent on actual consumption at
different levelsof incomeiscalled propensity to consume.

Figure 10.1
COMSUMPTION FUNCTION
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Keynesmadeit clear that thereisadirect rel ation between income
and consumption. Consumption function or propensity to consumeis
theratio that measuresthefunctiona relationship between incomeand
consumption. Inmathematical form therelation can be expressed as,

C=a+by e (2)
C=4+.38Y

Thusaconsumption functionisgeneraly described intermsof the
linear equationY = a+ bY wherethe constant ‘a isthe amount of
autonomous consumption and dope (b) isMPC. Therate of changein
consumption dueto changeinincome dependsonthe MPC.

Equation (2) smply saysthat consumption (C) dependsonincome
(Y). The + sign indicates that as income increases, obviously
consumptionwill lsoincrease. But therate of increasein consumption
will belittlelessthan that of therate of increaseinincome. It isbecause
some unspent portion of theincomewill be saved. Thisaspectismade
clear intheKeyneslaw of consumption. Hepoaints out, “thepsychology
of thecommunity issuchthat whenrea incomeis increased, aggregate
consumptionisincreased, but not somuchasincome’ . Keynesaso
meadeit clear that intheshort run, the consumption function isstable
because consumption habits of the peopleare moreor lessstable in
short period.

All these pointsor theincome-consumption relationship can al so
beexpressedin Figure 11.1. Thevertical axisshowsthe spending on
consumptionindicated by C and the horizontal axisshowsincomeor
output indicated by Y. The straight line consumption function CCis
defined intermsof equation C=4+ .8Y.

The consumption curve CC is ashort run curve. In this case
consumption takes place even whenincomeiszero. Inequation (2) 4
isthelevel of initial consumption whenincomeiszeroanditisnot
affected by income. Even when incomeiszero, people spend some
minimum leve ether by gift or borrowing. Thisconsumptionwhichis
not rel ated to incomeiscaled asautonomous consumption. That isthe
reasonwhy curve C startsfrom 4 onthe vertical axis.
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Inequation (2) .8indicatesthat 80 per cent of additional income
isgpent on consumptionanditiscaled asmargind propendty toconsume
(MPC). ThusMPC istheratio of changein consumptionto changein
income. In other words, MPC istherate of changein propensity to
consume.

Changein consumption
Changeinincome

_ AC
Or MPC = N2
Where AC- ChangeinconsumptionandAY - Changeinincome
The dopeof the consumption function or any other straight lineis
measured by dividing thevertical changeby horizontal change. The

symbol A representsachange. Or slope can also be calcul ated as
_ Vetica change
~ Horizontal change

The propensity to consumeisassumed to be stablein the short
run. Thereforeout of thegivenincome how muchwill be spent depends
onthedopeof thecurve.

MPC

Slope

Inour case, .8 indicatesthat out of every additiona incomeearned
eighty per centwill be spent for consumption keeping therest for saving.
In short, consumption function rel atesthe amount of consumption to
level of income. Thusconsumption of an economy dependsupon the
level of income. When theincome of an economy rises, consumption
also risesand vice versa. Suppose peopl e spend morein an economy
inrelationto their income, their MPC will bemore.

Keynesan Law of Consumptionimpliesthefollowingthreeaspects.
Thusthe concept of consumptionfunction playsavita roleinKeynesian
incomedetermination.

1) Increaseinincomeand increasein consumption arenot at the
same proportion. Consumption functionispositive but lessthan
one.
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2) Anincreaseinincomeisshared between consumption and saving.

3) Increaseinincomewill not causerisein consumption and saving
a thesametime. If therate of increasein savingsrises, therate of
increasein consumptionwill fall.

Saving Function

The portion of theincome not spent on consumptionissaving.
Saving isconsumptionforgone. If saving rises, consumptionwill fall.
According to Keynes, the level of saving in the economy, like
consumption, dependsbasicaly onincome. Therelationship between
saving andincome can mathematically beexpressed asin equation ( 3)
andthat iscalled assaving function.

S=-a+hy
S=-4+2Y . (3)
WhereS—Saving; Y - Income; -a—dis-savings.

Margina Propendty to Save(MPS) istheratio of changein saving
toachangeinincome. Thusitistherateof changeinthe propensty to
save.

AS
ormpc= -AS
' AY

WhereAS- ChangeinsavingandAY - Changeinincome

Withanincreaseincome, if MPC tendstofall, MPSwill tend to
rise. If MPC remainsconstant, MPSalsowill remain constant. Thus
income consistsof consumption and saving.

Hence Y=C+S

Or MPC + MPS =1
MPS=1-MPC or
MPC =1-MPS

Inan economy where people spendlessof their additional income,
MPC will belessand the CC curve will beless steep. Notethat the
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congtant (-a) isdis-saving becauseit isautonomous consumptionwhich
isunrelated toincome. The autonomous consumptionwill becamezero
inthelong run. That is, househol ds cannot consumewithout incomein
thelong run. Hencein thelong run, the consumption purely depends
uponincomeandthecurve C gartsfromorigin.

Other Deter minantsof Consumption

Though income is the most important factor that has greater
influence on consumption, there are other factorswhich influencethe
propensity to consume. They are:

Incomedigtribution

Sizeand nature of wedlth distribution
Agedisribution of population
Inflation or pricelevel

Government policies

Rate of interest

Expectationsabout price, income, etc.
Advertisements
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Improvement intheliving standard

H
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Changesin cultura vaues

Asdiscussed earlier, aggregate demand consists of two parts (if
youignoregovernment and externd trade) namely consumptionfunction
and investment function. However, consumption function or MPC
remains constant in the short run. Hence, Keynes placed greater
emphasisoninvestment function.

I nvestment Function

I nvestment hasaspecific meaningineconomics. It meansadditions
to the existing productive capacities (stock of fixed capital and
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inventories). They includefixed equipments, machinery, building, raw
materials, replacement dueto depreciation, etc. It laysdownthebasis
for future production. Investment isthe key structural component of
total spending or aggregate spending.

By investment, Keynes meansrea investment and not financial
investment. Investment istheadditiontoreal capital assets. It does
not meanthe purchase of bondsor shareswhicharefinancid investment.
Thedigtinction between consumption and investment isfundamental in
Keynesian theory. Importance of investment as a component of
aggregatedemand risesduetothefact thet it isanother mgor component.

Consumptionisagablefunction of income. Soitwasnot possble
to change aggregate demand by changing consumption expenditureas
it dependsonincome. Keynesfound that investment isan autonomous
expenditure determined independently of theleve of income. Hefound
it to bethemajor causefor thevariation and instability inincome and
employment. Theworldwide depression of 1930swasa so caused by
afal ininvesment.

Deter minantsof | nvestment

According to Keynes, employment depends on investment.
Employment fluctuates on account of fluctuations in investment.
Therefore, wemust discusswhat determinestheamount of investment.
Investment spending isdetermined by

1. Expectationsof futureprofitability or busnessconfidenceand
2. Rateof interest

Firms invest either from their own profits or by borrowing.
Househol ds having saving, haveto decidewhether toinvest themoney
for profit or lend/deposit for interest. If the expected profit ishigher
thantherateof interest, then thehousehol dswill invest. Otherwisethey
will lend or deposit their money for interest. Firmswhoinvest their own

profit will also decideinthe same manner. Supposethefirmsborrow
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for investment, then they haveto pay interest for that. Hence, firmswill
invest borrowed money only when the expected profit ishigh enough
to pay theinterest and the cost of initial capital.

Thus, inal theabove cases, thedecisiontoinvest will bebased on
therate of interest and business confidence. Of thesetwo, business
confidence or expectationsabout future profitability hasgot greater
sgnificancethantherate of interest. Thisisbecauserate of interestis
stablein the short run. The expectations about profitability involves
severa considerationsof the future about which there cannot beany
certainty. Bleak prospectswill lead to areduction of investment and it
will affect employment and viceversa.

Savingsand I nvestment

Another important concept inthisregardissavings. Itisdirectly
connected with investment. Saving and investment are the basic
economic activities of an economy. Savingisinevitablefor capital
formation and economic growth. Saving itself hasnothing to dowith
economic growth unlesssavingsare properly mobilized and effectively
channdlised and invested to enhance capital stock toincrease production
andwedlth of the economy. Thusaggregate savingsand investment are

equdl.

But they may not beawaysin equilibrium. Theclassca economists
believed that savingswere automatically invested. They thought the
decisionsto save and the decisionsto invest were made by the same
persons. But K eynesargued that saving and investment were made by
different personsfor different reasonsand wereinfluenced by different
factors. Thus, sometimes savingsmight exceed investment. Whenthis
happened, therewoul d be deficiency of aggregate demand and genera
unemployment.

Keynes thought the gap between S and | could be filled by
government intervention either directly by increasing government
expenditure or indirectly by actionsinfluencing thesupply of money
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Thus S=1
Theefore Y = C+1
Or Y=C+S

Rateof interest: Liquidity Preference Theory

Any businessmove hasto takeinto consideration avital factor
whichinfluencesthecurrent supply of money, namely interest. The
rate of interest isanother major determinant that influencesaggregate
investment. Infact, the Keynesian theory of employment beginswith
therateof interest. Interest affectsinvestment and employment. Keynes
propounded hisfamousliquidity preferencetheory of interesttoexplain
the necessity, justification and importance of interest. The concept of
liquidity preferenceisaremarkable contribution of Keynes. According
toKeynes, therate of interest is“thereward for parting with liquidity
for aspecified period”.

Liquidity preferencerefersto the cash holdings of the people.
Liquidity means cash. Why do people hold cash? Itis because
money isthemost liquid asset and people prefer to keep their wealth
in the form of cash. Keynes gives three motives for the liquidity
preference of thepeople. They are

1) Transactionmotive
2) Precautionary motiveand
3) Speculaivemotive

In order to carry on day-to-day transactions, people prefer to
keep cash. It is governed by the transaction motive. To meet
unforeseen expenditurelike sudden medical expenses, peoplehold cash.
Itisdetermined by precautionary motive. To takeadvantage of market
movements of pricesof bonds, shares, etc. peoplekeep cashand in
this case the speculative motive determines their cash holdings.
* Specul ative motiverefersto theobject of securing profit fromknowing
better than the market what thefuturewill bring forth’ (Keynes).
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Liquidity preferencedependsonrateof interest. Higher therate
of interest, people wouldliketo take advantage and sowill part
with their cash. Thereforewecan say that higher therateof interest,
lower will bethe liquidity preference of the people. On the other
hand, lower therate of interest, higher will bethe liquidity preference.

Accordingto Keynes, theliquidity preferenceismorestable as
itdepends onhuman habits whichremainsame. Liquidity preference
relates to the demand for money. Itis important to notethat it
influences the demand sidein determining the priceof capital . The
other sideis the supply of money which depends on government
monetary policy, and credit creation by commercia banks.

Briefly sated, the Keynesaninvestment function givesimmense
importancetotherate of interest. If therate of interest remainsconstant,
theninvestment increaseswith anincreasein the bus ness confidence
about thefuture.

SimplelncomeDeter mination

Accordingto Keynes, thelevel of incomeof acountry intheshort
run will change as aresult of changein employment. The level of
employment depends on aggregate demand and aggregate supply. The
equilibriumlevel of income depends on the ba ance between aggregate
demand and aggregate supply. Full employment prevailswhenthereis
equality between thesetwo. Thusthemodel can be used to show the
determination of income, output and employment.

Assumptions

Keynes made the following assumption to explain income
determinationinasmpleway.

1. Thereareonly two sectorsviz. consumers(C) andfirms(1).

2. Government influence on the economy is nil. In other words
government expenditure ( G) iszero. Asthereisnotaxation, al
persond incomewill becomedisposableincome.
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3. Theeconomy isaclosed onewithout any influenceof foreigntrade
(X-M) thatis, X-M iszero.

Wages and pricesremain constant.

There are unemployed resources and hence less than full
employment equilibrium prevails.

Thereisnovariationintherateof interest.

Investment isautonomous and it has no effect on pricelevel or
rateof interest.

8. Theconsumption expenditureisstable.
Duetothefirst three assumptionsthe basic equation
Y=C+I+G+X-M
hasbeenreducedto Y =C+|

InFigure 10.2, vertical axismeasurestotal or aggregate demand
(or aggregate expenditure). Horizonta axismeasuresincomeand output.
You have learnt in National Income lesson (Plus One) that in the
aggregate economy, income, expenditure and output areequal . Hence
they aremeasured inthe sameaxis.

Aggregatesupply isthetota vaueof adl commoditiesthat thefirms
intendto supply (produce). Thispurely dependson availabletechnology,
resources (materia and human), efficiency of labour, etc. Most of these
factorschangeonly inthelong run and remain constant in the short run.
Astheaggregate supply curverepresentsequality of total incomeand
output, the 45-degreelineisdrawn fromtheoriginrepresenting AS
curve. The45-degreelinedividesthe quadrant into two equal halves
withequa distancefromthetwo axes. Every point onthelineindicates
equal amount of income, output and expenditure (Y = E). The
importanceof thisisthat if any other lineintersectsthe45-degreeline,
the point of intersection will show an equal amount of income, output
and expenditure.
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Aggregate demand represents the total expenditure on
consumption and investment (or total expenditure). The aggregate
demand (expenditure) curveisthe combination of consumption and
investment function. InFigure10.2, Crepresentsconsumption function.
Wheninvestment isadded, it becomesC+l. Thevaueof investmentis
shown by thevertical distance between C and C+I curves.

Thus Aggregate Expenditure (AD) =C +1

Equilibrium occursat the point of intersection of aggregate demand
and aggregate supply. At point E the planned total spending (or
aggregatedemand) by consumers(C) and investors (1) isequal to
thetotal amount of national income(Y =C+1). Theequilibriumlevel
of output a so determinestheequilibriumlevel of employment. Hence,
at point E, weget equilibriumlevel of income, output and employment.

Theequilibriumlevel of employment need not correspond tofull
employment. If any of the components of aggregate demand risesat
each level of income, for exampl e, because government increasesits
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expenditure, that shiftstheentire AD lineupward. Thisraisesequilibrium
incomeand output. Similarly, if any onecomponent of AD falls, that
shiftstheline downward and lowersequilibrium output.

Multiplier: Ultimate deter minant of Incomeand Employment

We have dealt with the immediate determinantsof incomeand
employment namely, consumption spending and investment spending
(C+l). Among them autonomous consumption and investment are not
related toincome. Theultimatedeterminant of incomeand employment
isthemultiplier. Any increaseininvestment increasesincome manifold
dueto multiplier effect. Thusthe concept of multiplier expressesthe
rel ationship between aninitia investment and thefina increment inthe
GNP That is, themagnified or amplified effect of initial investment on
incomeiscalled asthe multiplier effect. Itismeasured by theratio of
changein equilibriumincometo changein expenditure.

changeinequilibriumincome
changein expenditure
AY
Or K = Al
whereas DY - change in equilibrium income; DI - change in
expenditure

Thus, K isthe co-efficient that showsthenumber of timesat which
incomeincreased duetoincreaseininvestment. K can dsobecdculated
by another way.

1

Multiplier (K) =

K= "MPS  whereMPS= margina propensity to save
or
K = 1
1 - MPC where MPC = marginal propensity to
consume.
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Government Spending

We havediscussed the s mpleincome determination only with two
kindsof expenditure. Oneisconsumption expenditure (C) to produce
consumer goods. Second isinvestment expenditure(1) to produce capital
goods. Thethird component isthe public expenditure (G) made by
government. Itismadeto produce public goodslikeliteracy, public
health, child nutrition, social welfareand many morefor the collective
well-being of the society.

The classical economists held the view that government was
unproductive. Keynesrejected their ideaand argued that government
activities(taxing and spending) strongly influencetheleve of economy.
Taxation and public spending can be used to achieve macro goaslike
growth and economic stability. Such usageiscaledfiscal policy.

Keynesproved that fiscal policy ismore effectivein recovering
economiesfrom depression. Public expenditure can beused toincrease
effective demand during depression. Theinjection of money inthe
economy will generate demand and thiswill increaseinvestment and
employment. Thus public expenditurewill put back theeconomy again
onitsgrowth path.

Many countrieshaveadopted hispolicy suggestionsand recovered
fromthe Great Depression of 1930s. Sincethen theroleof government
andfiscal policy becameimportant in macroeconomic management.

Principleof Acceleration

Accordingto thetheory of multiplier, theincreasein investment
generatesmanifoldincreaseinincome. Suchincreasesinincomeincresses
consumption. Theinitial increasein demand automatically gathers
momentum. Theavailable productive capacitieswill beexhausted fully.
Thisinturnencouragesmoreinvestment to meet theexpanding demand.
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Astheexisting productive capacity would not be enough to meet the
expanding demand, productive capacitieswill be expanded by new
invesments.

Thustheleve of investment dependsupon therate of changein
incomeand the resultant changein consumption. Thisiswhat caled as
theprincipleof accelerator. Accordingtothisprinciple, net investment
ispositively related to changesinincome.

Thetheory of multiplier statesthe effect of investment uponthe
level of income. Theprinciple of accelerator statesthat the effect of an
increaseinincomeupontheleve of investment.

Money and I nterest

Keynesrepresented amonetary theory of interest. Itisknownas
theliquidity preferencetheory of interest. Interest, accordingto Keynes,
ispayment for the use of money. The demand for money (liquidity
preference) and the supply of money, determinetherate of interest.
Theessence of theKeynesian theory of liquidity preferenceisthat the
quantity of money, dongwiththesateof liquidity preferencedetermines
therateof interest.

Keynesmadeit clear that interest isnot the reward for savings
asassumed by the classical writers. Therateof interestisthe“reward
for parting withliquidity for aperiod”. In other words, therate of interest
islargely determined by theattitude of thepeople to part with liquidity
if their liquidity preferenceis strong.
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EXERCISE
Part- A

| Choosethecorrect answer

1

2.

3.

4.

The macro economic thinking was revolutionized by
a) DavidRicardo

b) JM.Keynes

¢) AdamSmith

d) Mdthus

The Classica Theory assumed the existence of
a) Unemployment

b) Disguised unemployment

¢) Full employment

d) Under-employment

The central problemin Macro Economicsis

a Incomeand employment

b) Priceand Output

c) Interest and Money

d) None

To explainthe smpletheory of income determination, Keynes
used

a) Consumptionand Investment

b) Aggregate demand and aggregate supply
¢) Productionand Expenditure

d) All theabove
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Themargina propendty to consume
a AS/IAY

b) Cly . AP/IAQ

c) AP/AQ

d) AC/AY

Il.Fill inthe blanks

6.

0.

10.

[1.
11. Aggregate Demand

The term consumption function explains the relationship
between and

isthe ratio of chargeinsaving toachange inincome.
The worldwide depression of 1930s was also caused by a

refers to the cash holdingsof the people.

Themagnified effect of initial investment onincome iscalled
effect.

Match thefollowing

a) Vertical Change
Horizontal Change

12. Slope b) C+S
13. K c) C+1+G+(X-M)
14.Y d) Liquidity Preference
15. Keynes e_1

1-MPC

IV Answer inaword or two

16.
17.

What crippled thefreeenterprise economies of USand UK?
State J.B. Say’sLaw of Market.
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18. Whois theauthor of the“Genera Theory of Employment,
Interest and Money” ?

19. Namethepoint of intersection of Aggregate Demand and
Aggregate Supply
20. Givethe formulafor Multiplier
Part—B
Answer thefollowing questionsin about four or fivelines
21. What are theassumptionsof Say’slaw of markets?
22. What iseffective demand?
23. Givethefactors onwhichthe aggregate demand depends.
24. What arethe threemotivesof liquidity preferencetheory?
25. Writeanoteonmultiplier.
Part—-C
Answer thefollowing questionsin about a page
26. What arethe criticismsof Say’sLaw?
27. Draw theflow charttodepict the essenceof Keynestheory.
28. Describe theconsumption function withadiagram
29. What arethe determinantsof consumption other than
income?
30. What aretheassumptions of Keynes Simplelncome
Determination?
Part—D
Answer for each question should beabout thr ee pages
31. Criticaly examine J.B.Say’s Law of Markets.
32. Write anoteon Aggregate Demand and Aggregate Supply.

33. Destribe thesmpletheory of incomedeterminationwithasuitable
diagram.
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Chapter 11

Monetary Policy

I ntroduction

Beforewe study monetary policy, weshal study about the nature
and functionsof money. Money hasbecomesoimportant thet themodern
economy isdescribed asmoney economy. Modern economy cannot
work without money. Evenintheearly stagesof devel opment, theneed
for exchange arose. But exchangetook placefirst intheform of barter.
Barter is the direct exchange of goods for goods. It is a system of
trading without the use of money. Inthe past when wants of menwere
afew and simple, the barter system worked well. But as days passed
by, it wasfound to beunsuitable. It had many difficulties. For example,
barter requires doubl e coincidence of wants. That is, aperson must
havewhat the other personwantsand viceversa. Andthisisnot aways
possible. For instance, if aperson who has acow wantsahorsein
exchange, the other person must have it and he must need a cow.
Otherwise exchange cannot take place. Again, thereisthedifficulty of
storage. Money servesasastore of value. Inthe absence of money, a
person hasto store hiswealth in the form of commodities and they
cannot be stored for a long period. For some commodities are
perishablesand somewill losetheir vaue.

2. Functionsof Money

Money has overcome the difficulties of barter. Crowther, has
defined money as* anything that isgenerally acceptable asameans of
exchange (i.e, asameansof settling debts) and that at the sametime
actsasameasure and asastore of value”. Animportant point about
thisdefinitionisthat it regardsanything that isgenerally acceptableas
money. Thusmoney includes coins, currency notes, cheques, billsof
exchange, credit cardsand so on. That iswhy prof. Walker hassaid:
“money isthat which money does’. By this, he hasreferred to the
functions of money. Money performs many functionsin amodern
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economy. Themost important functionsof money aregivenintheform
of acouplet quoted below :-

“Money isamatter of functionsfour
A medium, ameasure, astandard, astore”.

Thus, money, isamedium of exchange, ameasure of value, a
store of value and astandard of deferred payments.

1. Medium of exchange: Themost important function of money is
that it actsas medium of exchange. Money isaccepted freely in
exchangefor al other goods. Barter systemisvery inconvenient.
So theintroduction of money hasgot over thedifficulty of barter.

2. Measureof value: Money actsasacommon measure of value.
Itisaunit of account and astandard of measurement. \WWhenever
we buy agood inthe market we pay apricefor itin money. And
priceisnothing but val ueexpressed intermsof money. Sowecan
measure the val ue of agood by the money wepay for it. Just as
we useyardsand metresfor measuring length and kilogramsfor
measuring we ghts, weusemoney for measuring theva ueof goods.
It makeseconomic cal culations easy.

3. Storeof value: A manwho wantsto store hiswealthin some
convenient formwill find money admirably suitablefor the purpose.
It actsasastore of va ue. Suppose thewealth of aman consstsof
athousand cattle. Itisrather difficult for himto preservehiswedth
intheform of cattle. But if thereismoney, hecan sdll hiscattle, get
money for that and can store hiswealth in theform of money.

4. Standard of deferred payments: Money isused asastandard
for future (deferred) payments. It forms the basis for credit
transactions. Businessin modern timesis based on credit to a
largeextent. Thisisfacilitated by the existence of money. In credit,
sncepayment ismadeat afuturedate, theremust be somemedium
whichwill haveasfar aspossblethe sameexchange power inthe
futureasat present. If credit transactionswereto be carried on
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the basisof commodities, therewould bealot of difficultiesand it
will effect trade.

Money, to be used asamedium of exchange, must beuniversaly
acceptable. All people must accept a thing as money. Or, the
Government should giveit lega sanction. Andfor performing theother
two functions, that is, to be used as a store of value and standard of
deferred payments, money should have stability of value. In other words,
thevalueof money should not change often.

Importance of Money : Money is one of the most fundamental
inventionsof mankind*“ Every branch of knowledge hasitsfundamental
discovery. Inmechanics, it isthewhee, in sciencefire, in politicsthe
vote. Similarly in economics, inthewhole commercia sideof Man's
socid exisence, money istheessentia inventiononwhichadl therestis
based (Crowther).

Money isindispensableinan economy whether itiscapitdisticor
socidigtic. Pricemechanism playsavita rolein capitalism. Production,
distribution and consumption areinfluenced to agreat extent by prices,
and pricesare measured in money. Even asocialist economy, where
the price system does not play soimportant aroleasunder capitalism,
cannot do without money. For awhile, the socialiststalked of ending
themoney, i.e, abolishingmoney itsdlf, becausethey considered money
asaninvention of the capitaliststo suppresstheworking class. But later
onthey found that even under asystemn of planning, economic accounting
would beimpossiblewithout the help of money.

Intheearly stagesof civilization, different people used different
thingsasmoney. Cattle, tobacco, shells, whedt, tea, sdt, knives, leather,
animalssuch as sheep, horsesand oxen and metalslikeiron, lead, tin
and copper have been used asmoney. Gradually preciousmetalssuch
asgold and silver replaced other metal ssuch asiron, copper and bronze
asmoney. And now paper isused as money. We may describe one
moreform of money, that is, bank depositswhich go from personto
person by means of cheques.
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Money supply

The Reserve Bank of India(RBI) isthe central bank of our
country. It managesthemonetary system of our country. It hasclassfied
themoney supply of our country into four components.

Theyare:

M, = Currency withthepublic. Itincludescoinsand currency notes
+ demand depositsof the public. M, isaso known asnarrow
money ;

M,= M, +postoffice savingsdeposits;

M,= M, +Timedepostsof thepublicwiththebanks. M, isaso

known asbroad money ; and
M,=  M,+tota post office deposits.

Note: Besdessavingsdeposits, peoplemaintain fixed deposits of
different maturity periodswith the post office.

Reserve Money

ReserveMoney (RM) may be cons dered as Government money.
(In this context, the Reserve Bank of India (RBI) is also taken as
Government). Reserve money isthe cash held by the public and the
banks.

It iscomposed of
C=currency withthepublicincirculation

OD = other depositsof the publicwiththe RBI (OD) (Thepublicregard
their depositswith the RBI ascash or money) and

CR = cash reserves of banks. Cash reserves are composed of two
parts :- They are (1) cash reserves with banks themselves and (2)
Bankersdepositswith RBI.

Thus,
Reserve Money (RM) =C+ OD +CR
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We may notethat the simpletheory of money supply statesthat
supply of money (M) isanincreasing function of reserve money (RM).
In other words, as Reserve Money changes, supply of money also
changes.

TheReservemoney isa so caled high powered money on account
of itsgreat influence on money supply.

Fiat Money : Currency notesincirculation arenormaly referredto as
fiat money. For exampl e, one Rupee notesissued by the Government
of IndiaisFiat money.

Thenotesissued by the RBI areusually referred to asbank notes.
They areinthenature of promissory notes.

Monetary Policy

Thebasic goasof macroeconomic policy inmost of thecountries
arefull employment, price stability, rapid economic growth, balance of
paymentsequilibrium and economicjustice. Economicjusticerefersto
equitable distribution of income. Thegovernment triesto achievethe
goal sthrough macroeconomic policy. Macroeconomic policy can be
broadly divided into monetary policy and fisca policy. Of course, the
government followsother policiessuch asindustria policy, agricultura
policy, tariff policy and so on. But we limit our discussion only to
monetary policy and thefiscal policy. Inthe present chapter, we shall
study themonetary policy with referenceto our country.

“Monetary policy ispolicy that employsthecentra bank’scontrol
over the supply and cost of money asan instrument for achieving the
objectivesof economic policy” (Edward Shapiro).

I nstrumentsof Monetary Policy

Roughly wemay say that monetary policy iscredit control policy.
Theinstrumentsof credit control can bebroadly dividedinto:

(1) Quantitativecredit control measures; and
(2) Sdectivecredit control measures.
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Quantitetivecredit control instrumentsincludebank ratepalicy, variation
of cash reserveratiosand open market operations.

1. Bank Rate: TheBank rateistheminimum rateat which the central
bank of acountry will lend money to dl other banks. Suppose, thereis
too much of money in circulation. Thenthe central bank should take
somemoney out of circulation. It candoit by increasing the bank rate.
When the bank rate goes up, the rates charged by other banks go up.
Thebelief isthat if therate of interest goes up, businessmen will be
discouraged to borrow more money and producerswill borrow less
money for investment. Generally, to control inflation, the central bank
will increasethebank rate.

2. Variation of cash Reserve Ratios: Theability of acommercial
bank to create credit dependsuponits cash reserves. The central bank
of acountry has the power to vary the cash reserve ratios. During
inflation, to check the sharp risein commodity pricesand to control
credit, the central bank can make use of thisweapon.

3. Open Market Operations: InIndia, the open market operations
have been conducted in Central Government securities and State
Government securities. The success of open market operationsasa
weapon of credit control, dependsmainly on (i) the possession by the
central bank of adequate volumeof securities; (2) the presence of well
devel oped bill (securities) market ; and (3) stability of cash reserve
ratios maintained by commercia banks. Thesethingsaremissingtoa
great degreein India. So, open market operations have not becomea
powerful wegpon of credit control inour country. They havebeenlargely
usedinIndiamoreto assist the Government initsborrowing operations
rather than controlling credit.

Selectivecredit controls

Sdlectivecredit controlscan play animportant rolein an under-
developed money market with a planned economy. Unlike the
indrumentsof quantitative credit control, thesdlectiveingrumentsaffect
thetypesof credit extended by commercid banks. They not only prevent
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flow of credit into undesirablechannd s, but dso direct theflow of credit
into useful channels. The Reserve Bank of Indiahad started applying
the sdlective credit controlssince 1955.

Thewegponsof selectivecredit controlsindude(a) Fixing minimum
margin of lending or for purchase of securities. (For example, sharesor
commoditieslikefoodgransand raw materid swhich arein short supply).
Inthiscase, the central bank specifiesthefraction of the purchaseprice
of securitiesthat must bepaidin cash. Unlikegenerd controls, selective
controlsmakeit possiblefor the centra bank to restrainwhat isregarded
asan unhealthy expansion of credit. (eg. for financing the purchase of
securitiesor automobiles) ;

b) Cellingontheamount of credit for expansionand

c) Different ratesof interest will be charged to encourage certain
sectorsand to discourage certain other sectors. In our country,
thelast weapon has been used especially, to encourage exports,
agricultural production and productioninsmall scaleand cottage
industries sector.

d) Thecentra bank will persuadethe commercial banksto follow
certain policiesthrough moral suasion.

Condusion: Monetary palicy isusudly effectivefor controllinginflation.
But during the Great Depression of 1930s, it wasfound to beineffective.
So Keynes suggested abold and dynamic fiscal policy to tacklethe
problemsof massunemployment and bad trade characterized by faling
pricesand deficiency in aggregate demand. But since 1970s, theworld
has been facing the problem of stagflation marked by stagnation and
lack of demand on the one hand and inflation on the other. Inthe case
of stagflation, both monetary policy and fiscal policy arefoundto be
ineffective. Soincomes policy such asvoluntary restraint on wageshby
employees, and on prices by producers have been suggested as a
complement to the monetary policy and thefiscal policy.

InIndia, the usual methodsof credit control are not operativein
an effective manner. The main reasonsfor theineffectivenessof the
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monetary policy of the RBI isthis. Two main conditionsessential for
thesuccessof the credit policy arethe dependence of themoney market
upon commercial banksand dependence of the commercial bankson
the central bank for their funds. Both these conditions have been only
partialy fulfilledin India. That iswhy, the credit control measures of
RBI have not beentotally effectivein India. Not only that, in recent
times unaccounted money (black money) hasbeen used for financing
Speculativededings.

Monetary Transmission

Thetransmission mechanism tellsthat monetary policy affects
incomethrough theinterest rate and investment. It isthe process by
whichmoney supply affectsincome. L et ussupposethat thegovernment
follows cheap money. The central bank, for example, may reducethe
bank rate. Thiswill resultinafall inthemarket rate of interest. Thenthe
investment will goup. This, inturn, will increaseemployment andincome.
Theincreasein money supply can aso be caused by variation of cash
reserveratiosand open market operations.

Diagrammeatic representation of Transmisson Mechanism

L
o o e ey
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Fig. 11.1illustrateshow transmission mechanismworks. Part A of the
diagramtellsthat whenthereisafall intherateof interest fromr, tor,
money supply increasesfromMoto M 1. Asaresult of thefall inthe
rateof interest andincreaseinthesupply of money, investment increases
froml tol, asshowninFig. 9.1 (b). Theincreaseininvestment results
inincreaseinincomefromY toY . asshowninfig. 11.1(c)

Many modern economists argue that thisview of transmission
mechanismisrather narrow. They say that likeinvestment, consumption
may vary with theinterest rate. The classical economistsassumed that
consumptionisinversay related to therate of interest. If we accept that
view, afdl intheinterest rate will causeanincreasein consumption.
Since consumption isacomponent of aggregate demand, aggregate
demand increases. Thisinturn, will increasetheequilibrium level of
income. If both consumption and investment increase, income will
increase by agreater amount thanif only investment increases.

Themonetary economistsfurther arguethat monetary policy may
aso affect incomeby altering net privatewealth.

Net Privatewedth may be defined associety’ scapital stock, money
supply, and government debt (government debt includestreasury hills,
notesand bonds). And consumption ispositively related to net private
wedth. If thenomina money supply increasesand pricelevd iscondant,
thereal money supply increases. Sinceitisacomponent of net private
wealth, wealth increases, and in turn consumption increases. When
consumptionincreases, aggregate demand increasesand theequilibrium
level of incomeincreases. It may be noted that weal th and consumption
increasewithout regard to changesin therate of interest. It followsthat
monetary policy iseffectiveevenintheliquidity trap. According to
Keynes, liquidity trap refersto asituationinwhich anincreaseinthe
money supply doesnot resultinafal intheinterest ratebut merely inan
additiontoidlebalances.
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Dear Money

Whenthereisinflationinacountry, the centra bank triesto control
it by following dear money policy. Theterm* Dear Money” referstoa
phaseor policy wheninterest ratesare high.

Cheap Money

“Cheap Money” denotesaphaseinwhichloansareavailable at
low rates of interest or apolicy which createsthis situation. Cheap
money policy isfollowed by acentra bank during aperiod of depresson
toincreasethe supply of money so asto stimulateinvestment.

Value of money

By “Value of Money” we mean the purchasing power of money.
Thepurchasing power of money dependsuponthepricelevd. A generd
riseinthepricelevd indicatesafal inthevaueof money and agenera
fal inpricesindicatesariseinthevaueof money.

TheQuantity Theory of Money and the Equation of Exchange

The Quantity Theory of Money wasformulated by Irving Fisher.
Initsorigind form, thequantity theory states, “ pricesalwayschangein
exact proportion to changesin the quantity of money. If theamount of
money isdoubled, pricesdouble. If theamount of money ishalved,
pricesfal to hdf their origina level”. Themain point about the quantity
theory isthat pricelevel changesbecause of changesinthe quantity of

money.

Equation of Exchange: The quantity theory of money has been put
forward in the form of an equation known as the “Equation of
Exchange’. It isaso known as Fisher’s equation. The equation of
exchange statesthat if ‘M’ istheamount of money, ‘V’ istheve ocity
of circulation of money, ‘P isthepricelevel and‘ T’ isthevolumeof
trade, thenMV =PT (or P=MV/T)
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Thisisknown asthe equation of exchange. Vel ocity of circulation
(V) refersto thenumber of timesthat each unit of money isused during
agiven period. Theequationtelswhenthe supply of money increases,
other things being equal, therewill beariseinthepricelevel. That
meansafal inthevaueof money. For example, when*M’ isdoubled, P
will bedoubled.

Now adays, alarge proportion of money consists of cheques,
billsand other formsof credit instruments. So someeconomistsare of
theopinionthat the abovetypesof money should betaken into account
while considering the quantity of money. So the Equation of Exchange
has been modified asfollows:-

PT =MV + M*V!*where M*isthetotal amount of all forms of
cheques, billsand other instrumentsof creditincirculationand V*isthe
velocity of circulation of M (credit instruments) Themain criticism
againgt the quantity theory of money isthat it isbased on theassumption
of full employment. But if full employment isnot thereand if thereare
unemployed resources, an increasein the quantity of money will not
generaly increaseprices. Again, during depression, dl pricesfal. Even
if the quantity of money isincreased at that time, priceswill notrise. In
spite of the above criticism, we may notethat the quantity theory of
money isastatement of tendency and it indicatesin acrudeway the
relationship between pricesand the quantity of money.

Changesin pricelevel may beinfluenced by many thingsother
than the quantity of money such as Government’smonetary policy and
fiscal policy, the supply of goodsin the given period, the volume of
trade, changesin theincomes of the people and effective demand for
goods. Oneway of studying about changesin pricesisto study about
inflation and deflation.

Inflation and Deflation

Theterms'inflation’ and* deflation’ arenot easy to define. Different
economistshave defined themin different ways. Crowther hasgivenus
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the most simple and useful definition of these terms. According to
Crowther, “Inflationisagtatein whichthevaueof money isfdling, i.e,
pricesarerising”. Soitisgenerally regarded that during aperiod of
inflation, thepriceleve will rise. Itisa so described asasituation where
too much money chasestoo few goodsresultingin ananormd increase
of price level. Shapiro has defined inflation as “a persistent and
appreciableriseinthegenera leve of prices’. And Harry Johnson has
defineditasa“sugtainedriseinprices’. However, weshould remember
oneimportant point. Thet is, there can beinflation evenwithout arisein
thepricelevel. Thisisknown as* Repressed Inflation’. Usually this
happensduring awar period. Onaccount of many controlsand rationing
that exist during wartime, priceswill be kept under check. But the
moment controlsarewithdrawn, priceswill go up. Sothereal test of
inflationisneither anincrease in the amount of money nor arisein
prices, but the ppearance of abnormal profits. Whenever businessmen
and producersmake huge profits, itisasign of inflation.

Typesof Inflation

1. Demand-Pull Inflation: Itisloosely described as*too much
money chasing too few goods’. Thisrefersto thesituation where
generd priceleve risesbecausethe demand for goodsand services
exceedsthe supply availableat the existing prices.

Creeping or Persistent inflation : Sincethe end of world Wer |1,
I.e. Snce 1945, there has been atendency for pricesand wagesto push
one another upwards. Thisstuation has been described ascreeping or
persgstent inflation.

Runaway or Galloping or Hyper —Inflation

Thisisaserioustypeof inflation. For example, it wasexperienced
in Germany after World War | and in Hungary and Chinaafter World
War I1. Inthissituation, pricesriseto avery great extent at high speed
and high prices haveto be paid even for cheap things. And money
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becomes quite worthlessand new currency hasto beintroduced. This
stuationisknown asgdloping inflation or hyper-inflation.

2. Cost—Push Inflation

Cost —pushinflationisinduced by rising costs, including wages,
sothat rising wages and other costs push up prices. We can a so speak
of wageinflation or priceinflationwhenwemeanincreasein wages or
prices.

Bottleneck Inflation : This refers to inflation that results from
shortages, imbaancesand risng margind costsasfull employment output
isapproached.

Profit —Push Inflation - Just astrade unions manageto push up
wages, oligopolistsand monopolistswill raise pricesmorethan enough
to cover increasein costswith theaim of making monopoly profits.

Generally during war and in the post- war period, therewill be
inflation. Thisisso becauseduring war, theincomesof peopleincrease.
But therewill be shortage of goodsand there may berationing, control
and thingslikethat. So during the post - war years, peoplewho have
been forced to save money will spend. That is, demand for all sortsof
goodswill increase during that period but supply will not increase so
fast asthat. Thisleadstoinflation. Inflation occursduring war because
theonegreat aim at that timeisthat of winning thewar. Sincemodern
wars are so expensive, the Government hasto depend upon created
money to financewar. Thisleadsto inflation. And inflation breeds
inflation. It meansthat inflation leadsto inflation. During aperiod of
inflation, priceswill behigh. Sncepricesarehigh, workerswill demand
high wages. Highwagesresult in high costs. High costsinturnlead to
high prices. Thusit formsaviciouscircle. “Wagesforce up prices;
pricesforceupwages’. Thisistheinflationary spiral. “ Deficit financing”
isanother causeof inflation. Thisappliesparticularly to underdevel oped
countrieswith planned economies. Inflationary trends can be noticed
also during the boom period of atradecycle.
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Sinceinflation hasmany evils, every government triesto check it.
I nflation has destroyed many economies. For exampletheinflation that
took placein 1923in Germany destroyed her economic system. Inflation
can be checked by someor al of thefollowing measures.

(1) Increased taxation (2) By reducing government expenditureon
capital projects. (In India, this measure has been suggested to
check inflation. Many capital projectsproposedinour Third Five
Year Plan were either suspended or dropped completely. (3)
Restrictions on imports. (4)Rationing and (5) Price controls.
Sometimesa“wagefreeze' isrecommended to check inflation.
That is, trade unionswill berequested not to ask for anincreasein
wagesduring agiven period. The success of the above measures
intacklinginflation dependsupon the efficiency of thegovernment
inimplementing themeasures.

Deflation : Crowther, definesdeflation asa® statein which theva ue of
money isrising, i.e, pricesarefdling’. Bothinflation and deflationrefer
tothemovement of prices. Deflationistheoppositeof inflation. Generdly
inflationisaperiod characterized by rising activity and employment.
But during deflation, therewill be bad trade and unemployment. During
deflation, since pricesfall faster than costs, therewill be heavy losses
for producersand businessmen. Therewill not beprofitsin any branch
of economic activity. Sotherewill beafdl ininvestment. Thisresultsin
unemployment. Both inflation and deflation areevils. Thereisnothing
much to choose between them. Whilerising prices can be checked to
some extent by the monetary policy of the government, thelatter isof
little helpinraising the priceleve during deflation. It does not work.
That iswhy during such periods, modern economists suggest that the
Statemust play an activeroleintheeconomicfield and step up economic
activity by undertaking aseriesof public worksprogrammes. “ Wage-
cut” issometimesrecommended asaremedy for depression. Butitis
not acorrect solution. It will only make mattersworse.
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Effectsof changesin prices

Changesin pricesaffect different sections of the community in
different ways. They affect production and distribution too.

1. Effectson production

If pricesarerisng, it will stimulate production. Under acapitalistic
system, productioniscarried on mainly for profits. During aperiod of
rising prices(inflation), therewill be abnormal profits. Thisincreases
production. So manufacturers and businessmen gain duringinflation.
Producersand businessmen gain during inflation. Producersgain by
inflation because during that period pricesrisefaster than costs. So
they makehugeprofits. But if inflation becomeshyper-inflation, it may
endinacrash. Onaccount of therapidfall intheva ue of money, profits
which areintheform of money may becomeworthless. Andtherewill
bea“flight from currency”. Inflation may become animportant cause
of “violent revolutionsand economic chaos’.

Inaperiod of falling prices, bus nessmenincur hugelossesbecause
pricesfal faster than costs. And therewill belittle scopefor investment.
Thisresultsin unemployment on largescale. Therewill be business
depression. During depression, money may bechegply available, prices
of materialswill below, menwill beavailablefor work but therewill be
no investment, no employment, no incomesand no demand for goods.
Such asituation hasbeen described as* poverty inthemidst of plenty.’
The Great Depression of 1930sisacasein point.

2. Effectson Distribution

a) Busnessclass: Duringinflation, manufacturersand businessmen
make huge profits. Of course, during deflation, they makelosses.

b) Fixed income groups: Peoplein fixed income groups are hit
hardintimesof inflation. Theincomesof wageearnersand sdlaried
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peoplesuch asteachers, clerksand judges do not increase asfast
asprices. Evenretired people getting pension are al so affected
duringinflation.

Wageearnersand salaried —peoplegain during aperiod of falling
prices. Butitisnot area gain because many peoplewill losetheir jobs
during deflation. Unemployment isaworseevil thanrising prices.

c) Investors: peoplewho haveinvested their money in“gilt edged”
securities (government securities) will get only fixed income. So
their positionislikethosein thefixed income group. But those
who have sharesin companieswill make profitsduring aperiod of
rising pricesand loseduring aperiod of faling prices. In Germany,
thousandsof middleclassfamilieswereruined during theinflation
becauseall their lifetime savingswere reduced to nothing by the
tremendousrisein prices. If theva ueof money falscontinuoudy,
it becomes unsuitable asastore of value. Peoplewill not save at
dl.

d) Rentiers: Rentiersgainduring deflation andloseduringinflation.
But thegain during deflationisonly atemporary feature.

It can be seen from the above discussion that violent changesin
prices are abad thing. Both inflation and deflation are great evils.
“Inflationisunjust and deflationisinexpedient” (disadvantageous).
Someeconomistsbelievethat of thetwo, deflationisworse becauseit
resultsin unemployment. That iswhy itisnow generaly agreed that a
steadily rising pricelevel isagood thing for economic progressand
socid judtice. Wemay agree with Robertson when hesaysthat “money
which isasource of so many blessings to mankind, becomes al so,
unlesswe can control it, asource of peril and confusion”.
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EXERCISE
PART —-A

|. Choosethecorrect answer

1

.
6.
7.
8.
0.

10.

Monetary policy iscontrolled by

a) central government b) state government
c) central bank d) private sector.
Currency withthe publicisknown as

aM1 b) M2

c) M3 d) M4

Bank rateisraised during

a) deflation b) inflation

c) stableprices d) unemployment
Duringinflation

a) busnessmengain b) wageearnersgain
c) sdaried peoplegan d) Rentiersgain

A situation marked by rising pricesand stagnationindemandis
knownas

a) cost-pushinflation b) demand—pull inflation
c) dagflation d) wage—pushinflation.
Fill intheblanks

Thedirect exchange of goodsfor goodsisknownas
Deflationisaperiod marked by prices
Theequation of exchange (MV =PT) wasgiven by
Gdlopinginflationisasoknownas
Monetary policy isusudly effectivein controlling

[11. Match thefollowing

11.
12.
13.

Quantitativecreditcontrol &) Low rate of interest
Sdlectivecredit control b) Bank rate
cheap money policy ¢) Mora Suasion

245



14. wagesand pricespush d) Purchasing power of money
oneanother
15. Vaueof money €) Cregpinginflation.
IV Answer each oneof thefollowing questionsin aword or two
16. Namethebank which controlsmoney supply inacountry.
17. Whenisdear money policy followed ?
18. Whatisthenameof inflation without ariseinpriceleve ?
19. Iswagecut aremedy for depression?
20. Givetheexampleof acountry that experienced hyperinflation.
PART B
Answer for each of thefollowing questionsshould be about four
or fivelines
21. DefineMoney.
22. What arethefour componentsof money supply inindia?
23. Definemonetary palicy.
24. What aretheinstrumentsof quantitative credit control ?
25. What isStagflation ?
PART C
Answer for each of the following questions should be about a
page
26. Explainthedifficultiesof barter system.
27. Writeanoteon Reserve Money.
28. Explaina) dear money policy b) cheap money policy
29. Explaintheequation of exchange.
30. Writeanoteon IncomesPolicy.
PART D
Answer for each question should beabout three pages
31. Describethefunctionsof money.
32. Discusstheobjectivesand instrumentsof monetary policy.
33. Discussthequantity theory of money.
34. Discussthe causes, effectsand remediesfor inflation.
35. Discussthe processof monetary transmission mechanismwith
theaid of adiagram.
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Chapter 12

Fiscal Policy

Public finance or government financeisafield of economics. It
deal swith budgeting the revenues and expenditures of government (or
public sector). Itisabout theidentification of and appraisa of themeans
and effects of government financial policies. Publicfinanceded swith
thefinancing of the Stateactivitiesand it discussesthefinancia operaions
of the public treasury. Fiscal economicsisanother namefor public
finance.

Thefunctionsof thegovernment wereminima intheearly daysof
thedeve opment of economic philosophy. Theeconomic decisonswere
guided by themarket forces of demand and supply and the government
was not expected to interfere with theworking of the market forces.
Earlier governmentslimited their activitiesto a) themaintenanceof law
andorder b) thedefence of the country ¢) administration of justiced)
genera administration. Theearly Statewasapolice State.

M odern governmentsdo not confinethelr activitiesto the barest
minimum. Besidesthe activities performed by the early State, modern
governmentsundertakeanumber of growth and devel opment-oriented
projectsand welfare activitiesfor thewell-being of the people. The
modern StateisaWelfare State. Therefore thereisachangein the
concept of amodern State which isawelfare State. The State hasto
mobilize adequate resources for meeting out the ever increasing
expenditures, asthe responsibilities and functions of the State have
multiplied.

Fiscal economicsinthemodern dayshasundergonefar-reaching
changes. These changes can a so be studi ed through macro aspects of
fiscal policy. It relatesto macro economic functionsof the government.

Itisconcerned with thetaxation, public expenditureand monetary policy
247



which affectstheoverdl level of employment and pricelevel. It may be
noted that thereisalink between economic theory and the theory of
publicfinance.

Definition
Economistshave defined public financedifferently. Thefollowing
aresomeof thepopular definitions:

Accordingto Ddton, “ Publicfinanceisconcerned with theincome
and expenditure of public authoritiesand with theadjustment of theone
withtheother”.

Findlay Shirras says that, “Public finance is the study of the
Principles underlying the spending and raising of funds by public
authorities’.

To quote L utz, “ Public finance dealswith the provision, custodly,
and disbursement of resources needed for the conduct of public or
government functions’.

We may concludefrom the above definitionsthat Public Finance
or Fiscal Economicsisconcerned with the principlesand practices of
obtai ning fundsand spending thesamefor achieving themaximumsocia
welfareand economic growth in the country.

Subject matter of publicfinance

Thefollowing subdivis onsformthe subject matter of publicfinance
Publicexpenditure

Public Revenue

Public debt

Financial administration and

Federd finance

. Publicexpenditure

L e oA

Since the modern government represents awelfare state, the
responsibility of the government isto bring about maximum social
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welfare. Inaddition tothis, it hasto perform various other functions,
which require heavy expenditures. We study inthissub-division, the
fundamental principlesgoverning theflow of government fundsinto
different spending streamsand themethods of incurring expenditureon
thevariousactivities.

2. Public Revenue

Public revenue meansdifferent sources of government’sincome.
It dedl swith themethodsof raising revenuefor thegovernment, principles
of taxation and other related problems. Raising of tax revenueand non-
tax revenueisthe subject matter of public revenue. Tax revenuedeals
with thekinds of taxesand theimpact and incidence of varioustaxes.
Non-tax revenueincludes

i)  Commercid revenue (income earned through sale of goodsand
servicesand profitsearned by public sector enterprises),

i)  Adminigtrativerevenues(Fees, licensefees, specia assessments),
i) Giftsand grants.
3. Publicdebt

Theproblemrelaingto theraising and repayment of publicloans
isstudied under thissub-division. Borrowing by the government from
the publiciscalled public debt. In modernworld, it isnot possiblefor
the government to meet all its expenditure through tax and non-tax
revenue. Hence public revenuefallsshort of public expenditure. Asa
result, governmentsareforced to borrow from internal and external
sources. Inthe case of internal debt, Government borrowsfrom the
people, commercia banksand the central bank. Externa debt includes
borrowing frominternationa monetary ingtitutionslikelMF and World
Bank and a so from foreign countries. The soundness of the borrowing
policy of the governments and indication of the healthy direction of
spending are examined under thissub-division.
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4. Financial administration

Financial administration isconcerned with the organi sation and
functioning of the government machinery that is responsible for
performing variousfinancid activitiesof thestate. Preparing the budget
for the particular financial year isthe master financial plan of the
government. Thevariousworks, gartingwiththe objectivesof desgning
abudget, themethodsof preparing it, presentation of the budget before
the Parliament and State Assembly, passing or sanctioning by the
Parliament, execution, auditing, implementation etc., constitutethe
subject matter of financia adminigtration.

5. Feder al finance

Federd financeisapart of thestudy of publicfinance. A federation
isanassociation of two or morestates. Inafedera form of government,
thereare: Central, State, and local governments. Theinterrelationships
between theseforms of governments, and the problemsrel ated to them
andthefinancial functionsof al these unitsare studied under federal
finance.

M eaning and definition of atax

A tax isoneof theimportant sourcesof publicrevenue. A taxisa
compulsory chargeor payment levied by thegovernment onanindividua
or corporation. Therefore an element of compulsion isinvolvedin
taxation. Other sources of public revenue are excluded from this
compulsory element. Thereisno direct give and takerelationship
between ataxpayer and the government.

Definition of atax

Accordingto Prof. Seligman, “ A tax isacompul sory contribution
from the person to the Stateto defray the expenditureincurredinthe
commoninterest of all without any referenceto the special benefits
conferred”.

In the words of Dalton, “A tax is a compulsory contribution
imposed by the public authority, irrespective of the exact amount of
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servicerendered to thetaxpayer, in return for which no specific and
direct quid pro quo isrendered to the payer”.

From these definitions, it is clear that tax is a compulsory
contribution. 1t meansthat the State hastheright totax. Refusal to pay
thetax ispunishable. Thephrase‘without quid pro quo’ meansthe
absence of direct and proportional benefit to the taxpayer from the
government.

Canonsof Taxation

Canonsof taxation are considered asfundamental principles of
taxation. Adam Smith laid down thefoll owing canonsof taxation:

a Canonof equity

b) Canonof certainty

c) Canonof convenience
d) Canonof economy

1. Canon of equity

Thiscanonisadsocdledthe’ ability topay’ principleof taxation. It
meansthat taxes should beimposed according to the capacity of the
tax payer. Poor should betaxed less and rich should be taxed more.
Thiscanoninvolvesthe principle of justice. All persons contribute
accordingtotheir ability. Asthecost of running the government should
beequally borneby al, thiscanonisjustified.

2. Canon of certainty

Every tax payer should know theamount of tax to be paid, when
to bepaid, and where to be paid and a so should be certain about the
rate of tax to makeinvestment decisions.

3. Canon of convenience

Tax payment should be convenient and |ess burdensometo the
tax payer. e.g. incometax collected at source, salestax collected at the
timeof salesand land tax collected after harvest.
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4. Canon of economy

Thiscanon signifiesthat the cost of collecting therevenue should
bekept at the minimum possiblelevel. Thetax lawsand procedures
should be made simple, so asto reduce the expensesin maintaining
peopl€ sincometax accounts. ie. administrative expenditureto be kept
ataminimum.

Kindsof tax: Taxesare of different types. They are:

Singleand multipletaxes.

1. DirectandIndirect taxes.

2. Proportiond, progressive, Regressiveand digressivetaxes.
3. Specificand advaoremtaxes.

4. Vaue-addedtax (VAT)

5.

1

.Direct and Indir ect taxes

Accordingto Ddton, “ A direct taxisonewhichisredly padby a
person onwhom it isimposed whereasanindirect tax, thoughimposed
onaperson, ispartly or wholly paid by another”.

Inthecaseof adirecttax, the tax payer who paysadirecttaxis
alsothetax bearer. Inthe case of indirect taxes, thetaxpayer andthe
tax bearer aredifferent persons.

Direct taxes

Direct taxesare collected from the public directly. Thatitisto
say, these taxes areimposed on and collected from the same person.
Onecannot evade paying thetax if itisimposed onhim.

Income tax, wealth tax, corporate tax, gift tax, estate duty,
expendituretax are good examples of direct taxes.

I ndir ect taxes

Taxesimposed on commoditiesand servicesaretermed asindirect
taxes. Thereisachancefor shifting the burden of indirect taxes. The
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incidenceisuponthe personwho ultimately paysit. Examplesof indirect
taxes are excise duties, customs duties and sal estaxes (commodity
taxes).

Theclassfication of direct taxesand indirect taxesisbased onthe
criterion of shifting of theincidence of tax. Theburden of adirecttax is
borne by the person onwhomitislevied. For example, incometaxisa
direct tax. Itsburdenfallson the personwhoisliableto pay it tothe
Government. He cannot transfer the burden to some other person.

Anindirect tax isinitially paid by one person but ultimately the
burden of thetax isfully or partialy borne by another person. Because
thereisaposshility of transfer of burden of anindirect tax. For example,
the exciseduty onamotor-bikeisinitialy paid by the manufacturer.
But he subsequently shiftsthisburdento theconsumer by including the
tax inthe price of the bike. Roughly, we may say that the direct taxes
arepaid by therich and theindirect taxesare paid by the poor.

Taxesof Central Government and State Gover nments

Thefinancia system of Indiaisfederd in character. Therefore, the
powers and functionsto raise revenue are divided between central
government and stateand local governmentsasscheduledinthelndian
Condtitution. Thisdivisionhasbeenmadeto avoid any clashinfinancid,
administrativeand other aress.

Taxesof thecentral gover nment

The main sources of tax and non-tax revenue of the central
government are 1. Taxesonincome (other than on agricultura income),
2. Corporatetax, 3. Expendituretax, 4. Taxeson properties (Estate
duties and Death duties), 5. Gift tax, 6. Wealth tax, 7. Taxation on
capital gains, 8. Union exciseduties, and 9.Customsduties (Import
and Export duties).

The sources of non-tax revenue of the central government
includel. Fiscal services, 2. Recaiptsfrominterest onloans, 3. Dividend
and profits, 4. General and administrative services, 5. Social and
community servicesand 6. Economic services.
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Taxes of the State Gover nments

Under the Constitution of India, only the State governmentsare
provided with separate powers to raise revenue, while the Union
territoriesarefinanced by the Central government directly. Themain
sourcesof tax and non-tax revenue are 1. Land revenue, 2. Taxeson
the sale and purchase of goods except newspaper, 3. Taxes on
agricultural income, 4. Taxeson land and building, 5. Succession and
estatedutiesin respect of agricultura land, 6. Exciseduty onacoholic
liquorsand narcotics, 7. Taxeson theentry of goodsinto alocal area,
8. Taxeson mineral rights, 9. Taxes on the consumption of electricity
10. Taxes on vehicles, animals and boats, 11. Taxes on goods and
passengerscarried by road and inland water ways, 12. Stamp duties,
court fees and registration, 13. Entertainment tax, 4. Taxes on
advertisements other than those in newspaper, 15. Taxes on trade,
profession and employment, 16. Incomefrom irrigation and forests,
17. Grantsfromthe central government and 18. Other incomessuch as
incomefrom registration and sharein theincome-tax, exciseand estate
dutiesand debt services, loansand overdrafts.

Progressive, Proportional, Regressive and Digressive taxes

Direct taxes can also be classified on the basis of the degree of
progressvenessor digtribution of their burden onthetax payers. Ability
of the peopleto pay atax ismeasured onthebasisof property, income,
sizeof thefamily and consumption etc. Theability to pay in practice
impliestax base and tax rate. Tax base denotestheincome, property
and expenditure on thebasisof which ability to pay thetax ismeasured.
Rate structureindicates equalisation of burden of taxation. Tax rateis
the percentage of tax levied per unit of tax base. Thetotal amount of
tax isequa tothe tax base multiplied by tax rate.

Onthebasisof ratestructure, taxesareclassified asfollows;
a) Proportional tax

In the case of a proportional tax, tax rate remains constant
regardless of whether thetax baseislargeor small. It meansuniform
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tax rateisimposed ontherich aswell asthe poor. Thetax paid by the
peopleisfixedin proportion to their incomeand wealth and other tax
bases.

b) Progressivetax

Inthe caseaprogressivetax, thetax rateincreases asthetax base
increases. With theincreaseinincome, ataxpayer hasto pay ahigher
tax. For example, inthe case of incometax, exemption limit and tax
dabsare characterised by theincometax structure formulated by the
government of India As eachincomedabincreases, thereisanincrease
intheratesof tax.

C) Regressive tax

When thetax liability onincomefalswith theincreaseinthetax
payer’'sincome, it istermed as aregressive tax. Here, the tax rate
decreases asthetax baseincreases. Under thistax system, the poorer
sectionsof the society aretaxed at higher ratesthan thericher sections
and hencethistax isnot just or equitable.

d) Digressive tax

Digressivetax isablend of progressivetax and proportional tax.
Therateof taxation increasesupto apoint. After that [imit, auniform
rate is charged. Here the rate of tax does not increase in the same
proportion astheincreaseinincome. Under thistax system, the higher
income groups makeless sacrificethan thelower income groups.

Budget

Meaning: Government’srevenue and expenditure decisonsare
presented inthe budget. Budget, being an essential andimportant eement
of planning and development, provide the specific development
objectivesto be pursued and therequired policy direction. They are
necessary becauseincomeand expendituredo not occur Smultaneoudy.

Thus, ‘budget’ hasbeen defined astheannual financia statement
of the estimated recei ptsand proposed expenditure of the government
inafinancial year, usualy April 1to March 31 of thenext year.
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Theterm budget isderived from the French word ‘ Bougette' . It
means‘ small bag’ . Assuch, the Finance minister of acountry carriesa
bag containing abstracts of budget paperswhile presenting the budget
inthe Parliament or aState L egidature. The governments, both Union
and State, preparetheir budget every financid year. Government budget
indicatesthe probableincome and expenditure of the government, the
financid policies, taxation measures, investment opportunities, extent
of saving, utilization of resources, mobilization of capitd etc.

Definition: Variousdefinitions have been formulated for the concept
of Budget.

Prof. Dimock says, “A budget is a balanced estimate of
expendituresand recei ptsfor agiven period of time. Inthe handsof the
administration, the budget isrecord of past performance, amethod of
current control and aprojection of futureplans’.

Toquote Gladstone, “ Budgetsare not merely mattersof arithmetic
but in athousand ways go to theroot of prosperity of individualsand
relation of classesand the strength of Kingdom”.

Therefore, thebudget isadocument containing preliminary gpprova
plan of public revenueand expenditures. It bridgesthe proposed revenue
and proposed expenditurefor the budget period.

Kindsof Budget
Baanced budget and unbal anced budget

1) Balanced Budget : A balanced budget isthat, over aperiod of
time, revenue does not fall short of expenditure. In other words
government budget is said to be balanced when itstax revenue
and expenditureareequal.

2) Unbalanced Budget (Surplusor deficit) : Anunbaanced budget
isthat, over aperiod of time, revenue exceeds expenditure or
expenditure exceedsrevenue. In other words, the government’s
incomeor tax revenue and expenditure are not equa. Whenthere
isan excess of income over expenditure, it iscalled asurplus
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budget. Onthe other hand, when thereisan excessof expenditure
over income, itisacaseof deficit budget.

Classical economists advocated balanced budget. But it isnot
awayshepful inachievingand sustaining economic growth.

Modern economistsarguethat an unba anced budget isvery useful
for achieving and maintaining economic sability.

Revenue Budget and Capital Budget : Budgetingisthemost
important constituent of thefinancia administration. Preparation of the
budget isoneof themain operationsof budgeting. Itismandatory for
the government to make a statement of estimated receipts and
expenditureswhichmust belaid beforethe Parliament every financia
year. It hasto distinguish expenditure on revenue account and capital
account from other expenditures. So government budget comprises
Revenue Budget and Capital Budget.

Revenue Budget : Revenue budget consists of revenue recei pts of
thegovernment (tax revenueand non-tax revenue) and the expenditure
met from theserevenues. Expenditureswhich do not result in creation
of assetsare called revenue expenditure. (e.g. current revenuesand
current expenditure for normal functioning of the Government
departments, interest chargeson debt incurred by Govt. and other non-
developmenta expenditure).

Capital budget : Mgority of the government expendituresformthe
capital expenditure. Capital budget consistsof receiptsand payments.
Capitd receiptsareloansrai sed by government from the public which
are called market loans, borrowings from the RBI, sale of treasury
bills, loansreceived from foreign governmentsetc. Capital payments
are expenditure on assetscreation such as land, buildings, machinery,
equipment investment loans to government companies and state
governmentsand other devel opmental expenditures.

Performancebudgeting

Theprocessof fund dlocation of governmentsin variouscountries
hasbeen changed from traditional expenditure budgeting to new forms
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of rationalistic budgeting, such as performance budgeting, programme
budgeting and zero based budgeting.

Under performancebudgeting, variousactivitiesof thegovernment
areidentified inthebudget bothinfinancia and physica terms. Thisis
necessary to ascertain therelationship betweeninput and output and to
assessthe performanceinrelation to cost.

Performance budgeting is conceived as a system of presenting
public expenditure in terms of distinguishable divisions such as
government functions, programmes, activities and projects; such
presentation would reflect the cost of running the government.

Under thistechnique, fundsaregranted for carrying out specific
amount of work identified under aparticular division. A cost-benefit
approach isemployed which facilitates meaningful and purposeful
alocation of funds.

Thismethod of budget technique promotes cost consciousnessas
well as cost efficiency and suggests correctionswherever requiredin
the processof alocation of funds.

Zerobased budgeting

Traditiond techniqueof budgeting have been found to beinadequate
for thereason that, the previousyear’s cost level istaken asthe base
for current year’ sbudget. Thetraditional methodshave not completely
addressed the problem of efficiency inthe matter of allocation of funds
for variousdivisions. Thereistherefore aneed for anew technique of
budgeting which devices and usesameaningful basefor budgeting.
Zero Based Budgeting isone such technique of budgeting.

In zero based budgeting, every year isconsidered asanew year
thus providing aconnecting link between the previousyear and the
current year. The past performance and programmesare not takeninto
account. Thebudgetisviewed asentirely afreshandwholefiscd initigtive
I.e. from zero bases.
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Zero based budgeting eval uates and prioritizesthe programmes
of action at different levels. Each department hasto justify itsbudget
fromits perspectives, evaluating feasible alternatives, beforefinal
selection and execution, thefundswill be allocated for the selected
programmes.

Fiscal policy
Meaning

Fisca policy istheset of principlesand decisonsof agovernment
regarding thelevel of public expenditureand modeof financing them. It
isabout theeffort of government toinfluencethe economy’soutput,
employment and pricesby dteringtheleve of publicexpenditure, taxation
and public debt. Arthur Smithiespointsout, “Fisca policy isapolicy
under which the government uses its expenditure and revenue
programmesto produce desirabl e effectsand avoid undesirable effects
onthenational income, production and employment”.

Thelmportanceof Fiscal Policy

The significance of this policy was not at all recognized by
economists before the publication of Keynes's General Theory of
Employment, Interest and M oney. Keynes gavethe concept of fiscal
policy new meaning and operation of the public finance a new
perspective. Hemadeit clear that taxation, public spending and public
debt aretheeffectiveingtrumentsof public policy capableof determining
theleve of output and employment.

Theimportanceof fiscal policy inmodern economiesarisesfrom
thefact that the State under democracy iscalled uponto play an active
and important rolein promoting economic development and providing
avas number of essentid public utilitiesand serviceslikedrinking water,
sanitation, civic sarvices, primary education, publichedth, socid welfare,
defence, etc. Most of these goods are characterized by the property
viz. non-marketable; that it cannot be sold inthe market to the consumer.
But payment hasto beregulated in another way, through taxation.
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In the underdevel oped economies, public finance hasto assume
yet another role, whereasin devel oped economies, itamsat maintaining
economic stability. In underdevel oped economies, desirousof achieving
rapid economic devel opment, thefunction of publicfinanceisto promote
rapid economic development of the country, besides maintaining
economic sability.

Objectivesof fiscal policy
The principa objectivesof fiscd policy inan economy areasfollows:

1. To mobilize resources for financing the development
programmesin the pubic sector

Tax policy isto bedirected towards effective mobilization of all
availableresourcesand to harnessthemintheexecution of development
programmes. Thisimplies, ontheonehand, diversion of wasteful and
luxury spending to saving and onthe other hand productiveinvestment
of incrementsthat accrueto production asaresult of development efforts.
Taxation can beamogt effective meansof increasing thetota quantum
of savingsand investmentsin any economy wherethe propensity to
consumeisnormaly high.

2. Topromotedevelopment in theprivate sector

Inamixed economy, private sector formsan important constituent
of theeconomy. In spiteof thegrowingimportance of the public sector
in accel erating the process of economic development, theinterest of
the private sector cannot be neglected. Thereforerebates, reliefsand
liberal depreciation allowances may be granted to boost the private
sector.

3. Tobring about an optimum utilization of resour ces

The above objective can beachieved through proper alocation of
resources. We must direct investment in the desirable channelsbothin
the public and private sectors by providing suitable incentives.
Productiveresourcesare, within limitscapableof being usedinvarious
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way's, which may accelerate economic growth. Theavailableresources
must find their way into the socialy necessary linesof devel opment.

4. Torestrain inflationary pressuresin the economy to ensure
economic stability

Thefiscal policy must be used asaninstrument for dealing with
inflationary or deflationary situations. Oneway to achievethisisto
deviseatax structure, which will automatically counter the economic
disturbancesasthey arise. The second isto make changesinthetax
systeminorder to ded with inflationary or deflationary Situations. In
countrieslikelndia, itisthrough thedirection of the public expenditure
rather than taxation that more effective action can betakento remove
theeffect of adeflationary spird. Intermsof inflation, anti-inflationary
taxessuch asexcessprofit tax and commodity taxeson articlesof both
genera and luxury consumption can beimposed.

5. Toimprovedigribution of incomeand wealth in thecommunity
for lessening economicinequalities

The national income should be properly distributed so that the
fruitsof development arefairly shared by al people. Equdity inincome,
wealth and opportunities must form an integral part of economic
development and socid advance. Moreover, redistribution of income
infavour of the poorer sectionsof the society isessential. Thiscan be
achieved through taxation. Wecandso achievethisthroughanincrease
in public expenditurefor promoting welfareto theless privileged class.
Expenditureon agriculture, irrigation, education and health and medical
expenseswill improve the economic conditions of theweaker sections
of thesociety.

Fiscal policy can affect total spending. (aggregate demand
determinant) intwoways. Thefirg isthedirect changeintota spending
brought about by the government increasing or decreasing itsown
expenditure. And the second oneisincreasing or reducing private
spending by varyingitsown tax revenue.
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6. To obtain full employment and economic growth

Thefiscal policy to achievefull employment and tomaintain stable
price in the economy has been developed in the recent past. The
ineffectivenessof monetary policy asameansto removeunemployment
during the Great Depression paved theway for the devel opment of
fiscal policy inachieving thisobjective. For accelerating therate of
growth, dlocation of higher proportion of thefully employed resources
is needed. Those activities increase the productive capacity of the
economy. Thereforefiscal policy isused through itstax instrument to
encourageinvestment and discourage consumption so that production
may increase. It is also necessary to increase capital formation by
reducing the high income tax on persona income. To increase
employment, thestate expenditure should bedirected towardsproviding
socid and economic overheads. The state should undertakelocd public
worksof community devel opmentinvolving morelabour and lesscepitd
per head.

7. Fiscal policy and capital formation

Fiscal policy such astaxes, tariffs, transfer payments, rebateand
subsidies are expected to spur long run economic growth through
increased capitd formation. Capital formation isconsdered animportant
determinant of economic growth. Theeconomictheory tellsusthat the
optimal amount of capital formation servesauseful key to economic
growth in developing economies. At the same time, the economic
digtortionsbrought about by lack of adequatefisca incentivescan cause
capital formationtofal short of thesocialy optimal level.

Limitationstofiscal policy

Though the fiscal policy has an important place in economic
deve opment andin particular, inthe stepping up of saving andinvestment
bothin publicandin private sectors, it hasthefollowing limitations.
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1) Size of fiscal measures

Thebudget isnot amere statement of receiptsand revenuesof the
government. It explainsand shapesthe economic structure of acountry.
Whenthebudget formsasmal part of the nationa incomein developing
economies, fiscd policy cannot havethedesred impact ontheeconomic
devel opment. Direct taxation at timesbecomean instrument of limited
applicability, asthe vast mgjority of the peopleare not covered by it.
Further, whenthetotd tax revenueformsasmadler portion of thenationa
income, fiscal measureswill not step up the sagging economy requiring
massvehelp.

2. Fiscal policy asineffective anti-cyclical measure

Fiscal measures- bothloosening fisca policy and tightening fiscal
policy- will not stimulate speedy economic growth of acountry, when
thedifferent sectorsof the economy arenot closely integrated with one
another. Actiontaken by the government may not dwayshavethesame
effect ondl thesectors. Thuswemay havefor instancetherecessonin
some sectorsfollowed by arisein pricesin other sectors. Anincreasing
purchasing power through deficit financing, apolicy advocated by JM.
Keynesin 1930smay not havetheeffect of reviving therecession hit
economies, but merely resultinaspiraling risein prices.

3. Adminigtrativedelay

Fiscd measuresmay introduce del ay, uncertaintiesand arbitrariness
arigng fromadminigtrative bottlenecks. Asaresult, fisca policy failsto
beapowerful and thereforeauseful stabilization policy.

Other Limitations

Largescd eunderemployment, lack of coordinationfromthepublic,
tax evasion, low tax base arethe other limitations of fiscal policy.
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EXERCISE
PART A

|. Choosethecorrect answer

1

Public financeisconcerned with theincome and expenditure of

a) Privatesector b) Agricultura sector
¢) Publicauthorities d) Industrial sector
Tax revenuedeaswiththe

a) Fees b) Kindsof taxes
¢) Revenue d) Nontax revenue

Thefedera form of government consistsof

a) centrd, stateandlocal government

b) centra and state government

c) stateandloca government

d) aboveadl

Thecompulsory chargelevied by thegovernment is
a) Licence
c) Loan d) Tax

InZBB every year isconsidered asa

b) Giftsand grants

a) baseyear b) financia year
C) new year

Fill intheblanks

d) academic year

means different sources of government income
the absence of direct and proportiona benefitis
are consdered asfundamental principlesof taxation
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10.

11.
12. Progressivetax
13.
14.
15. Balanced budget

v

16.
17.
18.
19.
20.

Theclassfication of direct andindirect taxesisbased on criterion
of tax

tax isablend of progressivetax and proportiona tax.
Match thefollowing
a rebateand subsidies

b. Adam Smith

Cononsof taxation

Fiscd policy c. Tax rate decreases
Regressvetax d. Revenue and expenditure are equa

e. Best tax system
Answer inaword or two

What isatax ?

Givetheexpansonfor VAT

What isthe meaning of proportional tax ?
What arethekindsof budget ?

What ispublic debt ?

PART B

Answer thefollowing questionsin about four or fivelines

21.
22.
23.
24.

25.

DefinePublic Finance.
What isthe subject matter of Public Finance?
What arethe canons of taxation ?

What arethekindsof tax ?
What iszero based budget ?
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PART C

Answer thefollowing questionsin about apage

26.
27.

28.
29.
30.

Explainthecanonsof taxation

What are main sources of tax and non-tax revenue of the state
government ?

Define Budget. Explain the balanced and unba anced budget.
What arethelimitationsof fiscd policy ?
Differentiate between thedirect and indirect taxes?

PART D

Answer for each question should beabout thr ee pages

31.
32.
33.
34.

Definetax and explain thekindsof direct taxes?
Classfy budgets

Explainthe subdivisonsof Public Finance

What aretheobjectivesand limitationsof fiscal policy ?
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ANSWERS

CHAPTER 1
Dc 2)d 3)a 4)c 5)c
6) small 7 utilities 8)barter  9)sociad  10) ocean
11)c 12)e 13)d 14 a 15 b

16) political economy  17) Statistics, mathematics, economics
18) Inductivemethod  19) air, sunshine
20) nomina income

CHAPTER 2

(D) (d) 2@ 3.(d) 4 (b) 5(a)

(6)
(8)

.
V.

L1 (d) 12. (@ 13. (b)

Customsand Traditions (7) PriceMechanism

Transformation/ producton possibility frontier (9) Socia /
collectivewelfare (10) Privateand public.

11) (d) 12) (a) 13) (e) 14) (b) 15) (c)

16) Yes 17) Profit Motive 18) Depression 19) Chinaand Cuba
20) Yes

CHAPTERS3
1. (a 2. (C) 3 (b 4. (d) 5. €)
6. Consumption 7. Competitiveand complementary
8. Cardind utility andlysis 9. Totdl utility 10.“Principlesof
Economics’
14.(e) 15.(c)
16. Want satisfying power
17. Gossen’'ssecond law
18. Locusof different combinationsof two commodities
19. Itisagroup of indifference curvesfor two commodities
20. Price—ratioline
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CHAPTER 4
1. (d 2 €) 3. (b 4. (¢ 5. (d)
6. Lawofdiminishingmargind utility
7. Market demand schedule
8. Vebleneffect
9. AlfredMarshal
10. Eladticity of supply.

. 1.d 12. a 13. e 14. b 15.c

16. Other things being equal / ceterisparibuscondition

During boom demand increases and during depression demand
decreases

ep = lower segment of the demand curve
upper segment of thedemand curve
Thedegree of responsiveness of demand to changeinincome.
Yes
CHAPTERS
(d 2 (b) 3 (a 4. (c) 5.(8
Price
Sub-systems
Equilibrium
Short period and long period
Verticd

.C 12. d 13. a 14 b 15 e

16. State of rest/ balance 17. Income, taste, price of substitutes

18. Alfred Marshdl 19. Heavy machinery / building/
capita equipment 20. Yes.
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.
V.

CHAPTER 6
1. b 2. a 3 b 4. a 5. a

6. primary 7. AdamSmith 8. Divisonof labour
9. capitd 10. productionfunction

. c 12. e 13.a 14.b 15, d
16. Entrepreneur. 17. Fromwithinthefirm
18. Iso-Product curve 19.MRTSxy =Px /Py
20.Q=blLa C®

CHAPTERY
@ d 2 a 3d @b (B c
6. Nominal cost 7. Economiccost

8. Short run 9. total fixed cost and total variable cost
10. ‘U’ shaped
11.d 12. e 13. a 14.b 15.¢c

16. M.R.remainsconstant/coincidewithA.R.
17. Addition madeto thetotal revenue.
18. No- profit no-losspoint.
19. Itisagroup of short run cost curves/ planning curve
20. TClq
CHAPTER 8
l.c 2a 3d 4b 5 a
6. homogeneous
Super normal profit
price-taker
legd monopoly
mutual co-operation
11.c 12. d 13. e 14. b 15. a
16. Groupof firms 17.state  18.taxation/legidative method
19. product differentiation 16. 1969
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CHAPTER 9
1d 2)d 3)c 4) b 5 a
6) general 7) perfect  8) opportunity 9) nomind
10) entrepreneur

. 1)b  12)a 13)d  14)e 15) ¢

16) No  17)Yes 18) Bohm-Bawerk 19) Walker
20) Innovation theory

CHAPTER 10
1.b 2c 3a 4b 5d
6. Incomeand Consumption 7. Margina Propensity to save
8. Fdlininvesment 9. Liquidity Preference 10.Multiplier

. 6.C 7.a 8.e 9.b 10.d
7. Great Depression 12. Supply createsitsown demand
13.Keynes 14.Keynesiancross 15. K =1/ 1-MPC

CHAPTER 11

1a 2)a 3)b 4) a 5)c
6) barter  7)fdling 8) Irving Fisher 9) hyper-inflation
or run-away inflation 10) inflation

. 1)b 12) c 13) a
14) e 15) d

16) central bank  17)duringinflation  18) suppressedinflation
19) No 20) Germany

CHAPTER 12
1) c 2) b 3)a 4 d 5 ¢
6. publicrevenue 7.quid pro—quo 8. canonsof taxation
9. shifting of theincidence 10. digressive

11.b 12. e 13. a 14.c 14.d

16. Compulsory contribution 17. value added tax

18. uniformtax rate 19. balanced and unbal anced budget
20. borrowing fromthe public.
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