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| CA Foundation New Syllabus

ECONOMICS CHAPTER 1 - NATUI

Two fundemental facts of Economics ECONOMICS
. Unlimited Wants
, Resources are relatively scarce resources (Problem of A

Scarcity) and have alfernative uses ECONOMIC PROBLEMS

:

We cennot have everything we want with resources we

have, we cre forever forced to make choices. ' 1

‘ Iy »  MEANS
Th o 4 T
leaving many other wants unsatisfied.

1
1
t
:
1
1
'
1
1
-
T
1
1
1
]
erefore, we choose fo satisfy only some of our wants |! l
]
:
1
1}
:
1
1]
]
1]
1]
]
1
1]
1
]
:
:
1]

Dpnimlom aF rcl ] 1 IS w |
| Prodlem of scarcity is faced by EVERYONE in this world UNLIMITED GRADED LIMITED ALTERNATIVE ;
Thus Economics is “@ETHI X IR BI" NUMBER PRIORITISED 3 USEs t
7 3
| :
| ‘Economics’ is derived from Greek word 'Oikenomia’. y
{ Its meaning is 'household management”’. »  SCARCITY OF "
s meening < RESOURCES
| 7y
: - +| Economics is the study of the processes by which relatively scarce resources are allocated
f Adem Smith | Weealth Definition ‘ . |i] fo satisfy competing unlimited wants of human beings in a society.
| O imitation neglect of immaterial services || Economics concerns itself with
] 1] . . . .
« i 11i. the crucial concern of how a nation allocates its scarce productive resources to various
| 78 Say Economics is a "Science Which deals with |: uses’ P
v e ol ® 4 e . ‘ - 5 : . =
| wealth t| 1. it clso deals with the processes by which the productive capacity of these resources is
|Alfred Marshall| Welfare Definition ; increased and L
j ' - 1| i, with the factors which, in the past, have led to sharp fluctuations in the rate of
| Lionel Robbins | Scarcity Definition ; utilisation of these resources.
or Robinson §Ec:<:m::s is neutral between ends. :
.y | Till 19 century, Economics was known as ‘Political Economy’
. %;“f | Growth Definition | Father of Economics - Adam Smith. He wrote a book ‘An Inquiry intc the Nature and Causes
|| Samueison | of the Wealtbaf Nations' (1776)

G Scanned with OKEN Scanner

CA Mohnish Vora (WSIR) AN S AR



CA Foundation New S) Iabus

{1 J The study of economics hr!p- us n Mttl"o ECMOCS R s | . Macro E‘:""o’ﬂ'cz\\\
i N o an analvtical anpro v by - . e conom ) “
| Hc J;m(“ ese of » fre ‘?Ms (f bc‘mwur 0f vidus '5 or group of Sfudy’ Of Samamy. &5, ¥ WL e It a‘:*;-
_,”4‘}.?‘ el courree ‘.A ..... one OV -~ , mic re nt i
g The Be ) oM AMONG | 1wt rather thon all the umii combined overall economic environme The
the different alternative courses
] _ hon St It examines how individual units make decisions | Aka - Aggregate Economics
:, J Mowever 1118 no(r-t;g'y to remembe 'h,‘.- as to how to f”li*tﬂ”f allocate their scorce
i » r*c"‘ economic problems are of complex nature .
f reLrmCes
{{ ond
| , . nder Macr S
[| » are affected by several forces Few areas under Micro- Economics are. Few areas under Macro- Economics gr, “
f ['| (1) Product pricing (1) National Income and National Outpy,
1 n ‘ lev
[ O The study of Economics- (1) Consumer behaviour, (n) 5:’““' P’f":c dcmn;';;d ;n'rerest rates:
] p— —— R i W W V——— g8t e rade a i
| » cannot  ensure thot all problems will be || () Factor pricing; (1) cnce'o | ef alance of Payments
!5 appropriatety tackied but ('V) ThC economic conditions of section of (IV) External value o currency, ‘
{| » 1t would enable o student to examme ¢ problem | | . . (v) The overall level of savings end s &1
! 4 ~ by riereng rtive ""f % . o
- 'y warl o The level of employment
1 (v1) Location of industry. (vi) ployment and rate ,;
| Decision making refers to process of economic growth.
| » selecting an appropricte alternative that will —!
| provide the
| » most efficient means of attaining o desired |: NOLS D
end ' —
» from two or more clternative courses of action.
. e
| Busimess Feonomics may be defined as the use of
ecoomic analysis 1t make business decisions | \
| mvslving the best use of an organization's scarce |. —
resources i
Joe! Dear defined "Business Economics” as use of |,
economic oralysis in formulation of business policies. |: {
Business Economics 15 aka. Applied Economics or |;
\anagerial Economics :

SRR SR SR At E e e
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1) Business Economics is a Science
Economics 1S @ branch of social science of

how people in a sociefy focused on
roduction, distribution & consumption of

goods/services.
2) Based largely on Micro Economics

elements of Macro

3) Incorporatfes
Analysis

4) Business Economics is an art

5) Use of Theory of Markets and Private
Enterprises

6) Pregmatic in Approach

Micro-Economics > abstract & purely
theoretical (due to unrealistic assumptions)
Business Economics > pragmatic (tackles

practical problems)

Operational / Internal Issues
(solved using Micro-Economics)

Environmental / External Factors
(solved using Macro-Economics)

Those issues that arise within
organisation and are within
control of management.

These are not within control of
management;  thus  organization
should fine-tune its policies to
minimise their adverse effects

i. Demand  Andlysis  and
Forecasting

Demand analysis pertains to
behaviour of  consumers in
market.

ii. Production and Cost Analysis
Production  theory  explains
relationship between inputs &
output. Cost analysis explains
behaviour  of  costs  when

variables- output, fime period

Major macro-economic factors-

U Stage of business cycle

O Trends in - national income,
employment, prices, saving &
investment.

U Government's economic policies
like industrial policy, competition
policy, and fiscal policy, foreign
trade policy efc

7) Interdisciplinary in nature i .
Iricorporates tools from other disciplines ﬁ:‘d ;Lii::op aJaﬂae?n o O Working of central banks &
(SUbJECTS) i Markefry Stp i i i financial sector
Natu b Pricina Policies 8 Socio-economic organisations like
) PI 1 “T'EZO':OmlaCS r‘eDESCf lpﬂVE "What R:SOU%CC Allocation trade UniOl’IS, prOdUCGP and
..es‘c'::ren‘r situation, analyses cause & :,,, Theory of Capital and | CO™SUMer unions and
effect relationship between variables in i b et Dgzoge;”gzgl:“ﬂml i 2
objective & scientific manner vii. Profit Andlysis cia :
. Normama ,E,COEOT'C;"; fz:es;t{;t: viii. Risk ~ and  Uncertainty
wiar snouid e " Si
involves value judgements ahalysis o

0 Ora

VL)

9

Order books of MVSIR from-
wwWwW.mvsir.in

Enroll-——in- - classes —from=—
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ECONOMICS

ouper

i T ORS
-mer Chart Book
CHAPTER 1 - NATURE & SCOPE OF BUSINESS |
S0 ECONOMICS CHAPTER 1 | UNIT
: v AND ROLE OF PRICE M

S
=conomics

A
8.4),"

ECONOM

ECONOMICS

2 - BASIC PROBLEMS OF AN

Business Economics

ECHANISM

3 Types of Economies- N

mic system has fo deal
f scarcity of
for

Every econo
with central problem o
resources relative to the wants

them. This is generally called ‘the

central economic problem’.

1) What to produce? > What &
how much fo produce

2) How to produce? = Capital or
Labour Intensive

3) For whom to produce? = How
6/ distributed

4) What provisions are to be made
for economic growth?

1) Capitalist - All resources arell
owned and controlled by prjvqti |

individuals for profit

2) Socialist - Material resources
are owned by State (aka Govt,
Central Planning Authority)

3) Mixed - It depends on both i
markets and governments fop ||
allocation of resources

—

Economics Business tconomi
Framing of  economic | Application of economic
Meaning principles to  solve | principles 10 solve
economic problems business problems.
Character Micro & Macro economic Micro economic
, Proper decision making in
. Fulfilment of needs of P 4
Main Task £ e - a
individuals & also entities. . : .
particular business enfity
Positive as well as .
Nature e Normative
normative
Scope Wider Scope Narrow scope
It has business economics | It is an applied branch of
Branches . : :
as its applied branch. econamics

Concerned with

All theories relating to
production, distribution &

consumption

Only  profit  theory
ignoring other theories

Analysis of macro level

Analysis of micro level
issues like demand, supply

NOTES

CA Mohnish Vora (MVSIR)

Analysi : , e
nalysts issues like growth, inflation
Invovled .
& emp. & profit
Both economic as well as
Concentration | only on economic aspects non-economic aspects of
any business problem
Validity of Based of certain t?ome . a.ssumpﬂons
Assumptions | assumptions ecome invalid  when
applied.
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ECONOMICS CHAPTER 1 - UNIT 2 - BASIC PROBLEMS OF AN econom Am aoc,e OF PRICE MECHANISM

Copitalism

my or m

rhpt

Aka free market economy or luissez-faire econo
economy

4ll means of production are ocwned and contrelled by prive
ndividuals for profit In short, private P‘”‘ffr) -
mainstay of capitalism and profit metive 15 11s driving force
Eg- USA, UK, Hong Kong etc

Thc

Characteristics

» Profit motive 1s driving force.

» Right to private property

» Freedom of enterprise & economic choice (consumer
sovereignty)

» Absence of Government Interference

» Competition (Efficiency increases, optimum allocation, cost
minumized; but wastage of resources due to advertisement)

Merits

» Consumers benefitted - many good quality goods at low prices

~ Self-regulating and resources allocated automatically by price
mechanism

| » Functions in a democratic framework

» Encourages enterprise and risk taking

Demerits

~ Vast economic inequality and social injustice, splits society inte
‘haves’ and have-nots’

r Explottation of labour & consumers

 Resource misallocation - production of more luxury goods

» Conspicuous &
degradation.

unethical consumption - environmental

How do_ capitalist economies solve centrol
1) What to produ
decided by consumers who
preferences by spending on goods which
they want

-
o 7

show

2) How to produce?

If lebour is relatively cheop than coprtel,
then use labour-intensive method & wice
verss

3) For whom to produce?

Higher the income, higher buying capacity
and higher demend for goods &oods
produced for people having buying capacity

4) Provision (Saving & Invt)
Interest Rate on saving high- more saving
More profit expectation- more investment

A Mohnish Vora (MVSIR)
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Socialism

> Aka Command Economy or Controlled Economy or Centrally Planned

Economy
» Concept given by Karl Marx and Frederic Engels in ‘The Communist

Manifesto' (1848)
» Production by Govt. is aimed at maximizing welfare of public

Characteristics

~ Collective Ownership

» Economic planning

» Absence of Consumer Choice

~ Relatively Equal Income Distribution

Prices prevailing here

are ‘administered prices’ which are set by Govt.
» Absence of Competition

» Central planning o
avoided

» Minimum role of Price Mechanism or Market forces -

> Tt includes the best features of both capitalism & socialigy,

» Private enterprise is allowed to do any type of economic .
However, the Govt. imposes measures to control and regu,meacﬂvi
sector Privat

5> The Government itself runs important and selected industri
eliminate the free play of profit motive and self-interest. Sa

In a mixed economy, there are three sectors of industries:

1) Private sector
2) Public sector
3) Combined sector

Merits
> Economic freedom & existence of private property which ensur

incentive to work and capital formation.

Merits » Price mechanism and competition 2 leads fo efficient decisions
f resources- Rapid development, better utilization, waste | > Consumers benefitted - consumers’ sovereignty & freedom of choice
> Incentives for innovation & technological progress.

> Encourages enterprise and risk taking.

» Unemployment is minimised,

» Business fluctuations are eliminated

» Right to work and minimum standard of living

, Labourers and consumers are protected from exploitation

» Comprehensive social security

Demerits

» Takes away the basic right- right to property
» Does not provide necessary incentives to hard work
» Consumers have no freedom of choice

Authority

> Advantages of economic planning & rapid economic development
> Greater economic and social equality and freedom from exploitation

» Bureaucracy & red tapism, inefficiency and delays, corruption, favouritism

» Extreme form of socialism is not practicable (Socialist economy is a myth)

» Disadv. of competition averted through government's legislations

Demerits
> Excessive controls by state~> reduced incentives & constrained growtt

> Poor implementation of planning

> Higher rates of taxation
> Undue delays, Lack of efficiency, Corruption, Wastage of resources

» Poor performance of the public sector

How do mixed economies solve ceniral problems?

How do socialist _economies solve central problems? - Central Planning
It uses a mix of both price mechanism and central planning

CA Mohnish Vora (MVSIR)
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CA Foundation - New Syllabus
Business Economics - Paper 4

SUPER CHART BOOK by MVSIR

Chapter 2
Theory of Demand & Supply

(Weightage: 10 Marks)
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'‘Demand refers to quantity of a
ood or service that buyers are
willing and able o purchase at
various prices during a given period
of time.

In Economics, demand is not the
<ame thing as desire fo purchase.

The effective demand for a thing

depends on

i. desire

i means to purchase and

iii. willingness to use those means
for that purchase.

Super Chart Be
RYIOFDEMAND

Factors which influence the demand for a commodity are deter

minants of demand

(M

Two  things  about quantity

demanded.

1) Quantity demanded is always
expressed af a given price. At
different  prices  different
quantities are demanded.

2) Quantity demanded is a flow
concept. We are not concerned
with single isolated purchase, but
with a continuous flow of
purchases and ~ we must
therefore express demand 0s

‘so much per period of time’

Price of the good
Ceterus paribus, price increases > demand

decreases & vice versa

2) Price of related goods

» Complementary goods (goods used together) 2
Eg Car & Petrol > Price of Petrol increases,
demand of car decreases [inverse relation]

, Substitute/Supplementary/Competing
(goods which satisfy same want) 2>
Coffee > Price of tea increases,
coffee increases [direct relation]

goods
Eg Tea &
demand of

3) Disposable Income of Consumers
Generally, higher the income = higher the demand,
however sometimes it depends on nature of goods.

4) Taste & Preferences

#odern or more fashionable goods have higher
demand. However preferences may gef affected by
4 types of effects. (Refer next page)

5) Consumers’ Expectations

If consumer expects = Increase in future price
OR Increase in future income OR Shortage of good
in future=> Current Dem. increases & vice versa

6) Other Factors

N\

Normal Goods

Eg- Furniture,
Automobile,

Consumer Durables

Increase in income leads to highs,
demand.

—

Essential
Consumer Goods
Eg- Food 6Grain,
Cooking Oil, Fuel

Satisfies basic needs of consumers,

Increase in income leads fo higher
demand, but this increase will be less|
than proportionate to the increase i
income.

Durable Goods
Eg- TV, Car, House

|
As people become richer, there is a
relative decline in importance of non-
durable goods & rise in importance of
durable goods.

Inferior Goods
Eg- Cheap
substitutes, Local
goods

Demand rises only up fo a certain
level of income & decreases with an
increase in income beyond this level.

A same good may be normal for one
condition & inferior in another.

Luxury / Prestige
Goods

Demand rises beyond a certain level of
consumers' income and keep rising 65|
income increases.

'{_(Refer next page)

\ " CA Mohnish Vora (MVSIR)

Eg- Sports Car etc
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Demonstration
Effect
(Dekha-Dekhi)

..................................................

4 T of ec’rs which influences constimers® Tastes and pr grences

of consumers

Given by James Duesenberry,

Desire of people to emulate (imitate) the consumption
behaviour of others.

People buy or have things because they see that other
people are able to have them.

Bandwagon
Effect
(Bhed-Chaal)

It refers to extent to which the demand for a commodity
is increased due to the fact that others are also
consuming the same commodity. (Herd Mentality)

Purchase commodity in order to be fashionable or stylish
or fo conform to the people they wish to be associated
with.

Snob Effect
(function of
consumption
of others)

By 'snob effect' we refer to the extent to which the
demand for a consumers' good is decreased owing to the
fact that others are also consuming the same
commodity.

Desire of people to be exclusive; to be different; to
dissociate themselves from the “common herd."

Veblen Effect

Given by Thorstein Veblen.

Highly priced goods are consumed by status seeking rich

a) Size of

Larger ’rhc size of populahon h:ghw the dﬁmfmJ of

population goods
More old people, then demand for spectacles, sticks,
etc. will be high.
b)iAge If more of children, demand for toys, toffees, etc. will
Distribution of | ' . e
) e more.
population

If there is migration from rural areas to urban areas,
there decrease in demand in rural areas.

¢) The level of
National
Income & its
Distribution

Higher the national income, higher the demand

Rich people has lower propensity to consume (PTC) and
poor have higher PTC.

Uneven Distribution, then PTC less, demand less

Even Distribution, then PTC more, demand more

d) Consumer-
credit facility
and interest
rates

Low interest rate, high demand

More credit available, then high demand

Tax increase, demand decrease

(function of people to satisfy their need for conspicuous consumption. C)IGOVQPM;ZNT
: icies an Subsidy increase, demand increas
price) People buy these goods to show that they have style, g‘e’gulaﬁons ’ Rl
= class, money, and good taste. g Ban or restriction increase, demand decrease

CA Mohnish Vora (MVSIR)
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2L PR Sy S TR
ECONOMICS CHAPTER 2 - THEORY OF DEMAND

It is understood as the |

et
- LA

' belief and thinking

psychelogical
which people

what
are They
net have their own

!
A

Siaae came
¢ same

-

going

-~
-

desire to possess a

unique commodity
having a prestige value.
It 1s quite opposite to
the  bandwagon  or
demonstration effect.

It leads to increase in
demand of a particular
commodity.

It leads to decrease in
demand of a particular
commodity.

Example: When some
people start investing
money in share market

then many people start

following  the  same
without considering 11$
advantages and

disadvantages

Example: If Miss. X and
Miss. Y are rich rivals of
each other and if in any
party Miss. X wears an
expensive dress and on

dress decided to reject
the use of the same

seeing it Miss. Y who 5
also having the same |

dress further. Rather
Miss Y will try to use
even more expensive

f")k Wk
SUPPLY | U

W i’ 5
‘ 1
&

¥ s a,

aw o mand

The quantity demanded is
service that consumers are

price, holding other factors constant. The quantity
demanded can exceed quantity actually sold.

As per Alfred Marshall, Law of demand states-
ceterus paribus (other things being equal), if price
of commodity falls, quantity demanded will rise and
vice versa

amount of a good or

willing to buy at a given

A demand schedule is a table showing quantities of |1
a good that buyers would demand at different |:
prices, per unit of fime, with all other variables | :
held constant. Demand schedule obeys law of |

demand.

one.

CA Mohnish Vora (MVSIR)
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o Business Economes
ORY. OF DEMAND

Dema v "

A demand curve is a graphical presey
of the demand schedule. It is obm’; Zf
plotting Price on Y-axis & QU:
Demanded on X-axis. v

Slope of demand curve is > - AP/AQ

Negative

Demand ¢

b
i

sign in slope > consistent yy

law of demand.

urve can be linear (straight |y

or curvilinear (slope may vary along curve)

G ;’lil‘k‘};‘ji.ff s_mm
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Business Economics

— Demand Function Fig

Demand function states relationship between

Markc? Dcmand Schedulc
Market demand 1S total quantity that all buyers of

Tr.- total  fall in  quontity

o commodity are willing to buy per unit of time at a || U demand for a product (dependent variable) and demanded due to an increase in

A demand function ma/ be expressed as follows: The price effect is sum of its tws

157
”~

l
|
given price, other things remaining constant. '| W its determinants (independent or explanatory variables) } price 1s termed as Price effect
}
) |

= | VSRS | Dx = f (Price of Good X, Income, Price of Related Goods) | components namely: (os e explained |

4 Demand —Z_ """"""""""" Demand Equation BT : by chk.&' A”engf }

0 3 2 5 || The straight-line demand curve where we hold everything else ; I conseiter: |
0 ; ) 3 | constant other than price, can be described by a linear || i) substitution effect: ‘
;| demand function. | | When the price of a commodity

20 1 0 1 Q=a-bP f falls, it becomes relatively
20 0 0 0 Where a'is the vertical mtercept and b'is 'rhv slfpa || cheaper than other commodities, &

Market Demand Schedule

= - it induces consumers to increase
"Rationale of the Iawofdemand demand of commodity whose price

The market demand curve is obtained by horizontal | The reason why price & demand are inversely related and why | | fos
(latercl) summation of all individual demand curves. || demand curve slopes downward. When talls.  substituti
" ¢ : ofs _—— . price  falls, substitution
If we plot the market demand schedule on a graph, | 1) Utility maximising behaviour of Consumers effect is olmays positive; ie it wuill
we get the market demand curve. 1| According to Marshall, consumer has diminishing utility for always cause ,,.!,rb T
Consumer A's Consumer B's Market demand || each additional unit of a commodity and thus, he will be ' -
Demend curve Demend curve curve for goed X | Willing to pay only less for each additional unit. The substitution effect will be
- for good X .. for good X 1| 2) Arrival of new consumers stronger when:
P '| When price falls, some consumers who could nat afford to | | (@) The goods are ds::r substitutes
x | buy earlier may now be able to buy it. (b)there is lower cost of switching
¥ ; to the subsfifufe good
£ : lleferem‘ Uses (c)there is lower inconvenience
' . : 0ds having multiple uses> Price decrease - used for while nuhmg o the
R s V"-.'-, oses & demand increase. Eg- Milk, Electricity etc. substitute good

Urits of Sood X

CA Mohnish Vora (MVSIR)
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i} Income effect
» Increase in demand on account of an increase in
real income 15 known as income effect.

» When price falls, consumer can
J buy same quantity with lesser money or

U he can buy more of same commodity with
same amount.

» In case of inferior goods,
Qincome effect works in opposite direction
to substitution effect.

- expansion in demand due to a price fall
will take place only if SE > IE.

O Here, violation of law of demand takes

place when Negative IE > SE
 Whenpricefalls

!f b
Income  Substitution  Income Substitution:
Effect Effect Effect Effect !
1 4 4 3 3 ,
Balance ~ Becomes Balance Becomes |
Income cheaper than  TIncome  cheaper than
Incieose substitutes  Increase  substitutes :
Qty Dem  Qty Dem nyl Dem Q‘ry‘ Dem

Decrease  Increase Increase Increase

CA Mohnish Yora (MVSIR) 4%

|l
1
'
1
I
1
]
I
I
'

1
1

1) Conspicuous goods

» Aka. Prestige goods, Snob goods, Veblen goods.

, Some consumers measure utility of
commodity by its price ie., if commodity is
expensive they think that it has got more utility.
Thus, they buy less of this commodity af low
price & more of it at high price. Eg- Diamonds

» Found out by Veblen in his doctrine of
“Conspicuous Consumption” -> this effect is
called Veblen effect or prestige goods effect.

a

\| 2) Giffen Goods

, Sir Robert Giffen - found that as price of
bread increased, the British workers purchased
more bread.

» Generally those goods which are

O inferior,

Qwith no close substitutes easily available
and

Quwhich occupy a substantial place in
consumer's budget

are called ‘Giffen goods'.

» Giifen goods exhibit
0 Direct  price-demand
(upward sloping demand curve)
QIndirect income-demand  relationship
(downward sloping engel curve)

All Giffen Goods are inferior Goods, but all

relationship

3) Conspicuous necessities

» Demand for certain goods is affey, |
demonstration effect of consumption ot
of their social group. These goods g, .,
constant usage, become necessities of i, -

» For example, despite increase in price; ,
TV, refrigerators, etc., their demand ¢,
not fall.

4) Future expectations about prices

» When prices are rising, households expect,
that prices in future will be still higher, fer
to buy larger quantities currently & v
versa.

5) Irrational Consumer

A person may demand larger quontit

>
even at a higher price because he may b
ignorant of ruling price

» Irrational people make impulsive purchase

+

without any rational calculations abet
price and usefulness.

6) Demand for necessaries |
Irrespective of price changes, people have 1t
consume minimum quantities of necessities. £
Food, power, water, gas efc.

7) Speculative goods

In stock market, more is demanded when pric
are rising and less will be demanded when pric®

decline.

18

inferior goods are not Giffen Goods
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CA Foundation New Syllabus A8
ECONOMICS CHAPTER

entire

relationship between price &
quantity demanded.

curve

It 15 represented by entire
demand schedule & demand

to changes

"Changes in Demand” occur due
in factors other
than price of the good.

i )

Quantity demanded is the quantity which

is demanded at a specific price.

w Quunfufy Demanded |

Demand refers

Business Economics

Elas’ncﬂy of demand - Rer Siveness of quantit / demanded 1o q cha
__one of de‘rermmanff of demand

represented by a point on demand curve.

"Changes in Quantity Demanded" occur
due to changes in price of goods
concerned,

'593 n J

Decrease in price
of qgoods concerned

Increase in price
of goods concerned

Favourable

Unfavourable

change in any

change in any

factor other

factor other |

than price

Increase
Demand
Rightward
shift n
demand curve

in
..)

Eg- Increase
in Income
(normal goods)
Increase in
price of
substitutes
etc

than price
Decrease
Demand
Leftward
shift
demand curve

in

Eg- Decrease
Income |:
(normal goods) |,
in |

in

Increase
price of
complements
erc.

x4

n '| » When demand

| along

Expansion
Extension
Demand~>
Downward
movement  along
the same demand
curve

or

Contraction of

Demand -

Upward movement
the same
demand curve

of

‘| » However,
expenditure on advertisement and sales |!

increases  due to
factors other than price, firms can

sell more at the existing prices |

resulting in increased revenue.

» Objective of advertisement by any |
firm is to shift demand curve to right |

and to reduce elasticity of demand.

firms have to

promhon dewces

CA Mohnish Vora (MVSIR)
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» Change in Quantity = AQ = New Q- 0ldQ
» Percentage change in Qty = %AQ = [ (New Q - Old Q) / Old Q ] x 100

~ Change in Price = AP = New P - Old P
- Percentage change in Price = %AP = [ (New P - Old P) / Old P ] x 100

» When no method is specified in question - use percentage method.

» When price change is infinitesimal small, then use point method
1 When data of Qty Demanded is given as an equation - use

point (derivative) method
1 When questions mentions “demand curve is meeting the two

axis” - use point (graphical) method
» When price elasticity is to be calculated between two points > use

arc method.
» When question mentions about changes in price and changes in total
expenditure/revenue > use total outlay method.

Value of price elasticity of demand varies from minus infinity 1o

however while inferprefing its value we ignore -ve Sig

n (to draw conclusmns)'

Y& Ep =0
D

Price

P X

o Quantity

Q Perfectly inelastic demand (Ep = 0)
Q Vertical Demand Curve

Q Parallel to Y-axis or Price axis :
Q When price changes > %AQ =0 '

]
1
i
1
Ll
1
'
I
!
t
1
]
1
[}
)
L]
1
'
i
'
‘
1
!
1

o Duantity
0 Unitary Elastic demand (Ep = 1)
0 Demand Curve-> Rectangular Hyperbg:
Q %AQ = %BAP

pp— 0

I———————— ) |

gt e I AU
Price
)
R o
>
e e m .- —- - ----——d

c 0 01 X o a o P
Quantity ' Quaritity ;
. ?;'ffﬂl‘;e')’ inelastic demand:. Q Relatively elastic | O Perfectly elastic demand
P ! demand (Ep> 1) | 0 Ep = = (Infinite)

0 Steeper Demand Curve
a %AQ« BAP :
O When price falls >buyers: HBOQ A

are unwilling to significantly: s
o G e

H

i O Flatter Demand Curve !

a nyvdem..is relatively |

! O Horizontal Demand Curve

¢ QO Parallel to X-axis or qty oxs
0 Small price reduction roises

price !  demand from0 fo

! O Small price increase. Qa:Y

' O Found in Perfectly
 competition markef 1
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Additional Notes - Total Outlay Method

Determinants of Price Elasticity of Demand

_Business Economics

Generally when pri i
opposite directions on revenue.
|

ce increases, there are two effects which act irj

After a price increase,
each unit sold sells at
a higher price, which
leads to more revenue.

Quantity effect

After a price increase,
fewer units are sold,
which leads to lower
revenue.

i

h\lﬁ; ér;{'sx on
W :

)
e
=

Inela?é;)C(DSmﬂnd QE <PE | Decrin TR<Incrin TR | TRwill increase

Elqsszcp[?elr)nand QE>PE | Decrin TR>Incrin TR | TRwill decrease
Unit Elastic : : S : TR will remain

Demand (Ep = 1) QESIE [pgcrin IR ncrin TR Same

Availability of
Substitutes

» Goods having substitutes Elastic Demand

» No substitutes> Inelastic Demand

» Goods as a group (generic) > Inelastic Demand (eg-
petrol)

> If we consider brands-> Elastic Demand (eg- IOCL
Petrol, Reliance Petrol etc)

Position of a
commodity in a
consumer's budget

cene

» Greater the proportion of income spent on a|
commodity> greater elasticity of demand & vice- |
versa.

Salt, matches, buttons - inelastic dem

e Ren?al apartments, clothing = elastic dem

Nature of the need

that a commodity
satisfies

» Luxury goods (possible to postpone consumption) =
elastic demand

» Necessities (cannot be pos

tponed)> inelastic dem.

No. of uses of
which a commodity

» More the possible uses of a commodity, the greater
its elasticity of demand

Time period

» Long time period to adjust to price change-> elastic
» Short time period-> inelastic demand

Consumer habits

Consumer is habitual of a good-> inelastic demand

Tied demand

Tied demand-> inelastic (Eg pen & refill)

~ Very high price or very low-price range-> inelastic
» Middle range - elastic demand.

Cheap & complementary items tob
costlier product = inelastic deman
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If after an increase in income, the
proportion of income spent on a good

| II1) Income Elasticity of Demand (Ey)
Responsiveness of quantity demanded to a change in income of the consumer
|
I —
Propor!‘rionafe Percentage Arc
Method (Ey) Method (Ey) Method (Ey)

Type of Income Elasticity

Remains Same

Income Elasticity = 1

Increases

Income Elasticity > 1

Decreases

By - 74\ Qty Demanded
%A Income

hx

Ay

o<

Value of Ey

Demand is unresponsive to chq
(No specific Type of good)

Type of Good

nge in income,

I Goods

bkl Tk LRy

P2 + Pl

P2 - Pl

[ReSponsiveness of quantity demanded of Good X to a chongemm

good Y. Where Goods X & Y can be-

Two  goods  which
satisfy the same want,

Eg- Pepsi & Coke

Sistte

~<

—-

Two goods

which are to [ Two goods having

be consumed together. relation between then
Eg- Pen & Ink | Eg- Laptop & Burger
Y 4 No relation betwes
c i| Price of Laptop & g
B :\_of Burger.
- S
o :
o :

§ Making pdfs or phote-

copies or selling books
of MVSIR is NOT
allowed.

Strict legal action wil
e taken, Kindy

2frain from doing so

G Scanned with OKEN Scanner



B e e e T e pe—— Bttt O o

Remote Substitutes ; Close Substitutes
| 2 Goods are substitutes but have | 2 Goods are substitutes & are very
Ec = _FAQtyDemof X OrR Ec: AQx .  less similarity. [Ec is +ve & low] + similar. [Ec is +ve & high]
______________________________ BhPriceofyY Ay Qi Eg- Iphone & Smansung Mobile  Eg- Pepsi & Coke etc,
: - Y | ¥
| Ec - Q2-Qt  _P2+Pl op|QL-Q2  PL+P2 Ty : bitrer U
Q+Ql  P2-PL Q+Q2  P1-p2 | 8 | gl o CP
----------------------------------------------------------------------------------------- : < Steeper Upward ' S D PR
: S lovind Grass ; & emand Curve
Value of Ec Type of Good L Sloping . =
: o Demand Curve ; Q
Ec=0 Unrelated Goods - 9 ke
Ec is Positive & Low Remote Substitutes & — > = >
- : em of !
Ec is Positive > Ec> 0 Ec is Positive & High Close Subs?iTuTe; ngmsungx ____________ QTYCBESOfX ____________
Ecis Positive & Infinite | Perfect Substitutes |:
e . NOTES
Ec is slightly below zero | Weak Complements |
Ecis Negative 3 Ec <0 | Ecis Negative & High Strong Complements |!
Ec is Negative & Infinite | Perfect Complements

__________________________________________ e~ e — e —

Weak Complements Strong Complements
Ecis-ve &slightly belowzero  :  Ecis-ve & high
Eg- iPhone & Local co. charger  © Eg- iPhone & Apple co. charger

~

Y T Flatter Downward 2
Steeper : sloping Cross ;
Downward : Demand Curve :

Price

[N
-
<
a.

sloping Cross
Demanc -

2.10
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- oy brormms
» Wants moy Secon sE

economic and socic! stotus
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-
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wherees others

-
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Comforts

= : ———Y
; 4 mogimgas  Cagkae s ey g ~& humon ,L\efrhﬁc are a”ad N ies Necessary fo meeT m'n'mum :' ’ CONCCPT Of uhhh” IS USed
aregai S s i physmloglcal needs 2 [![ neo classical Econo
wants in Economics. Since resources are limited, we must for life or : Mics t
N b F wants o minimum amount of food, I\l explain operation of law ¢
~noose between urgent wants and not so urgent wants. ; I
AR = existence clothing & shelter. /| demand.
Nerure of Humen Warrs Necessities required 1o || - Utility to “that property ,
- Uniimitza = never completely seristied Ne . maintain longevity, energy ‘ any obJecT whereby it tengs
. 3 S b athers less c;ssar 15 | and efficiency of work. 1 to produce benefit
- Differ 0 mrensitv> Some ore urgent others are Y ¢ ;
wweosid-op g CeE Necessaries | e ol Eg-  nourishing  food, |i|  advantage, pleasure, gy
i dhee ETTICIENCY | dequate clothing, clean |if  or happiness”.
» Sghabie (copcble of bemng satisified) etc : - Sl
S yope o - y e || ~ Utility=> anticipated
. CompEt™ gy MESOUrceS ore SGrCE nre elation to wants. Not necessqries in reahfy :' BXPQCTEd saﬁsfgcﬁon
L. . i i e to | . . =
muftipie ga03s together necessaries | Proooore © :|  consumer even when it is not
N . compelling  customs & |: consismed
» A oorticuor want moy DE saiisTiec s ternative ways conventions. ;' :
L cdkinrtiee (wwv Derson 1o person) ond I : | » It is a subjective entity o
. s & AL While necessaries make | varies with person, fime 6
reiceive [(vory with time & ploce] :
i e b } : ccmfor?s make i1 place. It should be noted the
il utility is not the same thing 65
1
1

efulness.

From the economic standpo
harmful  things it
or, may be said fo 4
fy because people “'"'
Cepf af uﬂ'lf‘/
utral.

G Scanned with OKEN Scanner



ation New Syllabus S

motheﬂs forms basis of theory of consumer behaviour
[utilty by il

Cardinal Utility Approach Ordinal Utility Approach

I .« | Ordinal Utility states that the
i the utilit Eurgieslt )

ﬁ:"‘dm‘ U:;]I;Ty "Z aﬁ:fzzlt;oz satisfaction which a consumer

:e:‘_’;': by the consumers derives cannot be measured

trom the consumption of good numemcally: Here  utility
ot tonbbe. eagired measured in terms of ranking

s of preferences of a commodity

rumerically. when compared to each other
Marginal ~ Utility  Analysis | Indifference Curve Analysis
propounded by Marshall propounded by Hicks nnd Allen

Marginal U'nh'ry Analysis

» Marginal utility theory, formulated by Alfred Marshall, seeks
to explain how a consumer chooses to spend his income on
different goods and services so as to maximize his utility.

» The law of diminishing marginal ufility states that> “The
additional benefit which a person derives from a given
increase in the stock of a thing diminishes with every
increase in the stock that he already has.”

more units of a good, the intensity of his want for th

fnchnash Vc**a (MVSIR)

T D Yy s P et 1

."‘» X
‘j er

;c e@t

ECONOMICS CHAPTER 2 - THEORY OF DEMAND UPPLY | UNIT 2 - THEORY. OF CONSUMER BEHAVIOUR

Business Economics

Marginal Utility | Total Utility
Gulab

Jamun ; (MU.) (TU)

(in Utils) (in Utils)

Ist Piece 50 50
2nd Piece 4Q 90
3rd Piece 28 118
4th Pigce 10 128
5th Piece 0 128
6'h Piece -5 | 2

Total Utility (TU)

»TU is sum of marginal utilities
derived  from  consumption of
different units.

» TU= MU1 + MU2 +.....+ MUn

Marginal Utility (MU)

» MU is addition made to total utility
by consumption of one additional
(marginal) unit of a commodity.

» MUn = TUn - TUn-1

- ———— e o — — — — — — — — — - - -

----------------------------------------- !
..................................

~ Since each want is satiable, as a consumer consumes more. and | :

Observations from above table

1) MU can be positive ,zero or negative.
2) MU diminishes throughout,

3) TU rises as long as MU is positive, but
at a diminishing rate because MU is
diminishing.

4) When MU = 0, TU is maximum. It is a
satiation point or saturation point. Once
this point is reached, consumer would
refuse any extra unit even if it were

1/\

. {‘J 9
wetey

I

G (gl Tovempoly =D
« "
T poocginal LBV

ot

+ [ g,

»»,-«.-?l" L G‘u "\ DT Jo
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DEMAND & SUPPLY. | U

o Assumptions like cardinal mcasurabim
Unrea ;s ic | constancy of marginal utility of money, continyy |
assumptions | ..ncymption & consumer rationality are unreglist;,

not independent. Shape of u‘rim

Consumer is rational & attempts to attain maximum satisfaction

r Rationality from his limited money income.

Utility is ¢ cardinal concept> measurable & quantifiable> in

]

Utility is

Cardinal
Measurability of | utils. Compare different commodifies & express which N
Utility commodity gives him greater utility & by how much Case of | may be affected by presence or absence of |
- related | substitutes or complements. i
Maney ‘Sr::!eof The amount of money which a person is prepared 1o pay for a goods Eg- UTZ’T}’ ob‘ramed fm'}l‘ leea may be seriously
:;?'?‘TY unit of a good is a measure of utility which he derives. affected if no sugar is avatlable.
Exceptions to this law-
5> Prestigious goods 2 gold, cash, diamond etc

dity, tastes & preferences, income, habits, etc are
Hobbies, rare collections etc

People who seek greater knowledge and
information will be more satisfied with every

Law is not additional information secured by them.

universal | » Creative art, painting, music, poeiry efc

> Habit forming commodities alcohol,
cigarettes, & computer games efc.

» People with miserly behaviour 2
accumulation of every additional unit of menef

> gives more satisfaction.

Other factors \ Price of commo
§ \ assumed constant.

>

consumption

\ Continurty in \ No time gop or interval between consumption of different units.
—

consumed should be identical in nature. If successive

All units
show variotion or are of superior quality, diminishing

int

noonfuls of juice are too small units & in such cases we

p
uld consider the normal units as a glass of juice. Also, the

commodity should be divisible in nature.

as

-~
-
-
~
-

g
0

e
| Constoncy of the \ If MU of meoney changes as income changes, the measuring-rod
\Mnrgzm\ Utility of | of utility becomes unstable & thus would be inappropriate for
l Money | measurement.
} Theﬁthcsis of I Total utility which a person gets from whole collection of goods Order. books of MVSIR from- www.mysir.in
| Ufitlmt s simply the sum total of separafe utilities of the goods. Enroll in classes from- ultimateca.com
| ity | The theory ignores complementarity between goods. -

CA Mohnish Vora (MVSIR)
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" CA Foundation New Syllabus SN S{ine) FEGck Y  § i - T—

ECONOMICS CHAPTER

 Consumer Equilibrium ; Law of Equi-Marginal Utility 5 Mnrgmal Utility | Total Utility
in Single Commodity Case , ~1| Gulab Consumer
e e e =t # When consumer spends his income on more || Jamun (M) (TV) Sunia
rjg C?rfsumer;“ ﬂ::j mm stlfl::;;i: O(:;l” blﬁ : tha? 1 good> then consumer equilibrium is |i (in Utils) (in Utils) o
eriving | explained with Law of E Hogstp
respect of the quantity of one good |: ' E.Eaui-Harionl ufiy, = . 20 10
when MU = Price. 1| # Consumer will be in equilibrium > spending [:| 2 Piece 40 90 30
. g o |1|  money in such o way that MU of each good is |![ 2 o
£ ’:6035:2:‘: will go on:buying a good il ' proportional to its price & last rupee spent , e < = 1
' o 1| on each commodity yields him equal MU. | 4™ Piece 10 128 0
P :Pf u;ch:;i:b;:u:)n marginal utility of money : (MUx / Px) = (MUy / Py) = MUR : 51h Piece 0 128
MUm = MUx / Px = 1 ; cl i| 6™ Piece -5 123
J : (MUx / MUy) = (Px / Py) i
A S L LR AL L LI oy T 1| ~ The concept of consumer's surplus is derived from
\ Consumer Surplus (CS) the law of diminishing MU.

Alfred Marshall gave concept of CS. » Height of demand curve measures buyers willingness

to pay. Difference between his willingness to pay and
price that he actually pays is net gain to consumer,
called the individual consumer surplus.

€S = what consumer is ready to pay - what he
ac’rually pays OR €5 = MU - Price
Co!\"u "\U = feen Af—(l,
»\)‘?\0 . , )
» Total consumer surplus in a market is sum of all

— ! T oo, AEDS
v 4 X | \ Tk Lk« Area individual consumer surpluses in market & is equal to
:

| Price. Poid= Aea TFED arYa below market demand curve but above price. |

>\\ y

When price fnlls-) Buy more of good
When price rises Buy less
$0.as to equate the marginal utility to price.

Thus, we can say that downward sloping |:
demand curve 15 directly derived from
marginal utility curve.

\I\o |
3-| <>
J, ‘= (s)n\()}, Jovaon "")‘
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EMAND & SUPPLY. | UNIT. 2 -
' Notes

Limitations of CS Practical Applications of €S ;

- e
1) CS cannot be measured precisely 1) A business firm can reflect on amount of |:

2) In case of necessaries®> CS is CS enjoyed by customers —
| always infinite. 2) If business can identify groups of :'

| 3) €S is affected by the availability consumers with different elasticity of | D
|7 of substitutes. demand getting different CS, then |

f firms can profitably ~use  price | =
S il | 4) No simple rule for deriving utility discrimination. i
A fall in price from P to Pl > ||| scale of prestige goods (eg., ; " !
increases consumer  surplus from | diamonds). 3) Large scale lnve.s'rmem“. decisions =2 |

APE to APF. Increase in €S has | 5) cs " ’ consider the CS which project may fetch. i —
/0 components- : cannot be measured in terms .. g ) . i #aat)
'h"_ po— o of money > as MU of money 4) Rising price = CS falls. Firms rising price |,
v Increase in CS of existing buyers |, changes as purchases are made should expect to make fewer sales. ;
(rectangle marked by "b") ; : . "
v CS Qe t buvers || 6) Many modern economists believe | 2) €52 guide to finance ministers = |;
S now available to new buyers |\l ™ 4pot ytility cannot be measured impose taxes on commodities yielding |;
who now started ?mymg due to |i in terms of money high consumer’s surplus. '
lower prices (the triangle ¢) g 5 |
Ordinal Approach it ere e e AT | :'
- As per orfiinal approach, Human 1) Consumer knows his own 3) Utility is ordinally expressible. The consumer is '
caticfaction - psychological | tastes & preferences and capable of ranking all conceivable combinations !
phenomenon & cannot  be |l possesses full information (But he cannot tell quantitatively) 5
measured in monetary ferms. | ) . - : :

| 2) Consumer is rational > 4) Transitive choices> If consumer prefers combi. ; -
, It is easier & more sound to |: result inf_a m;re 5,r'efer'red A to B, &B to C, then he must prefer A fo C f
order preferences than fo | consumption bundle over a [| 5) If combination A hasmone ST || e

, ; : - commodities than |:
measure them in money terms. |. less preferred bundle. combination B, then A must e'pi'eferi‘ed toB. 'L :

CA Mohnish Vora (MVSIR)
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Combination | Biscuit | Chocolate | MRS 5
A 1 12
B 2 6 6

- 3 4 2
Iy,

Mo

Dasit \

v N S+ m

N A I R s v
N * Sy ~———

» An indifference curve is a curve which
represents all those combinations of

two g(_)OdS which give same

satisfaction to consumer.

# If a consumer equally prefers two
product bundles, then consumer is
indifferent between the two bundles.
An Indifference curve is also called
iso-utility curve or equal utility

'

. Properties of IC

B e e e e I

» MRS of X for Y & amount of Y | ;
whose  loss can  just be
compensated by a unit gain of X in
such a manner that the level of
satisfaction remains same.

of

level

» MRS is absolute value of slope of IC
(MRS = AY / AX)

- Indifference map~ collection of |
many indifference curves where

each curve represents o

indifference curves) :

» It depicts complete picture of
consumer's tastes & preferences.

certain

satisfaction. (set of

of one another.

1) Indifference curves slope downward to the right

2) Indifference curves are always convex to the
origin (since MRS which is slope is falling)

3) Indifference curves can never intersect each
other

4) A higher mdxffere: e curve represents a higher.,
level of satisfact !

puch either axes

7 MRS = MUx / Muy Ty
Why MRS keeps falling ?
» Wants are satiable - when a
|l e
consumer has more of a good, his
intensity of want for it decreases.
» Most goods are imperfect substitutes S

LSubsﬁtu:re Goods ]

» Downward Sloping
» Straight Line
» MRS is constant

1
[ Complementary Goods ]
» L-shaped
» Convex to origin
» 2 straight lines
right angle bent

with
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| » A consumer > fo maximise satisfaction 2 will try to
'|  reach highest possible indifference curve.
» But, in his pursuit of maximizing satisfaction , he has
to work under two constraints:
1) Pay prices for goods &,
2) Has a limited money income
Thus a consumer’s choices are limited by the

budget available.

|+ Algebraically, budget constraint for fwo goods X and Y

! s> [PxQx+PyQy]<«B

Budget constraint - explained by budget line
A budget line shows all those combinations of two

goods which consumer can buy spending his given
money income on the two goods af their given prices.

Q Any point on the BL 2 spends all his money
income

Any point above BL (point B) > over-spending
(beyond reach)

Any point within (below) BL (point A) > under
spending J

’

i[> Slope of budget line = Price Ratio’=Fx /Py

Consumer 1s in eguilibrium -
deriving ~ maximum possible
satisfaction from goods & thus
is in no position fo rearrange his

purchases of goods.

Here we assume that:

a given

rConsumer.* is in eqlf”"bf‘ium , > The budget line will shift when there is:
at ‘Combination @', where |!| O A change in prices of one or both goods
budget line PL is tangent |

to indifference curve IC3

O A change in level of nominal income
i| O A change in both income and relative prices |

IC Analysis Vs Utility Analysis

IC analysis is superior to utility analysis:
1) No assumption of measurability of utility |

At equilibrium point,
Slope of IC = Slope of BL ,

[MUx/Muy] = [Px/Py] |

» Consumer  has
indifference map
, He has a fixed money income

| Note- Making pdfs or

i 2 ' re than one. ity at a time
photo-copies or selling ) Sfudtes Moy than one commodity

, Prices of goods X and Y are
given and fixed.
, Goods are homogeneous &
divisible, and
» Consumer acts ‘rationally &
| maximizes satisfaction. || possible

A consumer's optimal choice should |;
satisfy two criteria> Equi. point should
+ Bea point on his budget line; &

+ Lie on highest indifference curve

H books of MVSIR is NOT

j allowed.
Strict legal action will be

‘faken

3) Does rbf assunie consfancy of MU of money |

4) Segregates income  effect fro"
substitution effect. ’

CA Mohnish Vora (MVSIR)
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(A Foundation New Syllabus Super ( nart Book % | s
ECONOMICS CHAPTER 2 - THEORY. OF DEMAND & SUPPLY. [[UNIT 3/= THEORY. OF SUPPLY.

4) State of technology
Use of advanced tech> low cost>
supply increases

m - Consumer point of view
asupply > Seller point of view (Sellers can be
individuals, firms & governments)

~ Other things remaining constant, quantity supply |
will increase as price rises and vice versa,

5) Government Policy

OlIncrease in Taxes> cost rises>
supply decrease

UIncrease in Subsidy> cost falls>
supply increase

U Restrictions> import quota or
rationing on inputs> production
fall> supply decrease

~ The behaviour of supply is affected by the time
taken into consideration- |
Q In short run> not easy to increase supply, 1

U In long run> can be easily adjusted |

in response to changes in price.

0 'supply’ refers to amount of 6/ that producers are
» willing and

- able to offer to the market

» at various prices

» during a given period of time. » Law of supply-> explained through supply schedule

d Three important things about supply & supply curve.

1) Supply> what a firm offer for sale-> not necessarily
to what they succeed in selling.
2) Supply is a flow concept-> 'so much' per unit of time

6) Number of sellers, Nature of
competition and size of industry

Tabular presentation of law of supply

natural  factors -  weather,
floods, earthquake
tors = war, labour

al riots etc.
‘ 2 SETTRT '“*“ = S— = g 2

G Scanned with OKEN Scanner

3) Prices of factors of production
Rise in price of factors of prod. > increase in cost of
| [Prod. 2 profit decreases > supply decreases

L 0ooo

3) Supply requires > willingness & ability to supply. No. of sellers rise>  Competition || Price (Rs) | Qty Supplied (in units)
DeterminantSTorISum! increase> More supply and vice versa. P ” 10
1) Price of the good 8) Expectations 4 | B 4 20
Ceterus paribus, price increases > supply increases | | An increase in anticipated future |i— 6 35
(since profit increase) & vice versa price = reduces its supply today !
| D 8 60
2) Price of related goods 9) Other Factors i
If a farmer produces & sells wheat and soya. If price of government policies, i E 10 80
wheat rises, farmer may shift his land to wheat goals of firm,
production away from soya (decreasing supply of soya) infrastructural facilities, | Notes:




|
1

[ supply curve is the graphical presentation of
| e lotted on the Y-
supply schedule. Here price is plotted on the Y-axis

| & quantity supplied on the X-axis.

(8 g0 \0)

<— Oy Supplid —

{ ~ Supply curve depicts direct relation between price
& qty supplied - thus it is upward sloping.

» Supply curve shows simultaneously:
 highest quantity willingly supplied by the suppliers

at each price &
- minimum price which will induce suppliers to

offer the various quantities for sale

» Market supply-> sum of supplies of a commodity |
made by all sellers in a market ]

- Market supply curve> Obtained by adding
horizontally the supply curves of various firms,

CA Mohnish Vora (MVSIR)

& quantity supplied.

Supply refers to entire relationship between price

Quantity Supplied

Quantity supplied is the quanti
supplied at a specific price.

}Y thhiﬂ

Represented by entire supply schedule & curve. l

"Changes in Supply" occur due to changes in
factors other than price of good.

curve.

It is represented by a point om

Favourable change

in | Unfavourable change_in

any factor other than

rice

Rightward  shift

supply curve

Increase in Supply >

in

Eg- Decrease in price of
related good, Advance

\
"Changes in Quan‘n’ry Supplied” occur dye To‘

changes in price of goods concerned.

|
—

any factor other than
price

Decrease in Supply >
Leftward shift in supply

curve

Eg- Increase in price of
related  good, Govt
restriction, fall in tax

Increase in price of

Decrease in price of

goods concerned

Expansion or
Extension of Supply
- Upward movement
along the same supply
curve

goods concerned

Contraction of |
Supply > |
Downward movement |
along the same supply |
curve

Lfech fall in tax etc. efc.
s
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n
Elasticity of Supply 5
[Elasticity of supply > Responsiveness of quantity supplied of a | ! ! ;
good to a change in its price. i :
T ! Ly i oy
Percentage Point Arc P g | e, = ;. Ep o0
Method Method Method f ;
0 i |: 4q ' o Aq R
Vf Lo - B ) i AP o ) O | gt B
S ——— ' QUANTITY i
% AP dP Q Q2+Ql P2-pP1 |: QO Per'flecﬂy inelastic ! Q Unitary Elastic Supply \ O Relatively inelastic supply
OR 7 ; supply 1 OEp=1 1 OEs«<1
AQ P Wher‘e, d.Q/dP # ¢ UEs=0 ' OSupply  Curve> passes ! O Steeper Supply Curve
X Der'!vaflve of i Q Vertical Supply Curve 1 through origin (irrespective 1 0 %AQs < %AP
AP Q qty with respect i QParallel to Y-axis or 1  of degree with X axis)
OR to a point on : Price axis L QRAQ=HAP . R
supply curve E 0 When price changes ' 4
A L 2RQE0 i oy
Slpe  Q P Y ™ .
~ Value of price elasticity of supply is always positive, since P2 - ; 1 :
price & qty supplied have direct (positive) relation ! EP w : : -
1 1 : : ‘vl{'
» When no method is specified in question > use percentage | | e <
: ; QUANTITY X it
method. . s ' -
b s oo - o, o x i OPerfectly elostic supply 1 ° L
» Use point method : QUANTITY + O Es = « (Infinite) : Quantity suppliod
» When price change is infinifesir_nal small, : | O Relatively elastic supply O Horizontal Supply Curve 1 If firms have-
~ When data of Qty supplied is given as an equation L (Es > 1) , d ParalI:el to X-axis or gty axis ! 0 Idle capacity= elastic supply
, . vl s : Vo i 0 Sma e in price |
~ When price elasticity is to be calculated between two points = , 3 !’ZZT(;?; f/gzgly Curve | caused : ;;r ! O Reached their full capacity=
use arc method. : | zerot ;

inelastic demand
,' 1 " EEI:i
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Key raw mm‘erlal . 4 easuly & cheaply

» Market Equulnbpmm »

: —! Supply
A = Q x enerally fH(\ fo ’\l(p ﬂ\( iroprice | 5 GVGlleIC P — mapket A
clasticity of supph high as they want to earn more pr ofit when || p . es is difficult or costly Inelastic Qty drms‘ uation whep,
- shorten ther production when price fall. ! rocuring resourc Supply | Qty supplieg
| - - Raw material & finished goods > easily & Elastic ~ Intersection of demgy
‘ b O DN pride \‘JA\':,\'Q‘\';?\' \" :"llpph an 01'g(lr\50h0n C(ln' : 6. chcaply STO[‘ed _} have ﬂdequate s.rock Supply & .)Upply determme
| J !.mr"cu- she techmology used, such as upgrading equipment - equilibrium  price (dha
‘ ~aduction capacity ~ . nelastic ket cl
J ’“ ove progulction '»‘»'5 bt 't." ' 7 5 ” . ' marker ¢ C(]r‘mg p["]cg)
’ ' ' s expect = rise in future price Suppl
e SOPGOE SDOCE s I king sure that || - Glie] upply s
__hx; nding storage for stock while making : pp 5 Detertidtifion ;

market price is centr
theme of micro
economic analysis. Thus

l products can last |un_) whult stored. Tnputs> Short in supply> reqire longer A

Dcumincmfs of Elasﬂci of Supp! 8. delivery perlod—)flt\;ghly specialized Supply
. — na

Increase in Pr oduction 3 substantial cost Inelastic micro-economic  theo
Labour-> highly skilled scarce-> require Inelastic \ ‘ ry
increase 3 Profit decrease Supply 9. longer fraining period Supply -> aka. price theory.
“Increase in Pr oduction neghgible rise in Elastic astic | .
1 w,t or constant cost Supply Capital & labour-> occupationally mobile ES;P;; P |Qd|Qs grice
(nmph X prmlu(hon process = require long Inelastic el |
time to produce (Eg- aircraft, cruise ship) Supply 10. Products continuously produced gt‘;;;; 8 | 15 | 52 | Downward
.'H f1 ¢ in price < short time period Inelastic Trelastic 'l 6 | 30 | 30 | Equilibriur
after increase ree <7 & - Pt ) ]
Suppl ; :
2 _ Tl PH ’Y Products infrequently produced supply [i| 3 | 40 | 18 Upuard
H nf‘ln increase in pm(,r > Inng hmc Elastic e e e
period-2 hmld new plcmt” or new f rms ‘“.‘:':u*pwplyl~~ | Onder books of MVSIR from- www.mvsir.in : A ~
,’ H\(:H no (;f .~('”(-t-r; 2 Mﬂl’l (nmp( “tl()ﬂ ") ['UJT'C E Em‘O” ‘n Classcs f[‘om' ulﬂmafcca,com E f&ﬂ“‘m
Fewer barriers to entry auppl/ : L y
A Mot working on full capacity -2 more spare " Flastic f Making pdfs or photo-coples or selling books of MVSIR s ‘
\ capacity | Supply | NOT allowed. Strict legal action will be taken, :
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ECONOMICS CHAPTER 2 - THEORY OF DEMAND & SUPPLY | UNIT 3 = THEORY OF SUPPLY 4y
Social iency ----------------------------

P Notes .. T
, Social efficiency represents net gains to
society from all exchanges that are made
in a particular market. It is achieved
when both producers & consumers enjoying
maximum possible surplus.

» Consumer surplus - measure of consumer
welfare. [MU - Price]
QTIt is represented by area below
demand curve & above price line

» Producer surplus - benefit derived by
producers from the sale of a unit above
& beyond their cost of producing that
unit. [SP - Cost)
QTIt is represented by area above
supply curve & below price line.

35
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As per Economics, production denotes process by
which man utilises resources to transform them into
goods and services to make them satisfy human
wants. (similar definition given by James Bates and
J.R. Parkinson)

The performance of an economy is judged by level of
its production.

Production can also be defined as creation or addition
of utility. During production we can confer 4 types
of utility-

1) Form Utility- Changing form of things to add
utility fo it. Eg- Wood to chair.

2) Place Utility- Changing place of resources from a
place where they are of little or no use to
another place where they are of greater use.
Eg- extraction of minerals from earth, apple from
Kashmir to Mumbai etc.

3) Time Utility- Making available materials at times
when they are not normally available. Eg- Canning
of seasonal fruits

4) Personal Utility- Making use of personal skills in
the form of services, e.g., those of organisers,
merchants, transport workers etc

Production does not include work done within a
household by anyone out of love and affection,
voluntary services and goods produced for self
consumption. Eg- Food made by mother in home is

NOT production

R et T L Ol T il 5 s i e s e M

ECONOMICS CHAPTER 3 - UNIT 1 - THEORY O

...................................

Factors of Production (Inputs)

[m=mmmm e mmm s mmmmm—m

P R | IO o \ ,
i &g~ 9 o o ] ” &
Super cnari ©o0

F PRODUCTIO

rAn input is a good or service which a firm buys for use in its production Proces
1 S,
1\

-
( Natural Resources |

( Human Endeavour |
¥

3 Labour |

‘! Land |
Y

[ Primary or original factor ]

[ Produced factor, as it
is produced by man

Land
It refers to soil or earth's surface and to all
free gifts of nature which would include all
natural resources, soil, water, air, light,
etc.

Characteristics

1) Land is a free gift of nature

2) Supply of land is fixed

Supply of land is perfectly inelastic from

view of economy And relatively elastic

from the point of view of a firm

3) Land is permanent and has indestructible
powers

4) Land is a passive factor

5) Land is immobile

6) Land has multiple uses

7) Land is heterogeneous

It refers fo various types of human efforts whi
require use of physical exertion, skill and intellet

Labour must be done with motive of econoni
reward. Anything done out of love and affectin
or for sake of pleasure or love, is not labour

Characteristics

» Labour is perishable, requires human effor
active factor, inseparable from labour:
mobile.

> Labour power differs from labourer o labour

» Labour has poor bargaining power

> Supply of labour cannot be increds
decreased instantly

> Supply curve of labour has backwa
shape

ed O

pd bcndi'i

V CA Mohnish Vora (MVSIR)
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J Enterprise Objectives i INERFeTprisell

1) Objectives

2) Location & size of
the plant

3) Selecting & organising
physical facilities

4) Finance

5) Org. structure

Capital Capital Formation (aka Investment)

Capital is ‘produced means of production’ or Capital formation means a sustained increase in 1) Organic objectives

man-made instruments of production. It | | the stock of real capital in a country.
refers to all man made goods (assets) that are
a part of wealth (total assets) and are used | | It involves production of more capital goods

i 2) Economic objective
for further production of wealth. like, machines, factories, etc. which are used | !

3) Social objectives

4) Human objectives

for further production of other goods. To provide fair deal

Produced factor, as it is produced by man by

e e - - = - - - - -

Production Function

- to employees etc 6) Marketin
working with nature. Stages of Capital Formation 4 I+f ; liti
; & &, 7) Legal formalities
1) Savings | 9) National objective 8) Industrial Relations
Eg- Machine fools and instruments, factories, 2) Mobilisation of savings » o ————————————— O ———————Ra
efc. 3) Investment 1k

Capital is a stock concept which yields a

periodical income which is a flow concept | Production function is a mathematical statement of

relationship between dependent variable (output)
and independent variable (inputs). [similar definition
given by Samuelson]

Entrepreneur

Entrepreneur is a factor which- -

» mobilises other factors of production,

» combines them in right proportion,

» initiates process of production and bears
risks involved in it.

Types of Capital :
1) Fixed capital - Durable nature & renders |
services over a period of time '
2) Circulating capital - For single use and is |!
not available for further use. Eg, seeds, |:
fuel, raw materials etc ;

Q = f (Labour , Capital) = f (L,K)

3) Real (Tangible) capital - Physical goods
(can be perceived by senses)

4) Intangible Captial - rights & benefits
which cannot be perceived by senses. Eg-
patents, goodwill etc.

5) Human capital - Human skill and ability

6) Individual capital - Personal property i i i
7) Suclil copltal - {Bakin ot Soiely oo 4 3) Output resulting from use of inputs is at the

whole in form of roads, bridges, etc. oy - maximum level (ho wastage)
CA Mohnish Vora (MVSTR) e (‘V‘) o e R Vs m
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1) Initiating business enterprise and resource

co-ordination 1) Relationship between inputs and outputs exists

for a specific period of time
2) Risk bearing or uncertainty bearing

Financial risks & Technological risks, Profit is

2) Production technology remains constant
reward, risk bearing cannot be delegated

Functions of Entrepreneur i | Assumptions of Production Function

3) Innovations - Most Important Function
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Production Function
Short-run production
function shows maximum
ameunt of a good or
service that can
nraduced by set of inputs
produced by set of inputs,
assuming that amount of
/| et least one of inputs
| used remains unchanged.
i
;

{
I

In short run, Capital is

and Labour s

A long run production |;
function shows meximum |!
guantity of a good or |:
service ‘that can be |:
produced by set of
inputs, assuming that all |
;
!
;
;
:
;

. ST S
DUYS are varigble

%\
Q
v

is the subject matter
of the lew of returns to

scale

i
T
1
1
1
T
T
1
I
1
1
1
1
1
1
1
be |:
1
N
1
1
1
1
]
T
L)
1]
1
H
1
L
I
¥

Aka. Law of returns fo a variable input OR Law

of diminishing refurns

Law states that as we increase quanfity of one
input (Labour) which is combined with other
fixed inputs, marginal product (MP) of the
varieble input must eventually decline.

Assumptions of Law of Variable Proportions

1) Production technology remains constant

2) Must be seme inputs which are fixed (Short
Run) : sy

3) Law does not apply where factors must be
used in fixed proportions to yield output

4) Consider only physical inputs and outputs

(unit terms) and not in monetary ferms

dl

TP vs AP vs MP

Total Product (TP) : Total output resulting
from efforts of all factors of production

combined together at any time

Average Product (AP) : Total product per unit

of the variable factor.
AP = TP / No. of Units of Variable Factor

Marginal Product (MP) : Change in TP per unit

change in guantity of variable factor.
MP = ATP / AQ

A Mohnish Vora (VSIR) Vo
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'
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=t

\
1

el

T W

TP increases af | MP rises & is | APisrisy
7 increasing rate | maximum '
4 | Increasing till POT corresponding  to | Stage
Returns | after POI, TP | POL and the falls. | ends:
increases  with AP is naxd
decreasing rate. MP > AP, Thr‘oughouf. AP = WP
TP increases | MP is decreasing but | 4o |
_..,. |with decreasing | positive L
2 Diminishing | pate : decreasing
Returns Stage ends= MPis 0 | buf
Stage ends= TP B WD B s positive.
iS max. MP.< AP, Througho L —
AP s
] . . ing
Negative ; - MP is decreasing & decreds
3 Re A TP is decreasing negative. but

!
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Returns to Scale

i i : : d by 40%
e Prod | Oceurs in LONG RUN Eg- When ALL inputs are increased by
2 E ) » Constant Refurns to Scale (CRS)
100 100 {|A change in scale || % Tncrease in Output = % Increase in Input
( | means that all factors || Eg; Tf output increases by 40%, then it is (RS
= | 210 105 110 1| of  production are . )
/E-"""" Stage 1 | increased or decreased || CRS is also referred to as “Linezar Homogeneous
3 330 110 120 1| in same proportion. Production Function”
L — i
4 440 110 110 ‘| The study of changes || > Increasing Returns to Scale (LRS_I
’_g’ 520 104 80 tlin  output as a || % Increase in Output > %o Increase in Inpuf
100 1| consequence of changes Eg: If output increases by 70 %, Then it is IRS
: o > {1l senlel forms' subjeck > Decreasing Returns to Scale (DRS
7 670 el : :2:,?’1 of GRS % Increase in Ou’rpﬁT < % Increase in Input
8 720 90 | ) Eg; If output increases by 35%, then it is DRS
2 0 LR 3 Cobb-Douglas Production Function
10 750 75 ;
This function applies not to an individual firm but to whole of manufacturing
11 740 67.30 industry.

Relationship between AP & MP
» When AP rises > MP > AP

» When AP is maximum > MP = AP

‘*Wh\enAP falls > MP < AP

[ ———

Labour contributed about 3/4th and capital about 1/4th of increase in production
Q =K. Le. Cb

Where 'Q is output, L' the quantity of labour and 'C’ the quantity of capital, 'K’ and ‘o’
and 'b' are positive constants.

Stage of Operation

rlNever Rroduce in Stage 1 & 3 are - 'economic absurdity’ or
_ &conomic non-sense’

r

%ﬂ‘oducer-—) Produce in stage 2
(A Mohnish Vora (MVSIR) AR

-—

a + b > 1, Increasing returns to scale
a + b = 1, Constant returns to scale
a + b < 1, decreasing returns Yo scale
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r
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However, one  important diffep;,;""
?

Priperties ot Isoquilys: ' | [ between isoquant & indiff
» Negatively sloped, (Slopg of Isoquant = MRTS) et in an q erence cypy, i

An isoquant represents all those combinations of
inputs which can produce the same level of output.

Tsoquants are aka : equal-product curves,
production indifference curves or iso-product

curves.

> Convek to the origin due to diminishing MRTS . Tsoquant - lavel of production i -
7 fified whereas,
» Curve on right represents a higher level of quantifie

output, « Inanindifference curve it is not possibj,

. to quantify the level of satisfacti,
> non intersecting. - ; - acquired by the consumer.

» Isocost line, aka. Equal-Cost Line or |
budget line or budget constraint line, ||

Loost - Cost (ombintho
of Fodovs

[PTOC\UCU " Equlibr ium]

» Tt shows various alternative combinations |
of twe factors which the firm can buy
with given outlay. :

E » Whatever be the ~combination of ;:

; factors the firm chooses on isocost line, | i

! Thg total cost to firm remains the same. | !

g VA Slope of Isocost = w /r ;: \E ¢

E 2 L & N\ —

| ! 0 L| My Ny 9, X
! Units : < fogpr x —

i of E

i Capital K LSoto8T Lings i | A producer can produce the desired output at
! i | least possible cost at equilibrium.

' y Producer equilibrium will be achieved where
: 0 B o ¢ X | | isocost line is TANGENT to isoquant (at point
| Units of Labour i€

42
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Cost analysis is concerned with the financial
aspects of production relations as against
hysical aspects which were considered in

1

1) Accounting Costs & Economic Costs
Accounting (Explicit or Outlay) costs are
expenses which will have to be incurred by
firm and are recorded in financial
statements.

Economic Cost = Explicit + Implicit Cost

Implicit Cost is cost of using self owned
factors. Eg- normal return on capital invested
by owner himself in his business; salary not

paid to entrepreneur which could have been
earned elsewhere

2) Qutlay costs & Opportunity costs
Outlay costs involve actual expenditure

Opportunity cost is the cost of next best
alternative opportunity which was foregone
fo pursue certain action. It is cost of the
missed opportunity

3) Traceable (Direct) costs & Non-Traceable (Indirect)
costs

Direct costs are costs that are readily identified and are
traceable to a particular product, operation or plant

Indirect costs are those which are not easily and definitely
identifiable in relation to a plant, product, process or
department. Eg- Electricity exp, common or general exp etc.

4) Incremental costs & Sunk costs

Incremental cost refers to the additional cost incurred by
a firm as result of a business decision

Sunk Costs are costs which are already incurred once and
for all and cannot be recovered. They are based on past

commitments and cannot be revised or reversed if the
firm wishes to do so.

5) Historical costs & Replacement costs
Historical cost refers fo the cost incurred in the past on
the acquisition of a productive asset such as machinery etc

Replacement cost is the money expenditure that has to be
incurred for replacing an old asset

6) Private costs & Social costs

Private costs are costs actually incurred or provided for by
firms and are either explicit or implicit

Social cost refers to the fotal cost borne by the society

on account of a business activity and includes private cost
and external cost

7) Fixed Costs & Variable costs

» Fixed or constant costs are costs
which do not vary with oufput upto a
certain level of activity.

O These require fixed expenditure of
funds irrespective of level of output,

e.g., rent, property taxes, inferest on
loans etc

Q Fixed cost is a function of capacity

Q If the firm closes down for some time
in the short run but remains in business,

fixed cost CANNOT be avoided
(inescapable)

Q Shut down costs are costs which will
continue even after operations are
suspended. Eg- for storing of old

machines which cannot be sold in
market.

» Variable Costs (VC) are costs which

vary with the level of output (function
of output)

QIf a firm shuts down for a short
period, then VC can be avoided

QEg- wages of labour, prices of raw

L material, fuel, transportation cost etc
CA Mohnish Vora (MVSIR) (Nt) mvsir.in m
—
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ECONOMICS CHAPTER 3 - UNIT 2 - THEORY OF COST
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8) Semi - Variable Cost |'.
Some costs which are neither perfectly |!

» TC = TFC + TVC

variable, nor absolutely fixed in relation

to the changes in the size of output. Tgtal Fixed Cost curve (TFC)

» horizontal straight line parallel to X-axis

Eg: Electricity exp, Postpaid Phone Bill || > Starts from a point on the Y-axis

etc l'
S— 1| Total Variable Cost (TVC)
Th  [Semi—vVasowe cost | t| > Initially increases af a decreasing rate and ’rhen a’r gl H]EE
Sg"?« / | an increasing rate. (Inverted-S shaped) A AFL
Vm{\;b\ﬁ i —
i | Total Cost Curve (TC) €-‘ ,
CoSe 1 : :
1| > Obtained by adding vertically ’rhe TFC curve and ' Dil <& Ouput — X
<=t oy ; E Average Fixed Cost curve (AFC)

....................................................

9) Stair-Step Variable Cost
Some costs which may increase in a

stair-step fashion, i.e., they remain fixed

> Slopes of TC & TVC are same (Inver’red-S shaped)

> At each point the TC & TVC curves have ver‘hcal
distance equal to total fixed cost.

>AFC=TFC/ Q

> AFC is fixed cost per um’r of output.
> AFC falls as output increases.

> AFC curve will slope downwards throughout its

length but will not touch the X-axis as AFC

YN [Shotk ~Ron Towd sk GWes |

]
1
I
]
I
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over certain range of output; but
suddenly jump to new higher level when | AL cannot be zero. (shape- rectangular hyperbola)
output goes beyond a given limit. ' L Averaie Varichle Cast fAVE
\' 1\ [s\'o&-s.ree Voxiob\e Cosy J i > AVC = TVC / Q
\250 P (o > AVC curve will first fall, then reach a minimum
\@1 ; and then rise (U- Shaped)
Vasiobie -, | ; TeC . e
Lo | ! verage lotal Cost (ATC or AC
» 5 [AEera w AT arc . ave
’ . _ _ H curve will first fall, fh hebi
< ) So  ivo (56 200 q‘;o’} ; V) 00\'?01 x and then rise (U-shaped ) l r'each QiAinmam
v - X
~ CA Mohnish Vora' (MVSIR) ey o R ‘V‘) :
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output fixed cost" “variable cost I cost fé:‘:f P variablefcost total cgsf . cost
0 1000 0 1000 ) : ] ]
1 1000 50 1050 1000.00 50.00 1050.00 50
2 1000 90 1090 500.00 4500 545.00 40
3 1000 140 1140 333.33 46.67 380.00 50
4 1000 196 1196 250.00 49.00 299.00 - 56 _ »
5 1000 255 1255 | 200.00 51.00 - 251.00 59
6 1000 325 1325 | 16667 | 5417 | 22083 70 -
7 1000 400 1400 | 14286 | 5714 200.00 75
8 1000 480 1480 125.00 60.00 185.00 80
9 1000 570 1570 11111 63.33 174.44 90 e
 Order books of MVSIR from- www.mvsir.in' =
¥10 1000 670 1670 100.00 67.00 167.00 LSS Enroll in-classes from- ultimateca.com
11 1000 780 1780 90.91 7091 161.82 110 Making pdfs o photo-copies on'sellingibooks of
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Marginal cost is addition made fo fotal cost by
production of an additional unit of output.

MC = Ain TC / A in Qutput
Or
MC = A'in TVC / A in Output

MC is independent of fixed cost.

The value of MC comes due to the changes in
variable cosfts,

MC curve becomes minimum corresponding to
the point of inflection on the total cost curve

MC curve declines first, reaches its minimum
and then rises ("U” shaped)

MC Curve intersects AC curve and AVC curve
at their respective minimum points.

MC & AC MC & AVC

AC falls » MC < AC AVC falls > MC < AVC
AC rises - MC > AC AVC rises > MC > AVC
AC min. > MC = AC AVC min. > MC = AVC

Pl ——
P

¥ Ouiput
| S HoRT Ruw AVERAGE COST OORVES |

b X

Long run is a period during which firp can yop,
L4

its inputs (Labour & Capital both) ~Xq

!| In the long run the firm can build any size op m,§
'] of plant and therefore, can move from one phm:J
i| to another. Long run is planning horizon.

A firm plans for the long run and operates in shart
run. |

Long run cost of production is the least possi,
cost of producing any given level of output when o
individual factors are variable.

Long run cost curve depicts functional relationship ||

How to select a Short Run Avergae Cost

between output and long run cost of prod.

- CA Mohnish Vora (MVSIR)' 4

Curve (SAC Curve) in the long run ? f \,¢

SAC Curve is aka. PLANT Curves ,!'

As per above figure, :'
- avoodt \

» For making output upto OB - use SAC 1 ) )
[l )
1 I

> For output more than OB, but less than | ! '

OD -use SAC 2 ! i

1 I

> For output more than OD - use SAC 3 | ¢o \; - S
i - outpot
: Loph _RUN AvE

7o) o
46 A % ‘

G Scanned with OKEN Scanner



mka. Planning Curve or Envelope Curve or Boat
Curve

LAC Curve is drawn so as fo be tangent fo each of the SAC
curves

However, LAC curve is NOT tangent fo minimum points of
SAC curves
» When LAC curve is declining, it is tangent to falling
rtions of SAC curves and
» When LAC curve is rising, it is tangent to rising portions
of SAC curves

“0Q" is the optimum output. This is because "OQ" is being
produced at minimum point of LAC and corresponding SAC

4 (as per graph). Production ot OQ is done at FULL
CAPACITY.

For producing output less than “0Q", firm will construct
relevant plant and operate it at less than its full capacity,

Whereas for outputs larger than OQ the firm will construct
aplant and operate it beyond its optimum capacity.

The falling portion (negatively sloped) region of LAC curve
is due- Increasing Returns to Scale and Economies of Scale

The rising portion (positively sloped) region of LAC curve is

‘éue] Decreasing Returns to Scale and Diseconomies of
cale

Economies of scale are cost advantages that enferprises obtain due fo their scale of
operation, with cost per unit of output decreasing which causes scale increasing.

[
BInTernallEconomies|

|
[BEXFernallEconomiess )

Internal economies accrue to firm
when it expands its output, so that
cost of production would come down.

Internal economies arise purely due
to endogenous (internal) factors

External economies are benefifs accruing fo
each member firm of the industry as a
result of expansion of the industry.

They are not dependent on the oufput level
of individual firms.

Internal Economies and
Diseconomies
1) Technical
2) Managerial
3) Commercial
4) Financial
5) Risk bearing

External Economies and Diseconomies
1) Cheaper raw materials & equipment
2) Technological external economies
3) Development of skilled labour
4) Growth of ancillary industries
5) Bettfer transportation & marketing
6) Economies of Information

%

However, external economies may cease if there are certain disadvantages which may

neutralise the advantages of expansion of an industry. External diseconomies are
disadvantages that originate outside firm, like in input markets.

> Eg- Rise in various factor prices. When an industry expands, demand of factors
(inputs) increases, leading to in increase in prices of factors, especially when they are

short in supply.

v

Moreover, oo many firms in an industry at one place may also result in higher

transportation cost, marketing cost and high pollution control cost.

%

Government may also, through its location policy, restrict expansion of an industry.

/~

CA Mohnish Vora (MVSIR)

(V)
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A Foundat ;

prices. They are abundaqt in supply thus do not
have scarcity. Example: air, sunlight efc

Economic Goods - They are scarce.in relation to
their demand and have an opporiunity cost. They
are exchangeable in the market and command a
price Eg clothes, mobile phone etc

price signifies the quantity of money necessary
to acquire a good or service. It is the money-
value ie. the purchasing power of an article
expressed in terms of money.

Value in exchange or exchange value, according
| to Ricardo, means command over commodities in
general, or power in exchange over purchasable
commodities in general.

Free Goods - These goods are free or have zero

Exchange value is determined in the

market where exchange of goods and
services takes place

A market is a collection of buyers and
sellers with the potential to trade.

A market need not be formal or held in
a particular place. Eg- 2" hand goods are
often sold through listing it in an online
websites. (OLX, Quikr etc)

Elements of Markets

1) Buyers and sellers;

2) A product or service;
3) Bargaining for a price;

4) Knowledge about market conditions; -

(rational buyers & sellers) and
5) One price for a product/service at a

. Business Economics.

NG AND' TYPES OF MARKETS

II) Geographical Area Classification

a) Local Market - Here buyers and sellers are limited
to a local area or region,

Highly perishable goods and bulky articles, (fransport
of over long distance is uneconomical) are sold here.
Also it is limited to a particular locality.

Eg- locally supplied services - hair dressers & retailers.

b) Regional Market - They cover a wider area such as
a few adjacent cities, parts of states etc.
Eg- Mekhela Chador (Assamese Saree), Yewle Tea efc,

¢) National Markets - When demand is limited fo
national boundaries of a country.

The trade policy of government may restrict trading
of a commodity o within country.

Eg- Hindi books - national markets in India.

d) International Markets - High value & small bulk

.......................................................... given time. commodities are demanded and fraded internationally.
Value in Use' and 'Value in Exchange' Eg- Gold and Silver.
Classification of Markets

Value in use refers to usefulness or utility i.e,

attribute which a thing has to satisfy human
needs

Value in exchange or economic value is amount
of goods and services which we may obtained in
market in exchange of a particular thing.

I) General Classification

a) Factor Market - Market in which
firms buy the resources (inputs) to
produce G/S. They allocate productive
resources to producers. Prices in factor

Above classification has become outdated as in modern
days even perishable goods have international market.

IIT) Requlation
a) Regulated Market - Here fransactions are
statutorily regulated, to put an end to unfair practices.

markets - factor prices. Eg. Stock exchange

In Economics, we are only concerned with
"'"ChAﬂﬂge value. Considerations such as
sentimental value is not considered in a market

economy, as it is Subjective.

CA Mohnish Vora (MVSIR)

b) Unregulated Market - Aka. free market - no
stipulations on transactions. Eg- Weekly (Haat)

Baazaars.
“mysirsin 4.1

G Scanned with OKEN Scanner

b) Product Markets - Markets in which
households buy 6/5 they want from
firms. They allocate goods to consumers.
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B

IV) Time

Alfred Marshall conceived the 'Time' element in
markets

a) Very Short Period Market - Aka. Market period
~here supply is fixed - cannot be increased or

decreased.
Eg- perishable goods- vegetables,, fish, milk, etc

Since supply is fixed, very short period price is
dependent on demand. An increase in demand will
raise the prices vice versa.

b) Short Period Market - Slightly longer than very
short period.
Here, supply can be moderately adjusted.

¢) Long-period Market - In long period, all factors
become variable and supply can be fully adjusted to
changes in demand by altering scale of production.
The interaction between long run supply and demand
determines long run equilibrium price or 'normal
price’.

d) Very long-period Market - Aka. secular period

V) Nature of Transaction

a) Spot / cash Market- Goods are exchanged for
money payable either immediately or within short
span of time

b) Forward or Future Market- Transactions involve

contracts with a promise to pay and deliver goods at
some future date

VI) Volume of Business

a) Wholesale Market- Goods are so
b) Retail Market- Goods are sold in small quantities. This is the market for ultimate consumers;

Id in bulk or large quantities. Transactions beiween tradeft

VII) Competition

Market Typest S8

AssLl lﬂ‘;i_..'_l,.‘i ; . !?%i?i]"(ﬁﬁ ﬁ\ﬂ‘@“‘ff@fﬁﬂ:— ' Oliqo f"‘l v | I(A'”["‘A; ~“ [
| ) T -

Very Large Large Small Numbers One

: . None 1o
Product Differentiation None Slight eibstaittial Extreme
Price Elas'rici:ry of . Smal
Demand of firm Infinite Large mall Small
Degree of control over Noriz Eoie Some \(ery
Conmderablu

1
:
:
1
1
1
1
1
1
1
1
]
1
I
1
1
1
I
1
1
1
1
|
i Number of Sellers
:
1
1
1
1
!
1
1
ll
:
1
]
]
]
1
1
]
]

Concepts Of TR, AR & MR

I) Total Revenue (TR)

IT) Average Revenue (AR)

AR = Price = TR/ Q

The amount of money which a firm realises
by selling a commodity. [ TR = P x Q ]

AR is revenue earned per unit of output.

Also, AR curve = Demand Curve of firm

IIT) Marginal Revenue (MR)

MR is change in TR resulting from sale of an

additional unit of commodity. (MR is slope of ™)

MR = ATR/ AQ or MRn = TR n- TRn-!
or MR = dTR /dQ

AR = Price > Happens in ALL fypm

'CA Mohnish Vora (MVSIR) AR

50

AR = Price = MR-> ONLY in Perfect Comp-___ l
y
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CA FW"d“ﬂ"" INew SY"GbUS Super Chart Book

ECONONICE CHAPTER 4 FRICE DETERMINATION AN DIFFERENT WARKETS |

RS AR,

SIOF MARKETS

______________________________________________________________________________________

A Relationship'>T AR} MR, TRI&IPricelElasticity/ofiDemand
For any falling average revenue (or price) , | MR= AR x e-1
schedule, (in Imperfect Competition) 30 [ e— ! —_—
0AR curve slopes }iownwards (inverse 5 25 //’ P ! £
relationship between price and gty dem) ] 4 TH Portion of | Value MR ™
OMR < AR 2 MR declines more rapidly than e / 3 { |[Gbemand Curve | of € i o :
AR = because any reduction in price applies "V £oa v o ' Mid Point e=1 MR =0 TR = maximum
to all units sold. ‘ il A - o:nr»u'r E - .
. b i z ) : 1| Upper e>1l | MR- positive TR = Rising
H ;-R I'M:.:‘xl}f e: MVI; iesnn eq aﬂvls Posiiiie. & IR 12+ A Lower ~ | e<l | MR- negative | TR Falling
eclines whe e. : . ,
O TR initially increases at diminishing rate due :;T:;_T:,Jj__ghgjguchLEginc;jplgg__i_f,:‘_...,,
to diminishing MR and reaches maximum & i [
then it falls. (Inverted U shaped) i ‘ Principle 1 ] ( Principle 2 ,
0 When MR becomes zero, the TR is maximum, " JSutaJad T | 1 |A fi i i
slope of TR is 0 v Al L 1| » A firm should not produce r-oifi':;n z:)nll Tn?:.m.uz'z
____________________________________________________________________ T t all if its total variable P
_ ” Ay e | losses) at MR = MC
For constant average revenue (or price) AP A i | costs are not met (TR<TVC)
schedule (in Perfect Competition) | i : »When AR = AVC > | .
QMR = AR = Price § P— ' ag-yg | | Shutdown point I N
QAR Curve = Demand Curve = MR Curve > ': > Shutting down is 1gmporary 1 ' f !
Horizontal straight line parallel to X axis > ! a dges Norimgaligoig our gt | | =
Perfectly elastic demand (Ep = o) - Y o ! bsiness. s ! -
I TR will be upward sloping straight line R E EI ?T shut dowlnTpoli‘vC: i "
1 rice is equal to .
Strict Legal action along with monetary penalties will be levied on_anyone making pdfs, EEECHLIRRE ) |/
L Photocopies or selling MVSIR's books. Kindly refrain from doing such things ... U Total loss = TFC SR RO
CA Mohnish Vora (MVSIR) ) e 43
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AL Ant Rank
T POOA

DIFFERENT. MARKETS | UNET 2= D

CE DETERMIN AT N N D e
5 Situation Effect Diagram \:A . Sifuation
Ne. 1 § INo. | ;
. A | . N}
. N Qty Supplied R /9 ‘ Increase m'DTemand Remains
Mkt Price > Equi Price decreases | . TR ; ] A Is equal 10 Same Tneregg,
Downward & - ; ! Increase in Supply
1. ie,Qty Sup. >Qty | Pressureon | Qfy Demanded ; ; ; .
Dem. Price increases 4 o : Increase in Demand
(Surplus) il P 8. is greater than Increase | Increg,
Upto Equilibrium | by x| Increase in Supply
: A ! Increase in Demand
Q::Cf:ﬁeh:d 1T s 9. is less than Decrease | Increns
Mkt Price < Equi Price Upward ) : Increase in Supply
it |
2. . Pressure on | Qty Demanded | * [t/ | Decrease in Demand ;
18 Qf(ys}?;ﬂ; (;;;ry Dem Price decreases e s R | AN 1 10. is equal to R:;nrs;ns Decrease
9 o f-a ! : Decrease in Supply
Upto Equilibri / Uy ; :
____________________________ pOEqu“bmum‘ Decrease in Demand
e 1L is greater than Decrease | Decrease
Effect S : N )
S- Situation i ecrease in Supply |
2 Equi Price | Equi Qty 5 Decrease in Demand }
E 12 is less than Increase | Decrease
3 Increase in Demand | Increase | Increase |Ep : Decrease in Supply
:'"('W'H"‘B'“H"J ------------------------------- —
i i~ When both demand & supply increase, ‘but no other dafs
4. | DecreaseinDemand | Decrease | Decrease 5 Zlvfené' then EQ increases, but effect on EP cannot be
5. Increase in Supply Decrease | Increase , f,' .er‘mmed
_ — » S;;mlarly, when both demand & supply decrease, but 8
6. | Decreasein Supply | Increase | Decrease Eq i Other data given-> then EQ decrases, byt effect on EP |
— — = 722N\ ' ___cannot be determined _ |
CA Mohnish Vora (MVSIR) | (V) HEa s
A& . 4
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e emmmmmm e m O m D S e o

e 2L ™~
Blet-dat MmAandt L),
] 'l \ef UL IS

DETERMINATIONIIN DIFFERENT:

_________________________________

G S Ll e R

P

Situation

Increase in Demand :
13. is equal fo Increases Remains
Decrease in Supply Same

Increase in Demand

14, is greater than Increases | Increases
Decrease in Supply

Increase in Demand

5. is less than Increases | Decreases
Decrease in Supply

Decrease in Demand

16. is equal fo Decreases s
Increase in Supply : S

Remains

Decrease in Demand

17. is less than Decreases | Increases
Increase in Supply

Decrease in Demand
8. is greater than Decreases | Decreases

: Order books of MVSIR from- www.mvsir.in
» When demand increases & supply decreases™ EP rises but

effect on EQ cannot be determined Enroll in classes from- ultimateca.com

7 When demand decreases & supply increases> EP falls but | [ Pt SRS ta s R
effect on EQ cannot be determined action will be taken,

CA Mohnish Vora (MVSIR)

selling books of MVSIR is NOT allowed. Strict legal
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I /TPUT. DETERMINATION UNDER DIFFERENT MAR

CA Foundation New, Syllabus SRS
' R 4 |UNIT 3 - PRICE OUTP

ECONOMICS CHAPTE .
Features / Characteristics of Perfect Competition ] ' \
> Share of each seller & buyer in markef = is too ! \
g | Large - number of small > unable to influence price, demand or |;
buyers and sellers supply __\

» Perfect substitutes _ "

l-‘l;moge'}o:s d oy Buyers have no preference between different ! T
Identical Products sellers and different units of goods |

ﬂ '

> The price of a commodity and the
quantity exchanged per time period

depend on
Uthe market demand and
supply functions and
U the market structure,

# Market structure > the way sellers

~ No legal or market related barriers to entry &

& buyers interact to determine 1

equilibrium price and quantity, 1t || 3 Free Entry & Exit ; . "

dg‘rermines z Firis paqwer :Z Fix Y special costs to enter an industry. ; —_—
: Above 3 characteristics gre conditions for pure competition 7 i

the price of its product, [Bargaining
Power]

Perfect knowledge | > Both buyers and sellers hqye all information
of market condition relevant to their decision to buy or sel|

L Very low | ~ Buyers and sellers do not have to spend much

» The level of profit maximising price
is generally different i different
kinds of markets due to differences
in the nature of competition,

transaction costs | 1ime and Mmoney fmdmg each other
~ No advertisement required,

# Firms accept price determined p market
: All firms | - Price taking applies to consumer'syas wel| "ok
/| 6 | individually are | » There is perfect knowledge gnq perfect Mobility

;)) ;ir::;?";ompeﬂﬂon, price takers if any seller raises his po
3) monopolistic competition & e
9 oligopaly T e

and how these market Structures
| operate to determine short-pun and
| long-run equilibpiym price and quantity.

7 In this unit we will discuss foup
market structure-

financial instruments (stock, bonds, fope; "
exchange), precious metals (gold, silver, platinum) 9
the above examples approach the condition of perfect competi

3
: O
ST Rt
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CA Foundatio

» Industry > large number of independent
firms in similar business

» When total output (Mkt supply) of industry
is equal to fotal demand (Mkt Demand)>
industry is in equilibrium in short run

f'Flrm isin equnhbmum 9 maximizes its profn‘

» Output which gives maximum profit to the
firm is called equilibrium output. In the
equilibrium state, the firm has no incentive
either to increase or decrease its output.

»PC Firms are price-takers. They have to
accept price determined by market forces.

» Demand curve of each PC firm is perfectly
(or infinitely) elastic

»In PC firm, MC curve above AVC has
__ identical shape of firm's supply curve.

{4) Markat (b} Individual Seller

PRICE

D/AR/MR

k'l

QUANTITY

o
ouanTiTy N M X

It order condl’rloné MRl MC
2" order condition> MC curve should cut

MR curve from below. (MC > positive slope)

EqUilibriimior PCIR FminEong IR Un
> In long run> firms can alter scale of operation &
freely enter or exit PC industry.

Ty

» PC firms are in long run equilibrium=> when they have
adjusted their plant to produce at minimum point of
their LAC curve, which is tangent to the demand

A PC firm can in short run-

Q Normal Profit-> AR=AC or

O Super Normal Profit > AR > AC or
O Losses > AR <« AC

(I ik I L MC | curve defined by the market price.
8 s | . : : 2 @
& g \| >In long run, all PC firms will be earning just normal
| IR . - A R T Ban=uR profits, which are included in the ATC.
o i % B (b)
S e
° x O i FIRM ¥ INDUSTRY
°”“”“TY o e
[Can! itsli 8
N o I B SMC1 SACy &l o Sy
MC 13
w L EEr ': ) ATC : P =AR= MR P e Y A a e ey
4287 W , @% SAC
(L_ﬁ) . T “ ';' / 1 Py W P
? R E AR=MR=P | N s iz
[ l_ 4 i : T e
A &, ) 18 OUTPUT X o ) o, X
- 1 QUANTITY DEMANDED
: & SUPPLIED
i| > The condition for long run equilibrium of PC firm is
i|  that MC = Price (AR) and MC = LAC
o |
Q QUANTITY | > At equilibrium, SMC = LMC SAC=LAC=P=MR
Ls

Order books of MVSIR from- www.mvsir.in

Enroll in classes from- ultimateca.com -

CA Mohnish Vora (MVSIR)
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[Three conditions:
1) All firms in industry ar

2) No firm has an incentive either fo enter or exit industry

e in equilibrium (maximizing profit)

as all firms are earning normal profit.
3) Price is such that mkt supply = mkt demand

> A firm pr
PC firms are optimum

which is shown by-

<

INDUSTRY
D

PRICE

\/
7

COST/REVENUE

FIRM
LMC

SMC

\51 SAC

(b) Consumers pay mi
(c) Plants are used to

— (a) Output is produced at minimum feasible cost.
nimum possible price> just co '
full capacity - no wastage of resources i.e. MC = AC.

its i.e. AC = AR.

oducing output at optimum cost (min pt of LAC) > optimum firm. In long p,, ||
firms having optimum size Al

5 Thus, under PC, in long run= market mechanism leads to optimal allocation of resounce,

vers MC i.e. MC = AR. (P = MC)

LAC | (d) Firms earn only normal prof S
MC = MR), but the level of profits will be just normal.

(e) Firms maximize profits (i.e.

P=AR=MR

In other words, in the long run,

M ouTPUT

(f) There is optimum number of firms in the industry.

LAR = LMR = P = LMC = LAC - optimum allocation of resources.

"Monopoly’ = “alone to sell”.
Monopoly is a situation in which
there is a single seller of a
product which has no close

substitute.

Pure monopoly is never found in
practice. However, in public
utilities such as transport,
water &electricity, we may find

Monopoly firm has control over

Single
seller of
product

Only one firm producing or supplying a

product.
No distinction between firm and industry

(absence of competition)

Barriers
to Entry

Strong barriers to entry which could be
economic, institutional, legal or artificial.

Market
power

Monopoly firm has ability to charge a
price above MC and earn a positive profit

(AR > MC)

No close
substitutes

market supply (price maker)
Sells a product which has 1
close substitutes.

Cross elasticity of demand *
zero or very small.

Price elasticity of demand is les

than 1.

Steep downward sloping demand

curve.

monopoly market.

CA Mohnish Vora (MVSIR)
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Indian Railways in speC|f|c trains.

. ' “L CondifiCrsEFomEqUiliBriuiof: ]:.FJ ,mutusrzit&%um» lossestinishorticun? \
m th are downward slome v4 | TR T Sl B :
curves. 1| 1st order condition> MR = MC W'; VES, if AR < AC
sl AR '-, i| Should firm shutdown ?
0slope of MR = 2x zpi of AR u 1| 2" order condition> MC curve |i| Tt depends,
JR curve lies half-way between AR curve |& | should belov. | |
4y oxis. ie it cuts horizontal line |* E SMO; 5 cut- MR c;:rve from below. | If AR < AVC , then shufdown or else
between Y axis & AR into two equal parts E i . pisiliveslope) J:_continue
= ' w Y
0 4R cannot be zero, but MR can be zero A VR DR g - ATC :E’ , = SMC SATG
or even negcmve N e . i E’ » \\ :
= ' 2 P E NN
4 , WO e e E 8;: ol :. %C &N
Simple monopoly Dlscrlmmn'hnq monopoly I ] : Pl B
: Here the monopolist charges |} P s - : :
'ﬁ"iﬂe the_ m?nopollls‘fb c:Sgges different prices from different |i C NE 4
B prueiTom o 2 buyers of same good or service | o ;
For eg, Indian Railways charging : ok i
seme fare from all AC 3Tier || For eg. Dynamic fare charged by |;

5> In absence of competition, monopohs’r need not produce cﬂ

_Order books of MVSIR from- www.mysir.i
optimal level. He can produce at a sub-optimal scale also. =

» He need not reach minimum of LAC curve; he can stop at
any point on the LAC where his profits are maximum.

Making pdfs or photo-copies or selling books of
> Monopolist will not continue if he makes losses in long QAV?E is NOT allowed. Strict legal action will
run. He will continue to make super normal profits even in | [AdaNAUS

long run as en‘rry of outside flr-ms is blocked

CA Mohnish Vq

(MVSIR)

G Scanned with OKEN Scanner



14

CA Fou

=T ' ting market info each individua
ice di Tion occurs when a producer sells @ specific || Separa : :
; PGP/I;GT?)IS;;I;T:::M buyers at fwo or more different prices |i| gingt | consumer & .char‘ge them dlf;‘er;en‘r prices
for reasons not associated with differences in cost. i Degree (extract enfire consumer surplus
: its. i (Custome | Eg- Doctors, lawyers, consultanis efc.,,
> Adopted by a monopolist > fo earn abnormal profi |G g- L 'S, e
; se ees, prices decided,
5 Price  discrimination cannot persist under. perfect |: v ek z:g?;:g fferert. i
competition as PC firms have no influence over price. ‘
-------------------------------------------------------- i There are two possibilities here: .
. 1) Larger quantities available at lower unit

[ 1) Seller should have some control over supply of his | price. ‘ 2
product (price-setting power) second Eg- family pack of soaps or biscuits tends

2) Seller should be able to divide his market info fwo or Degree to cost less per .kg than smaller packs.
ke el more _ _ ' (Quantity 2) Each consumer pays different price for

3) i{‘jéf;:“‘fs'g:;wm;i ] fsroduc’r should be different in | wise) : con‘sebc;lﬁve purchases._) h -

ITTeren ¥ . : - mobile sim service=> charge higher

Charge high price = for buyers having inelastic demand | in%-ernnef prices when consumption exceeds a

Charges low price > for buyers having elastic demand - : particular limit.

4) Not be possible for buyers of low-priced market to |i : , : :
resell to buyers of high-priced market (no market |! Price varies by aftributes = location or
arbitrage) ': customer segment.

Objectives of Price Discrimination | /| Third | Divide consumers info separate sub-

(@) to eaimmax it :| Degree | markets &charge different prices in

. imum profi 1| (Attribut | different sub-markets.
(b) to dispose off surplus stock e wise)
(c) to enjoy economies of scale ; Eg- Dumping, charging different prices for
' . ping ging P
(d) to capture foreign markets and ] domestic and commercial uses, lower
(e) to secure equity through pricing. 3 ﬂices in railways.for senior citizens, etc.

CA Mohnish Vora (MVSIR)
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» There is loss of o
welfare as the price
higher than marging|

Onolmc
P(lld is
Cost,
» Price disc. results in reqyg,
consumer surplus.

l

Advantages' of: Price Disc!

» Increase in revenue due
price disc. will enable sone
firms to stay in business

» Many essential services (eg,
railways) cannot  be
profitably run unless price
discrimination is followed.

> By peak load pricing, firms
having capacity constraints
> spread its demand fo
of f-peak times.

5 Poor consumers, will benefi
from lower prices 03 they
would not be able to
purchase 6/5, if unn‘orr:
high prices are charged 0

L all consumers
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""" monopolies arise?

mol_ over a
gearce resources, inputs or
technology .

2) Conﬂ‘O' ov.er' a unigue
product difficult to copy .

3) Governments granting
exclusive rights

4) Patents  and  copyrights
given by govt fo encourage
innovation

5) Business  combinations or

cartels

6) Extremely large start-up

costs even to enter market

7) Natural  monopoly  arises

when there are very large

-~ economies of scale.

8) Enormous  goodwill enjoyed

by a firm for a long period

9) Stringent  legal and

regulatory  requirements

effectively discourage entry
of new firms

0)Using  anti-competitive

practice (predatory tactic),

like  limit pricing  or
predatory pricing  (selling
below cost)

1)

| 2)

3)

4)

5)
6)

Economicleffectsiof monopoly,

Reduces aggregate economic welfare >
loss of productive & allocative efficiency.

Monopolists  charge higher prices &
produce lower output

Monopolists earn economic profits in
long run which are unjustifiable.

Monopoly prices exceed ‘marginal costs
> reduces consumer surplus.

Restricts consumer sovereignty

Monopolists may use unjust means for

creating barriers to entry to sustain |} ;

their monopoly power.

Have substantial financial resources

influence political process in order to
obtain favourable legislation.

Do not have incentive to introduce
efficient innovations

Use their monopoly power to pay lower
prices to their suppliers.

Economy >  suffer from X
inefficiency> loss of management
efficiency where competition is limited

CA Mohnish Vora (MV

or absent.

TONIUNDER DIFFERENTIMARKET. FORMS

than price.

> Eg of monopolistic market- soaps, detergent, toothpaste etfc

» Contains some features of both markets- monopoly & perfect comp.

> Large no. of sellers selling differentiated (similar l_au’r not
identical) products < to attract customers on some basis other

P/ Business Economics

Monopolistic.Competition

Features of Monopolistic Competition

1| Large no. of

sellers

Large number of sellers-> small share in mkt

)  Product
" | differentiation

| Products of different sellers are differentiated

on basis of brands> close substitutes> demand
is relatively elastic.

Firms use size, design, colour, shape,
performance,  features,  packaging &
promotional techniques to make their products
different. (may be true or fancied)

This market > blend of monopoly & PC.

i13| Freedom of
entry and exit

Firms are free to enter or exit the market

4 Non-price
competition

They indulge in aggressive advertising, product
development, efficient after-sales service etc.

Avoid price wars > throw few firms out of
market or reduce profit margins.
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# Long run equilibrium > produce at falling :
portion of LAC curve> producing lower |i| Price given, decide | Decides on both | Decides on  both

quantity than its full capacity level>

only about output | price and output price and output
_leadmg to excess capacity.

I e jon tnden MonopoliSTICIComp I KT
L L s about price & |i Perfect Monopolistic
Since product is dnf‘eren’rmfed% each firm makes independent decision P g Competition Competition MOﬂopo!y
fput. . - : - -
E‘;cﬁdﬁf‘m > price maker > some control on price due to prod diff. | ! Price = MC Price > MC Price > ¢
Flatter !
More Similar o gy More  pp  Mere o ™ bemond Curve || pr than | Price  is  high | High
Substitutabili Elastic Demand Demand Curve | Price less than | Pr gn | Highest eqy
___‘f’f_"_‘_’_‘_’f‘,’_“ff‘f’.‘-?.-‘_"f'_‘ir.E’.rf’.df’.cis --------- u'a'wt “““““ | other markets compared to PC price il
[ =5 : wnlietisr Camt Bir V[ wefi] MO IGROHSTICRCOMB P !
: ? : in_Long Run ! .| Downward  slopin ,
 ____ — 3 ;l: - V}I" » Fr—— j Demand curve is | Ping E: (;N E‘g;ﬁ;j Sloprg
[ st . R = MC i | 7 In long run = all monopolistic comp. firms infinitely  elastic ;
1t order condition> M \ i e i (Ep- oo)y elasﬂc( i I;iemand Inelas’r(lé: demmang
] . : . , curve (Ep curve (Ep <1
2n:r O;J?f: r condm;ne Mbil;:lrve(,z}éou_lg i | » At equi. 2 do not produce at min pom’r of LAC — - l
22 SCUE O : t| > do not fully realize economies of large |i| TR straight line ™ i d U -
positive slope) j " : inverte TR inverted y
Uik )| scale prod-> not used to optimum capacity. positively sloping shaped shiis
| ! through the origin P
; 1| » Any attempt to produce more > irrational
1| > fall in AR > fall in AC No price | Depends on extent | Can practice pric
5 discrimination of monopoly power | discrimination

No selling costs High selling costs | Low selling costs

o il i . ' i lly ot
— IRl at LR Eggl at LR Equi generaly
SRS . ) L ; min;rﬂu'maAc f:z'mmg portion of Szccline portion o

Eq Qty is highest | Eq Qty less than PC | Eq Qy is lowest_
of

R |

No wastage of Huge wastage on Wastage
| resources advertisements resources
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ECONO PTER 4 | UNIT'3-PR
== Olgmly
;olop ‘competition among few' (2 to 10 fir‘msT
; prof. Stigler defines oligopoly > “situation in

Jhich a firm bases its market policy, in part, on
expected behaviour of a few close rivals”,

A FO

Prcela ottpuDecisen |
" An oligopoly firm cannot have |
sure & determinate demand
curve, since demand curve
keeps shifting as rivals
change their price in reaction
to price change made by a firm.

BE

et bl R

Pure oligopoly or perfect oligopoly occurs when the product
is homogeneous in nature, e.g. Aluminium industry.

It tends to process raw materials (intermediate goods) that
1 | are used as inputs by other industries. Eg- are petroleum,
steel, and aluminium

» Eg of Oligopoly- cold drinks, automobile, Airlines,
petroleum refining, power generation, mobile
telephony & Internet service providers etc.

Differentiated or imperfect oligopoly occurs when goods

sold is based on product differentiation, e.g. Talcum powder. Now, what price & output to

be fixed cannot be
ascertained.

Open oligopoly > new firms can enter: market & compete
2 | with existing firms. g1 '

However, economist have given

some price-output models
When few firms of oligopoly market come to common ' T
understanding or act in collusion > fixing price or output or 1 = ﬂ;? el
A both, it is collusive oligopoly. i|1) Ignore firm's inter

In closed oligopoly entry is restricted.

Each seller is big enough to
influence market. A firm has to

Strategic necessarily respond fo its rivals'
Interdependence | actions, and  simultaneously
rivals also respond to the firm's
actions.

dependence

When there is absence of such an understanding among the
firms and they compete with each other, it is called
competitive oligopoly. :

2)a) Cournot model > firms'
control variable is output.
They do not collude.

2)b)  Stackelberg's _model
leader commits to an output >
rest of firms are followers
2)c) Bertrand model, price is
control variable

Firms use aggressive &
Importance of | defensive marketing weapons to
advertising and | gain greater market share.
selling costs | Firms avoid price cutting & try
to compete on non-price basis

Oligopoly is partial when industry is dominated by one large
firm > looked upon as leader of group. Dominating firm will
4 | be price leader

No generally accepted theory Full oligopoly-> Absence of price leadership.
of group behaviour.

Group Behavioyr | MMS May agree fo pull together
as a group in promotion of their

common interest. May or may nof

: have a leader.
CA Mahnish Vora (MVSIR)

Syndicated oligopoly> Firms sell their products through a
centralized syndicate.

3) Enter into agreement and
Orqganized oligopoly - Firms organize themselves into a |:| fry fo pursue their common

o e s e s g, | eyt s hE-
61
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_Price Leadership
» Cartels > A group of firms that
(collude) 1o

explicitly ~ agree
coordinate their activities> leads to

high market power & earn monopoly

profits

» But it is possible that there is a
dominant firm surrounded by many
small firms (fringe firms). These
firms are too unreliable~> large firm
then decides how to set its price

1) Live _and let live philosophy->
Dominant firm accepts presence of
fringe firms and sets price to
maximize its profit (price-leadership

by dominant firm)
2) Price leadership by low cost firm—>

Price leader sets price in a manner
that it allows some profits to

followers also.

3) Barometric price leadership> An old
or most respected firm acts as a
leader and  assesses  market
conditions about demand, cost,
competition etc. and makes changes in
price which are best from view point

[ of all firms.

CA Mohnish Vora (MVSIR)

r

» As per Paul A. Sweezy, prices in oligopolistic
industries remain sticky or inflexible.

» Price rigidity under oligopoly is explained by kinked
demand curve hypothesis (Sweezy's Model)

» Kinked demand curve faced by an oligopolist has a
'kink' at the level of the prevailing price.

O segment of demand curve above prevailing
price level is highly elastic (when a firm raises
price, competitors do not follow)

O segment of demand curve below prevailing
price level is inelastic. (when a firm decreases
price, competitors will follow)

PRICE

Kinked Demand Curve :

Order books of MVSIR from-

/ ADuopoly : /

| A subset of oligopoly where there are only two firms in
www.mysir.in

market.
classes from-

Enroll in

Market where there is single buyer of 6/S & is
ultimateca.com

applicable to factor markets in which a single firm is

Monopsony
the only buyer of a factor.

selling books of “MVSIR is

Making pd hoto-copies 0
I aking pdfs or p P i
allowed, Strict legal action will ¢

Market where there is a small number of large buyers

Oligopsony & is relevant to factor markets.

1
I
!
!
I
!
'
1
1
i
1
]
1
1
1

1
1

I

1

I
1

!

|

1

I
]
1
1
I

1
1
1
!

1
|
1
]

Market structure where there is only a single buyer
and a single seller i.e. it is combination of monopoly

market & a monopsony market

Bilateral
monopoly
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Chapter 5

Business Cycles
(Weightage: 5 Marks)

___ Note- Making pdfs or photo-copies or selling books of MVSIR is NOT allowed. Strict legal action will be taken-
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CA Foundation'New! Syllabus), @*0 :

EXpansion
(aka' Boom
or\Upswing)

Business Cycles- Introduction

B
Dt

Phases of
Business
Cycles

-  ; (aka
Prosperity)

» The rhythmic fluctuations in aggregate economic activity
that an economy experiences over a period of time are called

business cycles or trade cycles. é y A \
» A trade cycle is composed of - — '\
» Periods of Good frade characterised by rising prices | GDP Peak & Trough are \
and low unemployment percentage, (Expansion) E collectively calle \
: “turning points" |
» Periods of bad frade characterised by falling prices |1 busin%sps Cycsieof
and high unemployment percentages. (Contraction) E :
» Business cycles is that they occur again & again but not |: ,
always at regular infervals, nor are they of same length. E “'

o o o e o it % ot o et e Bt o ot et ot o e o Ot O o ot o o o o

Expansion (aka Boom or Upswing)
Increase in national output
(produc‘rign of G/S)

e .. S

. "Pedk (aka Prosperity) ko

it

Growth rate in expansion stage eventually slows down and reaches its peak. }

Peak = top or highest point of business cycle.

* Increase in employment;
* Involuntary unemployment

In later stages of expansion,

PdimostB i Increase in Expansion » inputs are difficult fo find as they are short of their demand ond
. Frictional ;memp (change sales, profits, stage therefore input prices increase.
: |
+ Structural unemp, (skills | prices and bank there is full greater strain on fixed income earners. _ ‘
mismatch) may e ist. ‘ credit employment » Consumers begin to review their consumption expenditure on housing.
| S— . of resources durable goods efc.
Increase in income :g; p::::l.c;\fr: Actual demand stagnates.

int
It is end of expansion & it occurs when economic growth has reached poif

iy s 1 ; : . : rraction
where it will stabilize & then move in reverse direction, starting confract
staae

(demand for all types of capital &
goods and services rises) consumer exp.

j
%7 . s |} : . . : , i iina and
of jobs, strikes) or rising stock continues fill ! » Qutput prices also rise rapidly leading to increased cost of living
Increase in agg, Demand | l Increase in ] possible %

—
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~ producers do not instantaneously recognize pulse of econom
(that contraction is coming) & keep anticipating high level of
demand (because earlier expansion was going on), and maintain
their investments.

» Severe confraction in economic activities pushes economy into phase of
depression.

> Growth rate becomes negative> national income & exp. declines rapidly.

» Consequence is mismafch between demand & supply. Supply far

» Agg. demand decreases, prices are lowest - forcing some firms fo shutdown. It
exceeds demand. Gradually it spreads to all sectors.

leads to mounting unemployment which leaves consumers with very little income.

» Producers, now being aware of above, respond by t| > A typical feature of depression is the fall in the interest rate. With low
O holding back future investment plans : interest, people's demand for holding liquid meney (i.e. in cash) increases.

0 cancellation of orders for equipments & inputs incl. labour. > Despite lower interest rates, demand for credit declines because investors'

- : o 2 confidence has fallen. It may lead to possible banking or financial crisis.
» This in turn generates a chain of reactions in input markets and

producers of capital goods and raw materials in turn respond by
cancelling and curtailing their orders. This is beginning of
recession. 1 '

» Industries, especially capital and consumer durable goods indusiry, suffer
from excess capacity. Large number of bankruptcies and liquidation.

Recovery

» Decline of aggregate economic activity over a period of time is

RECESSION (when confraction stage lasts for 2 or more quarters |4 | » The economy cannot continue to contract endlessly. Trough lasts for some time &
continuously, then it is called recession) || marks end of pessimism and beginning of optimism. This reverses process.
Decrease in input demand Tnvestor confidence isat its || 4 i: :zzzsw(;tk:i:e;zai;:elTI':J/er-f:E e"s‘ labour market. Pervasive unemployment
___pulls input prices down - lowest & stock prices fall :. P ges. v
T—— ‘ - —Z | > The producers anficipate lower costs and better business environment. Slowly
L s ey [ Bank credit decreases | t| business confidence takes off, & firms start to invest again and to build
_Leads to decrease in income | g 1 g '
[ Business firms become pessimistic |!
Producers lower their prices W about future and Investments, |i| > Technological advancements require fresh investments; thus bank credit
idispioff inventories prodn and emp. further decline Ji| increases. employment incr, agg. demand picks up and prices gradually rise.
11 1
e == (Aggregate demand further fa:ls, |i| » Price mechanism acts as a self-correcting process in free market economy.
mers, expect further demand & su : . , , : ;
decreases inp:rices and 5 9“2126;5,'“??12,‘ widened angp Y 1| » Spurring of investment causes recovery of economy. This acts as a turning point
postpone their purchases gecession' becomes severe  Ji | _ from depression to expansion.

CA'Mohnish Vora (MVSIR)
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a) Business cycles occur periodically, but do not exhibit the

. SaMme reguloriy,
duration & intensity of fluctuations varies. Y- Thy

- - L e s
2 e ey AR S mmad s+urning points o business CYCL’—S-
¢ £ = - - . T X

b) The phases seldom (only sometimes) display smoothness and regularity,

. ¢) Generdlly originate in free market economies. Get iransmitted to ql Secton
Leading Indicators . : . .
. d) Capital goods & durable consumer goods industries are disproportigg,,
Ircicator that changes before (prior o) eccromy starts 1o futiom (more) affected. Industrial sector is more prone compared to agri. secto
¢ particular paifern ‘ . o
! e) Complex phenomena; they do not have uniform characteristics and causes.
| Eo- Changes in Steck Price, value of new orders for consumer
| goods & capital goads, building permits for private houses, delayed 1| f) Repercussions of get simultaneously felt on nearly all economic variables
i
¢

g) Contagious and are international in character.

Lagging Indicafors

h) Have serious consequences on well-being of society.

Causes Of Business Cycles

External or Exogenous Causes

[ Wars J
[ Fluctuations in Investment ]
(

[tttk el L T T T

Lagging indicators reflect economy's historical performance and
an

(st
changes in these indicators are cbservable only after an economic
trend has dlready occurred.

If leeding indicators signal the onset of business cycles, lagging Internal or Endogenous Causes

indicators confirm these trends.

Fluctuations in Effective Demand ]
i

Eg- unemployment, corporate profits, labour cost per unit, inferest

1
rates, consumer price index, commercial lending activity ; Post War Rec"“"”“@

{
( .
Variations in gov'ernmenf spendingJ [ Technololgy shﬁi_s_——j
[
f

Coincidental / Concurrent Indicators

Natural Fa@
|
Population @

e/

L Macroeconomic policies
1

They coincide or occur _simultaneously with business-cycle
movements. They describe current state of business cycle.

Money Supply ]
1

Eg- GDP, industrial production, inflation, personal income, retail sales Psychological factors ]

CAMohnish Voral(MVSIR). A
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Causes Of Business Cycles

/—- +H 2 . -
Jacroeconomic licies (monetary & fiscal policies) also
cause business cycle

ionary policies - Policies resulting in i i
3 Eggﬁem:ﬂ (%esul’rs in booms) ? N eneni
» Fiscal Policy- Increase government spending and
tax cuts,
> Monetary Policy- Softening (decr) interest
rafes.

O Anti-inflationary measures - Policies resulting in
decreasing agg. demand (Controlling inflation)
» Fiscal Policy- Decrease government spending and
increasing tax,
> Monetary Policy- Increasing interest rates.

Other Important Points

Businesses whose fortunes are closely linked to the rate of economic growth are referred

To as “cyclical" businesses.

These include fashion retailers, electrical goods, house-builders, restaurants, advertising,
overseas tour operators, construction and other infrastructure firms.

During a boom, such businesses see a strong demand for their products but during a slump,
they usually suffer a sharp drop in demand.

Demand-Pull Inflation

If demand for goods and services is more than their supply, the resultant increase in price
is called Demand-Pull Inflation \

1) Great Depression of 1930
Longest & deepest depression of 20th century - during 1930s in USA. Global GDP fell by

e e i e o o
1

|Business Cycles are caused due o 15%. Keynes regarded lower aggregate exp as the cause while as per monetarists banking
Keynes fluctuations in aggregate effective demand iRy and loWtwioney; aupply were the causes
- 2) Information Technology bubble burst of 2000
: Business  Cycles are CGUS?d due to|i| Aka. Dot.Com bubble (1997-2000). Many new Internet-based cos. (dot-com cos.) were
Pigou  lanticipations of business firms & are|:| started. Due fo over-optimism, investors were less cautious & stock prices of these cos.
affected by waves of optimism or pessimism | | increased, but could not sustain & stock market crashed.
- - e
Schumpeter Eﬁ::)ness Cycles are caused due to innovatio 3) Global Economic Crisis (2008-09)
.r'y. H After IT Bubble burst, With lower inferest rates > households, even with low
i Business Cycles are caused due to cobyle creditworthiness, began to buy houses using loans. Increased demand for houses led to
icholas Kaldor theory - present prices substantially, increased prices.
| |influence production at some future date. Loans were given Ievr»;ln to sub_-grirtl:e hou5ehéildls_. ngs.zegogere built in excess during boom
Busi . moneta & due to oversupply, nhouse prices began to decline in 3 '
Hawtrey Pll'::lnnoerzznon C)Lljcrllglannsd ch%l:\r;lz in supply z Housing bubble got burst in the second half of 2007. Sub-prime households started
" . i & d |
12 oney may cause business fluctuation. defaulﬂnglglkltgisf = fcbxuseﬂhu?e oisevsv TO fh_,e _bénk_s‘ —
; = S ‘v‘ e B ;
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Chapter 6

Determination of National Income
(Weightage: 15 Marks)

Note- Making pdfs or photo-copies or selling books of MVSIR is NOT allowed. Strict legal action will be taken
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Business &

of National

CA Foundation'New Syllabus S
" CHAPTER 1 - Determination of National Income | UNIT 1 - Macro E

e RS SIS LSS

Usefulness And Significance Of National Income Estimates

( It provides a framework for analyzing the short-run performance.

2) The distribution pattern of national income helps businesses to o,
future demand. cast

National Income - Basics
> The performance of an economy depends on the outpu? of
goods and services produced by it, which is measured by
National Income.

\v4

National Income is defined as the -
» net value of
> all economic goods and services
» produced
» within the domestic territory of a country
> inan accounting year
> plus the net factor income from abroad.

According to the Central Statistical Organisation (CSO)
‘National income is the sum fotal of factor incomes
generated by the normal residents of a country in the form
\___ of wages, rent, interest and profit in an accounting year". -/

3) Economic welfare depends on magnitude and distribution of national income

4) NI shows composition and structure of NI of different sectors & variqy;
in them. Helps to make comparisons of trend and speed of development s

5) Provides quantitative basis for assessing, choosing & evaluating economic
policies

Y

comparisons of statistics, such as ratios of investment, taxes, to GDP

\Z Shows income distribution and possible inequality in its distribution. Make

Provides guide to make policies for growth and inflation j

L

Gn order to calculate National Income, first E \ f \ - I i
, : Monetary Value ; ntermediate goods
we need to understand the concept of GDP. i Final Goods » Intermediate goods refer to those goods
_ _ | Money endbles us to o weads dei » which are used either for
ffr‘_oss domestic product (GDP) is a measure |1 o o and  find \;' faorgoiJ:ons‘:Jrrip‘;'si‘sn e[lli::aigehol d O resale or
P {| aggregate o F Zector]: or O for further production in the same year.
> o find Y | different types of > for  investment. [Business They do not end up in final consumption, and
» economic goods and services, ! ﬁ: Odggfffser::*pre::;: Sector] are not capital goods either.
~ gross of depreciation, & § of measurement by They are neither resold nor > They have derived demand. Infermediafe
> produced  within the domestic |} converting them in undergo further transformation goods are used up in the same yecr f
k : 33:?:1;? ?f a igunfr'y s /E terms of Rupees in process of production L they remain for more than oned yedr,
> given time period. \ : ) then they are treated as finngiLj__J
Flow Measure ; T ;
e ol Economic Activities 2 s of goods used in production process which 92
NI & QDP isa flow measure of output NI & GDP includes those G/S, which are counted in GDP
per time period qr}d includes only produced through economic activity, which are 1) Capital goods and
those 6/5 produced in current period exchanged in market & valued at market price 2) Inventory investment = Closing Stock - Opening stock

]
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Exclusions from GDP

psfer Payments - Government making a
y T’:vices being received in return.
ls;employment compensation etc.

Payment, without goods or
Eg- social security benefits,

, Financial transactions - Stocks & bonds which are exchanged during

the period are not u!cluded - do not directly involve current production.
Jouever, value of services that accompany sale and purchase (e.g. fees
;md 1o real estate agents and lawyers) is included.

, Sale of 2 Hand goods

\; Non-reported output - illegal transactions. Eg - narcotics and gumblingJ

» 'Nominal GDP' or 'GDP _at current prices' - GDP estimated on basis of

current year's market prices, it is called.

» Nominal GDP changes from year to year for two reasons.

1) The amount of goods and services produced changes, and

2) When market prices change. Changes in GDP due to changes in
prices fail to correctly explain performance of economy.

A\

* The term 'national’ refers to normal residents of a
country who may be within or outside the domestic

Domestic Vs National

o
>
>
Q Real GDP is a better measure of economic well being as it shows ﬂy

i Nominal GDP \ 45 GDP Deflator N

" Business Ec

Real GDP

> Real GDP or GDP at constant prices refers to the total money value
of the final goods and services produced within the domestic
territory of a country during an accounting year, estimated using
base year prices.

It is an inflation adjusted measure

It is not affected by changes in prices.

It changes only when there is change in the amount of output
produced in the economy.

true picture of the change in production of an economy.

territory of q country and is a broader concept

tompared to the term 'domestic".

* The term ‘do - . A
mestic' refers to production done by
People WITHIN the domestic territory J 5.

Nominal GDP
GDP Deflator = x 100
Real GDP
Inflation rate . GDP deflator in Yr 2 - GDP deflator in Yr 1
in Yr 2 X 100
- GDP Deflator in Yr 1 /
Earnings from production in India that accrue to foreign
residents or foreign-owned firms 9 Included Excluded
2. | Profits earned in India by X Company, foreign-owned firm Included Excluded \
3. | Earnings of Indian corporations overseas Excluded Tneluded ‘
4. | Earnings of Indian residents working overseas Excluded Includcmj
Profits earned by Company ¥, an Indian company in UK Excluded Include a'—\

2 hish Vora (WVSTR) AN
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CHAPTER 1 - Determination of N

ational Tncome | UNIT 1'= Macro Eco

L

i Al ¢ Dank
Super cnary BOOR

Net Factor income from abroad (NFIA)

r

Factor income earned by
domestic factors of production -
employed in rest of world

Factor income earned by factors
of production of rest of world
employed in domestic territory

OR
Rent + Interest + Profit

.

&

r Operating Surplus Market Value Vs Factor Cost
Income from Property + Income from Entrepreneurship MP = FC + Indirect Tax - Subsidy

' OR

MP = FC + Net Indirect Tax J

Mixed Income of Self Employed

Difficult to separate labour income from capital income when people provide both labour and

A

e

nomic Aggregates and Measurement of National*Income I

Gross Domestic Product at Factor Cost (GbP F)
- | 6DP MP - Indirect Taxes + Subsidies

OR T

Compensation of employees
+ | Operating Surplus (rent + interest+ profit)
+ | Mixed Income of Self- employed T

+ | Depreciation

GDP Per Capita
» Measure of country's economic output per person,

» Indicator of the standard of living of a country.

\(>» GDP Per Capita = Real 6DP / Total Population

CA Mohnish Vora (MVSIR)

i

capital services. Eg- self -employed like lawyers, engineers, proprietors etc. )
Net Domestic Product at Factor Cost (NDP Fc) § [ Total 8 Aggregates i f 3 Golden Rules of NI
(AKA - Domestic Income or ! | 1) GDP at MP 5) 6NP at MP | el
Factor Income earned in Domestic Territory) | gg Sg: at lf:ACP 6; GNP at FC 5 JrerosssDepreciation = Net
= . — f at 7) NNP ot MP ‘| 2) MP = FC + IDT - :
= | NDP MP - Indirect Taxes + Subsidies | L4) NDP at FC 8) NNP at FC 5 )or FC + IDT - Subsidy
OR | [ Example | MP = FC+ NIT
= | NDP MP - ' : i ; i
DP MP - Net Indirect Taxes ; Gross Domestic Product at Market Price (6DP MP)  |i(_3) Domestic + NFIA = National
OR Ve : bossmemmocommsonossoomozensomoonooi i
= | compensation of employees ; Depreciated {(  Indirect Taxes and Subsidies
Overating Soviiront s Net Domestic Product at Market Price (NDP MP) : 1) Production Taxes & Production
g U u +1 1 ‘ 1
e g Surp fss ":C" '"I e"zs** profit) i | + | Net Factor Income from Abroad (NFIA) : Subsidies ¢ the volune
ixed Income of Self- em | - | i the vo
-------------------------------- e —— Net National Product at Market Price (NNP MP) 5 Ipiiiu‘;ﬁr':j:fﬁ::em o
National Income (NNPFC) i | - | Indirect T E !
FI earned in Domestic Territory (FID) + NFIA ; ‘ 'ec i i| 2) Product  Taxes &  Produc
OR i | + | Subsidy | Subsidies it of
: . | Pai i er U
NDPFC + NFIA Ji| | Net National Product at Factor Cost (NNP FC) : 2:::“:: Fepaves Pk
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Market Price

Basic Price

7#;:ducf Subsidy ) ;

Domestic Income (NDPfc) has 2 parts

Part 1: Income from domestic product accruing to the public sector-

enterprises

= Income from P/E accruing to govt admin dep - Savings of Non dep

Where, Departmental Enterprise include- Railways, Post & telegraph efc
Non-Departmental Enterprise include- TOCL, GAIL, LIC efc

rice- .
Ths. "‘"kgzl,f, product fax as well as producflgn tax & Part 2: Income from domestic product accruing to private sector
/md(l]:de:s both prodUCf and pr‘oduc‘hon subsidies. = NDPfc - Inc. from P/E accruing to govt admin dap - Savings of Mon dsp enf;?: ______________________
7 exe N e g g e ,
ggr‘_SQM_'JI-"—;Q—"‘T‘E hold PI (Basic Formula) H Private Income Private Income P e(';s,‘g";irf::ﬁ;‘e
i ouse i
sicome  recetvec’ BY 7" it | = | National Income : : Income from domestic product
qetor  including Non-Prof 1| If is a measure of the || = accruing to private sector = | Private Income
pstitutions Serving Households income recd but nof i | income (both factor grop
from all sources _ |+ °"1i| income and transfer ||+ | Net factor income from abroad Undistributed
o €arned '| income) which accrues : +| e
PI (3~ Formula) - H Lo 5 + | National debt interest Profits
| income earned but not |!| to private sector from
: | National Income " | recd +| all sources within and || | Current transfers from 11 | rporate Tax
uE from prop & ent . i | outside the country. government & rest of world
ncome _ ) d E“ ___________________________________________________________________________________________________
" | eceruing to govt admin dep. PL (2 Formula) ! [ Net National Disposable Income (NNDI)- The amount of &/S Ignore "Govt
e _dent ent. = | National Income 1| domestic economy has at its disposal. transfer pay” in
Sl ol i Ceph € . i i | > NNDI = NNPfc + Net IDT + Net Current Trf. from rest of world GNDI /NNF[))I\I/
- | Saving of private corporates - | Undistributed profits - {( > GNDI=NNDI+Deprecition _JOROWERDL
|- | Corporate profit tax _ | Net inferest payments 1 S Eis Tt
P : made by households : . : ; ;
*| National debt interest ; National Income Earned Income recd. or not recd. All sectors
N - | Corporate Tax i — -
;| Curent  transfers  from i Earned Income recd. Household
| Sovernment and ROW + | Trf Pay to households l Personal Income & sector including
e N Transfer Income recd. NPISH

Disposable Personal Income (DI)

15 0 megsyre
Tatis qvaj

Ar
Us Pﬂ!‘s

of amount of money in the hands of the individuals
lable for their consumption or savings.

nal Income - Personal Income Tax - Non Tax Payment

Private Income

&

Earned Income recd. or not recd.

Transfer Income recd. or not recd.

Private Sector

Income from Domestic Product
aceruing to Private Sector

NDP fc - Public Sector Income

Private Sector

G Scanned with OKEN Scanner



Circular flow of income
f income refers fo the continuous circu

ration & expenditure
y. There are 3 phases-

lation of -

Circular flow o

production, income gene
involving different sectors of the econom

; ! FII"IT\S produce 6/S with help of factor services.

Ji | The flow of factor incomes in the form of rent, )
| wages, interest and profits from firms to the
| households occurs

L i

INational"Income

ncome_Calculation & Data requireq
 ——

Methods of National I

~ Method

\

DatalRequired
_‘ ARG

Value Added Method
or Product Method
or Industrial Origin

or Net Output Method

Contributig

The sum of net values added by all the
production Units o

producing enterprises of the country

Factor Income Method
or Factor Payment
or Distributed Share

Relative cont

Total factor incomes generated in the
of factor own

production of goods and services Fibuty

ers

Sum of exp. of 3 spending units-
Flow of consumptiy

- | Income recei»:ed by factors is spent on consumpﬁon\ i | Expenditure method [ 1. government,
of 6/S and investment goods. This exp. leads fo |!| or Income Disposal 2. consumer households, and . investmey
further production of 6/5 & sustains circular flow. ' 3. producing enterprises (firms) exp eﬂdf'ﬂlres\j

Order books of MVSIR fron:

www. mvsir.in

Enroll in classes  from-

ultimateca,com

Making pdfs onphoto-copies

selling books of MVSIR is NOT

allowed, Strict legal action il 6¢

taken,

e ymys]

e

bl Mohnish Vora (MVSTR) AR

‘_1‘:.‘
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Imporfnnf Points of Value Added

Method

Value of Output in PS

Value of Output inss |

Value of Output in TS

Intermediate Cons. in S5

ntermediate Cons. in PS

Intermediate Cons. in TS

1]

+

GVA by PS ‘GVA by Ss

.

GVA by TS

Gross Value Added at Ma@f Price (GVA

o values of the following items are alsoY\ !
ncluded as per Product Method

______________________________________________________ PR et A

mp) or GDP mp

If Value of Output is not given separately

Value of Output

a) own account production of fixed assets

b) Imputed value of production of goods for

Sales + Change in Stock

self consumption (eg- agriculture)
¢) imputed rent of owner occupied houses
d) Change in Stock

e m e~ e, e — e, .- ————

2 Final Expenditure

Where,

Change in Stock = Cl. Stock - Op. Stock

Important Points of Expenditure Method

= C+I+6+(X-M)

= MacroEconomic Aggregates and Measurement

- Business Economics

of National Income

Important Points of Income Method
Compensation of Employees

+ | Operating Surplus (R, L, P)

+ | Mixed Income of Self-Emp

= | NDP fc

NFIA

= | NNP fc (MNational Income)

Income earned by owners of primary factors of prod. are
included. Thus, while wages of labourers will be included,
Pensions of retired workers will be excluded.

C.O.E. includes - wages and sal., bonus, D.A., commission,
employers' contri. to PF and imputed value of pay in kind.

N

v

Non-labour income - rent (actual
& imputed), royalty, interest on

+ S Governmenti/iPablic ™
Final Consumption Exp.
s annee OFCE): B

vPrri'vnfe Final Consumpfioﬁ
Expenditure (PECE) ;

Exp. on Final Goods by The money spent by
Households & NPISH government in production

of services such as
+ Value of primary products defence, education,

which produced for own cons., healthcare efc.

Government expenditure
on pensions, scholarships,
unemployment
etc. should be excluded
because these are
ansfer payments.

* Payments for domestic
services which one household
renders to another,

*Net exp. on foreign financial
{sefs or net foreign invt. j

CA Mohnish Vora (MVSIR)

: y

allowance |.

PAs

 Gross Domestic éaﬁﬁal :
Formationi(GDCE)E

O Itincludes-

» Gross Domestic Fixed
Capital Formation, i.e .
Invt in Fixed Assets by
household, Pvt Business, Govt

loans for productive services
i 4 Profit = Corp. taxes + Div + R.E.
Net:Exporfs

i 52 L S

Int. paid by govt. on public debt,
inf. on consumption loans and
interest paid by one firm fto
another are excluded.

Exports - Imports

Exports depict the
expendifure made by

3 transfer incomes, income from
foreigners on goods

sale of 2" hand goods & financial

Capital gains, windfall profits,

» Changes in Inventory OR %roduc:d n assets & payments ouf of past
Inventory Investment omestic country savings are not included.
» Net  Acquisition  of However, commissions,
Valuables brokerages and imputed value of
- = NDC services provided by owners of
RS /_Dip i ) & Y, Lpr‘oduc'non units will be included.
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! Who is responsible for calculating

National Income in India ?

National Accounts Statistics (NAS)
are compiled by National Accounts
Division of Central  Statistical
Organization (CSO) in the Ministry of
Statistics and Programmed
Implementation (MoSP&I) is responsible
for the compilation of National

Reliable statistical data is not available, thus it is not po

Therefore, a combination of output method
> Value-added methed is used in - commodi
> TInsmall scale sector net value added is es
> Inconstruction sector net value added is estimated b
ent of National Income of developed economies:

developed economies where data in respect of factor income is peq

Method considered suitable for measurem
f the commodity flow method of estimating expenditures, an increqs

Income method may be most suitable for
available. With the growing facility in the use o
_proportion of the national income is being estimated by ex

Measurement Of National Income In India

and income method is used.

penditure method

ssible to estimate India’s NI wholly by one method.

ty producing sectors like agriculture and manufacturing.

timated by the income method and
y the expenditure method also.

accounts statistics. J

( System Of Regional Accounts In India

State Income or Net State Domestic Product (NSDP) is a
measure in monetary terms of volume of all 6/S produced
in state within a given period of fime (generally a year)

accounted without duplication.

Per Capita State Income is obtained by dividing the NSDP
(State Income) by the midyear projected population of

the state.

State level estimates are prepared by the State Income
Units of respective State Directorates of Economics and

Statistics (DESs). CSO assists & advices in preparation

Certain activities such as railways, communications,
banking and insurance and central government
adrqinisfmﬁon, that cut across state boundaries, and thus
their ecenomic contribution cannot be assigned to any one
state directly are known as the ‘Supra-regional sectors' of
the economy. The estimates for these activities are
comp:l_ed for economy as a whole and allocated to states
on basis of relevant indicators.

rCan GDP a country be taken as an index of welfare?

No, since GDP measures exclude the following which are
critical for the overall wellbeing of citizens.

a) Income distributions

b) Quality improvements in systems and processes due
to technological as well as managerial innovations.

¢) Productions hidden from govt., either they are
evading taxes or because it is illegal (drugs,
gambling etc.).

d) Non-market production and Non-economic
contributors to well-being for example: health of a
country's citizens, education levels etc.

e) Economic ‘bads’ for example: crime, pollution,
traffic congestion etc which make us worse off.

f) Volunteer work rendered without remuneration

9) Many things that contribute to our economic welfare
such as, leisure time, fairness, gender equality,
security of community feeling etc.,

_L consumption _

Limitations And Challenges of \

Conceptual difficulties

1) lack of an agreed definition ¢
national income,

2) accurate distinction betwee
final & intermediate goods,

3) issue of transfer payments,

4) difficulty of incorporatin
distribution of income,

5) valuation of a new good df
constant prices, and

Challenges
1) Inadequacy of data and lack

of reliability of available data,
of recording of

2) absence
incomes due fo illiteracy an
ignorance, )

3) lack of proper accupationd!
classification, and ¢

4) accurate estimation o
consumption of fixed capital

for self-

5) production

CA Mohnish Vora (MVSIR)

mvsir.in
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Introduction

gfua")’ sy

9 i unit variables are defined in ‘ex-ante’

; In selpat ¢d) terms or in terms of what is intended o
(on In theoretical model of economy which

ned. . - ] .
fan d in this unit), ‘ex ante' values of these

discusse .
qriables are our primary concern.

: i here ‘consumpﬁon’ - what people in an economy plan to
consume

equilibrium value of output or GDP is.

i, X post’ (realized) values were useq ™\
; If;;:egm consumption (C) denotes what people haye
& @ d

, Ex-ante values are used, if we want to predict ‘whav

is self-regulating and is always capable of
automatically achieving equilibrium at ‘natural level'
of real GDP

r However, Keynes in his “General Theory of
Employment Interest and Money (1936)" argued that

employment equilibrium.

» Keynesians believe that prices and wages are not so
flexible; they are sticky (rigid), especially downward.
This prevents economy from returning to natural
level of real GDP.

4 '50. output will remain at less than full employment
| evel unless there is insufficient spending.
’ Keynesian theory of income determination is presented

T'" 2 Mmodels:
Wo- -
:e esecfor = household + business,
“sector = household + business + government,

3

Wold + business + govt. + foreign

A : e .. o
W (MVSIR)

[E;;m‘fe Keynes, classical economists said that economD

markets would not automatically lead to full-

with only consumption and investment outlays.

> Households are assumed to-
O own all factors of production and

> Business firms are assumed fo-

\>> _ Since there is no govt, VY = Yd.

(\Circular Flow in a Simple Two-sector Madel

» The ¢i ; .
he circular flow of income is a process where the national income and expenditure of an

eco e ‘ .
N nomy flow in a circular manner continuously through time.
Two sector economy model assumes only two sectors in economy viz., househelds and firms,

O they Sel! their factor services to earn factor incomes _
Q Incomeis entirely spent to consume all final 6/S produced by business firms.

O hire factors of production from the households;
O they produce and sell goods and services to the households and -
0 They do not save. There are no corporations, corporate savings or retained earnings.

( > Assumptions )
O All prices (including factor prices), supply of

capital and technology remain constant.
O The government sector does not exist.
O It is closed economy, no exports and imports.
‘0 All investment outlay is autonomous & net

> Inthe figure-
Q Circular broken lines - factor and product flows-

'real flows'
O Continuous line with arrows show money flows

These flows are in opposite directions and the value
of real flows equal the money flows because the
factor payments are equal to household incomes.

> No injections into or leakages from system.
Since whole of household income is spent on 6/S

produced by firms,

household exp.

p. = receipts of firms = value of output

Wages Rent, Interest Profit
Facter Parments g
e Y e~
- .
P _ — —Factor inpuls.. _ \\
v - ~ N
~
—. ¢ N\
Howseholds | e
. ”_“F Firms

;
™ ~ Gao i -~ 4
S~ uuul* Al - 4
Services (s, 7 4
\ "/‘
\&(_\msu mption ///

expendidure
1]

Factor Payments
= Household Income
= Household Expenditure
= Value of Qutput

= Total Receipts of Firms

O OS— sz
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consumption
the

The
describes

relationshi
spending aréd

disposable income
yd

=a+b.

,‘
C=A1
e
P
-

£ .Slopay

g

E P
1 i | S —

‘it
Income )

i N

Pt PP

L - o
o et g g o

o, S -y s wat §
y ¥ - p
:\,,’ Cran Y Disposable income

\
”ht.um;;
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jon function
ConsumpHeR 1L nction
functional
p between consumption

e KANDK

Supen C

inationiof;

e nco T’:’F—T—_ S_C‘mgfm\\cn
JEmuELE ! — = | Income not g
Propensity o Consume 1 = - consumpti pent 0
M%W" 0.25 P is Suvedn
The lr.aﬁo,:e is known as AP ' 1.25 | -0 ?avmgs ] function e
Ll ! unctiona Qg
ﬁo:PC =isc / ydec“e“‘"f’ . 100 ) between naﬁo;uelm:'ﬁ:zhip
?3:2:;‘:: of level of income. J E 00 | 275 | 25 075 | 0.25 | 0.92 0.08 || and saving. Me
. H 1] s = f i
HMorginel EER0 %) Consume ) {l— =20 | 50 | 075 | 025 | 0.88 | 02 |\ W)\J
Increment fo_consumer expendiure ! Marginal Propensity to Save (iAveraqe. Propensity 1o s,

per unit of increment to income
MPC=AC/AY =D

Keynes assumes that consumption
increases with an increase in Yd, but
that increase in cons. < increase in yd

Increment in saving pe

disposable income.
; MPs = AS / AY

" \UMPC is slope of consumption line

(b<l).ie.0<b <1 J

r unit increase in

=1-b

MPC+MPS =1 MPSO<b <1
Also, MPS is slope of savings line

The ratio of total saving 1,
total income is called APS,

APS =S5/Y
Saving is increasing function of
level of income.

<4

()‘* In the figure, the consumption and saving functions are graphed.

Saving function shows level of saving (S) at each level of
disposable income (Y). Saving curve has negative intercept (-a)
on Y axis and its magnitude is the same as the positive intercept

of the consumption curve.

Consumption at zero level of income is positive (equal to a), and
as such there should be dissaving also of the same magnitude.

v
r

‘.‘

By definif{on, national income Y = C + S, which shows that
disposable income is, by definition, consumption plus saving.

Therefore, S = Y - €. When national

: income is equal to Y1, C=
and saving curve crosses X axis. ! e

~ Thus, when we represent the theory of the consumption-income

relationship, it also implicitly establishes the saving-incom

r‘elaﬁonship.

Aqgreqate Supply (AS)

Ex ante or planned aggregate supply is the totdl
supply of goods and services which firms in
hational economy plan on selling during a specifi
time period.

AS = Agg. Production = Factor Payments :
\_Factor Incomes [National Income-> V]

s

Agqgregate Demand (AD)

Aggregate demand (AD) is total plamed
expenditure in the economy.
= 4 ;“_/—'*"/)

. Equilibrium output ;
Equilibrium output occurs when desired ame"|
of output demanded in economy

_

|
i
|
i o3 ]
|
|

mvsir.in

eXOCﬂY equﬂs \
\_amount produced in given time perﬂ,_/J'
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hold Sector & Business Sector only
84

; Hov c+1 (Lis assumed to be constant)
, AD®
l4

~

T

hree Sector Mode

)
> Household + Business + Government Sector
> AD=C+ I+6G

T &6Gare assumed to be constant)

Four Sector Model

> Household + Business + Govt. + Foreign Sector

i Pl > AD=C+I+6+(X-M)
5zC+5 A S AS i | (I, 6 & X are assumed to be constant)
y A7 . | ZAS=C+sST 1
y Fuilibrium 1S achieved when - L s il _ L | > As= C+5+T
’ .c,]gs or C+I=C+S or E AD = 2{‘; rium is achieved when - i | » Equilibrium is achieved when -
D™ 1=s ) ) 0'; GC+SI+G=C+5+T or : LAD:AS or C+I+G+(X-M)=C+S+T or
i +6=5+T0 i IT+G+X=5S+T+M
/\/{—:’T e 7
( : G_overl'nmen‘r sector adds following flows Tow t [ Foreign sector adds following flows fo circular flow
3 i | circular flow of 2 sector model: H .
Pl T St i | of 3 sector model:
C+S : 2) axes on hauseholds and business sector | 1) exports,
< C+1<C+S i ) T"'C""Sfeij payments to household sector | i | 2) imports and
g s C+I E and subsidy payments to business sector t | 3) net capital inflow which is the difference
§ R // 1 : 3) Govt purchases 6/S from business sector : L between capital outflow and capital inflow
PR PR [P ‘/ C : and factors of prod from household, and ':
B A ] + | 4) Govt borrowing in financial markets to . L CeSeT 7
; ,/4/ 5: L finance deficits (if any, when 6> T) ) i 3 ) 5 y _— CHI+GHX- M)
i (;jf: <A Y CTS) :t :é : ):/ .
450 i 5 e : z ; If (X > M) is +ve
¢ L ! o E, A { i i
0 Y1 Yo |1y2 X ' § S e : :: // 3 then NI increases.
H 53 = = H 5 e !
g | (E) A T § ': : pd : If (X > M) is -ve
¢ : :; L ': =y /§bn then NI decreases.
g S i = ot Ay I: O - . X Inc ngm((f)u!pul)
:; §=1 / E _(;,,(:; Y} )", Income (Qutpurt) l: pd s J‘: ” i , //‘— S4TAM
‘5 I —— 4 : i : I| a E
% E 1 E s ™ (B) } - E é;‘ / 1+GHX
S = | |2 ‘ ' b3 e
Y1 Yo Y2 X ] = '} £, Jees | -:-‘: O A :
! = T ' <] P v
! S g E ! o
Income, Output : g ! l ! ! '§ '/ Income(Qurpur)
Y : B Y Y, =h 1 g
bl i < Income (Qutput) . ' D = . =
ﬁermipaﬁon of Equilibrium Income Determination of Eqinhbrlu:!n |Income i etermination of Equilibrium Income ]
" Two Sector Model : in Three Seo*=s Mode

CA Mok

nish Vora (MVSIR)

: in Four Sector Model

e o0 o CEE
' 79
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CHAPTER 1 - Determination of Nation

f

0 Leakage- It is referred T
the circular flow model. Leakages ar

income which is not used to purcha
households withdraws.
5 Tn 2 sector Model : Leakages = Savings
% Tn 3 sector Model : Leakages = Savings + Taxes
S Tn 4 sector Model : Leakages = Savings + Taxes + Imports

O Injection- It is an inflow of income to the circular flow.
Due to injection, the volume of income increases.

» In 2 sector Model : Injection = Investment
5 In 3 sector Model : Injection = Investment + Govt EXp
5 In 4 sector Model : Injection = Investment + Govt Exp +

Exports

O When AS = AD > Leakages = Injections
Then national income will be in equilibrium.

0O When AS > AD - Leakages > Injections
Stock Surplus or Deficient Demand - it means that people
are spending lesser volume of money on consumption. Thus
inventories of goods will pile up. Consequently, firms would
decrease their production in future which would lead to a
fall in output and income in future. (NI will fall)

O When AS < AD > Leakages < Injections

Stock Shortage or Excess Demand -

Excess demand makes businesses fo sell more than what
they currently produce. The unexpected sales would draw
down invenfories and result in less inventory investment
than business firms planned. They will react by hiring more
wor'kers and expanding production. This will increase the
nation's aggregate income. (NI will rise)

Leakage & Injection
o0 as an outflow of income from
e that part of the

se goods or what

If there is any deviation from equilibrium, the process of

NG

A Mohnish Vora (MVSIR) ANSSRSES

readjustment will bring the economy back to equilibrium. )

Aggregate
Demand

o
-

Deflationary
Gap

.
e

QOutput, Incore

QOutpur, Jesome

/ Deflationary Gap !
If AD is for an amount of output less than 1|
ul|

deficient demand.

\_employment equilibrium is reached at E.

employment Jevel of outputf, then we say

There is

Deficient demand gives rise o a 'deflationary o
‘recessionary gap’ or ‘contractionary gap'. Ii OCcu:r 1
when economy is in contraction. s |

Firms will experience unplanned  build-up |
inventories of unsold goods and they will respond | "
cutting production and employment leading TZ)“
decrease in output and income until the undep.

\ output until the new equilibrium is reached af poi

Inflationary Gap

Tf AD is for an amount of output greater than full |
employment level of output, then we say there is |
excess demand. ;

Excess demand gives rise to ‘inflationary gap'. It |
occurs during expansion and sets in motion forces |
that will cause demand pull inflation. '

The real output will be constant, but the rise in the

price level will cause an increase in the nominal |
nt E.
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Investment Multiplier

The m ] -
henomenon whereby ch i s ore powerful leakages are - the smaller will be value of multiplier. The.w
op refers 10 P Y change in injecti leak :
M”"'Pg;:re (,'nvesfmem‘) leads to proportionately larger Jchn:gne (:rf\ ages are caused due to:
exye?)rium Igvel Of NL

. consumpti oy g
ot Multiplier (k) explains how many times e Umption despite increase in income

|

|

i

]

:

1| I progressive rates of taxation which result in no appreciable increase in
E

h

‘

)

; . quilibrium NI - high liquidity pref i ; ‘ sh bal
vest n aut ; X preference and idle saving or holding of cash balances
il:creﬂses gs result of mc;ease : Oulonomous "’We;‘rmem, 3. ihcreased demand for goods met out of existing stocks or through imports
K= or or —— 4. additional income spent on purchasing existing wealth or purchase of government
AL 1-MPC MPs

Securities and shares from shareholders or bond holders

e . - : 5. undistributed it i
jpc is high in underdeveloped countries, but ironically value of 6. part of incremg::filn?nzzggrfsggfflgrspaymem of debts

)

:

non is low. Due to structural inadequacies e
puiplier 18 q . Increase - in i | 7. case of full employment, additional investment will only lead to inflation, and

grumption exp- is not accompanied by increase in production.
T -

______________________________________________________________________ s/ 8 searcity of goods and services despite having high MPC Y,
=aaie Summary of Mulfiplier \i A8 How fo solve numericals of equilibrium NI (Y) & multiplier ? \
; 2Sector Model -> K =17 (1-b) Step 1 : Find Disposable Income (Yd) in ferms of Y = ¥ = T~ +Y + TR

» 3 Sector Model E - v S'repZ :‘.:Inrpru’r,'l'he above value of Yd in consumption function -> € = a + b.Yd

Q If proportional tax (1) is not given -> K =1 / (1- b)

Q If proportional tax (1) is given -> K =1/ 1- [b(1-1)].
(Tax Multiplier) g

Step 4 : Inpu’r value of "C" in above equation & find Y.
r 4 Sector Model

Q If proportional tax () is not given -> -K‘_J= 1/ (1- b + m)
(Foreign Trade Multiplier) 2 5

|i| step 3 : Atequilibrium -> AS = AD > Thus, Y = C+ T+ 6 + (X-M)

Ctep 5 : Find value of multiplier as per data given in question and the summary on
left side.

Import \

ill\porg has an autonomous component (M) and other part is assumed to
Perd on income(y), Thus, import function is-

" M= M + mY
argin ¥ . .
becﬁﬂ::ﬂf\;fmnsuw toimport -> m=AM/AY .. isassumed fo

mvsir.in
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Introduction

. n T
—mics is the study of the economy as a whole. There are
crot :i‘l;'macpoeconomic goals for any nation.
e M

The fiisst i economic growth. If the real gross domestic
e

: 4 product grows
+ o faster rate than population - leads to higher standq
g

rd of living.
The second goal is high levels of employment which will ensure higher
income and higher output.

The third goal is stable price levels. _
Inflation reduces real incomes and purchcsmg power of some people,
el disproportionately affects lower income fum!lles.

peflation signals @ downfurn in economic activi

ty which may cause
recession and large scale unemployment.

J

The government does not expect economy to function |
automatically; & thus it intervenes to direct them to function in
par’ncu!ar directions.

The objective of the economic system and the role of government
is to improve the wellbeing of individuals and households.

Basic economic problem of scarcity arises from tha
fact that wants are unlimited and the resources
available to satisfy wants are limited.

» The resources available to any society cannot produce
~all economic G/S that its members desire to have.

»An economic system exists to answer the basic
questions like what, how, for whom to produce and how

much resources should be set apart to ensure growth of
productive capacity.

- Three Types of economic systems
) Capitalist 2) Socialist

3) Mixed

unctio
) (et

N

Adam Smith was a bold advocate of free ).
markets & minimal governmental activity.

Smith believed t

aul hat govt's roles should be
limited, but we

! Il defined. As per him,
IMportant resource allocation roles of govt.-

a) national defense > protect nation from
external violence,

b) establishing a system of Justice to
provide infernal law & order and to protect
property

¢) establishment & maintenance of public
institutions & public works such as roads,
bridges, etc.  that profit-seeking

individuals may not be able to build &
operate.

J

» Richard Musgrave, in his book The Theor?
of Public Finance' (1959), introduced the
three-branch taxonomy of the role of

government in a market economy

» Microeconomic functions

v Allocation Function - aims to correct the
sources of inefficiency in the economy

¥ Redistribution Function - ensures that the
distribution of wealth and income is fair

» Macroeconomic function
v Stabilization Function- Monetary & fiscal
policies , macroeconomic stability problems

» The national budget, in general, reflects

the economic policy of a government and
the government exercises its economic

ns partly through the budget.

Business Economics

~ Resource allocation refers to way in
which available resources/factors of
production are allocated among
various uses.

r It determines how much of G/S will
actually be produced in an economy.

» It is a critical problem because
resources are limited in supply,
whereas weonts are unlimited. In
addition, resources can  have
alternative uses.

~ Economic  efficiency indicates a
situation in which all resources are
allocated to serve each person in
best way possible, minimizing waste &
inefficiency.

» Resource allocation aims to correct
the sources of inefficiency in the
economic system.

» If a market is left to itself, it leads
to inefficient & misallocation of
society's scarce resources. Thus,
market failures provide rationale for
government's allocative function

» Absence of appropriate government
infervention in resource allocation
may lead to-

Under-Production or Over-Preduction

\ Mohnish Vora (MVSIR)

,,J

of certain goods
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allocation of resources occur due to

1) Imperfect competition and presence
of monopoly power

2) Market failure to provide collective
goods

3) Markets fail to provid de the right
quantity of merit goods

4) Commen ty resources are
overused and exhausted in individugl
pursuit of self-interest

5) Externalities

6) Inequalities in distribution of income.

7) Factor obility  which

unemployment and inefficiency.

\ 8) Imperfect information

eete e

imm

causes

(" Market failures which hinder efficielﬂ ¥d

(govt) is the instrument by which
needs & concerns
fulfilled.

# Thus, public finance is connected with
economic  mechanisms that should
ideally lead to effective & optimal
allocation of limited resources.

» This logic makes it necessary for govt.
to infervene in market to bring about

improvement in social welfare.

» Order books of MVSIR from-
WWW.mvsir. in

~ Enroll'in classes from-

www.ultimateca.com

CA Mohnish Vora (MVSIR)

r According to Musgrave, the state

of citizens are

Allocation Function in Govt. Budgeting
determines

a) Who and what will be taxed, &

b) how and on what the government
revenue will be spent

¢) the process by which total resources
of economy are divided among
various uses

d) opfimum mix of various social goods
(both public & merit goods).

e) level of involvement of public sector
in economy

f) reallocation of society's resources

from private use to public use.
\_ P P

use to influence resource allocation

econhomic good

h-
Tax

allocation throug
v Incentives
Subsidies

v Disincentives :Increase in Taxes, Bans

through its  competition
Eg- Competition Act 2002

such as licensing, minimum wages etc.

5) Government  sets legal
administrative frameworks

and

1 {6) any mixture of above methods

1) Government may directly produce an

2) Government may influence private
concessions,
3) Government may influence allocation
policies

4) Governments' regulatory activities

)

J

 ( Allocation instruments which govt. can )

[ The distribution responsibility of govt. arises from the fact g
left to the marketf, distribution of income among ingiy:
society is likely to be skewed and thus govt. heg

. . - . 1‘0 'ntcr‘
ensure more socially optimal and egalitarian distriby

R ehe
tion, K

Y

It is related fo question of for whom should an economy py
G/5. It also also relates to manner in which effective deman
the economic goods is divided among various individuals of soci

Il

Odigy

ety

( Redistributive Function in
Govt Budgeting

1) Achieve an equ

healthcare, housing, food

efc o deserving people and opportunities

Revenue side of budget

minimal standard of living

d ovep

Aim of Redistribution Function

itable distribytig,

of  societal  output among
Expenditure  side  of households
budget 2) Advancing the well-being of those
Govt. may provide free or members of the society who suffer
subsidised education, from deprivations

3) Providing equality in income, wealt

4) Providing security (in terms of

istributi : fulfilment of basic needs) for
TRP?r"jc:lSJ;rP‘llbmmn rI: r-esds(;C: people who have hardships
| taxation = ] 5) Ensuring that everyone enjoys a

( Ekam les of Redistribution function OR

socio-economic reas

: ons
progressive tqx,

1) Taxation policies-
subsidy to poor households
2) Proceeds from Progressive taxes used
services that benefit low-income households
3) Employment reservations to protect ce
4) Unemployment benefits & transfep
5) Families below poverty line > mope
6) Regulation of mfg. & sale of certaip

for financing public

rtain Segments
perments to depriy

QM

84

_7) Special schemes for b
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L

d Equity ) i( Stabilization _function _is
 sten equity can be achieved through high rates of taxes on the rich: concerned with performance be through

of aggregate ecomomy in || mopetary policy - Controlling size of
terms of: money supply and inferest rate,
which would affect consumption, invt.
& prices.

Conflict between Efficiency an

igh rates of taxes could also act as a disincentive o entrepreneurship & work
discouraging people from making savings and investments & taking risks. '

i in turn will have negative consequences for economic output, productivity and
{ oreuth of the economy.

 fhus
it 1) Labour employment and
capital utilisation

2) Overall output and income Fiscal policy - It relates to

T,.bi\sequenﬂyl potential tax revenue may be reduced in future and scope for 3) General price levels » Taxation decisions &

| government’s welfare activities would get seriously limited. 4) Balance of international | [ . Expenditure decisions of govt

o : - I payments Which can stimulate  economic
_?»gh an optimal budgetary policy towards any distributional change should reconcile ) Rate of economic growth | | activities )

e conflicting goals of efficiency & equity by exercising an appropriate trade-off. )

("Expansionary fiscal policy is adopted fo alleviate recession
During recession, government-

» increases its expenditure or

» cuts down taxes

in order to ensure income protection,

Stabilization Function

— —.

Macroeconomic stability is said to exist

3 Stabilisation function ensures
fien: , . . achievement of-

0 output = production capaci ‘

conomy S OUTpUT = p pactty, | 5, macroeconomic stability,

9} economy's total spending = total output Contractionary fiscal policy is resorted to for controlling high

3) economy's labour resources are fully ” mmnlfenance of high levels of inflation

employed, and _emp oymen.f'and During high inflation, government-
) Inflation is low and stable. > peice stayity, > decreases its expenditure or
E J{ J \_~_increases taxes J
Rationale of Stabilisation Function ) [ Deficit budgets (Exp > Rev) Surplus budgets (Rev > Exp)

arket economy does not automatically generate full employment and price are expected to stimulate | | tend to slow down economic
itbility & thus, governments should pursue deliberate stabilization policies economic activity activity.

fiobsence of intervention by govt, the instabilities that occur in economy in form of
gessions, inflation etc. may be prolonged for longer periods causing enormous
dships fo poorer sections of society. Also situation of stagflation (where inflation
ftnemployment exist side by side) is possible.

Note- Making pdfs or photo-copies or selling books of MVSIR is

NOT allowed. Strict legal action will be taken

dlbilization issue becomes more complex due to ‘contagion effect’ whereby
eased international interdependence & financial integration causes forces of
Wtability to get easily transmitted from one country to other.

4 HotwishVora (MVSTR) L Gk Y. T

C—
i i ——
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____------------~—---'“““"'"'"_"-"-_"-"-"—“_“""-“"—-“_-"- and State Finance » Allocation of revenue
" : o Efond A EXpeng;
India is a federation of 28 || \ w0 246 of the Constitution 01; fI"Ct‘J‘a responSlbl,lTles fo d:ffer'.em‘ leVelgofd o
r-‘isccxclj fdederali;m, OR' ’}r‘e:r;\ states & 8 union territories. || o Lo the powers ?f :,;uoz I(i&s Tz afe by is a fundamental matter i 4 federqﬁoiwi
infroduce Y cna classifying their powers info three lists- [ Sources of revenue for poth '
Wi, deos ) AL dmsw; rederalism is an institutional || 1" yign “jist.~has frenis o Which: gy states are clearly demarcateq, T %
of governmental functions Gg arrangement to accommodate parliament alone can legislate _ '
financial relations among the two sets of government- 2) State list- has items on which state || > Taxes are levied by centre & st
MR 2ot o Ay Cor erment e g o
ibili * oiher af regs ' 3) Concurrent list- has item -
:fS. per Musgrave, responsibility evendent i ) the parliament & legislative assemblies can » The union government can levy taxes h'ke;
» central (union/federal) govt Q:T;Q,ijﬁ:é‘ ey S legislate. income  tax, other than agricylty
economic  stabilization & income, customs duties, excise duties,

disputes between central
government and the states
on issues related to division

In the event of conflicting legislation in
concurrent list, the law passed by the centre

income redistribution, and
~ state govt 3> allocation of

corporation tax, tax on capital value of
assets, security transaction tax, central

RENETTES of power. prevails. GST, taxes other than stamp duties efc“,}
# State governments can levy faxes on tes is based on the constitutional
agricultural  income, lands & provisions as follows:

buildings, mineral rights, electricity, -
vehicles, tolls, professions, land || Article 268 Duties levied by the union but collected ang appropriated by the 7

A unique feature of Article
280 > provides for an
institutional mechanis@:
‘Finance  Commission”, to
facilitate such transfers.

revenue and impose excise duties on states.
certain items.

- The property of the union is — Article 269 Taxes levied and collected by the union but assigned to the states. %.

from state taxation. The Property |1 article 270

Taxes levied and collected by the union and distributed between the

and income of the states are not ; L 1 i or
ligble o be Ta:e dyitfie.carfire, union afld states as prescribed in clause 2and the States. :::alua';?ng r:;zons;?laefe fof

~ There is substantia dependence of B-ﬁcle 271 Surcharge on certain duties and taxes for Purposes of the union 7 finances ~of union: & S’rc}lte
states on the union for securing : 9,:’ v, recommending the
necessary revenues. Articles 268 +o Ij" ticle 275 Statutory Grants - in~aid from the union o certain states. ]' Sh ) ; d LRs Genigl
281 of the constitution contain . ! ihe m' ’an cliaymg down 13
specific provisions in respect of || Article 282 , Grants for any public purpose l : g:s'::igui?on :;e;t’:lnlng the
distribution of finances among ] _ ; i ese taxes
states. [ir"rlcle 293 ) Loans for any public purpose 7 ; -

mvsir_in
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ission helps in maintainin
g Finance Commission % =
IF'federaIism in India by performing
ing funCﬁons:
I ctribution between union & states of net
{wo:ccds of taxes & allocation between
Il states.

Determination of principles and quantum
of grants-in-cid to states.

To make recommendations to President on
measures needed  fo  augment  the
consolidated fund of a state to supplement
the resources of the panchayats &
nunicipalities in the state on basis of
recommendations by Finance Commission of
state.

referred to the
in the

by other matter
fommission by the President
nterests of sound finance.

be V;\;‘.?‘;:l‘

AArY

Whlle_ recommending transfers, the Finance

(\:omml.?sxon considers issues-

> vler"hcal equity (deciding about the share of
all states in revenue collected by centre) &

> hori_zon‘ral equity (allocation among states
their share of central revenue).

The Finance Commission broadly assesses the
overall gross tax revenues of the union;
cesses, surcharges and non-tax revenue are
netted out from gross tax revenue to arrive af
the net divisible pool (NDP).

[NDP consists of all taxes of union from yr
2000].

Considering the needs of central & state govts,
the Commission determines what percentage
out of the net divisible pool should be assigned
to the state govts. Balance remains with
central government.

» The 15™ Finance Commission
was constituted on 27, Nov
2017

» It recommended the share of
states in the central taxes
(vertical devolution) for the
2021-26 to be 41%, which is
the same as that for 2020-21.

> This is less than the 42%
share recommended by the
14th Finance Commission for
2015-20.

» The adjustment of 1% is to
provide for the newly formed
union territories of Jammu
and Kashmir, and Ladakh
from the resources of the
centre.

Criteria for distribution
of central taxes among

states for 2021-26
period are same as
that for 2020-21.
They are:

(a) Income Distance i.e
distance of a state's
income from state
with highest income.

(b) Area

(c) Population (2011)

(d) Demographic
performance (to
reward efforts made
by states in
controlling their
population)

(e) Forest and ecology

(f) Tax & fiscal efforts

Goods & Service Tax (6ST)

orts/exports.

Y kept in a separate account,

65T was rolled out on 1 J uly 2017. 6ST subsumes majority of indirect )
. It made Indid's indirect tax regime unitary in nature.

tes levy & collect State GST (SGST) & union levies & collects Central
(C6ST). For any particular 6/S, SGST & CGST rates are equal.

ated 6ST (IGST) is applied on inter-state movement of 6/5 & on

Y I6ST is simply a combination of S6ST & C6ST
administered & collected by union government,

Y & distributed between the union & states after settlement of
input tax credit and verification of destination of 6/5S.

-

» GST accounts for-
35% of gross tax revenue of the union and 44% of own tax revenue of the states.

» As per supreme court verdict in May 2022, Union & state legislatures have “equal,
simultaneous and unique powers" to make laws on GST & the recommendations of
GST Council are not binding on them.

> GST system replaced old production-based taxation system with a consumption
based one. Since manufacturing states had apprehension about loss of revenue, it
was decided to provide compensation to states by levying a cess on some luxury
goods & demerit goods -> proceeds are credited to the compensation fund.

» Top five GST compensation receiving states were Maharashtra, Karnataka,
Gujarat, Tamil Nadu, and Punjab. Total amt

- Mohnish Vora (MVSIR)

|

I ——

released during 2022-23 is 115662 cr )

SN G AT e 5 2604 mree werve ooy
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> Borrowing by Government

( . . \
Borrowing by Govt of India & borrowing by states -

Article 292 4
Constitution. 293

> The centre may borrow within limits fixed by parliament by lqy | 0

. % i h /
of Consolidated Fund of India or give guarantees within such Iimits,pif q:;Cumy

> The state governments may borrow within territory of India upon the secury

of Consolidated Fund of State within such Iimi‘rs,' if_ any, fixed by Legislatng
such state by law, or give guarantees within such limits. of

Expenditure Decentralization

In so far as expenditure decentralization is concerned-
# Central govt is entrusted with > provision of nationally important
areas like defence, foreign affairs, foreign trade and exchange

management, money and banking, cross-state transport and
communication.

» State govts are entrusted with - facilitating agriculture & indusiry,
providing social sector services like health & education, police
protection, state roads & infrastructure.

> The centre may give loans to the states within limits fixed under q

> The local self governments such as municipalities and panchayats are >
and give guarantees in respect of loans raised by the states.

enfrusted with the responsibility of providing public utility services
such as water supply and sanitation, local roads, electricity etc.

rticle 29

> States need to obtain the centre's consent in order fo borrow in coge thé

For items that fall in the concurrent list, both central & state govis are state is indebted to the centre over a previous loan.

_responsible for providing services.

e e mmmmmmm————————————

SR TR

N
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) bayers & sellers transact or exchange

] goods & services.

 choices in their own self-interest, e,
individuals will behave rationally.

. efficient & effectively allocates scarce
economic resources in best possible

JLA

o

Market” is an environment  where
Economists presume that people will make

The general belief is that perfectly
working market system is, by default,

__ ~uper Chart Bog
UNIT - 2: MARKET FATLU

Vi
2§

' Market failure
It is a situation in which the free
mmjkef leads 1o misallocation  of
society's scarce resources in the
sense that there is either-
> overproduction or
> underproduction

of particular 6/S leading to a less than
optimal outcome.

If in all markets perfect competition
exist, it leads to market efficiently,
most often the prerequisites of

compefition are unlikely to be present
in an economy

==

J

p
Two types of market failure

1) Complete market failure. This is a case
of "missing markets" and occurs when
the market does not supply products at
all despite the fact that such products
and services are wanted by people. E.g.
Pure public goods.

2) Partial market failure occurs when the
market does actually function, but it
produces either-

» wrong quantity of product or
» at the wrong price.

This results in loss of economic welfare.
.

N

g g gl g g g g g

Why do markets fail 2 OR Reasons for market failure

FAILURE
Order books of
MVSIR  from-
wWww.mvsir.in

Enroll in classes
from-
ultimateca.com

Making pdfs or

photo-copies or
selling books of
MVSIR is NOT
allowed.  Strict
legal action will
be taken

= I) Market Power

IT) Externalities

IIT) Public Goods

...........................................

I) Market Power

‘power or monopoly power is ability
rm to profitably raise the market
f a 6/S over its marginal cost,
earning positive economic profits.

power-> cause markets to be
ent because-

Sometimes, the actions of either consumers or producers result in
costs or benefits that do not reflect as part of the market
price.

Such costs or benefits which are not accounted for by the
market price are called externalities because they are “external”
fo the market.

2 IT) Externalities

~

» Since it occurs outside price mechanism,
it has not been compensated for, or it is
un-internalized or cost (benefit) of it is
not borne (paid) by the parties.

» Externalities can be-

Business Economics

RE / GOVERNMENT. INTERVENTION TO CORRECT MARKET

____________________________________________________________________ [ e ———"

)

0ducers restrict output, &
price higher than Perfect Comp

> Negative externalities occur when the
action of one party imposes costs on
another party.

» Positive externdlities occur when the
action of one party confers benefits on
another party.

Externalities are also referred fo as

'spillover effects’, OR 'neighbourhood effects’

‘third-party effects’ OR 'side-effects’,

as the originator of the externality imposes costs or benefits on
others who are not responsible for initiating the effect.

market fails to produce right
of 6/S at the right price. Leading
-production and thus market

i i i o e e e e e o i e o ]

—

~ — =
89
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Business'Economics

NTERVENTION TO CORRECT MARKET FAILURE

Negative Production Externality Negative Consumption Externality Positive Production Externality [ Positive C°"s"mpf'%
HPedaiES xTernaIi'rY A negative externality A positive externality ;A_p Srs.”:zs riaxfcernahfy :
> im‘r.safc.d in production > initiated in consumption > initiated in production X ITh li ? onsumption
> which imposes an external cost on || 5 which imposes an external cost on || > that confers external benefits on af confers external benefiy
thers on others
0 _ _ others others b ivedti .
> may be received by another in || > may be received by another in || » may be received in production or in > Mmay;be.receivediin;praduction o
consumption or production consumption or production consumption. in consumption
NPE received in production NCE received in production Compared to NPE, PPE are less common, || PCE received in production

Eg- Factory discharges untreated || Eg- the act of undisciplined students Eg- Consumption of the services of

waste info a nearby river and talking and creating dist i PPE received in production G Ll st Qmp|oyees s
e Bting ElsRstknee in Eg- A firm offers training to its || firm would result in an externa)

pollutes water, which affects fish || a class preventing teachers from i i i

oufpuf as there will be less catch for making ef?ecﬁve ingsfru(:ﬁon employees for incr‘easing their skills. _benef”. 2 f”‘m' .m form of
fishermen due to loss of fish Firm generates positive benefits for nncreasgc{ efficiency and

NCE ; other firms when they hire such || productivity

NPE received in consumption received in consumption workers as they change their jobs. o :

Eg- Factory discharges untreated || Eg- smokir}g cigarettes in public EC_E recIeflvede;n,te:ons:? p‘:’::‘u ized
waste into o nearby river and || place causing passive smoking by || PPE received in consumption agains'r conPra ?ous gdiseases n;ﬁe
pO"UTCS the water Cqusing health others Eg' When an individual raises an W%U'd confer ga social bene‘fif :y
hazards for people who use the attractive garden and the persons others as well by prevem‘in;
wﬂer‘ for drinking and bathing ) L ) \walkmg by enjoy the garden J _others from getting infected

How externalities cause inefficiency and market failure ?

( > Private cost is money cost of 1 Soc_ial costs refer to the total costs o the | r External costs are not included in fir’r_ns‘ costs or consumers' decisions.
production incurred by the firm society on account of a production or > But, these external costs are real & important for society.
ie. wages, raw materials consumption activity. » Firms do not have fo pay for damage from pollution which they generate.
heatina & lightina etc. which ‘ As a rgsulf, each firm's cost, considered fo'r' determining output would be
9 gnting ’ Social costs are only private cost of production & would not incorporate externalities.
must b_e paid to carry "ol QO private costs borne by individuals || > The market prices determined without incorporating externalities are
production, & Thgse‘whlch would directly involved in a transaction, PLUS not ideal as they do not reflect all social costs and benefits.
appear in the firm's accounts. || o o ternal costs borne by third parties not [[ > Such prices send incorrect signals to producers & consumers = cause
directly involved in transaction. either over-production or under-production.
» Supply curve here corr esponds > Thus, here a competitive market will produce a level of output which is
to only private marginal costs. | Social Cost = Private cost + External Cost J|__ not socially optimal, leading to market failure. _J

90
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S A, Samuelson gave the concept of ‘collective consumption |
’,,din his paper ‘The Pure Theory of Public Expenditure’ d

(aka. collective consumption good or social good) is
fined as one which-
Wallenjy in common
7 each individual's consumption of such a good leads to no
| sbtrection from any other individuals' consumption of that good.
L:"'—' Characteristics of Public Goods

0 Consumption 1S collective in nature.

-Rivalrous : It means that consumption of a public good by
I one individual does not reduce the quality or quantity available
for all other. Eg- if you walk in street light, other persons too
can walk without any reduced benefit from the street light

3 Non-excludable : If the good is provided, one individual cannot
deny other individuals' consumption, even if they have not paid
g- national defense once provided, it is impossible to
anyone within the country from consuming and benefiting

: Each individual may consume all of good i.e. total
consumed is same for each individual. Eg- national
Se, highways, disease prevention and public sanitation etc

ite o public good is provided, additional resource cost of
ier person consuming the goods is ‘zero'

dire ct payment by the consumer is involved

b wulnerable to issues such as externalities, inadequate
"y rights, and free rider problem. There is no incentive for
e to pay for the good because they can consume it without

=

orit.

(
If individuals make no offer to pay for

public goods, there is market failure in the
case of these goods and the profit-
maximizing firms will not produce them.

Producers are not motivated to produce
public goods, if they cannot charge a
positive price for them or make profits from
them,

If left to the market, public goods will not
be produced at all or will be grossly under-
_Produced. Thus, leading fo market failure

( Private goods are scarce & anyone who wants
to consume them must purchase them at a
price.

» They do not face free-rider problem.

> They are ‘excludable’ i.e. it is possible to
exclude or prevent consumers who have
not paid for them from consuming them or
having access to them.

» Consumption of private goods is 'rivalrous'
that is the consumption of it by one
individual prevents another individual from
consuming it.

» Normally, markets efficiently allocate
resources for the production of private
goods.

» Eg- food items, clothing, movie ticket,

televigion, cars, etc

"N

\ohnish Vora (MVSIR)
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Perfect information implies that both )
buyers and sellers have complete
information about anything that may
influence their decision making.

However, this assumption is not fully
satisfied in real markets because of

> complexity ~of  products and
services (e.g. cardiac surgery,
financial ~ products like  mutual
funds),

» difficulty of getting correct
information, and

> deliberate  misinformation by
interested  parties (e.g. highly

persuasive advertisements).

Information failure leads to -

a) asymmetric information,

b) adverse selection and

c¢) moral hazard

Which affects ability of markets to
efficiently allocate resources and

therefore lead to market failure
because  party  with  better
information has a  competitive
advantage.

- _/

Note- Making pdfs on photo-copies
on selling books of MVSIR is NOT
allowed. Strict legal action will be

taken.
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a) Asymmetric Information

(o )

Asymmetric Information which means imbalance in information, i.e
when seller knows more than buyer or vice versa. This can distort
choices and lead to market failure.

For eg,

> the landlords know more about their properties than the tenants,

» a borrower knows more about their ability to repay a loan than the
lender,

> a used-car seller knows more about the vehicle quality than the
buyer,

> health insurance buyers know more about their state of health
than the insurance companies and

» some traders may possess insider information in financial markeTs.J

b) Adverse Selection

4 N

Asymmetric information generates adverse selection.

When one party fo a contract, say X, possesses information relevant
to the contract that other party Y does not have, the expected value
of the transaction is known more accurately to X due to asymmetry
of information. Then, X (having more information) may fake advantage
Y's ignorance and this could put the ignorant party ¥ at a loss

Thus,
knowledge
effects.

For example, insurers know less about health conditions of buyers and
are therefore unable fo differentiate between high-risk and low-risk
persons. This forces the price of insurance to rise, so that more
healthy pecple, aware of their low risks, choose not fo be insured. It
also further increases the proportion of unhealthy people among the
Lin.sur'ed, thus raising the price of insurance up more.

CA Mohnish Vora (MVSIR)

asymmetric information leads the party lacking relevant
to make sub-optimal decisions and suffer adverse
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The owner of a car knows much more z':bou-f
its quality than anyone else. While placing it
for sale, he may not disclose all that he lfnows
about the mechanical defects of the vehicle.

Based on the probability that the car on sale
is a 'lemon’, the buyers' willingness fo pay
for any particular car will be based on the
‘average quality’

of used cars. Not knowing the honesty of the
seller means, the price offered for the
vehicle is likely to be less than that of a
good car, to account for this risk.

However, anyone who sells a ‘lemon’ (an
unusually poor car) stands to gain. If buyers
were aware as to which car is good, they would
pay the price they feel reasonable for a good
car.

Since the price offered in the market is
lower than the acceptable one,good car
sellers will not be inclined to sell. The
market becomes flooded with ‘lemons’ and
eventually the market may offer nothing but
'lemons’. The result is market distortion with
lower prices and lower average quality of cars.

Thus, asymmetric information leads +o
elimination of high-quality goods from the
market. Economic agents end up either
selecting a sub-standard product (lemon) or
leaving the market altogether.

(" Moral hazard m
e

| potential customers out of marke:

X

c) Moral Hazapds

Ry

there is an externq
whenever an economic agent e,
shift some of its costs 14

It is about informed ;;:‘I:rs.)‘
taking advantage of | leOns
informed person  throygh s:n

unobserved action.

If occurs when one party 1

agreement knows that he neeg ,:nt
bear the consequences of his bad
behaviour  and e

comprehensive insurance tend
exhibit greater taste for rigk
taking in getting to his destinatior
quickly & hence his interest:
contradict with those of ins
This causes insurance premiu
rise for everyone, driving

> Order books of MVSIR fram-
www.mvsin.in

> Enroll in classes from-

www.ultimateca.com
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CHAPTE | UNIT = 25 MARKET FAILURE / GOVERNMENT INTERVENTION TO CORRECT MARKET FAILURE

II) Correct IIT ---------
Exf)ernaliﬂes Demlr{‘iﬁre(;goi i IV). Government intervention V) Price intervention: VI) Correcting VII) Equitable
’ ° In case of Public goods non-market pricing Information Failure Distribution

I1) a) Government intervention to correct Negative Externalities
et power com‘ribufgs to ingfficiency because it tends to restrict | ) >
 which results in higher prices thus leading to deadweight loss. HiFehConirols ik
" ; H 1 \
¢ of the social costs imposed by monopoly, governments intervene [

Direct Controls

Direct controls, (aka command solutions), prohibit activities that create
negative externalities or require that negative externality be limited o a
certain level.

ablishing -rules and regulations designed to promote competition

| islations differ from country to country.
mpetition Act, 2002 ;
titrust Laws

For example,

~ Limiting amount of pollutants released into water & air by firms or make it
) mandatory fo use pollution control devices.

easures include: — || ~ Licensing, production quotas and mandates regarding acceptable production

et liberalisation by introducing competition in previously | ! processes.
i
i
i
i

fonopolistic sectors such as energy, telecommunication etc # Production, use and sale of some commodities can be banned. Eg- Smoking at

. . R ¢ : : public places

" mergers ond acquisitions if there is possible market ~ Pass laws to alleviate effects of negative externalities. Eg- Environment
' ' (Protection) Act, 1986

~ The government may, through legislation, fix emissions standard which is a
legal limit on how much pollutant a firm can emit. If firm exceeds limit, it can
invite monetary penalties.

» The firms have to install pollution-abatement mechanisms to ensure
adherence to the emission standards. This means additional expenditure to
the firm leading to rise in the firm's average cost.

» Charge an emissions fee which is levied on each unit of a firm's emissions.

» Form special bodies/ boards to specifically address the problem: for eg

Ministry of Environment & Forest, Pollution Control Board of India etc

afronage to consumer associations

ough investigations into cartelisation and unfair practices such as
ollusion and predatory pricing

lction in import controls

ftionalisation

} capping and price regulation

Pictions on monopsony power of firms

or rate of return requlation - Govt's regulatory agency
rmines an acceptable price, so as to ensure a compe‘ri’riye or fair
of return, This practice is called rate-of return requlation. J

‘ f‘hnlsh Vora (MVSIR) A=
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Market Based Policies

Market-based  policies
provide economic
incentives so that self
inferest  of  market
participants would
achieve  the  socially
optimal solution.

The  market  based
approaches  focus  on
generafion of a market
price for

pollution, achieved by-
> Setting price directly-
by pollution tax

> Seftting price
indirectly- by cap-&-
trade system

The key to internalizing
an externality (both
external  costs  and
benefits) is to ensure

that those who create
the externalities include

them while making
decisions. (Pollution Tax)

Second  approach  to
establishing prices
indirectly is ‘tradable
emissions permits’.

L (carbon credits)

_

U poiiition Tax '

amount of pollution a firm produces.
Aka. Pigouvian taxes affer A.C.Pigou

These taxes, by 'making the polluter pay’,
seek fo internalize the external costs into
the price of a product or activity.

Tax increases the private cost and thus
decreases output of good which creates
negative externality.

The proceeds from the tax, can be used for
projects  that
énvironmem‘.

(The size of pollution tax depends on the

protect or  enhance J

(" Problems in administering an efficient

pollution tax

1) Pollution taxes are difficult to determine &
administer as it involves use of complex &
costly administrative procedures for
monitoring the polluters.

2) If demand for the good is inelastic, tax
may have only an insignificant effect in
reducing demand. In such cases, the
producers will be able to easily shift the
tax burden in the form of higher product

prices.
3) Pollution taxes also have potential negative
consequences on  employment and

investments because high pollution taxes in
one country may encourage producers to
shift their production facilities to those

L

> The use of tradable permits to limit emissions is often calleg ' \ﬁnd

Business Economics
RRECT MARKET: FAILURE

B
B

Tradable Emission Permits

trade’.

> A fradable permit is a license that allows a company to release q uni
pollution into the environment over some period of fime. By issuing q fix:
number of permits, the government determines the total level of pollu;
that can be legally emitted during each period (the ‘cap’). on

> Each firm has permits specifying the number of units of emissions thqt the
firm is allowed to generate. A firm that generates emissions above whot is
allowed by the permit is penalized with substantial fines.

> The firms can sell their government-issued permits to other firms, Since
the permits are tradable (the firm can sell for a price), a polluting firm faces
an opportunity cost i.e. for each unit of pollution that it creates, it myst
either buy a permit, or it must forgo the revenue it could earn by selling the
permit to some other firm. A firm which produces less pollution can sel|
their permits and earn money. :

> The high polluters have to buy more permits, which increases their costs,
and makes them less competitive and less profitable. The low polluters receive
extra revenue from selling their surplus permits, which makes them more
competitive and more profitable. Thus, firms will have incentive not to pollute.

> In 1994, USA began a cap & trade system for sulphur dioxide emissions
that cause acid rain by issuing permits to power plants based on their
historical consumption of coal. .

> In India, the Perform, Achieve & Trade (PAT) scheme, carbon tax in the
form of a cess on coal, lighite and peat, Renewable Purchase Obligations
(RPO) etc. In 2017, coal cess was abolished and replaced by the 65T
compensation cess.

> The Energy Conservation (Amendment) Bill, 2022 empowers the central
government fo specify a carbon credit trading scheme and to stipulate energy
consumption standards.

countries with lower taxes.

94
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ernment intervention to correct Positive
Externalities

we still call it a market failure because, left to
< ihgre will be less than optimal output.

itive externalities promote welfare,
s implement policies that promote positive
nalities.

itive externdlities are present, government may
to solve the problem through -
sctive subsidies to the producers aimed at
gsing the supply of the good. (Eg- fertilizer
%ve subsidies to consumers aimed at increasing
‘demand for the good. (Eg- A subsidy on fee for
gation is an example of consumption subsidy)

are aware, a corrective production subsidy involves
hent paying part of the cost to the firms o
e the production of goods having positive
eralities. This is in fact a market-based policy as
s to producers would lower their cost of
JCTion.

he cose of goods whose externalities are vastly
e, government enters the market directly as an
reur to produce & provide them. Eg- Public
, health care etc.

ents also engage in direct production of
ental quality. Eg- afforestation,
ation, protection of water bodies, freatment
Bge and cleaning of toxic waste sites.

sitive externality is associated with external

__/

Stiner Chartd Rasl
2 "J“jr“f’f CHary poox

MARKET FATLURE / GOVERNM

~ Merit goods are goods that have substantial positive externalities & hence are

\

Business Economics
INTERVENTION TO CORRECT

111)

a) Government intervention in case of merit goods

socially desirable.

ikely to be under-produced

~ Merit goods can be provided through market, but are | : :
social welfare will

and under-consumed through the market mechanism so that
not be maximized.

» Eg- education, health care, welfare services, housing, fire protection, waste
management, public libraries, museum and public parks etc

of merit goods are-

» The possible government responses to under-provision jood:
d a combination of

regulation, subsidies, direct government provision an
government provision and market provision.

1) Regulation determines how a private activity may be conducted. Eg, the way in
which education is to be imparted is government regulated.

2) Govt can prohibit some type of goods and activities, set standards and issue
mandates making others oblige. Eg, govt may make it compulsory to avail
insurance protection, compulsory vaccination etc

3) Govt could also use legislation to enforce consumption of a goeod which generates
positive externalities. E.g. use of helmets, seat belts etc.

4) Govt can compel individuals to consume a good that generates the external
benefit. The Right of Children to Free and Compulsory Education Act, 2009 which
mandates free & compulsory education for every child of the age of 6 to 14
years.

5) The ultimate encouragement to consume is to make the good completely free at
the point of consumption: for example freely available hospital treatment for
various diseases. When merit goods are directly provided free of cost by

1
]
]

o
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=
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government, there will be substantial demand for the same.

V.
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Government intervention in case of demerit goods

(> Di isi a public good by governm

Direct provision of a p ) ent o

> overcome the free-rider problem which leads to r:g?:lp
et

failure.

N 3
("> Demerit goods are socially undesirable. Eg- cigarettes, alcohol, intoxicating drugs etc. The
consumption of demerit goods imposes negative externalities on society as a whole.

» i i i i fo b e than opfimal
» The production and consumption of demerit goods are likely to be mor p imporeant. public goods- Eg- defence, establishmen,

> .
under free markets. maintenance of legal system, disease prevention etc qre
» The price that consumers pay for a packet of cigarettes is market determined and does invariably provided by the government.
not account for the social costs that arise due to externalities. ‘
> Excludable public goods can be provided by governmen,

» However, it should be kept in mind that all goods with negative externalities are not
essentially demerit goods: e.g. Production of steel causes pollution, but steel is not a
socially undesirable good.

and the same can be financed through entry fees. Grant
licenses to private firms to build a public good facility,
Under this method, goods are provided to the public op
payment of an entry fee. Government regulates (ave| pf
the entry fee chargeable from public and Reeps striet
wateh on the functioning of licensee to guarantee
equitable distribution of welfare.

How do governments correct market failure resulting from demerit goods ?

(1) Enforce complete ban on a demerit good. e.g. Intoxicating drugs )

The effect of stringent regulation such as total ban is seldom realized in form of complete
elimination of demerit good; conversely such goods are secretly driven underground and

traded in a hidden market Some public goods are provided by voluntary contributions

and private donations by corporate entities and NGOs.

Y

2) Imposing unusually high taxes

But, demand for demerit goods like, cigarettes & alcohol is often highly inelastic, so any
increase in price resulting from additional tax causes a less than proportionate decrease in
demand. Also, sellers can always shift the taxes fo consumers without losing customers.

> Certain goods are produced and consumed as public goods
and services despite the fact that they can be produced or
consumed as private gdoods. As, left to the markets and
profit motives, these may prove dangerous to society.Eg-
U scientific approval of drugs,
Q production of strategic products such as atomic
energy,
L U provision of security at airports etc 5

3) Government can fix a minimum price below which the demerit good should not be
exchanged. The effect of such minimum price fixation above equilibrium price

4) Through persuasion, achieved by negative advertising campaigns which emphasize the
dangers with consumption of demerit goods Eg- Mukesh- iss shehar ko ye hua kya hai

5) Through legislations that prohibit the advertising or promotion of demerit goods Eg-
Alcohol ads- music cds

6) Strict regulations- to limit access to good, especially by vulnerable groups such as
children and adolescents

(_7) Spatial restrictions e.g. smoking in public places, sale of tobacco to be away from schools

CA Mohnish Vora (MVSIR) ANRRRIRRRR( VIS S
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V) Price Intervention: Non-

Market Pricing

00K Business Economics

OVERNMENT INTERVENTIO

N TO CORRECT MARKET FAILURE

VII) Equitable Distribution

[ D, . M . \
(e intervention 7 form of price controls which are legal restrictions on price

nce controls may fake the form of either-

qprice Floor (a minimum prlce.buyers are required to pay) or
/Eg Minimum  Support  Price  (MSP), to quarantee steady and assured incomes to
 formers.

i
Price Ceiling (a maximum price sellers are allowed to charge)

" g- Fixing of minimum wages & rent controls

'/ When prices of certain essential commodities rise excessively, government may resort
" 1o controls in the form of price ceilings (also called maximum price) for making a resource
t commodity available to all at reasonable prices. Eg- maximum prices of food grains
ind essential items are set by government during times of scarcity

ey ——

VI) Correcting Information Failure

) Government makes it mandatory to have accurate labelling and content disclosures by |
ducers. Eg. Labelling on cigarette packets and nutritional information in food

! ndatory disclosure of information Eg: SEBI requires that accurate information be
provided to prospective buyers of new stocks.

fblic dissemination of information to improve knowledge and subsidizing of initiatives in
ot direction

ulation of advertising and setting of advertising standards o make advertising more
Sponsible, informative and less persuasive.

N\ —/

B T T i e e T T S S S U §

[ One of the most important activities of government is to |
redistribute incomes so that there is equity and fairness in the
society.

Some common policy interventions include

1) progressive income tax,

2) targeted budgetary allocations

unemployment compensation

transfer payments, subsidies, social security schemes, job
reservations, efc.

. . )
» Government failures where government intervention in the economy
to correct a market failure creates inefficiency and leads to a
misallocation of scarce resources occur very offen.

¥ Government failure occurs when:
L. intervention is ineffective causing wastage of resources
expended for the infervention
2. intervention produces fresh and more serious problems

There are costs and benefits associated with any government
intervention in the market, and it is important that policy makers
| consider all the costs and benefits of a policy intervention.

Order books of MVSIR from- www.mvsir.in

"
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MANAGEMENT; OF PUBLIC DEBT
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‘ I) Basics H II) The Process Of Budget Making

—_—

III) Sources Of Revenue

IV) Public Expenditure Management

I) Basics

» Governments all over the world have fo perform
manifold  functions from profecting their
territories, maintaining law and order, provision of
public goods and implementation of comprehensive
plans for economic & social welfare of its citizens.

~ To execute these functions -efficiently, the
government requires adequate financial resources.
Budget is a powerful policy instrument in the hands
of government to regulate and to restructure a
country's economic priorities.

-

» The government budget is a d'ocumem‘
presented for approval and legislation by a
government and confains estimates .of the
proposed expenditure for a given period and
the proposed means of financing them.

» The budget includes projections for the
economy and its various sectors such as
agriculture, industry, and services.

» The budget also contains estimates of the

[~ The need for budgeting arises from the need to
efficiently allocate limited resources to ensure
maximum social welfare.

~ The government also needs to reallocate resources
in accordance with its declared priorities. By
proper budgeting, the government is able to ensure
redistribution of income and wealth.

» The other objectives of budgets are reduction/
elimination of economic fluctuations to bring in
stability, sustainable increase in real GDP and
reduction in regional disparities.

» In simple terms, a budget is a statement that
presents the details of

Q 'where the money comes from'and

L Q 'where the money qgoes to.

government’s accounts for the next fiscal
year called budgeted estimates.

» Being the document which consolidates
revenues from all sources and outlays for all

activities, the budget is the most
comprehensive report of the government's
finances.

» Apart from union budget, state and local
bodies have their own budgetary processes
for the next financial year. However, the
focus of this unit will be the union budget
only.

(> The budgetary process is the meg

: ns by o
the executive and legislative qu::\}:d\
together formulate a coherent set of foy

and spending proposals. The finances of
government of India have Tradi’rionally beey
controlled by the Ministry of Finance T,
budget is prepared by the Minis
Finance in consultation with NITI Aq
other relevant ministries. The budget
presented and approved by both hoy
parliament before the beginning of the
~year (April 1 to March 31),

\

;

» Despite the fact that the term 'budge
not been used in the Indian Constitutio
process of making it is referred
budgeting.

» Article 112 of the constitution provides fha
in respect of every financial year |
‘president shall cause to be laid before
the houses of parliament a statement of the
estimated receipts and expenditure of the
government of India for that year, referred
to as the "Annual Financial Statement”.

J
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badget process mainly consists of two
e of cctivities:
The cim ini

istrative process, wherein the
pudget clong with the accompanying
doarents ore prepared in consultation
#h various stakeholders;

Jhe leziclative pro wherein the
budget is passed by the parliament after
- discussions.

Ape=e
cess

J

ed on 1st February (or any other
ble date os  decided by the
mment), the process of budget
commences in  August-
epts mber of the previous year. Budget
dision of the Ministry of Finance
gpares o comprehensive schedule for
afrying out budget preparation activities.
process of budget making is set off
fith the Budget Division issuing the
dget circular  containing  detailed
Structions and formats for preparing the
Stimates to all ministries, states, union
Effitories and autonomous bodies.

tion

=
the fact that the union budget is
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MANAGEMENT: OF PUBLTC DERT

DGET MAKING: SOURCES OF REVENUE,

Business Economics
EXPENDITURE MANAGEMENT AND

7 The detailed  estimg
Prepared by ministries
fo their assessment
subsequent  year.
estimates for recej

r A zeries
the uni

tes of expenditure are
and departments according
of requirements for the
Every department prepares
Pts and expenditure separately.
of pre-budget consultations are done by
‘e union finance minister with the finance
ministers and chief ministers of states, various
sTakz_hol_ders and interest groups including industry
associations, representatives from agriculture and
social and welfare sectors, labour organisations,
experts from NITI Aayog, economists etc. to elicit

g‘rheir suggestions on the proposed budget.

J

( The budget is presented in the Parliament in such )

form as the Finance Ministry may decide after
considering the suggestions (if any) of the Estimates
Committee. Broadly, the budget documents depict
information relating fo receipts and expenditure
for two years. They are:

(i) Budget estimates (BE) of receipts and
expenditure in respect of current and ensuing
financial year

(i) For the current year
Estimates (RE); and

(iii) Actuals of the year preceding current year

through Revised

The budget speech is mainly a policy document which
draws aftention fo the proposed policies and
programmes of the government. The finance minister
makes a detailed budget speech af the time of

The budget speech present defails of the |

proposals for the new financial year regerding
taxation, borrowings and expendifure plans of The
government.

Budgef speech is usually in two paris. i }

» Part A of the budget speech gives an outline of
the prevailing macro economic situation of the
country and the budget estimates for the next
financial year. Eleborating the priorities of the
government, the minister presenfs a broad
framework of the total funds raised by the
government via taxes or borrowings, proposed
government  expenditure  allocations  for
different sectors and fresh schemes for
different sectors.

» Part B of the budget speech details the
progress the government has made on various
developmental measures, the direction of future
policies and the governmeni’s tax proposals for
the upcoming financial year including variations
in the current faxation system.

Annual Financial Statement shows receipts &
exp. of govt. in 3 separate parts under which
govt. accounts are maintained, namely:

1. Consolidated Fund of India

2. Contingency Fund of India, &

3. Public Account.

{

\_presenting the budget beﬁg‘e\‘rhe Lok Sabha. 3)

99

_J

e ey

s

mvsir.in m

G Scanned with OKEN Scanner

;.S;ohnish Vora (MVSIR)




PLond ’
£ 7APRYT MA f
Chart Book

U Economies

F BUDGET: MAKING: SOURCES OF REVENUE, EXPENDITURE MANAGENE .
MANAGEMENT. OF PUBLIC DEBT | D

N
([ The list of budget documents presented to the |[ The budget is discussed in two stages in the Lok '
parliament, besides the finance minister's Sabha. First, there is the general discussion on || » Motions for reducﬁon to various demandsf
budget speech, is given below: the budget as a whole. After the first stage of grants are made in the form of ‘cut Mot ’
(e) Annual Financial Statement (AFS) general discussion on the union budget is over, the seeking to reduce the sums Sought 4
(b)Demands for Grants (DG) house is adjourned for a fixed period. During this government. f
(¢) Finance Bill period, the demands for grants of various
(d) Statements mandated under FRBM Act: ministries/ departments are considered by the || » The Finance Bill seeking to give effect 10 the
. Macro -Economic  Framework standing committees concerned, and once the government's taxation proposals is introduce |f
. Statement _ , _ reports are presented by these committees within in Lok Sabha immediately after thell
ii. Medium-Term Fiscal Policy cum Fiscal the stipulated time, the house proceeds to presentation of the general budget. It i ||
{ Policy Strategy Statement /| discussion and conducts ministry-wise voting on accompanied by a memorandum explaining the |
e documents which are n the matare | L 2EmONds for grants. )| provisions of the bill and their effect on the 1
ey Ao e | | st e oy e ot |
e ettt O | ok st et ot | T S e J
The expenditures of certain categories (e, the y demand or even to reduce the amount and passing after the Appropriation Bill s

of grant sought by government. The budget is passed. The finance bill seeks to give effect fo ||

emoluments and allowances of the President of laid on the table of the Rajya Sabha soon after the financial proposals of the governmeniafas

India and his/her office, and emoluments of

s i the Finance Minister has completed her/his th t financial i :

Tudges of supreme couts and high carking b ' ; € next financial year. The Parliament has to
e« . ! udget speech in the Lok Sabha. The Rajya ass the Fina Bill withi i

personnel of constitutional bodies across India) Sabha, does not vote on the demands for grants Fn’rr‘oducﬁon.n e L within oidors lva

ore ‘charged’ on the Consolidated Fund of India and there is only a general discussion on the

and are not subject to the vote of parliament, budget > On the last day of th
o . ‘ . ) ) - € last day of the d ;
e olSo ndicated separately in the budget. ||, 4frar the general discussion on the budget || discussion on demands for gront3 iﬁii:ia:::
[ By convention in an election year, the budget may | proposals and voting on demands for grants have puts all the outstanding demands for grants to
be presented twice. been corppl_efed, .fhe government lpfrpduceg ’rhg the vote of the house. This process is known
~ The first one is to first to secure a Vote on £ppnop r;a‘rlon Sil_ghe AppropriationBel Lk as Guillotine'. It is o device for bringing the
Account for a few months. fn’rende to give authority to government to deba_’re on financial proposals to an end within a
» This is followed by the Annual financial incur expenditure from and out of the specified time,

statement for that year or the full-fledged Consolidated Fund of India.
Budget. - J
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/ f’rer‘ the Finance Bi

; the Lok Sabha, if is

ecommendations.

44 days, with or
yithout
recommendations. The

recommendations  of
Rojya Sabha may be |

gccepted or rejected
by the Lok Sabha.

I Notes

o been passed by |i

' Sfﬂ'ﬁed to The :::
5 (‘l;;a Sabha for Its '

“,;;fa e bill being @
“money  bill, Rajya |i
"5abha has fo return |
% within a period of |

r,»;_sg- from 2017-18,
e date of presentation

of the budget has been

vanced to 1st
Oruary. An important

dgetary reform was |

merger of railway
dget with the general
dget from the budget
inancial year 2017-

. Mohnish Vora (VSIR)

L “’u“ ‘M‘ ;f‘( ‘r

Dl
]

7, 4

8 r

n», ﬂi‘.

2~ PUBLICIFINANCE | UNIT 3 - THE PROCESS OF BUDGET MAKING: SOURCES OF REVENUE, EXPENDITURE MANAGEMENT: AND
CHA MANAGEMENT OF PUBLIC DEBT

Business Economics

‘ h R 101

E 1C\\Q e

G Scanned with OKEN Scanner



7 P, | FESRSURT T o § iy
o 4§ - R | ® 59 §
4 oMm f ¥ by o 4

Business Economics

R121= PUBLITCIFINANCE "} UNIT/3 = THE PROCESS|OFIBUDGET MAKING 1 SOURCES OF REVENUE, EXPENDITURE MANAGERENT s
MANAGEMENT, OF PUBLICIDEBT

I1T) Sourc Revenue The broad sources of revenue are: (2. Debt capital receipts which include
P ——————e — = — | 1. Corporation tax a) Market loans for different
The Department of Revenue of the Ministry of ) 2. Taxes on income purposes
Finance exercises control in respect of the revenue || 3. Wealth tax b) Short tferm /Treasury bil
matters relating to direct and indirect union taxes. || 4. Customs duties borrowings
The_ .depar_'rmem‘ is also entrusted with the || 5. Union excise duties c) Securities issued against syg|
administration ’ and . enforcement of regulatory || 6. Goods and  services  tax including 65T savings,
measures provided in the enactments concerning compensation cess d) State provident fund (Net)
goods and services tax (GST), central sales fax, || 7. Taxes on union territories e) Net external debts
stamp duties and other relevant fiscal statutes. The | - ~ f) Other receipts (Net)
Centre's net tax revenue is the tofal of tax revenue |3 ==Y
The Department of Revenue exercises control in || after paying of the states' share and the National ( R
respect of matters relating to all the direct and || Calamity Contingent duty (NCCD) transferred to the || » In short, non debt receipts include
indirect union taxes through two statutory || National Calamity Contingency. Non-tax revenues recoveries of loans advanced by the
boards, namely, comprise the following: government to PSEs, state
1. the Central Board of Direct Taxes (CBDT) and || 1- Interest receipts, governments, foreign  goverhments
2. the Central Board of Indirect Taxes and || 2- Dividends and profits from public sector and union territories and sale
L Customs (CBIC). enterprises .and surplus transfers from Reserve proceeds of government assefs,
< Bank of India includin those  redlized f
1 V| 3. 3. Other Non-tax revenues and . 9 callzessn (00
Matters relating to the levy and collection of all L4_ 4. Receipts of union territories dwegtmem‘ of goverpmenf equity in
direct taxes are looked affer by the CBDT whereas | ——= = - _ 4B public sector undertakings (PSUs).
those relating to levy and collection of goods and Various social services provided by the government || > Debt capital receipts comprise of
service taxes (6ST), Customs and central excise such as medical services, public health: broadcasting, market loans and short term
duties, service tax and other Indirect taxes fall educa‘npn, sports, art and culture, housing: and borrowings by the  government,
within the purview of the CBIC, economic  services such as communication, energy, borrowing from the Reserve Bank of
Government receipts are classified under two transport,  science, Teghnology and _environment, India and loans taken from foreign
categories: railways and general admlmstrm‘.lve services also yield _ governments/institutions.
1. Revenue receipts which consists of fax revenue || Mevenue for the government. Capital Receipts include: > Examples of 'Other receipts' include
and.non 1a% revenus, 1. Non debt capital receipts which include Sovereign Gold Bond Scheme, receipts
2. Capital receipts which consists of debt receipts (a) Recoveries of loans and advances from international financial institutions
and non debt capital receipts (b) Miscellaneous capital receipts (disinvestments and saving bonds,
JAR and OTher‘S) N
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3= THEIPROCESS OF BUDGET MAKING: SOURCES OF REVENUE, EXPENDITURE MANAGEMENT AND
_ MANAGEMENT. OF PUBLTC DEBT:

The Department of Expenditure of the Ministry of

Finance is the nodal department for overseeing the

public financial management system in the central

government and matters connected with state finances.

It is responsible for

> the implementation of the recommendations of the

Finance Commission and the Central Pay Commission,

v i . . » monitoring of audit comments/observations, and

, Developing economies like India require enormous amount || 3 preparation of central government accounts.

" of public spending o initiate and accelerate economic || » additionally, ~ it  also  assists  central

_growth and o promote .employme_m‘. opporfunities. ministries/departments in controlling the costs and

" Effective reduction in fiscal de:ﬂcn‘ requires an prices of public services,

* ingenious mix of revenue and expenditure policies. » reviewing systems and procedures fo optimize

 Government expenditure affects allocation of resources | outputs and outcomes of public expenditure.

among various uses and therefore, great care should be

taken fo channelize the resources to socially desirable | ("3 The requirements of funds for all categories of )

areas. ~J|  expenditure including various programmes and
schemes, along with receipts of the departments are

Public expenditure management is the process that dlows | |  discussed during the pre-budget meetings chaired by

governments to be fiscally responsible. Public expenditure Secretary (Expe!'\dt’rur‘e). o

programmes or  projects should be designed _cmd » Expendi.Ture estimates are provisionally finalized and

mplemented fo provide given levels of outputs or achieve communicated to mlm.st.rles/depar“rmen’rs after the

specific objectives at minimum cost. _ approval of Finance Minister.

The economic costs of unproductive public expenditures || 5 Ope of the explanatory documents of the budget

can be extensive .and may have far reaching effects document is the 'Expenditure Profile' (earlier known as

such as: expenditure budget) consisting of relevant data across

b larger deficits all ministries/departments to outline a profile of the

I'* higher levels of taxation, general financial performance of the government of

I* lower economic growth, India.

i use elsewhere, and ! ) ) ‘
R ey e L N —

bt ) expenditure and certain other items across demands.
A Mohnish Vora (MVSIR) ASSSEEEES N‘) | ~ mysir.in ﬁ
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— iow of the limited nature of resources, a prudent and1
nﬁldesigned public expenditure management is essential
| :r an government to ensure that the level of
regate  public expenditure is consistent with a

’susfainublc macroeconomic framework.
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CHAPTER2/=/PUBLICIFINANCE | "UNIT 3'= THE PROCE

MANAGEMENT: OF PUBLIC!DEBT:
A _. 7 ; (Productive use of public debt contributes 1, el
1V)'Public Debt Management growth and welfare of the society. Sustaingpjj '8
(> In emerging market and developing economies, )| sovereign debt has always t;leerllfin urr;;;ormm indicator o
the government is generally the largest OVEFG_” macroeconomic f:a el ﬁf ﬂ(1:0un‘rry,
borrower. Government debt from internal and || sustainability is in gr"ea‘r part a tunction of the leve| of ety [
external sources contracted in Consolidated || and the government's capacity to service the ou'rstqnding !
Fund of India is defined as Public Debf. _debft. |

" B : —_—
» The government raises funds primarily from

X ) » Public debt management refers to Thm
the domestic market using market-based and determining, by the fiscal and monetary authorities, ||

—
The total expenditure through budge’f}

(both current and capital) of various

ministries and departments is composed

of central expenditure and transfers.

In Expenditure budget, the Central

government expenditure is classified

into six broad categories as below:

A. Centre's Expenditure:

» Establishment Expenditure of the

G L ZI:;d;mfe instruments fo finance its fiscal the size and composition ?f debt, the maturity patter, ||
» Central sector schemes, and > =1E \‘ interest rates, redempﬂ_on of dgb'r etc. It is Th_e:':-
» Other central expenditures process of setting up and implementing the strategy for
including those on CPSEs and » Public debt, in simple words, means debt managing public debt in order to raise the required
Autonomous Bodies incurred by the government in mobilizing amount of funding at the desired risk and cost levels.
B. Centrally Sponsored Schemes and savings of the people in the form of loans,

other Transfers:

which are to be repaid at a future date with > The overall objective of the central government's debt
The transfers include

interest. Public debt“is not ‘a one-time management policy is to "meet the central government‘zj}{
» Centrally sponsored schemes exercise of borrowing and repaying. Emancnqg needs at the lowest possible long term
» Finance Commission transfers and » Debt servicing is a contfinuous exercise as a or‘ro.wmbg costs and alsg to keep_fhe_ total debt w”h"!}:}
» Other transfers to states portion of debt falls due each month, sustainable levels. Additionally, it aims at supporting.
— / government does not usually cut expenditure developmen‘r"of a well-functioning and vibrant domestic
. , , ) or raise taxes to provide funds to retire or bond market".
Establishment  expenditure includes

repay the maturing bonds. Rather, the || » Keeping in view the incre
government simply refinances the debt, i.e. it borrowing both internal a
sells new bonds and uses the proceeds to th
pay off holders of the maturity bonds. upon the skilful publi

» Hence public debt management becomes a || » Dpebt managemepn‘r ;f::gr;m?:gﬂe':' d
crucial  task or responsibility of the pillars namely, sed on three broa
government and plays an important role in i. low cost of borrowin
macroeconomic stability of a country. ii. risk mitigation and =

\ \_ ii. markgf devel

o opert.__—
SRR R e D (@ ' 5 : EI 6 y '-:?i,..j‘f"‘?*‘ifl?{_j"j’j;
104

establishment-related expenditure of
the  ministries/departments,  and
aftached and subordinates offices.
Central Sector Schemes (CS) include
those schemes which are entirely
funded and implemented by the central
agencies under union government
ministries/departments.

CA MohnishVora (MVSIR)

asing magnitude of public'f::
nd external, the extent to which
e government can mobilise funds from public depends
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WANACENENT OF FUBLT I NEEs EXPENDITUREIMANAGEMENT: AND

» External debt (bilateral and multilateral The Public Debt Management Cell (PDMC) was created in

are:

it munageaznk ¢ Tndia - domestic loans) is managed by the Department of 2016 under the Department of Economic Affairs. The

i Rescrmble Lebt i.e., dated securities, Economic Affairs in the Ministry of Finance Medium Term Debt Management Strategy or MTDS 2021-24
narkefd s and cash management (MoF). is a framework to determine the appropriate composition of
1r‘e|25Uf'Y the debt portfolio. The objective of the debt management
bils: . - » Most of the external debt is so strategy is to efficiently raise debt at the lowest possible

7 Ministry of Finance (MOF); external multilateral agencies (Infemsa;:;::;fj fBr:an cost in the medium ferm while ensuring that financing

: ::i:itsfry o Finance; Budget Division for Reconstruction and Development, Asian |{ requirements are mef without disruption )

od Reserve Bank of India -~ Other Development Bank, etc.)

biities such as small  savings The sheer size of India’s public debt can be understood from
japIiT! ‘

the following fable:

» The risk associated with external the

its, reserve funds efc. —

ﬂo’Sli ¢ ==/ debt is the depreciation in the value of ||= e s on 31

o responsibility of managin ’fhew domestic currency vis-@-vis the currency j o ch 2023 M ch 2024

nestic Fbt of the centra ggve?»nmem of denomination of external loans leading | prro [apbtand | 1477772443 | 164,23 983.04
%o increase in the government’s debt R AL o

od of 28 state governments and two servicing cost other liabilities

sion territories is entrusted with the L ) External debt# 4.83397.69 5.22,683.81

Internal Debt Management Department | ——— =

(IDMD) of the Reserve Bank of India. || The Fiscal Responsibility and Budgeﬂ Total 152 61,122.12 169 ,46,666.82

The RBI acts as the debt manager for Management (FRBM) was passed in 2003 fo | — :
marketable internal debt. While freasury provide a legislative framework for reduction || In line with the global trend, the government of India also}

bills are issued o meet short term cash of deficit and thereby debt of the central || responded to the pandemic challenges and increased its
requirements of the government, dated || government to a sustainable level. The || expenditure on health and social sector. Af the same time,
securities are issued fo mobilise longer objectives of the act are: the revenue receipts declined substantially due to the
term resources Yo finance the fiscal Din’rer-genera’tional equity  in fiscal || adverse effects of the pandemic on economic activity.

deficit. From 1997 onwards, the Reserve management,

Bank also provides shorf-term credit up fo || O long run macroeconomic stability, Consequently, fiscal deficit widened necessitating an
| three  months 10 state governments || O betfer coordination between fiscal and || increase in the size of the borrowing programme significantly
| banking with it in the form of Ways and monetary policy, and during 2020-21 and 2021-22 in order to render counter-

| teans  Advances (WMA) o bridge || O transparency in fiscal operation of the || cyclical fiscal policy support and fo provide fargeted support
\ temporary mismatches in cash flows. L government. S L 1o segments deeply hit by the pandemic

J ST o S e Qe DU— —_—
5 o N‘ i mvsir.in
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_ Capital Expendinm

The Reserve Bank has been proactively engaged in the development of
the government securifies (G-sec) market including broadening of
investor participation. As part of continuing efforts to increase retail
participation in G-sec, 'RBI Retail Direct' facility was announced
on February 5, 2021:

Capital receipts are those receipts Thm‘ lead
o a reduction in the assets or an increase
in the liabilities of the government. Examples
include recoveries of loans, earnings from

Qfor improving the ease of access by retail investors through
online access to the primary and secondary government securities
market

Oto provide the facility fo open their government securities
account (Retail Direct’) with the Reserve Bank.

Budget concepts

—
Type of budgets

Balanced budget: - A balanced budget is a budget in which revenues
are equal to expenditures. Thus, neither a budget deficit nor a
budget surplus exists. Revenue does not fall short of expenditure.
i.e., revenue is equal to expenditure (Revenue = Expenditure).

Unbalanced budget : The budget may either be surplus or deficit.

* A surplus budget: when estimated government receipts are more
than the estimated government expenditure it is termed as surplus
budget. When the government spends less than the receipts the
budget becomes surplus. Briefly put, public revenue exceeds public
expenditure (R°E.)

A deficit budget: when estimated government receipts are less
then the government expenditure, it is termed as a deficit budget.
A deficit budget increases the liability of the government or
decreases its reserves. In modern economies, most of the countries

disinvestment and debf.
L

£

( There are exmr\m
government  which g, t.
creation of physical op
assets or reduction in finangig
liabilities. This 5"C'ﬁdes
expenditure on the acquisitigy of

|
f'nQnCiQI

Revenue Receipts:

Revenue receipts can be defined as those
receipts which neither create any liability
nor cause any reduction in the assets of
the government. There are two sources of
revenue receipts for the government — tax
| revenues and non-tax revenues.

—

L ReverueIReteipTs

™\

Revenue expenditure is expenditure incurred
for purposes other than creation of physical
or financial assets of the central
government. It relates to those expenses
incurred for the normal functioning of the
government departments and various services,
interest payments on debt incurred by the
government, and grants given to state
governments and other parties (even though
some of the grants may be meant for creation
of assets).

CA Mohnish Vora (MVSIR) /AN

follow deficit budgeting.

land, building, machinery
equipment, investment in shares |
and loans and advances by s |
central government to state an(f;
union  territory  governments
PSUs and other parties.

When a government spends more
than it collects by way |

revenue, it incurs a budg
deficit. There are
measures that captu

\_€cohomy.

BudgefaryiDe
5

[BUdge’fﬂr‘y Deficit is defined as
the excess of total estimated
expenditure over total estimated
revenue is difference between all

——

106

receipts and expenditure, both
revenue and capital, __J
: _ mysir.in
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we deficit refers to the excess}
avsrnmenf's revenue expenditure
f revenue receipts. It shows the

(e revefl

e tfall of governmen’r's current receipts
sho: current expenditure. It shows the
0vsernmen‘r revenue is insufficient to meet
ihe regular expenditures in connection
ith The normal  functioning of the
qovernment, or the government is diverting
| sources from ofher sectors fo finance
its current expenditure.

pevenue deficit = Revenue expenditure -

L excluding borrowing

Total Receipts excluding borrowing = Revenue
Receipts + Capital Receipts excluding borrowing or
(Non debt creating capital receipts). Non debt
creating capital receipts include recoveries of loans
advanced by the government and sale proceeds of
government assets, including those realized from
divestment of government equity in public sector
undertakings (PSUs).

Fiscal deficit = Total Expenditure -Total Receipts

_/

—

Revenue receipts

iscal Deficit
When the government's non-borrowed
receipts fall short of its enfire
expenditure, it has to borrow money from
the public to meet the shortfall The
fexcess of total expenditure over fotal
receipts excluding borrowings during a
fgiven fiscal year is called the fiscal
| deficit. In other words, fiscal deficit is
{ the difference between the government's
| total expenditure and ifs total receipts
| excluding borrowing. It is offen presented
| s o percentage of the gross domestic

(> Fiscal Deficit = (Revenue Expenditure + Capi‘raI\

Expenditure) - (Revenue Receipts + Capital
Receipts excluding borrowing)

» Fiscal Deficit = (Revenue Expenditure- Revenue
Receipts) + (Capital Expenditure - Capital
Receipts excluding borrowing)

» Fiscal Deficit =
Expenditure -
borrowing)

Revenue Deficit + (Capital
Capital Receipts excluding

The fiscal deficit will have to be financed by
borrowing. Therefore fiscal deficit points fo the
total borrowing requirements of the government
from all sources. In case revenue deficit occupies a
substantial share of fiscal deficit, it is an indication
that a large part of borrowing is used for

| product (GDP).

Lccnsumpﬁon purposes rather than for investment.

Primary Deficit

(Primar'y deficit is defined as fiscal deficit of current |
year minus inferest paymenis on previous
borrowings. In other words whereas fiscal deficit
indicates borrowing requirement inclusive of inferest
payment, primary  deficit indicates  borrowing
requirement exclusive of interest payment. It tells
how much of the government’s borrowings are going
towards meeting expenses other than interest
payments. Primary deficit thus gives an estimate of
borrowings on account of current expenditure
exceeding current revenues. The goal of measuring
primary deficit is fo focus on present fiscal
imbalances.
Primary deficit = Fiscal deficit - Net Interest
liabilities

Net inferest liabilities interest payments minus
interest receipts by the government on domestic

8 lending.

—

The Bill produced immediately after the presentation
of the union budget detailing the Imposition,
abolition, alteration or regulation of taxes proposed
in the budget.

.

J
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Cut Motions
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~

\ oufcome of the fund usage.

The outcome budget establishes q
direct link between budgetary
allocations of schemes and its
annual  performance  targets
measured  through output and
oufcome indicators. The outcome
budget is a progress card on what
various ministries and departments
have done with the outlays in the

previous  annual  budget. Tt
measures the development
outcomes  of all  government

programs and whether the money
has been spent for the purpose it
was  sanctioned including the

Motions for reduction fo various demands for
grants are made in the form of cut motions
seeking to reduce the sums sought by government
on grounds of economy or difference of opinion on
matters of policy or just in order to voice a

J

grievance.

All revenues received, loans raised and all moneys

received by the government in repayment of loans
are credited to the Consolidated Fund of India and
all expenditures of the government are incurred
from this fund. Money can be spent through this
fund only if appropriated by the parliament. The
consolidated Fund has further been divided into
_revenue’ and ‘capital divisions.

Contingency FundloriTndia

=
The parliament has very limited time

for examining the expenditure
demands of all the ministries. So,
once the prescribed period for the
discussion on demands for grants is
over, the speaker of Lok Sabha
puts all the outstanding demands
for grants, whether discussed or
not, to the vote of the house. This

process is popularly known as reported to the Parliament for recoupment from
jui"oﬁne‘. | the Consolidated Fund of India.

[ A fund placed at the disposal of the President 1o |
enable him/her to make advances to the
executive/Government to meet urgent unforeseen
expenditure.  Contingency fund  enables the
government to meet unforeseen expenditure and

om

[ Under provisions of Ar‘ﬁcle-266(l). it
India, public account is used in relation to all the fund flos
where government is acting as a banker. Examples incluge
Provident Funds and Small Savings. This money dogg pe,
belong to government but is o be returned to the depositons
The expenditure from this fund need not be approv

ed by ﬂlﬁ
parliament. -

o

does not require prior legislative approval, unlike
with the Consolidated Fund. For meeting such
exigencies, advances are made to the executive
from the contingency fund which is subsequently

A Mohnish Vora (MVSIR)
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1I) Types of fiscal policy

of

ITI) Instruments

IV) Fiscal policy for long-run

Fiscal Policy economic growth

V) Fiscal policy for VT) Limitations of
reduction in inequalities of fiscal policy
income and wealth __J___—————_.

II) Types of

Fiscal Policy

Meaning

- involves use of government

epending.
oxation an
+, perrowing
influence both-
ttern of economic activity and
level of growth of agg. demand, output and
employment

Objectives
most common objectives of fiscal policy are:

| » Achievement and maintenance of full employment
> Maintenance of price stability,
celeration of rate of economic development
iteble distribution of income and wealth

mportance as well as order of priority of these
tives may vary from country fo couniry and
fime o time. For instance-
stobility and equality may be the priorities of
developed nations,
conomic growth, employment and equity may
get higher priority in developing countries

IIT) Instruments of Fiscal Policy

e

. ~ Expansionary fiscal policy
It is designed to stimulate the economy during
contractionary phase.
~ increasing aggregate expendifures, and
» decrease in taxes

Thereby increasing aggregate demand in future
It leads to larger government budget deficit or
smaller budget surplus.

EFP is resorted to close the contractionary gap.

During deflation or during a period of sluggish
economic activity when the rate of utilization of
resources is less, EFP aims to compensate the
deficiency in effective demand by boosting
_aggregate spending.

~

Contractionary fiscal policy

Tt is designed to stimulate the economy during

inflationary phase. ‘
» decreasing aggregaie expenditu
» increase in taxes

res, and

Thereby decreasing aggregate demand in foh'Jr‘e.
Tt leads to smaller government budget deficit or

larger budget surplus.
CFP is resorted to close the inflationary gap

If the state of the economy is such that its
growth rate is extraordinarily high causing
inflation and asset bubbles, contractionary fiscal
policy can be used to confine it into sustainable
\Ievels.

T A
EieT

JI1I)a)lGaovernmenti(bublic) expenditure

determine whether the govt's expenditure
is more or less than what it receives.

A reduction or increase in it may result in
significant variations in the counfry's total
income.

As such, public expenditure can be
instrumental in adjusting consumption and
| investment fo achieve full employment.

[ Fiscal policy relates to decisions that |[

_

Public expenditures are income-generating and include-
» Current _expenditures to meet the day-to-day
running of government

> Capital expenditures - investments made by the
Government  in  capital equipments  and
infrastructure, and

» Transfer payments i.e. government spending which
does not contribute to GDP because income is only
transferred from one group of people o another

without any direct contribution from the receivers

mvatl
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‘B “IT)b) Taxes H :
During Recession | | To reduce || —\![ Public debt may be
It may initiate [ [ severity of [} » Taxation policies are used for establishing \ :
inflation and to [|i|  stability inan economy. > Internal Debt . -
: When government borrows from its own people in county,
o lS

fresh wave of
public works, | | bring down prices
such as

construction of Govt reduces

internal debf.

> External Debt
When government borrows from outside sources, the debt
i§

5 Tax as an instrument of fiscal policy

consists of changes in-
v’ government revenues or

ds. irrigation | | expenditure = ¢
;2?,-,,-{,-65 ;gJorts Reduced incomes - |; v inrates of taxes o _
electrification of || > eliminate excess |: aimed at encouraging or resfricting pr'lvafg [ external debt.
expenditures on consumption an — &
ol : d @rkef Loans _ﬂ‘
Government issues treasury bills and government securities o%z.

new areas efc. :
demand. i investment.

> Taxes determine size of disposable |\| yarying denominations and duration which are traded in de

From where will govt find resources . . !
to increase its expenditure, during income > which de"rer'ml.nes qggr‘egm‘e markets. |
recession? demand > & possible inflationary & |1l » For financing capital projects -> long-term capital bonds qrg.
» If govt increases taxes> it will be deflationary gaps. issued Ll
rs_:glf:ffﬁ:"g’.:so's":gf:sﬁig:\z:s :';1'3 O During recession & depression, » For meeting shorf-term government expenditure -> ireasury billg ||
thus aggregate demand. private consumption and |
investment. Small Savings
4

They represent public borrowings, which are not negotiable and are

Eal

» The govt should in such cases go for a
deficit budget which may be
financed either

v through borrewing or

v through monetization (creation
of additional money to finance
expenditure).

The former runs the risk of

crowding out private spending.

not bought and sold in the market.

Eg- Schemes introduced for mobilizing small savings such as Natio
| Savings Certificates, National Development Certificates, efc.

(Borrowing from the public through the sale of bonds and securified

d!

|
t
5

nal
,

O During inflation,
v New taxes can be levied & rates of

existing taxes are raised > fto
reduce disposable incomes and fo
wipe off the surplus purchasing
power.

v However, excessive taxation
prevents new investments and thus

i

curtails the aggregate demand in the economy.
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Repayments of debt by governments increase the availability
money in the economy and increase aggregate demand.

govt has to be cautious about it

» Programme of public investment
» The extent of tax reduction and /or f MVSIR is

» Primary employment in publi ks : = ; e i
el g public WORKS 11l increase in government spending required |i [ Making: pdfs or photo-copies on selling books ©
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B will induce employment, and the ) : i
» oy Wil e bt v X cion depends on the size of the recessionary NOT allowed. Strict. legal action will be taken.
| stk JiL oo and the magnitude of the mﬂlier. J > Join Telegram channel for updates- @camysir
‘V‘ Lt : . mvsir ;li?ﬂm
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_ statement of

fe bUdgng:\Sed fr%r\{\ taxes and oTher}

rN"‘Uesand expenditures made by a

‘ ;o;io‘n.s governmen‘r inayear.

e ret effect of a budget on
ceqate demand depends on the

government's budget balance.

7 Balanced budget: (Revenue = Exp)
No net effect on aggregate demand
dnce leakages (taxes) = injections (exp)

0 Budget surplus: (Revenues > Exp)

| 1t has negative net effect on aggregate
| demand since leakages > injections

§ Tt reduces national debt

| 0 Budget deficit: (Revenues < Exp)
LIt has positive net effect on aggregate
|| demand since injections > leakages
R 1t odds to the national debt

yolicy for long-run econc

ST B
growin

| Demand-side policies unaccompanied by}
 policies to stimulate aggregate supply
1] cannot produce long-run economic growth.

|| Fiscal policy influence economic growth
|| hrough its effects on the incentives

infrastructure  spending generally have
positive  supply-side  effects.  When
government supports building a modern
infrastructure, the private sector is provided
with the requisite overheads it needs.

» Government provision of public goods such as
education,  healthcare, etc.  provide
momentum for long-run economic growth
through human capital formation. Increase

in human capital makes physical capital more
productive.

» Taxes can have either positive or negative
impact on economic growth depending on
whether it encourages or discourages saving
and investment.

> A well designed tax policy that rewards
innovation and entrepreneurship, without
discouraging incentives will promofe private
businesses who wish to invest and thereby
help the economy grow. For example, an
increase in corporate faxes fo raise extra
revenue may have adverse consequences on
incentives and output.

» Tax and spending policies (e.g. subsidies)
can be effectively used to correct market
failures resulting from externalities.

» Tncrease in environment taxes increase the
cost of firms and reduce their output

» Subsidies on inputs and support prices to

|| taced by individuals and firms.
‘7§0P example- (See next box)

—

producers (e.g. farmers) generate higher

CHAPTER 7.- PUBLICIFINANCE | UNIT:- 411

(-, . )
» Fiscal policies such as those involving !

\

Business Economics

FISCAL POLICY.

V) Fiscal policy for reduction'in inequalities of income and
wealth

Vs

Distribution of income is influenced by fiscal policy- )

Directly- Current disposable incomes of are dependent on

direct faxes,

Q1Indirectly- Potential for future earnings is indirectly
influenced

Few measures as to how govt exp & taxes can be manipulated
to achieve desired redistribution of income..

¥ Progressive direct fax system

> Indirect taxes can be differential

More tax on Luxury goods, Less tax on Necessities

-/

—

output.
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L »> Strengthening human capital for enhancing employability etc

A carefully planned policy of public expenditure helps in )
redistributing income from the rich to the poorer sections of
the society. Spending programmes targeted on welfare
measures for the disadvantaged

» Poverty alleviation programmes

» Free or subsidized medical care, education

» Infrastructure provision on a selective basis

» Subsidized production of products of mass consumption

> Public production and/ or grant of subsidies to ensure
sufficient supply of essential goods, and

Notes:

mvsi
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VI) Eimitations of fiscalipolicy.

‘‘‘‘
S

expansionary policy is initiated when the
economy is already on a path of recovery
and vice versa,

2) Difficulties in instantaneously changing
governments’ spending and taxation policies

3) Practically difficult to reduce government
spending on various items such as defence
and social security as well as on huge
capital projects which are already midway.

4) Public works cannot be adjusted easily
because many huge projects such as
highways and dams have long gestation
period.

5) Certain fiscal measures cause
disincentives. For eg, increase in profits
tax may adversely affect the incentives
of firms fo invest and an increase in social
security benefits may adversely affect
incentives to work and save.

6) Deficit financing increases the purchasing
power of people. The production of G/S, in
under-developed countries may not catch
up simultaneously, resulting in prices
spiraling beyond control.

7) Increase is government borrowing creates
perpetual burden on even future
L generations as debts have to be repaid.

1) Bod Timing- It is possible that aD

8) Crowding Qut

During recession, government may resort to
expansionary fiscal policy by increasing govt exp.

However, if taxes (revenue of govt) are nof
sufficient for the increased spending, then
government increases its spending by borrowing
from the loanable funds from the market the
demand for loans increases and this pushes the
inferest rates up.

Similarly, when government increases the budget
deficit by selling bonds or treasury bills, the
amount of money with the private sector
decreases and consequently interest rates will be
pushed up.

As a result, private investments, especially the ones
which are interest- sensitive, will be reduced.

Fiscal policy becomes ineffective as the decline in
private spending partially or completely offsets
the expansion in demand resulting from an increase
in government expenditure.

Thus, an increase in the size of government spending
during recessions will ‘crowd-out' private spending in
an economy and
> lead to reduction in an economy's ability to
self-correct from the recession, and
» possibly reduce economy's prospects of
long-run economic growth.

J

.
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9) LCIQS \
i. Recognition Lag
Lag in recognizing need for a policy change

ii. Decision Lag
Delays in deciding on most appropriate policy.

iii. Implementation Lag
Delays in bringing in legislation and implementing then

iv. Impact Lag
Outcomes of a policy are not visible for some time

a7
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Chapter 8
MONEY MARKET

(Weightage: 10 Marks)

Note- Making pdfs or photo-copies or selling books of MVSIR is NOT allowed. Strict legal action will be taken
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CHAPTER8'= MONEY. MARKET: | UNIT 1'='THE CONCEPT. OF MONE ev:aporzmm THEORIES

"""""""""""" (it Rttt kit intuidiaiatiatuiiaiadntui it

Functions of Money

1) Convenient medium 2) Explicitly defined unit of value or
E of exchange unit of account
i 3) Serves as a unit or standard of deferr'ed—] ( 4) Store of value

, - Fi ka. token money) has no intrinsic val i
cut Mone Fm’f money (a N money 0 intrinsic value (materially
’What is, it has no value if it were not used as money. It is used as |+ P ayrnen'r """""""""""" e T

nedium of exchongi clsI govt has, by Ia;u, made them “legal tender,” which Demand for money
' aw, as m .
neans, they serve, BY SHMENS O paymsis (> If peaple desire to hold money, we say there is demand for money. N

Definition of Money E r Demgnd for money is in the nature of derived demand; it is demanded
. i|  for its purchasing power.
t| » The demand for money is
As a statistical concept, money |: / Demand for real balances or liquidity (wish to have command
could include certain liquid liabilities |: over real goods and services - for day to day expenses)

| -y something that holds its value over time, can be easily translated |
| e nd is widely accepted.

/ .
| o prices: @

floney con be defined for m[i_gyl

ses as the set of liquid financial
wseefs, the variation in the stock of
which could impact on aggregate
economic activity.

of a parficular set of financial v Demand to store value (for future
{ intermediaries or other issuers'. contingencies/requirements)

» Demand for money has an important role in the determination of
v interest, (Int rate rises, opportunity cost of holding money rise,
money demand falls)
v prices and (Price level rises, money demand rises for
transactions)
v income. (Higher income, higher expenditure; richer people hold

Characteristics of. Money
more money)

Money should be:

# generally acceptable

# durable or long-lasting

» effortlessly recognizable. .

/ difficult to counterfeit i.e. not easily reproducible by people
» relatively scarce, but has elasticity of supply

| » portable or easily transported

» possessing uniformity; and . L .
Ldivisib\g into smaller parts in usable quantities or fractions without losing
i\ value

L‘r Tnnovations such as internet banking, application based transfers and
automated teller machines reduce the need for holding liquid money.

Joln Telegram Channel for all updates- @camvsir
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IMPORTANT THEORIES

Business Econopies

I) Classical Approach: {II) Cambridge \ IIT) Keynesian Theory || V) Inventory Approach || V) Friedman's Restatement | | VI) Demand fop -

Quantity Theory of Money Approach of Demand for Money || to Transaction Balances of Quantity Theory as Behaviour toygpg Reizk
4 I) Classical Approach: Quantity Theory of Money 4 11) iamb;'\]idqe C?ppr:oa;:l_\rh
. o - = oach or Neo-Classical Theor
~ Given by Irving Fisher in his book ‘The Purchasing Power of Money’ > Aka Cosh Balunce. Appr . , !
published in 1911. » Money increases utility in the following two ways- |
» As per QTM, money in circulation (M) & price level (P) are directly 1) Split-up of sale ONd_ PU'”Ch?Se to two different points of time
related to each other. (Linear) That is, changes in general level of (represents fransaction 1'rnohve)
commodity prices or changes in the value or purchasing power of money are 2) hedge against uncertainty. (money- a temporary store o
determined first and foremost by changes in the quantity of money in wealth)
circulation, > Since sale & purchase do not take place simultaneously, people neeg
» QTM is aka. ‘equation of exchange' or transaction approach’ ‘temporary abode’ of purchasing power as hedge against uncertainty, |
MV = PT » How much money will be demanded as per Cambridge Approach? "

Tt depends partly on income and partly on wealth and interest rates.

-> Higher the income -> greater the transactions -> greater demand fop |

money. Demand for money was determined by need to conduct transactions

which will have a positive relationship to value of aggregate expenditure,
Md = k PY LA

Where, Md = is the demand for money balances,

Y = real national income,

P = average price level of currently produced goods and services

PY = nominal income ,

k = Cambridge k = proportion of nominal income (PY) that people w
hold as cash

V = transactions velocity of circulation i.e. no. of times money changes hand
P = average price level (P= MV/T) ; PT = Total demand of money
T = the total number of transactions ; MV = Total supply of money

» Later, Fisher exfended the equation of exchange to include demand
(bank) deposits (M") and their velocity (V')
Expanded Form : MV + M'V' = PT
Where, M' = the total quantity of credit money
V'= velocity of circulation of credit money

» Assuming full employment prevails - T, V, V' remains constant

ant
» As per QTM, people would hold money in a quantity proportional to fotal ‘

» Above equation explains that demand for money (Md) equals k pro ,
\_of the total money income.

116

transactions irrespective of interest rate [ More Transactions -> More
k Demand of Money ]

CA Mohnish Vora (MVSIR)
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Where, M = total amount of money in circulation in economy .
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MARKET: | UNIT 1 - THE CONCEPT OF MONEY DEMAND: IMPORTANT THEORIES

LLI) Reynesion Theory of Demand for Money

/ According to Keynes' Uqu_ii'!y Preference Theory', people hold money (M) in cash for three motives:
Transactions motive, Precautionary motive, & Speculative motive
a) Transactions motive W ¢) Speculative motive

g reed for cash for current fransactions for l?eople dema_nd to hold money balances to take advantage of the fu?r_;'rz ,’nci],:n the rfa oi
rsonal and business exchange (income motive & |! m‘reresf,'whmh is the same as future changes in bond prices. (to exploit any atfractive mesTmant
husiness motive). ‘ | opportunity)

Joney is demanded o bridge the time gap
pteen receipf of income and  planned |
pxpendifures. !
Transaction demand for money is directly related
to level of income

£ M e AR hansde
Keynes assumed that expected refurn on money s 2270, while expected returns on bonds are of
l’rwo types, namely: interest payment & expe