PRINCIPLES OF ECONOMICS

NATURE AND SCOPE OF ECONOMICS

ECONOMICS:  It is a social science.  It studies about human wants, and how to satisfy them.  Economics analyses how to produce using scarce resources.


Economics is also called as ‘political Economics’.  In Greek the word ‘polis’ means ‘State’.


Classical writers use the word  ‘Political Economics’ to describe state administration. 


Human needs are the beginning cause for all economic activities.


Economics is the science associated with the human wants.


Scarcity is the basic fact in everyday human life.  So economics is the science about scarcity.


All human wants do not have equal importance.  So it is necessary to select important needs.  Therefore economics is called as the ‘Science of Choice’.


How price is determined is studied in economics.  So economics is science to  study about ‘price determination.


Modern economics is a monetary economics.  Significance of money is studied in economics.  


Assets are scarce things, which satisfy human wants.

DEFINITION OF ECONOMICS  


Important definitions about economics were given by Adam Smith, Alfred Marshall, Lionel Robbins, and Samuelson.

WEALTH ECONOMICS: Adam Smith (1723-90) defines economics,


- 
“Economics is a science which studies about wealth.


- 
He wrote a book about ‘Wealth of Nation” in 1776.

· He is called as ‘father of political economics’.

· After Adam Smith only we are studying economics in scientific way.

· Those commodities, which have utility, and scarce are referred as wealth.

· J.S. Mill defines as , “Process of production of wealth and distribution of wealth”.

· Adam Smith considered economics studies the problems associated with the production and usage of wealth.

DEMIERITS: 

· Carlyle and Ruskin called it as “a dismal science”, and “a dark science”.

· They called it as selfish science as it aims at becoming rich person. 
· Adam Smith gave important to wealth.  But welfare of human is more important than attaining wealth.
· Adam Smith wrote this book during the period of industrial revolution.   

· Adam Smith gave importance to wealth and wrote book called as “An Inquiry into the Nature and Causes of Wealth of Nation”.

II ALFRED MARSHALL’S WELFARE DEFINATION:


In 1890 Alfred Marshall wrote a book ‘The Principles of Economics’.

· Economics studies about mankind in the ordinary business of life.

· Marshall accepts that economics studies about wealth but he does not accept that economics studies only about wealth
· He considers study about human is more important than study about wealth.
MODERN ECONOMIC DEFINITION:

LIONEL ROBBINS SCARCITY DEFINITION:  He define economics in his book ‘An essay on the Nature and Significance of Economic Science’.

Basic assumptions:

1. Human wants are unlimited.

2. But means to satisfy them are limited.

3. We can use time and money in alternative way.

4. All wants are not equally important.

------------------- ------------------------- ---------------------------- ------------------------ ---------

· Capitalism Economy is also called as ‘Market Economy’.

· Socialist Economy is a Planned Economy.

· India is an example  for Mixed Economy.

· Both public sector, and private sector plays important role in mixed economy.

· According to Robins, definition economics is a science.  Problems in economics arise due to the scarcity.

· Economic depression raised in 1930 was not due to shortage but due to the excess supply.   Therefore world depression is said as ‘poverty in the midst of plenty.’

MODERN DEFINITION OF SAMUELSON:  

· Samuelson definition is considered as modern definition.

· How society uses scarce resources, which have alternative uses.

· Samuelson created new concept of Net Economic Welfare.

MAIN DIVISIONS OF ECONOMICS:

· Consumption, production, exchange and distribution are the four main divisions of economics.

· Modern day economists add new division of public finance.

CONSUMPTION: 

· Satisfying human wants is considered as consumption.

· Engels’ Law of Family Expenditure

· Four factors of production are – 1. Land, 2. Labour, 3. Capital, 4. Organiser

· Malthus – Principle of Population

PUBLIC FINANCE: 

· About State income –  expenses 

· Study about Taxation, common  expenditure, common loan
ECONOMICS IS POSITIVE SCIENCE OR NORMATIVE SCIENCE?


It is not necessary to raise the question as economics is positive science or normative science.  Instead it is to be consider as two part of the one subject.

· Positive Science is concerned with the description of economic events and it tries to formulate theories to explain them.

· Normative economics is concerned with the ideal principles.

· On the basis of normative science pure economics is not pure science. 

· Welfare Economics is the new and important division of economics.

THE RELATION OF ECONOMICS AND OTHER SOCIAL SCIENCES

ECONOMICS AND SOCIOLOGY: 
· Sociology is the science of society.

· Economics describe the economic part of the society.  Therefore economics is one of sociology.

ECONOMICS AND POLITICS:

· Economics and politics are social sciences.

· Politics is science about the nation and society.

· The Planning Commission, which is an agency of the Government, plays a vital role in it.  Nationalisation, privatization and prohibition are all important segments common to both economic and politics.

· Classical economist considered socialism was born from economic inequalities and exploitation in England during the industrial revolution.

ECONOMICS AND HISTORY:

· Economics and history are closely related.  History is a record of the past events.

· There is a separate division called as ‘Economics History’.

· “Economics without history has no root”.

· History without economics has no fruit.

ECONOMICS AND ETHICS:

· Ethics is a social science

· According to Marshall, aims of promoting material welfare.

· Economics is a handmaid of ethics.

ECONOMICS AND JURISPRUDENCE:


Jurisprudence is the science of law.

ECONOMICS AND PSYCHOLOGY:

· Industrial psychology

· Economics describe about human behavior with unlimited wants limited scarce means.

ECONOMICS AND MATHEMATICS AND STATISTICS:

· Statistics is the science of averages.

· Many tables and diagrams used economics are based on statistical analysis.

· Mathematical methods are largely used in modern economics.

· Econometrics is the new division in Economics

· Mensuration was created in 1930.

· First Nobel Prize in mensuration was given to Jan Tinberge and Ragnas Frish.

METHODS OF ECONOMICS ANALYSIS

1. Deductive method

2. Inductive method

3. Analytical

4. Abstract

DEDUCTIVE METHOD:  

· This method is based on priori reasoning and conclusions are drawn from certain fundamental assumption.  

· Classical Economist Ricordo followed deductive method.

INDUCTIVE METHOD

· moves from the general assumption to the specific application.

· Scientist Darwin, by introducing the concepts of hypothesis has combined deductive and inductive methods.

- - - - -   - - -------------   ------------------ - - - -   - - - - -  -------------------

· Marshall has said, “the laws of economics are to be compared with the laws of tides rather than with the simple and exact law of gravitation”.

· Ceteris Paribus – Other things remaining the same 

· Malthusian theory of population tells that population increases at a faster than food supply.

· Kinds of wealth 1. Private wealth, 2. Social wealth

· Two classification of goods are Consumer Goods, Producers Goods 

· Car is a consumer goods.  But machines used to produce car are capital goods or producer goods.

· Income is classified into two types as money income and real income.

· Money income is a nominal income. 

· Standard of living of the people of the nation depends on real income.

NATIONAL INCOME:

· National income is the total goods and service produced in a country.

· Per Capital Income is income of the individual per annum.

National Income

Per Capital Income
=
-------------------





Total Population

Choose the correct answer.

1. The author of wealth definition is -----------

a)  Alfred Marshall


b)  Lionel Robbins

c)  Adam Smith


d) Samuelson









Answer: c

2 The author of scarcity definition is
-------------

a)  Alfred Marshall


b)  Lionel Robbins

c)  Adam Smith


d) Samuelson










Answer: d

3. The concept of Net Economic Welfare has been given by -----------

a) Sam;uelson



b)  Alfred Marshal

c)  Adam Smith


d)  Lionel Robbins









Answer:  a

4. Economics is a 

a)  positive science

b)  normative science

c)  both



d)  none









Answer: c

5. In economics, we make use of -------------

a)  deductive method

b)  inductive method

c) both



d) none

Fill in the blanks. 
6. The term ‘micro’ means small.

7. Strictly speaking production refers to the creation of utility.

8. Exchange of goods for goods is known as barter. 
9. Economics is a social science.

10. An example of cosmopolitan wealth is ocean.

Match the following. 
11.
Principles of Economics

---

Marshall

12.
First nobel prize


---

Tinbergen and Frisch

13.
Dynamic approach


---

Time element

14.
Wealth




---

Stock

15.
income




---

Flow

BASIC ECONOMIC PROBLEM

· Economics is a science to select from choice among the scarce resource.

· The three basic problems of the society are

1. What to produce and in what quantity.

2. How shall goods be produced.

3. For whom shall the goods be produced.

ECONOMIC SYSTEM

1. Traditional Economy

2. Capitalist Economy

3. Socialist Economy

4. Mixed Economy

I   Traditional economy: --- In traditional economy, the basic problems are solved by traditions and custom rules every aspect of behaviour.  

II Capitalist/Market Economy: --  Goods are produced and distributed by free market.

SALIENT FEATURES OF CAPITALISM

1. Right to Private Property

2. Profit motive – profit is the main activity

3. Freedom of Choice – The question ‘what to produce?’ will be determined by the producers.  Similarly consumers have the freedom to but anything they want.

4. Market forces: Market forces like demand supply and price are the signals to direct the system.

5. Minimal role of Government: The role will be limited to some important functions as regulation of market, defence, foreign policy, currency, etc.

Merits of capitalist economy.

1. Increase in productivity.

2. Maximize the welfare.

3. Flexible system.

4. Non-interference of the State.

5. Low cost and qualitative products.

6. Technological improvement.

Demerits of capitalist economy

1. Inequalities.

2. Monopoly.

3. Depression – There is over-production of goods due to heavy competition.

4. Machanisation and Automation.

5. Welfare ignored – Private enterprises produce luxury goods, which give higher profits and ignore the basic goods.  They ignore the basic goods required 

6. Exploitation of labour.

7. Basic social needs are ignored. 

SOCIALIST/COMMAND  ECONOMY

· In socialist economy, the means of production are owned and operated by the State.

· All the decisions regarding production and distribution are taken by the central planning authority.   Therefore socialist economy is called as planned economy or command economy.

· Successful socialist economy are China, Cuba, Vietnam and etc.

1. Social welfare motive: 
· Basic aim is social well being 

· It is just opposite to market economy

2.Private assets:  The right to private property is limited 



    All the assets belong to State.

3.Central Planning:  

· Most of the economic policy decisions will be taken by a centralized planning authority.

4. No market forces

Merits of socialist economy

1. Efficient use of resources.

2. Economic stability – Economy is free from business fluctuations.

3. Maximisation of social welfare

4. Absence of Monopoly

5. Basic needs are met

6. No extreme inequality

Demerits of socialist economy

1. Bureaucratic expansion 

- Socialistic economy is a centralized                                                               command and control system.

2. No freedom  

- There is no freedom of occupation.  The consumer’s choice is very limited.

3. Absence of competition  

· makes the system ineffective

MIXED ECONOMY


In mixed economy, both public and private institutions exercise economic control.

Features

1. Existence of both private and public sector.

2. Advantages of both private and public sectors

3. Planning

· Economic planning is the special feature of mixed economy.

Merits:

1. Efficient resource utilisation. 

2. Prices are administered

· The prices are not fixed always by forces of demand and supply.  The prices are administered by the government and such goods are also rationed.

3. Social welfare.

Demerits:

1. Lack of co-ordination.

The coordination between the public and private sectors is poor. 

2. Red-tapism and delay by public sector – There is too much of red-tapism, no motivation in job and corruption .

3. Economic fluctuations.

Production possibility

· Need for choice arise due to scarcity.

· Choice occur in alternative use commodities.  Cost and benefit is compared.

Opportunity cost

· The ‘opportunity cost’ is the cost of something in terms of an opportunity forgone.

· The key difference between the concepts of ‘economic cost’ and ‘accounting cost’ is opportunity cost.

------------------------------------------------------------------------------------------------------------

For producing one commodity there will be loss of another commodity in a full employment economy.

The parallel points inside the production possibility curve (that is ‘U’ shape)  not using all the resources of nation.

The parallel points outside the production possibility curve (that is ‘L’ shape) not have sufficient resources to produce.

Choose the correct answer.

1. The basic economic problems are common to -----------

a)
capitalism

b)  socialism

c) 
mixed economy
d) All the above









Answer: d

2. Traditional economy is a -----------

a)
subsistence economy

b)  market economy

c) 
command economy

d) monetary economy









Answer: c

3. The basic force that drives the capitalist economy is -----------

a)
planning


b)
technology

c)
government


d)
profit-motive









Answer: d

4.
In a socialist economy, all decisions regarding productions and distribution are taken by ---------------


a)
market forces


b)  central planning authority

c) 
customs and traditions
d) private sector









Answer: b

5.
Redtapism and corruption lead to


a)
inefficiency of production
b)  inequality of income and wealth

c) 
absence of technology

d) efficient use of resources









Answer: a
Fill in the blanks.

6.In a traditional economy, basic problems are solved by customs and traditions. 

7. Most of the economic activities of capitalism are centered on price-machanism.

8. Production possibility curve is also known as Transfermation/production possibility curve. 
9. The prime motive of socialist economy is social\collective welfare.

10.Under mixed economy, the economic control is exercise by private and  public sectors.

Match the following

1. Minimum cost


-
Maximum benefit

2. Opportunity cost

-
Next alternative forgone

3. Private property

-
Leissez faire economy

4. Bureaucratic expansion
-
Socialism

5. Market forces


-
Supply, demand and price

Answer for each of the following questions ina word or two

1.
What is the basic force that drives a capitalist economy?
-
Profit

2.
What is the result of over-production?
-
Depression

THEORY OF CONSUMER BEHAVIOUR

· wants may arise due to elementary and psychological causes, social causes, customs and habits and advertisement.

CHARACTERISTICS OF WANTS

1. Wants are unlimited.

2. Every wants are satiable. 

3. Wants are competitive.

4. Wants are complementary.

5. Wants are alternative.

6. Wants vary with time, place and person.

7. Some wants recur again.

8. Wants are influenced by advertisements.

9. Wants become habits and customs.

Classification of wants:


Necessaries


Comforts


Luxuries

· Marshall’s consumer demand law.

UTILITY

Total Utility: 


Sum of satisfaction derived from consuming all unit of a commodity is called as total utility.

Marginal Utility:


Marginal utility is the addition made to the total utility by consuming one more unit of commodity.  For example, if a consumer consumes 10 pieces of bread, the marginal utility is the utility derived from 10th unit.

Law of Diminishing Marginal Utility:

· Gossen, Bentham, Jevons, and Karl Menger are the authors of this fact.

But Marshal made it as a Law.  

· This law is otherwise called as Gossen law .

· According to Marshall, “The additional benefit which a person derives from a given increase of his stock a thing diminishes with every increase in the stock that he already bas”.

Law of Equi-Marginal Utility

· M.M. Gossan, a German Economist discovered this law.

· -
This law is otherwise called as Gossen II law.

Consumer Surplus:

· The concept of consumer’s surplus was first mentioned by J.A. Dupuit, a French Engineer-economist.

· Marshall developed the concept in his work ‘Principles of Economics’.

· Definition of Marshall: “The excess of price which a person would be willing to pay rather than go without the things over that which he actually does pay, is the economic measure of this surplus of satisfaction.”
· Importance of consumer’s surplus is useful to the finance minister in formulating taxation policies.
Choose the correct answer.

1. Necessaries, comforts and luxuries are -------------

a) classification of goods and services

b) classification of wants

c) classification of utility

d) None of the above.

Answer: a

2. The indifference curve approach was introduced by ---------


a)
Alfred Marshall


b)
Lionel Robbins

c)
R. Hicks and R.G.D. Allen

d)
Adam Smith










Answer: c

3. Utility is a ---------------

a) social concept





b) subjective/ psychological concept



c) political concept

d) scientific concept

Answer: b

4. Single commodity consumption mode is -------------

a) production possibility curve



b) law of equi marginal utility

c) law of supply

d) law of diminishing marginal utility

Answer: d

5. Consumer surplus is -----------------

a)
potential rice – Actual price
b)
MVn=TVn – TV n-1

c)
law of supply


d)
law of diminishing returns









Answer: a

Fill in the blanks.

1. Consumption means using up of goods and services.

2. Wants may be both competitive and complementary.
3. Marshallian utility approach is analysis cardinal utility analysis.
4. Marginal utility falls to zero, when the total utility is maximum.
5. An indifference curve is convex  to the origin.

Match the following

1.
Wants



-
Advertisements

2.
‘Principles of Economics’
-
Marshall

3.
Maximum social advantage
-
Hicks and Dalton

4.
Indifference curve

-
Ordinal Ranking

5.
Luxuries


-
Diamond, jewels

Answer for each of the following questions in a word or two.

1.
Define utility.
-
Want satisfying power

2.
What is the other name for the law of equi-marginal utility


Gossen’s second law.

3.
What is the other name for budget line?

Price-ratio line.

DEMAND AND SUPPLY

LAW OF DEMAND:-

· Price and demand has inverse relationship.

· People will buy more at lower prices and buy less at higher prices, other things remaining the same.

Why does the demand curve slope downwards?


The demand curve slopes downwards mainly due to the law of diminishing marginal utility.  This law states that an additional unit of a commodity gives a lesser satisfaction.

Exceptions to the law of demand

(i) Veblen effect:- Veblen has pointed out that there are some goods demanded by very rich people for their social prestige.  When price of such goods rise, their use becomes more attractive.  If such goods were cheaper, the rich would not even purchase.

(ii) Giffen paradox:- Sir Robert Giffen discovered that the poor people demand more of inferior goods if their prices rise and demand less if the prices fall. 
Factors that determine demand:

1. Tastes and preferences of the consumer

2. Income of the consumer

3. Price of sub substitutes

4. Number of consumers

5. Expectation of future price change

6. Distribution of income

7. Climate and weather conditions

8. State of business

9. Consumer innovativeness

Elasticity of demand


The degree of responsiveness of quantity demanded to a change in price is called price elasticity of demand.






Percentage Change in quantity demanded

Price elasticity of demand
=
-------------------------------------------------






Percentage change in price






Percentage Change in quantity demanded

Income elasticity of demand
=
-------------------------------------------------






Percentage change in income

Percentage Change in the quantity demanded of commodity X

Cross elasticity of demand
=
-------------------------------------------------






Percentage change in price of commodity Y

Factors that determine supply:-

1. Production technology

2. Prices of factors

3. Prices of other products

4. Number of producers or firms

5. Future price expectations

6. Taxes and subsidies

7. Non-economic factors

· changes due to war, political climate and natural calamities

Choose the correct answer.

1. Demand for a commodity depends on -------------

a)
price of that commodity

b)
price of related goods

c)
income




d)
All  the above









Answer:
D

2. Law of demand establishes --------------

a) inverse relationship between price and quantity

b) positive relationship between price and quantity

c) both

d) none

Answer:
A

3. Increase in demand is shown by ----------------

a) movement along the same demand curve

b) shifts of the demand curve

c) the highest point on the demand curve

d) lowest point on the demand curve

Answer:
B

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

a)
income elasticity of demand

b)
cross-elasticity of demand

c)
price elasticity of demand

d)
all the above









Answer:
C

5.
Factors determining supply are: --------------


a)
production technology
b)
prices of factors of production


c)
taxes and subsidies

d)
all the above









Answer:
D

Fill in the blanks.

1. The demand curve slopes downwards due to Law of diminishing marginal utility.
2. Adding up of individual consumers schedule is Market demand schedule.
3. Goods that are demanded for their social prestige come under Veblen effect effects.

4. The concept of elasticity of demand was introduced by Alfred Marshall.
5. The rate of change of supply to a change in price is Elasticity of supply.
Match the following:

1.
Positive relationship of price and demand
-
Vebelen effect

2.
Tea and Coffee



-
substitutes

3.
Segment between two points


-
arc

4.
Ed>1





-
elastic demand

5.
Cross-elasticity is zero


-
X and Y are related

Answer for each of the following questions in a word or two.

1. What is the basic assumption of economic theory?

Other things being equal

2. How does the demand change during boom and depression?

During boom demand increases and during depression demand decreases.

3. What is income elasticity of demand?

The degree of responsiveness of demand to change in income.

EQULIRIUM PRICE

- Equilibrium Price:
-
It is the point of intersection of the demand curse and supply curve.

Alfred Marshall – states the - importance of time element  - he classified time as three types –

· Market Period: Market Period is the period during which the ability of the firm to affect any changes in supply in response to any change in demand is extremely limited or almost nil.

· Short Period: Short period is one during which at least one of the factors will be a fixed input and the supply will be adjusted by changing the variable inputs.
· Long Period: In a long period supply can be changed by changing all the inputs.
Choose the correct answer.

1. At the point of equilibrium ----------

a) only one price prevails

b) quantity demanded = quantity supplied

c) the demand curve intersects the supply curve

d) all the above

Answer: d

2. Above the equilibrium price -------------

a) S<D

b) S>D

c) S=D

d) None

Answer: b

3. Changes in quantity demanded occur ---------

a) only when price changes

b) due to change of taste

c) both

d) none

Answer: a

4.
The time element in price analysis was introduced by -------------


a) L.R. Hicks

b) J.M. Keynes

c) Alfred Marshall

d) J.S. Mill




Answer: c

5. In the long period ----------

a) all factors change

b) only variable factor changes

c) only fixed factor changes

d) variable and fixed factors remain constant

Answer: a

Fill in the blanks.

1. Price  is the major determinant of supply.

2. Agriculture, industry, growth and distribution are the sub-system of the economy.

3. At equilibrium price, there is no tendency to change the price or quantity.

4. Modern economists divide time periods into short period and long period.
5. The supply curve in the market period is a vertical line.

Match the following:

1. Equilibrium


-
Pair of price and quantity


2. Excess demand

-
D>S

3. Price discount


-
Annual stock clearance

4. Long period supply curve
-
More elastic

5. Short period price

-
Demand and supply

Answer for each of the following questions in a word or two.

1. What is equilibrium in general?

State of rest or balance.

2. What are the determinants of shift in demand curve?

Income, Taste and Price of substitutes.

3. Who has introduced the time element?

Alfred Marshall

4. Give an example for fixed input?

Heavy machinery, Building, Capital equipment.

5. Is supply fixed in the market period?

Yes.

PRODUCTION

In economics production means, increasing the production of goods and services, which has alternative uses.

-
production means creation of utility.


-
Utility
-
Three types of utility are form utility, place utility and time utility.

-
Form Utility
-
If the physical form of a commodity is changed, its utility may increase.

· Place Utility: 
-
If the commodity is transported from one place to another its utility may increase.

-
Time Utility
-
If the commodity is stored for future usage, its utility may increase.

-
Possession Utility:
-
Commodities in the transaction process, change from one person to another person.


· In a traditional way factors of production are classified into four types as land, labour, capital and organisation.

· Land is the natural resource.  It is free gift. Hence cost of production.

· Labour is mobile.  Man moves from one place to another from a low paid occupation to a high paid occupation.  Human change from one place to another.

-
Adam Smith -
explain about
- Division of labour
in his book ‘Wealth of Nation’.

Organisation or Entrepreneur: 

· he  co-ordinate various factors of  the production (as land, labour, capital).

· Entrepreneur is called as ‘agent who bring change in society’.

FUNCTIONS OF ENTREPRENEUR

1. Identifying profitable investible opportunities.

2. Deciding the size of unit of production.

3. Deciding the location of the production unit.

4. Identifying the optimum combination of factors of production.

5. Making innovations

6. Deciding the reward payment.

7. Taking risk and facing uncertainties.

· Hawley states - a business is nothing but a bundle of risks.

· Knight states -  one of the important functions of entrepreneur is uncertainty bearing.

PRODUCTION FUNCTION

· Production  function is a natural relation between input and output of the orgnisation.

COBB-DOUGLAS PRODUCTION FUNCTION


The simplest and the most widely used production function in economics is the Cobb-Douglas production function.

· It is a statistical production function given by C.W. Cobb and P.H. Douglas.

ECONOMIES OF SCALE


Economies mean advantages.  Scale refers to the size of unit.  ‘Economies of scale’ refers to the cost advantage due to the larger size of production.


There are two types of economies of scale, as internal economies of scale and external economies of scale.

1.
INTERNAL ECONOMIES OF SCALES:

1. Technical economies

2. Financial economies

3. Managerial economies

4. Labour economies

5. Marketing economies

6. Economies of survival

2. EXTERNAL ECONOMIES OF SCALE
1. Increased transport facilities

2. Banking facilities

3. Development of townships

4. Information and communication development.

DISECONOMIES OF SCALE


Expansion beyond optimum level leads to disadvantage to organisation or group of organisation are called as diseconomies of scale.


-
Diseconomies are classified as internal diseconomies and external diseconomies.

Choose the correct answer.

1. Production refers to ----------

a) destruction of  utility

b) creation of utilities

c) exchange value 

d) none

Answer: b

2. The initial supply price of land is ----------

a) zero

b) greater than one

c) less than one

d) equal to one

Answer: a

3. Labour cannot be separated from ----------

a) capital

b) labourer

c) profit

d) organisation

Answer: b

4. Reward paid to capital is ---------

a) interest

b) profit

c) wages

d) rent

Answer: a

5. A successful entrepreneur is one who is ready to accept ---------

a) innovations

b) risks

c) deciding the location of the production unit

d) none



Answer: a

Fill in the blanks.

1. Land and labour are called primary factors.

2. ‘An Enquiry into the Nature and Causes of Wealth of Nations’ was written by

Adam Smith.

3. Division of labour  is limited by the extent of market.

4. Capital is man-made physical goods used to produce other goods.

5. The functional relationship between inputs and output is known as production. 

Match the following:

1. Entrepreneur, an innovator

-
Schumpeter

2. Division of labour


-
Adam Smith

3. Production function


-
Cobb-Douglas

4. Bundle of risks


-
Hawley 

5. Exertion of body or mind

-
Marshall

Answer for each of the following questions in a word or two.

1. Who is the changing agent of the society?

Entrepreneur.

2. How do internal economies arise?

From within the firm

3. What is other name for iso-quant?

Iso-Product curve

4. Give the condition for producer’s equilibrium?

Px
MRTS xy
=       ---------






Py
5. State the Cobb-Douglas production function?

Q=bLaCb
COST AND REVENUE

· Cost is classified into two types as money cost and real cost.

· Money cost
-
Money cost or nominal cost is the total money expenses incurred by a firm in producing a commodity.

· Real Cost is subjective concept.

· Economic Cost
=
External cost
+
Internal cost

· Economic Profit 
=
Total Revenue
-
Total cost

FIXED FACTORS AND VARIABLE FACTORS AND COST


Certain factors cannot change in short run.  These factors are called as fixed factors.  Expenses incurred for fixed factors are called as fixed cost.

· Certain production factors can be change in short run. Then it is called as variable cost.

-
fixed cost
-
own change in short run.
Rent, interest on capital, salary for labour, insurance, tax own change in short run.

-
Variable cost
-
change in proportion to production 

· wage, raw material, coal, electricity.

Social cost Social costs are those cost, which are not bore by the producing firm but are incurred by others in society.  For example, when an oil refinery discharges its waste in the river causing water pollution, such a pollution results in tremendous health hazard which involve costs to the society as a whole.

Total Cost


TC


=
TFC


+
TVC


TC (Total Cost) 
=
Total Fixed Cost 
+
Total Variable Cost


Long term average curve is called as Planning Curve.


Since it refers to short run cost, it is also called as Envelope curve.

Choose the correct answer.

1. Real cost is ----------

a) pain and sacrifice

b) subjective concept

c) efforts and foregoing leisure

d) all the above

Answer: d

2. Economic cost includes explicit cost and --------------

a) implicit cost

b) social cost

c) fixed cost

d) money cost

Answer: ba

3. Social costs are those cost -------------

a) not borne by the firms

b) incurred by the society

c) health hazards

d) all of these

Answer: d

4. Average revenue is the least addition made to the 

a) TC/Q

b) TFC/Q

c) TVC/Q

d) None

Answer: b

5. Marginal revenue is the least addition made to the -------- 

a) average revenue

b) total production

c) total revenue

d) none

Answer: c

Fill in the blanks.

1. Money cost is also called nominal cost.

2. Economic profit is the difference between total revenue and total expenses.

3. Total cost is the sum of total fixed cost + total variable cost.

4. The marginal cost curve is U shaped.
 Match the following:

1.
Average cost



-
Cost per unit

2.
TC




-
TFC + TVC

3.
The long run average cost curve
-
Planning curve

4.
MC n




-
TCn
-
TCn-1

Answer for each of the following questions in a word or two.

1. What is marginal revenue?

Addition made to the total revenue.

2. What is break-even point?

No profit no loss point

3. How to calculate AC?

TC/q

MARKET STRUCTURE AND PRICING

· In economics market refers to a group of buyers and sellers who involve in the transaction of commodities and services.

-
Buyers and sellers could not contact each other
-
contact through the available communication system like telephone, agents, letter correspondence and internet.

CLASSIFICATION OF MARKETS 

A)
Market according to area:
local regional, national and international market.

B)
Market according to time: 
Very short period the supply of commodities cannot be changed at all. Price depend on the demand for the product alone.

Short Period The price is determined by the interaction of the short-run supply and demand curve.   

Lone Period:  Long period is the time period during which the supply conditions are fully able to meet the new demand conditions.  In a long run all (Variable and Fixed factors) factors are variable. Thus the supply curve in the long run is perfectly elastic. It is the demand that influences price in the long period.

CLASSIFICATION BASED ON COMPETITION


This type of market is classified on the basis of number of seller and  nature of the product. 





PERFECT COMPETITION:


Perfect competition is a market situation where there are infinite number of sellers that no one is big enough to have any appreciable influence over market price.

FEATURES OF PERFECT COMPETITION

1. Large number of buyers and sellers.

-
price is determined by  both demand and supply.

2. Homogeneous product

· The products produced by all the firms in the perfectly competitive market must be homogeneous and identical in all respect.

3. Perfect knowledge about market conditions

· Both buyers and sellers are fully aware of the current price in the market.

4. Free entry and free exit.

5. Perfect mobility of factors of production.

6. Absence of transport cost.

7. Absence of government or artificial restrictions or collusions.

Nature of revenue curve:


Market price is determined by both, demand and supply in perfect competition.

· Average curve is parallel to X axis.

ADVANTAGE OF PERFECT COMPETITION
· Consumer is the king in a perfect competition

· Consumer is benefited because of price is equal to average cost.

MONOPOLY


Monopoly is a market structure in which there is a single seller, there are no close substitutes for the commodity it produces and there are barriers to entry.

CHARACTERISTICS OF MONOPOLY

1. Single seller.

2. No close substitutes

3. Price
-
Monopolist has control over the supply so as to increase the price.

4. No entry
-
There is no freedom to other producers t enter the market as the monopolist is enjoying monopoly power.

5. Firm and industry
-
Under monopoly, there is no difference between a firm and an industry.

CAUSES OF MONOPOLY

1. Natural:  A monopoly may arise on account of some natural causes.  For example, South Africa has the monopoly of diamonds; nickel in the world is mostly available in Canada and oil in Middle East.  This is natural monopoly.

2.
Technical eg. Coco Cola  

3.
Legal 
Monopoly power is achieved through patent rights, copyright and trade marks by the producers.  This is called legal monopoly.

4.
Large amount of capital like iron and steel industry, railway, etc.

5.
State: 
Government will have the sole right of producing and selling some goods.  They are State monopolies.

PRICE AND PRODUCTION DECISION IN MONOPOLY

· Monopolist wants to get highest profit like perfect competition.

· Profit for a product is the difference between average income and average cost.

DISADVANTAGES OF MONOPOLY:

1. Monopolist always charges a high price.  Thus monopolist exploits the consumers.

2. A monopolist is interested in getting maximum profit.

3. Artificial scarcity is created for the product.

4. A monopolist uses large-scale production and huge resources to promote his own selfish interest.

5. A monopolist often charges different prices for the same product from different consumers.

6. In a country dominated by monopolies, wealth is concentrated in the hands of a few.

METHODS OF CONTROLLING MONOPOLY

1. Legislative method  Government can control monopolies by legal actions.  Anti-monopoly legislation has been enacted to check the growth of monopoly.

2. Controlling price and output. Government would fix either price or output or both.

3. Taxation
4. Nationalisation
5. Consumer’s association

COMPARISON BETWEEN PERFECT COMPETITION AND MONOPOLY

· The main aim of both market is to maximise profit.

· In both market forms, the firms are in equilibrium at the output level where MC=MR.  

DIFFERENCE

	No.
	Perfect Competition
	Monopoly

	1.

2.

3.


	Average revenue curve is a horizontal straight line parallel to X axis.

The price charged is equal to marginal cost of production.

Price will be lower and the output is larger.
	Both average revenue curve and marginal revenue curve are downward falling curves.

MC=MR<AR

That is price charged is above marginal cost.

Price is higher and the output will be smaller.


Price discrimination may be defined as “the sale of technically similar products at prices which are not proportional to marginal cost”.

MONOPOLISTIC COMPETITION

1.
E.H. Chamberline
-
introduce monopolistic competition


· In this competition many sellers are producing the close substitute products.

· Even though products are similar but they are not identical.  But they are competitive among each other.

2. Eg. For monopolistic competition

1.
Shampoo
-
Sunsilk, Clinic plus, Chick, Velvette and etc

2.
Tooth paste
-
Colgate, Close up, Promise, Pepsodent, Vicco,                Ajantha, Babool and etc.

3. Nature of Monopolistic competition

-
number of firms
-
many firms

· each firm produce large without caring about other firms and act independently.

4.
Product Differentiation:
Product differentiation is the essence of monopolistic competition  Product differentiation is the process of altering goods that serve the same purpose so that they differ in minor ways.

5.
Selling cost

· Under monopolistic competition has to incur expenses to popularise his brand.  This expenditure involved in selling the product is called selling cost.

6.
Freedom of entry and exit of firms


The freedom of any firm to enter into the field.

6. To attain equilibrium in monopolistic competition marginal revenue and marginal cost are equal.

E=MR=MC

(Equilibrium = Marginal Revenue = Marginal Cost)

WATAGES OF MONOPOLISTIC COMPETITION

1. Unemployment – due to - the firms produce less than optimum output

2. Excess capacity
In the long run, a monopolistic firm produces an output which is less than the optimum level.

3. Advertisement – waste expenses

4. Too many varieties of goods – introduced

5. Inefficient firms

OLIGOPOLY


Oligopoly refers to a form of imperfect competition where there will be only a few sellers producing either homogenous or differentiated products.

CHARACTERISTICS OF OLIGOPOLY

1. Interdependence  The most important feature ofoligopoly is interdependence indecision-making. 

2. Group behaviour
3. Price rigidity Another important feature of oligopoly is price rigidity.

	Types of market or Competition
	Number of Sellers
	Number of Buyers
	Natureof Product
	Entry Conditions
	Size of market for each firm
	Degree of Monopoly Power
	Price
	Price Policy of the firm

	(i) Perfect or Pure
	Large
	Large
	Homogeneous
	Free
	Very small
	Nil
	Uniform and low
	Price taker

	(ii) Monopoly
	One
	Large
	Unique (wit no close substitute)
	Strong brrier to entry 
	Large
	Absolute
	Very high
	Price taker

	(iii) Bilateral Monopoly
	One
	One
	Homogeneous Free
	Free
	Large
	Depends upon the relative powerfulness of seller and buyer
	Prevailing price depends upon the relative powerfulness of seller and buyers
	

	(iv) Monopolistic
	Many
	Large
	Differentiated (but, close, substitutes)
	Free
	Small
	Limited
	Moderate
	Some controlover price depending on consumer’s brand loyalty

	(v) Oligopoly (pureor differentiated)
	Few
	Large
	Homogeneous or differentiated
	Entry barriers due to dominance by few firms or due to product differentiation
	Large
	Considerable
	High
	Considerable control over the prices (prices lend to be rigid)

	(vi) Duopoly (pure differentiated)
	Two 
	Large
	Homogeneous or differentiated
	Entry barriersdue to domianance by these firms or due to product differentiation 
	Large
	Considerable
	High
	Considerable control over the prices


Choose the correct answer.

1. Perfect competition is a market situation where we have -------------

a) a single seller

b) two seller

c) large number of seller

d) few seller

Answer: c

2. A firm can achieve equilibrium when its ------------

a) MC = MR

b) MC = AC

c) MR = AR

d) MR = AC

Answer: a

3. The firm and industry are one and the same under --------

a) perfecgt competition

b) duopoly

c) oligopoly

d) monopoly

Answer: d

4. Most important form of selling cost is -----------

a) advertisement

b) sales

c) homogeneous product

d) none

Answer: b

5. Under perfect competition, the demand curve is -----------

a) Upward sloping

b) Horizontal

c) Downward sloping

d) Vertical

Answer: a

Fill in the blanks.

1. Under perfect competition, the firms are producing homogeneous product.

2. When the average revenue of the firm is greater than its average cost, the firm is earning super normal profit.
3. The perfect competitive firms are price taker.
4. Monopoly power achieved through patent right is called legal monopoly.

5.
Firms realize the importance of mutual co-operation under oligopoly.

Match the following:

1. Global market


-
Gold and silver

2. Consumer sovereignty
-
Perfect competition

3. South Africa


-
Diamond

4. Technical monopoly

-
Coco Cola

5. Monopolistic competition
-
E.H. Chamberlin

Answer for each of the following questions in a word or two.

1. Industry is a group of firms.
2. State  undertakes the public utilities

3. By taxation Government control monopoly.
4. Product differentiation  is the essential feature of monopolistic competition.
5. MRTP Act was passed in 1969.

MARGINAL PRODUCTIVITY THEORY OF DISTRIBUTION


The marginal productivity theory of distribution is the general theory of distribution.  The theory explains how prices of various factors of production are determined under conditions of perfect competition.  It emphasizes that any variable factor must obtain a reward equal to its marginal product.

RENT

· It is the payment made to use a product.  

· It is also known as contractual payment

· According to classical economist Ricardo, “rent is the payment made to use agricultural land”.

· According to Ricardo, “rent is that portion of the product of the earth, which is paid to the landlord for the use of the original indestructible powers of the soil”.

· Ricardo explained his theory by taking the example of colonization.  If some people go and settle down in a place, first they will cultivate the best lands.  IF more people go and settle down, the demand for land will increase and they will cultivate the second-grade land.  The cost of production will go up.  So the price of grain in the market must cover the cost of cultivation.  In this case, the first grade land will get rent.  After sometime, if there is increase in population, even third grade lands will be cultivated.  Now, even second grade lands will get rent and first grade lands will get more rent but the third grade land will not get rent.  It is known as no-rent land.

MODERN THEORY OF RENT


-
The term rent refers to “payments made for factors of production which are in imperfectly elastic supply”.

· Alfred Marshall has introduced the concept of ‘Quasi-rent’ with regard to machines and other man-made appliances.  

· The modern view is that rent can be applied to all factors of production.

· To explain rent, modern economists also make use of the term transfer earnings.  Transfer earnings refer to the amount that a factor could earn in its best paid alternative employment.

QUASI-RENT


Marshall states that quasi rent is the income obtain from the use of machine and other man-made appliances.

WAGES

· Wages are the reward for labour.

· There are two main kinds of wages (I) money wages and (ii) real wages

· Money wages are also known as nominal wages or natural wages.

· Real wages refer to the commodities and services which the money wages command.

THEORIES OF WAGES

1. The subsistence theory of wages

2. The standard of living theory

3. Wage fund theory

4. The residual claimant theory

SOME IMPORTANT MODERN CONCEPTS

1. The marginal productivity theory of wages

2. The market theory of wages

3. The bargaining theory of wages.

WAGE FUND THEORY


According to wages fund theory, “wages depend upon the proportion between population and capital”.


RESIDUAL CLAIMANT THEORY OF WAGES


Walker states, “wages equal the whole product minus rent, interest and profits”.

MARGINAL PRODUCTIVITY THEORY OF WAGES


If production capacity is increased then marginal productivity will reduce.  It is because of marginal productivity law.  Therefore producer will increase the production as along as it is equal to the marginal productivity.

MARKET THEORY OF WAGES


According to this theory wages are price given for labour.  Price for wages is determined according to demand and supply.

THE BARGAINING THEORY OF WAGES

It refers to the collective bargaining power of trade union in fixing the wages.

INTEREST

· It is the price given for the use of capital.  It is called as pure interest or net interest.

· People prefer to hold a part of their assets in the form of cash.  It is called as liquidity preference.

· If loan is given to other that money will not be return for specified period.  It is known as inconvenience. 

THEORY OF INTEREST

Nassau Senior introduced the abstinence theory of interest.  He states that interest is the reward given for the sacrifice from using money or interest is the reward for waiting work.

The Agio theory of time preference People like to consume in present rather than for future.  So interest is given as a reward for postponing the use for future.

LOAN FUND PRINCIPLE
· K. Wicksell and Tennis Roberson and many others state this concept.

· Loan fund includes not only saving from present but all those activities as bank loan, bringing out hoarded capital and take back investment.

KEYNESIAN THEORY OF INTEREST

· It is the reward for not hoarding cash for specific period.

· People have liquidity preference for three motives.  They are

(1) Transation motive

(2) Precautionary motive

(3) Speculative motive

· Keynesian theory of interest is called as general interest theory.

· Other economist criticise this theory for giving more importance to liquidity. 

PROFIT


Profit is the reward for organising.


Profit is classified as gross profit and net profit.

PURE PROFIT OR NET PROFIT

· It is also classified as Normal Profit and Super Profit.

· Normal Profit 
-
it is the minimum profit to run organisation

· Super Profit
-
it is surplus profit got above the normal profit.
PROFIT THEORIES  

1. The rent theory of profits

2. The marginal productivity theory of profits.

3. The wages theory of profits

4. The dynamic theory of profits

5. The innovation theory of profits

6. The risk theory of profits and

7. The uncertainty – bearing theory of profits

THE RENT THEORY OF PROFIT
· is derived by Prof. Walker 

THE WAGES THEORY OF PROFIT

Taussig states that profit is not different from profit.  It is a reward for Entrepreneur. 

THE DYNAMIC THEORY OF PROFIT

· Clark state this theory

· Profit emerged due to the important changes in the society.

THE INNOVATION THEORY OF PROFITS


-
Schumpeter -
states that profit is the reward for innovation.

· innovation means introducing new product, using new methods of production, creating new markets.

THE RISK THEORY OF PROFITS


-
Hawley
-
interest is the reward given for taking risk

· risk taking is the important function of  entrepreneur.


THE UNCERTAINTY – BEARING THEORY OF PROFITS


-
Knight
-
state this theory

-
According to him
-
profit
is not given for taking risk but for taking the function of bearing uncertainty.

Choose the correct answer.

1. Rent is the price paid for the use of Land.

(a) Capital

(b) Organisation

(c) Labour

(d) Land










Answer: d


2. Profits are the reward for organisation.

(a) Land

(b) capital

(c) labour

(d) organisation










Answer: d







3. The demand for labour is derived demand.

(a) effective demand
(b) direct demand

(c) derived demand
(d) elastic demand.










Answer: c

4. The author of the concept of quasi-rent is Marshall.

(a) Adam Smith

(b) Marshall

(c) Ricardo

(d) Samuelson










Answer: b

5. The author of liquidity preference theory is J.M. Keynes.

(a) J.M. Keynes

(b) Marshall

(c) Samuelson

(d) Knight










Answer: a
Fill in the blanks. 

1. Marginal productivity theory is the theory general of distribution.

2. Marginal productivity theory is based on the assumption of perfect competition.

3. Transfer earnings refer to opportunity cost.

4. Money wages are also known as nominal wages.

5. Organization is done by the entrepreneur. 

Match the following.

1.
Residual claimant theory
Walker

2.
Waiting theory of Interest
Marshall

3.
Loanable funds theory

Neo-classical theory

4.
Dynamic theory of profit
Clark

5.
Risk-bearing theory of profit
Hawley

Answer for each of the following questions in a word or two.

1. According to Ricardio, do lands get rent?

No.

2. Even if all lands are equally fertile, can rent arise?

Yes.

3. Who is the author of ‘Agio theory of interest’?

BohmBawerk.

4. Who is the author of ‘the rent theory of profits’?

Walker.

5. What is the name of Schumpeter’s theory of profits?

Innovation theory of profit.

SIMPLE THEORY OF INCOME DETERMINATION


-
Classical economist 
-
Adam Smith (1723-90) Robert Malthus (1766-1834), David Ricordo and J.B Say.


-
In 1930 there was a great economic depression 
-
“America, England market crippled by great economic depression due to unemployment and over output.

SAY’S MARKET LAW 

French economist Say wrote a book  “Treatise on Political Economy”.  He state market law.

According to J.P. Say 
-
there cannot be deficiency of aggregate demand.  Even if there is any unemployment, the market mechanism would restore full employment.

· that is supply create its own demand

CRITICISM OF SAY’S LAW 
· J.M. Keynes has clearly exposed the weakness of Say’s law.

· J.M. Keynes brought about a revolution in economic theory attacking Say’s law.

· In 1930’s Great Depression and its effects showed that the classical theory of employment was wrong and its foundation.  The Say’s law was unacceptable.

KEYNESIAN THEORY OF INCOME DETERMINATION


Keynes is considered to be the greatest economist of the 20th century.  He wrote several books.  However, his ‘The General Theory of Employment, Interest and Money (1936) won him everlasting frame in economics.  The book revolutionized macro economic thought.  Keynesian economics is called the Keynesian revolution.


The central problem of macro economics is the determination of income and employment of a nation as a whole.  That is why modern economists also call macro economic as the theory of income determination Keynes economics itslf can be called macro economics.

· Keynes gave more important to national income.

THE PRINCIPLE OF EFFECTIVE DEMAND


In Keynes employment’s theory has a important lace for the principle of effective demand.


Effective demand is the ability and willingness to spend by individuals, firms and Government.

AGGREGAE DEMAND


Economic expenditure are classified as four parts as consumption expenditure (C), investment expenditure (I), Government expenditure (G), net expenditure on trade (X-M).


AD
=
C + I + G + (X-M)

CONSUMPTION EXPENDITURE


It gives relationship between income and expenditure.

PROPENSITY TO CONSUME


The marginal propensity to consume is the ratio of change in consumption to change in income.

· Keys said that there is direct relationship between income and expenditure.

Change in consumption

Marginal Propensity to Consume
=
-----------------------------







Change in income






                   
C



             

=


Y

The consumption vertical axis or any other line is calculated dividing vertical  change by horizontal change.






Vertical change



Cross axis
= 
---------------------






Horizontal change

SAVING FUNCTION

· Consumption forgone is known as saving.

· On increasing saving consumption decrease.

· Keynes said in an economy saving depends on the income 

· If the relationship between saving and income can be stated in mathematical formula then it is called as consumption function .

Marginal Propensity to Consume MPS 







S



             

=


Y




S means change  in saving



Y means change in income

DETERMINANTS OF CONSUMPTION

1. Income distribution

2. Size and nature of wealth distribution

3. Age distribution of population

4. Inflation or price level

5. Government policies

6. Rate of interest

7. Expectations about price, income, etc.

8. Advertisements

9. Improvement in the living standard

10. Changes in the cultural values

INVESTMENT FUNCTION

-
Importance of investment as a component of aggregate demand rises due to the fact that it is another major component.

· By investment, Keynes means real investment and not financial investment.

· The world wide depression of 1930s was also caused by a fall in investment.

DETERMINANTS OF INVESTMENT

· According to Keynes employment depends on investment.

· (I) Expectation of future profitability or business confidence

· (ii) Rate of interest

SAVING AND INVESTMENT

· Saving and investment are the basic activities of economy.

RATE OF INTEREST (LIQUIDITY REFERENCE THEORY)

· Keynes chances of employment theory begins with rate of interest

· Liquidity Preference Theory
-
is the greatest achievement Keynes

· According to  Keynes rate of interest is “interest is the reward for sacrifice of money for specific period.

· Keynes investment function 
-
gives more importance to 
-
rate of interest 

SIMPLE INCOME DETERMINANT THEORY

· According to Keynes, the level of income of a country in the short run will change as a result of change in employment.

MULTIPLIER

· It determine income and employment

· Change in equilibrium income

Multiplier (k)

=
-------------------------------------





Change in expenditure

GOVERNMENT EXPENDITURE

· it is two type

· Consumption expenditure (C)

· Investment expenditure (I) are those expenditure required to produce investment commodities.

-
Third is 
-
Government expenditure

· Keynes proved that Fiscal policy can bring out  the economy from depression.

ACCELERATOR


-
The level of investment depends upon the rate of change in income -
it is known as accelerator.

MONEY AND INTEREST

· Keynes used Liquidity Preference Theory of Interest for monetary policy of interest.

· Keynes clarified that interest is not the reward for saving, which was considered by classical economist.

· Rate of interest is the reward for sacrifice of liquidity for specific period.

Choose the correct answer.

1. The macro economic thinking was revolutionized by J.M. Keynes.

(a) David Ricardo

(b) J.M. Keynes

(c) Adam Smith

(d) Malthus










Answer: b

2. The Classical Theory assumed the existence of interest and money.

(a) unemployment

(b) disguised unemployment

(c) interest and money

(d) under-employment










Answer: c

3. The Central problem in macro economics is income and employement.

(a) income and employment
(b) price and output

(c) interest and money

(d) None










Answer: a

4. To explain the simple theory of income determination, Keynes used aggregate demand and aggregate supply.

(a) consumption and Investment

(b) aggregate demand and aggregate supply

(c) production and expenditure

(d) All the above

Answer: b

5. The marginal propensity to consume (C\(Y.

(a) (S\(Y

(b) C\Y (P\(\Q

(c) (P\(Q

(d) (C\(Y










Answer: b

Fill in the blanks. 
1. The term consumption function explains the relationship between income, and consumption;

2. Marginal propensity to save; is the ratio of change in saving to a change in income.

3. The worldwide depression of 1930s was also caused by a fall in investment.

4. Liquidity perference; refers to the cash holdings of the people.]

5. The magnified effect of initial investment on income is called multiplier; effect.

Match the following.








Vertical change

1. Aggregate demand



C + I + G +(X-M)

2. Slope





Horizontal change

3. K





1

4. Y





C + S

5. Keynes





Liquidity preference

Answer for each of the followingl questions in a word or two:

1. What crippled the free enterprise economies of US and UK?

Great depression.

2. State J.B. Say’s law of market.

Supply creates its own demand.

3. Who is the author of “The General Theory of Employment, Interest and Money”?

J.M. Keynes.

4. Name the point of intersection of Aggregate Demand and Aggregate Supply?

Keynesian cross.

5. Give the formula for Multiplier?

1



K
=
-------------------





    1  -   MPC

MONETARY POLICY

· Barter requires double coincidence of wants.

FUNCTIONS OF MONEY

· Money has overcome the difficulties of barter.

· Money includes coins, currency notes cheques, bills of exchange, credit cards and so on.

· Walker has said, ”money is that what money does”.

· Four functions of money

· 1.
Medium of Exchange

· Measure of Value

· Store of Value

· Standard of Deferred Payments

· Socialist wants to remove the money from the social functions.  (The reason is - Money was invented by the capitalist class)

MONEY SUPPY

· Reserve Bank of India is the Central Bank of India controls Banking System.

· They are M1, M2, M3, M4

· M1 
-
Narrow money

· M3
-
Broad Money

· M1
=


· M2
=


· M3
=


· M4
=

FIAT MONEY

· Currency which are in circulation is called fiat money.  For eg. One rupee note printed by the Government of India.

· Notes which are issued by Reserve Bank of India is called as Bank Currencies.

· These are in the nature of promissory note.

MONETARY POLICY


The basic goals or objectives of macro economic policy in most of the countries are: 

(i) Full employment.

(ii) Price stability

(iii) Rapid economic growth

(iv) Balance of payments equilibrium and

(v) Economic justice

· Equal income distribution is called as Economic Justice.

· Monetary Policy is policy that employs the central bank’s control over the supply and cost of money as an instrument for achieving the objectives of economic policy.

INSTRUMENTS OF QUANTITATIVE CREDIT CONTROL

· Monetary Policy is generally called as Credit control policy.  It is classified into two types.

· Quantitative credit control measure

· Selective credit control measures

I
METHODS TO CONTROL CREDIT CREATION


Bank rate, Variation of cash reserve ratio and Open market operations.

BANK RATE


The bank rate is the minimum rate at which the central bank of a country will lend money to all other banks.

· to reduce money circulation rate of interest should be increased

· Generally to control inflation Central Bank increase Bank Rate.

CASH RESERVE RATIO


The Central bank of a country has the power to vary the cash reserve ratio.


During inflation, to check the sharp rise in commodity prices and to control credit, the central bank can make use of this weapon.

OPEN MARKET OPERATION

It is not much used in India.

SELECTIVE CREDIT CONTROL MEASURES


Selective credit controls can play an important role in an underdeveloped money market with a planned economy.  

· Since 1955 Central Bank follows this method.

· Fixing minimum upper limit to  purchase debenture

· To control inflation monetary policy is useful.  But during the great depression of 1930s this policy is not very much useful.

· Since 1970 stagflation occurred.

· Government loan include Treasury Bills, Rupees, Bonds .

· According to Keynes liquidity block even after increasing interest rate their own be any change in money circulation.

DEAR MONEY


-
When there is inflation in a country, the central bank tries to control it by following dear money policy.  

· The term ‘Dear Money’ refers to a phase or policy when interest rates are high.

CHEAP MONEY

· loans available at low rates of interest.

· cheap money policy is followed by a central bank during a period of depression.  

MONEY VALUE


Money value denotes its purchasing power.

General inflation, shows the decrease in the value of money


General deflation shows the increase in the value of money

QUANTITY THEORY OF MONEY


According to Irving Fisher, “prices always change in exact proportion to changes in the quantity of money.  If the amount of money is doubled, prices double.  If the amount of money is halved, prices fall to half their original level”.

EQUATION OF EXCHANGE

· amount of money is explained with this equation

· It is also known as Fisher’s equation.
· This equation of exchange states that if ‘M’ is the amount of money, ‘V’ is the velocity of circulation of money, ‘P’ is the price level and ‘T’ is the volume of trade, then MV=PT (or) P=MV/T
INFLATION AND DEFLATION


According to Crowther, “Inflation is a state in which the vale of money is falling, i.e. Prices are rising”.


According to Shapiro, “a persistent and appreciable rise in the general level of prices”.


Harry Johnson state, “inflation is the steady and consistent increase in price level.”


Inflation may occur without increase in price level is called as Repressed inflation    It occurs during war.

TYPES OF INFLATION

DEMAND PULL INFLATION

Too many money chase too few goods  is called inflation.

(a) Creeping Inflation

Since the end of world war II i.e. since 1945, there has been tendency for prices and wages to push one another upwards.


(b)
Runaway or Galloping or Hyper-inflation Price rise to the great extent at a high speed on each and every day.  For example, it was experienced in Germany after World War I and in Hungary and China after World War II.

COST PUSH INFLATION

(a) Rising cost of production – Cost-push inflation  induced by rising costs, including wages, so that rising wages and other costs push up prices.

(b)
Bottleneck inflation
This refers to inflation that results from shortages, imbalances and rising marginal costs as full employment output is approached.

PROFIT-PUSH INFLATION

Just as trade union manage to push up wages, oligopolists and monopolists will raise prices more than enough to cover increase in costs with the aim of making monopoly profits.

· wages increases cost  Inflation increase wages.  This is inflationary spiral.

· The inflation took place in 1923 in Germany destroyed her economic system.
METHODS TO CONTROL INFLATION

1. Increased taxation.

2. By reducing Government expenditure on capital projects.  In India, this measure has been suggested to check inflation.  Many capital projects proposed in or Third Five Year plan were either suspended or dropped, completely.

3. Restrictions on imports.

4. Rationing.

5. Price control.

DEFLATION

Crowther, defines deflation as a “state in which the value of money is rising, i.e., prices are falling”.

· deflation is opposite of inflation

· During deflation, there will be bad trade and unemployment.

· Inflation denotes the period in which there is a raise in employment and growth.

· During deflation, since prices fall faster than costs, there will be heavy losses for producers and businessmen.

· During inflation there will be abnormal profit.

· During deflation there will abnormal loss.

Choose the correct answer.

1. Monetary policy is controlled by

(a) central government
(b) state government

(c) central bank

(d) private sector








Answer: a

2. Currency with the public is known as

(a) M1

(b) M2
(c) M3

(d) M4








Answer: a

3. Bank rate is raised during

(a) deflation

(b) inflation

(c) stable prices
(d) unemployment








Answer: b

4. During inflation

(a) businessmen gain

(b) wage earners gain

(d) salaried people gain
(d) Rentiers gain








Answer: a

5. A situation marked by rising prices and stagnation in demand is known as

(a) cost-push inflation

(b) demand-pull inflation

(c)  stagflation


(d) wage-push inflation









Answer: c

Fill in the blanks. 

1. The direct exchange of goods for goods is known as barter.

2. Deflation is a period marked by falling; prices.

3. The equation of exchange (MV = PT) was given by Irving-inflation.

4. Galloping inflation is also known as hyper-inflation or run-away inflation;

5. Monetary policy is usually effective is controlling inflation;
Match the following.

         1. Quantitative  credit  control

(a) Bank  rate 

          2. Selective  credit  control  

(b) Moral  suasion

          3. Cheap  money  policy 

(c) Low  rate  of interest  

          4. Wages  and  prices  push

(d) Creeping  inflation 

          5. Value  of money   


(e) Purchasing  power  of  







      money  one  another

Answer for each of the  following  questions in a word or two.

      1. Name the bank which  controls  money  supply in a country.

          Central  Bank  (R.B.I).

      2. When is dear money policy followed?
           During  inflation.

      3.  What is the name of inflation without a rise in price level?
Repressed  inflation.

      4.  Is wage cut  a  remedy  for depression?
      No.

      5. Give  the  example  of a country  that  experienced  hyperinflation.
          Germany.

FISCAL POLICY

· Budget is about Government revenue receipts and expenditure

· Public Fund is also known as Fiscal Economy

· Olden state functions are limited to (1) maintain law and order, (2) protecting state, (3) Judicial administration and (4) Common administration.  Therefore it is called as police states.

· Modern states are called as welfare state.

· Fiscal policy includes  State tax policy, Government expenditure and Monetary Policy.

· According to Dalton, “Public finance is concerned with the income and expenditure of public authorities and with the adjustment of the one with the other”.

· Binlay Siraas, “Public fund refers to government expenditure and Government financial development”

SUBJECT MATTER OF PUBLIC FINANCE

1. Public expenditure

2. Public revenue

3. Public debt

4. Financial administration and

5. Federal finance

PUBLIC FINANCE:


Public finance includes tax revenue, non-tax revenue.

PUBLIC DEBT

· The problem relating to the raising and repayment of public loans is studied under this sub-division.  

· External debt includes loan from World Bank, IMF, and foreign countries.
 

TAX


Income from tax is the important source of  public finance.


Compulsory contribution from the Citizen or a firm to the State is known as tax.

CANONS  OF TAXES: 

Adam Smith laid down the following canons of taxation.

1) Canon of equity.

2) Canon of certainty

3) Canon of convenience

4) Canon of economy

1.
CANON OF EQUITY

· This involves the principle of justice.

· This canon is also called the ‘ability to pay’ principle of taxation.

· Poor should be taxed less and rich should be taxed more.

2. CANON OF CERTAINTY

Every tax payer should know the amount of tax to be paid is known as canon of certainty.

3. CANON OF CONVENIENCE 
Tax payment should be convenient and less burdensome to the tax payer.

4. CANON OC ECONOMY
This canon signified that the cost of collecting the revenue should be kept at the minimum possible level.

TYPES OF TAX

1. Direct and Indirect taxes

2. Proportional, Progressive, Regressive and Digressive taxes

3. Value Added tax (VAT)

4. Single and multiple taxes.

1. DIRECT AND INDIRECT TAXES

DIRECT TAX

-
The burden of the tax is borne by the person on whom it is levied.

INDIRECT TAX
-
The tax imposed on one person and collected from the another person.

DIRECT TAXES
-
income tax, property tax, gift tax, excise duty,

INDIRECT TAXES
-
customs duty, sales tax

· Indians financial structure is federal finance

CENTRAL AND STATE GOVERNMENT TAXES

TAXES OF CENTRAL GOVERNMENT


The main sources of tax and non-tax revenue of the central Government are:

Revenue of tax  
1. Taxes on income

2. Corporate tax,

3. Expenditure tax,

4. Taxes on properties,

5. Gift tax,

6. Wealth tax,

7. Taxation on capital gains,

8. Union excise duties, and

9. Customs duties. (Imports and Export duties)

CENTRAL GOVERNMENT NON TAX INCOME

1. Commercial revenue

2. Interest income

3. Dividend

4. Public benefit works

5. Society benefit works

6. Economic benefit works

TAXES IMPOSED BY THE STATE GOVERNMENT

1. Land revenue,

2. Taxes on the sale and purchase of goods except newspaper,

3. Taxes on agricultural income

4. Taxes on land and building

5. Excise duty on alcoholic liquors and narcotics

6. Stamp duties, court fees and registration.

PROGRESSIVENESS OF TAXATION

1. Proportional tax

2. Progressive tax

3. Regressive tax

4. Digressive tax

1.
PROPORTIONAL TAX

· In the case of a proportional tax, tax rate remains constant 

· regardless of whether the tax base is large or small.

· This means uniform tax rate is imposed on the rich as well as the poor.

2. PROGRESSIVE TAX

The tax rate increases as the tax base increases

Tax increase as income increase

Eg. Income tax

3. REGRESSIVE TAX

· tax liability on income falls with the increase in the tax payer’s income

· under this tax system, the poorer sections of the society are taxed at higher rates than the richer sections

· hence this tax is not just or equitable

4. DIGRESSIVE TAX

Digressive tax is a blend of progressive tax and proportional tax.  The rate of taxation increases up to a point.  After a limit uniform rate is charged.


Of these four progressive tax is the better method.

BUDGET

· A Government’s revenue and expenditure decisions are presented in the budget.  It is income and expenditure for one financial year.

· Budget is derived from a French word Bougette which means small bas.

KINDS OF BUDGET

1. Balance budget  

A balanced budget is that over a period of time, revenue does not fall short of expenditure.

2. Unbalanced Budget

-
An unbalanced budget is that, over a period of time, revenue exceeds expenditure or expenditure exceeds revenue.  

· When there is an excess of income over expenditure, it is called surplus budget.

· On the other hand, when there is an excess of expenditure over income, it is case of deficit budget.

TYPES OF BUDGET

1. Revenue Budget

2. Capital Budget

1. Revenue Budget

Revenue budget consists of revenue receipts of the government (tax revenue and non-tax revenue) 

Expenditure which do not result in creation of assets are called revenue expenditure.

Eg. Current revenues and current expenditure

Interest charges on debt incurred by Govt. and other non developmental expenditure.

2. Capital Budget
Majority of the government expenditures form the capital expenditure.

It consist of capital income and capital expenditure.

Capital receipts are loans raised by government from the public which are called market loans, borrowing from the RBI, sale of treasure bills, loans received from foreign governments etc.

Capital payments are expenditure on assets creation such as land, building, machinery, equipment investment loans to government companies and state governments and other developmental expenditure.

PERFORMANCE BUDGETING


The process of fund allocation of governments in various countries has been changed from traditional expenditure budgeting to new forms of rationalistic budgeting, such as performance budgeting, programme budgeting and zero based budgeting.

ZERO BASED BUDGETING

In zero based budgeting, every year is considered as a new year thus providing a connecting link between the previous year and the current year. 


The budget is viewed as entirely a fresh and whole fiscal initive i.e. from zero bases.

FISCAL POLICY

FISCAL POLICY

· Fiscal policy  is a policy under which the government uses its expenditure and revenue programmes to produce desirable effects

IMPORTANCE OF FISCAL POLICY

The significance of fiscal policy was not at all recognized by economists before the publication of Keynes’s General Theory of Employment, Interest and Money’.

OBJECTIVES OF FISCAL POLICY

1. To mobilize resources for financing the development programmes in the public sector.

2. To promote development in the private sector.

3. To bring about an optimum utilization of resources

4. To restrain inflationary pressures in the economy to ensure economic stability

5. To improve distribution of income and wealth in the community for lessening economic inequalities

6. To obtain full employment and economic growth

7. Fiscal policy and capital formation

In times of inflation, anti-inflationary taxes such as excess profit tax and commodity taxes on articles of both general and luxury consumption can be imposed.

  Choose the correct answer.

1. Public  finance  is  concerned  with  the  income  and  expenditure of………

(a)  Private  sector     

(b)  agricultural  sector

(c)  public  authorities   

(d)  industrial  sector










Answer: c

2. Tax  revenue  deals  with  the……

      (a)  fees    



(b)  kinds  of  taxes

(c)  revenue    


(d)  non  tax  revenue










Answer: b

3. The  federal  form  of  government  consists  of ……..

(a) central,  state  and  local  government

(b) central  and  state  government

(c) state  and  local  government

(d) Above  all

Answer: a

4.   The  compulsory  charge  levied  by   the  government  is …..

       (a)  licence    


(b)  gifts  and  granTs

       (c)  loan   



(d)  tax










Answer: d

5.   In ZBB every  year  us  considered  as  a ………

(a)  base  year  


(b)  financial  year

(c)  new  year  


(d)  academic  year










Answer: c

Fill in the blanks. 

1. Public revenue Means  different  sources  of  government income.

2. The  absence  of  direct  and  proportional  benefit  is quid pro-quo
3. Canons of Taxation are  considered  as  fundamental  principles of  taxation.

4. The  classification  of  direct  and  indirect  taxes  is  based  on  criterion  of 

Shifting of the incidence tax.

5. Digressive  tax  is  a  blend  of  progressive  tax  and  proportional tax.

  Match the following. 

1.    Canons  of  taxation  
 

(a) Adam SmIth

2.     Progressive  tax   


(b) Best  tax  system

3.    Fiscal  Policy            


(c) Rebate  and  subsidies

4.    Regressive  tax   



(d) Tax  rate  decreases

5.    Balanced  budget   


(e) Revenue  and  expenditure  are equal

 Answer for each of the  following  questions in a word or two.

1. What  is  a  tax?

Compulsory  contribution.

2. Give  the  expansion  for  VAT.

Value Added Tax

3. What  is the meaning  of  proportional  tax?

Uniform  tax  rate.

4. What  are  the  kinds  of  budget?

Balanced  and  Unbalanced  budget.

5. What  is  public  debt?

Borrowing  from  the  public.


Market





Perfect competition


(Large number of sellers selling homogeneous products)








Imperfect 


Competition





Monopoly


(single seller)





Oligopoly


(A few sellers selling homogeneous or differentiated products)





Duopoly


(2 sellers)





Monopolistic competition (large number of sellers selling differentiated products)








