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Chapter 1

INTRODUCTION

1.1. A Simple Economy

Think about the Society in which you live. You will find people engaged in a variety

of economic activities. You will find farmers, teachers, doctors etc. All these economic

units are engaged in the production of goods and services. In general, every individual in

society is engaged in the production of some goods and services and she wants a

combination at many goods and services not all of which are produced by her.

A basic economic problem is the problem of choice. The problem arise due to the

mismatch between wants and resources. Human wants are unlimited. But resources are

limited. Resorces are having altermative uses. This leads to the problem of choice. A

country can produce only a combination of goods and services. This leads us to the

central problems of an economy.

1.2. The Central Problems of an Economy

(Hcp k¼Zv hyhØbnse ASnØm\ km¼¯nI {]iv\§Ä)

Based on the nature of the economic system, economies can be broadly classiffied

in to capitalist, socialist and mixed. All economics face some central problems. The basic

economic problem arises from the mismatch between unlimited wants and limited

resources. The basic problems of an economy can be summarised as follows.

a) What to produce and in what quantities?

(F v́ Dev]mZn¸n¡Ww? GXfhnÂ?)

Every society wants to produce many goods and services. All these goods and serices

can  not be produces. The reason is that the resources are scarce. So the society must

decide what goods and services are to be produced and in what quantities.

(Hcp kaql¯n\v Bbnc IW¡n\v km[\§fpw tkh\§fpw BhiyWv.

F¶mÂ hn`h§Ä ]cnanXambXn\mÂ Ch FÃmw Dev]mZn¸n¡phm³ km[yaÃ.

AXn\mÂ GXv km[\§Ä, F{X AfhnÂ Dev]mZn¸n¡Wsa¶v Xocpam\n¡Ww.)

b) How to produce? (F§s\ DÂ]mZn¸n¡Ww)

How to produce means the the choice of the techniques of production. Wheather

we use capital intensive techniques which use more capital and less labour or labour

intensive technique which use more labour and less capital (F§s\ DÂ]mZn¸n¡W

sa¶psImpt±in¡p¶Xv GXv Fev]mZ\ kmt¦XnI hnZy D]tbmKn¡Ww F¶XmWv.

IqSpXÂ aqe[\hpw Ipd¨v sXmgnemfnIsfbpw D]tbmKn¨pÅ aqe[\ Xo{hkmt¦XnI

hnZy D]tbmKn¡Wtam AtXm IqSpXÂ sXmgnemfnIsfbpw Ipd¨v aqe[\hpw
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D]tbmKn¨psImpÅ sXmgnÂ Xo{h kmt¦XnI hnZy D]tbmKn¡Wtam

F¶pÅXmWv {]iv\w. GXv kmt¦XnI hnZy D]tbmKn¡p¶p sh¶Xv Cu k¼Xv

hyhØbnse sXmgnÂ iànbpsSbpw aqe[\¯nsâbpw e`yXsb B{ibn¨ncncp¶p.)

c) For whom to produce? BÀ¡v thn Dev]mZn¸n¡Ww?

This is a problem related to distribution. This problem deals with the distinction of

national product among the individuals in the economy. Distribution involves the division

of the national product  among the four factors of production namely land, labour, capital

and organisation. This is called functional distribution.

(BÀ¡v thn Dev]mZn¸n¡Ww F¶Xv sImv AÀ°amIp¶Xv. Dev]¶¯nsâ

{]hÀ¯\ ]camb hnXcWs¯bmWv. Dev]mZ\LSI§fmb ̀ qan, A[zm\w, aqe[\w,

kwLS\w F¶nhÀ¡v Dev]¶w hoXn¨p sImSp¡p¶Xns\bmWv  {]hÀ¯\]camb

hnXcWw F¶pw ]dbp¶Xv.

Production possibility set (DÂ]mZ\ km[yX skäv)

The collection of all possibilities of the goods and services that can be produced

from a given amount of resources and a given stock of technological knowledge is called

the procution possibility set of the economy.

(cmPys¯ hn`h§fpw kmt¦XnI hnZyIfpw ]qÀ®ambn D]tbmKn¨v

DÂ]mZn¸n¡m³ ]äp¶ km[\§fpsS hnhn[ kwtbmK§sf ImWn¡p¶XmWv

DÂ]mZ\ km[yX skäv F¶v ]dbp¶Xv)

Production possibility Frontier (Dev]mZ\ km[yX h{Iw)

It is graphical representation of the production possibility set. Consider an example.

An economy has to produce only two goods guns and butter. The various production

possiblity are given below.

Possibilities Butter Guns in Marginal

(in millions of Thousands Opportunity

a quintals) cost

A 0 15 -

B 1 14 1

C 2 12 2

D 3 9 3

E 4 5 4

F 5 0 5
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In this example there are six possibilities. Possiblity A  represents, 0  Butter and 15,000

guns. Possibility F represents, 5 million quintals butter and O gun. Last column shows

marginal opportunity cost. It is defind as the next best alternative forgone. That is in

order to produce 1 unit of Butetr what is the amount of gun scarified. For the possiblity

B, it is one and for C it is two etc. That means opportunity cost in increasing. The above

table is diagramatically represented below.

A production possibility curve

(PPC) is defind as to locus of all

combinations of two goods that can be

produced with given amount of

resources that are fully and efficiently

utilised. The shape of the PPC is

convcave. Increasing Marginal

opportunity cost is the reason for the

concave shape.

I.3. Organisation of Economic Activities

(km¼¯nI {]hÀ¯\§fpsS kwLmS\w)

We discussed the central problems of an economy. These problems are solved

differently in differently economic systems.

a) The centrally planned Economy

(tI{µoIrXambn Bkq{XWw sNbvX k¼¯v hyhØ)

In a centrally planned or socialist economy the central economic problems are solved

by the planning authority or government. There is a strong central government. Most of

the resources are owned by government. Through control of resources, the government

or planning authority decided what to produce, how to produce and for whom to produce.

b) The Market Economy (It¼mf k¼Zv hyhØ)

In a market or capitalist economy most of the resorces are privatly owned. The

central problems are solved with the help of market mechanism or what is called price

mechanism. Market Mechanism allows free play of the interests of individuals. Market

operated through the forces of demad, supply and price. Markets send price signals which

facilitate decision making. The market mechanism facilitates automatic decision making.

3
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c) The mixed Economy (an{i k¼Zv hyhØ)

In reality, all economic are mixed economies. In a mixed economy there exist both

public property and private property. Some importatnt decisions are taken by the

government and some are taken by individuals. So with the help of planning commission

and price mechanism basic economic problems are solved.

I.4. Positive and Normative Economics

(hmkvXhnI {]mamWnI km¼¯nI imkv{X§Ä)

A distinction is drawn between positive economic analysis and normative economic

analysis. In positive economic analysis we study how the different mechanisms function

and in normative economics we try to understand whether these mechanisms are desirable

or not. For a proper understanding we need both positive and normative economic analysis.

(hmkvXhnI km¼¯nI hniIe\sa¶pw {]mamWnI km¼¯nI

hniIe\sa¶pÅ cv hniIe\§Ä Dv. hmkvXhnI hniIe\¯nÂ F§s\bmWv

hnhn[ kwhn[m\§Ä {]hÀ¯n¡p¶sX¶v NÀ¨ sN¿p¶p.  {]mamWnI km¼¯nI

hniIe\§Ä hnhn[ kwhn[m\§fpsS t\«hpw tIm«hpw hnebncp¯p¶p)

1.5. Micro Economics and Macro Economics

(kq£va km¼¯nI imkv{Xhpw Øqe km¼¯nI imkv{Xhpw)

Economic thery can be broadly classified in to two categories (i) Micro Economic Thery

(ii) Macro Economic Theory. The word Micro and and Macro are derived from the Greek

words 'Mikros' and 'Makros'. Mikros means small and Makros means large. Micro

Economics is the study of small parts of the economy or individual units of the economy.

Micro Economics study only parts of the economy. The study of consumer behaviour,

the theory of the firm etc. come under micro economies.

In macro economics we try to get an  understanding of the economy as a whole by

focussing our attention on aggregate measures such as total output, employment and

aggregate price level etc.

Micro Economics can be compared to the study of the trees while macro eonomics

can be compared to the study of forests. Micro Economics gives a worm's  eye view

whilce macro economics gives a bird's eve view. Alfred Marshall's principles of  Economics

is a good example at Micro economics. J. M. Keyne's General Theory is a good example

at macro economics.

Evaluation Questions

1. Classify the following in a given table under the given titles.
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Micro Economics Macro Economics

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

2. Identify the type of economy / economic system.

a) Central Economic Problems regarding allocation of resources are solved

through price mechanism.

3. Complete the following table.

Features of a centrally Features of market economy

planned economy

1. 1.

2. 2.

4. State any two features of resources that give rise to the economic problem.

5. Classify the following in to positive economics and normative economics

a) Globalisatioon affected badly in indian agriculture.

b) India introduced planning in 1951

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

6. a) Identify the curve

b) Why does it get such a shape?

c) Explain the points A, B and C.

7. Prepare a seminar paper on 'Central Problems of an economy'

good x

good y
A

B

C

l

l
l

x

y

0
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Chapter 2

THEORY OF CONSUMER BEHAVIOUR

D]t`màr s]cpamä kn²m´w

Theory of consumer behaviour explains how the consumer maximises satisfaction

from consumption expenditure. The aim of the consumer is maximum satisfaction. In

this chapter we will study about the theories that explain consumer behaviour.

2.1 The Consumption Bundle (D]t`mK _nÂ)

A consumer consumes many goods; but for simplicity we shall consider the

consumer's  choice problem in a situation where there are only two goods. The two goods

are good 1 and good 2. Any combination of the two goods can be called a consumption

bundle. Let us use the variable X
1
 to denote the amount of good 1 and X

2
 the amount of

good 2 (X
1
, X

2
) would mean the bundle consistng of X

1 
amount of good 1 and X

2
 amount

of good 2.

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

(D]t`mK _nÂ þ Hcp D]t`màmhv \nch[n km[\§Ä hm§p¶psh¦nepw

Ffp¸¯n\pthn cv km[\§Ä hm§p¶psh¶v IcpXpI. Ah km[\w 1 Dw,

km[\w 2Dw BsW¦nÂ  X
1 
 F¶Xv km[\w 1sâ GXm\pw Nne AfhpIfpw  X

2

F¶Xv km[\þ2sâ AfhpIfpamsW¦nÂ (X
1
, X

2
) F¶Xv Hcp D]t`mK _nÂ BWv.

H¶mas¯ km[\w X
1 
Afhpw cmas¯ km[\w X

2 
Afhpsa¶mWv CXn\À°

DZmlcWambn (5, 10) F¶ D]t`mK _nenÂ H¶mas¯ km[\w 5 Dw cmas¯

km[\w 10 Dw bqWnäv Ds¶mWÀ°w.

The Consumer's Budget (D]t`màmhnsâ _Päv)

Consumer's budget is the income or amount of money available for speding on

either goods as the consumer wishes. Given her fixed income and prices of the two

goods, the consumer can afford to buy only equal bundles which cost her less than or

equal to her income.

(Xsâ CãSm\pkcWw sNehgn¡m³ D]t`màmhnsâ ssIhiapÅ

]Ws¯bmWv D]t`màmhnsâ _Päv F¶v ]dbp¶Xv)

Budget Set (_UvPäv skäv)

The set of bundles available to the consumer is called the budget set. It is the collection

of all bundles that the consumer can buy with her income and the privailing market

prices.
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Suppose the income of the consumer is M and the prices of two goods are P
1
 and P

2
.

If the consumer buys X
1
 amount of good 1, he will have to spend P

1
X

1
 amount. If the

consumer buys X
2
 amount of good 2, he will have to spend P

2
X

2
 amont. If the consumer

buys a bundle of X
1
 amont of good1 and of X

2
 amont of good2, then he will have to spend

P
1
X

1
 + P

2
X

2 
 amount. The consumer can buy any bundle so long as the cost of the bundle

is less than or equal to his income. This can be expressed as P
1
X

1
 + P

2
X

2
 ≤  M. The

inequality is called the consumer's budjet constraint.

_Päv skäv
Hcp D]t`màmhn\v \nehnepÅ It¼mf hnebpsSbpw ]W hcpam\¯nsâbpw

ASnØm\¯nÂ hm§phm³ km[yamIp¶ FÃm _nepIfpsSbpw Iq«s¯ _Päv

skäv F¶v ]dbmw. P
1 
F¶Xv H¶mas¯ km[\¯nsâ hnebpw P

2 
F¶Xv cmas¯

km[\¯nsâ hnebpw M F¶Xv D]t`màmhnsâ hcpam\w BbmÂ P
1
X

1
 + P

2
X

2
 ≤

M F¶v FgpXmw. D]t`màmhn\v Xsâ hcpam\w ]qÀ®amtbm ̀ mKnIamtbm sNegn¡mw

P
1
X

1
 + P

2
X

2
 ≤  M F¶Xns\ _Päv ]cn[n (Budget Constraint) F¶v ]dbp¶p.

Budget Line (_Päv sse³)

Budget Line is the line which consists at all the bundles or combinations that cost

exactly equal to the consumer's income. It is the line consists of all the bundles which

cost exactly equal to M. The equation of the budjet line is P
1
X

1
 + P

2
X

2
 = M. If the

consumer spends his entire income on good1 he can buy 
1

M

P
units of good1 and  if he

spends his entire income on good 2, he can buy 
2

M

P
 units of good 2. Thus 

1

M

P
 is called the

horizontal intercept and 
2

M

P
 is  called the vertical intercept.

good1

Vertical intercept

Horiz
ontal

 In
ter

ce
pt

2

M

P

1

M

P

good2

P
1 X

1  + P
2 X

2  = M
.

x

y

0
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_Päv sse³

D]t`màmhnsâ hcpam\w ]qÀ®ambpw sNehgn¡s¸Sp¶ FÃm D]t`mK

_nepIfpsSbpw tbmPn¸n¨v hcbv¡p¶ tcJbmWv _Päv sse³. _Päv sse\nsâ

kahmIyw P
1
X

1
 + P

2
X

2
 = M.   

1

M

P
s\ slmdntkmÂ CâÀsk]väv F¶pw  

2

M

P
 hns\

shÀ«n¡Â CâÀsk]väv F¶pw ]dbp¶p.

Price ratio and the slope of the Budget line

The value of the slope of the budget line measures the rate at which the consumer is

able to substitute good1 for good2. The slope of the budget line is 
2

1

x

x

△

△
where 2x△  and 1x△

represent change in good2 and good1 respectively.

If the consumer wants more unit of good1 it is possible only by sacrificing one unit

of good2. How much good2 will the consumer sacrifice for an additional unit of good1.

The answer depends on the prices of the two goods. If good 1 costs P
1
the consumer will

have to reduce her expenditure on good2 by P
1
 amount. With P

1
, the consumer can buy

1

2

P

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

1

2

P

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

the two goods.

Points Below the Budget Line

In the diagram there are four points. A

and C are on the budget line. B is below the

budget line and D is above the budjet line.

Point A has more of good2 and same amount

of good1 as compared to pointB. PointC has

more of good 1 and some amount at good2

compared to point B. Point D is superior to

all other points. But this is beyond the budget

of the consumer.

Changes in the Budget Set

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

and the income of the consumer.

A

B
C

D

good1

good2

0

.

x

y
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Change in Income

Suppose the consumer's income changes from M to M'. Then the new equation at

the budget line is P
1
x

1
+P

2
x

2
 = M'.  When the income of the consumer increses, the consumer

is able to buy more of two goods and the budget line shifts parallel outward. Similarly,

when the income decreases, the consumer is unable to buy as much goods as previously

and the budgetline shifts inward.

Increase in Income Decrease in Income

2

M

P

1

M

P

P
1 X

1  + P
2 X

2  = M
.

(D]t`màmhnsâ ]Whcpam\w IqSpt¼mÄ _Päv sse³ het¯m«pw, hcpam\

Ipdbpt¼mÄ _Päv sse³ CSt¯m«pw amdp¶p)

Change in Price

Now suppose the price of good1 changes from P
1 
to P'

1
 but the income and price of

good2 remain unchanged. The new budget line is P'
1
x

1
 + P

2
x

2
 = M. If the price of good

one increases, the slope of the budget line increases and the budget line becomes steeper

if the price of good one decreases the slope of budget line decreases and the budget line

becomes flatter as shown in the diagrams.

2

'M

P

1

M

P

good2

P
1 X

1  + P
2 X

2  = M

2

'M

P

1

'M

P

good1

good2

P
1 x

1 +P
2 x

2  = M
'

P
1 x

1 +P
2 x

2  = M
'

2

M

P

1

'M

P

good1

P
1 x

1  + P
2 x

2  = M
.

good1

g
o
o
d
2

P'
1 x

1  + P
2 x

2  = M

A

B B'
0

Price decrease

P
1 x

1  + P
2 x

2  = M

good1

g
o
o
d
2

P'
1 x

1  + P
2 x

2  = M

A

BB'
0

Price increase

x

y

x

y

x

y

x

y

0
0
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(km[\w 1 sâ hne Ipdbpt¼mÄ _Päv sse³ het¯m«v amdpIbpw km[\w

1sâ hne IqSpt¼mÄ _Päv sse³ CSt¯m«v amdpIbpw sN¿p¶p)

Preferences of the Consumer

In economics, it is assumed that the consumer chooses her consumption bundle on

the basis of her tastes and preferences over the bundles in the budget set. Between any

two bundles, consumer either prefers one to the other or she is indifferent to the two. The

consumer can rank the bundles in order of her preferences over them.

Monotonic Preferences

A consumer's preferences are monotonic if and only if between any two bundles,

the consumer prefers a bundle which has more of atleast one of the goods and no less of

the other goods as compared to the other bundle. That is if the consumers preferences are

monotonic, if more is  preferred to less. Consider two bundles (2, 3) and (2, 4). Here the

consumer prefers the bundle (2, 4) to (2, 3) because it contains one unit more of good2.

So here the preferences is monotonic.

GIZniob ap³KW\

cv _nepIfnÂ GXv _nenemtWm Hcp km[\¯nsâsb¦nepw Hcp

bqWnsä¦nepw IqSpXÂ DÅXpw. atä km[\¯nsâ Afhv IpdbmsX Ccn¡pIbpw

sN¿p¶Xpw D]t`màmhv AXv sXcsªSp¡pIbpw sN¿pt¼mÄ D]t`màmhnsâ

ap³KW\ GIZniobambncn¡pw.

Indifference Curve

An indifferance curve shows different bundles which give the consumer the same

level of satisfaction. Since the level of satisfaction from all bundles are the same, the

consumer will be indifferent among them.

Consider the example,

Good2 Good1 MRS x
1
x

2
 (

2

1

x

x

△

△
)

15 1 -

10 2 5

6 3 4

3 4 3

1 5 2
3

6

9

12

15

18

0 1 2 3 4 5

Good1

G
o

o
d

2

IC

x

y
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In this example amonng the bundles (15, 1), (10, 2), (6, 3), (3, 4), (1, 5) the consumer

is indifferent. By joining all these points we get the indifference curve which is convex to

the origin. The reason for the convex shape is diminishing rate of substitution. The amount

of good2 that the consumer would be willing to give up for an additional unit of good1

would decline. This is called diminishing Marginal rate of substitution. This is shown in

the third column. (MRS x
1
x

2
)

\nkwKXm h{Iw

Hcp D]t`màmhn\v Xpey kwXr]vXn \ÂIp¶ cv km[\§fpsS hnhn[

kwtbmK§Ä tNÀ¶v hc¡p¶ h{Is¯ \nkwKXm h{Iw F¶v ]dbp¶p. \nkwKX,

h{I¯n\v, tIm¬shIvkv BIrXnbnbmWv. CXn\p Imc¶w A]Nb koam´

{]XnØ]\ \nc¡mWv. Hcp bqWnäv H¶mas¯ km[\w e`n¡m³ thn ths¶v

shbv¡p¶ cmas¯ km[\¯nsâ AfhmWv {]XnØm]\ \nc¡v. Cu \nc¡v 5,4,

3,2 F¶n§s\ Ipdbp¶p. CXns\ A]Nb knam´ {]XnØm]\ \nc¡v F¶v ]dbp¶p.

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

Properties of Indifference curves

1 Indifference curves donot intersect each other.

2 Indiffrence curves are convex to the origin.

3 Higher indifference curves represent higher level of satisfaction.

Optimal choice of the consumer

The optimal choice of the consumer means consumer's equilibrium. It can be

explained by bringing together the budget line and the indifference curve. A consumer

normally prefers highest possible indifference curve. But his ability to purchase the goods

depends upon his income shown by the budget line. Thus a consumer will be in equilibrium

at the point where his budget line is tangent to the highest indifference curve. This is

shown below.

The consumer is in equilibrium at

point 'a' where his Budget line BL

tangent to the indifference line IC
2
. At

this point consumer purchases X
1

amount of good1 and X
2
 amount of

good2.

Good1

G
o

o
d

2

IC
2

IC
3

IC
1

A

x1

x2

B

L0 x

y
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D]t`màr kwXpenXmhØ

DbÀ¶ kwXr]vXnbmWv D]t`màmhnsâ e£yw. CXv km[yam¡p¶Xv DbÀ¶

\nkwKXm h{Ihpw _Päv sse\pw X½nÂ kv]Àin¡p¶ _nµphnemWv. Nn{X¯nÂ A

F¶ _nµphnÂ  BL F¶ _Päv sse\ns\  IC
2
 F¶ \nÊwKXm h{Iw kv]Àin¡p¶p.

ChnsS cnsâbpw kvtem¸v (Slope) XpeyamIp¶p. AXn\memÂ  A F¶ _nµphnemWv

D]t`màr kwXpenXmhØ. CXv {]Imcw D]t`màmhv   x
1
 bqWnäv km[\w H¶pw x

2

bqWnäv km[\w cpw hm§p¶p.

Demand

Demand is the desire for a good backed up by willingness to pay and ability to

purchase. Mere desire doesnot constitute demand. A desire becomes demand if it is backed

by willingness to pay and ability to purchase.

tNmZ\w : Hcp km[\¯n\pthn hne sImSp¡m\pÅ Ignhpw k¶²Xbpw H¯p

tNÀ¶pÅ B{KlamWv tNmZ\.

Demand for Commodity

Demad for a commodity or good is the quantity of that good which consumers will

be willing to buy in a given period of time at a given price.

Individual Demand

It is the quantity of a commodity that an individual consumer is willing to buy in a

given period of time at a given price.

Law of Demand

The law of demand explains the inverse relationshio between price of a commodity

and its quantity demanded. According to this law, other things remaining the same as

price of a commodity increases, quantity demaded decreases and vice versa.

tNmZ\ \nbaw

Hcp km[\¯nsâ hnebpw tNmZ\w sN¿s¸Sp¶ Afhpw X½nepÅ hn]coX

_ÔamWv tNmZ\ \nbaw hnhcn¡p¶Xv. aäpÅ Imcy§Ä Øncambn \nÂ¡pt¼mÄ

Hcp km[\¯nsâ hne IqSpt¼mÄ tNmZ\w IpdbpIbpw hne Ipdbpt¼mÄ tNmZ\w

IqSpIbpw sN¿p¶p.

Demad Schedule

It is a table showing various quantities of a good demaded at various prices. A

household demand schedule shows various prices of a good and its quantities demanded

at those prices. A demand schedule is given below.
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Prices of Apple Quantity Demanded

1 20

2 15

3 10

4 6

5 2

Demand Curve

Demad curve is the graphical

representation of the demand schedule.

While drawing a demad curve we take

prices in the y axis and quanity

demanded in the x axis. Below is given

a typical demand curve.

tNmZ\ ]«nI

Hcp km[\¯nsâ hyXykvX hneIfpw AXnsâ tNmZ\w sN¿s¸« AfhpIfpw

ImWn¡p¶ ]«nIbmWv tNmZ\ ]«nI.

tNmZ\ h{Iw

tNmZ\ ]«nIbpsS tcJm Nn{XamWv tNmZ\ h{Iw. tNmZ\ h{Iw \nÀ½n¡m³

hnhn[ hneIÄ y A£¯nepw tNmZ\w sN¿s¸« AfhpIÄ x A£¯nepw

tcJs¸Sp¯p¶p.

Income effect and substitution effect

The law of demand states that more quantity of a commodity is demanded at a

lower price than at a higher prices. Then a question arise. Why the consumer purchases

more units of goods when its price falls. This can be answered by income effect and

substitution effect.

The fall in the price of good1 has two effects. Firstly good1 becomes relatively

cheaper than good2. Secondly purchasing power of the consumer increases which implies

rise in the real income of the consumer.

As a result of fall in the price of good1 the consumer purchases more of good1 and

less of good2. That means the consumer is substituting good1 for good2. This is called

substitution effect. Another thing is income effect. When price of good1 falls the real

income of the consumer or purchasing power increases. This induces the consumer to

buy more. This is called income effect.

D

D

Price

Quantity demanded x

y

0
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hne Ipdbpt¼mÄ tNmZ\ IqSp¶sX´psImv?

tNmZ\ \nba {]Imcw Hcp km[\¯nsâ hne Ipdbpt¼mÄ tNmZ\w sN¿s¸Sp¶

Afhv IqSpIbpw hne IqSpt¼mÄ tNmZ\w IpdbpIbpw sN¿p¶p. A§s\sb¦nÂ

F´p sImmWv D]t`màmhv Hcp km[\¯nsâ hne Ipdbpt¼mÄ AXnsâ IqSpXÂ

bqWnäpIÄ hm§p¶Xv. CXn\v cv ImcW§Ä Dv

a) {]XnØm]\ {]`mhw (Substitution Effect)

km[\w 1 sâ hne Ipdbpt¼mÄ km[\w cns\ At]£n v̈ H¶v hne IpdªXmIp¶p.

X·qew hne Ipdª km[\w1 At]£nIambn hne IqSnb cn\v ]Icw

D]tbmKn¡p¶p. CXns\bmWv {]XnØm]\ {]`mhw F¶v ]dbp¶Xv.

b) hcpam\ {]`mhw (Income Effect)

Hcp km[\¯nsâ hne Ipdbpt¼mÄ D]t`màmhnsâ bYmÀ° hcpam\w (Real

Income) IqSp¶p. hm§Â tijn  CXv aqew IqSp¶p. CtX XpSÀ¶v hÀ[n¨ bYmÀ°

hcpam\w sImv hne Ipdª km[\w D]t`màmhv IqSpXÂ hm§p¶p. CXmWv

hcpam\w {]`mhw.

Demand Function

The relation between the consumer's optimal choice of the quantity of a good and

its price is called the demand function. This can be written as q=d(P), where q = quantity

demanded, P = price of the good.

Determinants of Demand

Demand for a good depends on many factors. These factors are called determinants

of demand. They are the follows.

1. Price of the commodity

2. Price of related commodities

3. Income of the Consumer

4. Tastes and Preferences

5. Money Supply

6. Interest Rate

Linear Demnd

Linear Demad function is a demand function along a straight line. This can be

written as
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Q = a - bp ; 0 ≤  p ≤  
a

b

= 0 ; p > 
a

b

Here 'a' is the Horizontal intercepts,

'-b' is the slope. At price o, the demand is 'a'

and at price equal to 'a/b', the demand is '0'.

Eg: Consider a linear demand function

Q=10-3p. When p=0, q=10-3×0=10, So 10

is the horizontal intercept. When q=0, 0=10-

3p, 3p=10, p=
10

3
=3.33, So 3.33 is the vertical

intercept. We can draw a linear demand curve

with this values.

Normal Goods (km[mcW hkvXpIÄ)

Normal Goods are those goods whose demand increases when income of the

consumer increases and demand decreases when income decreases. Here demand moves

in the same direction  as the income of the consumer changes. TV, Computer, Cloths etc

are examples.

Inferior Goods (XcwXmW hkvXpIÄ)

There are some goods the demands for which move in the opposite direction of the

income of the consumer. Such goods are called inferior goods. As the income of the

consumer increases, the demand for inferior goods falls, and as the income decreases, the

demand for inferior good rises. Eg: low quality food items like cerels.

Substitutes ({]XnØm]\ hkvXpIÄ)

A good that is used in the place of other good is called substitute good. Goods like

tea and coffee are substitutes. If the price of coffee increases, the consumer can shift to

tea, then the consumption of tea is likely to go up an demand for coffee may decrease.

Complimetary Goods (]qcI hkvXpIÄ)

Goods which are consumed together are called complementary goods. Tea and sugar,

Shoes and sokcs, Pen and ink, Car and Petrol are examples. Since car and petrol are used

together, an increase in the price of petrol is likely to decrease, the demand for car and

vice versa.

2 4 6 8 10
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Shifts in the Demand Curve

The amount of a good that the consumer chooses depends on many factors. Changes

in quantity demanded cost by changes in the price is referred to as movemental along the

demand curve. Variations in quantity demanded caused by changes in factors  other than

its price is referred to as shifts in demand.

Movement along the demand curve

When price of a commodity falls,

the consumer,  the consumre purchases

more and  when price of a commodity

rises, demand decreases. Then increase

in quantity demanded due to decline in

its price is called expansion of demand.

In the diagram movement from point

'a' to 'c' is expansion of demand.

Movement from 'a' to 'b' is called

contraction.

Hcp km[\¯nsâ hne Ipdbpt¼mÄ  D]t`màmhv IqSpXÂ km[\w hm§p¶p.

A§s\ tNmZ\ h{I¯nÂ Xmtgm«v \o§p¶p. CXns\ tNmZ\¯nsâ hnImkw F¶v

]dbp¶p. AXpt]mse Hcp km[\¯nsâ hne IqSpt¼mÄ D]t`màmhv Ipd¨v hm§p¶p.

At¸mÄ tNmZ\ h{I¯nsâ apIÄ ̀ mKt¯¡v \o§p¶Xns\ tNmZ\¯nsâ kt¦mNw

F¶v ]dbp¶p.

Shift in Demand

Changes in other factors

influencing demand other than price

leads to the change in demand curve.

This is known as shift in demand. Due

to increase in income demand for a

commodity may increase eventhough

price remains the same. It is called

increase in demand. Here the consumer

moves from demand curve DD to D
1
D

1
.

Due to a fall in income, the consumer

may reduce the demand. This is called

decrease in demand. Hence the

consumer moves from DD to D
2
D

2
.

D

D

Price

Quantity demanded

a

b

c

p

p
1

p
2

q q
1

q
2

contraction

expansion

q
2 q q

1

D

D

D
2

D
2

D
1

D
1

P N

x

y

0

x

y

0
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tNmZ\ h{I¯nsâ amäw

hne Hgn¨pÅ aäv LSI§Ä amdpt¼mÄ tNmZ\w amdp¶Xns\bmWv. tNmZ\

h{I¯nsâ amäw F¶v ]dbp¶Xv. D]t`màmhnsâ hcpam\w IqSpt¼mÄ \nehnÂ

hne amdmsX Xs¶ D]t`màmhv IqSpXÂ tNmZ\w sN¿pw, CXns\ tNmZ\ hÀ[\hv

(Increase in Demand)F¶v ]dbp¶p. (DD to D
1
D

1
). hcpam\w Ipdbpt¼mÄ D]t`màmhv

tNmZ\wsN¿p¶ Afhv Ipdbpt¼mÄ AXns\ tNmZ\ Ipdhv (Decrease in Demand)

F¶v ]dbp¶p. (DD to D
2
D

2
)

Market Demand

The market demand for a good at a particular price is the total deman d for all

consumers taken together. The market demand schedule for a good can be derived from

the individual demand schedule as shown below.

Demand for a Commodity

Price Consumer1 Consumer2 Consumer3 Market Demand

10 2 10 20 32

12 4 8 15 27

14 3 6 13 22

16 2 4 10 16

Market Demand Curve

The market demand curve of a good

can be derived from the individual demand

curves graphically by adding up the indi-

vidual demand curves horizontally as shown

in the figure below.

It¼mf tNmZ\w
Hcp It¼mf¯ns\ apgph³

D]t`màm¡fpsSbpw tNmZ\w Iq«nbXmWv

It¼mf tNmZ\w. DZmlcWambn Hcp

It¼mf¯nÂ aq¶v D]t`màm¡Ä

Ds¦nÂ aq¶v t]cpw hnhn[ hneIÄ¡v

hm§n¡p¶ km[\¯nsâ Afhv Iq«nbmÂ

It¼mf tNmZ\w e`n¡pw. AXpt]mse

It¼mf¯nse FÃm hyàn¡fpsSbpw

tNmZ\ h{I§sf kam´cambn Iq«nbmÂ

It¼mf tNmZ\ h{Iw e`n¡pw.

D
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D
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D
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Adding up two Linear demand Curves

Consider a market where there are two consumers. The demand curves of the two

consumers are given by d
1
(P)=10-P, d

2
(P)=15-P

The market demand can be derived by adding two equations.

ie., d
1
(P)=10-P+d

2
(P) = 15-P,

   10-P+

   15-P

    25-2P

Elasticity of Demand

Demand for some goods are very responsive to price changes while demands for

certain other goods are not so responsive to price changes. Price elasticity of demand is a

measure of the reponsiveness of the demand for a good to changes in its price.

Price Elasticity of demand = 
 Percentage change in demand

Percentage change in Price

ep = 
q p

p q
×

△

△

q△  = change in quantity

p△  = Change in Price

p = Original Price

q = Original Quantity

Price elasticity of demand is a negative number since the demand for a good is

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

value of the elasticity.

tNmZ\¯nsâ hne CemkvXnIX

hnebnse amäs¯ XpSÀ¶v tNmZ\¯nÂ F v́ amäw DmIp¶psh¶v \nÀ®bn¡p¶

]ZamWv CemÌnIX. Hcp km[\¯nsâ hnebnse amäw aqew B km[\¯nsâ

tNmZ\¯nsâ AfhnepmIp¶ amäs¯ kqNn¸n¡p¶XmWv CemkvXnIX.

tNmZ\¯nsâ hne CemkvXnIX    =
tNmZ\¯nepÅ iXam\amäw

hnebnepÅ iXam\amäw

q△  = tNmZ\¯nepÅ amäw

p△  = hnebnepÅ amäw

p = BZys¯ hne

q = BZy Afhv
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Degrees of Price Elasticity

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

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

responsiveness of quantity demanded varies from commodity to commodity and from

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

degrees of price elasticity.

a) Perfectly elastic demand

Here a slight decline in price cause an

infinite increase in quantity demanded and a

slight increase in price leads to zero demand.

Thus price elasticity in infinite (ep=α )

b) Perfectly inelastic demand

This is a situation where changes in

price cause no changes in quantity demanded.

Here value of elasticity is zero. (ep=0)

c) Unitary Elastic Demand

Demand is said to be unitary elastic

when a given proportionate change in price

leads to equally proportionate change in

quantity demanded. Here the value of

elasticity is one. (ep=1)

d) Relatively elastic demand

Here a given proportionate change in

price leads to more than proportionate change

in quantity demanded. Here the value of

elasticity is greater than one. (ep>1)

e) Relatively inelastic Demand

Demand is said to be relatively inelastic

when a given proportionate change in price

leads to less than proportionate change in

demand. Here the value is less than one

(ep<1)
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Elasticity along a Linear Demand Curve

A linear demand Curve can be written as q=a-bp, Here -b is the slope of the demand

curve. Change in demand per unit change in price is 
q

p

△

△

. That is the slope of the demand

curve.

i.e., 
q

b
p
= −

△

△

Elasticity can also be find by using the formula

ep = 
q p

p q
×

△

△

Thus ep = 
p q

b b
q p

 
− × = − 

 

△

△

or  ep = ( )bp
q a bp

a bp

−
= −

−

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

curve.

1) When price is 0

ep=
p

b
q

− ×

0
0b

q
= × =

2) When quantity is zero

ep = 
p

b
q

− ×   = 
0

p
b− ×  =α

3) At the mid point, P
2

a

b
=  (half price  = 2

a

b
÷ )

Then demand is 
2

a

ep=
2

2

a
b

b
a

− ×

=
2

2

a

a

−

= -1

Thus,  ep = 1

2

a

2

a

b

a

b
α

1

0

a0 x

y
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4) In between mid point and the point touching y axis elasticity will be greater than

one (ep>1)

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

(ep<1)

Geometric Method (Point or Straight line Method)

According to this method elasticity is calculated by using the formula ep=lower

segment/upper segment. Five points on the strainght line demand curve and their

corresponding elasticities are shown in the following figure.

Elasticity at point 'a' is 
0

ac
=α

Elasticity at any point in

between 'a' and 'c' is 
be

ba
=>1

Elasticity at point  C=
ce

ac
=1

Elasticity at any point in

between  c and e is 
de

da
 =<1

Expenditure Method

Whether the expenditure on the good goes up or down as a result of an increase in

its price depends on how responsive the demand for the goods is to the price charge. As

a result at a change in price, if total expenditure increases elasticity is greater than one. If

total expenditure decreases elasticity is leass than one. If total expenditure remains constant,

elasticity is equal to one.

Factors Determining Price Elasticity

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

demand for a luxury is likely to be price elastic.

2. A availability of close substitutes: The Demand for a good is likely to be elastic if

close substitutes are easily available. On the other hand, if close substitutes are not

available easily, the demand for a good is likely to be inelastic.

3. Proportoion of Income spent on commodity : For some goods, consumer spend

only a small part of their inocme. For such goods demand will be inelastic.

a0

a

b

c

d

e

p

q
x

y
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4. Income of the people:  Generally, Very rich people have inelastic demand for goods

while poor people have elastic demand.

5. Number of uses: Certain goods can be put to many uses. Such goods have elastic

demand because as the price decreases they will be put to more uses.

EVALUATION QUESTIONS

1) Below is given a demand curve for a branded umbrella.

a) If the demand for umbrella increases

during rainy season, what term we

use in economics to denote this

change? Draw the curve.

(b) If the quantity demanded for

umbrella decreases, when its

price increases, what term we

use in economics to denote

this change? Draw the Curve?

2) Balu's demand for orange was 2kg at price of Rs.50/Kg. He purchases 2 Kg more

when price falls to Rs.30/Kg. On the basis of this

a) Define price elasticity of demand

b) Find eleasticity of demand

c) Comment on the nature of elasticity

3) A consumer wants to consume two goods. The price of the two goods are Rs.4 and

Rs.5 respectively. The consumer's income is Rs.20.

1) Write down the eqation of the budget line.

2) How much of good I can the consumer consume. If she spends her entire

income on that good?

3) How much of  good2 can she consume if she spends her entire income on that

good?

4) What is the slope of the budget line?

4) One of the properties of Indifferance curve is downward sloping. Write any other

two properties

D

D

Price

Quantity demanded x

y

0
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5)  Suppose a consumer wants to consume two goods. The two goods are eqally priced

at Rs.10 and the consumer's income is Rs.40.

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

b) Among the bundles that are available to the consumers, indentify those which

cost her exactly Rs.40.

6) What do you mean by monotonic preferances? If a consumer has monotonic

preferences, can she be indifferent between the bundles (10,8), (8,6)

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

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

8) Define the following goods with examples,

a) Normal good

b) Inferior good

c) Substitutes

d) Complementaries

9) Imagine that you are the Finance Minister of Kerala. You want to raise more revenue.

How will you use elasticity in your tax proposals.

10) The price of Jowar declained from Rs.5 to Rs. 4 per kg.Consequently, the quantity

demanded declined from Rs. 6 kg to 2 kg. What conclusions can you derive from

this?

* * *



30

Chapter 3

PRODUCTION AND COSTS

A producer or a firm acquires different inputs like labour, mechines, land, raw

meterials etc. combining these inputs, it produces output. This is called the process of

prodution. Production can defind as the transformation of inputs in to outputs.

Production Function

Production Functions tells us what maximum quantity of output can be produced

by using different combinations of inputs. A production function is defined for a given

technology. It is the technological knowledge that determines the maximum levels of

output than can be produced using different combinations of inputs.

If there are two inputs, factor 1 and factor 2. We can write the production Function

as q = f (x
1
, x

2
). That means by using x

1
 amount of factor 1 and x

2
 amount of factor 2. We

can at most produce q amount of the commodity.

DÂ]mZ\ [À½w

DÂ]¶hpw (output) \nthi§fpw  (inputs) X½nepÅ _Ôs¯ Dev]mZ\ [À½w

F¶v ]dbp¶Xv. Dev]mZ\ [À½w kmt¦XnI hnZybpambn _Ôs¸Sp¯nbmWv ]dbmdv.

ImcWw kmt¦XnI hnZy amdpt¼mÄ Dev]mZ\hpw amdpw. At¸mÄ Hcp \nÝnX

kmt¦XnI hnZy D]tbmKn¨v ]camh[n Dev]¶w Dev]mZn¸n¡m\v Ignbp¶

\nthi§fpsS hnhn[ kwtbmKs¯ Dev]mZ\ [À½w F¶v ]dbpw. _oPKWnX

cq]¯nÂ q = f(x
1
, x

2
) x

1
 bqWnäv H¶mas¯ LSIhpw x

2 
bqWnäv cmas¯ LSIhpw

D]tbmKn¨v ]camh[n Dev]mZn¸n¡m³ Ignbp¶ Dev]¶amWv q.

The Short run and the Long run

In the shortrun some inputs cannot be varied. In the short run, inorder to vary the

output level, the firm can very some inputs. The input that remains fixed is called the

fixed input where as the factor which the firm can vary is called the variable input.

In, the long run, all factors of production can be varied. A firm in order to produce

different levels of output in the long run many vary all inputs. So, in the long run, there is

no fixed input.

{lkz Imebfhpw ZoÀL Imebfhpw

Hcp Dev]mZ\ bqWnän\v \nthi§fnÂ amäw hcp¯mhp¶ kab¯nsâ

ASnØm\¯nÂ Ime{Ias¯ {lkz Imesa¶pw, ZoÀLImesa¶pw cmbn
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Xncn¨ncn¡p¶p. FÃm \nthi§fnepw amäw hcp¯phm³ Ignbm¯ ImebfhmWv

{lkzImebfhv. ChnsS Nne \nthi§Ä Ønchpw Nne \nthi§Ä hnt`ZI§fpamWv.

Dev]mZ\w hÀ[n¸n¡m³ FÃm \nthi§fnepw amäw hcp¯phm³ Ignbp¶

ImeL«amWv ZoÀLImew. AXnÂ ZoÀL ImebfhnÂ hnt`ZI \nthi§Ä am{Xta

DmhpIbpÅp.

TOTAL PRODUCTION (TP)

It is the relationship between a variable input and output when all other inputs are

held constant. It is the total output at a particular level of employment of a variable input.

Total product is also sometimes called total return or Total Physical Product. (TPP)

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

input AP1=
1

TP

X
,  

Tp

q
,  q = no. of units produced.

Marginal Product (MP) :

MP is defined as the change in output per unit of change in input when all other

inputs are held costant. When factor 2 is held constant, marginal product of factor 1 is

MP
1
 =

Change in output

Change in Input

Marginal product can also be found out from total product. Here MP=TP(n) - TP

(n-1), TP(n) is the total product of the last unit TP(n-1)th is the total product of the (n-1)th

unit. Marginal product are additions to the total product. Total product is the sum of

marginal products. TP, AP and MP are shown in the Table below.

Factor 1 TP MP AP

0 0 - -

1 10 10 10

2 24 14 12

3 40 16 13.33

4 50 10 12.5

5 56 6 11.2

6 57 1 9.5

7 57 0 8.1

=
1

q

x

△

△
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Total product Curve

The total product curve is a

positively slopped shown below. We

measure units of factor 1 along the

horizontal axis and output along the

vertical axis. Total product curve is a

positively slopped curve.

Average product and Marginal product Curves

The MP and AP curves look like

an inverse of 'U' shape. For the first unit

of input, both MP and AP are the same.

As we increase the  amount of input,

MP rises. AP also rises but less than

the MP. As long as AP incresase MP is

greater than AP. When AP falls, MP has

to be less than AP, MP curve cuts AP

curve from above at its maximum.

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

The law of Diminishing marginal product is a short run production function.

According to this law. If we keep increasing the employment of an input, with other

inputs fixed. eventually a point will be reached after which the resulting addition of

output (i.e. MP) will start falling. The Law of variable proportion also explains this. It

says that the marginal product of a factor input initially rises with its employment level.

But after reaching a certain level of employment, it starts falling.

According to this theory, as we increase the variable factor, the TP, AP and MP

passes through three distinct stages.

First Stage: Increasing Returns

In the first stage both MP and AP are rising. Therefore, TP increases at an increasing

rate. In table (3.1) up to the third unit of input this stage operates (MP=16, AP=13.33)

Second Stage : Diminishing Returns

In this stage MP and AP decline. But TP continue to rise. But TP rises at a diminishing

rate. Stage second ends with MP touching zero. (AP=8.1)

AP

MP

MP/

AP

Units

TP

output

TP

0
x

y

x

y

0



33

Third stage : Negative Returns

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

When MP turns negative, TP declines.

The reason behind this law is the following. As we increases one variable input, the

factor proportions change. Earlier stage, the proportion becomes more and more suitable

for the production. But after a certain level of employment, the production process becomes

too crowded with the variable input and  the factor proportions becomes less and less

suitable for the production.

Returns to Scale  (Long run production)

Returns to scale is a long run production function. In the long run all factors are

variable. Returns to scale refer to changes in returns caused by proportionate change in

all inputs. Here also we can indentify three distinct stages.

Increasing Returns to Scale (IRS)

In this stage a proportional increase in all inputs results in an increase in output by

more than the proportion. That means a 10% increase in inputs leads to more than 10%

increase in output.

Decreasing returns to scale (DRS)

This stage holds when a proportional increase in inputs results in an increase in

output by less than the proportion. Here a 10% increase in inputs leads to less than 10%

increase in output.

Constant Returs to Scale (CRS)

This is a situation in which a proportional increase in inputs results in an equal

proportional increase in output. Here a 10% increase in inputs leads to the same 10%

increase in output.

Cobb -Douglas production Function

Consider a production Function q=x
1
α x

2
β , where α  and β  are constants. TheThe

firm produces  'q'  amount of output using x
1
 amount of factor 1 and x

2
 amount of factor

2. This is called Cobb-Douglas production Function. This was formulated by C.W. Cobb

and Paul H. Douglass. This is also called linear homogeneous production Function. That

means if we increase input 't' times output aslo increases by 't' times. Thus Cobb-Douglas

production function shows constant returns to scale (CRS).
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tIm_v þ U¥kv Dev]mZ\ [À½w

kn. Fw. tIm_pw t]mÄ F¨v. U¥Êpw tNÀ¶v AtacnIbnse hyhkmb

Øm]\fnÂ \S¯nb ]T\¯nsâ ASnØm\¯nÂ Dm¡nb Dev]mZ\ [À½amWnXv.

q=x
1
α x

2
β  F¶XmWv CXnsâ _oPKWnX cq]w. ChnsS q F¶Xv DÂ]¶w. x

1
 F¶Xv

H¶mas¯ LSI¯nsâ Afhv, x
2
 F¶Xv cmas¯ LSI¯nsâ Afhv,  α , β F¶nh

t]mk«ohv kwJyIÄ. Cu Dev]mZ\ [À½w Ønc {]Xyb \nbas¯ (Constant Returns

to Scale CRS) ImWn¡p¶p. AXmbXv \nthi§Ä "Sn' aS§v hÀ[n¸n¨mÂ Dev]¶hpw

"Sn' aS§v hÀ[n¡pw.

Costs

In order to produce output, the firm needs to employ inputs. Costs refer to the

expenses incurred in production.

Cost Function

With the inputs prices given, the firm will choose that combination of inputs which

is least expensive. For every level of output, the firm choose the least cost input

combination. This output - cost relationship is the cost function.

Short run Costs

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

run some costs are fixed and some are variable.

Total Fixed Cost (TFC)

The cost that a firm incurs to employ the fixed  inputs is Called TFC. What ever

amount of output the firm produces, this cost remains fixed for the firm. Rent on land and

buildings, salaries to permanent employes, insurance premium etc are examples of fixed

cost.

Total Variable Cost (TVC)

The cost that a firm incurs to employ the variable inputs is called TVC. They vary

directly with output. If output is zero, variable cost is also zero. Examples are cost of raw

materials, expenditure on fuel, transportation cost, wages to temporary workers etc.

Total Cost (TC)

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

Output TFC TVC TC AFC AVC SAC SMC

0 100 - 100 - - - -

1 100 500 600 100 500 600 500

2 100 800 900 50 400 450 300

3 100 1000 1100 33.3 333.3 366.6 200

4 100 1300 1400 25 325 350 300

5 100 1800 1900 20 360 380 500

6 100 2600 2700 16.6 433.3 450 800

Average Fixed Cost (AFC)

Average Fixed cost is the fixed cost per unit of output. AFC is calculated by dividing

TFC by the number of units of output. AFC=
TFC

q

Average Variable Cost (AVC)

AVC is the variable cost per unit of output. AVC is calculated by dividing TVC by

the number of units of output. AVC=
TVC

q

Short run average cost (SAC)

SAC is defind as the total cost per unit of output. SAC=
TC

q

Short run Marginal Cost (SMC)

 SMC is defind as the change in total cost per unit change in output.

SMC =
Change in Total Cost

=
TC

q
or TC(n)-TC(n-1)

Change in output

Shapes of the Short run cost Curves

Figure below illustrated the

shapes of total fixed cost, Total variable

cost and total cost curves. TFC is a

constant and doesnot change with the

change in output. It is a horizontal

staight line. TVC increases when output

increases. It starts from zero.

TC

output

cost

TVC

TFC

x

y

0
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Shape of AFC Curve

AFC is the ratio of TFC to output.

TFC is a constant. Therefore as output

increases, AFC decreases. AFC curve

is a rectangular hyperbola as shown in

the diagram.

Shape of AVC Curve

Both SMC and AVC Curves starts

from the same point. Then as output

increases, SMC falls. AVC also falls,

but falls less than SMC. But after a

point AVC starts rising. The AVC curve

is therefore 'U' shaped.

Shape of SMC and SAC Curves

In the figure both SMC and SAC

curves initially decline and then rise.

When SAC falls, SMC is below SAC,

when SAC rises SMC is above SAC.

SMC curve cuts SAC at its lowest point

and then rises.

Long run Costs

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

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

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

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

Long run Average cost (LRAC)

LRAC is defind as cost per unit of output. LRAC = 
TC

q

output

cost

AFC

output

cost
AVC

output

cost

SMC

SAC

q

x

y

x

y

x

y

0

0

0
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Long run Marginal Cost (LRMC)

LRMC is the change in total cost per unit of change in output. When we increase

production from q
1
-1 to q

2
 units. The marginal cost of producing q

1
 th unit will be measured

as LRMC=(TC at q units) - (TC at q
1
-1 units)

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

Shapes of Long run Cost Curves

We have seen that SAC and SMC curves are 'U' shaped in the short run. In the long

run also LRAC and LRMC curves are 'U' shaped.  The reason behind the 'U' shape is

Returns to scale. LRAC reaches its minimum at q
1
. To the left of q

1
 LRAC is falling and

LRMC is less than LRAC. To the right of q
1
 LRAC is rising and LRMC is higher than

LRAC.

In the diagram, as output expands from 0 to q
1
, LRAC falls because the increasing

returns to scale is in operation. At q
1
, LRAC remains consultant as output expands and

the constant return to scale is operating. When output expands from q
1
 LRAC begins to

rise and decreasong returns to scale is operating.

EVALUATION QUESTIONS

1. Correct the figure if there are

any mistake.

output

cost

LRMC

LRAC

q x

y

0

cost

AC
MC

output x

y

0
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3. Identify the curves and

give their features.

4. Classify  the following in to appropriate heads, wages of temporary  workers, cost

of raw materials, salary of permanent staffs, cost of transportations, Cost of plant,

cost of acquiring land.

5. The following table gives marginal product. L MPL

Schedule of labour. Calculate the total and 1 3

average product. Schedule of labour. 2 5

3 7

4 5

5 3

6 1

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

7. Let the production function of a firm be q=3L½K½. Find the maximum possible

output that the firm can produces with 100 units of L and 100 units of K.

8. Explain breifly the concept of the cost function.

2. A  firm SMC schedule is shown in the following table. The total fixed cost of the

firm is Rs. 100. Find the TVC, TC, AVC and SAC schedule.

Q SMC

0 -

1 500

2 300

3 200

4 300

5 500

6 800

cost

output x

y

0
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Chapter 4

THEORY OF FIRM UNDER PERFECT COMPETITION

In the last chapter we dealt with different concepts of production  and cost. In this

chapter we shall study the profit maxmisation problem of firm operating under perfect

competition.

Concepts

Market, Profit Maximization, Perfect Competition, Price taker, Total Revenue,

Average Revenue, Marginal Revenue, Price Line, Supply Curve, Shut down point, Normal

Profit, Break - event point, Determination of firms supply curve, Market Supply Curve,

Price Elasticity of Supply.

Market

Market refers to an arrangement that facilitate close contact between the buyers and

sellers for the transaction of goods and services.

Explain breifly the concept of the cost function.

GsX¦nepw Nc¡nsâ hm§en\mbpw hnev]\bv¡mbpw hm§p¶hcpw

hnÂ¡p¶hcpw ]ckv]cw k¼À¡¯nÂ hcp¶ GXp  Øe¯n\p It¼mfsa¶p

]dbpw.

FORMS OF MARKET

Competitive Market Non Competitive Market

1. Perfect Competition 2. Monopoly

3. Monopolistic Comptetition

4. Oligopoly

Perfect Competition

It is a market situation in which large number of buyers and sellers buying and

selling homogenoeus products at uniform price.

Features of perfect competition

1) Large number of buyers and sellers

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

4) Uniform price

5) Perfect knowledge about the market.

6) Freedom of Entry and Exit.

7) Free mobility of goods and factors of production.

8) Absence of Transport Cost.

Revenue

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

(DÂ]mZn¸n¨ DÂ¸¶w \nÂ¡p¶XneqsS Øm]\w t\Sp¶ ]WamWv hnäphchv)

Total Revenue (TR)

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

total output.

TR=p×q P= Price per unit (Hcp bqWnänsâ hne)

q= quantity of output sold  (hnev]\ \S¯nb Afhv)

TR schedule of a candle manufacturer operating under perfect competition. The

price of a Box of candle is Rs.10/-

Boxes TR(Rs)

Sold p×q

0 0

1 10

2 20

3 30

4 40

5 50

Observations

1. When output sold is zero, TR is also zero. Therefore TR curve starts from the

origin.

2. TR curve is a straight line (In perfect competition all units sold at the same price.)

3. The slope of TR curve of a firm in perfect competition gives us the price of

commodity.

TR

TR Curve

TR

Output sold
1 2 3 4 5

10

20

30

40

50

x

y

0
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Price Line

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

Average Revenue (AR)

AR is calculated by dividing total revenue by quantity of out put sold

AR =
TR

q
 =   

           

          = 
P q

q

×
= P(hne)

For a price taking firm AR=P

Marginal Revenue (MR)

The MR is change in TR when one more unit of output is sold.

The production of a commodity Increases from q
o
 units to q

o
 +1 units. Then the MR

of producing q
o
 +1th unit is TR from q

o
+1 units - TR from q

0
 units.

ie., MR = P(q
o
 +1)-Pq

o

  =Pq
o
+p-Pq

o

MR = P

For a price taking firm  MR = P

For a price taking firm

P=AR=MR

(Price line is the demand curve

of firm in perfect competition)

P

0

Market

price

Output sold

(demand)

P=AR=MR=Demand

x

y
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The conditions for profit Maximisation (equilibrium) for a firm in perfect competition.

(k¼qÀW InS aÕc It¼mf¯nÂ em`w ]camh[n (k´penXmhØ) F¯n¡m\pÅ kmlNcy§Ä)

The profit maximisation conditions for the output level q
o
 are

1. At q
o

P=MC (hne = koam´ Nnehv)

2. At q
o

MC is non-decreasing.

(DÂ]mZ\w q
o
¡v apIfnÂ hÀ²n¡pt¼mÄ koam´ Nnehv hÀ²n¡p¶p)

3. A In the short run

At q
o

P≥  AVC ({lkz ImeL«¯n³ hne icmicn hnt`ZI sNehn\v Xpeytam

IqSpXtem Bbncn¡Ww)

B In the long  run

At q
o

P≥LRAC (ZoÀL ImebfhnÂ hne icmicn sNehn\v Xpeytam IqSpXtem

Bbncn¡Ww)

1. Condition - 1 P = MC  ie., MR = MC

A profit maximising firm will not produce an output level where P>MC and P<MC.

It maximise profit by increasing production up to the point when P=MC or MR=MC

2. Condition - 2

For output beyond q
o
, MC is non decreasing. The MC Curve cannot slop downwards

after the profit maximising out level. In the above figure at the output level q the market

price P=MC; however the MC curve is downward sloping (MC falls). The firm maximise

profit by increasing production up to q
o 
. An increase in production above this q

o 
adds less

to revenue and more to cast (MR<MC)

outputq x

y

0

Price,

Cost and

Revenue

P=AR=MR

MC

P=MC

q
0
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3. Condition  - 3

A) In the short run,  At q
o 
  P≥AVC

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

AVC.

In the above figure,

TR = p×q

= 0p×0q

TR = The area of rectangle 0PAq

TVC = AVC×q

= 0E×0q

TVC = The area of rectangle 0EBq

The area of rectangle 0PAq (TR) is less than the area of rectangle 0EBq(TVC).

Hence at 'q' level of output firm making loss equal to the area of PEBA.

B) In the long run,  At q
o
   P≥LRAC

A profit maximising firm will not produce an output where market price 'P' is less

than long run average cost.

outputq x

y

0

Price,

Cost

and

Revenue

AVC

E

P

B

A P = AR = MR

LOSS

SAC
SMC
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In the diagram,

TR = p×q = 0P×0q

TR = The area of  rectangle 0PAq

TC = LRAC×q

= 0E×0q

TC = The area of rectangle 0EBq

The area of rectangle 0PAq (TR) is less than the area of rectangle 0EBq (TC).

There fore at 'q' level of output the firm making loss equal to the area of pEBA.

Graphical representation of profit Maximisation (equilibrium of a firm)

in Short run

outputq x

y

0

Price,

Cost and

Revenue

LRAC

E

P

B

A P = AR = MR

LOSS

LRMC

outputq
o

x

y

0

Price

Cost

Revenue AVC
E

P P = AR = MR

Profit

SAC

SMC

A

B
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TR = 0PAq
o

TC = 0EBq
o

Here firm earns a profit equal to the area of rectangle EPAB.

Profit = TR - TC

= 0PAq
o 
- 0EBq

o

= EPAB

Supply

Supply referes to the quantity of a commodity that a produces is willing to produce

and sell in the market at given price during a given period of time.

(DÂ]mZI³ It¼mf hnebvI\pkcn¨v Dev]mZn¸n¨v hnÂ¡m³ X¿dmIp¶ Hcp

Dev]¶¯nsâ AfhpIfmWv {]Zm\w F¶p ]dbp¶Xv)

Supply Curve

The supply curve shows relationshiop between different levels of out put and different

values of Market Price.

Short run Supply Curve

The condition for profit Maximisation states that, when price is less than AVC the

firm incur loss. Therefore a firm produce zero level output, when price is less than AVC.

In other words a profit maximising firm produce positive level of output only when price

is greater than or equal to AVC.

(em`w ]caamh[n F¯n¡m³ {ian¡p¶ Hcp Øm]\w Dev]¶hne icmicn

hnt`ZI sNehn\v Xpeytam IqSpXtem BsW¦nÂ am{Xta Dev]mZ\w \S¯p¶pÅp.)

A firms short run supply curve is rising part  of SMC curve from and above the

minimum of AVC curve. The price less than minimum AVC brings zero level of output

and supply.

(lrkz ImebfhnÂ Hcp Øm]\¯nsâ {]Zm\ h{Iw AVC h{I¯nsâ an\naw

_nµphn\v tijapÅ SMC h{I¯nsâ DbÀ¶v t]mIp¶ `mKamWv)

output (supply)0

Price

and

Cost

AVC

SMC

Sho
rt
 ru

n 
su

pp
ly

 c
ur

ve

x

y
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Long run supply of Curve of firm

A firms long run supply curve is rising part of LRMC curve form and above the

minimum of LRAC curve.The price less than minimum of LRAC brings zero level of

output and supply ({]Zm\w h{Iw LRAC h{I¯nsâ an\naw _nµphn\p tijapÅ LRMC

h{I¯nsâ DbÀ¶p t]mIp¶ `mKamWv)

The Shut down point

Along a supply curve as we move down, the last price - output combination at

which the firms price is equal to AVC, where the SMC curve cuts the AVC curve.

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

the firm.

output0

Price

and

Cost

LRAC

LRMC

Lon
g 

ru
n 

su
pp

ly
 c

ur
ve

x

y

In the short run a firms shut down point is minimum point of AVC at which P=AVC

and SMC curve cuts AVC curve (SMC=AVC).

(lrkz Imebfhnse j«vUu¬ t]mbnâ v AVC h{I¯nsâ an\naw _µphmWv.

ChnsS P=AVC bpw SMC=AVC Dw Bbncn¡pw.)

output0

Price

and

Cost

SACSMC

x

y

AVC

P=AR=MR

q

Short run shut down point

P=AVC

SMC=AVC

P
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In the Long run a firms shut down point is minimum point of LRAC at which

P=LRAC and LRMC Curve cuts LRAC Curve (LRMC = LRAC)

(ZoÀL ImebfhnÂ Hcp Dev]mZI bqWnänsâ j«vUu¬ t]mbnâ v LRACbpsS

an\naw t]mbnâ v BWv. ChnsS P=LRACDw LRMC=LRACDw Bbncn¡pw.

Normal Profit and Break - Even Point

The profit level that is just enough to cover the explicit cost (Money cost on factors

of production) and opportuniy cost (Foregone return on owner occupied factors of

production) is called normal profit.

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

even point.

output0

Price

and

Cost

LRAC

LRMC

x

y

P=AR=MRE

q

Long run Short down point

P=LRAC and LRMC = LRAC

P

The minimum point of LRAC (Point E) at which supply curve cuts the LRAC curve

is the break - even point of the firm.

output0

Price

and

Cost

LRAC

LRMC

x

y

E

Break - Even Point

LRAC = LRMC

P
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(Hcp Øm]\¯n\v AXnsâ hnh£nX sNehpw Ahkcm[nãnX sNehpw

DÄs¡mÅm³ am{Xw e`n¡p¶ em`s¯ km[mcW em`w (Normal Profit) F¶p

]dbp¶p.

Hcp Øm]\¯n\v km[mcW em`w am{Xw e`n¡p¶p F¶v ImWn¡p¶ {]Zm\

h{I¯nse _nµphmWv Break Even Point.

Determinants of Supply Curve

({]Zm\s¯ kzm[n\n¡p¶ LSI§Ä)

1. Input Price

2. Technological Progress

3. Unit Tax

1. Input Price

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

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

y

P

0 q
1

q x

S
1

S
1

S

S

Supply

Price

y

P

0 x

S
1

S
1

S

S

Supply

Price

q
1

q
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2. Technological Progress

Technological progress increases supply and supply curve shift the right.

3. Imposition of unit tax

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

y

P

0 x

S
1

S
1

S

S

Output

Price

q
1

q

Market Supply Curve

The market supply curve shows total output supplied by all firms corresponding to

different values of market price.

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

curve.

Supply of firm - 1 -   SS1

Supply of firm - 2 -   SS2

Price SS1 SS2 Market Supply

0 0 0 0

1 0 0 0

2 0 1 1

3 0 2 2

4 1 3 4

5 2 4 6

6 3 5 8

7 4 6 10

8 5 7 12

y

P

0 q
1

q x

S
1

S
1

S

S

Supply

Price
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Price Elasticity of supply

Price elasticity of supply is technical term used to indicate the rate at which supply

of a commodity changes due to change in price.

Types of Elasticity of supply

1. Perfectly Elastic supply

Change in price causes infinite change in supply - Elasticity of supply is infinity

(α ) - Supply curve parallel to x-axis.

2. Perfectly inelastic supply

No change in supply whatever be the price - Elasticity of supply is zero - supply

curve parallel to y axis.

3. Elastic supply

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

supply is greater than one.

4 Inelastic Supply

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

supply is less than one.

y

P

0 x

y

q0 x

Price

supply

y

0 x

Price

supply

S

S

P

P
1

q q
1

y

0 x

Price

supply

S

P

P
1

q q
1

S

Price

supply
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5 Unitary elastic supply

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

is one.

Methods of measuring Elasticity of supply

1. Percentage method

PEs =
% Change in quantity supplied

% change in price

=
q p

p q
×

△

△

p = original price

q = original quantity supplied

△q = change in quantity supplied

△p = change in price

2. Geometric method

Extended supply curve intersect

the x-axis at the negative range

showing elastic supply.

Extended supply curve intersect

the x-axis at the positive range

showing inelastic supply

PEs <1

y

0 x

Price

supplyq

P

P
1

q
1

S

S

PEs > 1

Inelastic supply curve

S

0 Supply

y

x

Elastic supply curve

S

S Supply x

y

Price

Price

0
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Extended supply curve passes

through the origin shows

unitary elastic supply

PEs=1

S

0 Supply

y

x

Unitary elastic supply

Price
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price / cost

y

x

A B
P

q
1

q
0

MC

output

Evaluation Questions

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

2. In a perfectly competitive market a firm is a 'pricer taker'. Do you agree? Elucidate

3. Observe the following diagram given below.

a) Among the two output levels q
1
 and q

o
 which one do you consider

the equilibrium output.

b) Justify your answer

4. Any factor that affect a firm's MC curve is a determinant of its supply curve

a) Identify the determinants of supply curve of a firm.

b) Show graphically the changes in the supply curve of a firm, due to changes

in its determinants.

5 Indicate the changes in supply of rice in the following situations. Represent them

diagramatically.

a) Price of chemical fertiliser increases

b) Govt. rises subsidies on rice cultivation.

c) Wage rate increases

d) Introduction of HYV seeds

6. Suppose there are three identical firms in a market, the supply function of a single

firm is given below.

q
sf
 = 10 + 2p

a) Prepare the firms supply schedules and the market supply schedule for prices

(Rs.) 1, 2, 3, 4, 5, 6

b) Draw the market supply curve.

0
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7. A firm earns a revenue of Rs.100, when the market price of a good is Rs.10. When

the market price increases to Rs.15, the firm's revenue increases to Rs.300. Find the

price elasticity of supply.

8. The price elasticity of supply of a good is 3, An increase in price from 20 to 21 per

unit results in a rise in its quantity supplied by 150 units. Calculate the quantity

supplied at the increased price.

9. The price of a commodity is Rs. 10 per unit and the quantity supplied is Rs.500. If

the price falls by 10 per cent and quantity  supplied falls to 400 units. Calculate its

price elasticity of supply.

10. Discuss the geometrical method ofi measuring the elasticity of a point on a straight

line supply curve.

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

the LRAC"

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

the short run.

b) Represent the shutdown point in a diagram.

12. Prove that, for a firm in perfect competition has P=AR=MR (k¼qÀW InSaÕc

It¼mf¯nÂ P=AR=MR F¶v sXfnbn¡pI)

Price per unit = 20

  Output Sold 0 1 2 3 4 5 6
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Chapter 5

MARKET EQUILIBRIUM

In this chapter, we combine both consumers behaiviour and firms behaviour to

study market equilibrium we also examine the effects of changes in demand and supply

on this equilibrium.

In market eqilibrium market demand equals market supply (q
D
 = q

S
)

Equilibrium price

The price at which market equilibrium is reached is known as equilibrium price.

At equilibrium price (p) market demand (q
D
) and market supply (q

S
) are equal.

At equilibrium P,   q
D
 = q

S

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

quantity

Excess demand and excess supply

If at a price, market demand is greater than market suply we say that there is an

excess supply in the market at that price. Excess demand = market demand > market

supply.

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

supply in the market at that price.

Excess supply = market supply > market demand

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

Market equilibrium in the case of fixed number of firms

An equilibrium is a point where market

demand curve (DD) interest the market

supply curve (SS).

At the point E market demand equals

market supply. Here equilibrium price is 'p' and

equilibrium quantity is 'q'. At any other

price level (p
1
 or p

2
) either there is excess

demand or there is excess supply

Excess supply

Excess demand

Price

Demand and supply

x

y D

D

S

S

P
1

P

P
2

q0

E
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Numerical example

Market demand   q
D
 = 200-p  and market supply     q

S
 = 120+p

At equilibrium    q
D
 = q

S

200-p   =   120+p

200-120 = p+p

80 = 2p

p = 
80

2
 = 40

Equilibrium price = 40

Substituting Rs. 40 in demand function we get q
D
 = 200-40 = 160

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

Therefore equilibrium quantity is 160 kg.

Consider price less than equilibrium price say p
1
 = 25

q
D
 = 200-p  =  200-25 = 175

q
S
 = 120+p = 120+25 = 145

Therefore at p
1
=25  q

D
>q

S
 means an excess demand of 30 kg at this price.

At any price less than equilibrium price, excess demand will be positive.

Consider a price greater than equilibrium price say p
2
 = 45

q
D
 = 200-p  =  200-45  =  155

q
S
 = 120+p  =  120+45  =  165

Therefore at p
2
 = 45   q

S
 > q

D
 means an excess supply 10 kg at this price.

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

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

of firms

(Øm-]-\-§-fpsS F®w Ønc-ambn \nÂs¡ tNmZ-\-̄ nepw {]Zm-\-̄ nepw Dm-

Ip¶ amä-§Ä It¼mf k´p-en-Xm-h-Ø-bn-ep-m-Ip¶ amä-§Ä)

1. Effect of Shift (change) in demand

(supply constant)

a. Increase in demand

DD curve shift right wards

Both equilibrium price and

equilibrium quantity increases.
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b. Decrease in demand

SS curve shift left wards

both equilibrium price and quantity falls.

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

a. increase in supply

SS curve shift right wards

equilibrium price falls

equilibrium quantity increase.

b.  Decrease in supply

SS surve shift leftwards

equilibrium price - increases

equilibrium quantity - falls.
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3. Effect of simultaneous shift (change) in demand and supply

a. Both demand and supply increases at the same rate. (DD and SS curve shift

rightwards)

Equilibrium price remain unchanged.

Equilibrium quantity increases

b. Both demand and supply decreases at the same rate (both DD and SS curve

shift left wards.)

Equilibrium price remain unchanged

Equilibrium quantity falls.

c. Demand increases and supply decreases at the same rate (DD curve shift right

wards and SS curve shift left wards, proportionately)

Equilibrium price increases but

quantity remain unchanged.
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d. Demand decreases and supply increases at the same rate (DD curve shift leftwards

and Ss cruve shift right wards preportionately

Equilibrium price falls, but

quantity remain unchanged

Market Equilibrium with free entryand exist (market equilibrium with varying

number of firms) (I-t¼mf k´p-en-Xm-hØ kzmX-{´-amb {]th-i\ \njv{I-aW

Ah-Ø-bnÂ)

In an industry the situation of free and entry and exit of firms ensure that in

equilibrium, all firms earn only normal profit. In other wards market price p = minimum

AC

The possibility for super normal profit (P>min AC) will attract new firms. As a

result of this, finally the super normal profit wiped out. Similarly, if the firms earns less

than normal profit (loss), (P<min AC), some firms will exit the industry which will lead

to normal profit again. Thus with free entry and exit each firm will always earn normal

profit.  (P=min AC)

(]qÀ® {]th-i\ \nÀK-a\ kzmX-{´y-apÅ It¼m-f-̄ nÂ Øm]-\-§Ä km[m-
cW em`w am{Xw t\Sp-¶p. IqSmsX It¼mf hne Ft¸mgpw icm-icn sNe-hnsâ an\n-a-
¯n-em-bn-cn-¡pw.)

Equilibrium price determination with free entry and exit.  At Po = min AC each

firms supplies same quantity of output say q
sf 

 (quantity supplied by a single firm)
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∴   Equlibrium number of firms in the market  n
o
 =  

o

sf

q

q

q
o
 = equilibrium quantity (market demand and supply)

q
sf
 = supply of a single firm

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

entry exist of firms

a. Effect of increase in demand

An increase in demand at the prevailing price

P
o
 leads to the possibility of earning super

normal profit.  This will attract new firms.

The entry of new firms wiped out the super

normal profit and price will again reach to

P
o
. Now more quanity supplied at the same

price.  In a perfectly competitive market with

stituation of free entry and exit, an increase

in demand brings no change in equilibrium

price.  However the quantity supplied and

equilibrium number firms in the market

increases.

b. Effect of decrease in demand

A fall in demand at the prevailing price P
o

leads possibility  for loss.  This will lead to

the exit of some firms.  Consequantly price

will again reached to P
o
. Now less quantity

will be supplied at the same price.

In perfectly competitive market with situation

of free entry and exit a decrease in demand

brings no change in equilibrium price.

However quantity supplied and equilibirum

number of firms in the market falls.

Applications of demand and supply analysis

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

and price ceiling (control price) for some products.
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A. Price floor (Support price) Xm§phne

To protect the interest of producers (mainly farmers) govt. announce minimum price

for their products.  This floor price is generally higher than the market price.

When govt. fix floor price an excess supply of product is created in the market.  The

possible outcome in this situation are

1. procurement activities by the govt.

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

previous level.

B. Price ceiling (control price) \nb-{´nX hne

To protect the interest of consumers, Government fixes ceiling price for some

products.  This ceiling price generally less than market price.

When govt fix control price an excess demand for product is created in the market.

The possible out comes in this situation are.

1. Rationing

2. Black marketing
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Evaluation Questions

1. Match columns B and C with A

A B C

Govt.Intervention Labour Market Q
s
 = Q

d

Market Equilibrium P = Min. of AC Price Ceiling

Free Entry & Exist Income Normal Profit

Supply of Labour Demand & Supply Analysis S
1
 = D

1

Wage Rate determination Price Floor Leisure

2. 'The direction of change in equilibrium price and quantity is same whenever there

is a shift in demand curve, supply remaining constant'.

a.  Identify the two shifts of demand curve.

b.  Draw relevant diagrams and prove the above statement

3. Give appropriate terms

a.  Price at which Q
s
 = Q

d

b.  Govt. imposed lower limit of the price of a good.

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

     cost of a firm.

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

4. Suppose the demand and supply curve shifts simultaneously, there will be four

possibilities.  Illustrate and explain the impact on equilibrium price and quanitity in

all four situations.

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

as follows.

    Q
d
 = 700 - 50 p;  Q

s
 = 400+25p

a) Derive the market demand and supply schedules at prices  Rs.1, 2, 3, 4, 5, 6, 7, 8

b) Find the equilibrium price using the function.

c) Represent the equilibrium in a graph.

6. Using supply and demand curves, show the changes in equilibrium price of flowers

bought and sold during onam season in Kerala.
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7. Graphically explain the effect of rise in the price of iron rod, cement and sand on

the equilibrium price of newly constructed house.

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

a) What will happen when the Govt.fix a price of Rs.20/- per Kg for sugar cane

with a view to protect the sugarcane cultivators?

b) By what name this policy is known?

c) Draw diagram to illustrate this.

9. In the union budget 2009-10, import duty on crude rubber was reduced from 20%

to 15% per kg. Other things remaining constant, how will it affect the equilibrium

price and quantity of rubber in the country? Represent it in a diagram and explain.

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

Q
d
 = 30 - p       Q

s
 = 25 + p

Find the equilibrium price and quantity

11. Give the equation for equilibrium number of firms with free entry and exit.  Suppose

the market for chickens with identical farms have the following demand and supply

functions.

           400 2dq p= − for 0 400p≤ ≤

                  0=  for 400p >

           40
sf

q P= +  for 40P ≥

               = 0 for 0 40p≤ <

a) Find the equilibrium price and quantity

b) Find the equilibrium number of farms.

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

market is

a) above the equilibrium price

b) below the equilibrium price.

***
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Chapter 6

NON  COMPETITIVE  MARKET

In this chapter, we shall examine the behaviour of firms under non-competitive

market -monopoly, Monopolistic competition and oligopoly.

Monopoly

Monopoly is a market situation in which a single seller controlls the entire supply

of a commodity, which has no close substitute.

Features

1. Single Seller

2. There will be no close substitute for the product produced by the monopolist.

3. Entry is denied to new firms in the market

4. The monopolist has complete control over the supply

5. The seller is 'Price Maker'

6. Firm and Industry are same

7. Price discrimination

Market demand curve of monopoly firm

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

market demand curve would be the same.

The monopolist can sell larger quantity only at lower price. There for the market

demand curve of the monopolist slopes downward from left to right.
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Total revenue, Average revenue and Marginal revenue of a monopoly firm

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

always tries to maximise revenue.

1. Total Revenue

TR=Quantity of output sold ×  price

TR=p×q

Let the demand funtion is

q = 20 - 2p

This equation can be written in terms of price as

2p = 20 - q

p = 10 - 0.5q

Since TR = p×q

=(10-0.5q)q

TR = 10q - 0.5q2

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

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

Thus TR curve take the shape of an inverted vertical parabola

2. Average Revenue

Average Revenue = 
TR

quantitysold

Since TR = p×q

AR = 
p q

q

×

AR = P

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

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

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

demand curve of a monopoly firm.

3. Marginal Revenue

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

MR = 
TR

q

△

△

MR
n 
= TR

n 
- TR

n-1
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Conclusion

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

2 If AR = DD curve is a negatively slopping straight line, the TR curve take the shape

of inverted vertical parabola.

Derivation of AR and MR from TR Curve

Graphically, the value of AR and MR can be found from the TR Curve. The value of

AR at any quantity level can be measured through the slope of the line from origin to the

relevant point on the TR curve.
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The AR at quantity 'N' is the slope of the line 0M.

The slope of line 0M = 
MN

ON

Since value MN shows Total revenue and 0N is the quantity of output,

AR = 
MN

ON

Marginal revenue at any level of output can be measured from the slope of the

tangent at the relevant point on the TR Curve.

The values of AR at a, b, c and d on TR curve are equal to the slope of tangent in

this points L
1
, L

2
, L

3
 and L

4
 respectively.

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

2

2. MR is zero (at 'C' ), if slope of tangent is zero  →  L
3
.

3. MR is negative (at 'D') if slope tangent is negative  →  L
4

4. The MR is less at point 'b' then at 'a' because slope of tangent L
2
 is Less than L

1

Relation between AR and MR

1 If MR< AR the AR falls.

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

3 If AR curve is less steep, the distance between AR and MR curve is small.
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Marginal revenue and price Elasticity of demand

a) As long as MR is positive, the elasticity of demand is more than one (Elastic demand)

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

demand)

I. The short run equilibrium of the monopoly firm

How a monopoly firm achieves maximum profit and attains equilibrium

(Ip¯I Øm]\¯n\v em`w ]camh[nbm¡p¶Xn\pw k´penXmhØbnÂ

F¯nt¨cp¶Xn\papÅ kmlNcy§Ä.)

A. The Case of Zero Cost

The profit of a firm is the differance between TR and TC (Profit =TR-TC). Therefore

a monopoly firm with zero cost to produce commodity maximise its profit by maximising

TR. (Dev]mZ\ sNehv t\cnSm¯ Hcp Ip¯I Øm]\w BsI hnäphchv  (TR)

]camh[nbm¡p¶XneqsS em`w ]camh[nbm¡p¶p)

The diagram shows that monopolist maximise TR by selling 'q' amount of output.

This is also the level where MR=0.
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The TR of a monopoly firm =  AR×q

= 0p×0q

This is equal to the area of shaded rectangle  0PRq.

Since TC is zero. Profit = TR

   = Area of  0PRq

B. The Case of positive cost

1) TR and TC approach

In the short run a monopolist having positive cost maximise its profit by producing

and selling an output which maximise the difference between TR and TC (Dev]mZ\

sNethmSv IqSn Dev]mZ\w \S¯p¶ Ip¯I Øm]\w TRDw TCDw  X½nepÅ A´cw

]camh[n bm¡n em`w ]camh[nbm¡p¶p.)

Profit = TR - TC

when quantity is q
1

Profit = TR
1
 - TC

1

It equal to length of line AB

At q
0
 levels of output the vertical distance between TR and TC is aL and it is

maximum. Therefore producing q
0
 level of output the monopolist maximise his profit.

2) MC and MR approach

In terms of MC and MR, equilibrium of a monopoly firm is defind as the point

where MC=MR and MC is rising.
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As long as MR curve lies above MC curve the firm would increase its profit. This

process comes to an end when the firm reaches an output level where MC = MR. In the

figure at q
0
 level of output. MC=MR and there fore q

0
 is the equilibrium level of output

which maximize profit.

II. Long run equilibrium of a monopoly firm

Since other firms are prevented from entering the market; the profit earned by a

monopoly firm in the short run do not go away in the long run. Therefore equilibrium

condition of a monopoly firm in the long run are similar to such conditions in the short

run.

Monoplistic Competition

Monopolistic competition is a market situation in which large number of sellers

selling differentiated products. This kind of market structure is commonly visible.

Features:

1. Large no of buyers and sellers

2. Differentiated products (sshhn[y hÂIrX Dev]¶§Ä)

3. Firms have freedom of entry and exit.

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

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

A firm under Monopolistic Competition attains equilibrium in the short run under

the following conditions.

1) MC=MR. The firm increase its output as long as MR>MC.

2) MC should not be decreasing in equilibrium MC curve should be rising.

Some firms get super normal profit and other firms will incurring loss in the short

run. In the figure equilibrium price is '0p' and equilibrium quantity is '0q'

Profit=TR - TC

= p×q - AC×q

= 0p×0q - 0L×0q

= 0pMq - 0LNq

∴  profit = LpMN

B. Long run equilibrium of a firm under monolistic competion

The condition for equilibrium are.

1. MC=MR. The long run Marginal cost should be equal of Marginal revenue.

2. p=AR=LRAC

In monopolistic competition firms have freedom of entry and exit. In the short run,

if the industry is running with super normal profit, new firms will enter that industry and

thus super normal profit will disappear. If any firm suffers loss in the short run, that firm

will stop production and leave the market. So in the long run all firms achieve only

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

At the output 'q'

MC=MR and P=AR=LAC

Profit = TR-TC

= p×q - LAC×q

= 0p×0q - 0PRq

= 0PRq - 0PRq

= Zero
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As TR is equal to TC super normal profit is zero.

(Equilibrium quantity in monoplistic competition market will be less than that of a perfect

competitive market and more than that of a monopoly market. Similarly equilibrium

price of monopolistic competion market will be more than the price of a perfect competition

market and less than that of a monopoly.)

Oligopoly

Oligopoly is  a market situation which few firms selling either homogeneous product

or differentiated products. Therefore Oligopoly is also known as 'Competition among

few'

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

Features

1. Few sellers.

2. Products are either homogeneous of differentiated.

3. Interdependence in decision making: In an oligoploy market the price and output

decisions are interrelated. This interdependence of firm some times leads of 'Collusive

Oligopoly'

4. Price Leadership : In some oligopoly markets, the powerful or experienced firm

may fix the price of product of the industry. Then other firms consider it as a guidline

to fix the price. Here the powerful firm is 'price leader' and others are price followers.

5. Price Rigidity : In an oligopoly market once price of commodity is determined. It

tends to remain stable for long period of time. No firm ready change the prevailing

price because of fear of counter actions by rival firms.

6. Indeterminateness of demand curve.

A simple model of oligopoly behaviour regarding price and quantity

Equilibrium of oligopoly market -Cournot's duopoly Model :

The earliest oligopoly model was developed by French economist Augstin Curnot.

The basic assumption in the model is that the duopolists have identical product and

identical cost.

In a duopoly market with two firms, each firm produce half of the market share

assuming the remaining part will be produced by the rival firm. But the rival firm produce

only half of the the part left to it. When this process continue to the end. Each firm hold

1

3
 (One third) of the total marketed output.
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That is, Individual firm supply = 
1

n+1

Market Supply = 
n

n+1

n = number of firms

Numerical Example of Cornot's duopoly model

The market  demand curve is given by q=200-4p and both the firms have zero cost.

The quantity supplied by each firm and Equilibrium price :

q = 200 - 4p

4p = 200 - q

P = 
200

4
 - 

q

4

= 
200

4
 - 

1

4

p=
200

4
-

q

4
 = 

200

4
- 

1

4
q

p=50 - 0.25q  ............................ (1)

When price is zero (p=0), the maximum quantity demanded is 200

q = 200 - 4p

   = 200 - 4×0

   = 200

In the Curnot model each firm produces 
1

3
 of the market demand.

Then market supply is

q = 200 ×  
1

3
+ 200 ×  1

3

q = 
200

3
 + 

200

3

q = 
400

3

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

p = 50 - 0.25q

= 50 - 0.25×
400

3

= 
100

50
3

−

=50 - 33.3

Equilibrium market price   p = 16.67

The Equilibrium quantity supplied (market supply) is

= 200 - 4p

= 200 - 4×16.67

q   = 133.32

Evaluation Questions

1) The market demand curve facing two duopolis is given by,  q=500-5p

a) Find the equilibrium market price

b) Find the quantity supplied by each firm in equilibrium

2) Compare if different market forms by filling the columns.

Sl.
Features

Perfect
Monopoly

Monopolistic  
Oligopoly

No. Competition Competition

1. Number of firms

2. Nature of product

3. Freedom of entry

4. Price

5. Selling Cost

6. Elasticity of Demand

7. Demand Curve

* * *
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Chapter 1

INTRODUCTION

The subject matter Economics broadly divided in to two.

1) Micro Economics

2) Macro Economics

Micro Economics deals with small units of the economy like individual consumer,

household or a firm.

Macro Economics deals with aggregates like GNP, Total employment, total savings

and investment, general price level etc.

k¼¯v hyhØbpsS sNdnb LSI§Ä kw_Ôn¨ Imcy§fmWv kq£va k¼Zv

hyhØbnÂ ssIImcyw sN¿p¶Xv.

k¼Zv hyhØbnse k©b§sf ¡pdn¨pÅ ]T\w F¶v Øqe k¼Zv

hyhØsb \nÀh¨n¡mw.

Micro Economics studies about trees while macro economics studies forest.

Micro Concepts Macro Concepts

Wage Rate Inflation

Price of Pencil GDP

Allocation Resource Per Capita Income

Price Theory Aggregate demand

Equilibrium output of a firm Full employment

Rent for a house General Price Level

Monetary ploicy of RBI,

Fiscal policy of Govt.

Micro & Macro Comparison

hyXymk¯nsâ kq£va km¼¯nI Øqe km¼¯nI

ASnØm\w imkv{Xw imkv{Xw

1. ]T\¯nsâ bqWnäv D]t`màm¡Ä Pn.Un.]n. hne

IpSpw_w XpS§nb \nehmcw XpS§nb

Hä bqWnäpIÄ k©b\§Ä

2. coXn `mKnI k´penX s]mXp k´penX

hnIk\w hnIk\w

3. ho£mKXn {lkz ho£Ww hnlK ho£Ww

4. e£yw Häs¸« km¼¯nI k¼Zv hyhØbpsSbpw

bqWnäpIfpsS s]cpamäw AXnsâ k©b§fptSbpw

hniIe\w sN¿Â s]cpamäw hniIe\w sN¿Â
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Why Macro Economics

Adam Smith, the father of modern Economics argued that micro analysis can an-

swer all the economic problems. But economists gradually discoverd that they had to

look further. The following are the reasons why we should study problems in Macro

perspective.

1) ssat{Im hniIe\w ]dbp¶Xpt]mse FÃmImcy§fnepw It¼mf§Ä

\ne\nÂ¡pItbm AsÃ¦nÂ \ne\nÂ¡m³ km[yXtbm CÃ.

2) Nne kµÀ`§fnÂ It¼mf§Ä \ne\nÂ¡p¶ps¦nepw AXphgn

kwXpe\mhØ t\SWsa¶nÃ.

3) ssat{Im hniIe\w hyànKX e£y§Ä am{XamWv ]n³XpScp¶Xv. ]s£ Hcp

cmPys¯ kw_Ôn¨v Nnet¸mÄ kmaqly e£y§Ä ]n³XpStcn ht¶¡mw.

Macro Economics decision makers are the State, Statutory bodies like RBI, SEBI

and similar institutions. They follow objectives like the welfare of the country and its

people as a whole.

Emergence of Macro Economics (Øqe km¼¯nI imkv{X¯nsâ DZbw)

Øqe km¼¯nI imkv{X¯nsâ DZb¯n\pw {]Nmc¯n\pw

ImcWambn¯oÀ¶Xv 1930þIfnÂ bqtdm¸ntebpw hSt¡ Atacn¡bntebpw cmPy§sf

{Kkn¨ almamµyambncp¶p.  (Great Depression)

Atacn¡bnÂ sXmgnenÃmbva aq¶p iXam\¯nÂ \n¶v 25 iXam\ambn DbÀ¶p.

sam¯w DÂ]mZ\w 33 iXam\w Ipdªp.

Cu km¼¯nI amµys¯ adnIS¡m³ Cu cmPy§sf kmlnbn¨Xv {_n«njv

Ct¡mWanÌv Bbncp¶ tPm¬ sabv\mÀUv sIbv³kv  Bbncp¶p. At±l¯nsâ

hniz{]ikvXamb {KÙamWv General Theory  of Employment Interest and Money.

Cu ]pkvXI¯nÂ Hcp k¼Zv hyhØbpsS sam¯¯nepÅ {]hÀ¯\w

hniIe\w sN¿m\pw hnhn[ taJeIfpsS ]ckv]c_Ôw ]cntim[n¡m\pw At±lw

Blzm\w sNbvXp. CXmWv Øqe km¼¯nI imkv{X¯nsâ {]Nmc¯n\v hgnsXfn¨Xv

SECTORS in Macro Economics

When we study the economy in aggregate we can see there are four inter dependent

sectors working in an Economy.

They are: 1) Household

2) Firms

3) Government

4) External Sector
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Questions

I Classify the following in to branches of Economics.

a) Firm decision

b) Devaluation measures of RBI

c) Cash Reserve Ratio

d) Price Elasticity of Product

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

theory.

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

IV  Xmsg X¶ncn¡p¶ {]kvXmh\Isf  Micro Economics F¶pw Macro Economics

F¶pw Xcw Xncns¨gpXpI.

1) ]cnØnXn \ioIcW¯n\v FXnscbpÅ kÀ¡mcnsâ \nb{´W§Ä.

2) sXmgnemfnIsf tPmenbnÂ \nban¡p¶Xpambn _Ôs¸« Hcp DÂ]mZI

bqWnänsâ Xocpam\w.

3) ]W¯nsâ Afhpw s]mXp hne \nehmchpw X½nepÅ _Ôw.

4) hcpam\¯nÂ \n¶v Nnehgn¡p¶Xnsâ tXmXns\ Ipdn¨pÅ Hcp

IpSpw_¯nsâ Xocpam\w.

V Xmsg X¶ncn¡p¶ {]kvXmh\Isf km¼¯nI imkv{X¯nsâ cp

hn`mK§fnembn XcwXncn¡pI

a) Reliance I½yqWnt¡j³kv STD NmÀPpIÄ \hw_À apXÂ 20 %

Ipd¨ncn¡p¶p.

b) sXmgnenÃmbva Ipd¡p¶Xn\mbn Kh¬saâ v  IT A\p_Ô  hyhkmb§Ä

XpS§m³ Xocpam\n¨ncn¡p¶p.

c) dnkÀhv _m¦v Cash Reserve Ratio hÀ²n¸n¨p.

d) amcpXn DtZymKv Estillo ImdpIfpsS DÂ]mZ\w hÀ²n¸n¡m³

Xocpam\n¨ncn¡p¶p.

VI Categorise the following variables under apporpriate headings.

Full employment National output equilibrium output of a firm, per capita income.
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VII Classify the given variables in to Micro Economics and Macro Economics.

General price level, Aggregate consumption, Rent for a house in a city, Demand for

fish in a local market.

VIII Classify the statements in to micro and macro economics.

1) kXyw I¼yq«À I¼\n \hw_À 2008 Â I¼\nbnse sXmgnemfnIfpsS

thX\w 10% sh«n¡pdbv¡m³ Xocpam\n¨p.

2) 2008 HtÎm_dnÂ C´ybnse dnkÀÆv _m¦v k¼Zv hyhØbv¡v Hcp ]pXnb

hmbv]m \bw {]Jym]n¨p.

IX Some variables are given below Classify them on two branches of economics.

1) Utility

2) Price Level

3) Inflation

4) Demand for pen

5) Aggregate Consumption

6) Taxes

7) GDP

8) Rent
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Chapter 2

NATIONAL INCOME ACCOUNTING

Adam Smith, the father of modern Economics in his famous Book. An Inquiry in to

the Nature and Causes of Wealth of Nations says that a country becomes rich or poor not

merely depends on the natural Resources available in the country but how the Natural

Resources are utilised for production of wealth.

Hcp cmPy¯nsâ k¼¶X Xocpam\n¡p¶Xv AhnsS e`yamb {]IrXn hn`h§fpsS

AfhÃ adn¨v A¯cw hn`h§fpsS D]tbmK¯neqsS AhnsS DÂ]mZn¸n¡s¸Sp¶

k¼¯nsâ AfhmWv.

In every country certain goods and services are produced by the people by combin-

ing their energies with natural and man made resources. This results in a flow of produc-

tion.

Hcp k¼Xv hyhØbnÂ a\pjyÀ e`yamb {]IrXn hn`h§fpambpw a\pjy

\nÀ½nX hn`h§fpambpw {]Xn{]hÀ¯n¡p¶Xnsâ `mKambn At\Iw km[\

tkh\§Ä DÂ]mZn¸n¡p¶p. CXv DÂ]mZ\¯nsâ Hgp¡n\v ImcWamIp¶p. Cu

DÂ]mZ\{]hÀ¯\amWv Hcp cmPy¯v hcpam\ DÂ]mZ\¯n\v ImcWamIp¶Xv.

Production always generates income. Production of goods taking place in an country can

be categorised as follows.

PRODUCTION

Final Goods Intermediate Goods

A´na hkvXpIÄ A´cmf hkvXpIÄ

(hopsamcp DÂ]mZ\ {]{Inb¡v aäp hkvXp¡fpsS DÂ]mZ\¯n\v

hnt[bamImsX Bhiyw \ndthäp¶h) klmbn¡p¶ hkvXp¡Ä

DZm:- t]\, ]pkvXIw, X¿Â They undergo further transformation

 sajo³, Itkc, tai etc. at the hands of any producer.

DZm:- ]cp¯n, ÌoÂ, Ccp¼v, dºÀ,

tKmX¼v amhv, XpWn etc

Consumer Goods Capitol Goods

D]t`màr aqe[\

hkvXpIÄ hkvXpIÄ
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Final goods are of two types. Endup their use by single use are called consumer

goods. Hcp D]tbmKw sImv Xs¶ AXnsâ AØnXzw CÃmXmIp¶hbmWv

D]t`mIvXr hkvXp¡Ä. CXv Xocpam\n¡p¶Xv Hcp hkvXphnsâ D]tbmKamWv.

Capital goods are used in the production process. They help for further production.

They are durable in Nature. Examples Machines, tools, implements, buildings etc

DÂ]mZ\w hÀ²n¸n¡m³ klmbn¡pIbpw AtX kabw kzbw ]cnWma¯n\p

hnt[bamImXncn¡pIbpw sN¿p¶ hkvXp¡fmWv aqe[\ hkvXpIÄ. cmPy¯nsâ

DÂ]mZ\ {]{InbbnÂ \s«Ãmbn {]hÀ¯n¡p¶Xv aqe[\ hkvXp¡fmWv.

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

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

depreciation or capital consumption expenditure.

tiJc§fpw {]hml§fpw (Stock and Flows)

Economic variables are classified as stock variables and flow variables. Stock

variables are defind at a particular point of time. Flow variables are expressed over a

period of time.

GsXmcp \nÝnX kabL«¯nepw Af¶v Xn«s¸Sp¯mhp¶ Hcp hnt`ZIamWv

tiJcw. F¶mÂ Hcp \o kab ]cn[nbnÂ Af¶p Xn«s¸Sp¯mhp¶ hnt`ZIamWv

{]hmlw.

Stock Flows

Wealth Income

Capital Stock Consumption

Inventories Investment

Machines Output

Distance Profit

CIRCULAR FLOW OF INCOME

As we already know in an Economy there are four major sectors.

1) Households

2) Firms

3) Government

4) External Sector

These various sector are not functioning independently. They are interdependent

and interlinked. The functions of one sector has many exchanges with other sectors.
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Hence we can say that an economy is like a web where the various sectors are interlinked

by their varified functions. The pictorial illustration of this inter relation and interdepen-

dence of the various sectors are called circular flow of Income.

�Hcp k¼Zv hyhØbnse \mev taJeIÄ ]ckv]cw _ÔnXamWv. Hcp

taJebv¡pw C¶v kzX{´ambn \nÂ¡mt\m {]hÀ¯n¡mt\m km[yaÃ. Ch X½nepÅ

_Ô§Ä tcJs¸Sp¯nbmÂ AXv k¼¯v hyhØsb Hcp Nne´n he¡v Xpeyambn

amäpw. taJeIÄ X½nepÅ _Ô§fpw ]ckv]cm{ib§fpw Nn{X cqt]W

{]ZÀin¸n¡p¶XmWv. hcpam\¯nsâ Nm{InI {]hmlw F¶dnbs¸Sp¶Xv.

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

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

flow of income.

There are four major exchanges between firms and households. Every flow from

one sector has a counter flow from other sector.

Firms sâ {][m\ [À½w DÂ]mZ\amWv. DÂ]mZ\ LSI§sf Bhiyamb

A\p]mX¯nÂ ka\zbn¸n¨v DÂ]mZ\w \S¯pIbmWv firms sN¿p¶Xv.

Household sâ {][m\ [À½§Ä DÂ]mZ\¯n\mhiyamb DÄ]mZ\ LSI§sf

{]Zm\w sN¿pI. DÂ]mZn¸n¡s¸Sp¶ km[\ tkh\§Ä hm§n D]tbmKn¡pI

F¶nhbmWv.

The first flow is flow of factor services from Household to Firms. Factor services

are Land, Labour, Capital, Organisation. They hired by firms to produce goods and services.

These factors must be rewarded with Rent, Wages, Interest and profit respectively. This

is the beggining of the second flow. It is also the counterflow of the first flow. That is

factor payments. These are the income of the Households. They use this income for the

purchase of goods and services. This give rise to the third flow. Flow of goods and

services from firms to Households. In return the households make the spending

Spending

Goods & services

House holds

Factor payment

Firms

Factor services
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(consumption expenditure) which is the fourth flow.

{][m\ambpw \mev hn\nab§fmWv Cu cv taJeIÄ X½nÂ \S¡p¶Xv.

1) DÂ]mZ\ LSI§fpsS Hgp¡v Household Â \n¶v Firms te¡v

2) DÂ]mZ\ LSI§Ä¡pÅ {]Xn^e¯nsâ Hgp¡v Firms Â \n¶v House-

hold te¡v

3) km[\ tkh\§fpsS Hgp¡v Firms Â \n¶v Household te¡v

4) D]t`mKsNehnsâ Hgp¡v  Household Â \n¶v Firms te¡v

Cu Hgp¡pIsf cmbn XcwXncn¨ncn¡p¶p. Money flows and Real flows.

Money Flows Real Flows

-l {]Xn^e¯nsâ Hgp¡v l km[\ tkh\§fpw

l D]t`mK sNehnsâ Hgp¡v l DÂ]mZ\ LSItkh\§fpsS Hgp¡v

Cu \mev {]hml§fneqtSbpw k©cn¡p¶ aqeyw Xpeyambncn¡pw.

DÂ]mZ\aqeyw = {]Xn^eaqeyw = km[\tkh\ aqeyw =  D]t`mK sNehv

aqeyw

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

taking place in an economy.

Flow of production →  Generates Income →  Spend on goods and services.

Accordingly there are three methods of measuring National Income.

1) The Product or Value Added Method.

2) Expenditure Method

3) Income Method

METHODS OF MEASURING NATIONAL INCOME

National Income is the money value of all final goods and services produced in a

country in a year. The National Income measurement is very important as far as an economy

is concerned. It provides valuable information about the functioning of the Economy.

Why national Income calculation important?

l It helps to understand the growth and development of an economy.

l It provides an idea about the sectoral contributions and importance of various

sectors in an economy.

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

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

In this method national income is viewed as production total. Here we look at National

Income as a flow of production of goods and services over a year.

In this method National Income is calculated by adding together the value added of

each and every firm in the economy.

Value added is the value generated and added by a firm in the process of production.

For example if a farmer produces 100 rupees worth of wheat. Further we assume that the

farmer do not need any input other than human labour. In other words no intermediate

goods used by the farmer. Hence the whole 100 rupees value is the contribution of the

farmer.Next a Baker purchases this 100 rupees wheat from the farmer and produces

250rupees worth of bread. Here the net contribution made by the Baker is value of

production of the firm. - value of intermediate goods used by the firm. ie., 250-100=150.

The value Added by the Baker is 150. Value added of farmer and baker can be calculated

as follows.

Farmer Baker

Total Production (Value of output) 100 250

Intermediate goods used 0 100

Value added 100 150

Hence the total production took place in the economy is 100+150=250

Gross Value Added = Value of output - Intermediate Consumption

Net Value Added = Gross value added - Depreciation

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

When we calculate the value of output by adding together the value added of each

firm in the economy we can  avoid the problem of double counting.

Double counting is the problem of counting the value of a good more than once

while calculating value of production. In this method we add the Gross value added of

every firm. Symbolically

GDP = GVA
1
+ GVA

2
+ GVA

3
+ .......... GVA

N

Therefore GDP =

N

i 1=

∑GVAA
i

GDP =

N

i 1=

∑NVAA
i
+

N

i 1=

∑D
i

NDP =

N

i 1=

∑NVAA
i
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Value of output of a firm can also be calculated in another way. Here we take the

output as sold and unsold output.

Hcp firm Hcp hÀj¯nÂ \n¶pw ASp¯ hÀjt¯¡v amäp¶ hnÂ¡s¸Sm¯

A´na hkvXp¡Ä. AÀ²\nÀ½nX hkvXpIÄ, AkwkvIrX hkvXpIÄ

apXembhbpsS BsI Afhns\ Inventories F¶dnbs¸Sp¶p.

Hcp firm sâ Inventories  Â hÀjm hÀjw cp Xcw amä§fpmImdpv.

Invertories sâ hÀ²\hv Accumulation F¶pw Inventories Â DmIp¶ Ipdhv

Deccumulation  F¶pw Adnbs¸Sp¶p. Inventories Â DmIp¶ amäw Ip]nSn¡m³

Xmsg ]dbp¶ coXn kzoIcn¡mhp¶XmWv.

Change in Inventories = Product of a firm during a year  - sale

(Change in stock F¶pw Adnbs¸Spw) of the firm during the year.

= Closing stock - Opening Stock

(Inventories !Hcp stock variable BWv)

Cu coXnbnÂ Hcp firm  sâ Hcp hÀjs¯ sales 1000 cq] bptSXmWv. B hÀjw

firm  sâ Inventories !Â 500 cq]bpsS hÀ²\hpmbn. B hÀjw B firm  sâ

sam¯w DÂ]mZ\aqeyw

Value of output = Value of sales + Value of Change in Inventories.

= 1000+500

= 1500

Expenditure Method (sNehv coXn)

Here we look at national income as a spending total. Here the assumption is that

one man's income is another man's  expenditure. Hence the total income generated in the

economy over a period would be equal to the total expenditure took place in the economy

during the same period.

Cu coXnbnÂ Hcp hÀjw k¼Zv hyhØbnepmbncp¶ apgph³ A´na

sNehpIfpw Iq«nsbSp¡pIbmWv sN¿p¶Xv. A¯cmf hkvXpIfpsS apIfnepÅ

sNehv IW¡nseSp¡mhp¶XÃ.

A´na sNehpIÄ (Final Expenditure)  Dmbncn¡p¶Xv \mev Xcw sNehpIÄ

tNÀ¶mWv. There are four components for the final expenditure of the economy. They

are

1. Final Consumption Expenditure : Consumption expenditure by households or

durables semi durables and perishable goods and on various services. This is denoted

by (Ci)

2. Investment Expenditure : It is the expenditure in an economy on capital or investment

goods. This is mainly made by firms. They are for investment purposes. Expenditure
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on machines, plants and Machinery, tools, implements, infrastructure etc, are

examples for this type of expenditure. This is denoted by (Ii)

3. Government Expenditure : In modern economies govt plays an important role. Govt.

makes a lot of expenditure as a part of their developmental and regulating activities.

This is called Government Expenditure. Which is denoted by (Gi)

4. Net Exports : This is the foreign demand in an economy. This is the difference

between export and import of an economy during a year.

Hence GDP=sum total of all the final expenditure received by the firms in the

economy.

GDP=C+I+G+X-M

Income Method (hcpam\ coXn)

The total of final expenditure in the economy must be equal to the incomes received

by the factors of production taken together. In this method we add together the factor

incomes received by the factors of production  in a year. GDP is the sumtotal of all rent,

wage, interest and profit.

GDP=W+P+In+R

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

below.

X-M P

N

i 1=

∑GVAA
i

+ +

G In

+ +

I R

+ +

C W

↓ ↓

Expenditure Income Product

Method Method Method

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

The difference between Govt. expenditure and Tax revenue is called Budget

deficit. (G-T)
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BASIC NATIONAL INCOME CONCEPTS

GNP = GDP + Net factor Income from abroad

GDP = GNP - Net factor Income from abraod

NDP = GDP - Depreciation

NNP = GNP - Depreciation

NNP
FC

= NNP
MP 

- Net Indirect Tax

NNP
FC 

is the true National Income (NI) of an economy

apIfnÂ ]dªncn¡p¶ hnhn[ National Income Concepts IÄ Is¯m³

\ÂInb Concepts Dw ImtW Concepts Dw X½nepÅ A£c hyXymkhpw t\m¡pI.

GXp Concept IÄ X½nepÅ hyXymkw NFI, Depreciation, Net Indirect Tax F¶nhbnÂ

GsX¦nepambncn¡pw. Xmsg ImWn¨ncn¡p¶ Chart CXn\v \n§sf klmbn¡pw.

-- Depreciation

+Depreciation

G - Gross

 N - Net

NIT - Net Indirect Tax
MP-Market

FC -Factor Cost

NIT = Indirect Tax - Subsidies

G N

NFI - Net factor income from

abroad N-National

D-Domestic

-NIT

+NIT

FCMP

N D

-NFI

+NFI
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DZmlcWw

GNP
MP 

= NNP
FC 

+  ........................ + .........

ChnsS \ap¡v X¶ncn¡p¶ cv conceptIÄ GNP
MP

bpw NNP
FC

bpamWv. ChbnbÂ

GsXms¡ A£c§fnÂ hyXymkapv?  G→N, MP→FC, cv hyXymk§fmWv.

ChnsS N Â \n¶v G bnte¡pw FC bnÂ \n¶pw MP bnte¡pw t]mIWw. AXpsImv

bYm{Iaw (apIfnse {Km^v {]Imcw)  Depreciation NIT F¶nh NNP
FC

tbmSp Iq«nbmÂ

GNP
MP 

bnse¯mw.

Personal Income (PI)  = NI - Undistributed profit - Net Interest payment -

Corporate Tax + Transfer earnings of the Households.

Personal Disposable Income (PDI)  = PI - Personal Tax Payments - Non-tax

payments.

GDP Deflator

tZiob hcpam\w cSnØm\¯nÂ IW¡m¡mw. H¶v AXXp hÀjs¯

km[\tkh\§fpsS hne \nehmcw (Current Price) IW¡nseSp¯psImv DÂ]mZ\

aqeyw Iq«nsbSp¯v tZiob hcpam\w ImWmw. CXns\ National Income at Current

Price F¶mWv ]dbpI.

cv ap³]pÅ GsX¦nepw hÀjs¯ (Base Year) hneIsf ASnØm\am¡n (Base

Year Price) Cu hÀjs¯ DÂ]mZ\ aqeyw IW¡m¡n tZiob hcpam\w Is¯mw.

CXns\ National Incoem at Constant Price F¶dnbs¸Sp¶p.

Hcp cmPy¯nsâ, bYmÀ° km¼¯nI hfÀ¨ a\Ênem¡m³ National Income at

Constant Price BWv IW¡m¡pI. ChnsS bYmÀ°¯nÂ X³hÀjt¯¡v ASnØm\

hÀj¯nÂ \n¶papmb hneamäw \mw Hgnhm¡nbmWv tZiob hcpam\w ImWp¶Xv.

C§ns\ hneamäw aqew DÂ]mZ\ aqey¯nepmb amäw Hgnhm¡nsbSp¡p¶

{]{InbbmWv GDP Deflator  F¶XpsImv Dt±in¡p¶Xv. AXv Xmsg ]dbp¶ coXnbnÂ

ImWmw.

GDP Deflator =
Nominal GDP

×100 =
GDP at Current Price

×100

Real GDP GDP at Constant Price

Hcp cmPy¯nsâ GDP Current hnebnÂ IW¡m¡nbt¸mÄ 3200 cq]bpw Con-

stant PriceÂ IW¡m¡nbt¸mÄ 1600 cq]bpamsW¶v Ip GDP Deflator ImWpI.

GDP Deflator =
Nominal GDP

×100 =
3200

×100 =  200

Real GDP 1600

(CXnsâbÀ°w Cu hÀjw ASnØm\ hÀjs¯ At]£n¨v hne \nehmcw

Cc«n¨p F¶XmWv.
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GDP & WELFARE

GDP Hcp cmPy¯nsâ t£as¯ kqNn¸n¡p¶ aXnbmb Hcp kqNIamtWm?

AÃ F¶XmWv D¯cw. GDP bpw t£ahpw X½nÂ _Ôapv. ]s£

t£a¯nsâ AfhptImÂ F¶ coXnbnÂ GDP ¡v Nne ]cnanXnIfpv. Ah Xmsg

]dbp¶hbmWv.

1 GDP hcpam\ hnXcW¯nepmbncp¶ AkaXzw IW¡nseSp¡p¶nÃ. GDP

hÀ²n¨mÂ am{Xw t£aw hÀ²n¡nÃ. AXv kaXz]qÀ®ambn kaql¯nÂ

hnXcWw sN¿s¸SpI IqSnthWw.

2 Non - Marketed Exchanges  (It¼mtfXc hn\nab§Ä {KmaoW k¼Xv

hyhØIfnÂ Hcp ]mSv \S¡p¶pv) Ch GDP bpsS ]cn[nbnÂ hcp¶hbÃ.

]s£ t£as¯ kzm[o\nIn¡p¶hbmWv.

3 Externalities : h³tXmXnÂ DÂ]mZ\w \S¡p¶Xnsâ `mKambn DmIp¶

{]Xy£tam ]tcm£tam Bb KpW tZmj§fmWv Externalities F¶dnbs¸Sp¶p.

Ch GDP bpsS ]cn[nbnÂ hcp¶nÃ. DZm:-þ Hcp ̂ mÎdn {]hÀ¯n¡pt¼mÄ AXnsâ

Npäp]mSpapÅhÀ¡v DmIp¶ BtcmKy {]iv\§Ä, aen\oIcW {]iv\§Â

F¶nh GDP IW¡m¡pt¼mÄ ]cnKWn¡s¸Sp¶nÃ. ]s£ t£as¯

tZmjIcambn _m[n¡p¶p. AXpt]mse Hcp h³ ^mÎdn H]p {]tZi¯v

hcpt¼mÄ AXnsâ `mKambn sdbnÂ KXmKX kuIcyw e`yam¡p¶Xv

KpWIcamb Hcp ^eamWv. CXpw GDP bnÂ ]cnKWn¡s¸Sp¶ hnjbaÃ.

QUESTIONS

1) The data collected for small economy is presented in the following table

No. Item Amount

1 Govt. expenditure 150

2 Rent 250

3 Wages and Salaries 655

4 Pvt. Fiscal Consumption Expenditure 755

5 Investment Expenditure 190

6 Interest 40

7 Exports 230

8 Imports 250

9 Profit 130

10 Depreciation 10

a) Calculate GDP by income and expenditure method.

b) Do you get identical result? Why?

c) What is the amount of Trade deficiet
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(kqN\ : Income Method-GDP =Rent+Wages+Interest+Profit+Depreciation

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

vestment Expenditure + Net export +Depreciation

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

2) Catagerise the following flows in the given chart

a) Flow of  factor Services

b) Flow of Factor Rewards

c) Flow of Finished Goods & Services

d) Flow of Consumption Expenditure

Real Flow Money Flow

l l

l l

3) Hcp cmPys¯ GDP 100 tImSn cq]bmbpw NDP 90 tImSn cq]bmbpw

IW¡m¡nbncn¡p¶p. F¦nÂ

a) Ch X½nÂ F v́ hyXymkamWpÅsX¶v hyàam¡pI.

b) Cu hyXymks¯ ImWn¡p¶ ]Zs¯ \nÀÆNn¡pI

4) Xmsg ImWn¨ncn¡p¶ Nn{X¯nÂ Hcp k¼Zv hyhØbnse hcpam\ Hgp¡pIÄ

(Circular Flow of Income) Fs´ms¡sb¶v tcJs¸Sp¯pI.

House holdsFirms
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5) Xmsg X¶ncn¡p¶ ]«nIbnÂ \n¶v A F¶ I¼\nbpsS hÀ²nX aqeyw (Value

Added) IW¡m¡pI.

No. Item Amount

1 Closing Stock 40

2. Opening Stock 20

3 hnÂ]\ aqeyw 210

(Value of Sales)

4 AkwkvIrX hkv{X§fpsS hm§Ä 145

(Intermediate Goods Consumption)

Hints : Value of Output = Value of Sales + Change in Stock

Change in Stock = Closing Stock - Opening Stock

Value added = Value of output - Intermediate expenditure

6) Complete the table. One is done for you.

1. Gross Value Added = .......-......

2. GNP = ..........+...........

3. NNP
MP

= ..........-...........

4. Net Indirect Tax = ..........-...........

5. NNP
FC

= ..........-...........

6. GDP = GNP - NFI

7) Categerise as stock and flow

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

formation water in a tank

8) Prepare Self explanatory charts to explain the followings

a) GNP =

b) NNP =

c) GDP Deflator =

d) Net Investment =

(Net Investment = Gross Investment - Depreciation)

e) PCI =

f) PDI =



93

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

and intermediate good.

Bread, Wood, Rubber, Tyre, Table, Wheat

10) Give one word for the following statements

a) National Income ÷  Population =

b) A pictorial illustrations of the interdependence between major sectors of the

economy.

c) Personal Income - Personal Tax Payments

d) GNP - Depreciation

11) Calculate National Income (NI) by expenditure method from the following data

(Hints:   GDP 
MP 
→  GNP

MP 
→  NNP

MP
 →NNP

FC 
)

1) Consumption of fixed capitol : 40 crores

2) Private Consumption expenditire : 4800 crores

3) Investment Expenditure : 3500 crores

4) Export : 860 crores

5) Import : 900 crores

6) Govt. Expenditure : 200 crores

7) Net factor Income from : -40 crores

8) Net Indirect tax : 20 crores

(GDP
MP

=C+I+G+X-M)

12 Provide appropriate term

Concepts Terms

1. Value of output - Intermediate Consumption ...............................

2. GDP +not factor income from abroad ...............................

3. GNP - Depreciation ...............................

4. NNP
MP

 - Net Indirect Tax ...............................

13) Complete the following with appropriate terms

a) GDP = GNP(-) .............................

b) Net Indirect Tax = Indirect Tax (-) ...........................

c) NNP
FC

= GNP
FC

 (-) .......................

d) GVA = Value of Output (-) ............................



94

Chapter 3

MONEY & BANKING

Money is one of the most important inventions of mankind. It is often compared to

the invention of fire in science, wheel in technology. Development of exchange and

increase in market transactions necessitated the introduction of money.

The early system of exchange without the medium of money is called Barter system

of exchange. Under this system goods are exchanged for goods.  For eg. Fish is ex-

changed for paddy.

Barter system of exchange had certain limitations. They are

1) Absence of double coincidence of wants.

2) Lack of common measure of value.

3) Lack of store of value.

4) Difficulty of Division without loss of value

5) Difficulty for deffered payments.

6) Difficulty of transfer of value.

To remove all of these difficulties man introduced money.

What is money?

According is Robertson, "Money can be defined as anything which is commonly

accepted in exchange for goods and services and discharging other kinds of obligations."

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

Functions of money (]-W-̄ nsâ [À½-§Ä)

Functions

Primary Secondary Contingent

l Money is medium l Money alts as a l Basis of credit

of exchange store of value

l Money is a measure l Money is a standard for l helps in distribution of

of value deffered payments natonal income

(Unit of Account) l Money helps for l Guarantor of liquidity
transferring value.
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♦ ]Ww Hcp hn\n-ab am[yw

♦ ]Ww Hcp aqey-§-fpsS Af-hp-tImÂ

♦ ]Ww Hcp aqey-ti-Jc D]m[n

♦ ]Ww sImSp-¡Â hm§-ensâ ASn-Øm\w

♦ ]Ww aqey-ssI-amä klmbn

DEMAND FOR MONEY (]W-̄ nsâ tNmZ-\w)

]Ww tNmZ\w sN¿-s¸-Sp-¶-sX-́ n\v? P\-§-fpsS {Zh-Xzm-̀ nem-j-amWv ]W-̄ n\v

tNmZ-\-ap-m-¡p-¶Xv F¶mWv sP.-Fw.-sIbv³kv A`n-{]m-b-s¸-Sp-¶-Xv. {Zh-Xzm-̀ n-emjw

(Liquidity preference) F¶mÂ ]Ww Iymjv Bbn ssIbnÂ kq£n-¡m-\pÅ B{K-l-

am-Ip-¶p. Money is the most liquid form of assets. Gähpw {Zh-Xz-apÅ BkvXn ]W-am-

Wv. {ZhXzw F¶Xv Hcp BkvXn GXm-h-iy-̄ n\pw hfsc s]s«¶v D]-tbm-Kn-¡m-\pÅ

AXnsâ Ign-hns\ kqNn-̧ n-¡p-¶p.

]Ww Iymjv Bbn ssIbnÂ kq£n-¡p¶ Afhv Xocp-am-\n-¡p-¶Xv C§ns\ sN¿p-

t¼mÄ AhÀ¡v AXv \nt£-]n-̈ mÂ In«p-am-bn-cp¶ ]en-ibpw ssIbnÂ kq£n-¡p-

t¼mÄ e`n-¡p¶ sa¨hpw Xmc-Xayw sNbvXm-Wv.

Demand for money is constituted by two motives:

1) The Transaction motive

2) The speculative motive

The Transaction Motive

P\-§Ä¡v hcp-am\w ssIbnÂ e`n-¡p-¶Xpw sNe-hm-¡p-¶Xpw X½nÂ Hcp Ime-

hn-fw_w Dv. Cu Ime-hn-fw_w ]qÀ¯n-I-cn-¡p-¶-Xn-\mbn AhÀ ]Ww Iymjmbn

ssIbnÂ kq£n-¡p-¶p. DZm-l-c-W-ambn FÃm amkhpw H¶mw Xo¿Xn i¼fw e`n-¡p¶

DtZym-K-Øsâ sNehv B amkw apgp-h³ \op-\nÂ¡p-¶-Xm-Wv. AXn-\mÂ DtZym-K-

Ø³ ssIbnÂ Ipd¨p ]Ww Iymjmbn kq£n-¡p-¶p. Cu e£y-s¯-bmWv Transac-

tion motive sImv e£y-am-¡p-¶-Xv.

NnÓ-§-fp-]-tbm-Kn¨v CXp apJm-́ n-c-apÅ ]W-̄ nsâ tNmZ-\s¯ Xmsg ]dp-b¶

coXn-bnÂ Fgp-Xmw.

Md
T
 = K.T Md

T
 - Transaction demand for money

K   - Positive fraction

T   -     Total value of transaction

Hcp bqWnäv ]Ww Hcp \nÝnX ka-b¯v F{X XhW ssIamäw sN¿-s¸-Sp¶p

F¶-Xnsâ ]W-̄ nsâ velocity of circulation F¶-dn-b-s¸-Sp-¶p. ]W-̄ nsâ velocity

of circulation Iq«n IW-¡n-se-Sp¯v apI-fn-epÅ kq{X-hm-Iys¯ Xmsg-̧ -d-bp¶ coXn-bn-

te¡v amäm-hp-¶-Xm-Wv.

1/K     Md
T
 =T or v. Md

T 
= T
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V = 1/K = Velocity of circulation of money.

Speculative demand

P\§Ä AhcpsS k¼ v̄ ]e cq]¯nepw kq£n¡p¶p. ChnsS kuIcy¯n\mbn

AhcpsS k¼¯v t_mnÂ kq£n¡p¶Xmbn k¦Â]n¡p¶p. t_mv F¶v

]dbp¶Xv Kh¬satâm I¼\nItfm Cd¡p¶ IS¸{X§fmWv. s]mXpP\§fnÂ

\nÝnX iXam\w {]Xn^ew \Â¡p¶ FgpXs¸« tcJbmWv. t_m³Uv \Â¡p¶

]enisb Coupon Rate F¶pw, t_mnsâ hnesb apJhne F¶pw Imebfhns\ Ma-

turity Period F¶p ]dbp¶p. It¼mf ]eni\nc¡pw t_mnsâ ]eni\nc¡pw XmcXayw

sN¿mv P\§Ä t_mnÂ \nt£]w \S¯pI.

l t_mnsâ hnebpw It¼m-f-̄ nse ]eni \nc¡pw X½nÂ hn]-coX _Ô-am-Wp-

Å-Xv. price of bond and market rate of interest are inversely related. ]eni \nc¡v

IqSp-t¼mÄ t_mnsâ hne Ipd-bpw. ]en-i-\n-c¡v Ipd-bp-t¼mÄ t_mv hne

IqSpw.

t_mnsâ hne-bn-ep-m-Ip¶ amä-̄ nsâ ^e-ambn AXnsâ DS-a-Ø-\p-m-Ip¶

em` \jvS-§sf bYm-{Iaw capital gain F¶pw capital loss F¶pw Adn-b-s¸-Sp-¶p.

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

related.

d

s
M  =

 r
max

 - r r
max 

- ]c-am-h[nbmIm-hp¶ ]en-i-\n-c¡v

r - r
min

r
min  

- Gähpw Ipd-bm-hp¶ ]en-i-\n-c¡v

r  
 
-  bYmÀ° ]eni \nc¡v

DZm: Hcp k¼-Zvhy-h-Ø-bnse,  r
max 

: 12%,   r
min  

: 6%,   r : 9%

d

s
M  =

12 - 9
=

 3
=  1

9 - 6    3

Speculative demand graph Â Xmsg ImWp {]Imcw hni-Z-am-¡mw.

Liquidity Trap

r
max

r
min

Rate of

interest

Speculative demand
O

α

x

y
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THE SUPPLY OF MONEY

Money supply is a stock variable Money supply consists of currency notes and

coins issued by monetary authority. It also includes demand and time deposits created by

commercial banks.

Currency notes and coins are used as money because they have general acceptabil-

ity and the legal backing of the govt. As they circulate because of the order of the govt.

they are called fiat money. They are also called legal tender money because of the legal

backing of the monetary authority.

RBI's measures of money supply.

M
1
 = CU+DD CU - Currency DD - Demand Deposit

M
2
 = M

1
+savings deposits with post office savings banks

M
3
 = M

1
+Net time deposits of commercial banks

M
4
 = M

3
 + Total deposits with post office savings organisations

M
1
     

are called narrow money
M

2

M
3

are called broad money
M

4

M
3
 - is called aggregate monetary resources. It is most commonly used measure of

money supply.

MONEY CREATION BY BANKING SYSTEM

The factors influencing money supply of an economy are two: They are

1) The currency deposit ratio (cdr): It is the ratio of money held by the public in

currency is to that they hold in bank deposits

Cdr = 
CU

DD

2) The reserve deposit ratio (rdr): It is the proportion of the total deposits commercial

banks keep as reserves.

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

ing tools:

1. Cash reserve ratio

2. Statutory Liquidity Ratio

3. Bank rate

}

}
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Functions of commercial banks

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

of deposits.

1. Demand or current deposits - no interest paid

2. Savings deposits - Low interest paid

3. Fixed or Time deposit - High interest paid.

2) hmbv] \ÂIÂ (Giving loans & advances) s]mXp-P-\-§Ä¡v Bh-iy-amb

hnhn[ Xcw hmbv]-IÄ \ÂIp-¶p.

3) Creation of credit (hmbv] krjvSn-¡Â)

4) \nt£]w \S-̄ Â (Making investment)

aäp [À½-§Ä
♦ ^v amäw

♦ ^v tiJ-cn-¡Â

♦ AS-h-Ip-IÄ \S-̄ Â

♦ hnÂ]{X Imcy-§Ä \S-̧ m-¡Â

♦ tem¡À kwhn-[m\w \ÂIÂ

♦ hnhn[ Xcw hnI-k\ {]hÀ¯-\-§Ä¡v [\-k-lmbw \ÂIÂ.

High powered money:

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

etary base or high powered money.

tI{µ-_m¦v
FÃm cmPy-§Ä¡pw AXn-tâ-Xmb tI{µ-_m-¦p-v. C´ybnse tI{µ-_m¦v dnkÀhv

_m¦v Hm^v C´y F¶-dn-b-s¸-Sp-¶p. Hcp cmPy-̄ nsâ [\-Imcy hyh-Ø-bpsS Xe-̧ -

¯pÅ Øm]-\-amWv tI{µ-_m-¦v. Cw¥-nÂ AXv _m¦v Hm^v Cw¥v, Ata-cn-¡-bnÂ

s^U-dÂ dnkÀhv knÌw F¶n-§s\ Adn-b-s¸-Sp-¶p.

tI{µ-_m-¦nsâ [À½-§Ä
1. Note issue (t\m«n-d-¡Â) C´y-bnse Id³kn t\m«p-Ifpw Hcp cq] tImbn³ Hgn-

¨pÅ \mW-b-§fpw Cd-¡m-\pÅ ]qÀ® A[n-Imcw tI{µ-_m-¦n-\m-Wv.

2. Kh¬saânsâ _m¦v (Government's Bank) tI{µ-_m¦v Kh¬saânsâ D]-tZ-jvSmhv,

_m¦v, GPâ v F¶o \ne-I-fnÂ {]hÀ¯n-¡p-¶-Xn-\mÂ Kh¬saânsâ _m¦mbn

Adn-b-s¸-Sp-¶p.

3. _m¦p-I-fpsS _m¦v (Bankers Bank) : cmPy-̄ nse aäp _m¦p-I-sfÃmw Cu _m¦nsâ

\nb-{´-W-¯n-em-Wv. Ch-bpsS Icp-XÂ [\w kq£n-¡p-¶Xv tI{µ-_m¦mWv.

Ah-iy-L-«-§-fnÂ km¼-̄ nI klmbw \ÂIn klm-bn-¡p-¶Xpw tI{µ-_m-¦m-

Wv. AXp-sImv tI{µ-_m-¦ns\ _m¦p-I-fpsS Ah-km-\s¯ A¯mWn (Lender

of last resort) F¶-dn-b-s¸-Sp-¶p.
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4. hmbv]-bp-tSbpw ]W {]Zm-\-̄ n-tâbpw \nb-{ -́I³ Controller of credit and money

supply)

Hcp cmPy-̄ nsâ km¼-̄ nI ØncX Dd¸p hcp-̄ pI F¶Xv tI{µ-_m-¦nsâ Npa-

X-e-bm-Wv. AXp-sImv Xs¶ cmPy¯v ]W-s¸-cp¸w, ]W-Np-cp¡w F¶o {]Xn-̀ m-

k-§Ä Dm-ImsX t\mt¡-Xv tI{µ-_m-¦nsâ D¯-c-hm-Zn-Xz-am-Wv. tI{µ-_m¦v

AXnsâ ]W-\-b-̄ n-eqsS (Monetary policy) CXv km[y-am-Ip-¶p. hmbv]-bpsS Afhv

AXp-hgn ]W-̄ nsâ Afhv \nb-{´n-̈ p-sImv tI{µ-_m¦v Cu e£yw t\Sp-¶p.

5. hntZ-i-\mWy tiJc kq£n-̧ p-Im-c³ (Custodian of foreign exchange reserves)

6. Publisher of reports (dn-t¸mÀ«v {]km[-I³)

7. CS-]m-Sp-IÄ XoÀ¡p¶ tZiob tI{µw.

tI{µ-_m¦v hmbv] \nb-{´-W-¯n-\p-]-tbm-Kn-¡p¶ amÀ¤-§Ä
(Measures of credit control by RBI)

1. Open market operations : RBI purchases or sells government securities to the

general public in the open money market is called open market operations.

Kh¬saâ v IS-]-{X-§Ä cmPy-̄ nse Xpd¶ ]W It¼m-f-§-fnÂ hnÂ¡p-I-bpw,

hm§p-Ibpw sN¿p¶ {]hÀ¯-\-am-Wn-Xv.

2. Bank rate policy : Bank rate is the interest charged on the loans of commercial

banks by RBI.  This is raised or lowered as the case by RBI.

hmWnPy hm¦p-IÄ¡v tI{µ-_m¦v hmbv] [\-k-lmbw \ÂIp-t¼mÄ CuSm-¡p¶

]en-i-bmWv _m¦v tdäv. CXv Iq«nbpw Ipd¨pw hmWn-Py-_m-¦p-I-fpsS hmbv]m krjvSn

tijnsb tI{µ-_m¦v \nb-́ n-¡p-¶p.

3. Varying Reserve Requirements : The various reserves to be kept by commercial

banks with RBI is changed time to time by the Reserve Bank to affect the credit

creation capacity of the commercial banks.

hmWnPy _m¦p-IÄ tI{µ-_m-¦nsâ ASp¯v h¨n-cn-t¡-p¶ hnhn[ Xcw Icp-

XÂ [\-̄ nÂ amäw hcp-̄ p-I-bmWv dnkÀhv _m¦v ChnsS sN¿p-¶-Xv. CXv hmWnPy

_m¦p-I-fpsS hmbv] krjvSn tijnsb kzm[o-\n-¡p-¶p.

There are two reserves mainly changed by RBI. they are

1.  CRR

2.  SLR

Cash reserve ratio, Statutory liquidity ratio F¶o cv dnkÀhpI-fmWv BÀ.-_n.sF

ASn-¡Sn amäp-¶-Xv. RIPO \nc¡pw Reverse RIPO \nc¡pw RBI amäw hcp-̄ p-¶p.

Measure Tool At the time of Inflation At the time of depression

1. Open market Sale of Govt: securities Purchase of Govt.

operation securities given earlier

2. Bank rate policy Increase bank rate Decrease bank rate

3. CRR Increase Decrease
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Sterilisation by RBI : Hcp cmPy¯v km¼-̄ nI {]iv\-§Ä Dm-Ip-¶Xv cmPy-̄ n \-I-

¯pÅ ]W-¯n-sâtbm hmbv]-I-bp-tStbm Af-hn-ep-m-Ip¶ hÀ²-\thm Ipdthm

sImp am{X-a-Ã. C¶s¯ Xpd¶ k¼Zvhyh-Ø-bnÂ FÃm cmPy-Mvlepw CXc cmPy-

§-fp-ambpw km¼-̄ nI hn\n-a-b-§Ä \S-̄ n-t¸m-¶p. C§s\ hntZi km¼-̄ nI hn\n-

a-b-̄ nsâ `mK-am-bp-m-Ip¶ ]W-̄ nsâ Hgp¡pw k¼Zvhyh-Ø-bpsS Ønc-Xsb

_m[n¡mw. C§s\ hcp-t¼mÄ BÀ.-_n.sF hntZ-i¯p \n¶pw hcp¶ ]W-̄ nsâ

Af-hn\v Xpey-amb ]W-A-fhv k¼Zvhyh-Ø-bnÂ \n¶pw ]n³h-en-¡m-\pÅ \S-]Sn

kzoI-cn-¡p-¶p. A§ns\ AXnsâ ^ew CÃm-Xm-¡m³ {ian-¡p-¶p. Cu \S-]Sn¡mWv

Sterilisation by RBI F¶-dn-b-s¸-Sp-¶Xv.

Questions

1. Match the A with B column.

A B

M
1
, M

2
Aggregate Monetary resources

M
3
, M

4
Narrow Money

Macro Economics Price Theory

M
3

Borad Money

Micro Economics General Theory

2. Xmsg X¶n-cn-¡p¶ ]«n-I-bnÂ {][m-\-s¸« ]W kw_-Ô-amb (tamWn-ädn t]mfn-

kn) \b-§Ä hnh-cn-̈ n-cn-¡p-¶p. BbXv AanX tNmZ\w (Excess demand) tNmZ-\-

¯nsâ ZuÀe`yw (deficient demand) F¶o Ah-Ø-I-fnÂ F§ns\ {]hÀ¯n-

¡p¶p F¶v hyà-am-¡p-I.

]W-kw-_-Ô-amb Aan-X-tNm-Z\w tNmZ-\-ZuÀe`yw

\b-§Ä \ne-\nÂ¡p¶ \ne-\nÂ¡p¶

Ah-Ø-bnÂ Ah-Ø-bnÂ

1) Hm¸¬ amÀ¡äv \bw

2) _m¦v \nc¡v \bw

3) Icp-XÂ [\-\bw

4) hmbv] tdj-WnwKv

3. Xmsg sImSp-̄ n-cn-¡p¶ {]kvXm-h-\-IÄ sXäp-s-¦nÂ Xncp¯nsbSp-¡pI

1) Gähpw {Zh-Xz-apÅ BkvXn-bmWv I¼-\n-I-fpsS Hmlcn

2) Demand Deposit \v DbÀ¶ ]en-i-\n-c¡v e`y-am-Wv.

3) C´y-bnÂ ]Ww A¨-Sn-̈ n-d-¡p¶ D¯-c-hm-ZnXzw tÌäv _m¦v Hm^v C´y-¡m-

Wv.

4) Im\dm _m¦v C´y-bnse Hcp kzImcy taJem _m¦v BWv.
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4. Xmsg sImSp-̄ n-cn-¡p¶ [À½-§sf cmbn Xcw Xncn v̈ Xe-s¡«v \ÂIp-I. \nt£-

]-§Ä kzoI-cn-¡p-I, hmbv]bpw AUzm³kpw \ÂIp-I, _nÃp-IÄ UnkvIz³v

sN¿p-I, hmbv]-bpsS krjvSn, doUn-kvIu-nwKv _nÂ, ]Ww A -̈Sn-̈ n-d-¡p-I, hntZi

\mWy-̄ nsâ kq£n-̧ p-Im-c³.

5. Find odd one out.

monopoly of note issue, accepting deposits, Bankers Bank, Govt's Bank

6. Prepare a seminar report on the topic credit control policy of Reserve Bank of

India.  It contains heading, introduction, main points, conclusion and order of

presentation.

7. RBI is the independent authority for conducting monetary policy. The most important

Role is as the controller of moeny supply.  Explain 3 measures of monetary policy

(credit control measures)

8. {ioam³ IrjvW³ Xsâ ssIh-i-apÅ tXMvl sImSp¯v AbÂ¡m-c-\mb cma-

\nÂ \n¶pw At±-l-̄ nsâ ]¡-epÅ I¸ hm§n.

F) Cu hn\n-a-b-̄ n\p \ÂIp¶ t]sc v́?

_n) Cu hn\n-ab coXn-bpsS ]cn-an-Xn-IÄ Gh?

9. \n§-fpsS kao] {]tZ-i-̄ pfve tÌäv _m¦v Hm^v C´ybnÂ \n§Ä Hcp ̂ oÂUv

kµÀi\w \S-̄ p¶p F¶p Icp-Xp-I. CXns\ kw_-Ôn¨ Hcp dnt¸mÀ«v X¿m-dm-

¡p-I.

(Hints: dnt¸mÀ«v t^mÀamäv Dn-bn-cn-¡Ww þ hmWn-Py-_m-¦p-I-fpsS [À½-§Ä

dnt¸mÀ«nÂ DÄs¸-Sp-̄ -Ww.)

10. ]W-an-Ãm¯ Hcp k¼-Zvhy-h-Øsb k¦Â]n-¡p-I. km[-\-§-fpsS ssIam-ä-̄ nÂ

Dm-Ip¶ _p²n-ap-«p-IÄ GsX-Ãm-sa¶v hyà-am-¡p-I. Cu kwhn-[m-\-̄ nsâ t]cv

\nÀt±-in-¡mtam?

(Hints: Bartar and its difficulties)

11. Pick up odd one out and justify your answer.

Public debt, bank rate, open market operation, cash reserve ratio.

12. Prepare a seminar report based on the different functions of money.

(Hints: Seminar report should contain title, introduction, main points and conclusion)
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13. 1) Central Govt. wants advice on a. GXv Øm]-\-̄ n-\mWv Cu ]dª

a financial crisis {]hÀ¯-\-§Ä ([À½-§Ä) {]mhÀ¯n

2) Central Govt: wants an authority I-am-¡m³ km[n-¡p-¶Xv?

as the custodian of foreign b.  taÂ]-dª Hmtcm {]iv\-§fpw hni

exchange reserves Ie\w sNbvXv B Øm]\w Ah

3) The country need an institution F§s\ ssIImcyw sN¿p¶p F¶v

to regulate the money hyà-am-¡p-I.

supply and credit system.

14. Xmsg X¶n-cn-¡p-¶Xv {][m-\-s¸« ]W-kw-_-Ô-amb \S-]-Sn-I-fm-Wv. A\p-tbm-Py-

amb D¯-c-§Ä \ÂIn ]«nI ]qÀ¯n-bm-¡p-I.

]W-kw-_Ô \S-]Sn A[n-I-tNm-Z\ I½n tNmZ\

\S-]-Sn-IÄ Ah-k-c-̄ nÂ Ah-k-c-̄ nÂ

1. Open market operations

2. Bank rate policy

3. Cash reserve ratio

15. The RBI has been publishing four alternative measures of money supply in India

since 1977.  On the basis of this can you complete the following table.

Terms Components

M
1

.............................

M
2

............................

M
3

............................

M
4

............................

a) Which are narrow money?

b) Which are broad money?

c) Which is called Aggregate monetary resource?

16. Legal tender money, fiat money F¶nh Fs´¶v hyà-am-¡pI



103

Chapter 4

DETERMINATION  OF  INCOME  EMPLOYMENT

Introduction : The classical economists like Adam Smith, J.B. Say and David Ricardo

believed that a free unregulated economy will always be in equilibrium and there will be

full employment in the economy.

The classical theory was proved wrong by the 'Great Depression' of the 1930's.

Overproduction, insufficient demand and massive unemployment discredited the classical

theory. Economists were looking for an alternate theory of income and employment. In

1936 the famous British economist John Maynard Keynes published his "General Theory

of Employment Interest and Money" which was a master-piece which revolutionised

Macro Economic thinking.

Aggregate Demand and Aggregate Supply to Determine Equilibrium level of Income

and Employment

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

- Investment (I)

Two sector economy consists of house hold sector and producer sector, thus aggregate

demand/aggregate expenditure in a two sector economy is the sum of consumption and

investment.

i.e.       AD = C + I

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

and vice versa.

'I' is autonomous investment, which is not influenced by the level of income.  AD is

sum of C & I, therefore AD curve has a positive slope.

Linear consumption function

The equaltion to show linear consumption function is

C = C  + by..

Where, C  = level of consumption at zero level of income.

b = Marginal propensity to consume

y =  Given level of income

Marginal Propensity to Consume (MPC)

It is the ratio between change in consumption (rC ) and  change in income (rY).

i.e. MPC = Change in consumption (rC)

 Change in incomes (rY)

For example, If income increases from Rs. 200 to Rs. 300.  and consumption increases

from Rs. 80 to 140, then
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C 140 80 60
( ) ( ) 0.6

Y 300 200 100
MPC

∆ −
= = = =

∆ −

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

Average Propensity to Consume (APC)

It is the ratio between total comsumption (C) and total income (Y)

ie APC = 
C

Y

For eg, if consumption is Rs.60 crore and income is Rs.100 crore, then

APC = 
60

100
 = 0.6

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

Average  Propensity to Save (APS)

It is defined as the ratio of total savings to total income of the economy.

i.e. APS = 
S

Y

For example if savings Rs.40 crore and income is Rs.100 crore.

Then APS = 
40

100
 = 0.4

i.e. 40% of income is saved.

Investment Function (I)

Investment are additions made to the existing sotck of capital.  or it is the expenditure

on creation of new capital assets and changes in the inventory of producers. For simplicity

we assume that firms plan to invest the same amount every year. We can write the

investment demand as

I = I

Therefore, In an economy without a government, the exante aggregate demand for

final goods is the sum total of exante consumption expenditure and exante investment

expenditure.

ie AD = C I bY+ +

Aggregate

Demand

&

Aggregate

Supply

E

AS

Income & Employment

AD = C I bY+ +

C b Y+

The equilibrium level of

income and employment can

be determined with the help of

aggregate demand curve and

aggregate supply curve.  In

order to keep price constant at

any particular level one must

assume that the suppliers are

y

x
0
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willing to supply whatever amount consumers will demand at that price therefore, the

aggregate supply curve takes the form of a 450 upward slopping straight line.

A note on exante & expost

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

measures.

The term denoting planned values of the variable measured in a certain year are

called exante measures.

In a theoretical model of the economy the exante values of there variables should

be our primary concern.

DETERMINATION OF

INCOME & EMPLOYMENT

BapJw

1930 Ifn-ep-mb km¼-̄ nI amµyw ¢mÊn-¡Â km¼-̄ nI imkv{X A]-{K-Y-

\-̄ n-t\ä I\¯ {]l-c-ambncp¶p. sXmgn-en-Ãm-bva-bpw, \mW-b-s¸-cp-̧ hpw k¼Zvhyh-

Ø-bnÂ cq£-am-bn-̄ oÀ¶p.

¢mÊn-¡Â km¼-̄ nI imkv{X-̄ nsâ hàm-¡-fn-sem-c-fmb sP.-_n.-sk-bpsS

It¼mf \nb-a-̄ nsâ km[pX tNmZyw sN¿-s¸-«p. Cu {]Xn-kÔn L«-̄ nÂ, k¼-Zvhy-

h-Ø-bnse sXmgnÂ \ne-hmcw \nÀ®-bn-¡p¶ LS-I-§-sf-¡p-dn¨v Xr]vXn-I-c-amb hni-

Zo-I-cWw \ÂIn-bXv tPm¬ sabv\mÀUv sIbn³kv F¶ km¼-̄ nI hnZ-Kv²-\m-bn-cp-

¶p. Xsâ {]kn-²-amb ]pkvX-I-̄ n-eqsS k¼Zv hyh-Ø-bnse hcp-am\ \nÀ®bw sXmgn-

en-Ãm-bva-bpsS ImcWw F¶n-h-sb-¡p-dn¨v hyà-amb hnh-cWw At±lw \ÂIn. "sXmgnÂ,

]en-i, ]Ww cv taJ-e-I-fpÅ Hcp ASª k¼-Zvhy-h-Ø-bnÂ kam-lr-Z-tNm-Z-\-̄ n\v

{][m-\-ambpw cv LS-I-§-fm-Wp-Å-Xv.

F)  D]-t`m-K-tNm-Z-\w.  _n) \nt£-]-tNm-Z\w

hcp-am\ kn²m-́ -̄ nsâ ASn-Øm\w a\:imkv{X-]-c-amb D]-t`m-K-\n-baw BIp-

¶p. hcp-am-\-̄ nsâ amä-̄ nsâ amä-̄ n-\-\p-k-cn¨v D]-t`m-K-sN-e-hnepw amäw kw -̀hn-¡p-

¶p.

hcp-am-\hpw D]-t`m-Khpw X½n-epÅ ]c-a-amb _Ôs¯ Ipdn-¡p-¶-XmWv D]-

t`mK GIZw (Consumption function)

C = f(Y)

ChnsS C F¶Xv D]-t`m-Khpw Y F¶Xv hcp-am-\-hp-am-Wv. hcp-am\w hÀ²n-¡p-

t¼mÄ Bfp-IÄ Ah-cpsS D]-t`m-Khpw hÀ²n-̧ n-¡p-¶p. F¶mÂ hcp-am-\-̄ nse hÀ²-

\-hn-t\-¡mÄ Ipd-hm-bn-cn-¡pw D]-t`m-K-̄ nse hÀ²-\-hv. Ch Adn-b-s¸-Sp-¶Xv D]-t`m-K

{]-h-WX AYhm D]-t`m-K-̄ n-\pÅ D·p-JX (Propensity to consume) F¶mWv. D]-

t`mK GI-Zs¯ kqNn-̧ n-¡p¶ ka-hmIyw Xmsg ]d-bp¶ hn[-̄ nÂ \ap¡v hni-Zo-I-cn-

¡mw.

C C by= +
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ChnsS C F¶Xv D]-t`mK tNmZ\w C  F¶Xv hcp-am\w CÃm¯ Ah-Ø-bnÂ

Bfp-IÄ¡v thn-h-cp¶ Hcp \nÝnX \ne-hm-c-̄ n-epÅ D]-Po-h-\-̄ n-epÅ D]-t`mKw.

b F¶Xv koam-́ c D]-t`mK {]h-WX

 Y F¶mÂ hcp-am\w

D]-t`m-K-̄ n-epÅ hÀ²-\hpw hcp-am-\-̄ n-epÅ hÀ²-\hpw X½n-epÅ A\p-]m-

X-amWv koam´ D]-t`m-K- {]-h-W-X.
C

MPC
Y

∆
=
∆

DZm-l-c-W-̄ n\v hcp-am-\-̄ nÂ 500 cq]-bpsS hÀ²-\hv Dm-Ip-t¼mÄ D]-t`m-K-

¯nÂ 400 cq]-bpsS hÀ²-\hv Dm-Ip-¶p-sh-¦nÂ
400

0.8
500

C
MPC

Y

∆
= = =
∆

 BIp¶p

D]-t`m-Khpw hcp-am-\hpw X½n-epÅ _Ô-s¯-bmWv icm-icn D]-t`mK {]h-WX

F¶v ]d-bp-¶-Xv.
C

APC
Y

=

DZm-l-c-W-̄ n\v 1000 cq] hcp-am-\hpw 600 cq] D]-t`m-Khpw BsW-¦nÂ icm-icn

D]-t`mK {]h-WX F¶-Xv.
600

0.6
1000

APC = =  BIp-¶p.

Investment Demand (\nt£] tNmZ\w)

`uXnI aqe-[\ BkvXn-IÄ krjvSn-¡p-¶-Xn\v thn-bpÅ sNe-hp-I-sf-bmWv

\nt£-]-tNm-Z\w F¶Xv sImv AÀ°-am-¡p-¶-Xv. aqe-[-\-̄ nsâ koam-́ -Im-cy-£-a-

Xbpw ]en-i-\n-c-¡p-amWv \nt£] tNmZ-\s¯ \nÀ®-bn-¡p-¶-Xv.

Aggregate Supply (kam-lrX {]Zm\ GI-Zw)

Hcp k¼-Zvhy-h-Ø-bnse hyXykvX sXmgnÂ \ne-hm-c-§-fnse BsI-bpÅ \nÀK-

a-§-fpsS (output) hnÂ]-\-bnÂ \n¶v kwcw-̀ -IÀ¡v AYhm DÂ]m-Z-Icv#¡v e`n-¡m-

hp¶ XpI-Isf ImWn-¡p¶ ]«nIbmWv kam-lrX {]Zm\ GI-Zw.

asämcp coXn-bnÂ ]d-ªmÂ s]mXp-P-\-§Ä¡v e`n-¡p¶ hcp-am\w D]-t`m-K-

¯n\pw k¼m-Zy-̄ n-\p-ambn hn\n-tbm-Kn-¡p-¶p. Bb-Xn-\mÂ

AS = C + S F¶p ]d-bmw.

AS = kam-lrX {]Zm\ GIZw

C = D]-t`mKw

S = k¼mZyw

k´p-enX hcp-am\ \nÀ®bw

sIbv\o-jy³ Zznta-Jem amXrI

k¼-Zvhy-h-Ø-bnse hcp-am-\-¯nsâ

k -́en-Xm-hØ \nÀ®-bn-¡p-¶Xv kam-

lrZ tNmZ-\hpw kam-lrZ {]Zm-\-hp-am-

Wv. Ch cpw Xpey-am-hp¶ _nµphnÂ

k´p-en-Xm-hØ {]m]n-¡p-¶p. Xmsg

sImSp-̄ n-cn-¡p¶ Nn{X-̄ nÂ \n¶pw

CXv hyà-am-hp-¶p.

Aggregate

Demand

&

Aggregate

Supply

E

AS

Level of Income x Employment

AD = C + I

C = C b Y+

x

y

0
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Chapter 5

GOVT. BUDGET  AND  ECONOMY

The Govt. in a mixed economy has to perform a lot of functions. It has to raise

revenue and to incure expenditure for this. The revenue - expenditure statement of the

Govt. is termed as budget.

Meaning of Budget

"Budget is the statement of estimates of govt. receipts and expenditure during a

financial year which runs from April 1st to March 31". In India the budget is to be presented

before the Parliament as per article 112 of the constitution.

Objectives of the Budget

1. Allocation Function

There are two types of goods.  Those goods which are indilvidually consumed are

called private goods. eg.TV, Car, Clothes etc. Those goods which are commonly consumed

are called public goods. eg. roads, parks, education etc,. The public goods are provided

by the Govt. The budget used by the Govt. to allocate resources to provide the public

goods.

2. Distribution Function

The Govt. aims to reduce inequalities in the distribution of income and wealth.  The

Govt. uses the budget to impose new taxes and to modify the existing rates and also to

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

3. Stabilisation Function

The Govt. uses the budget to achieve economic stability. When there occurs changes

in aggregate demand and aggregate supply there will be economic instabilities like

recession, depression etc,  The Govt. uses the budget to revise its revenue, taxation and

expenditure policies to avoid situations of economic instabilities and to achieve economic

stability.
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Parts of Budget

The budget has two important parts and various components.  This is clear from the

chart given below.

GOVERNMENT BUDGET
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Capital BudgetRevenue Budget

Revenue

Receipts

Revenue

Expenditure

Capital

Receipts

Capital

Expenditure

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

Tax Revenue

Includes direct and indirect taxes income tax, corporation tax (on firms profits),

wealth tax gift tax and estate durty are examples of direct taxes.  The last three are called

paper taxes.

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

examples of indirect taxes.

Non-Tax Revenue

Interest receipts on loans, dividends profits, fees, fines, penalties, escheats, grants

etc are items of non tax revenue.

kÀ¡mÀ _Päpw k¼-Zvhy-h-Øbpw
Kh¬saânsâ hc-hp-þ-sN-e-hp-I-W-¡ns\bmWv _Päv F¶-dn-b-s -̧Sp-¶-Xv. _P-äns\

\ap¡v C§s\ \nÀh-Nn-¡mw. "G{]nÂ H¶p apXÂ amÀ¨v 31 hsc-bpÅ Hcp [\-Im-cy-

hÀj-̄ n-epÅ Kh: hc-hp-þ-sN-e-hp-I-W-¡p-Isf ImWn-¡p¶ tcJsb _Päv F¶p ]d-
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bp-¶p".  C´y³ `c-W-L-S-\-bpsS 112-þmw hIp¸p ]mÀe-saân\p ap¼msI _P-ä-h-X-cn-̧ n-

¡-W-sa¶v A\p-im-kn-¡p-¶p.

_Päv þ e£y-§Ä
1. hn`h§Ä \o¡nshbv¡pI

P\-§Ä s]mXp-hmbn D]-tbm-Kn-¡p¶ km[-\-§-sfbpw tkh-\-§-tfbpw s]mXp-

N-c-¡p-IÄ F¶mWv ]d-bp-¶-Xv. Ch kÀ¡m-cmWv {]Z\w sNt¿Xv. C¯cw

km[-\-§Ä {]Zm\w sN¿m-\m-h-iy-amb hn -̀h-§Ä _P-änÂ IqSnbmWv Kh¬saâ v

\o¡n-sh-¡p-¶-Xv. C§s\ s]mXp-N-c-¡p-IÄ¡pth-n-bpÅ hn -̀h-§Ä \o¡n-sh-

¡-emWv _P-änsâ H¶m-as¯ e£yw.

2. hcpam\w ]p\ÀhnXcWw sN¿pI

Kh¬saâ v e£y-an-Sp-¶Xv Ak-a-Xzw Ipd-̈ p-sIm-p-h-cm-\mWv.  CXp t\Sn-sb-Sp-

¡p-¶Xv _P-änÂ IqSn ]pXnb \nIp-Xn-IÄ Npa-̄ nbpw ]g-b-h-bpsS \nc¡v ]cn-

jvI-cn¨pw ssIamä AS-hp-I-fn-eq-sS-bp-am-Wv. C¯cw \S-]-Sn-I-fnÂ IqSn hcp-am\w

]p\Àhn-X-c-W-̄ n\v hnt[-b-am-¡m-hp-¶-Xm-Wv. Bb-Xn-\mÂ _P-änsâ cm-as¯

e£yw hcp-am-\-hn-X-c-W-hp-ambn _Ô-s¸-«-Xm-Wv.

3. km¼¯nIØncX ssIhcn¡pI

Hcp k¼-Zvhy-hØ ]e-X-c-̄ n-epÅ AØn-c-X-IÄ¡pw hnt[-b-am-Im-hp-¶-Xm-Wv.

A\p-tbm-Py-amb \nIpXn sNehp \b-§-fnÂ IqSn km¼-̄ nI ØncX ssIh-cn-

¡m³ kÀ¡mÀ {ian-¡p-¶p. _Päv km¼-̄ nI ØncX ssIh-cn-¡m-\pÅ D]m-[n-

bmbn Kh¬saâ v D]-tbm-Kn-¡p-¶p.

_Päv : hnhn[ `mK§fpw LSI§fpw

dh\yp
hcpam\w

Kh¬saâ v _Päv
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dh-\yq-h-chv

CXnÂ cp-hn-̀ mKw hc-hp-IÄs]Sp-¶p.

\nIpXn hcp-am\w

CXnÂ {]Xy-£-\n-Ip-Xn-Ifpw ]tcm£ \nIp-Xn-Ifpw DÄs¸-Sp-¶p. hcp-am-\-\n-Ip-Xn,

tImÀ¸-td-j³ \nIpXn (em-̀ -\n-Ip-Xn), kz¯v \nIp-Xn, Kn^väv \nIpXn FtÌäv \nIpXn

Ch {]Xy£ \nIp-Xn-¡p-Zm-l-c-W-§Ä kz¯v \nIp-Xn, Kn^väv \nIpXn FtÌäv \nIpXn

Ch ISemkv \nIp-Xn-IÄ F¶-dn-b-s¸-Sp-¶p.

IÌwkv Xocph, FIvsskkv Xocp-h, hnev]\ \nIpXnIÄ, tkh\ \nIp-Xn-IÄ

Ch ]tcm£ \nIp-Xn-IÄ.

\nIp-Xn-bn-Xc hcp-am\w

hmbv]-I-fnÂ \n¶pÅ ]en-i-IÄ, em -̀hn-ln-Xw, em`w, ̂ okv, ]ng-IÄ, FjvNoävkv,

{Kmâp-IÄ apX-em-bh \nIp-Xn-bn-Xc hcp-am-\-̄ n-\p-Zm-l-c-W-§Ä.

Revenue Expenditure

Recurring expenditure like salaries, pensions, interest payments subidies etc.

Capital receipts

Those receipts which creates liability or reduce capital assets. eg: Market Borrow-

ings, disinvestment etc

Capital expenditures

Those expenditures which creates physical or financial asset. eg. Expenditure on

buildings, plant and machinaries, loans to state govts etc.

Plan expenditure:

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

tral plans.

Non - Plan expenditure

Itmes not included in the central plan like salaries, pensions are termed as non plan

expenditure.

II. Budget and Deficit

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

three

i) Surplus Budget = Expenditure < Revenue   or   Revenue > Expenditure

ii) Balanced Budget = Expenditure = Revenue

iii) Deficit Budget = Expenditure > Revenue   or   Revenue < Expenditure

dh-\yq-Nn-ehv : i¼-fw, s]³j³, ]en-i-b-S-hp-IÄ, k_vkn-Un-IÄ apX-em-bh BhÀ¯I

kz`m-h-apÅ Kh: Nne-hp-IÄ CXn-epÄs¸-Sp¶p
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aqe-[\ hcp-am-\-§Ä : Kh¬saân\v _m[yX krjvSn-¡p-¶tXm aqe-[\ BkvXn-I-

fpsS CSn-hn\v CS-bm¡n In«p¶tXm Bb hc-hp-I-fm-Wn-h. s]mXp-I-t¼m-f-̄ nÂ \n¶pÅ

ISw hm§Â, Hmlcn hnä-gn-¡Â Ch DZm-l-c-W-§Ä.

aqe-[-\-sN-e-hp-IÄ : `uXn-Ihpw [\-]-c-hp-amb BkvXn-I-fpsS krjvSn-¡n-S-bm-¡p¶

sNe-hp-I-fmWv Ch. tI{µ Kh¬saânsâ sI«n-S-\nÀ½mW sNe-hp-IÄ, ̂ mIvS-dn-IÄ¡pw

b{ -́§Ä¡pw thn-bpÅ sNe-hp-IÄ, kwØm-\-§Ä¡pÅ {Kmâp-IÄ Ch aqe-[\

sNe-hp-I-fnÂ s]Sp-¶-h-bm-Wv.

]²Xn Bkq-{X-W-sN-e-hp-IÄ

tI{µ-K-h¬saânsâ ]²-Xn-I-fnÂ DÄs¸« hnhn[ t{]mP-IvSp-IÄ, tI{µm-hn-jvIrX

]cn-]m-Sn-IÄ, kvIqfp-IÄ Ch-bv¡pÅ sNe-hp-I-fm-Wn-Xv.

]²Xn Bkq-{XW CX-c-sN-e-hp-IÄ

tI{µ-K-h¬saânsâ ]²-Xn-I-fnÂ DÄs¸-Sm¯ sNe-hp-I-fmb i¼-fw, s]³j-\p-

IÄ, apX-emb C\-§-fm-Wn-XnÂs]Sp-¶-Xv.

III. hnhn-[-Xcw _UvPp-äp-IÄ:

Kh¬saânsâ hchv sNe-hp-I-fpsS ASn-Øm-\-̄ nÂ _UvP-äp-Isf ]e-Xmbn Xncn-

¡mw.

F) an¨-_-Päv = hchv > sNehv / sNehv < hchv

_n) k´p-en-X-_-Päv = hchv = sNehv

kn) I½n _Päv =  hchv < sNehv / sNehv > hchv

IV. Types of Deficit

1. Budget defict is excess of the expenditure over revenue.

Budget deficit = Total Expenditure - Total receipt

2. Fiscal Deficit: It is the excess of expenditure over revenue excluding borrowing

Fiscal Deficit = Total expenditure - (Total revenue - borrowings)

It shows the total borrowing requirement of the country.

3. Revenue Deficit = Revenue Expediture - Revenue Receipt

4. Primary Deficit = Fiscal Deficit - Interest payments

5. Monetised Deficit : That part of deficit which is financed through printing of cur-

rency is called monetised deficit. It is highly inflationary.

Fiscal Policy - A Glance

Fiscal policy is the govt policy to achieve economic stability. Public expenditure,

taxation and public borrwoing are the fiscal policy tools. Fiscal policy was popularised

by J.M. Keynes.

The Govt intervention will influence the equlibirum level of income and output. In

a 3 sector model aggregate demand (AD) is C+I+G   (AD = C+I+G)
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hnhn-[-Xcw I½n-IÄ

I½n-_-P-änÂ hnhn[ C\-§-fpv. Bb-Xn-\mÂ hnhn[ Xcw I½n-Ifpw _P-änÂ

Dm-Imw. I½n Dm-Ip-¶Xv hc-hn-t\-¡mfpw sNehv IqSp-t¼m-gm-Wv.

1. [\-¡½n : ISw hm§nb hcp-am\w Hgn-̈ pÅ s]mXp hc-hn-t\-¡mfpw D]-cn-bmbn

s]mXp-sN-e-hnÂ Aan-X-am-bpÅ sNe-hns\ [\-¡½n F¶p ]d-bp-¶p.

[\-¡½n = s]mXp-sN-ehv ---þ (s]mXp-h-chv þ ISw)

2. dh-\yq-I½n = dh-\yq-sN-ehv þ dh\yq hchv

3. {]mY-anI¡½n = [\-¡½n þ ]en-i-b-S-hp-IÄ

4. ]W-¡½n : I½n-bpsS F{X `mK-amtWm ]pXnb Id³kn A¨-Sn¨v \nI-̄ p-¶Xv

Cu `mKs¯ ]W-¡½n F¶p ]d-bp-¶p.

DZm: 1000 tImSn sam¯w I½n-bnÂ 400 tImSn ]pXnb Id³kn A¨-Sn-̈ mWv \nI-

¯p-¶-sX-¦nÂ ]W-¡½n 400 tImSn-bm-Wv.

[\-\bw þ Hcp ho£Ww

km¼-̄ nI ØncX ssIh-cn-¡p-¶-Xn-\p-thn Kh¬saâ v ssIs¡m-Åp¶ \b-

amWv [\-\-bw. s]mXp-sN-e-hv, \nIp-Xn-Np-a-̄ Â, s]mXp-ISw Ch {][m\ [\-\b D]-I-

c-W-§-fmWv. sIbn³kmWv [\-\bw {]Nm-c-̄ n-em-¡n-b-Xv.

k´p-enX hcp-am\ Dev]¶ Ah-Ø-Isf Kh¬saâ v CS-s]-SÂ hf-sc-b-[nIw

kzm[o-\n-¡p¶p. sam¯w tNmZ\w (F.-Un) Hcp {Xnam-XrI k¼Zv hyh-Ø-bnÂ C§-s\-

bm-Wv.

AD = C + I + G

When Govt. cornes, AD will decrease or increase. This is because of the govt

puchases, imposition of taxes and transfer payments. In a 3 sector model closed economy,

equilibrium condition is output (AS) equals AD.  ie

AS = Y = AD

i.e. AS = AD

Govt. Expenditure Multiplier

The changes in Govt. expenditure affect AD. An increase in Govt.expenditure will

increase in the national income through multiplier mechanism.  A decrease in Govt.

expendtirue will decrease the NI through the opposite operation of multiplier.  The govt

expenditure multiplier is written as the number of times NI changes (∆Y) as a result of

change in Govt. expenditure (∆G) symbolically.

Govt. Expenditure Multiplier = 
1

1

Y

G C

∆
=

∆ −

Changes in Taxes: It will affect AD and level of income and output in a 3 sector mode

economy.  A cut in taxes increase income of the people and thereby AD. It leads to

increase in income. An increase in tax will decrease income of people and thereby AD.  It
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leads to decrease in income. Both the increase and decrease in income level are in mul-

tiples. This is called tax multiplier. It is defined as the ratio of change in income (∆Y) to

change in tax (∆T)

Tax multiplier = 
1

Y C

T C

∆ −
=

∆ −
 (Negative multiplier)

Kh¬saâ v CS-s]-Sp-t¼mÄ AD IqSm\pw Ipd-bm\pw CS-bm-Imw. ImcWw Kh¬saâ v

hcp-t¼mÄ kÀ¡mÀ tNmZ-\w, \nIp-Xn-Np-a-̄ Â, ssIamä AS-hp-IÄ Ch Dm-Ip-¶-Xm-

Wv. {Xnam-XrI ASª km¼-Zvhy-h-Ø-bnÂ k´p-en-Xm-hØ F¶Xv

AS = Y = AD  BWv. AXmbXv AS = AD.

s]mXp-sN-ehv KpWnXw

s]mXp-sN-e-hn-epÅ hÀ²-\hv tNmZ-\-̄ nÂ hÀ²-\-hp-m-¡p-Ibpw XÂ^-e-ambn

tZinb hcp-am\w KpWn-X-{]-{In-b-hgn aS-§p-I-fmbn hÀ²n-¡p-Ibpw sN¿pw. s]mXp sNe-

hnÂ hyXn-bm\w Dm-Ip-t¼mÄ F{X aS-§p-I-fm-bmtWm tZiob hcp-am\w amdp-¶Xv

CXns\ s]mXp-sN-ehv KpWnXw F¶p ]d-bp-¶p. KWnX coXn-bnÂ,

 s]mXp-sN-ehv KpWnXw =  
1

1

Y

G C

∆
=

∆ −

\nIpXn KpWnXw :

\nIp-Xn-bnep-m-Ip¶ amä-§Ä sam¯ tNmZ-\-t¯bpw XZzmc k´p-en-X-h-cp-am-\-

t¯bpw _m[n-¡p-¶p-v. \nIp-Xn-IÄ Ipd-ªmÂ tNmZ\w IqSp-Ibpw CXv Dev]m-Z\

hÀ²-\-hn-\n-S-bm-¡p-Ibpw XÂ^-e-ambn tZiob hcp-am\w hÀ²n-¡p-¶-Xn-\n-S-bm-Ip-Ibpw

sN¿pw. adn¨pw kw`hn¡mw.  \nIp-Xn-bn-ep-m-Ip¶ amä-̄ nsâ ^e-ambn tZiob hcp-

am-\-̄ n-ep-m-Ip¶ amä-̄ nsâ Af-hns\ (a-S§v) \nIpXn KpWnXw F¶p ]d-bp-¶p.

\nIp-Xn-bn-epÅ amähpw hcp-am\¯nepÅ amähpw ]n]-co-X-Zni-bn-em-b-Xn-\mÂ \nIpXn

KpWnXw Hcp s\K-äohv KpWn-X-am-Wv.

\nIpXn KpWnXw  = 
1

Y C

T C

∆ −
=

∆ −

Balanced Budget Multiplier

It is the sum of expenditure multiplier and tax multiplier.

Balanced Budget Multiplier  = 
1 1

Y Y I C

G T C C

∆ ∆ −
+ = +

∆ ∆ − −

i.e. BBM = 
1

1
1

C

C

−
=

−

It implies that the fixed increase in Govt. Expenditure and proportionate increase in

taxes will increase the income in the economy by the same amount.

eg. A Rs.50 crores increase in expenditure (∆G) and Rs. 50 cr increase in taxes (∆T)
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will increase the national income by the same Rs.50 crores only.

Transfer Payment Multiplier

It is change in income (∆Y) due to change in transfer payments (∆TR) symbolically

Transfer payment mulitiplier = 
1

Y C

TR C

∆
=

∆ −

Recardian Equivalence

The theory that consumers are forward booking and anticipating that a Govt.

borrowing today will mean a tax increase in the future to repay the public debt.  Therefore

people will adjust consumption accordingly. This will have the same effect on the economy

as a tax increase today. This phenomenon is called Ricardian Equivalence.

k´p-enX _Päv KpWnXw

k´p-enX _Päv KpWnXw F¶p-]-d-bp¶ s]mXp-sN-ehv KpWn-X-̄ n-tâbpw \nIpXn

KpWn-X-̄ n-tâbpw BsI XpI-bm-Wv.

s]mXp sNehv KpWnXw  =  
Y I

G I C

∆
=

∆ −

\nIpXn KpWnXw = 
Y C

T I C

∆ −
=

∆ −

k´p-en-X-_-Päv KpWnXw =  
1Y Y C

G T I C I C

∆ ∆ −
+ = +

∆ ∆ − −

AXm-bXv k´p-en-X-_-Päv KpWnXw = 1
I C

I C

−
=

−

CXn-\À°w Hcp \nÝnX Af-hn-epÅ s]mXp sNe-hn-epÅ hÀ²-\hpw AanX Af-

hn-epÅ \nIpXn hÀ²-\hpw AtX Af-hnÂ tZiob hcp-am\w hÀ²n-¡p-¶-Xn-\n-S-bm-

¡pw.

DZm: 50 tImSn cq] s]mXp-sNe-hn-epÅ hÀ²-\hpw 50 tImSn cq]-bpsS \nIpXn

hÀ²-\hpw Dm-Ip-I-bm-sW-¦nÂ hcp-am\w hÀ²-\hv  50 tImSn cq]bmbn-cn-¡pw.

ssIamä AShp KpWnXw

Kh¬saânsâ ssIamä AS-hp-I-fn-epÅ amä-̄ nsâ ^e-ambn tZiob hcp-am-\-

¯n-ep-m-Ip¶ amä-̄ n-\mWv ssIamä AS-hp-Kp-WnXw F¶p ]d-bp-¶-Xv. KWnX cq]-

¯nÂ

ssIamä AS-hp-Kp-WnXw = 
Y C

T I C

∆
=

∆ −

(∆T ssI-amä AS-hn-epÅ amäw)
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dn¡mÀUnb³ XpeyX

{]kn² km¼-̄ nI imkv{X-Ú-\mb dn¡mÀtUmbpsS A`n-{]m-b-̄ nÂ D]-t`m-

àm-¡-sfbpw {]Xo-£m-k-¼-¶-cm-Wv. AXp-sImv C¶v s]mXp-sN-ehv IqSn-bmÂ AXv

Xncn-̈ -S-¡p-¶-Xn-\mbn ̀ mhn-bnÂ \nIpXn hÀ²-\-hp-mIm-sa¶v ap³Iq-«n-Im-Wp-Ibpw AXn-

\-\p-k-cn¨v hÀ¯-am\ D]-t`mKw {Iao-I-cn-¡p-Ibpw sN¿p-¶p. Bb-Xn-\mÂ CXv C¶v

\nIpXn hÀ²n-̧ n-̈ -Xn\v Xpey-amb Hcp ^ew Dm-¡pw. Cu kn²m-́ s¯ dn¡mÀUn-

b³ XpeyX F¶p ]d-bp-¶p.

Discretionary Fiscal Policy

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

Increase in Public borrowing.

k¼-Zvhy-h-Øsb kpØn-c-am¡n \nÀ¯p-¶-Xn-\mbn Kh¬saâ v a\-]qÀÆw \S-̧ n-

em-¡p¶ [\-\-bs¯ hnth-N-\-[-\-\bw F¶-dn-b-s¸-Sp-¶p. km¼-̄ nI Ønc-X-bv¡mbn

Kh¬saâ v \nIp-Xn-IÄ hÀ²n-̧ n-¡p-¶Xpw s]mXp-ISw hÀ²n-̧ n-¡p-¶Xpw hnth-N\ [\

\b-̄ n\v DZm-l-c-W-§Ä.

Automatic Stabilisers

The fiscal policy instruments which work automatically to stabilise the economic

are called automatic stabilisers. Proportional taxation, public expenditure, transfers are

automatic stabilisers.

Hcp k¼-Zvhy-h-Ø-bnÂ km¼-¯nI ØncX ssIh-cn-¡p-¶-Xn-\mbn kzb-tah

{]hÀ¯n-¡p¶ [\-\b D]-I-c-W-§sf Hmt«m-am-änIv Ì_n-sse-kÀ F¶p ]d-bp-¶p.

B\p-]m-XnI \nIpXn s]mXp-sN-ehv, ssIamä AS-hp-IÄ Ch DZm-l-c-W-§Ä.
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Chapter - 6

OPEN ECONOMY

Most Economics are open economics in the modern world (reality). Interactions

with other economies of the world are in three broad ways.

l Product market linkage

l Financial market linkage

l Factor market linkage

Balance of Payments (BOP)

The BOP record the transactions in goods services and assets between residents of

a country and that of the rest of the world.

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

Current account:

It records exports and imports in goods and services and transfer papyments.  The

balance of exports and imports of goods is refered to as trade balance.

Capital Account:

The capital account records all international purchases and sales of assets such as

money, stocks, bonds etc. Any transaction resulting in a payment to foreigners is entered

as a debt and is given a negative sign. Any transation resulting in a receipt from foreign-

ers is entered as a credit and is given a positive sign.

BOP surplus and deficit

When payments (debits) of the country are less than its receipts (credit) the BOP is

said to be in surplus.  In other words when inflow of foreign exchange is more than its

outflow, BOP is in surplus.

When the payments (debit) of the commits are morethan its receipts (Credit), the

BOP is said to be in deficit. In other words when outflow of foreign exchange is more

than its inflow, BOP is in deficit.

Foreign Exchange Rate

In a modern world, all countries have economic relations with other countries.  There

is increasing interdependence among all countries.  As each country has its own currency,

(eg:  Rupee in India, Dollar in USA, Yen in Japan etc.) domestic currency of a country

cannot be used directly in any other country.  It has to be converted in to currency of the

other country and then to be used in transactions.

The rate at which currency of one country is converted in to the currency of the

other country is called foriegn rate of exchange or foreign exchange rate. It means the

number of units of domestic currency required to buy a unit of foriegn currency

eg. 1 Dollar = 61 Rupees
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Foreign exchange refers to the stock of foreign currencies & securities bonds etc

issued by foriegn corporate and government.

(Exchange rate between India & America)

Eg: The number of units foreign currency required to purchase one unit of domestic

currency

1 Dollar = 61 Rupees

Types of foriegn exchange rate systems

There are three types of foreign exchange rate system.

1. Fixed exchange rate system

2. Flexible exchange rate system

3. Managed floating system

Fixed exchange rate system refers to the system in which the rate of exchange for a

currency is fixed by govt. Here the govt. is responsible to stabilise the exchange rate.

Flexible exchange rate refers to a system in which exchange rate between currencies of

different countries is determined by the market forces of demand and supply.

That is, R = f(D,S)

R = Exchange rate

D = Demand for foriegn currencies

S = Supply of foriegn currencies.

Equilibrium rate of exchange is established of a point where the quantity demanded

and the quantity suppled of foreign exchange are equal.

This can be demonstrated with the help of a figure below.

0

D S

DS

Rate of

foreign

exchange

R
1

R
2

R

Excess

demand

Exchange

Supply

Quantity of foreign exchange

M M
2

M
1 x

y



118

NOMINAL & REAL EXCHANGE RATE

Nominal Exchange Rate (NER)

The price of foriegn currency in terms of domestic currency is known as Nominal

Exchange Rate (NER).  It is nominal because it expresses the exchange rate in Money

terms.

Nominal Effective Exchange Rate (NEER)

It is weighted average of nominal rates in terms of different foreign currencies.

Eg: If India's trade share with USA is 60% and with Japan is 40% then NER is

Rs. 50 per dollar and Rs. 70 per Yen, then

NEER = 60% (50) + 40% (70) = 30+25=Rs.58

Real Exchange Rate (RER)

It is the ratio of foriegn price level to domestic price level measured in the same

currency.

pf
R

pd
=     where; pf Rs. foreign price level

pd = Domestic price level

Real Effective Exchange Rate (REER)

It is weighted average of Real Exchange Rate for all the trading partners. Weights

are accorded according to the share of respective countries in foreign trade.

Xpd¶ k¼-Zvhy-hØ Øqe km¼-¯nI imkv{Xw
P\-§Ä¡v Bh-iy-amb FÃm km[-\-§fpw tkh-\-§fpw B`y-́ -c-ambn DÂ]m-

Zn-̧ n-¡m³ Hcp cmPy-̄ n\v Ign-bn-Ã. CXv cmPy-§Ä X½n-epÅ hym]m-c-_-Ô-§Ä¡v

hgn-sX-fn-¡p-¶p. {][m-\-ambpw aq¶v Xc-̄ n-epÅ hym]mc _Ô-§Ä \ne-\nÂ¡p-¶p.

l DÂ]¶ hn]Wn _Ôw

l [\-Imcy hn]-Wn _Ôw

l LSI hn]Wn _Ôw

hym]mc injvShpw AShv injvShpw (Balance of Trade & Balance of Payment)

Hcp cmPyw Hcp hÀjw injvS-tem-I-hp-ambn \S-̄ p¶ Zriy km[-\-§-fpsS Ib-äp-

a-Xn-bp-tSbpw Cd-¡p-a-Xn-bp-tSbpw ]W-aq-ey-§Ä X½n-epÅ hyXym-k-amWv hym]mc injvSw.

Ib-äp-aXn sNbvX km[-\-§-fpsS ]W-aqeyw Cd-¡p-aXn sNbvX km[-\-§-fpsS

]W-ap-ey-t¯-¡mÄ IqSp-X-e-sW-¦nÂ A[nI hym]mc injvSw (Positive BOT) F¶p

]d-bp-¶p. Cd-¡p-aXn sNbvX Zriy-km-[-\-§-fpsS ]W-aq-ey-t¯-¡mÄ Ipd-hmWv Ib-äp-

aXn sNbvX Zriy km[-\-§-fpsS aqeyw F¦nÂ {]Xn-Iqe hym]m-c-injvSw (Trade

Deficit)F¶v hnfn-¡p-¶p.
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hym]mc injvS-t¯-¡mÄ hfsc hnim-e-amb kwÚ-bmWv AShv injvSw F¶Xv

Hcp \nÝnX Ime-L-«-̄ nÂ Hcp cmPyw injvS-tem-I-hp-amb km¼-̄ nI CS-]m-Sp-I-fp-

tSbpw {Ia-_-²-amb tcJ-bmWv AShv injvSw F¶-Xv.

CXn\v {][m-\-ambpw cv A¡u-p-I-fm-Wp-Å-Xv. Idâ v A¡u-v, aqe-[\ A¡u-

v. km[-\-§-fpsS Ib-äp-aXn Cd-¡p-aXn XpS-§nb FÃm hn[-̄ nepapÅ hÀ¯-am\

Ime ssIam-ä-§Ä Idâ v A¡u-nepw cmPy-̄ nsâ _m[y-X-I-tftbm BkvXn-I-tftbm

_m[n-¡p¶ Xc-̄ nÂ injvS-tem-I-hp-am-bpÅ ssIam-ä-§-fmWv aqe-[\ A¡u-nÂ

tcJ-s¸-Sp-̄ p-¶-Xv.

hntZi hn\n-ab hn]Wn
hntZi Id³kn-IÄ hm§p-Ibpw hnÂ¡p-Ibpw sN¿-s¸-Sp¶ hn]-Wn-bmWv hntZi

hn\n-ab hn]Wn.

hn\n-ab \nc¡v

Hcp cmPy-̄ nsâ Id³kn asämcp cmPy-̄ nsâ Id³kn-bp-ambn hn\n-abw sN¿p-

t¼mÄ Ahbv¡v e`y-am-Ip¶ hne-bmWv hn\n-ab \nc-¡v.

hn\n-ab \nc¡v cv hyXykvX coXn-bnÂ \nÀÆ-Nn-¡mw.

Hcp bqWnäv hntZi Id³knsb B`y-́ c Id³knbpsS aqey-hp-am-bpÅ A\p-]m-Z-

ambn Ah-X-cn-̧ n-¡p-¶p.

DZm-l-c-W-ambn Hcp Ata-cn-¡³ tUmfÀ e`n-¡p-hm³ 62 cq] \ÂI-W-sa-¦nÂ Ata-

cn-¡bpw C´ybpw X½n-epÅ hn\n-ab \nc¡v 62 cq] = 1 tUmfÀ F¶v ]d-bmw.

Hcp bqWnäv B`y-́ c Id³knsb hntZi Id³kn-bpsS bqWn-äp-I-fp-ambn A\p-]m-

X-̄ nÂ Ah-X-cn-̧ n-¡p-¶Xv asämcp coXn

DZm: Rs. 1 = 2 cents

\ma-am{X hn\n-ab \nc¡pw bYmÀ° hn\n-ab \nc¡pw (Nominal & Real Exchange

Rate) B`y-́ c Id³knbpw hntZi Id³knbpw X½n-epÅ ]W-cq-]-̄ n-epÅ hn\n-ab

\nc-¡m-Wn-Xv.

bYmÀ° hn\n-ab \nc¡v F¶Xv hntZi km[-\-§-fpsS Bt]-£nI hne B`y-

´c km[-\-§-fpsS hne-bp-ambn Xmc-X-ay-s¸-Sp-̄ p-¶-Xm-Wv.

\ma-am{X ^e-{]Z hn\n-ab \nc¡v (Nominal & Real Exchange Rate)

B[p-\nI temI-̄ nÂ Hcp cmPy-̄ n\v \nc-h[n k¼-Zvhy-h-Ø-I-fp-ambn hym]mc

_Ô-ap-v. Hcp cmPy-̄ nsâ Id³kn-bpsS aqeys¯ aäv cmPy-§-fpsS Id³kn-I-fpsS

aqey-̄ nsâ ASn-Øm-\-̄ nÂ Hcp kqNnIbmbn {]I-Sn-̧ n-¡p-¶-XmWv \ma-am{X ̂ e-{]Z

hn\n-a-b-\n-c¡v (NEER)

bYmÀ° ^e-{]Z hn\n-ab \nc¡v (Real Effective Exchange Rate (REER))

Hcp cmPy-hp-ambn hym]m-c-_-Ô-apÅ FÃm cmPy-§-fp-sSbpw bYmÀ° hn\n-ab

\nc-¡nsâ ̀ mcnX icm-i-cnsb ASn-Øm-\-am-¡n-bmWv bYmÀ° ̂ e-{]Z hn\n-ab \nc¡v

IW-¡m-¡p-¶-Xv. (REER).
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hn\n-ab \nc¡v \nÀ®bw
coXn-IÄ hn\n-ab \nc¡v \nÀ®-b-̄ n\v aq¶v coXn-IÄ kzoI-cn-¡m-dp-v.

1) Ab-hpÅ hn\n-ab \nc-¡p-IÄ

2) Ønc hn\n-ab \nc-¡p-IÄ

3) amt\PvUv hn\n-ab \nc-¡p-IÄ

Ab-hpÅ hn\n-ab \nc¡v k{¼-Zm-b-̄ nÂ It¼mf tNmZ-\, {]Zm\ iàn-I-fpsS

{]hÀ¯-\-̂ -e-am-bmWv hn\n-ab \nc¡v \nÀ®-bn-¡p-¶-Xv.

Cu k{¼-Zm-b-̄ nÂ hn\n-ab \nc¡v \nÀ®-bn-¡p-¶-Xn\v tI{µ-_m¦v CS-s¸-Sp-¶n-

Ã. hntZi hn\n-a-b-̄ nsâ tNmZ-\-h-{Ihpw {][m-\-h-{Ihpw JWvUn-¡p¶ _nµp-hnÂ k´p-

enX hn\n-ab \nc¡v \nÀ®-bn-¡-s¸-Sp-¶p. Xmsg sImSp-̄ n-cn-¡p¶ tcJm-Nn-{X-̄ nÂ

'DD'hntZi \mW-b-̄ nsâ tNmZ-\-h-{Ihpw 'SS' {]Zm-\-h-{I-hp-amWv. 'E'F¶ _nµp-hnÂ

hntZ-i-hn-\n-ab It¼mfw k´p-e-Xm-h-Ø-bn-se-̄ p-¶p.  ChnsS k´p-enX hn\n-ab \nc¡v

e*Dw k´p-enX Afhv q Dw BWv.

Ønc hn\n-ab \nc¡v
Cu k{¼-Zm-b-a-\p-k-cn¨v hn\n-ab \nc¡v Hcp cmPy-¯nse tI{µ-_mt¦m

Kh¬satâm \nÀ®-bn-¡p-¶p.

Ønc hn\n-ab \nc¡v s]KvUv hn\n-ab \nc¡v F¶pw Adn-b-s¸-Sp-¶p. Ønc-hn-\n-

ab \nc¡v \ne-\nÀ¯p-¶-Xn\v tI{µ-_m¦v hntZ-i-\m-Wbw hntZ-i-hn-\n-ab It¼m-f-̄ nÂ

\n¶pw hm§p-Itbm hnÂ¡p-Itbm sN¿p-¶p.

amt\PvUv v̂tfm«nwKv k{¼-Zmbw
Ab-hpÅ hn\n-a-b-̄ n\v k{¼-Zm-b-̄ n-sâbpw Ønc hn\n-a-b \nc¡v k{¼-Zm-b-

¯n-sâbpw Hcp an{in-X-cq-]-am-Wn-Xv.

amt\PvUv ^vtfm«nwKv k{¼-Zm-b-¯nÂ hn\n-ab \nc¡v \nÀ®-bn-¡p-¶Xv

It¼mf¯nse tNmZ\ {]Zm\ iàn-I-fm-Wv. F¶mÂ Hcp \nÝnX ]cn-[n-¡p-ÅnÂ hn\n-

a-b-\n-c¡v tI{µ-_m-¦n-\mÂ \nb-{´n-¡-s¸-Sp-¶p.

hntZi hn\n-a-b-̄ nsâ Afhv

hn\n-ab

\nc¡v
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