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WHAT IS ECONOMICS ?

Allocated the scarce
resources to satisfy
the competing
unlimited wants. '

LIMITED Wi
RESOURCES Eance)

Basic definition of Economics ‘

Economics is the study of the processes by which the

relatively scarce resources are allogat satisfy the
competing unlimited wants of human s ina society.
Two fundamental facts that form
the subject matter of Economics
y 4 |
4 L ]
) . . o The means to satisfy these unlimited
{ S bemgs ha@#@g@s J l wants GI"}C relatively scarce

annot have everything we want with the
ces we have, we are forever forced to make
ices.

* Therefore, we choose to satisfy only some of our
wants leaving many o‘rher; wants unsatisfied.

Similar dilemma is faced by every individual,
every society and every country in this world.

'Economics’ is derived from the Greek word
'Oikonomia’. Its meaning is 'household management".
MV Sir
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Full Definition of Economics

Economics concerns itself with

the crucial concern of how a nation allocates its scarce

productive resources to various uses;

it also deals with the processes by which the productive
capacity of these resources is increased and

with the factors which, in the past, have led to sharp
fluctuations in the rate of utilisation of these resources.

Decision Making

)v Decision making refers to the process of selecting an appropriate alternative
@ that will provide the most efficient means of attaining a desired end, from
two or more alternative courses of action.

> It involves evaluation of feasible alternatives, rational judgment on the basis
| of information and choice of a particular alternative which the decision
maker finds as the most suitable.

» The question of choice arises because our productive resources such as land,
[ labour, capital, and management are limited and can be employed in
alternative uses. Therefore, more efficient alternatives must be chosen and
. less efficient alternatives must be rejected. ,

/
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-l The management of a business unit generally needs to make strategic,

=) tactical and operational decisions. A few examples of issues requiring

A
N
.
g
-

«%‘\Aﬂ

i »

decision making in the context of businesses are illustrated below:

Py
L

/ /)'v Should our firm be in this business? ™
( > Should the firm launch a product, given the highly competitive market environment? \
> If the firm decided on launching the product, which available technique of produﬁon“

should be used?

» From where should the firm procure the necessary inputs and at what pﬁces sans to bve -
competitive edge in the market? 5 .

» Should the firm make the components or buy them from other ﬁrﬁiﬁ?
> How much should be the optimum output and at what price should the ﬁmﬂcll’

> How will the product be placed in the market? Which customer segment should we focus
on and how to improve the customer experience? %ich mhetlno strategy should be

\ chosen? How much should be the marketing budqet’ *2.i » |
\ % /
How to combat the risks and uncertainties mvolved;z rb = m

Definition of Business Economics

defined as the use of economic analysis to make
the best use of an organization’s scarce resources.

.
/% Business
business

» Business Ec so referred to as Managerial Economics, generally refers to
f economic theory with business practice. While the theories of

ts, price, competition etc., Business Economics applies these tools in the
siness decision making.

» Business Economics has close connection with Economic theory (Micro as well as
acro-Economics), Operations Research, Statistics, Mathematics and the Theory of

Decision-Making.
\ > Business Economics is not only valuable to business decision makers, but also useful /
\ for managers of ‘not-for-profit’ organisations. y

[ MV Sir_
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) B Economics has been broadly divided into two major parts
L

It examines how the individual units (consumers It is a study of the economy as a whole, rather

or firms) make decisions as to how to efficiently than its individual parts. It analyzes the overall

allocate their scarce resources. economic environment in which the firms,
governments and households make decisions.

Here, the focus is on a small number of or group This economic environment represents the overall
of units rather than all units combined, and effect of the innumerable decisions made by
therefore, it does not explain what is happening millions of different consumers and producers.

in the wider economic environment.

Few areas under Micro- Economics are: Few areas under Macro- Economics are:

(i) Product pricing; (i) National Income and National Output;

(ii) Consumer behaviour; (ii) General price level and interest rates;

(iii) Factor pricing; (iii) Balance of trade and balance of payments;
(iv) Behaviour of firms; and (iv) The level of employment and rate of
(v) Location of industry. economic growth.

Nature of Business Economics

a systematized body of knowledge which establishes cause
act relationships. Business Economics integrates the tools of
sciences such as Mathematics, Statistics and Econometrics
conomic Theory to arrive at appropriate strategies. It follows
cientific methods and empirically tests the validity of the results.

1
Business Economics

is a Science

" Business Economics is based largely on Micro-Economics. A business |
manager is usually concerned about ensuring the long-term survival
and profitable functioning of the organization. Since Business
Economics is concerned more with the decision making problems of

\\individual establishments, it relies heavily on Microeconomics. )/

Based on Micro
Economics

A business unit does not operate in a vacuum. It is affected by the
external environment of the economy in which it operates such as,
the general price level, income and employment levels in the
economy etc. All these are components of Macroeconomics.

Incorporates

elements of Macro
Analysis

CA Mohnish Vora 9
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Nature of Business Economics
4

Business Economics As it involves practical application of rules and principles for the |
is an art attainment of set objectives.

Markets and enterprise. It uses the theory of the firm and resource allocati

Use of Theory of Business Economics largely uses the theory of markets and pri |
in the
Private Enterprises _backdrop of a private enterprise economy.

Micro-Economics is abstract and purely theo
Pragmatic in economic phenomena under unrealistic assu

Approach Business Economics is pragmatic in its ap|
problems which the firms face in the real wo

7 " Business Economics is mterdlsclphna
Interdisciplinary in tools from other disciplines™ such
nature Research, Management Theory, Ac

_ Statistics and Econometrics.

y in nature as it incorporates |
Muthematlcs, Operations
ting,. marketing, Finance,

8

Normative in Nature

[ Econ’o:hﬁ; theory has developed along two lines — positive and normative.J

B!
/ I - ]
/> A positive or pure science analyses- ‘\‘ 7% A normative science- N\
¢ does not involve any value judgement. « involves value judgements.
« |t states ‘what is’ of the state of affairs o« It is prescriptive and suggests ‘what
* it is descriptive in nature in the sense should be' a particular course of action
' that it describes the economic behaviour | Welfare considerations are embedded in
< d_individuulsL 5 normative science.

[
> ess Economics is generally normative or prescriptive in nature. It suggests the application of
ic principles to business practices.

» However, firms must thoroughly understand their environment. This requires the study of positive or
descriptive economic theory. Thus, Business Economics combines the essentials of normative and
positive economic theory, the emphasis being more on the former than the latter.

CA Mohnish Vora
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SCOPE OF BUSINESS ECONOMICS

Microeconomics applied to Macroeconomics applied to
operational or internal Issues environmental or external issues

» Operational issues include
all those issues that arise
within the organisation
and fall within the purview

and control of the Gpon the (nctiomggy

performance of business.

management. These issues
are internal in nature. m

Microeconomics applied to

operational or internal Issues

CA Mohnish Vora 11
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/>Demand analysis pertains to the behaviour of consumers in
the market. It studies the nature of consumer preferences
and the effect of changes in the determinants of demand
such as, price of the commodity, consumers’ income, pri

related commodities, consumer tastes and preferenc
1

Demand analysis

» Demand forecasting is the technique of
demand for goods and services on the

redi
is t

and forecasting

behaviour of factors which A ate
forecasting is essential for a firm to produce the
required quantities at the right time ge, well in
advance, for the various factors of production viz., raw

,\mateﬁals, labour, machm buildings etc.

f/ » Prod n th explains the relationship between inputs and\.
output. siness economist has to decide on the optimum size
'put and ensure that the firm is not incurring undue costs.
ction analysis enables the firm to decide on the choice of
priate technology and selection of least - cost input-mix to
achieve efficient way of producing output, given the inputs.

Production and
Cost Analysis

" » Cost analysis enables the firm to recognise the behaviour of costs
when variables such as output, time period and size of plant
\ change. The firm will be able to identify ways to maximize
‘. profits by producing output at the minimum possible cost. /

4

» Inventory management theories pertain to rules that firms can
use to minimize the costs associated with maintaining inventory
in the form of ‘work-in-process, ‘raw materials’, and ‘finished
goods’.

¥ Inventory policies affect the profitability of the firm. Business
economists use methods such as ABC analysis and mathematical

. models to help the firm maintain optimum stock of inventories.

Inventory
Management

CA Mohnish Vora 12
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// » Analysis of the structure of the market provides information "
' about the nature and extent of competition which the firms
have to face. This helps in determining the degree of market
power (ability to determine prices) which the firm commands
and the strategies to be followed in market manageme
under the given competitive conditions such as, pr
design and marketing.

4
Market Structure

and Pricing Policies

\_ framing suitable price policies.

-
% > Business Economics, with the help of advan ools such as
Resource Allocation linear programming, enal to arrive at the best
course of action for optimum available resources.

Theory of Capital C stion. Theories related to capital and investment provide
and Investment scientific criteria for choice of investment projects and in
Decisions L e sment of the efficiency of capital.

_ 1siness Economics supports decision making on allocation of
\{ scarce capital among competing uses of funds. J/

>

» Profits are, most often, uncertain due to changing prices and
market conditions. Profit theory guides the firm in the
measurement and management of profits under conditions of
uncertainty.

> Profit analysis is also immensely useful in future profit planning.

/"> Business firms generally operate under conditions of risk and
uncertainty.

» Analysis of risks and uncertainties helps the business firm in
arriving at efficient decisions and in formulating plans on the

\\. l - t I II I.E Ii Itl I-I-

Risk and Uncertainty

Analysis

CA Mohnish Vora 13
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Macroeconomics applied to environmental or external issues

Environmental factors have significant influence upon the functioning and performance of
business. The major macro economic factors relate to:

» the type of economic system

» stage of business cycle

» the general trends in national income, employment, prices, saving and investment.

» Government’s economic policies like industrial policy, competition policy, m
fiscal policy, price policy, foreign trade policy and globalization policies

» working of financial sector and capital market

» socio-economic organisations like trade unions, producer an
cooperatives.

» social and political environment.

Business decisions cannot be taken without considering these present and future
environmental factors. As the management of the firm has r ntrol over these factors, it
should fine-tune its policies to minimize their adverse W ;

UNIT 2: BASIC PROBLEMS OF AN ECONOMY
AND ROLE OF PRICE MECHANISM

CA Mohnish Vora 14
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The central economic problem is further divided
into four basic economic problems. These are:

What to How to
produce? produce?

For whom to
produce?

X lrﬁes are limited, every society has to decide which goods
ervices should be produced and how many units of each good (or
| should be produced.

economy has to decide whether more guns should be produced or

more butter should be produced; or whether more capital goods like

machines, equipments, dams etc., will be produced or more consumer

What to Produce ? goods such as, cell phones will be produced.

» Not only the society has to decide about what goods are to be produced,
it has also to decide in what quantities each of these goods would be
produced.

> In a nutshell, a society must decide how much wheat, how many
hospitals, how many schools, how many machines, how many meters of ;

-\\ cloths etc. have to be produced. I J

CA Mohnish Vora 15
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How to Produce?

D

y
» There are various alternative techniques of producing a commodity. For
example, cotton cloth can be produced using handlooms, power looms or
automatic looms. Production with handlooms involves use of mor
labour and production with automatic loom involves use of mor
machines and capital.

» A society has to decide whether it will produce cotton clot
intensive techniques or capital-intensive techni
goods and services, it has to decide whether to
techniques or capital - intensive techniques.

» Obviously, the choice would depend on ity of different
factors of production (i.e. labour and capital) and lative prices. It
is in the society's interest to use those techniques of production that make
the best use of the clvailable

For whom to produce?

a
What provision should

be made for economic
growth?

N

sfy each and every want of all the people. Therefore, it
who should get how much of the total output of goods
, i.e. How the goods (and services) should be distributed among
of the society.

lonal cake of goods and services.

‘> A society would not like to use all its scarce resources for cumnt\
consumption only. This is because, if it uses all the resources for current
consumption and no provision is made for future production, the society’s
production capacity would not increase.

» This implies that incomes or standards of living of the people would
remain stagnant, and in future, the levels of living may actually decline.

» Therefore, a society has to decide how much saving and investment (i.e.
how much sacrifice of current consumption) should be made for future

\_  progress. é

CA Mohnish Vora
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o 0 Economies
U oS Ty FEIC

Capitalist Economy

» Capitalism, the predominant economic system in the modern global economy, is an
economic system in which all means of production are owned and controlled by private
individuals for profit.

In short, private property is the mainstay of capitalism and profit motive is its driving force.
Decisions of consumers and businesses determine economic activity. ldeally, the government
has a limited role in the management of the economic affairs under this system.

Some examples of a capitalist economy may include U.S., UK., Germany, Japan, Mexico,
Singapore, etc. However many of them are not pure form of capitalism but show some
features of being a capitalist economy.

Characteristics of Capitalist
Econom

An economy is called capitalist or a free market economy or laissez-faire economy if it has the
following characteristics

/“iv'/ Right to privat m The right to private property means that productive factors such as lcmi,“\
ctories, mach mines etc. can be under private ownership. The owners of these factors are free
them in any manner in which they like and bequeath it as they desire. The government may,
put some restrictions for the benefit of the society in general.

om of enterprise: Each individual, whether consumer, producer or resource owner, is free to
age in any type of economic activity. For example, a producer is free to set up any type of firm
produce goods and services of his choice.

Freedom of economic choice: All individuals are free to make their economic choices regarding
consumption, work, production, exchange etc.

» Profit motive: Profit motive is the driving force in a free enterprise economy and directs all economic

{ activities. Desire for profits induces entrepreneurs to organize production so as to earn maximum /’
. profits.

_ :

CA Mohnish Vora 17
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£ A\
[ » Consumer Sovereignty: Consumer is the king under capitalism. Consumer sovereignty means \
that buyers ultimately determine which goods and services will be produced and in what
quantities. Consumers have unbridled freedom to choose the goods and services which they
would consume. Therefore, producers have to produce goods and services which are preferred
by the consumers. In other words, based on the purchases they make, consumers decide
the economy's limited resources are allocated.

» Competition: Competition is the most important feature of the ca
Competition brings out the best among buyers and sellers and results in
resources.

» Absence of Government Interference: A purely capitalist economy is
controlled or regulated by the government. In this system, all economic decisio
are guided by self interest and price mechanism which operates automatically

\ direction and control by the governmental authorities. /
/
N NN 4

\

\

N

Merits (Advantages) of Capitalist Economy

/’i/CapItalism is self regulating and works automatically through price mechanism. There is no need\a}\
incurring costs for collecting and processing of information and for formulating, implementing and
monitoring policies.

» The existence of private property and the driving force of profit motive result in greater efficiency
and incentive to work.

» The process of economic growth is likely to be faster under capitalism. This is because the investors
try to invest in only those projects which are economically feasible.

» Resources are used in activities in which they are most productive. This results in optimum allocation
of the available productive resources of the economy.

» There is usually high degree of operative efficiency under the capitalist system.

» Cost of production is minimized as every producer tries to maximize his profit by employing methods /
. of production which are cost-effective. -

CA Mohnish Vora
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Merits (Advantages) of Capitalist Economy

//‘; Capitalist system offer incentives for efficient economic decisions and their implementation. \

/

» Consumers are benefitted as competition forces producers to bring in a large variety of good quality
products at reasonable prices. This, along with freedom of choice, ensures maximum satisfaction to
consumers. This also results in higher standard of living.

» Capitalism offers incentives for innovation and technological progress. The country as @ whole
benefits through growth of business talents, development of research, etc. f )

» Capitalism preserves fundamental rights such as right to freedom and right to private property.
Therefore, the participants enjoy maximum amount of autonomy and freedom.

» Capitalism rewards men of initiative and enterprise and punishes the imprudent and inefficient.

> Capitalism usually functions in a democratic framework.

> The capitalist set up encourages enterprise and risk taking.and emergence of an entrepreneurial /
-« class willing to take risks.

N

/

Demerits (Disadvantages) of Capitalist Economy

-

/ "> There is vast economilc inequality and social injustice under capitalism. Inequalities reduce the
{ aggregate economic welfare of the society as a whole and split the society into two classes namely the
‘haves’ and the ‘have-nots', sowing the seeds of social unrest and class conflict.

\

» Under capitalism, there is precedence of property rights over human rights.

» Economic inequalities lead to wide differences in economic opportunities and perpetuate unfairness in
the society.

> The capitalist system ignores human welfare because, under a capitalist set up, the aim is profit and
not the welfare of the people.

» Due to income inequality, the pattern of demand does not represent the real needs of the society.

» Exploitation of labour is common under capitalism. Very often this leads to strikes and lock outs.
Moreover, there is no security of employment. This makes workers more vulnerable.

| J
\ » Consumer sovereignty is a myth as consumers often become victims of exploitation. Excessive //

competition and profit motive work against consumer welfare.
o g MV Sir

~
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Demerits (Disadvantages) of Capitalist Economy

» There is misallocation of resources as resources will move into the production of luxury goods. Less ) N
wage goods will be produced on account of their lower profitability.

—
~

» Less of merit goods like education and health care will be produced. On the other hand, a number
of goods and services which are positively harmful to the society will be produced as they are more
profitable.

7 Due to unplanned production, economic instability in terms of over production, economic
depression, unemployment etc., is very common under capitalism. These result in a lot of human
misery.

» There is enormous waste of productive resources as firms spend huge amounts of money on
advertisement and sales promotion activities.

» Capitalism leads to the formation of monopolies as large firms may be able to drive out small ones
by fair or foul means.

» Excessive materialism as well as conspicuous and unethical consumption lead to environmental
\ degradation. /

"MV Sir |

How do capitalist economies solve their central problems?

A capitalis\conomy has no central planning authority to decide what, |
and for whom to produce.

Such an economy uses the impersonal forces of market demand and
upply or the price mechanism to solve its central problems.

\ J

CA Mohnish Vora 20
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How do capitalist economies solve their central problems?

“> The aim of an entrepreneur is to earn as much profits as possible. Thls\"*\\
/ causes businessmen to compete with one another to produce those goods
which consumers wish to buy. :

» Thus, if consumers want more cars, there will be an increasein the
demand for cars and as a result their prices will increase. A rise in the
price of cars, costs remaining the same, will lead to more profits. This will

Deciding ‘what to induce producers to produce more cars. ‘ ' ;

produce’

On the other hand, if the consumers’ demand for cloth decreases, its price
would fall and profits would go down. Therefore, business firms have less
incentive to produce cloth and less of cloth will be produced. Thus, more
of cars and less cloth will be produced in such an economy.

%

» In a capitalist economy (like thi USA, UK and Germany) the question
regarding what to produce is ultimately decided by consumers who show /
L their preferences by spending on the goods which they want.

How do capitalist economies solve their central problems?

r ] reneur will produce goods and services choosing that technique of \
e which renders his cost of production minimum.

Deciding ‘ho’w to labour is relatively cheap, he will use labour-intensive method and if
produce - labour is relatively costlier he will use capital-intensive method.

Thus, the relative prices of factors of production help in deciding how to
produce. /
. 4

/"> Goods and services in a capitalist economy will be produced for those whé\\
have buying capacity.

» The buying capacity of an individual depends upon his income. How much
Deciding ‘for income he will be able to make depends not only on the amount of work
whom to produce’ he does and the prices of the factors he owns, but also on how much
property he owns.

» Higher the income, higher will be his buying capacity and higher will be his

X ~ demand for goods in general. m

CA Mohnish Vora 21
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How do capitalist economies solve their central problems?

/>/ Consumption and savings are done by consumers ah\&h\
( investments are done by entrepreneurs. e F‘\
Av,-‘bj "i"
by

» Consumers’ savings, among other factors, are gover
the rate of interest prevailing in the market. Higher

. A interest rates, higher will be the savings. ﬂh
consumption, saving )

and investment

Deciding about

™

K

)

» Investment decisions depend upoﬁ@g ate of return on
capital. The greater the profit expectation (i.e. the return on
capital), the greater will be the investment in a capitalist
economy. The rate of interest on savings and the rate of |

\\ return on capital are no& prices of capital. //

-

Socialist Economy

The concept of socialist economy was propounded by Karl Marx and Frederic Engels in their
work ‘The Communist Manifesto’ published in 1848.

In this economy, the material means of production i.e. factories, capital, mines etc. are
owned by the whole community represented by the State.

All members are entitled to get benefit from the fruits of such socialised planned production
on the basis of equal rights.

A socialist economy is also called as “Command Economy” or a “Centrally Planned
Economy”. Here, the resources are allocated according to the commands of a central
planning authority and therefore, market forces have no role in the allocation of resources.

Under a socialist economy, production and distribution of goods are aimed at maximizing
the welfare of the community as a whole.

North Korea, the world’s most totalitarian state, is a prominent example of a socialist
economy. Other examples include China and Cuba.

CA Mohnish Vora 22
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guaranteed, but the choice of occupation gets res a are determined by the

! central planning authority on the basis of certain socio-eco Is e the nation. /’
< /
N _///

Characteristics of Socialist Economy

T e
o~ N

» Collective Ownership: There is collective ownership of all means of production except small farms,
workshops and trading firms which may remain in private hands. As a result of social ownership,
profit-motive and self- interest are not the driving forces of economic activity as it is in the case
market economy. The resources are used to achieve certain socio-economic objectives.

» Economic planning: There is a Central Planning Authority to set and accomplish soclo- o
goals; that is why it is called a centrally planned economy. The major econ
what to produce, when and how much to produce, etc., are taken by
authority.

» Absence of Consumer Choice: Freedom from hunger is guaranteed, but con
restricted by selective production of goods. The range of choice is limited by p!
However, within that range, an individual is free to choose what he likes most. The right to work is

/

Characteristics of Socialist Economy

: A relative equality of income is an important feature of
ifferences in income and wealth are narrowed down by lack of
aulate private capital. Educational and other facilities are enjoyed more or less

juses of inequalities are removed.

<
e

» Relatively Equal
Socialism. Ameng
opportunities |

-

these decisions. In the absence of the profit motive, price mechanism loses its
minant role in economic decisions. The prices prevailing under socialism are ‘administered
' which are set by the central planning authority on the basis of socio-economic objectives.

bsence of Competition: Since the state is the sole entrepreneur, there is absence of competition
under socialism. 4

CA Mohnish Vora
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/? Equitable distribution of wealth and income and provision of equal opportunities for all help >i5\~\
/ \

Merits (Advantages) of Socialist Economy

maintain economic and social justice. \

» Rapid and balanced economic development is possible in a socialist economy as the central planning
authority coordinates all resources in an efficient manner according to set priorities.

» Socialist economy is a planned economy. In a socialistic economy, there will be better utilization of
resources and it ensures maximum production. Wastes of all kinds are avoided through strict
economic planning.

» Since competition is absent, there is no wastage of resources on advertisement and sales promotion.

» In a planned economy, unemployment is minimised, business fluctuations are eliminated and
stability is brought about and maintained.

» The absence of profit motive helps the community to develop & co-operdtive mentality and avoids /
o class war. This, along with equality, ensures welfare of the soclety S

=

/

Merits (Advantages) of Socialist Economy

/
» Socialism ensures right to work and minimum standard of living to all people.

» Under socialism, the labourers and consumers are protected from exploitation by the employers and
monopolies respectively.

» There is provision of comprehensive social security under socialism and this makes citizens feel secure

CA Mohnish

Vora

CA Foundation: December 2020
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Demerits (Disadvantages) of Socialist Economy

// » Socialism involves the predominance of bureaucracy and the resulting inefficiency and delays.\\
( Moreover, there may also be corruption, red tapism, favouritism, etc.

Y

It restricts the freedom of individuals as there is state ownership of the material means of production |
and state direction and control of nearly all economic activity.

A 74

Socialism takes away the basic rights such as the right of private property.
» It will not provide necessary incentives to hard work in the form of profit.

Administered prices are not determined by the forces of the market on the basis of negotiations
between the buyers and the sellers. There is no proper basis for cost calculation. In the absence of such
practice, the most economic and scientific allocation of resources and the efficient functioning of the
\ economic system are impossible. /

Y

Demerits (Disadvantages) of Socialist Economy

» State monopolies created by socialism will sometimes become uncontrollable. This will be more
dangerous than the private monopolies under capitalism.

» Under socialism, the consumers have no freedom of choice. Therefore, what the state produces has to
be accepted by the consumers.

» No importance is given to personal efficiency and productivity. Labourers are not rewarded
according to their efficiency. This acts as a disincentive to work.

» The extreme form of socialism is not at all practicable.

CA Mohnish Vora 25
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How do socialist economies solve their central problems?

Deciding ‘how to
produce’

Deciding ‘what to
produce’

A socialist economy uses the

planning to solve the central
Deciding ‘for whom

to produce’

Deciding about
consumption, saving
and investment

Mixed Economy

» In a mixed economy, the aim is to develop a system which tries to include the best

features of both the controlled economy and the market economy while excluding
the demerits of both.

» The mixed economic system depends on both markets and governments for
allocation of resources.

» The Government itself runs important and selected industries and eliminate the free
play of profit motive and self-interest.

» Private enterprise which has its own significance is also allowed to play a positive
role in a mixed economy. However, the state imposes necessary measures to control
and to regulate the private sector to ensure that they function in accordance with
the welfare objectives of the nation.
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Characteristics of Mixed Economy

- N
y “» Co-existence of private and public sector: The first important feature of a mixed economy is the co-\\
existence of both private and public enterprise. In fact, in a mixed economy, there are three sectors ‘

of industries:

a) Private sector: Production and distribution in this sector are managed and controlled by
individuals and groups. Industries in this sector are based on self-interest and profit motiv
system of private property exists and personal initiative is given full scope.
enterprise may be regulated by the government directly and/or indirectly nu li

instruments.
b) Public sector: Industries in this sector are not primarily profit-oriented, by the State
for the welfare of the community.
¢) Combined sector: A sector in which both the government and the private enterprises have equal
access, and join hands to produce commodities and o the establishment of joint
\‘\ sectors. P

[

/
/

Merits (Advantages) of Mixed Economy

— —

£ ~
/ N\
/7

/% Economic freedom and existence of private property which ensures incentive to work and capital \\.
formation. \

» Price mechanism and competition forces operating in the private sector promoting efficient decisions
and better resource allocation.

» Consumers are benefitted through consumers’ sovereignty and freedom of choice.

Y

Appropriate incentives for innovation and technological progress.
» Encourages enterprise and risk taking.
» Advantages of economic planning and rapid economic development on the basis of plan priorities.

» Comparatively greater economic and social equality and freedom from exploitation due to greater
state participation and direction of economic activities.

» Disadvantages of cut-throat competition averted through government's legislative measures such as
\ environment and labour regulations. /

/

N 4
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" —

Demerits (Disadvantages) of Mixed Economy

~

Excessive controls by the state resulting in reduced incentives and constrained growth of the private \

sector.

Poor implementation of planning
Higher rates of taxation

Lack of efficiency

Corruption

Wastage of resources

Undue delays in economic decisions.

Poor performance of the public sector. Moreover, it is very difficult to maintain a proper balance
between the public and private sectors. In the absence of strong governmental initiatives, the private |
sector is likely to grow disproportionately /

How do Mixed economies solve their central problems?

Deciding ‘how to
produce’

Deciding ‘what to

™

produce’ A mixed economy uses a mix of both price
mechanism and central planning to solve
Deciding ‘for whom its basic economic problems

to produce’

Deciding about

consumption, saving
and investment

CA Mohnish Vora
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Effective demand constitutes

Means to
purchase

ERCll
desire

¥

Willingness to
use those means
of purchase

Two things about quantity demanded

I

« The quantity demanded is always
expressed at a given price.

- At different prices different
quantities of a commodity are
generally demanded.

* The quantity demanded is a flow.©

» We are concerned not with a single

isolated purchase, but with a
continuous flow of purchases and
we must therefore express
demand as 'so much per period of
time'

Eg -one thousand dozens of
oranges per day, seven thousand
dozens of oranges per week and so
on.

| MV Sir_
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By demand, we mean
the various quantities of a

given commodity or service
which consumers would buy in one market
during a given period of time,

’

at various prices, or at various incomes
or at various prices of related goods

What determines Demand ?

® Determinant = A factor which affects the outcome of
something.

® Knowledge of the determinants of demand for a product
and the nature of relationship between demand and its
determinants are essential for a business firm for estimating

market demand for its products.
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Price of the commodity

: Price of related commodities

I

———»

DETERMINANTS OF Income of the consumer

DEMAND

¥ Tastes and preferences of consumers

Consumers' Expectations

Other factors

I

Price of the commodity

» Ceteris paribus i.e. other things being equal, the demand

for a commodity is inversely related to its price.

» It implies that a rise in the price of a commodity brings

about a fall in the quantity purchased and vice-versa.

This happens because of income and substitution effects.

CA Mohnish Vora
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Income Effect

./ 'P ‘ 3
Annual Income ’ lidh m S Balance Income
= / 10 Pair of Clothes
= Rs 1,00,000 ‘( = Rs 30.000 = Rs 70,000

Next Year Discount on clothes 40 %

q”—

'/ nv N
Annual Income ‘" b m Expense on v :
- ’ I< 10 Pair of Clothes ~2'ance income
= Rs 1,00,000 i
= Rs 18,000 Rs 82,000

» Now, the same 10 Pair of clothes can be purchased in lesser amount (Rs 18000),
OR
» More clothes can be bought in same amount of money. (Rs 30,000)

The increase in Balance (Real) Income will induce the consumer to buy more.

e Substitution Effect

-

’ Price= Rs. 50

» When the price of a commodity falls, it becomes relatively cheaper than
other commodities.

» Assuming that the prices of all other commodities remain constant, it
induces consumers to substitute the commodity whose price has fallen for
other commodities which have now become relatively expensive.

» The result is that the total demand for the commodity whose price has
fallen increases. This is called substitution effect.

CA Mohnish Vora 34



Bhramhastra Marathon by MV Sir

CA Foundation: December 2020

Price of related commodities

Related Commodities are of 2 types-

Complementary Goods
|

Supplementary Goods

Goods which sahsfy the same and

simultaneously.
. Eg_

i

Tea & Sugar

« There is inverse relation between the
demand for a good and the price of its
\comp]emenf. /

KGoods which are consumed iogefherh

| -

/—e
Car & Petrol

can be used with ease in
another.

* Eg-

aALLPoMm

Ball Pen & Ink Pen

Tea & Coffee

irect or positive
demand for a
its substitutes.

relation

product ;

Related Commodities are of 2 types-

mand of Car l

Complementary Goods

Inverse
Relation

K Demand of Tea I

|

Supplementary Goods

|

There is direct or positive reluiion\
between the demand for a product
and the price of its substitutes.

Price of Coffee I

Positive
Relation

4
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» Generdlly there is a positive

consumer's income & demand for goods.

» However in some cases such relationship depends on the

Income of the consumer

nafure of consumer goods.

relationship between-

Types of
Goods

e Essen

Co@;po%i#i ~

vtomobile, | |

L A
Normal Goods mubbs etc.

"7 Eg- Food Grain,

. Cooking Oil, Fuel efc.

Durable gé,‘pds — Eg- TV, Car, House efc.

Inferior Goods

e Luxury /
Prestige Goods

—

Eg- Cheap substitutes,
Local goods eic.

Eg- Sports Car, efc.

—

Increase inincome leads to higher demand.

Satisfies basic needs of consumers.

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

As people become richer, there is a relative
decline in the importance of food & other
non durable goods in the overall
consumption basket & a rise in the
importance of these goods.

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

A same good may be nommal for one
condition and may be inferior in another.

Demand rises beyond a certain level of
consumers' income and keep rising as

income increases.
MV Sir
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4
Tastes and preferences of consumers

» Goods which are modern or more in fashion command
higher demand than goods which are of old design and
out of fashion.

» Consumers may perceive a product as obsolete and
discard it before it is fully utilized and prefer another
good which is currently in fashion.

» For example, there is greater demand for LED televisions
and more and more people are discarding their ordinary
television sets even though they could have used it for
some more years.

's demand for LED television may be affected
eing one in his neighbour's or friend's house, either
he likes what he sees or because he figures out
neighbour or friend can afford it, he too can

Demonstration or -
Bandwagon Effect

/> When a product becomes common among all, some
people decrease or alfogether stop ifs consumption.

Snob Effect g » Quantity demanded by individuals of a higher income

level is inversely related to its demand by those of a lower
\__ income level.

Highly priced goods are consumed by status seeking rich
people to satisfy their need for conspicuous consumption.

Veblen Effect [ _Z

» Quantity demanded increases ds the price increases.

» People buy these goods to show that they have style,
class, money, and good taste.
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5/
Consumers' Expectations

» Consumers' expectations regarding future prices, income,
supply conditions etc. influence current demand.

» If the consumers expect increase in future prices, increase
in income and shortages in supply, more quantities will be
demanded.

» If they expect a fall in price, they wil postpone their
purchases of non-essential commodities and therefore,
the current demand for them will fall.

Other Factors

l . l

</ The level of

a, N
Size of Composition s

= ulatidn f lati National Income

HopUIaio stieig il and its Distribution

)

— Consumer-credit
facility and interest
rates
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J, Generally, larger the size of population of a country
Size of population or a region, greater is the demand for commodities
in general. ‘

- ;
kcre more old people in a region, the
en for spectacles, walking sticks, etc. will

D
" Composition of
population

igh.

ESimilarly, if the population consists of more of
children, demand for toys, baby foods, toffees,
etc. will be more.
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The level of
National Income
and its Distribution

time.

» Higher the national.income, h

goods and services.

h ATI o n AL > It is the total cmouhr“

of income accruing to a coun
I nco m E from economic activities in a

will be the deman normal

Propensity to Consume

The proportion of total income or of an increase in income that
consumers tend to spend on goods and services rather than to save.

Poor People Rich People

Monthly Income Rs 2,00,000

Spending per month Rs 1,800 Rs 60,000

Propensity to Consume 1800 / 2000 = 90% 60000 / 200000 = 30%

High Low

CA Mohnish Vora
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The level of
National Income
and its Distribution

d
Consumer-credit facility

and interest rate
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Demand Function

» As we know, a function is a symbolic statement of a relationship
between the dependent and the independent variables.

» The demand function states the relationship between the demand for a
product (the dependent variable)] and its determinants (the
independent or explanatory variables). A demand function may be
expressed as follows:

Dx =f (Px, M, Py, Pc, T, A)

Where,

Dx = quantity demanded of product X; Px = price of the commodity;

M = money income of the consumer; Py = price of its substitutes;

PC = price of its complementary goods; T = consumer tastes, and preferences;
A = advertisement expenditure.

LAW OF DEMAND

“Other things being equal, if the price of a commodity falls,
the quantity demanded of it will rise and if the price of a
commodity rises, its quantity demanded will decline.”

Prof. Alfred Marshall defined the Law as-
“The greater the amount to be sold, the smaller must be the
price at which it is offered in order that it may find purchasers
or in other words the amount demanded increases with a fall
in price and diminishes with arise in price”
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DEMAND SCHEDULE

» A demand schedule is a table which presents the different prices of a good and
the corresponding quantity demanded per unit of time.

» It is drawn upon the assumption that all the other influences remain unchanged

Demand Schedule of an individual consumer

. F When the price of commedity X is
(in units) per unit, the consumer purc
10 of the commodity.
= When the price falls to
—{  purchases 15 units of
20 = Similarly, when the price
2 a5 the quantity demanded by hi
rising until at price Rs 1, the quantity
Sl 0 \_demondediy Himgiage to 60 urits.
L 2

» The above table depicts an inverse relatlonlhlp"‘ﬁeh/veerf price and quantity
demanded; as the price of the commodity X go_g‘&_sbn rising, ifs demand goes on falling.

5
4 15
3

o N © >

DEMAND CURVE

» A demand curve is @ graphical presentation of the demand schedule. It is
obtained by pl@lﬂhg Priceion Y-axis & Quantity Demanded on X-axis.

» Inthe gramh pelaw we' have plotted the five points corresponding to each price-
quantity combingtion as per above deincnd schedule.

+ The smooth curve through the points (A.B.C.D & E) is
called the demand curve for commedity ‘X'

0
>

+ It has a negative slope. The curve shows the quantity of

X' that a consumer would like to buy at each price; its
g s c || downward slope indicates that the quantity of 'X'
demanded increases as its price falls.

e + Briefly put, more of a good will be purchased at lower
! ] p prices. Thus the downward sloping demand curve is in
60

accordance with the law of demand which, as stated
above, describes an inverse price-demand relationship.

CA Mohnish Vora
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‘/’

A

B 4 15
c 3 20
D 2 35
E 1 60

12
17
25
35

MARKET DEMAND SCHEDULE

» Market demand is defined as the sum of individual demands for a product at a
price per unit of fime.

» In other words, it is the total quantity that all consumers of a commodity are willing
to buy per unit of time at a given price, all other things remaining constant. -

When we add up the various quantities demanded by different consumers |r1 ﬂ'le
market, we can obtain the market demand schedule, as given below.

Market gemand Schedule

18
23
40
45

mybmndcdbym (in units) TmlMu-kz?

(in Rs.)
I.—“-

30
45

100
140

, gef te total ke?
:Rs 5 per unit, the market
0 units (i.e. 10+8+12).
—f+ When pmce falls to Rs 4, the market demand is 45
units are demanded in the market.

MARKET DEMAND CURVE

YA D

o

>~

m“ (Rs.)

N

o

Y

5 0 & 0 7 0
Market Demand

5 120 1% 18

i

» A market demand curvu isa gmphical presentation of the market demand schedule.
It is obtained bywplattmg‘i’me‘an Y-axis & Total Market Demanded on X-axis.

1

+ The market demand curve, like the individual demand
curve, sl downwards to the right because it is
nothing but the lateral summation of individual demand
curves.

* Besides, as the price of the good falls, it is very
likely that new buyers will enter the market which
will further raise the quantity demanded of the good.
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diminishing Price effect
marginal utility

RATIONALE OF THE LAW OF DEMAND

» Rationale- A set of reasons, that why law of demand is the way
it is.

» Normally, the demand curves slope downwards. This means
people buy more at lower prices. We shall now fry fq..‘

understand why do demand curves slope downwardse |

3 a 6

l

Arrival of new

<) )

Law of

Different uses

consumers

Law of diminishing marginal utility

» A consumer is in equilibrivm (i.e. maxi