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Course Introduction

Managerial Economicsis assigned 4 credits and contains 14 units. The objective of studying
Managerial Economics is to apply economic theory and analytical methods to make informed
business decisions, optimize resource allocation, and enhance strategic planning within an
organization.

The decisions taken on the basis of Managerial Economicsare subject to evaluation and
objective assessment.

Each unit is divided into sections and sub-sections. Each unit begins with statement of
objectives to indicate what we expect you to achieve through the unit.

Course Outcomes

By the end of this course students will be able to:

1.

gk~ own

Identify the basic of managerial economics, its concepts and principles used to run the
organization in effective manner.

Summarize the demand and supply conditions and assess the position of a Company
Use the information about scale of production

Sketch the relationship between cost and revenue for profit maximization

Access the concept of price and output decisions of firms under various market
structure

Formulate a proposed solution by gaining knowledge about National Income,
Inflation, Business Cycle and BOP.

We hope you will enjoy the course.

Acknowledgement

The content we have utilized is solely educational in nature. The copyright proprietors of the
materials reproduced in this book have been tracked down as much as possible. The editors
apologize for any violation that may have happened, and they will be happy to rectify any
such material in later versions of this book.



Unit 1

Nature and Scope of Managerial (Micro and Macro) Economics

Learning Objectives:

1. Know about the meaning, nature and scope of Managerial Economics
2. Identify the role of economics in decision making

3. Discuss the concepts of economic analysis
4

Understand the concept of Equilibrium

Structure:

1.1 Nature and scope of Managerial Economics
1.2 Ten Principal of Economics

1.3 Micro and Macro Economics

1.4 Static and Dynamic Analysis

1.5 Equilibrium

1.6 Summary

1.7 Keywords

1.8 Self-Assessment Questions

1.9 Case Study

1.10 References

1.1 Nature & Scope of Managerial Economics

The field of business economics bridges the gap between the theoretical concerns of
economic logic and the actual challenges faced by managers in the real world by bringing
together economic theory and management practice. Business decision-makers can benefit
greatly from the knowledge and skills offered by this field. When faced with limits, it is best
to use methods from decision science and economic theory to make optimal decisions.
Learning about company economics can help you become a better analyst, solve economic

problems in a more reasonable way, and improve your problem-solving abilities overall.



McNair and Meriam state, "Managerial economics is the use of economic modes of thought

to analyse business situations."

"Managerial Economics is concerned with applying economic principles and methodologies
to the decision-making process within the firm or organisation under the conditions of
uncertainty" says Prof. Evan J Douglas.

According to “Hailstones” & Rothwell, "Managerial economics is the application of

economictheoryandanalysistothepracticeofbusinessfirmsandotherinstitutions.”

Nature

The field of managerial economics emerged from the deep connection between economics
and management. There is a new meaning and purpose for managerial economics, which is
frequently mistaken for traditional economics.

The field of managerial economics focuses on the use of quantitative tools and economic
ideas to company decision-making. Managerial choices, including strategy formulation and
resource allocation, are informed by economic analysis.
Examining the decision-making, resource-allocation, price-setting, and market-response
processes of firms is the goal of managerial economics. It aids managers in spotting chances

for growth and profit while they handle risks and uncertainties.
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Figurel.1:Nature of Managerial Economics Source: The Investors Book



a. Microeconomics handles the small-scale issues that a certain business encounters.

b. Realist: When making decisions and solving problems, it uses economic principles.

c. It takes a multidisciplinary approach, bringing together fields such as accounting, statistics,
finance, management, and mathematics.

d. Using Macroeconomics: Technological, social, legal, political, global, economic,
competitive, and demographic variables all have an impact on how every business runs. All
of these dangers are addressed in macroeconomics.

e. Management-Focused: It helps managers deal with the risks and uncertainties that come
with running a company.

f. The Arts and Sciences: Managerial economics calls for a great deal of imagination and
analytical thinking when addressing problems or making decisions.

g. Prescriptive / Normative Discipline: This area aims to achieve specific goals and address

real-world problems by implementing solutions.

Scope
Thescopeofmanagerialeconomicscoversvariousareasofbusinessdecision-making, providing
managers with the tools and techniques to make informed decisions, maximize profits, and

ensure the organization's long-term success.
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Allocation of resources
For best results, scarce resources need to be utilized as efficiently as possible. Among these,
you can find issues with transportation, production scheduling, and more.

The Inventory and Queue Issue

Making the best long-term judgements regarding the quantity of raw materials and completed
goods to keep on hand is the essence of inventory management challenges. The current state
of supply and demand is taken into account when making these decisions. To make up for the
revenue lost due to not doing these things, decisions regarding adding more equipment or

more workers to the workforce had to be made in response to queueing difficulties.

Pricing Issues

Pricing for the company's products is essential to the decision-making process. The pricing
problem involves decisions concerning adopting one method out of various pricing methods

available.

Investment Problems

Investment concerns are a part of prospective planning. These issues pertain to the long-term
distribution of limited resources. Consider the following: where to get the money, how much
to invest, whether to buy more plants, etc.

One of the most striking features, in terms of breadth, is the research and forecasting of
demand, which is central to managerial economics. Demand analysis and forecasting
methodologies are an integral part of this field. An economic unit that turns productive
resources into movable items is a business enterprise. With the exception of in order to save
manufacturing and storage expenses, businesses rely on precise demand projections.

Prior to developing a production schedule and selecting resources, a business must determine
its overall production. The management team relies on demand estimates to keep their market

share up against their competitors and guarantee a profit.

By analyzing the variables that influence product demand, demand analysis helps businesses

zero in on the most important metrics. In turn, this aids the firm in controlling the demand for



its products. When developing plans and decisions, businesses begin with demand estimates.
This covers the fundamentals of demand analysis, including demand determinants, demand

distinctions, demand forecasts, and so on.

1. Production and Cost Analysis

Production costs have a significant impact on a company's profitability. The degree of
uncertainty in both the output and cost estimates should be considered by a smart manager as
they generate cost estimates for different levels of production, determine what factors cause
the costs to vary, and then choose the level of output that minimizes costs.

Business managers strive to assess the production function in order to reduce material and
time waste, while engineers supervise the production operations. Cost control is a crucial

component of reasonable pricing practices.

Production and cost analysis primarily addresses the following topics: cost concepts, cost-

product correlations, scale economies and diseconomies, and cost control.

Choices Over Pricing, Policies, and Procedures: Setting product prices is another task that
falls on the shoulders of business managers. Decisions about product price policies should
only be made after a thorough examination of the company's market, as these policies have a
significant impact on the company's revenue and profitability. Analyzing market structures,

pricing practices, and predicting prices are all made easier by this theory.

Managing the advantages

A company's long-term performance is mostly determined by its ability to turn a profit, which
is an inevitable component of any corporate endeavour. According to economists, profit is the
payoff for being brave and surviving uncertainty.

With practice, a good company manager can predict revenue and expenses at varying levels
of production with a high degree of accuracy. An increase in a manager's profit is directly
proportional to his ability to decrease uncertainty. Consequently, the most difficult part of

studying corporate economics is beneficial planning and benefit assessment.



The management of capital

Capital investment planning is another more complex issue facing contemporary company
managers. A lot of money goes into plants, machinery, and skyscrapers. As a result, high-
level judgements are necessary for capital management. The acronym stands for capital
expenditure management, planning, and control. Capital Expenditure, ROI, and Project

Selection are the three factors in question.

1.2 Ten Principles of Economics

These principles offer essential insights into how markets function, and people make

economic decisions. A succinct description of each premise is given below:

People face trade-offs: It happens because of scarcity. Both individuals and societies must
decide what to do. They inevitably abandon other possibilities when choosing to devote
resources to one option.

Rational people think peripherally: The incremental costs and benefits of a decision are
taken into account by rational decision-makers. They balance the extra advantages of

consuming or producing one more unit against the added expenses.

What you give up to obtain something is what it costs: This idea has to do with opportunity
cost. The value of the following best option that must be given up is used to calculate an
item's or activity's cost.

Everyone can benefit from trade: Both parties benefit from voluntary trade between people
or states. Individuals can benefit from a greater variety of commodities and higher living
standards by specializing in manufacturing goods and services they have a comparative
advantage in and trading with others.

People react to incentives, which impact their behaviour: They influence the choices and
behaviours made by people, businesses, and governments andcan be either positive
(rewards) or bad (penalties).

Government enhances market: Although markets typically distribute resources efficiently,
there are times when they fail, such as externalities, monopolies, or information asymmetry.
In these situations, governments can occasionally enhance market outcomes. In some cases,
government involvement may improve overall economic welfare.

Price acts as signals: Generally speaking, an intelligent method to structure economic

activity because they enable effective resource allocation through the interaction of supply



10.

and demand.Prices act as signals to help buyers and sellers coordinate their choices.

Rise in price when the government prints too much money: This theory emphasizes the link
between the money supply and inflation by showing how prices rise when the government
issues excessive money. Overly expanding the money supply by the government can result
in inflation and increased prices across the board.

In the short term, unemployment and inflation must be balanced in society: Higher inflation
may result from policies that lower unemployment and vice versa.

Effectiveness with which resources are used to generate goods and services, or productivity
is a crucial factor in determining a country's standard of life. Increased output and higher

employee salaries are made possible by higher productivity.

1.3 Micro Vs Macro Economics
Individual and group decisions on resource allocation and product pricing are the focus of
microeconomics. Governments establish tax policies. The economy's price level is controlled

by supply, which is the main emphasis of microeconomics.

Economic analysis is conducted using the bottom-up technique. What this means is that
microeconomics is all about trying to understand how people decide and how resources are
distributed. It elucidates the reasons for market changes rather than deciding what changes
are taking place.

One of microeconomics' main purposes is to look at ways businesses can cut costs and
increase production so they can compete in their industry. It may be more grounded in
microeconomic reality, but it rests on idealistic assumptions such community full

employment.

The fundamentals of microeconomics are as follows:

The theory of production, as well as supply, demand, and equilibrium - The production cost —
The economics of labour Systemic economics
It takes a number of economic issues and analyses them thoroughly. The study of economic

growth and development, as well as the challenges they confront, is known as

macroeconomics.



The study of international economic interactions and the effects of national policies on other
countries is known as macroeconomics. While analyzing the success or failure of government
initiatives, it restricts its scope. Due to the fact that what holds for the aggregate
(comprehensive) may only hold for some, the compositional error often turns out to be

incorrect.

Here are a few important ideas in macroeconomics: The capitalist nation, investment

spending, and revenue.

1.4 Static and Dynamic Analysis

Static analysis assumes no change over time and focuses on analyzing economic variables
and interactions at a certain time. It offers a snapshot of the economy
withoutconsideringfuturechangesorexchanges.Understandingshort-term equilibrium
circumstances, market dynamics, and the immediate effects of policy changes require
static analysis. Static analysis, for instance, when examining supply and demand in a
market, establishes the equilibrium price and quantity at a specific time, assuming fixed
characteristics like consumer preferences, technological advancements, and resource
availability. It aids in evaluating the short-term implications of changes in supply or demand

on market out comes without taking long- term adjustments into account.

On the other hand, the dynamic analysis focuses on how economic factors change over time
and how they interact. It considers how economic variables change over time and how the
economy modifies itself in response to diverse causes. Studying long-term economic
growth, making investment decisions, tracking the effects of policies through time, and

comprehending the dynamics of economic systems all need dynamic analysis.

The concept of time is considered in dynamic analysis, which looks at how economic
variables like output, investment, consumption, and pricing change and interact throughout
various time frames. It feels elements including population expansion, investment choices,

policy changes, and their effects on financial results.

The difference between the two can be best understood within the following categories:



1. The Time Element: Time plays no role in static economic analysis. All financial variables in
static economics correspond to the same instant in time. A timeless economy is another
name for a stagnant economy. According to Hicks, a stagnant economy is one in which we
do not worry about dating. On the other hand, time plays a significant part in dynamic
economics. Here, every quantity needs to be dated. The various times in history are referred

to as economic variables.

2. Process of Change: The lack of a change route in static analysis is another distinction
between static and dynamic economics. It merely provides information on the equilibrium
conditions. On the other hand, the dynamic economic study also demonstrates the direction
of change. Dynamic economics is referred to as a "movie" of the market, while static

economics is referred to as a "still picture."

3. Equilibrium: Static economics focuses solely on one equilibrium point. Dynamic economics
examines the method by which equilibrium is reached. Because of this, there might be
balance or disequilibrium.Consequently,static analysis exclusively investigates equilibrium,

but dynamic analysis considers disequilibrium.

4. Study of Reality: Dynamic analysis is more in line with reality than static analysis is. The
foundation of static analysis is the irrational presumption of perfect competition, perfect
knowledge, etc. All significant economic factors— including population, manufacturing
models, and fashion trends—are expected to remain unchanged. However, dynamic analysis

views these economic variables as subject to change.

1.5 Equilibrium

States, where at least two opposing forces or powers are equal, are referred to as being in
equilibrium. As a result, equilibrium refers to a balanced situation. When it comes to the
market, equilibrium is the state in which the supply and demand of a certain good are
perfectly equal. The equilibrium price in the market is determined by this equivalence
between two opposing market forces. The introduction to partial and general equilibrium is

covered in this topic.



The market equilibrium produces three economic variables: equilibrium market demand,

supply, and pricing.

Equilibrium is also known as a market clearing condition since it doesn't involve excessive
production, excess or surplus, in-adequate or in-sufficient supply, or extreme demand. In

such a case, there will be no unsold stock because all the created stock has been sold.

The amount of that particular commodity that the seller desires to sell at an exact price is

referred to as the market supply, on the other hand.

If this requirement is not met, unmet consumer demand—where there is a bigger demand
than what is available—predominates in the market, or—in a similar vein— where there is

an excess supply relative to the quantity demanded.
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Figurel.3: Simple Market Equilibrium

Approaches of Equilibrium

1. Partial Equilibrium

The partial approach is based on analyzing a particular area or portion of the economy in
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isolation, such as the equilibrium in the fruit market or a specific input market. ‘Alfred

Marshall’ is the first to introduce the idea of partial equilibrium.

It is a case of partial equilibrium analysis when we examine the actions of individual
decision-making units and the operation of individual markets for goods and inputs under

different market structures.

The partial equilibrium approach addresses each market independently without considering

how changes in one market might affect another.

The benefit of partial equilibrium is that it allows analysts to concentrate on one area at a
time and prevents confusion from developing when the entire economy is being considered.

The partial equilibrium study does not examine how the components interact to create a
cohesive economic system. This responsibility is left to general equilibrium analysis and is
not our responsibility. A specific commodity's market or a particular input of factor is
studied in micro economics. When a commodity's supply and demand are equal, the price of

that commaodity is established.

The Partial Equilibrium Approach's characteristics:

Below are some of the primary aspects of partial equilibrium-

It investigates how members of the economy behave.

The behavior of distinct market sand decision-making units is considered separately in
partial equilibrium analysis. It looks at how someone might maximize their happiness given
their financial limitations, how a company reduces its manufacturing costs, how it increases
profits under varied market circumstances, and how the pricing and employment of each
input are established.

Inter connections are not mentioned.

The partial equilibrium analysis does not consider the links between a single economic unit

and therestoftheeconomy.Thegeneralpresumptionofceterisparibusisleftin place for these

11



linkages. In other words, partial equilibrium analysis considers utility or profit maximisation

in each economic sector independently.

3. Connections to other market places are disregarded.

Partial equilibrium analysis examines distinct economic sectors' behaviour without

considering their connection.

. General Equilibrium

The general equilibrium analysis takes into account the interconnection of various economic
entities. Because of the economy's interdependence, it is particularly easy to analyze partial
equilibrium because demand and supply in one market depend on the prices governing other

markets. Leon Walras first proposed this idea.

The concept of general equilibrium broadens the scope of measuring equilibrium by
considering interaction and interdependence among the many sectors of the economy and

analyzing how equilibrium is established in the same circumstance.

To examine how various economic factors interact and are dependent on one another,

general equilibrium is a thorough examination of these relationships.

The modern economy is characterized by the fundamental fact that everything depends on
everything else. It implies that interconnectedness is a key characteristic of contemporary
economies. General equilibrium recognizes and uses this characteristic in its analysis. The
supply and demand for multiple inputs also affect consumer incomes. The demand for the
final items that businesses generate affects the demand for factor inputs in addition to the

status of technology.
The demand for these products is influenced by consumer incomes, which are influenced by
the demand for production inputs. As a result, changes in one market impact other markets,

affecting the original market.

The general equilibrium analysis is concerned with the changes in the overall economy

12



when a disruption in one market impacts the entire economic system

1.6 Summary

e Business Economics is a discipline that combines economic theory and management practice,
bridging the gap between the logical problems that intrigue economic theorists and the policy
problems that plague practical managers.

e Managerial economics has often been confused with traditional economics but has a new
meaning and purpose.

e Managerial economics seeks to understand how businesses make decisions, how they allocate
resources, how they set prices, and how they respond to changes in the market.

e The scope of managerial economics covers various areas of business decision-making,
providing managers with the tools and techniques to make informed decisions, maximize
profits, and ensure the organisation's long-term success.

o Although markets typically distribute resources efficiently, there are times when they fail,
such as externalities, monopolies, or information asymmetry. In these situations, governments
can occasionally enhance market outcomes.

e Microeconomics is the study of choices that individuals and organizations make concerning
the distribution of resources and the costs of goods and services.

e The primary function of microeconomics is to investigate how 2 business may Maximise its
output and capacity to reduce prices and compete in its industry.

e Macroeconomics examines the relationships between different nations andhow one nation's
actions affect those of another.

e States, where at least two opposing forces or powers are equal, are referred to as being in
equilibrium.

e The market equilibrium produces three economic variables: equilibrium market demand,
supply, and pricing.

1.7 Keywords

1. Business Economics: The interdisciplinary field that combines economic theory and
management practice, focusing on addressing the logical problems of economic theory and
the practical challenges managers face in making policy decisions.

2. Managerial Economics: It provides managers with tools and techniques to make informed
decisions, maximize profits, and ensure long-term organisational success.

3. Market Failure:Refers to situations in which markets fail to allocate resources efficiently

13



due to externalities (spillover effects), monopolies, or information asymmetry. In such
cases, governments may intervene to enhance market outcomes.

Microeconomics: The study of individual and organisational decision-making concerning
resource distribution and the costs of goods and services.

1.8 Self-Assessment Questions

Elaborate the nature and scope of managerial economics, highlighting its relevance in
addressing the logical problems of economic theory and the
practicalchallengesmanagersfaceindecision-makingandpolicyformulation.

Explain the key differences between microeconomics and macroeconomics, highlighting
their respective focuses, such as individual decision-making and resource allocation versus
aggregate economic variables and national-level interactions.

. Analyse the ten principles of economics, as proposed by renowned economist Gregory
Mankiw, discussing each principle and its significance in understanding economic
behaviour and decision-making at both individual and organisational levels.

Compare and contrast micro and macroeconomics, highlighting their unique contributions to
analyzing economic phenomena, such as price determination, market structures, business
strategies (micro), and overall economic growth, unemployment, and inflation (macro).
Differentiate between static and dynamic analysis in managerial economics, explaining how
static analysis focuses on a specific point in time and examines the immediate impact of
changes. In contrast, the dynamic analysis considers the long-term effects and adjustments
over time.

Define and explain equilibrium in the context of partial equilibrium analysis, discussing
how it refers to the balance between demand and supply within a specific market and how
changes in either can affect prices and quantities exchanged.

Discuss the concept of general equilibrium, highlighting its broader scope in analyzing the
interdependencies and interactions of multiple markets within an economy and how changes
in one market can influence others.

Explain how managerial economics provides tools and techniques to help managers make
informed decisions, maximize profits, and ensure long-term organisational success, with

specific examples of how these concepts can be applied in real-world business scenarios.

Exploretheroleofgovernmentinterventionincasesofmarketfailure,such as externalities or

14
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monopolies, discussing how government policies can enhance market outcomes and
promote efficiency and fairness.

Illustrate the importance of studying both microeconomics and macroeconomics for you as a
student of MBA, highlighting how a comprehensive understanding of these disciplines can
provide valuable insights for business strategy formulation, resource allocation, and overall
economic context analysis.

Analysed Situation

1.9 Case Study

Make a Call on Asian Paints

By capitalising on its expertise in the most rapidly expanding emerging markets, Asian Paints
(India) Ltd. aspires to become one of the world's leading decorative coatings firms; at the
same time, it plans to create lasting value in the industry. Conducts coatings business in
conjunction with well-established international colleagues. When it comes to paint, Asian
Paints is India's biggest player. It has an impressive track record of professionalism, rapid
expansion, and creating shareholder value, and it is now one of the top 10 decorative coatings
companies in India. Its revenue is 20.67 billion (USD 435 million). Asian Paints was named
one of the 200 Best Small Businesses for 2002 and given the "Best Under Billion" title in the
October 2002 issue of Forbes Global USA magazine. In February 2001, Asian Paints was
listed as the ninth top employer in India by one of the country's leading business journals
("Business Today"). Asian Paints was named the fourth most admired firm in India by the

"Economic Times" in January 2000, a poll that included all industries.

Asian Paints has accomplished much, including being the sole Indian firm to get the

esteemed Economic Times - India Harvard Business School Association Award.

Laureate in two different categories: "mini giants" and "Private Sector Giants.” In order to

accomplish its goals, the organization made the following important decisions:

1. A Focus on Customers —

From its humble origins in 1942, the company has gone a long way. It was founded as a

member company by four friends who were prepared to challenge a world-renowned paint
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firm functioning in India at the time. In the span of 25 years, Asian Paints rose to prominence
as the preeminent paint company in India. Since 1938, the company has dominated the paint
market thanks to its inventive spirit and dedication to its customers. It has grown into India’s

largest paint manufacturer in recent years.

2. A vast selection of goods:

Decorative and industrial paints are also made by Asian Paints. It has diversified into
specialty products like phthalic anhydride and penta - erythritol through vertical integration.
Customers can choose from a variety of ornamental and industrial paints, as well as bespoke

solutions, at Asian Paints.

3. Cross-border partnerships:

Asian Paints periodically forms technological collaborations with global paint industry
heavyweights to stay ahead of the curve and safeguard its competitive edge. Works in
tandem with Pittsburgh Paints & Glass Industries (PPG), a global pioneer in automotive
coatings, in a 50/50 joint venture to supply the expanding needs of India's car industry—

all products meet or exceed international standards, even the most complex ones.

4. Utilizing cutting-edge technology:

By utilizing the most recent advancements in the world, it has enhanced its manufacturing
capabilities in powder coatings and high-tech resins. This has allowed it to consistently
produce products that meet the highest international standards, even in the most complex

and demanding product categories.

The company places a premium on its own research and development, which allows it to
seize fresh opportunities by making good use of local talent. One of the top R&D centres
in South Asia is the Asian Paints Research and Development Centre, which is located in
Mumbai. More than 125 highly-qualified scientists work for the company, and they've
paved the way for new product categories and paint formulations. Everything in the
company's ornamental line is a product of the R&D department.

1. Cutting-Edge Facilities:

16



The company's plant in Bhandup, Maharashtra, as well as its facilities in Ankleshwar,
Guijarat, Patancheru, Andhra Pradesh, and Kasna, Uttar Pradesh, are all considered to
be quite advanced. The quality certification, ISO 9001, has been attained by every one
of the company's manufacturing facilities. The ISO 14001 certification, which stands
for environmental management standard, has also been bestowed upon the company's
facilities. Both the phthalic anhydride and Penta plants have received certification
from these organisations, with the former holding the 1SO 9002 and the latter the ISO
14001. Soon, the Penta factory will be certified according to 1SO 9002.

The Asian paint plant in Patancheru was honoured with "The Golden Peacock™ award
by the World Environment Foundation in June 2002 and the "Excellence in
Environmental Management” award by the Andhra government Pradesh for its

environmentally friendly practices.

Thirdly, a focus on information technology: Asian Paints was an early adopter of
widespread computerization in India. The advantages of quicker market analysis and
better decision-making have led to widespread computerization of distribution,
inventory control, and advanced management information systems (MIS).
Questions
1. How is economics incorporated into Asian Paints' decision-making process?

2. What further decisions can be made?

1.10 References
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Unit:2

Consumer Behavior

Learning Objectives:

Discuss the concepts of utility

Understand Consumer Behaviour

State the concepts of Equi-marginal utility
Analyze the indifference curve

Understand the concept of consumer equilibrium

Structure:

2.1 Introduction

2.2Utility Approach
2.3Marshalling Utility Analysis
2.4Law of Diminishing Marginal Utility
2.5Indifference Curve
2.6Consumer Equilibrium

2.7 Summary

2.8 Keywords

2.9 Questions

2.10 Case Study
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2.1 Introduction

Consumer behavior refers to the buying behavior of the consumer towards a product.

It depends on the taste and preferences of the consumer and reflects when a consumer
purchases a product.

2.2 Utility Approach

The utility approach is a framework for understanding and analyzing individual economic
behavior and decision-making that relies. It indicates that when people choose what to buy or
how much money to save, they want to maximize their utility or well-being. Assuming that
people have utility functions, the utility method attempts to account for people's diverse
preferences and values. Different combinations of commodities or services are given a
numerical value or level of usefulness by a utility function, which indicates a person's
preferences. Since more of a good or service often results in higher levels of utility, the utility

function is typically believed to be increasing, though the pace of rise may vary.

Features of Utility

It is dependent upon what people want.
It's infinite.

Usefulness is unpredictable.

Knowledge is a determining factor.

The application determines the usefulness.
It is arbitrary.

It is subject to the property.

Utility is an economic term that refers to the overall satisfaction of consuming goods and
services. For example, the satisfaction you get from drinking a cup of tea is the utility of that
cup of tea. Given this measure, one can think of an increase or decrease in utility, thereby
explaining economic behaviour in terms of attempts to increase one's utility. Changes in

utilities are sometimes expressed in fictitious units called utils.

There are two main types of measurement of the utilities implemented by economists:
Cardinal and Ordinal Utility
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2.3 ‘Marshallian’ Utility Analysis

The utility approach includes a frame work known as ‘Marshallian’ utility analysis, which is
named after the economist Alfred Marshall and concentrates on the study of consumer
behaviour and individual demand. It offers information on how consumers divide their limited

budget among various items and services in accordance with their preferences.

‘Marshallian utility analysis's main components are as follows:

Utility Function: Marshallian analysis assumes that people have a utility function that reflects
their preferences at the outset. The utility function gives different combinations of

commaodities and services a numerical value or level of utility.

Diminishing Marginal Utility: It indicates that each new unit of a good offers less enjoyment

than the unit that was previously ingested.

Budget limits: Due to budget limits, Consumers have a limited amount of money to spend on
goods and services due to budget limits. The budgetary restriction is determined by the cost of
the it demand the person's income. The consumer's objective is to maximize utility while

considering this restriction.

Consumer Equilibrium: When a consumer has allocated their limited income. They have
attained consumer equilibrium. The concept of equi-marginal utility refers to this. Demand
Curve: Marshallian utility analysis enables economists to determine an individual's demand
curve for a particular good or service by looking at the consumer’s equilibrium choices at

various price levels.

2.4 Law of ‘Diminishing Marginal Utility’

Most people divide their income among several asset classes when making selections.
Because the marginal happiness from eating more of a given commodity decreases with
increased consumption, people prefer a range of things. This law states an essential
relationship between utility and the quantity of a good or service used. Let's use the following

example to better comprehend this law: Assume you offer your father a glass of juice after he
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gets home from work. You'll feel really satisfied after drinking your first glass of juice. There
will be comparatively less satisfaction with the second glass of juice. As you consume more,
you'll eventually reach a point where you don't need a glass of juice; this is known as the
marginal utility fall to zero. If he is made to drink even one more glass of juice after that, it
turns completely useless. The ‘Law of diminishing marginal utility' is the reason behind this

decline in satisfaction with the consumption of subsequent units.

The DMU Law is applicable to all products and services and has universal applicability.
German economist H.H. Gossen first gave this law. For this reason, it is also known as
'‘Gossen’s first law of consumption' It explains how people use their resources to maximize
their happiness or utility. According to the law, a rational consumer will allocate their limited
income among various goods and services to ensure that all things have an equal marginal
utility per dollar spent

2.4.1Assumptions of the Law of Diminishing Marginal Utility:

1. A basic measure of utility:

Utility measures the satisfaction an individual receives from a product or service .t is divided
into two types: cardinal and marginal. Cardinal utility assigns a number to the utility, and

consumers can rate their satisfaction as a number such asl, 2, 3,etc.
2. Reasonable Consumption of Quantities:

It is anticipated that a respectable amount of the Products would be used. For instance, rather
than comparing his MU in a spoonful, you should compare it in a glass of water. If you give a
thirsty person a spoonful of water, each additional spoonful increases the benefits. Therefore,

to keep the law right, the goods must be consumed in the right and proper quantity.
3. Continued Consumption:

It is considered that consumption occurs continuously. If one scoop of ice cream is eaten in
the morning and again in the evening, for instance, the second scoop can satisfy just as well or
perhaps more than the first.

4. No improvement in quality:
It has been suggested that the products consumed are all of the same standard. If there were
nuts or toppings on the first scoop of ice cream, the second scoop may have been more
satisfying than the first.

21



5. Rational Consumer:
It is considered that consumers are analytical individuals who assess, calculate, and weigh the

relative benefits of different products in an effort to maximize their level of satisfaction.

6. Independent Utility:
All goods consumed by consumers are assumed to be independent. That the MU in one
product is unrelated to the MU in another product. It is also assumed that one product’sutility

is unaffected by the utility of another.

7. The MU of money remains constant:

The marginal utility of money is considered to be constant in utility analysis. This is because
even if the consumer spends more and more money, the marginal utility or satisfaction he

derives from spending each additional rupee remains the same.

8. Bonds and Prices:

Assume that the consumer's income and the price of the goods they want to buy are constant.
It should be noted that the "utility approach to consumer equilibrium™ is based on all these

assumptions.

2.5 Indifference Curve

The satisfaction you get from consuming a product cannot be quantified. However, "They can
tell that he likes two products, which one he is more or less satisfied with. An indifference
curve represents this satisfaction.”

Consumers like the product similarly, as all combinations provide consumers with equal
satisfaction. If different combinations of two products provide the same level of satisfaction,

consumers.

a. Indifference curve analysis
Product combination graph is on a straight line or a curve, consumers do not like the product
because they get the same satisfaction or utility from it.
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b. Indifference map

An indifference map is a graphical representation that shows the satisfaction level of

consumer for a commodity.

Y A4

>

©
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IC3
ICo
IC1
0O > X
Good X T

Figure2.1:Indifference Curve

i Difference schedule
A chart or schedule showing different combinations of two products .

Assumptions:-
They are measured by ordinal numbers such as 1, 2, 3, and so on. Radix makes it easy to
compare different satisfaction levels by ranking 1preference.
1. A consumer who consumes two products is considered reasonable. In other words, the
consumer's basic motivation is to maximize satisfaction by consuming two products.
2. There are only two commodities that consumers buy and consume. This is because the chart
has only two axes, making representing two goods easier.

3. The consumer is fully aware and knows the prices of both goods in the market.
4. The prices for both items have already been given.

5. Consumer tastes, incomes, and habits always remain the same
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Figure2.2: Assumptions to Indifference Curve Analysis

Properties of Indifference Curves

a. The indifference curve is always downward sloping from left to right.
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Left to right

APOOS

A 4

Good X X

Figure2.3: Properties of Indifference Curve

A consumer can be sacrificing an amount to obtain other. If consumers have more products
without falling for another product, they achieve higher satisfaction rather than equality. This

decline in his unit of one good to acquire another gives the indifference curve a downward
slope.

b. The indifference curve is always convex towards the origin.

As with Priya (example above), she is willing to sacrifice her 1 unit of ice cream to gain her 1
unit of chocolate. This reduction in the marginal rate of substitution gives the indifference

curve a convex shape.

Good Y

v

Figure2.4:Properties of Indifference Curve 2
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c. Higher the indifference curve, satisfaction also high,
Greater IC shows higher level of satisfaction.

Therefore, IC1 gives more satisfaction than 1C2.

Good Y

[e) c Do

[

g

x
Xy

Figure2.5: Properties of Indifference Curve3

d. Two indifference curves cannot cross each other

In the above, IC 1 cant intersect with IC2

Good Y

Good X

Figure2.6: Properties of Indifference Curve4
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e. The indifference curve never touches either axis

ICs in the above graph, neither touch nor intersect with each other.

APooS

Y

Good X X

Figure2.7: Properties of IndifferenceCurve5

2.6 Consumer Equilibrium

Equilibrium is the resting state or position without subject to a given price and a given

income, with no intention of changing it.
What is consumer equilibrium?

The equilibrium of consumers refers to a state of utmost satisfaction. The consumer's
equilibrium is defined as the situation where, in order to obtain one or more goods of greatest
satisfaction, consumers spend a certain amount of money and do not feel any need to change
this level of consumption. Spending money on different goods and services with the same
income can result in equilibrium. Increasing income, spending more, or changing quantity
cannot change this situation for the consumer in an effort to maximize overall utility. The
price of the goods and services that people wish to purchase and their income are the two
most significant factors. This enables the customer to get the most out of one or more
products. This facilitates clients in combining two or more products according to their
preferences and tastes for maximum utility. Customers get the most utility out of the things
they buy for a given income in this situation and are less inclined to alter their spending and
consumption units. For instance, when "A" visits the market, he purchases two of his
chocolate bars. He receives four additional bars because they plan to have a few guests that
day. The marginal utility is positive in this case as they are spared from having to return to the

market
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Consumer Equilibrium Concept
The following list of essential ideas can help you better understand consumer equilibrium and

its workings. The list is as follows:

Marginal Utility—
The enjoyment or advantage of utilizing a product is its usefulness. The marginal utility, on
the other hand, indicates how much a client likes or is happy with a product or service after
increasing or decreasing his consumption by one unit.

a. Law of ‘Diminishing Marginal Utility’

The law of diminishing marginal utility, as consumption increases, all else being equal, the
marginal utility gained from each extra unit decreases.
1. Single item

When: Condition 1 - The rupee worth of the consumer's enjoyment is equal to the marginal
utility of money that the consumer himself specifies, the consumer is considered to be in
equilibrium. When buying products, buyers weigh the cost of a particular item against its
usefulness. When a consumer's marginal utility (measured in money) matches the cost of a
good like "X;" they are said to be in the equilibrium  stage.
PRICE (of good X) = MU (of money) OR MU (of money) (of good X)

Figure 1
24

20

16

Equilibrium

i \ MU of X

MU of Y

0 1 2 3 4 5 6 T 8
units of money spent/commodities consumed

Figure2.8: Law of Diminishing Marginal Utility

MUof Xand Y
N
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1. In the case of a single commodity, what are the assumptions for achieving consumer

equilibrium?

Let's say there is just one commodity in this scenario:
The only item that could be purchased would be that one.
The commaodity's price has already been established.

A customer’s objective, as a rational creature, is to maximize consumer surplus, which refers
to the excess of utility he receives above the price he pays for the commodity at the point of
purchase.

The consumer's spending is unrestricted; that is, he has enough money to purchase any

number of items at a particular price.

A and B, a total of two things. Both items' prices are already listed in the marketplace.

The prices of both commodities are fixed, and the consumer has no control over them. He can
only choose how many of these items to purchase at a specific price.

The consumer already has and will always have money to spend on these items.

The consumer is a rational being who seeks to obtain the greatest possible (cardinal) amount

of utility from the goods he purchases and consumes within the bounds of his means.

. What are the Conditions for Consumer?

A good consumer continues to decrease. Therefore, the following two elements affect how
buyerschoosehowmuchtobuy.Heorsheisinformedofthecostforeachunittheypurchase. The benefit
received. A consumer weighs the cost of a given good against its usefulness before buying a
unit of it.

Note: To compute marginal utility in terms of money, divide marginal utility in units of utility
by the marginal utility of one rupee.

If MUX is greater than Px, When MUXx exceeds price, the buyer continues to purchase the
good since she is paying less for each incremental degree of happiness he receives. MU will
decrease as she makes more purchases, and circumstances in which the price paid exceeds
marginal utility will occur (the law of diminishing marginal utility is applied here). He will
reduce his intake to prevent this scenario, i.e., discontent, and MU will continue to rise until
MUXx = Px. The equilibrium state is this.

If MUX is less than Px, When the MUx is smaller
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Consumer Equilibrium by Indifference Curve Analysis

An indifference curve is a curve that shows several product combinations that result in the
same degree of customer pleasure.

A higher level of indifference in a map as compared to indifference curve with less
satisfaction. Therefore, consumers always try to keep the indifference curve as high as

possible given their budgetary constraints.

Y

A

GoodY

0 M L X
Good X

Figure2.9:Consumer Equilibrium
2.7 Summary
< The term "customer behaviour" describes a person's purchasing patterns,
% including societal trends, recurring patterns, and environmental influences on
the decisions. Businesses analyze client behaviour to comprehend their

target market and develop more alluring offers for their goods and services.

2
L X4

According to the utility method, people make rational decisions based on their
preferences and restrictions.

2
L X4

Utility is an economic term that refers to the overall satisfaction of consuming

goods and services.

< Marshallian analysis assumes that people have a utility function that reflects their
preferences at the outset.

«» German economist H.H. Gossen first gave this law.

« An Indifference Map is a set of Indifference Curves.

< A chart or schedule showing different combinations of two products that give
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10.

consumers the same level of satisfaction is known as a non-discriminatory schedule.

2.8 Keywords

Utility- It measures the satisfaction an individual gets from consuming goods. In other words,
it measures a consumer's utility from any good.

Cardinal utility — It quantitatively measures an individual's preference for aparticular
commodity.

Marginal utility- The marginal utility of a commodity decreases as individuals consume
successive units of the commaodity.

2.9 Questions

Define utility. Write its features.

Explain the two types of utility.

What are the assumptions of cardinal utility?

Write a short note on the law of diminishing marginal utility.
What is an indifference curve? Write its assumptions.
Throw some light on the properties of indifference curves.
What is the consumer's equilibrium?

How does the utility approach explain the factors that influence consumer preferences and
choices?

In the context of Marshallian utility analysis, how does the law of diminishing marginal utility
impact consumer decision-making and resource allocation?

Can you provide an example of how the principle of equi-marginal utility is applied in
analyzing consumer behavior and market demand?
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Learning Objectives:

The meaning of demand

Determinants of demand

Calculate the price elasticity of demand

Understand how cross elasticity of demand is calculated

Structure:

3.1 Demand Analysis

3.2 Determinants of Demand
3.3 Law of Demand

3.4 Elasticity of Demand
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3.6Keywords
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3.9References

32



3.1 Demand Analysis

Introduction

Market prices are established by the interaction of supply and demand. When the quantity of
a thing that people want to buy is more than the quantity available for sale, the prices of the
product increase. When there is an excess of items compared to the demand, the price will
decrease. This elementary economic theory is readily comprehensible but necessitates the
consideration of the definition of demand. Demand is an economic concept that represents the
consumer’s inclination to acquire a product or service. Demand refers to the monetary value
that consumers are willing to pay for a particular product or service. Assuming all other
variables remain same, demand is expected to increase when prices decrease, and demand is
expected to decrease when prices increase.This fundamental premise maintains market
equilibrium. Market demand and aggregate demand are concepts used to analyse the level of
demand for goods and services. The price of commodities or services is determined by the
alignment of supply and demand. Businesses frequently seek to identify the demand for their
products and services. Multiple corporations are carrying out surveys in order to comprehend
the level of demand. Companies use demand at a specific price level to determine the cost of
their products and services. The concept of demand is incomplete without the presence of
supply. Consumers desire to minimise their expenditure on goods and services. Suppliers,
conversely, aim to optimise their profits. Hence, the price of a product or service is
determined by the point where demand and supply intersect. Businesses often allocate
substantial financial resources to assess the level of public demand for their products and
services. What is the maximum number of products that can be sold at a specific price?
Inaccurate projections might result in missed opportunities to make sales to eager customers
if the demand is underestimated or if there is excess inventory. Profits and the economy are
propelled by demand. This is why it holds such significant importance.

Supply and demand are closely related concepts. Prices for goods and services should be as
low as feasible for consumers, but suppliers should aim to maximize their profits.

The demand for a product will decline if a supplier sets an excessive price, in which case the
supplier may need to sell more items in order to turn a profit. Demand for the product will
rise if the supplier is paid too low; conversely, if the price drops, the supplier might not be

able to cover its costs or turn a profit.
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Demand is influenced by various factors such as the product or service's appeal, the presence

of competitors, the accessibility of financing, and the product's availability.

3.2 Determinants of Demand

The determinants of demand pertain to the amount of a product or service that consumers are
able to acquire. Economic demand is influenced by numerous elements. Price is a critical
determinant of demand, as the majority of buyers prioritize their monetary considerations. In
the same vein, an increase in earnings for consumers might have an impact on their
purchasing behaviour. In order to quantify these variations, the economist identified five
crucial factors that determine demand and influence the purchase behaviour associated with a
specific product or service. Manufacturers and suppliers can analyze these variables in order

to effectively control inventory.

1.Earnings

As an individual's income increases, they have the ability to purchase higher-priced items or
increase the quantity of the items they typically purchase. In contrast, if income decreases,
demand is expected to decrease. Typically, this trend has a significant negative effect on the
"luxury" sector, including holidays, automobiles, and dining establishments. Furthermore,
products that see a fall in demand despite a rise in wealth are referred to as inferior products.

This does not necessarily imply a decrease in quality.

2.Cost

As per the principle of supply (s) and demand (d), the desire for a specific product declines
when its cost rises. For instance, in the event of an increase in oil prices, there will be a
corresponding increase in petrol prices at petrol stations. Consequently, the user will reduce
their driving in order to conserve fuel, based on their income. This phenomenon is evident
during holidays, as individuals tend to cover shorter distances when travelling to visit
relatives or go on vacations.

Likewise, alterations in costs might lead to variations in the demand for associated products.
For instance, while examining oil prices once more, it is possible that the prices of other
products associated with petrol may also rise. As an example, if a greater number of
consumers opt for train travel, the price of rail transport might increase. However, when the
price of petrol decreases, the cost of train tickets also decreases due to an increase in the
number of individuals opting to travel by car.
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3. Anticipations, Flavour & Predilections

The demand for a current product rises when buyers anticipate than the product price will
increase in the future. For instance, in the event that there is an anticipation of an increase in
petrol costs in the upcoming week , drivers opt to refuel their tanks today. Customer attitudes,
preferences, and tastes can have an impact on demand that is independent of cost. For
instance, the demand for your product may rise if a renowned celebrity is engaged in its
marketing. On the other hand, demand for a product declines when scientific studies indicate
that it poses health risks.

4.Clientele

Market size is a crucial factor that significantly influences demand. As consumer demand for
a product increases, the rate of demand growth also accelerates. The expansion of the
population is inevitable, but, there are additional aspects that impact the magnitude of your
consumer base. For instance, corporations might develop very efficient marketing campaigns

to expose their products and services to previously untapped market niches.

5. Economic condition

Consumer impressions of the economy impact their inclination to spend. Consumers are more
inclined to engage in spending if they possess a sense of assurance regarding the security of
their employment. This phenomenon is commonly referred to as customer confidence.
Consumer confidence refers to the subjective assessment of consumers regarding the state of
the economy, serving as an indicator of its general well-being. Nevertheless, in times of
diminished consumer confidence, individuals are prone to deposit their funds into savings

accounts, particularly when interest rates are elevated.

3.2 Law of Demand

The law of demand states that all other factors remain constant or equal; a price increase will cause a
decrease in the quantity demanded, and a decrease in the price of a good or service will lead to an
increase in the quantity demanded. It represents an inverse relationship between price and demand.
For example, for 70 rupees per kg, a consumer may ask for 2 kg of apples. On the other hand, if the

price rises to 100/- he may ask for 1 kg of apples.
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Assumption of Law of Demand

1. No change in income

2. No change in the size population

3. No price change for related goods

4. No change in consumer tastes and preferences
5. No prospect of future price changes

6. No change in climatic conditions

Given this assumption, the law of demand is explained below in Table —

Price (in Rs.)

Quantity Demanded (in kg.)

Price(Rs) Quantity
demanded

10 10

a8 20

6 30

4 40

2 50

Figure 3.1: Law of Demand

The table shows apples are Rs. 10 per kg. If the price falls to Rs.8, the demand increases to 20 kg.
This indicates an inverse relationship between price and demand. Also, in the above figure, the

demand curve slopes downwards as the price decreases and the quantity demanded increases.
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4.1.1Exception of the law of demand

Under the following circumstances, customers purchase additional ones once the worth of a trade
good rises and fewer once the value falls, resulting in an upward-sloping demand curve.

1. Giffen merchandise is those products wherever the demand will increase with the value increase.
For instance, | want products like rice and wheat. Lower- income clusters can pay less for superior
foods (like meat) to shop for additional rice, wheat, etc.

2. In anticipation of war, customers begin shopping even once the costs are high, thanks to the worry
of shortage.

3. Throughout a depression, the costs of products are low, and the demand for those products is
additionally less.

4. The law of demand doesn't apply to life's wants like food, cloth, etc.

3.3 Elasticity of Demand

The law of demand doesn't determine how much the quantity will increase or decrease for a
price change. Therefore, the elasticity of demand was derived from knowing how much the
quantity demanded changes the price of a good or service."The elasticity (or
responsiveness) of demand in a market is defined as a large or small increase in the quantity
demanded to a falling price and a large or small increase in the quantity demanded to a
rising price. Or decrease, it will be greater or lesser.” — Dr Marshall.

Elasticity means the sensitivity of demand to changes in price. The formula for calculating the

elasticity of demand is:

EP = proportional change in quantity demanded/proportional change in price

EP= proportional change in quantity demanded/proportional change in price 4.1.1Price Elasticity
Price elasticity of demand is the change in quantity demanded concerning changes in the price of a
commodity.

Dr Marshall defines price elasticity of demand as: "The price elasticity of demand is the ratio of a
proportional change in the quantity demanded of a commaodity to a specific proportional change in its
price." Thus, price elasticity is the reactivity of changes in demand to changes in price alone. Other
factors such as income, population, preferences, habits, fashions, prices of substitutes, and
complementary goods are assumed constant.

Method —

ER= %change in quantity demanded / 96 change in price
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Five Types of price elasticity of Demand:
1. Fully elastic demand
a. Perfectly elastic demand is when a small change in price leads to a large change in demand.

b. The demand curve for perfectly elastic demand represents a horizontal straight line.

Ep = infinity

Price
P1

0 ;51 po-z

Quantity demanded

Figure 3.2: Fully Elastic Demand

From the above figure, we can see at price P1; consumers are readyto buy as much quantity

as theywant. A slight price increase may result in a fall in demand to zero.

1. Completely Inelastic Demand

a. If the demand for a product does not change as the price changes, it is said to be perfectly
inelastic demand. b. The demand curve for perfectly elastic demand represents a vertical

straight line.

Ep = zero
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Quantity demanded

Figure 3.3: Completely Inelastic Demand

Based on the diagram shown, it is evident that the price increases from P1 to P2 to P3, while
the demand remains constant. This is not feasible in a realistic scenario. However, despite the
alteration in price, the demand for critical commodities like salt remains unchanged.

1. Relatively elastic demand

a. If the proportionate change in demand is greater than (>) the proportional change in the

price of the product.

b. Values range from 1 to infinity (ep>1).
Example — The less volatile the flight price, the higher the flight booking demand.

Y
D

P2

I

Price D

(1] Q2 21
Quantity demanded

Figure 3.4: Relatively Elastic Demand

The percentage change in demand from Q2 to Q1 is larger than the percentage change in
price from P2 to P1°, as the preceding figure illustrates. As a result, the demand curve

eventually declines.
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2. A somewhat inelastic demand

‘If the rate at which demand is changing is lower than the rate at which price is changing’.
c. Values range from 0 to 1 (ep<1).
Examples — clothing, drinks, food, oils, etc. Price changes do not affect quantity demanded.

Y D

P2

P1

Price

0 Q2 Qi

Quantity demanded

Figure 3.5: Relatively Inelastic Demand
The aforementioned result indicates that the proportionate change in pricing from P2 to P1 is
greater than the proportionate change in demand from Q2 to Q1. As a result, the need for

healing is fast decreasing.

2. A single elastic demand
When the rate of change in commodity prices and the rate of change in quantity requested are

equal X. Value is 1 (ep=1)

Y

Price
v

o M MZ

Quantity demanded
Figure 3.6: Unitary Elastic Demand
In the above figure, we can observe that a proportionate change in price from P to P1 causes the same

proportionate change in price from M to Ml.
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* Measurement

1. Ratio method or proportional method
This ratio method of measuring the elasticity of demand is also known as the arithmetic or the
percentage method. Marshall developed this method. This method divides the percentage change in

guantity demanded by the percentage change in commodity price.

Price of X Demand (Units)
200 1000
100 1500

In the above table, the price of commodity X falls from Ré. 200/-to Rs. 100/-, and the
quantity demanded increases from 1000 units to 1500 units. Here the percentage change in
demand is 50, whereas the percentage change in price is also 50. Therefore, 50%, / 50% =1,

which means Ed is unitary or one.

1. Total expenditure method

This method uses aggregate spending statistics to find an elasticity of demand. Comparing the
total spend at the original price with the total spend at the new price shows the elasticity of
demand. As prices fall or rise, total spending remains unchanged or constant, and demand is
unitary elastic. Demand is elastic, or the elasticity of demand is greater than 1 if the price

falls, total spending increases or the price rises, and total spending decreases.

Example
N

Price Demand (Units) TotalOutlay | Elasticity of

(Rs.) (Rs.) Demand

A 10 12 120 Unitaryor1
8 15 120

B 10 12 120 Elasticor=1
8 20 160

C 10 12 120 Inelasticor<2
8 14 112
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1. Point elasticity method

The price elasticity of demand is also measured at any point on the demand curve. Note that
demand is unitary at the midpoint of the demand curve, where total revenue is maximum.
Any point above the unitary point indicates an elasticity greater than 1 (meaning that the

price relationship at this point leads to an increase in total revenue.

Any point below the midpoint indicates an elasticity of less than 1, implying that the price
relationship at these points leads to a decrease in total revenue.

* Determinants of Price Elastic of Demand Determinant
1. The Availability of Substitutes:

The availability of various types and numbers of substitutes for a given good or service is
the most crucial element influencing the price elasticity of demand. If there are near
substitutes for a commodity, its demand will likely be elastic. Such a commodity's demand
will be significantly reduced if its price increases since customers will switch to its close

replacements.

The price elasticity of demand for something increases with the degree of substitutability. In
here are no substitutes for a good, people will have to buy it even if the price goes up, which
means that demand is likely to be inelastic.

For instance, if Carwrpat Cola's costs rose significantly, many customers would switch to
alternative cold beverages, significantly reducing the demand for a-Cola. However, if
Car.npa Cola's price drops, many customers will switch from other cold drinks to Camp
Cola.

As a result, Campari's demand is elastic. The consumers' sensitivity to changes in Campa
Cola's price is caused by the availability of close substitutes, making the demand for Campa
Cola elastic. Like no suitable alternatives for common salt, demand for common salt is

inelastic.

People would eat approximately the same amount of salt as before if the price of table salt
increased marginally because there were no good alternatives. The demand for common salt
is inelastic due to the fact that people only spend a relatively small portion of their income
on it, and even if its price increases, this will have little effect on how much of their budget
is set aside for salt.
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Determinant # 2. The Proportion of Consumer’s Income Spent:
The extent to which it consumes a portion of the consumer's budget is another pivotal
element affecting the elasticity of demand. Put simply, the proportion of a consumer's income
devoted to a specific good or service has an impact on the elasticity of demand for that item.
Typically, the elasticity of demand for a commodity will rise as the amount of money spent
on it increases, and conversely. Because households apportion only a marginal segment of
their funds to individual items, the demand for products like basic salt, soap, matches, and
similar goods can exhibit notable inelasticity. Even with price increases in such commaodities,
consumer spending remains unaffected, leading to sustained purchase quantities and thereby

reinforcing their resilient demand.

Determinant # 3. The Number of Uses of a Commaodity:

The price elasticity of demand for a commodity will rise in proportion to the number of
applications it can be utilised for. A highly-priced commodity with versatile applications will
only be utilised for the most essential purposes.

At the same time, a commodity with various inexpensive uses Furthermore, it will be
utilized for less crucial needs, precipitating a notable upswing in the quantity sought after.

To illustrate, there are many uses for milk. If its price increases significantly, it will only be
used for necessities like feeding the sick and young children. If milk's price drops, it will be
used for other purposes. Uses such as the preparation of curd, cream, ghee and sweets.

Therefore, the demand for milk tends to be elastic.

Determinant # 4. Complementary Goods:

The price elasticity of demand is influenced by the complementary character of the goods or
the extent to which they are desired together. When it comes to things that are used jointly or
have a dependent demand, families are often less responsive to changes in the price compared
to goods that are used independently or alone. For example, lubricating oil is employed to
maintain the operation of automobiles, in addition to petrol.

A rise in the price of lubricating oil will have very little effect on the total cost of operating
an automobile because it is used far less frequently than other components like gasoline. The
demand for lubricating oil is therefore usually inelastic. Similar to this, people utilize regular

salt in combination with other products, resulting in an inelastic demand for it.
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It is important to note that all three criteria mentioned above must be considered when
determining the elasticity of demand for a given commodity. The three elements listed
above may work together to determine a commodity's elasticity of demand or work against
one another. The sum of all the forces acting on a commodity will determine its elasticity of

demand.
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Figure 3.7: Positive Demand

Determinant # 5. Time and Elasticity:

The passage of time has an impact on a commodity's demand elasticity as well. Demand is usually
more elastic if a long period of time is involved. This is so that consumers can eventually switch out
products. Switching out one commodity for another in the short term takes time and effort. For
instance, it could be challenging to switch to other fuels like coal or cooking gas if the price of fuel oil
increases. However, given enough time, people will change from the more expensive fuel oil to coal
or cooking gas. Similarly, when business enterprises discover that the cost of a particular material has
increased, they might be unable to replace it with a substantially less expensive one.

But as time goes on, they can research to find alternatives, redesign products, or change the
production equipment used to produce commodities to use less of the more expensive materials. As a
result, given enough time, they can use the substance whose cost has increased. As a result, demand is

typically more elastic over the long term than the short term.

Income Elasticity
Income elasticity measures the sensitivity of the quantity demanded of a good or service to

changes in consumer income.

‘Formula - Percent change in quantity demanded/ Percent change in consumer

income’ Types

1. Positive - The cross snap of demand is positive if the commodities substitute for

every different. That is, if a rise within the value of Y results in a rise in demand
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for X. For example, if the value of tea increases, the demand for low can increase.
In the above figure, the demand for X-commodity is OM at the price OP of Y-
commodity. So the commodity increases to OP1, demand for X- commodity increases
to OML. Thus, the cross elasticity of demand is positive (+).
2. Negative - If the value of 1 artifact will increase proportionately, the demand for an
additional artifact decreases proportionally. This can result from each area unit

being in demand at a similar time. This refers to the negative cross-snap of demand.
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Figure 3.8: Negative Demand

If the artefact's value increases from OP to OP1, the number demanded decreases from OM to

OML1. Therefore, the cross snap of demand is negative.
3 Zero - If the two commodities are unrelated, the cross-snap of demand is zero. As

an example, if the value of vehicles rises, it'll not affect the demand for artefacts. Therefore,

the cross snap of demand is zero.
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Figure 3.9: Zero Demand
Normal Goods and Luxuries The income elasticity of demand for a commodity can be

either elastic or inelastic, depending on the category of the product, such as whether it is of

45



low quality or typical. The current coefficient used to measure income elasticity is YED.
A product is classified as income-elastic when its income elasticity of demand (YED) is
greater than zero. The price elasticity of demand (YED) for common products is positive. Put
simply, when consumer income increases, the demand for these things also increases.
Nevertheless, ordinary products can also be categorised into essential necessities and non-
essential luxuries. Essential goods exhibit a positive, albeit relatively small, income elasticity

when compared to luxury commodities.

The income elasticity coefficient, often known as YED, varies between 0 and 1 for essential
necessities. Essential items such as milk, fuel, and pharmaceuticals are fundamental
requirements.

“The demand for conditions is unaffected by variables like price changes or shifts in
consumer income”. Compared to the percentage change in consumer income, the percentage

change in demand for these products is less significant.

Contrarily, luxury items have a high-income elasticity. Luxury products include things like
jewellery or expensive electronics. If a consumer's income rises, they might invest in or buy

a high-end smartphone or an HD television.

Demand fluctuation as a percentage is more inversely proportional to income fluctuation.
It's crucial to remember that the definition of luxury is situational and based on the buyer's

needs.
Inferior Goods

Regarding inferior items, the income elasticity is negative, or YED is less than 0. The
demand for these commodities decreases as consumer income rises. The reason why

substandard products are deemed such is because there are frequently greater alternatives.

For instance, consumers may use a cab instead of public transportation if their income rises.

In this instance, public transportation could be better.

The demand curve often moves inward, and the demand for inferior items decreases when

economic growth is strong, and consumer income rises.

The demand curve shifts outward due to the increased demand for subpar items when

incomes decline, and prices rise due to the recession.
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What is the importance of income elasticity of demand?

Industries and business units should measure the income elasticity of demand to estimate
how consumer income will affect demand for their products.

Due to the greater income elastic nature of luxury goods, manufacturers of these products are
able to adapt their marketing and promotional strategies to fluctuations in consumer income.
Businesses can use income elasticity measurements to forecast the sales cycles of their goods

and services.

Determinants of Income Elasticity of Demand

1. Nature of the need for good covers: As income levels rise, it can be seen that the

proportion of income spent on food decreases. Engel's law is this.

It has been observed that for a typical good, an increase in income is linked to a rise in the
number of products purchased, all other things being equal. A luxury good is one whose
income elasticity is larger than one. A foreign vacation has an estimated elasticity of
roughly 3, meaning it qualifies as a luxury good. The term "necessity" refers to products
having income elasticities between zero and one. A negative elasticity of demand, on the
other hand, denotes an inverse relationship between income and the volume of purchases of
goods. As their income rises, consumers will eventually stop purchasing goods with

negative income elasticity.

2. A country's initial income level indicates that various things are classified as
necessities or luxury goods depending on the country's development level. For instance, a
TV set is a luxury item in a developing nation but a need in one with a high per capita
income.

3. Time period: Consumption patterns typically respond to changes in income after a
delay. Regarding their purchase habits, consumers appear to respond to growing incomes
more quickly than they do to declining incomes.

It has been observed that a consumer finds it extremely challenging to reduce their high
MPC (marginal propensity to spend) overnight as a result of declining wages. The situation
is exactly the opposite when there is an increase in income. In this situation, the consumer
can raise his MPC immediately. This means that consumers always find it more challenging

to adjust to declining than to increasing earnings.
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Cross Elasticity:

Economics' notion of cross elasticity of demand quantifies how responsive consumers' desire
for one good is to changes in the price of another. It quantifies the relationship between two
various products and how shifts in their relative prices affect the demand patterns of those
products.

The following is the formula for cross elasticity of demand:

Cross-elasticity of demand is calculated as follows: percentage change in the quantity of

Good A demanded / percentage change in Good B's price.

If there is a positive cross-elasticity of demand, meaning that an increase in the price of one
thing will result in a corresponding increase in the quantity requested of the other, then the
two goods are substitutes. If the cross elasticity of demand is negative, then the two items can
be complimentary; in that case, an increase in the price of one commodity will lead to a

decrease in the quantity of the other that is desired.

Let's take the two products, coffee and tea, as an illustration. If the cross elasticity of
demand for coffee and tea is positive (let's say 0.5), then a 10% rise in the price of coffee

would cause a 5% increase in the amount of tea that consumers would buy.

This shows that tea and coffee are interchangeable, and if coffee prices rise, consumers are

likely to convert to drinking more tea.

On the other hand, a 10% rise in the price of cream would result in a 3% drop in the amount
of coffee demanded if the cross elasticity of demand between coffee and cream (a
complement) is negative (let's say -0.3). This suggests that coffee and cream go well
together and that people drink less coffee as cream prices rise.

Determinants of Cross Elasticity Demand

Substitutability or Complementarity: The extent to which two goods can be substituted for

or added to one another affects the cross-elasticity of their demand. A slight change in price
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for one commodity, such as different brands of cola, will cause a comparatively substantial
change in the quantity sought of the other good, resulting in a strong positive cross elasticity
of demand. A drop in demand for one commodity will increase the price of the other if the
two goods are complementary, such as cars and petrol. In this case, the cross elasticity of
demand will be negative.

Availability of Alternatives or Complements: The cross elasticity of demand may be
impacted by the availability of substitutes or complements. Consumers can quickly move to
alternatives when the price of the original good changes if many substitutes are accessible,
which raises the cross elasticity of demand. Similar to the last example, if a good contains
numerous complementary goods, price changes for one goodwill significantly affect
demand for the other good, leading to a higher cross elasticity.

Time Horizon: The time horizon taken into account may also have an effect on the cross-
elasticity of demand. Consumers might have few options for alternatives or complement in
the short term, which would reduce cross elasticity. On the other hand, customers have more
freedom over time to alter their purchase habits and locate alternatives or complements,
which results in a higher cross elasticity.

Luxury or Need: The characteristics of the items can affect their cross-elasticity of demand.
As customers are less likely to alter their consumption habits even when the price of a
substitute changes, necessities typically have a lower cross elasticity. On the other hand,
luxury items frequently have a higher cross- elasticity because buyers are more sensitive to
price changes and more willing to migrate to alternatives.Market Definition: How the
market is defined can impact the cross-elasticity of demand. Lower cross elasticity results
from a more expansive market definition since a wider variety of replacements may be
offered. Conversely, cross elasticity may be larger because fewer replacements exist within
a narrow market.

3.5 Summary

In the realm of economics, demand is the heartbeat of consumer behavior, reflecting both
willingness and ability to obtain a specific product or service. It's not just about the desire for
something; it's also about the financial commitment consumers are prepared to make. Market
demand and aggregate demand provide panoramic views of societal cravings for goods and
services, painting a picture of economic appetite.Various factors dance around the stage of

demand, influencing its sway: the allure of the product or service, the contenders vying for
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attention, financial accessibility, and the ease of acquisition. These factors shape the contours

of demand, determining how much consumers can, and will, acquire.

At the helm of economic dynamics stands the law of supply and demand, a guiding principle
that wields immense power. When prices ascend, demand often wanes; conversely, as prices
dip, demand tends to surge. This fundamental law is embodied in the law of demand, where
price hikes typically shrink the quantity sought, while price drops tend to expand it, all else

being equal.

3.6 Keywords

% Demand, in economics, refers to the consumer's willingness and ability to acquire a
specific product or service. Demand refers to the monetary value that consumers are
willing to spend on a particular product or service.

% Market demand and aggregate demand are utilized to comprehend the overall desire
for goods and services.

% Factors influencing demand include the desirability of the product or service, the
presence of competing items, the accessibility of finance, and the accessibility of the

product or service.

\
*o*

The determinants of demand pertain to the quantity of a product or service that
consumers are able to acquire. Economic demand is contingent upon numerous
things.

% The law of supply and demand dictates that when the price of a specific product rises,
the demand for it drops.

% The law of demand states that a rise in price will cause the quantity demanded to
grow, while a fall in price will cause the amount demanded to decrease, provided all
other factors remain same.

% The degree to which the amount wanted of an item varies in response to price
fluctuations is known as price elasticity of demand.

% The demand for a product increases in price elasticity in direct proportion to its degree

of substitutability. People will be forced to buy a desirable product despite of price

rises if there are no good alternatives, which suggests that demand is probably

inelastic.

3.7 Self-Assessment Questions
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3.8

What is the elasticity of demand?

Explain the types of price elasticity of demand.

What are the uses and significance of elasticity of demand?
What are the types of income elasticity of demand?
Explain the point elasticity of demand with examples.
Explain the types of demand.

What are the determinants of demand?

Explain the law of demand with examples.

© 00 N o g Bk~ w DN

Explain long-term and short-term demand.

10. Explain the concept of cross-elasticity of demand.

Case Study

Health Care

Health insurance is commonly obtained by individuals in the United States as an employment
perk. Employers contribute a portion or the entirety of the premium to a health insurance
provider. However, should employers bear the burden of paying this additional expense or do
they transfer it to another party? Employers have two options to transfer the responsibility of
health insurance expenses. One option is to increase prices for consumers. Consumers'
response to the price rises will determine their capacity to achieve this. The majority of major
corporations provide health insurance coverage, which consequently leads to an increase in
their prices. Several small businesses, such as restaurants and petrol stations, do not provide
health insurance coverage and, as a result, would not increase their pricing. If consumers have
the ability to replace products manufactured by small enterprises with those produced by
huge corporations, the latter would be unable to substantially increase their prices. The
responsibility for paying the premium would therefore fall on the companies. However, it
appears more plausible that consumers will not be adept at replacing the products of major
corporations effectively. Will an increase in automotive prices lead to a higher consumption
of food in restaurants? Under these circumstances, prominent corporations would have the
capacity to increase their prices. The burden of the premiums would primarily fall on the
customers.

Employers have the alternative of transferring the burden of health insurance expenses to
employees by offering lower salaries, specifically by reducing the amount of salary increases.
As an illustration, a worker with an annual salary of $30,000 could have received a salary of
$35,000 if the employer had not also covered a $5,000 health insurance premium. The

determination of who will ultimately bear the cost of the premium in this scenario is made
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1.
2.

using the same approach. How will workers respond to a decrease in their wages? Should
workers choose to resign from their current positions and secure alternative employment that
offers greater compensation, the employer is prohibited from diminishing the salaries. The
employer will be responsible for covering the cost of the premium. However, this is
improbable. The majority of firms provide health insurance coverage. Consequently,
employees would be required to agree to the decreased salaries. The burden of the premium
would therefore fall on the workers. In 2003, there was a significant controversy in the
United States around the implementation of a policy that would require businesses to cover
the costs of their employees' health insurance. The California legislature deliberated on a
proposed legislation mandating that firms with a workforce over 50 individuals provide
health insurance coverage for their employees. This finally resulted in a rejected ballot
initiative. According to the majority of economists, workers bear the cost of their health
insurance, even if employers facilitate the payment to the provider. Workers bear the cost
either through increased prices for the goods they purchase or reduced earnings they earn.
Employees perceive health insurance as a fringe benefit provided by their companies. It is
important for them to understand that if employers did not cover the cost of health insurance,
their earnings would increase and the prices of the things they purchase would decrease.
Questions:

How do you define elasticity in the above example?

Which types of elasticity are emphasised in the above case study?

References
Managerial Economics; G Geetika, PiyaliGhosh, PurbaChoudhury; Tata McGraw-Hills
Companies; New Delhi.

Managerial Economics; D.N. Dwivedi; Vikas Publishing HousePvt Ltd

Samuelson Paul and William D Nordhaus, Economics, McGraw Hill, New York, 2001.

Salvator, Dominick, Managerial Economics, McGraw- Hill Book Company
Lipsey& Chrystal, Economics, Indian Edition, Oxford University Press.

Froyen Richard T, Macroeconomics Theories and Policies, Pearson Education, New Delhi

Unit: 4

52



Production Analysis

Learning Objectives:

Understand Factors of Production
Assess Production Function
Learn types of the production function

Learn the characteristics of factors of production

Structure:

4.1 Factor of Production

4.2 Production Function

4.3 Production Function with one variable input-short Run Analysis
4.4 Summary

4.5 Keywords

4.6 Questions

4.7 Case Study

4.8 References

4.1 Factors of Production
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The purchase and selling of completed commodities and services, which are referred to as
elements of production, underpin the market economy. Efficient production and successful
project and buy order fulfillment are ensured by identifying these elements.
The four elements of economic production are labor, capital, land, and enterprise or
entrepreneurship. Time and information are also considered contributing aspects in modern
economics. These variables contain the many resources or inputs that, according to the gross
domestic product, are needed to produce outputs. They are the cornerstone of any economy,
and ownership of them varies according to the sector, culture, and kind of economic system
(socialist vs. capitalism).

Recognizing the Four Factors of Production Production factors are critical to both the
development of completed goods and services and the expansion of the economy. Production
is commonly defined as the process of creating, producing, or manufacturing goods and

services while utilizing financial resources.

Adam Smith, often hailed as the progenitor of Economics, initially tethered the concept of
production exclusively to the fabrication of tangible goods. Nevertheless, contemporary
economic thought diverges, asserting the principle that nothing is truly created or annihilated.
Consequently, the purview of production has evolved beyond mere manufacturing of goods

and services, embracing instead the notion of generating or augmenting them.

Let's examine the four production factors listed below to comprehend them better:

1-Land

It includes both renewable and non-renewable natural assets, such as soil, natural gas,
vegetation, minerals, precious metals, water, and various raw materials. A region rich in these
resources is considered advantageous for production due to their scarcity. Rent arises as the

income generated by this factor.

Every commodity traded globally maintains a link to the land, be it direct or indirect. For
example, gold extracted is refined and crafted into luxurious jewelry exhibited and sold in
diverse boutiques. Moreover, the cooking oils enhancing culinary delights derive their

essence from oilseeds cultivated in the soil.
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Land serves multiple purposes, spanning commercial, residential, and agricultural domains.

Nonetheless, its contribution to the production sphere hinges on its utilization.

2—Capital

Although money is commonly labeled as capital, it lacks the capacity to function as the
resource in the process of production. Thus, it can’t be classified as a factor; instead, it
constitutes a constituent of the capital utilized by entrepreneurs to procure principal goods,
thereby facilitating the creation of commodities and services. Interest denotes the return
generated by this component.

It encompasses resources such as factories or other production facilities, tools, machinery,

raw materials, finished goods, and more. However, bonds, stocks, and other forms of

securities do not qualify as capital since they are not employed in manufacturing processes.

3—-Labour

Both physical and mental workers who contribute to the development of products and
services are recognized as integral components of the labor force. The volume and caliber of
these resources, along with the level of output, dictate the extent of effort required to yield

superior outcomes. This factor generates income categorized as wages.

The efficacy of human capital, influenced by factors such as education, training, and
proficiency, establishes its worth. A manufacturing facility's capacity to produce goods with
effectiveness and efficiency directly impacts sales. This secondary element holds paramount
importance in production processes subsequent to capital.

4— Entrepreneurship/Enterprise

While land, money, and labor stand as crucial factors, an additional element is indispensable
for overseeing and directing the production process. This fourth factor, known as
entrepreneurship or enterprise, holds significance. Optimal output arises from the harmonious
integration of this factor with the other three inputs, fostering the most efficient production

system.

Entrepreneurship involves the conception of novel ideas and the identification of prospective

business opportunities. Individuals or groups bearing this role not only strategize and execute
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manufacturing operations but also shoulder business risks. Profits signify the earnings

generated by this facet.

Characteristics of Factors of Production

Amidst the pivotal roles of land, money, and labor in the production equation, there exists a
crucial component that orchestrates and guides the entire process. This fourth factor,
identified as entrepreneurship or enterprise, carries profound importance. The pinnacle of
productivity emerges when this factor seamlessly intertwines with the other three inputs,
nurturing the utmost efficiency in the production framework.

Entrepreneurship encompasses the genesis of innovative concepts and the keen identification
of promising business prospects. Those undertaking this mantle, whether individuals or
collectives, not only devise strategies and implement manufacturing procedures but also bear
the brunt of business uncertainties. The returns garnered from this dimension are embodied in

profits.

Land

“Within the land component of production, both renewable and non-renewable resources may
be found. Renewable resources can be tapped into consistently over the years, like air and

water.

Capital

‘The capital is fixable and employable. As a manufacturing unit or plant, tools, machinery,
etc., may undergo repairs and replacements as needed, and fixed capital is used continuously
in the production processes. Conversely, working capital is only set up or gathered in cash

and accounts receivable after selling the product.’

Labour
‘Based on the many stages of the production process, every business separates its workers
into various categories. As a result, employees from many divisions acquire expertise in

particular disciplines, producing outputs that satisfy the necessary quality standards.’

Entrepreneurship/Enterprise
Drawing upon their talents and expertise, entrepreneurs strategically distribute labor and

allocate capital. The amalgamation of these elements within entrepreneurship entails seeking
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fresh business opportunities and navigating the risks and uncertainties inherent in production

management.

What are the factors of production in economics?

Factors of production is used resources for producing finished goods and services to
maintain the market economy. These assets, also known as inputs, are necessary for

effective presentation and accomplishing projects and purchase orders.

Who owns factors of production?
Who owns these things depends on society, the economy, and economic systems
(capitalismandsocialism).Privatecompaniesandindividualsincapitalismownthese. The

community or the society is the owner in socialism and communism.

4.2 Production Function

The connection between the inputs and the output a company produces is called the
production function. It provides the highest output that may be produced for different input

quantities used.

Consider how the farmer is situated in the Production And Costs concept's introduction. Let's
assume that the farmer uses labor and land to produce rice. The maximum amount of rice that
can be produced for a given area of land that is used and a particular number of labor hours is
explained by a production function. He produces a maximum of 2 tonnes of rice with 1
hectare of land and 2 hours of labor daily. A "Production Function” is a function that
describes this association... correct spacing.

This could take several different forms, one of (which is: ¢ = K L. In contrast, g is the
volume of rice produced, K is the land area in hectares, and L is the number of hours of
work completed each day). It clarifies the production role of a particular technology.” "The
highest levels of output are governed by technological knowledge." "The highest amounts of
production may be made from multiple input combinations.” "A new production function
has been added Production factors are the inputs a business uses in the production process.

A company may need any number of various inputs to produce output.
Let's ponder upon a company that generates output utilizing only two production factors:

e Top of Form
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e Bottom of Form
e Capital

e Labour.

The production function explains the maximum amount of output (q) that may be

producedutilisingvariouscombinationsofthese2productioncomponents,labour(L) and capital

(©) (K).

Theproductionfunctionisexpressedasfollows:

(=f(L, K))
(whereas L is labour, K is capital, and g is the maximum output that can be manufactured).

Production Function in Economics

The correlation between the tangible resources and the intangible resources of the company in
the manufacturing process, is served as a mathematical representation by the production
function. It elucidates how the four key production factors—Iland, entrepreneurship, labor,
and capital—interact under specific technological conditions to maximize commodity
creation. Originally developed in the 1840s by J.H. Von, this function evolves with
advancing technology.
The pricing mechanism and observable output levels exert influence on this function. Every
manufacturing facility undergoes the conversion of inputs into outputs, with the factors
inevitably shaping the quantity of goods produced to optimize revenues and minimize costs.
Hence, understanding the production function is vital for determining the necessary output
levels to maintain item prices.
An observed phenomenon, diminishing returns to scale, manifests when a company's
marginal cost escalates with increasing production levels. As input quantities rise, the
diminishing returns lead to a less proportional growth in output quantity. Employing this
formula enables the identification of the marginal cost escalation.
The Leontief production function gauges the input-output ratio required to produce one unit
of output. The Cobb-Douglas function is commonly utilized by producers and analysts to
calculate the aggregate production function.

Formula

The general production function formulaic:

(Q=ffK,L))
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Here Q is the output quantity,

L is the labour used, and

Kisthe capital invested for the production of the goods.

The f is a mathematical function depending on the input for the desired production output.

For example, it means if the equation is rewritten as: For a firm utilizing two units of
investment, K, and five units of labor, L, the production function can be represented as Q = K
+ L. Consequently, the producer can yield 5 + 2 = 7 units of goods. Thus, augmenting

production factors—Iabor and capital—will amplify the quantity produced.

Another formulation employed by this function is the Cobb-Douglas function, expressed as:
Y = AK "aL™

Here, A represents the technology improvement factor, K denotes capital, L signifies labor, a

represents the capital-output elasticity, and f3 denotes the labor elasticity output.
It's essential to note that a -- 3:

* Equals 1 under constant returns to scale, * Surpasses 1 under decreasing returns to scale, and

» Falls below 1 under increasing returns to scale.

4.3 Production Function with One Variable Input-Short Run Analysis

Some inputs cannot be easily changed in the short term since they are fixed. For
instance,thesizeofthefactoryandthequantityofequipmentarefrequentlyseenas fixed inputs in
the context of a manufacturing company. However, information such
aslabourorrawmaterialscanvaryintheshort-term.Thispresumptionenablesusto
examinehowchangestoasingleinputaffectoutputandproductivity. Wedistinguishbetweenfixeda
ndvariableinputsintheshortrun.Fixedinputs,suchasindustrialspace or capital equipment,
cannot be easily modified within the time period under consideration. On the other hand,
inputs that can be changed immediately, such as labour or raw materials, are known as
variable inputs.

A given input level's total output is the total product (TP). For instance, the total product
would be the number of loaves of bread produced if a bakery expends a specific amount of

labour. The additional output that results from increasing the variable input by one unit
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While maintaining other inputs at constant levels is measured by the marginal product (MP).
It shows how quickly the product will change as the variable input changes. The overall
product per unit of the wvariable input is known as the average product
(AP).lItiscalculatedbydividingthequantityofthe variable input by the total product (TP).The

average product offers information about the variable input-output per unit.

Law of Variable Proportions

The law of variable proportions delineates the correlation between inputs and outputs in a
distinctive manner. in the short run, sometimes referred to as the law of diminishing returns.
It asserts that there will eventually come the point where the output produced from each
additional input unit will begin to drop as the guantity of one variable input is raised while

keeping other inputs fixed.

Let's dissect the Law of Variable Proportions into its constituent parts to comprehend it
better:

Inputs: The resources utilised to manufacture goods or services are inputs in the production
process. These inputs may include labour, money, raw materials, technology,
andotherresources. TheLawofVariableProportionsconcentratesonhow one particular variable,
input and output, relate to one another while holding other inputs constant.

Short Run: The Law of Variable Proportions covers the short-run production phase. At
least one input in the short term is fixed, meaning it cannot be changed easily. This can be a
certain amount of equipment, industrial space, or resources that cannot be Modified fast. In
the short run, just one input, the variable input, is permitted to vary.

The Law of Variable Proportions states that marginal returns will initially increase as more
units of the variable input are added to the production process while other inputs remain
constant. This implies that the growth in the overall product is bigger with each additional
unit of the variable input.

The Law of Variable Proportions states that the marginal product of the variable input will
begin to decline after a certain point, though. In other words, a smaller amount of additional
output will be produced for every additional unit of the variable input. This happens due to
several things, like scarce resources, production-process congestion, or inefficiencies from
fixed inputs.

The Law of Variable Proportions predicts that the marginal product will eventually turn
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negative if more units of the variable input are added after the point of declining returns.
This suggests that the overall product will degrade as the variable input increases to an

excessive level, resulting in inefficiencies or resource limitations.

Let us understand it with an example - Refer to the table below

Fixed Factor : Variable Factor: TPP MPP
Land Land (Total Physical Product) | (Marginal Physical Product)
(Acres) (Units) (Quantity) (Quantity)
1 0 0 - =
! ! - - Stage
1 2 é 4 |
1 3 12 6 |
1 4 16 4 ]
1 5 18 2 51c|:|ge
1 é 18 0
] 7 14 -4 7] Stage
] 8 8 -6 = | 1l

In this scenario, land remains constant as the fixed factor, while labor serves as the variable
input. The table showcases the resulting outputs achieved with different units of labor applied
to an acre of unaltered land.

The law of variable proportions is depicted in the following illustration. We delineate two
smooth curves against the variable input (labor) to portray the Total Physical Product (TPP)
and Marginal Physical Product (MPP) curves, respectively.

T

Stage | Stogx‘stoge In

o L M X
MPP

N

<

TPP

TPP/MPP

v

UNITS OF LABOUR

Production Functions

Figure4.2:Law of Variable Proportion- Example
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Stages of Law of Variable Proportion

The three stages of the law are as follows:

Stage I: The TPP and the MPP grow more rapidly during this stage. The MPP rises as the
variable factor's units are increased. It is also known as the stage of growing returns for this
reason. Stage | of the law in this illustration extends up to three units of labour (between
points O and L).

Stagell: The TPP keeps growing, although at a slower rate. However, growth is a good

thing. Additionally, when the number of units of the variable component rises, the MPP

declines. It is known as the stage of diminishing returns for this reason. Stage Il in this
illustration takes four to six work units (between points L and M). MPP approaches zero
(point R) at this level, and TPP achieves its maximum (18 in the example above).

Stage I11: At this point, the TPP starts to fall, the MPP falls, and it turns negative. The
stageofnegativereturnsiswhatisknownasaresult.Stagelllrequiresseventoeight  labour  units

(starting at point M) in this illustration.

To make informed judgements about resource allocation, production planning, and cost
management in the short term, businesses and economists must comprehend and use the

Law of Variable Proportions.

4.4 Summary

The four economic production components are land, capital, labor, and entrepreneurship or

enterprise.

They serve as the foundation of an economy, and who owns them depends on. the culture,

sector, and type of economic system (capitalism and socialism).

Despite the fact that money is referred to as capital, it cannot be used as an input in the

production process.

The connection between the inputs and the output a company produces is called the

production function.
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The highest levels of output are governed by technological knowledge. The highest amounts
of production may be made from multiple input combinations. A new production function
has been added.

Aproductionfunctionisamathematicalequationorrepresentationofthelink between the tangible
inputs and the tangible output of a corporation during the manufacture of goods.

By increasing the input quantities, the declining returns to scale cause a less proportional
growth in the output quantity.

Fixed inputs, such as industrial space or capital equipment, cannot be easily modified

within the time period under consideration.

A given input level's total output is the total product. (TP).

The overall product per unit of the variable input is known as the average product (AP).

Thelawofvariableproportionsdescribestherelationshipbetweeninputsand outputs in the short

run, sometimes referred to as the law of diminishing returns.

4.5 Keywords

Land: “In economics, land refers to natural resources, including physical land and its

associated resources, such as minerals, water, and forests. It is one of

the four economic production components and serves as an input in the production process.”
Capital: “Capital refers to the physical and financial assets used to produce
goodsandservices.Itincludesmachinery,equipment,buildings,andfinancial
resources.Althoughmoneyisoftenreferredtoascapital,itcannotbedirectly used as an input in
production.”

Labour: “Labour represents the physical and mental effort exerted by individuals in the
production process. It includes the workforce, including skilled and unskilled workers,
managers, and professionals who contribute their skills and abilities to produce goods and
services.”

Entrepreneurship: “Entrepreneurship refers to the ability to identify and seize business
opportunities, take risks, and organise and manage the other three factors of production
(land, capital, and labour). Entrepreneurs drive innovation, makes inness decisions, and

coordinate the production process.”
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10.

Production Function: “The production function represents the relationship between the
production process's inputs (land, capital, labour) and output. It is a mathematical equation
or representation that shows how different input combinations result in varying production
levels. It helps Analyze and understands the efficiency and productivity of a company's

production process.

4.6 Questions

Define a production function and explain its significance in analyzing the relationship
between inputs and outputs in the production process.
What are the critical assumptions of the short-run analysis in production function theory?

How does it differ from the long-run analysis?

Describe the concept of a variable input in the short run. Provide examples of variable
inputs in different industries

Explain the difference between total product (TP), marginal product(MP),and
averageproduct(AP)inthecontextofaproductionfunctionwithonevariable input.
DiscussthestagesofproductionaccordingtotheLawofVariableProportions. What are the
characteristics of each stage?

Illustrate the concept of increasing marginal returns in the short-run analysis. How does it
impact the total product and average product?

Analyse the stage of diminishing marginal returns in the short run. How does
itaffectthemarginalproductandaverageproduct?Providereal-lifeexamples.

What is the significance of the point of diminishing returns in the production process? How
does it relate to resource allocation and efficiency?
Explaintheconceptofnegativemarginalreturnsintheshortrun.Whatfactors might contribute to
this stage? Provide examples.

Discuss the limitations of the short-run analysis and the Law of Variable
Proportionsinunderstandingproductionprocesses.Howcantheselimitations be overcome in the

long-run analysis?

4.7 Case Study
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Think of a pizza restaurant using ovens and labor to make pies. The number of ovens,
which serves as the fixed input in the short term, is fixed, whereas the amount of work,

which serves as the variable input, might vary.

The restaurant opens with three staff members and one oven. With this mixture, they can
make 50 pizzas each day. Let's now examine the effects of increasing the amount of labor

used in the production process:

The total product rises to 80 pizzas daily when the restaurant hires one more worker. (80 -

50) pizzas are the marginal product of the new employee.

The total output increases to 100 pizzas each day with the addition of an additional
employee, with a marginal product of 20 pizzas (100 - 80).

However, the marginal product decreases to 10 pizzas (110-100) when the restaurant adds a

fifth employee, and the overall product only rises to 110 pizzas per day.

The total product drops to 115 pizzas per day, and the marginal product turns negative (-5

pizzas) if the restaurant decides to bring on a sixth employee."

Questions:

1.

In the pizza restaurant example, at what point does the Law of Variable Proportions start to
apply? Explain the concept of increasing marginal returns in the context of the production
process.

How does the Law of Variable Proportions influence decision-making in the short run?

Explain how the restaurant can optimise its production by understanding this law.
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Production Function with Two Variable Inputs-Long Run

An economics concept known as the 'production function with two variable inputs' examines
the connection between two distinct inputs and the final output during manufacturing.
Function with one variable input, which concentrates on the impact of a single variable input

on output.

The production function equation in this paradigm will contain two input variables,
commonly abbreviated as capital (K) and labour (L). The equation will demonstrate how

different labour and capital input arrangements affect the output volume produced.

Depending on the particulars of the production process and the kind of inputs, the production
function may assume several shapes, such as linear, quadratic, or exponential. These ideas

can be examined by analyzing the production function with two variable in

MPL.:-

while maintaining the other inputs at their previous levels. While MPL depicts theimpact

of an additional unit of labour, MPK displays the impact of an additional unit ofcapital.

Isoquants:

Isoquants are curves that depict various arrangements of labor and capital inputs that can
result in the same amount of output. Higher isoquants denote higher production levels
because each reflects a certain output level.

Diminishing Marginal Rate of Technical Substitution (DMRTS):

According to this theory, the rate at which one input can be substituted for another
decreases as more of the first input is utilized and less of the second is used. In other
words, changing one input for another gets harder and harder while still getting the same

amount of output.

Production Function in Long Run

The long run in the context of the production function is the length of time
duringwhichallinputsareviewedasavariable. Thelongrunpermitschangesinthequantities of all
inputs, including capital, labour, and other production components, in contrast.

An organization can change its structure, increase or decrease its personnel, invest in new

technology and equipment, and modify its production capacity. Depending on the sector
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and the particular situation, the long run can have a different time span, although it
typically goes beyond the short run Lack of fixed inputs is a characteristic of the long run.
Businesses can modify any input to streamline their manufacturing processes and provide
the appropriate output. It enables more thorough planning, strategic decision-making, and

the investigation of various input combinations to increase effectiveness and productivity.

Long-term, businesses might consider elements including economies of scale, technical
improvements, market modifications, and changes in consumer tastes. They can
significantly alter their manufacturing processes, embrace new technology, and restructure
their business to meet changing customer expectations.

Law of Returns:-

1.

Increasing Returns

In inputs in the first stage of Returns to Scale. If all inputs rise by 100%, the output will
increase by more than 100%. Economies of large scale are the primary cause of increasing
returns to scale. As a result of the massive volume of production, economies mean
advantages. The advantages of mass production available to an organization. For instance,
labor division and specialization are achieved in managerial economies.

External Economies: When an industry expands, the advantages of large-scale production are
shared by all the companies within that industry. Improved transport, for instance, or
improved infrastructure.

Example-

The company started with 100 employees and ten capital units, producing 10,000 monthly
smartphones. The output of smartphones will rise to 30,000 per month if the company
doubles its inputs and doubles the capital to 20 units. Given that doubling inputs results in an

output increase greater than proportionate, this suggests growing returns to scale.

Returns to scale

The second stage of Returns to Scale. If all the inputs rise by 100%, the output will also
increase by 100%. It reaches the point of maximum capacity. The diseconomies of
production balance the economies of production after the point of maximum capacity.
Example-

Take the same manufacturer of smartphones as an example. The company produces 10,000

cell phones monthly using 100 employees and 10 capital units. The output of smartphones
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will increase to 20,000 per month if the company doubles its inputs by recruiting 200
personnel and increasing the capital to 20 units. Given that the output doubles when the
inputs do, this suggests consistent returns to scale

Diminishing Returns to Scale:

Diseconomies of Large Scale are the fundamental cause of Diminishing Returns to Scale.
Diseconomies of Scale refer to the fact that the company has grown to such a size that it is
now challenging to run its operations. There are two sorts of scale-related diseconomies:

internal and external diseconomies.

Internaldiseconomiesrefertothedrawbacksofmassmanufacturingthatacompany mustendure
due to internal  business  activities—for  instance, high  repair  and
maintenancecostscausetechnological inequities.

External Diseconomies are the drawbacks of mass production that all companies inan
industry must deal with as a whole when the sector as a whole grows. As
anillustration,fiercecompetition, etc.

Example-

Let's continue with the smartphone manufacturing business, assuming it has 100 employees
and 10 capital units, producing 10,000 devices monthly. The output of smartphones only
climbs to 25,000 per month when the company doubles its inputs by recruiting 200 workers
and increasing the capital to 20 units. In this instance, an increase in inputs results in an

output increase that is less than proportionate, demonstrating decreasing returns to scale.

Limitations

Ceteris Paribus Assumption:

Presumption that all other elements remain constant. In actuality, a number of variables,
including technological advances, market environment modifications, and economies of
scale, can impact the production process and output levels. Ignoring these elements may

restrict the legal system's accuracy and applicability.

Short-Run Examination
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1. "The short-run examination of production is when the Law of Returns to Scale is most useful.
It focuses on how changing input quantities while keeping at least one input constant affects
the output. The law, however, becomes less relevant for long-term analysis as all inputs can
be altered over time, and considerations like economies of scale and technological

advancement come into play."”

2. "The Law of Returns to Scale is predicated on the assumption of a linear relationship between
inputs and outputs and a simplified production function. Production processes can be more
complicated, with non-linear correlations, declining returns, or other unique features. These

difficulties may constrain the generalizability of the law to all production processes.

3. Homogeneous Inputs:
According to the Law of Returns to Scale, all units of a given input are equivalent and equally
productive. The link between input amounts and output levels can be impacted by the fact that inputs
in many production processes can have a range of characteristics, competencies, or levels of

efficiency."”

External Factors: The Law of Returns to Scale does not consider outside variables affecting
production, such as governmental regulations, market rivalry, or customer demand shifts. These

outside variables may outweigh the effects the law foresees and majorly impact a firm's output.

4, The Law of Returns to Scale only applies to short-run analyses, which often have a
constrained time horizon. Businesses can make long-term changes to production methods by
investing in new technology, increasing or decreasing capacity, or joining or leaving markets.
The law falls short of adequately capturing these long-term developments.
Summary
% An economics concept known as the 'production function with two variable inputs'
examines the connection between two distinct inputs and the final output during
manufacturing."
% "The production function equation in this paradigm will contain two input variables,
commonly abbreviated as capital (K) and labour (L)."
% "The production function with two variable inputs can be modelled mathematically
as follows: Q = f(K, L)."
% "lsoquants are curves that depict various arrangements of labour and capital inputs

that can result in the same amount of output.”
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% "The long run permits changes in the quantities of all inputs, including capital,
labour, and other production components, in contrast to the short run, when at least
one input is constant.”

% "Returns to scale are the changes in output that happen over time due to
simultaneous changes to the factor inputs in the same proportion.”

% "Internal diseconomies refer to the drawbacks of mass manufacturing that a
company must endure due to internal business activities—for instance, high repair

and maintenance costs cause technological inequities."

Keywords

a. Production function refers to the relationship between inputs (such as capital and
labour) and the resulting output in the production process. A mathematical equation or model
typically represents it."

b. "Variable inputs: These are the inputs in the production function that can be adjusted
or varied. Capital (K) and labour (L) are the variable inputs in the given context.”

C. "Isoquants: Isoquants are curves or lines on a graph that represent different
combinations of labour and capital inputs that can produce the same level of output. They
help visualise the different input combinations that result in similar production.”

d. "Long run: In the context of production analysis, the long run refers to a time period
where all inputs can be adjusted or varied. It allows for flexibility in changing the quantities
of capital, labour, and other production components to optimise production processes."

e. "Returns to scale: It examines the relationship between input quantity changes and

corresponding changes in output quantity.

Self-Assessment Questions

1.

Define How does it differ from the short-run analysis?

Explain the Law of Returns to Scale and its significance in understanding therelationship
between input  quantities and  output levels in  the long run.
Howdoesitimpactproductiondecisionsforfirms?
Describe the concept of economies of scale and its relationship with the Lawof Returns to
Scale in the long run. How do economies of scale influenceproduction andcostefficiencies?
Analyse the implications of increasing returns to scale in the long run for amanufacturing
company. How can firms benefit from this stage in terms ofproduction,cost, and
marketcompetitiveness?

5. Discuss the concept of constant returns to scale and its impact on production
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decisions. How does it relate to the proportional relationship between

inputquantities andoutputlevels inthelongrun?

6. Explore the stage of decreasing returns to scale in the long run. What factors
contribute to this stage, And how does it affect a firm's production capabilities and

costs?"

7. "Explain the concept of diseconomies of scale and its implications for firms
experiencing decreasing returns to scale. How can firms overcome these

challenges?”

8. "Discuss the role of technological advancements and innovation in the long-run
analysis of production function with two variable inputs. How can technological

progress influence returns to scale?"

9. "Evaluate the limitations of the Law of Returns to Scale in analysing complex
production processes in the long run. What other factors should be considered
alongside the law for a comprehensive production analysis?

Case Study

The production of smartphones is the main focus of XYZ Electronics Company. The business
competes fiercely in the market and seeks to maximise efficiency and profitability by
streamlining its output. They analyse the Law of Returns to Scale with two variable inputs as

part of their analysis.

Scenario: At first, XYZ Electronics had 50 employees and 5 pieces of capital equipment.
They can make 10,000 smartphones every month with this input combination. XYZ
Electronics aims to quadruple its inputs by adding 100 personnel and doubling the capital

equipment to 10 units in order to increase its manufacturing capacity.
Questions:

1. Based on the Law of Returns to Scale, which stage of returns to scale does XYZ
Electronics experience with the increased inputs? Explain the stage and its

implications for the company's production process and output levels.

2. Suppose XYZ Electronics further increases their inputs by doubling the workforce to
200 workers and tripling the capital equipment to 15 units. Predict the stage of returns
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to scale that the company is likely to encounter with these increased inputs. Discuss
the potential challenges and opportunities associated with this stage for XYZ

Electronics.
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Cost

In managerial economics, cost refers to the money, time, effort, or other resourcesrequired
to produce a product or service. It is vital because understanding costs isessential for
making sound business decisions. Introduction: A firm carries out abusiness to get
maximum  profits.  Profits are revenue a  Dbusiness  firm  collects
afterproducingandsellingits‘goodsandservices’buttogainsomething, “theproducerhasto  lose
something. That means to earn revenues, the producer has to incur costs. Acost is an
expenditure incurred by a firm to produce goodsand services for sale in the market” In
other words, a cost is the depletion of money from business to gain an inflow after the sale
of commodity. ‘A producer has to incur various costs to produce goods and services.” Cost
analysis is concerned with determining the monetary value of the inputs used in
production, called the total cost of production.

Meaning:

In economics, cost analysis refers to a measure of the relationship between costs and outputs.
That is, economists are interested in determining the costs incurred. How well the inputs can

be rearranged to improve the productivity (outputs) of the firm.

Cost Concepts
The types of expenses are as follows.
Nominal and real costs —
a. Nominal cost is monetary value of cost of production. Also called production cost. The
cost paid for the elements he adopted in the course of production.
b. The actual cost is the labour pains and sacrifices involved in the production process.
Explicit and Implicit Costs —
Explicit costs are costs charged to other owners to purchase or employ various other elements
while running the business. Also called an accounting fee. Examples of explicit costs with
wages, leases, payments, utilities, raw materials and additional direct costs.
Implicit costs have already been incurred but are not shown as separate expenses and are also
called opportunity costs. Implicit costs are part of the opportunity cost.
Examples: Rent on empty land, Depreciation on dull depreciable assets continue in use
Interest on equity share capital, etc
Accounting and Economic Costs —

a. Accounting costs are the actual or expenditure costs pointing to ‘the amount
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ofexpenditure already incurred’ in a exacting process system or production, and such
‘accounting costs’ facilitate management of a company's tax needs and profitability.

b. All sunk costs are accounting costs.

c. Economiccostsrelatetothefuture.Costsconsideredindecisionsareusuallyfuturecosts and
therefore play an essential role in business decisions. They have properties similar to

incremental, imputed explicit and opportunity costs.

. Private and social costs —
a. The private costs of producers of goods and services include the costs a businesspays
to acquire capital equipment, hire workers, and buy materials or other

inputs.Companiesorconsumerspayprivatecosts.

b. Social costs include private and external social costs from producing or consuming goods
or services. External costs are in a straight line related to producing or providing goods or

services. Goods or services, but costs not openly paid by the producer.

Opportunity Cost and Actual Cost-

b. Opportunity cost is income from suboptimal alternatives lost when an entrepreneur
makes a selective

c. Choice .Example — A manufacturing company has a factory. He uses the factory for
businesspurposes rather than renting it out. These costs compute missed opportunities
and the revenue we can earn.

d. Actual costs are defined as costs or expenditures incurred by a business to produce or

obtain goods or services. ‘Actual costs or expenditures are recorded’ in the business unit’s

books of accounts.

. Project and total costs —
Business expenses include all expenses incurred in conducting big business. "The
concept of business cost is similar to accounting or actual cost.”

"Total cost includes 'opportunity cost and normal profit. Normal profit is a company's

minimum income to stay' in its current occupation.”
. Total Cost ,Average Cost ,Marginal Cost —

a.  Total cost refers to the ‘total explicit and implicit’ expenditure on property toproduce

aparticularoutput.
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b. Average cost is the cost per unit produced by dividing total cost (TC) by
totalproduction (Q).Thatis,average cost =TC/Q

c. Marginal cost is added to total cost due to him producing one other production unit.

5. Fixed and variable costs—
a. Fixed costs are expenditures incurred on fixed factors that cannot be changed in the short
term, such as capital, equipment, factories, and factory buildings. Fixed costs are
independent of output. These costs must be incurred if the product is not produced in the

short term.

b. Variable costs are incurred when a company hires changeable factors like labor, raw
materials, etc., and the amount can without difficulty increase or decrease in the short term.

Variable costs are not incurred when a company decides not to produce aproduct.

6. Directandindirectcosts—

a. Direct costs are used directly in a particular product and process—Ex— Manufacturing
costs associated with production.

b. Overhead - Overhead costs are not directly related to production. Examples — office
expenses, salaries

7. Incremental and sunk costs-

These costs are incurred when a company making policy and decisions. Costs that can be

avoided by not changing activities also called "avoidable costs™ or "avoidablecosts". Theever-

increasingcoststhatresultfromintendedchangearethefuture, also called "difference costs."

A sunk cost remains the same regardless of “the nature or level of business activity”.Sunk

costs are not typically considered in making of decision because they stay thesame with

future changes. They are also called "inevitable costs™ or "unavoidablecosts". Incremental

costs include ‘changing product lines, acquiring new customers, and upgrading machines’

to increase production.

The entrepreneur already incurs sunk costs that cannot recover immediately. Money

spent on advertising, conducting research, and purchasing machinery.
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Cost Function

A cost function represents the relationship between output and cost.

Cqg= f(QfPf)

Since the cost function is derived from the production function, we get the
‘costfunction’byincorporatingtheprices or valuesoftheinputsinto productionfunction.
However, the nature of the ‘cost function’ depends on the time range. Where Cq is the
total cost of production, Of is the number of inputs the firm uses, and Pf is the price of the
relevant inputs. This cost equation shows that manufacturer production costs depend on the
firm's price and quantity of inputs.

The link among the cost of production and output volume in a given time period is
mathematically represented by the long-run and short-run cost functions.

Short-Run Cost Function

When at least one input is fixed and cannot be quickly changed, the short-run costfunction
depicts the manufacturing cost. Capital, such as machinery or equipment, which requires
time to adjust, is typically the fixed input. A company can alter its variable inputs ,such as
labour and raw materials, in the near term to change production levels.

The short-run ‘cost function ’is expressed as:
C(g, w)=FC+VC(q,w)
Where:

e Crepresentsthetotalcostofproduction.

e ( represents the quantity of output.
e W represents the prices of the variable inputs (e.g., wage rate).
e FC represents the fixed costs that do not change with the quantity of output.

e VC represents the variable costs, which vary with the quantity of output.
The short-run cost function comprises fixed and variable costs, where the output level and the

variable inputs' costs define the variable costs. When at least one input is fixed, it helps

businesses comprehend how expenses alter when output varies.
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Long-run Function

The cost of production is when all inputs are movable, and the long-run cost
functionrepresentsavariable.Acompanycanchangethequantitiesofallinputsoverthelongterm,i
ncludinglabour,capital,andtechnology.Thisenablesbusinessestotailorinputcombinationsando
ptimisetheirproductionprocessesdependingoncostconsiderations.

The long-run cost function is expressed as:

C(a, w) = AC(q, w) x
qWhere:

e C represents the total cost of production.
e ( represents the quantity of output.
e W represents the prices of all inputs.

e AC represents the ‘average cost’ which is the total cost separated by the quantity of

output.

The long-run cost function considers the average cost per output unit, showing
howcostsfluctuateasthefirmchangestheproductionscale. Thisassistsinmakingdecisionsonthei
dealinputcombinationandthemosteffectiveoperationalscale.
Cost-Output Relationship
Traditional value theory analyzes behavior of the short-run and long-run value curves. It
involves the conclusion that each short-run and long-run value curve square measure formed,
whereas the long-run value curve is praised. Then the short-run value curve.
Short-Term Prices Of Typical Theory
The conventional business theory is that, within the short run, there square
measurevariableinputsandaminimumofonemountedinput. Thisshowsthatshort-
runpricessquare measure divided into mounted and variable prices. Therefore, this
squaremeasures 3 ideas of short-run total cost: total fixed costs (TFC), total variable
value(TVC), and total value (TC) within the short term. The value doesn't change
becausethepowerlevelchanges.
1. Total fixed Costs (TFC)
a. Total mounted prices stay mounted
b. Thesepricesareknownasindirectprices,overheadprices,historicalprices,andinevitableprices.

c. Meaning
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To borrow Ferguson's words, "Total mounted prices square measure ‘the add of theshort-

run express mounted prices and therefore the implicit prices incurred by theenterpriser.'

|

TFC

Output

Figure 6.1:Total Fixed Cost
From the figure above, the TFC curveis TFC stays constant with Proportional amendment in
output.
Total Variable Cost
a. Refers to the amendment in value related to an amendment in output level.
b. Examples — Expenses incurred in getting raw materials, hiring personnel, etc.

c. Meaning — Ferguson says, "Total variable value is the addition of the amounts spent on

every variable input used."

g ' VG

v

Output
Figure6.2: TotalVariableCost

a. If the output is zero, the overall variable value is zero.

b. These prices are total, direct, and avertable, within the chart higher than TVC amendments
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as production levels change.

2. Total Cost
a. TC=TFC+TVC

TC

/_/WC

TFC

>
>

Output
Figure6.3:Total Cost

Total value is the addition of mounted and variable prices. Varies with changes in production
volume within the figure higher than the overall value at the start will increase at a decreasing
rate. The overall value will increase relative to the output.
3. Averagefixedcosts(AFC)
a. Total value is the addition of mounted and variable prices.
Varies with changes in production volume within the figure higher than the overall value at
the start will increase at a decreasing rate. The overall value will increase relative to the

output.

 J

Figure 6.4:Average Fixed Cost

AFC = TVC / powerc. AVC decreases as power will increase. However, when an exact
purpose, he will increase AVC because the o
4. Average Variable Cost(AVC)

This refers to the total variable prices dividing output will increase. Thus, it's a formed curve.
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AVC

0 Output
Figure6.5: AvreageVariableCost
5. Cost of Production (AC)
a. See the Total value of Production per Unit of Production.
b. AC = TC/ power c. AC is additionally capable of the addition of AFC and AVC. The AC

curve is further formed because the power will increase, the typical value decreases 1st, and

because the power will increase, the typical value will increase.

AC
\ .
>
Output

Figure6.6:Cost of Production

4

Cost

6. Cost(MC)-
a. Refers to the amendment in the total production value for extra product units.
MC = Proportionate change in TC Proportionate change in output within the figure higher

than, we will see that the cost 1st decreases as output increases, then will increase as output
increases; therefore, the megacycle curve is additionally formed.
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Output

Figure6.7:Cost (MC)

B. Cost-Output Relationship in the Long Run:

To study the connection between semi-permanent prices and outputs, we'd like to elucidate
the construct of semi-permanent prices.

A long-term is an amount of your time to create all price variables and prices that are unit-
mounted within the short term. Within the short term, fluctuations in output area unit area
unit solely potential at intervals within the bounds allowable by existing mounted plants and
installations. However, in the long term, entrepreneurs have several choices ahead of them
and build plants of assorted varieties and sizes.

Therefore, there are no mounted prices because the company has many times to completely
adapt the mill and everyone prices an area unit variable. With this in mind, Semi-permanent
prices talk to manufacturing prices at different output levels with plant size or production
scale changes.

Importance of Cost Function

The study of business behavior focuses on production or manufacture process (transforming
inputs into outputs) and the association between outputs and production costs. The production
function is only the starting point for a company's supply decisions. Cost considerations play
a large role in any business decision. The theory of costs is a concern of business economics.
Cost analysis helps allocate resources between different options. Knowledge of cost theory is

essential for deciding prices and production volumes.

Whether it makes more sense for a company to produce a new product depends largely on
evaluating the costs associated with it and the potential to generate revenue from it. Decisions
regarding capital investments (e.g., new machinery) are made by comparing the rate of return

from such investments aligned with the opportunity cost of funds.
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Economists usually explain the relevance of cost analysis in the process of decision-making
in terms of short and long-term. Short-term costs are important in shaping price and output in
all market set structures. This is because the basis of cost function is the price of production

and inputs paid by firms.

Long-term cost analysis is used to plan the optimal scale of plant volume and size. In another
words, the long-term cost function provides useful data and information for planning

company growth and investment policies.

A company's growth depends heavily on cost considerations. The position of a firm's U-
shaped long-term AC suggests the growth direction of the firm. In other words, companies
can decide whether to build new factories or seek in other markets by examining their
presence on the long-term AC curve. In addition, it is a cost that drives mergers and

acquisitions of sick companies.

The non-profit or government sector should also know the cost function for decision-making.
Whether or not we build the Narmada Dam, we need to assess the costs and benefits that

"flow" from the dam.

Summary

R
°o

Cost analysis is alarmed with shaping ‘the monetary value’ of the inputs used in

production, called total cost of production.

% Nominal cost is the monetary value of the cost of production.

% Accounting costs are the actual or expenditure costs pointing to the amount of
expenditure previously incurred in a particular procedure or production, and such
accounting costs make easy the management of a company's tax needs and
profitability.

« Total cost is the total explicit and implicit expenditure on resources to produce a
particular output.

« Traditional value theory analyses the behavior of the short-run and long-run value
curves. It concludes that each short-run and long-run value curve square measure
formed, whereas the long-run value curve is praised. Then the short-run value curve.

% A long-term is an amount of your time to create all price variables and prices that are

unit mounted within the short term. Within the short term, fluctuations in output area

units are solely potential at intervals within the bounds allowable by existing mounted
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plants and installations.

The economy of production occurs when a firm increases output leading to lower
production costs.

Large-scale production is associated with the technological economy.

As production increases, firms can also apply the division of labor to control.

Cost - Cost analysis is alarmed with determining with the monetary value of the
inputs used in production, called the total cost of production.

Explicit costs - Explicit costs are costs charged to other owners to purchase or employ
various other elements while running the business.

Opportunity cost - Income from sub-optimal alternatives lost when an entrepreneur
creates a particular choice.

Sunk cost - A sunk cost is a cost that ruins the equal regardless of the nature or level
of business activity.

Direct costs - Direct costs are used directly in a particular product and process.

Self-Assessment Questions

1.

o o~ w N

8.
9.

What is the cost? Explain the different types of expenses.

Explain explicit and implicit costs.

What is the opportunity cost? Give an example.

Discuss incremental and sunk costs.

What is the total fixed cost? Explain with a diagram.

What type of cost is depreciation - Direct cost or Indirect cost? Support your
disagreement with suitable reasons.

Why do increasing opportunity costs exist? Illustrate with examples.

Can the short-run average total cost be not as much as the long-run average total?

Explain with a diagram the concept of the cost-output relationship.

10. Differentiate between short and long-run cost functions.

Case Study: Maruti Udyog Ltd. Input Costs and Profit Levels

Maruti currently dominates the Indian small car market, with over 80% of its share in the

overall automotive market. MUL is a 50:50 joint venture between the Indian government

and Japan's Suzuki Motors Corporation. They posted a net profit of 6,510 crores in 1997-98

(April-March), compared with 5,100 crores in the previous year. However, MUL may need
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help to maintain profit due to rising input costs and a slowing market. Input costs have
increased significantly due to the imposition of special surcharges, higher surcharges on

cold rolled steel, and a limit of 95% of value-added tax reimbursement claims.

Increased market and competition make it tricky to pass on increased costs to customers,

leading to pressure on margins.

Questions:

How do the rising input costs and increased market competition affects the cost function
for Maruti's profitability in the Indian small car market?
What strategies would you recommend to Maruti to mitigate the impact of rising input

costs and maintain profit levels amidst increased market competition?
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Introduction-Price and Output Determination:

Price and output determination is the process by which the prices and quantities of goods and
services are decided upon in various market structures. Different market structures, like
monopolies, monopolistic competition, oligopolies, and perfect competition, each have

unique traits that affect how output and prices are set.

Introduction to different markets:
Perfect Competition: Many buyers and sellers deal in the same goods. A single buyer or seller
does not determine the market price. The forces of supply and demand determine the price

and output. When the amount is equal, the market is in equilibrium, and the price converges.

Monopoly: In a market with a monopoly, The monopolist can unilaterally set the price and
output level while dealing with the complete market demand curve. By establishing a price
that maximises seeks to maximise profits.

Monopolistic Competition: In monopolistic competition, numerous producers of distinctive
goods that can be used as near substitutes for one another are involved. The differentiating
nature of products gives each company a certain amount of market power. The firm's demand
and cost conditions impact how the price and output are determined in monopolistic
competition. Businesses compete by differentiating their products and using non-price

elements like branding and promotion.

Oligopoly: In oligopoly markets, a few powerful companies dominate the market. These
businesses consider the activities and responses of their rivals as part of their interdependent
decision-making. Oligopoly can involve various methods, such as collusion (when firms
work together to fix prices) or competition (when firms engage in price wars and another
non-price rivalry). The result is based on the activities and behaviours the concerned
businesses take.

Factors that Affect the Determination of Price and Output:

Market Structure: The particular traits of the market structure are essential. Price and output
determination can be impacted by elements such as the quantity of buyers and sellers, level of
competition, entry barriers, and product differentiation.

Demand and Supply circumstances: Price and output can be impacted by the market's
demand and supply circumstances, especially their elasticity. The demand curve can be
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shifted, resulting in changes in price and output, depending on changes in consumer

preferences, income levels, population, and market expectations.

Cost of manufacturing: The cost of manufacturing, which includes labour, capital,
technology, and raw materials, affects how much something costs and what it produces.
Lower manufacturing costs allow businesses to provide lower pricing or expand output,

whereas more significant production costs might result in higher prices.

Market Power: It's important to consider how much influence corporations have over the
market. Firms lack market power in a market with perfect competition, and the forces of the
market control output and pricing. Firms can exert influence over price and output in markets

with monopoly or oligopoly power, influencing market outcomes.

Government Policies: Government policies and regulations may have an impact on how
prices and output are determined. Prices and output levels can be changed through price
controls, taxes, subsidies, import/export restrictions, and other regulatory actions that might

affect market dynamics.

External Factors: A number of external factors can influence how output and price are
determined. Changes in macroeconomic factors, including inflation, interest rates, currency
rates, and general economic conditions, are among them. Political events, natural calamities,

and technical developments can all have an effect.

Consumer Behaviour: Demand is influenced by consumer behaviour, preferences, and
purchasing power, affecting how prices and output are determined. Elements including
customer preferences, income levels, demographic shifts, and cultural influences can control

market results.

Industry Structure: How an industry is organised can impact how prices and output are
determined. Industry concentration, entry obstacles, economies of scale, and vertical or
horizontal integration are a few factors that influence business behaviour and market results.
Various Forms of Market

Monopoly

Meaning:"Mono" and "poly" have been combined to form the word "monopoly.” "Poly"
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signifies under control, and "mono" indicates one. In this sense, "monopoly” describes a
market circumstance in which only one good or service seller exists. Entry restrictions exist,
and the product it provides has no equivalent alternatives. A single owner, joint stock
company, or partnership may function as the only producer. Put another way, when there is

a monopoly, there is no difference between a firm and an industry.

The characteristics of monopolies are as follows:

e Alone vendor and a huge buyer base: It is an industry, and the monopolist's firm is
the only one. But a sizable number of purchasers are anticipated.

e No Close Alternatives: There must not be a close equivalent available for the
monopolist's product. There must be little to no cross-elasticity of demand between
the development of the monopolist and that of others.

o Difficulty for New Businesses to Enter: When the firm is making abnormal profits.

e Monopoly is also an Industry: Under a monopoly, there is only one firm which

constitutes the industry. The difference between firm and industry comes to an end.

Price Maker: Under a monopoly, monopolists have complete control over the supply of the
commodity. But due to the large number of buyers, the demand of any one buyer constitutes
an infinitely small part of the total demand. Therefore, buyers have to pay the price fixed by
the monopolist.

Monopolistic Competition

When multiple companies offer competing products and services that are similar but not
identical, monopolistic competition takes place. Entry barriers are low and a firm's
decisions do not instantly affect its competitors in monopolistic competitive industries. The
competing companies distinguish themselves through their pricing and marketing strategies.
Monopolistic competition, which lies between a monopoly and ideal competition, combines
elements of both and involves companies that provide similar but different product lines.
Monopolistic Competition's Features:

Low Entry Barriers: A number of companies can enter a market and compete for the same
market share under monopolistic competition, rather than one company controlling the
entire market. Companies can operate without worrying about rivalry getting worse by not

considering how their actions affect their competitors.
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Differentiation of Products: Competing companies differentiate themselves from one
another through distinctive brand names, marketing strategies, and standards for product
quality.

The Costing: Companies that participate in monopolistic competition set prices by serving
as price makers for goods and services. Businesses in monopolistic rivalry have the ability
to adjust prices without resorting to the typical oligopolistic price war.

Elasticity of Demand: In monopolistic competition, demand is extremely elastic and price-
sensitive.

The Ideal Rivalry

In a market with many of customers and sellers of similar goods, there is perfect
competition. The dynamics of supply and demand in the market impact a product's pricing.
For example, if you need pens, there should be multiple stores that sell them. Every vendor
in a market with perfect competition is required to offer the same caliber pen at the same
going rate. Pens cost Rs. 10 and are available from any retailer. When a different retailer
offers a pen of the same caliber for Rs.12, no one purchases from him. However, everyone
purchases pens from that business if the proprietor charges Rs. 9. However, these two
scenarios are implausible. A single price must rule the market as a whole. It is distinguished
by the existence of numerous businesses, all of which sell the same goods. The one who
takes the price is the supplier.

This market scenario includes an excessive number of buyers and sellers, comparable
products, unrestricted admission for businesses into the sector, perfect knowledge of the
current market circumstances between buyers and sellers, and unrestricted movement of
production factors between different applications.

Assumptions for a completely competitive market include the following:

"Asizable number of vendors and buyers":

Sales and lone purchasers are impacted by this. The supply is unaffected by a company's
entry or exit from the market. In a similar vein, the entry or exit of a buyer from the market
has no effect on demand.

"Equivalent Goods":

The idea that all vendors offer identical goods is the second tenet of perfect competition. The
consumer has no motive to favor one seller's product over another in this scenario. This need
is only met if the products are made of substances of the designated grade, such as salt, tin,
wheat, etc., and have a distinct chemical and physical makeup.
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"Nondiscrimination":

In a market where buyers and sellers are in full competition, sellers act freely.

"Perfect knowledge"":

Since buyers and sellers interact frequently, I am the competitive market. It indicates that
both buyers and sellers are well informed about the market. This indicates that a large number
of market participants are aware of the exact price at which the items are being sold in

various regions of the market.

"Industry-FREE access and departure":

Regarding the company's entrance into or departure from the market, there are no restrictions
or obstacles. Stated differently, the organization is unrestricted by law or society. Only when
there is free admission to the business are many sellers possible.

"Optimal mobility":

To guarantee consistent production costs across the economy, all domestic production
elements must be fully mobile. This implies that you are free to look for work in any business

where you might be liked by various production-related aspects.

"Maximization of profits'"

In a perfect market, maximizing profits is the common objective of every business. As a

result, there isn't much social.

The phrase "free market” is frequently used by economists instead of "pure competition.”
While British economists seem to favor the term ideal match, American economistsoften
favortheword pure competition over perfect competition.

However, Professor Chamberlain made a distinction between pure and perfect competition.
According to Professor Chamberlain, pure competition contains:

| lots of customers and sellers, (1) homogeneous products, (I11) unrestricted access to and
from the industry, (IV) no checks required, (V) no sales expenses, and (V1) no transportation

expenses.
Additionally, R.A. Professor Bilas made a distinction between pure and perfect competition.

Pure competition is what we refer to as perfect competition, but we also take other factors
into account. A certain level of perfection—the total absence of a monopoly—is required for

92



pure competition.

Perfect competition typically results in perfect knowledge conceptions and resource mobility.
Likewise, pure competition was described by Professor Baumol as the industry. Many
businesses are said to function in a state of pure competition where there is product
uniformity, unrestricted access and departure, and autonomous decision-making. These
definitions indicate that in a market where monopoly is not present, there is pure competition.
Beyond pure competition, perfect match encompasses many other aspects of perfection, such
as complete mobility of production factors and market information, as well as the absence of
monopolies.

Summary

% Price and output determination is the process by which the prices and quantities of

goods and services are decided upon in various market structures.

“ By establishing a price that maximizes the difference between total income and total

cost, the monopolist seeks to maximize profits.

+ In monopolistic competition, numerous producers of distinctive goods that can be used

as near substitutes for one another are involved.

% Manufacturing costs, including labor, capital, technology, and raw materials, affect

how much something costs and what it produces.

% Changes in macroeconomic factors, including inflation, interest rates, currency rates,
and general economic conditions, are among them. Political events, natural calamities,

and technical developments can all have an effect.
% The company can enter or exit the enterprise in the long run under full competition.

« Perfect competition generally leads to perfect resource mobility and perfect knowledge

concepts.

Keywords
1. Price determination: The process of setting the value or cost at which a good or

service is sold in the market.

2. Output determination: The process of deciding the quantity or level of production of

goods and services in the market.
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3. Monopoly: Structure of market in which the supply of a specific good or service is
solely controlled by one producer or seller, giving them the power to set pricing and

production volumes.

4. Monopolistic competition: A market structure characterized by numerous producers

offering slightly differentiated goods or services that are substitutes for one another.

5. Perfect competition: It has a large number of customers and sellers, uniform products,
perfect knowledge, unrestricted entry and exit, and efficient resource allocation that

produced ideal results.
Self-AssessmentQuestions

1. What features distinguish perfect competition?

2. What are ideal competition's benefits and drawbacks?

3. What Qualities Make Monopolistic Competition Unique?

4. What distinguishes perfect competition from monopolistic competition?
5

. What Is the Difference Between Monopolistic Competition and a Monopoly?

6. Whatismonopolisticcompetition?

7. Write a note on how price is determined in various markets.

8. Explain the factors that influence price and output determination.
9. According to you, how is price determined in Perfect competition?

10. Critically analyse the determination of price in all three markets and comment on which

one uses a better way.
Case Study
Let's break down the wheat market scenario:

Perfect Competition Illustration: The wheat market in agriculture serves as an example of
perfect competition. Numerous farmers grow and sell wheat, and consumers can easily switch

between different suppliers due to readily available information.

Price Determination: In a perfectly competitive market, the forces of supply and demand
determine the price of wheat. The interaction between farmers (sellers) and buyers establishes
the equilibrium price where the quantity supplied equals the quantity demanded.

Impact of Bumper Crop: If there is a bumper crop of wheat due to favorable weather
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conditions, the market experiences an increase in wheat availability. However, the demand
for wheat remains relatively stable. This results in an excess supply of wheat compared to the

demand.

Price Adjustment: With excess wheat supply, farmers compete with each other to sell their
produce. This competition drives down the price of wheat as sellers lower their prices to

attract buyers.

Market Response: In response to the lower prices and excess supply, some farmers may
reduce their wheat production or exit the industry altogether in search of more profitable

crops or business opportunities.

Market Equilibrium: As farmers adjust their production levels and exit the market, the excess
supply of wheat gradually decreases. Eventually, the wheat market reaches a new equilibrium

where the supply and demand for wheat are balanced, stabilizing the price of wheat.

In summary, the wheat market scenario illustrates how perfect competition operates, with
market forces of supply and demand determining the price and quantity of wheat. The market
responds to changes in supply and demand, leading to adjustments in production levels and

eventual equilibrium.

Questions:

How does the concept of perfect competition influence the price determination in the
agricultural market for wheat?

. What happens to the price of wheat in a perfect competition market whenthere is a surplus
due to increased supply? Explain the adjustments made by farmers and their impact on the

price.
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Price and Output Determination in Monopoly
Let's dissect the process of price and output determination in a monopoly:

Price and Output Determination: In a monopoly, the firm determines the price and quantity of
its goods or services without competition. The primary objective is profit maximization, and

setting prices and output levels is crucial to achieve this goal.

Demand Curve: A monopoly faces a downward-sloping demand curve, indicating that as the
price of the product decreases, the quantity demanded increases. The monopolist considers
the interaction between marginal revenue (MR) and marginal cost (MC) to determine the

optimal price and quantity.

Marginal Revenue and Marginal Cost: Marginal revenue is the additional income generated
from selling one additional unit of output. Marginal cost is the additional cost incurred to
produce one additional unit of output. The monopolist compares MR and MC to find the

profit-maximizing quantity, where MR equals MC.

Price Setting: The monopolist sets a price that maximizes profits, which is typically higher
than marginal cost. This allows the monopolist to extract more consumer surplus by charging

higher prices to those willing to pay.

Quantity Determination: Once the price is set, the monopolist evaluates the demand curve to
determine the corresponding quantity that maximizes profits. This quantity is where the price

and demand curves intersect.

Market Outcome: Unlike in competitive markets, monopolies often have higher prices and
lower output levels. This enables the monopolist to maximize profits due to its market
dominance and lack of competition. However, this output reduction leads to a deadweight

loss, resulting in lower social welfare compared to a perfectly competitive market.

Factors Affecting Price & Output Determination in Monopoly

Market Demand and Elasticity
Let's break down the factors influencing price and output determination in a monopoly:

Demand Elasticity: The elasticity of demand affects price decisions. If demand is inelastic,

meaning quantity remains relatively unchanged with price changes, the monopolist has more
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flexibility to raise prices without losing significant market share. However, if demand is

elastic, raising prices too high may lead to a substantial loss of customers.

Market Power: A monopoly has total control over the market, allowing it to set prices without
fear of being undercut by competitors. This market dominance enables the monopolist to

increase revenues and profit margins by setting prices above marginal cost.

Marginal Cost and Cost Structure: The monopolist's marginal cost, influenced by its cost
structure including input costs, production technologies, and economies of scale, plays a
crucial role in output decisions. Unlike in a perfectly competitive market where prices are set
equal to marginal cost, a monopolist sets prices higher to maximize profits.

Entry Barriers: Entry barriers prevent or restrict the entry of new firms into the market,
allowing the monopoly to maintain its dominant position. Legal barriers, patents, high capital
requirements, ownership of crucial resources, or economies of scale can deter new entrants,
reducing the threat of competition and giving the monopolist greater control over prices and

output.

Alternatives and Substitutes: The availability of alternatives or substitutes influences the
monopolist's pricing decisions. If close substitutes are easily accessible, consumers can
switch products if prices rise too high. To retain market share, the monopolist may decrease
prices. However, successful product differentiation or brand loyalty can mitigate the impact

of substitutes, giving the monopolist more pricing freedom.

Government Regulation: Government laws and policies significantly impact price and output
determination in a monopoly. Regulatory agencies may impose price limits, restrict profit
margins, or investigate pricing practices to protect consumer welfare and prevent market
power abuse. Antitrust laws may also intervene to promote competition and limit a

monopolist's pricing discretion.

Price Discrimination: Price discrimination involves setting different prices for different
consumer groups based on their willingness to pay. Monopolists can enhance profits by
segmenting the market and extracting

Short &Long-Run Equilibrium
Let's examine the short-run and long-run equilibrium in a monopoly:

Short-Run Equilibrium:
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In the short run, a monopolistic firm operates under certain constraints such as fixed
production factors and limited time for adjustments. Here's how a monopoly achieves short-
run equilibrium:

Profit Maximization: Like any profit-seeking business, a monopolist aims to maximize its
profits. It determines the quantity of output that maximizes the difference between total
revenue (TR) and total cost (TC). Profit maximization occurs when marginal revenue (MR)
equals marginal cost (MC), provided that MR is higher than the average variable cost (AVC)
at that quantity.

Price Determination: Once the profit-maximizing quantity is determined, the monopolist
sets the corresponding price on the demand curve. Due to the downward-sloping nature of the
demand curve, the price is influenced by consumers' willingness to pay for the product.
Short-Term Economic Profits or Losses: After assessing total income and total costs, the
monopolist may experience economic profits (TR > TC) or losses (TR < TC) in the short
term. Economic profits occur when a monopolist's revenue exceeds its explicit costs (e.g.,
labor, raw materials) and implicit costs (e.g., opportunity cost of resources). Conversely,
economic losses occur when total costs exceed total revenues.

Entry and Exit Barriers: In the short run, a monopolistic firm may face barriers to entry
that prevent new firms from entering the market and competing. These barriers could include
legal restrictions, patents, substantial financial requirements, or control over vital resources.
These barriers give the monopolist temporary market power and influence pricing and output
decisions in the short term.

Long Run Equilibrium

Market Entry and EXxit:

Over time, barriers to entry may change or diminish. New competitors are attracted to
markets where economic profits exist. Businesses may enter the market if economic losses
are preventing further losses.

Price and Output Adjustments:

Changes in market entry or exit affect supply and demand dynamics. When new firms enter
the market, supply decreases, potentially leading to increased prices. To maintain
profitability, the monopolist must adjust its output and pricing strategies accordingly.

Zero Economic Profits:

As more firms enter and exit the market, competition increases, weakening the monopolist's
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market power. The monopolist's demand curve becomes more elastic, leading to reduced
prices. In long-run equilibrium, the monopolist eventually earns zero economic profits,
meaning that all its costs, including normal profits, are covered by its revenues.

Productive and Allocative Efficiency:

Achieving productive efficiency (producing at the lowest average cost) and allocative
efficiency (producing at the quantity where marginal cost equals marginal revenue) is not
always feasible in a monopoly. Unlike in a perfectly competitive market, a monopolist may
produce at a higher cost and set a higher price due to its market dominance. This inefficiency

may result in a deadweight loss, which generally reduces societal welfare.

Summary
% Variables Affecting Costs in Monopolies:

Several variables affect how much something costs in a monopoly, including market
demand elasticity, market power, cost structure, barriers to entry, substitutes,

governmental regulation, and pricing discrimination.
+ Profit Maximization in Monopolies:

By establishing pricing and output levels that strike a balance between marginal

revenue and marginal cost, the monopolist seeks to maximize profits.
% Short-Term Profit Determination:

In the short run, the monopolist chooses the gquantity that maximizes the difference
between total revenue and total cost, and the demand curve establishes the matching

price.
+ Entry Barriers and Short-Term Profits:

Economic gains or losses in the short term are possible, but entry obstacles allow the

monopolist to maintain a monopoly on the market.
 Long-Term Equilibrium:

Long-term economic gains or losses determine the entry and exit of enterprises. Price
and output levels shift as a result of market adjustments. When all economic profits

are lost, leaving no economic profits, long-run equilibrium is attained.
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% Inefficiency and Societal Welfare:

Monopolies may, however, be inefficient in their production and allocation of

resources, resulting in a loss of deadweight and a decline in societal welfare.
% Market Power and Consequences:

Monopolies have market power, which allows them to set prices and output levels at
will. Increased costs, decreased output, and even harmful consequences on customers

and societal welfare can all emerge from this power.
+ Need for Government Regulation:
To overcome these issues, government regulation and antitrust laws may be required.

Keywords

1. Monopoly:
A market system in which a single company or seller dominates the sector and
controls the supply of a certain good or service.

2. Marginal Revenue:
The extra money a business makes when it sells one more unit of its product. Due to
the necessity to cut prices to sell more units, the marginal revenue curve in a
monopoly is lower than the demand curve.

3. Market Power:
A company can shape market circumstances, such as prices and output, due to its
sizable market share and little rivalry.

4. Economic Profits:
These are the sum of all revenues minus all expenses, including both direct and
indirect expenses. When total income exceeds the total cost, there are economic
profits; nevertheless, when total costs surpass total revenue, there are losses.

5. Deadweight Loss:
The reduction in economic efficiency results from producing and consuming fewer
goods and services than is socially desirable. Deadweight loss occurs in a monopoly
due to increased prices and decreased output compared to a competitive market,
which reduces consumer surplus and overall welfare.

Self-Assessment Questions
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1. How does price determination in a monopoly differ from price determination in a
perfectly competitive market?

2. What factors influence price determination in a monopoly? Explain their
significance.

3. How does the elasticity of demand affect price determination in a monopoly?

4. Discuss the role of market power in price determination and output levels in a
monopoly.

5. How do the cost structure and marginal cost influence price determination in a
monopoly?

6. What are the barriers to entry in a monopoly, and how do they impact price and
output determination?

7. Explain the concept of short-run equilibrium in a monopoly. How is it different
from long-run equilibrium?

8. What happens to a monopolist's profits in the short run when it earns economic
profits? What about economic losses?

9. How does market entry or exit affect long-run equilibrium in a monopoly? What
role does competition play?

Discuss the concept of allocative efficiency and why it may be lacking in a

monopoly.

Case Study

A single electric power company in a particular nation controls the whole market. The
corporation is the sole electricity supplier to residential and commercial clients and owns
all of the power-producing facilities. Let's look at how price setting works in this

monopoly situation.

The demand curve for electricity for the electric power firm slopes downhill, showing that
as the price falls, the amount demanded rises. While ensuring that consumers have a

consistent electricity supply, the corporation seeks to maximize its earnings.

In this instance, the company's market dominance, cost structure, and governmental
regulation impact pricing setting. Due to the absence of any rival businesses, the company
has substantial market power. Based on its judgment and the electricity demand, it may

establish pricing.
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Fuel, infrastructure, and maintenance costs are all part of the electric power company's cost
structure. The business must consider its marginal cost, the extra expense incurred to create
one more powerful unit. The corporation estimates the quantity of output and related price
that will maximize profits by comparing marginal cost with the marginal income received

from selling extra units.

The setting of prices is also influenced by governmental control. To ensure fair pricing and
prevent the misuse of market power, regulatory organizations may keep an eye on the electric
power company's pricing policies. To defend the interests of consumers, they can impose
price restrictions or demand that businesses justify price rises.

Questions

How does a monopoly in the electric power industry affect pricing compared to a
competitive market?

. Whatfactorsareconsideredbytheelectricpowercompanyindeterminingtheprice of electricity,

and how do they impact the company's profitability and consumer welfare?
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Unit:9

Market Structures and Firm Behavior under Monopolistic Competition
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Learning Objectives:

1. Know about priced extermination in Monopolistic competition

2. Learn about its limitations

3. Understand the differences between various markets

Structure:

Monopolistic Competition Price Determination
Short-Run Equilibrium

Long-Run Equilibrium

Limitations

Differences

Overview

Key Terms

Questions

Case Study

References
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Monopolistic Market

Combining features of both monopoly and perfect competition, monopolistic competition is
a type of market structure. Numerous firms, each providing a unique and differentiated
product, control the market under monopolistic competition. The ability to differentiate

products allows businesses to have more influence over prices.

Monopolistic Competition Overview

Various companies are competing in the market, each with a small market share.

Product diversification refers to how each company delivers a somewhat different product in
terms of its appearance, branding, packaging, or geographic location.

Over time, businesses may enter or leave the market, potentially changing the number of
businesses.

The competition doesn't revolve around prices alone; businesses compete through branding,
advertising, product quality, and customer service in addition to prices.

Price Determination

A. Demand Curve: A downward-sloping demand curve is one of the challenges that each
firm in monopolistic competition must overcome. Demand elasticity is influenced by the
degree of product differentiation. The demand curve is less elastic for products with greater

uniqueness.

B. Monopolistic competition and profit maximization: In monopolistic competition,
businesses seek to increase profits by operating at an output level where marginal profit
equals marginal cost. However, due to the demand curve's downward slope, this happens at a

cost greater than the marginal cost.
C. Pricing and the function of demand elasticity: Businesses set their prices following the

perceived value of their differentiated product and the elasticity of demand. A company may

have more pricing power and a higher price if its product differs from competitors' offerings
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and has few alternatives. In contrast, the business may need to cut its price to draw customers

if there are numerous similar substitutes for the product.

D. The effect of cost changes on pricing and output choices: Cost changes, like increases in
the cost of raw materials or labor, can impact a company's price and production choice. In the
short term, businesses may accept reduced profits for cost increases. Long-term, businesses
may raise prices to meet increased costs or look for cost-cutting opportunities to retain
profitability.

Short-Run Equilibrium

A. Finding the ideal output and price level: The ideal output level is reached when marginal
cost and marginal revenue are equal. The demand curve at that output level determines the

related price.

B. Graphical representation of short-run equilibrium: Short-run equilibrium occurs where the
marginal cost curve meets the marginal revenue curve, with the demand curve determining

the matching quantity and price.

The company will have a short-term benefit if the price is higher than the average total cost.
Pricing below average total cost but above average variable cost results in a loss for the
business, which may lead to a shutdown decision.

B. Obstacles to entry and exit in monopolistic competition: Entry and exit obstacles are quite
low in the short term. New businesses may enter the market due to the possibility for profit,
while existing businesses may also close their doors if they incur persistent losses. However,
long-term entry barriers, such as economies of scale or brand loyalty, may present more

substantial challenges for businesses.

Long-Run Equilibrium

A. Long-term firm entry and exit: If new businesses believe there is room for growth in the
market, they may enter. The market share of established companies declines when new

competitors arrive, increasing competition. On the other hand, some current businesses can

decide to leave the market if they are losing money.
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A. Long —term equilibrium and zero economic profit: Business esengaged in monopolistic
competition typically experience zero economic profit over the long term. As more
businesses enter the market, there is less of a market for the goods produced by the current
businesses, which results in lower pricing and reduced earnings. Although businesses may
still differentiate their good stored in some pricing power, the overall economic profit is

rapidly approaching zero.

B. Changes in demand and price over the long term: Product demand for some businesses
may fluctuate over time due to factors such as the entrance of new firms and the departure
of existing ones. So, in order to maintain their market share, corporations could change

their production levels and prices.

C. Visual depiction of long-term equilibrium: When the demand curve is perpendicular to
the average total cost curve, the long-run equilibrium occurs at the output level that
maximises profits, as shown in a graphic. Since the price is already determined by the

demand curve, the firm does not generate any economic profit.

C. Product differentiation and its effect on long-run equilibrium depend heavily on product
differentiation. Businesses differentiate their goods to foster a sense of distinctiveness and
brand loyalty. Due to the absence of the strong price competition seen in perfect

competition, firms can keep some pricing power.

Limitations of a Monopolistic Competition
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1. Excess capacity: In monopolistic competition, businesses frequently operate at a
production level below their actual capacity. Under utilization of resources as are

sult of this inefficiency lowers overall economic efficiency.

Because companies operating under a monopolistic market structure don't always aim to
minimise their overall production costs, this type of competition can lead to inefficiency.
Rather, they damage quantity and price compared to the most advantageous level for society
by producing until marginal profit equals marginal cost.

2. While businesses engaged in monopolistic competition have some influence over prices,

they are none the less subject to limitations because of close substitutes.

3. Price-costmarginsormarkupsarecreatedwhenbusinessesengagedinmonopolisticcompetition
charge higher prices than their margin al costs. These markups may result in consumer

price increases and a general decline in consumer welfare.
Lack of Complete Information:
Due to informational asymmetry, consumers may need help determining the genuine
quality, benefits, or worth of differentiated products. This imperfect information might
make it difficult for consumers to make informed decisions about their purchases and can
result in market inefficiencies.
Limited Economies of Scale:
Unlike industries with economies of scale, businesses in monopolistic competition function
on a smaller scale. Because of this restriction, businesses may incur greater average
expenditures and need help cutting costs.

Potential for Market Power Abuse:

Despite having less market power than monopolies, enterprises in monopolistic competition

risk misusing their market position. They could engage in anti-competitive behavior like
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predatory pricing or collusion to limit competition and preserve their market dominance.
Lack of Long-term Stability:
Firms frequently enter and leave the market in reaction to shifting market conditions under

monopolistic competition. This dynamic nature can lead to a lack of long-term stability and

uncertainty for both businesses and consumers.

Entry Barriers:

Despite being relatively low in the short term, monopolistic competition can still pose
difficulties for new businesses looking to enter the market. It may be challenging for new
entrants to compete equally because existing enterprises may already have developed brand
loyalty and client preferences.

The Possibility of Excessive Advertising and Marketing Expenditures:

Monopolistic rivalry businesses invest much in advertising and marketing to differentiate

themselves from the competition and attract clients. These costs could be astronomical,

driving up prices for consumers, but they might not yield any tangible benefits either.

Differences
Perfect Competition: A market system with many buyers and sellers without power over

the market price is perfect competition. There are no barriers to admission or leave, and

the items are uniform or homogeneous. When perfect information is
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available, Firms compete based on price. Agriculture markets and stock exchanges are two

examples of industries that are quite competitive.

Monopoly:

When one business controls the whole market for a certain commodity or service, we say
that there is a monopoly. Its dominant position in the market allows it to set pricing and cap
production without interference. When there are obstacles to entry, potential competitors are
unable to join the market. Reasons for this could include high initial expenses, restrictions
imposed by law, or control over crucial resources. It is common for monopolies to form in
industries where fixed costs are high and substitution is difficult. Some proprietary

medications and public utilities operate as monopolies.

Monopolistic Rivalry:

This type of rivalry occurs in markets where numerous firms compete with one another, but
each offers a different set of commodities. Products can be differentiated in a variety of ways,
including through branding, features, quality, and marketing strategies. Companies that
participate in monopolistic competition have a certain amount of market power, which gives
them the ability to set prices. On the other hand, near substitutes limit their pricing power.
New enterprises are able to enter the market under monopolistic competition since the short-
term hurdles are relatively low. Industries with monopolistic competition are rare; examples

include restaurants, clothing companies, and hair salons.

Summary

e Businesses Engaged in Monopolistic Rivalry Provide Unique Products:

Businesses engaged in monopolistic rivalry provide unique products.

e The Elasticity of Demand and Perceived Value are Used to Determine Prices:

The elasticity of demand and perceived value are used to determine prices.
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e Profit Maximization Occurs at the Point When Marginal Cost and Marginal Income
Intersect in the Short Run:

Profit maximization occurs at the point when marginal cost and marginal income intersect in
the short run.

e Price and Cost Linkages Influence Decisions about Short-term Gains, Losses, and
Shutdowns:

Price and cost linkages influence decisions about short-term gains, losses, and shutdowns.

e Firms Enter and Quit the Market Over Time to Reach an Equilibrium with Zero
Economic Profit:

Firms enter and quit the market over time to reach an equilibrium with zero economic profit.
e Long-term Equilibrium is Impacted by Brand Loyalty and Product Differentiation:
Long-term equilibrium is impacted by brand loyalty and product differentiation.

¢ Allocative Inefficiency and Excess Capacity Result from Monopolistic Competition:
Allocative inefficiency and excess capacity result from monopolistic competition.

¢ In Monopolistic Competition, Markups Over Marginal Cost and Price-Cost Margins
Exist:

In monopolistic competition, markups over marginal cost and price-cost margins exist.
e Deadweight Loss and Decreased Consumer Surplus are Both Possible Outcomes:
Deadweight loss and decreased consumer surplus are both possible outcomes.

e Regarding Effectiveness and Welfare, Monopolistic Competition Lies Between
Perfect Competition and Monopoly:

Regarding effectiveness and welfare, monopolistic competition lies between perfect
competition and monopoly.

e Through Antitrust Legislation and Competition Policy, the Government Controls
Monopolistic Competition:

Through antitrust legislation and competition policy, the government controls monopolistic
competition.

e Monopolistic Competition is Subject to Several Restrictions, Such As:

o Excess capacity
e Allocative inefficiency
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o Limited price competition

e Price-cost margins

o Imperfect information

« Limited economies of scale

e The possibility of market power abuse

o Lack of long-term stability

e Entry barriers

e The potential for excessive advertising costs.

Keywords
Marginal Revenue:

The extra money made from selling one more unit of a product. Due to the downward-sloping
demand curve in monopolistic competition, the marginal revenue is typically lower than the

price.

Short Run Equilibrium:
The point in monopolistic competition where a firm produces at a level of output where

marginal cost and marginal income are equal to maximize short-term profits.
Excess Capacity:

In monopolistic competition, where firms operate below their maximum production capacity,

this term refers to the underutilization of a firm's production capacity.
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Antitrust Laws:

Government rules and regulations aimed at preventing anti-competitive behavior like
collusion or the misuse of market power to promote fair competition, stop monopolistic
practices, and safeguard consumer welfare.

Self-Assessment Questions:

1. How is Price Determined in Monopolistic Competition?

2. What Factors Influence the Elasticity of Demand and its Impact on Price
Determination?

3. Explain the Concept of Marginal Revenue and its Relationship with Price and
Elasticity of Demand in Monopolistic Competition.

4. How do Firms in Monopolistic Competition Achieve Short-Run Equilibrium?

5. What are the Critical Determinants of Short-Run Profits or Losses for a Firm
in Monopolistic Competition?

6. Describe the Conditions Under Which a Firm May Choose to Shut Down in
the Short Run in Monopolistic Competition.

7. What Adjustments Occur in the Long Run to Reach Equilibrium in
Monopolistic Competition?

8. How do the Entry and Exit of Firms Affect Long-Run Equilibrium in
Monopolistic Competition?

9. What are the Limitations and Inefficiencies of Price Determination and
Equilibrium in Monopolistic Competition?

Case Study

Consider the case of two smartphone manufacturers, Company A and Company B, operating
in the same market. Company A is known for its high-end smartphones with unique features,
premium materials, and advanced technology. On the other hand, Company B focuses on
providing reasonably priced smartphones with decent features and good value for money.

Questions
1. How does product differentiation impact price determination in the monopolistic
smartphone market?
2. What factors might influence the elasticity of demand for smartphones from Company
A and Company B, and how would it affect their pricing strategies?
References
1. Managerial Economics; G. Geetika, Piyali Ghosh, Purba Choudhury; Tata McGraw-

Hill Companies; New Delhi.
2. Managerial Economics; D.N. Dwivedi; Vikas Publishing House Pvt Ltd.

113



e Samuelson, Paul, and William D. Nordhaus, Economics, McGraw Hill, New York, 2001.
e Salvator, Dominick, Managerial Economics, McGraw-Hill Book Company.
e Lipsey & Chrystal, Economics, Indian Edition, Oxford University Press.

e Froyen, Richard T., Macroeconomics Theories and Policies, Pearson Education, New
Delhi.

114



Unit:10

Circular Flow of Income and National

Learning Objectives:

1. Understand the Circular Flow of Income
2. Know the Flow in Different Sector Economy

3. Learn the Differences

Structure:

Circular Flow of Income Summary
Keywords

Self-Assessment Questions

Case Study

References
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Circular Flow of Income:

The circular flow illustrates the perpetual exchange of money, spending, and goods and
services within an economy, showcasing the cyclical transfer of income between businesses
and households. Key components driving this dynamic include entrepreneurial activities,

labor, capital, and land resources.

Let's take a step-by-step approach to comprehending the meaning of these terms and the

overall idea.

Goods and services

Y~ Consumer expenditure

f/ 1111
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N H Wages, rent, dividends
Households \_/ Firms

Facltors for production
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Figurel0.1: Circular Flow of Income Source: Wikipedia

Companies serve as the creators of goods and services, necessitating a diverse array of
both industrial and societal resources to do so effectively.

These production inputs encompass a wide spectrum, ranging from land and labor to
infrastructure like buildings, as well as necessities like supplies and stationery.
Households act as the suppliers of these resources or production elements. In exchange
for monetary compensation such as rent or wages, households provide businesses with
access to land and labor for operational purposes.

The funds directed towards rent, wages, and other expenses originate from businesses
and are subsequently channeled into households.

In order to fulfill their needs and desires, households utilize their earnings from salaries and rent

116



to procure a variety of goods and services.
The currency, having been disbursed by households, circulates back to businesses, there by

concluding the continuous cycle of monetary transactions.

In a Two-Sector Economy

Figure 10.2 depicts the actual flows of resources, goods, and services. Resources like land,
money, and entrepreneurial aptitude go from homes to business firms in the upper loop of
this diagram, as shown by the arrow mark.
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Figure10.2: Circular Flow of Income in a 2-Sector Economy Source: Google Sites

On one hand, cash flows from businesses to households in the form off act or payments
like salaries, rent, interest, and profits. Conversely, in the lower segment of the diagram,
money transitions from households to businesses through consumer expenditure on the
goods and services provided by these businesses. Conversely goods and services
themselves traverse in the opposite direction, moving from firms to households.

Money first flows from businesses to households. Thus, there is a circular flow of in come
or money. Money circulates in a circular pattern forever, week after week and year after
year. The economy runs in this way. However, it should be noted that the magnitude of this

cash flow will only remain constant.

In other words, neither the government receives any money from the people in the form of
taxes nor does it spend any money on the goods and services that businesses generate nor on

the resources and services that households provide.
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Thirdly, the economy neither exports nor imports products or services. In other words, we

should have accounted for the importance of international trade in our research above.

We have already discussed how money moves when a closed economy operates without

deposits and the government's involvement.

The Flow of Income in a Three-Sector Economy:

Like individuals and businesses, the government makes purchases of goods and services.
Government spending can take many forms, such as spending on capital goods and
infrastructure (such as roads, electricity, and communications), products for the military,

public health, and education, and so on.

These increase the cash flows depicted in the Figure, where the box represents the
government. You'll observe that the government's money spent on products and services is

shown as purchases of goods and services from businesses and households.

In other words, neither the government receives any money from the people in the form of
taxes nor does it spend any money on the goods and services that businesses generate nor on

the resources and services that households provide."

"Thirdly, the economy neither exports nor imports products or services. In other words, we

should have accounted for the importance of international trade in our research above."

"We have already discussed how money moves when a closed economy operates without

deposits and the government's involvement.™

The Flow of Income in a Three-Sector Economy:

"Like individuals and businesses, the government makes purchases of goods and services."

"Government spending can take many forms, such as spending on capital goods and

infrastructure (such as roads, electricity, and communications), products for the military,

public health, and education, and so on."
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"These increase the cash flows depicted in the Figure, where the box represents the
government. You'll observe that the government's money spent on products and services is

shown as purchases of goods and services from businesses and households."

Investmeny

Figurel10.3: Circular Flow of Income in 3 Sector Economy Source : Google Sites

Finance for public spending might come from taxes, assets, or borrowing. The figure refers to
the money flow as tax payments from individuals and businesses to the government. All
household tax payments—Iess transfer payments received from the government—are

included in this cash flow. Transfer payments are viewed as taxable benefits.

Borrowing from the financial market is another way to pay for government spending. This is
called government borrowing and can be illustrated by the money flow from the financial
market to the government. Increased credit demand brought on by government borrowing

raises interest rates.

Government borrowing impacts how businesses and people behave through its impact on
interest rates. Businesses view interest rates as the cost of borrowing, and when interest rates
increase due to government borrowing, private investment declines. On the other hand,

families that see the interest rate as a reward for their savings are motivated to save more.

The Flow of Income in a Four-Sector Economy:
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Foreign entities interact with domestic businesses and households via the exchange of goods
and services through exports and imports, as well as through financial activities such as
borrowing and lending in the market. Exports refer to products and services created within

the domestic borders and sold to customers in other countries.

On the other hand, domestic households' purchases of products and services made outside are
called imports. Figure 10.4 depicts additional cash flows in an open economy when there are
also exports and imports. In our research, we assume that only local business entities trade

with foreign nations, resulting in the export and import of products and services.
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Figure10.4 Circular Flow of Income in a Four —Sector Economy Source: Google

Sites

It's confirmed that domestic businesses are investing in imports from foreign countries (the
global market).

Conversely, it's evident that the money flow directed towards domestic exports originates
from foreign nations and is directed to the corporate firms within the domestic economy.
There is a balance between imports and exports.

Generally speaking, imports and exports are not equal.

A surplus occurs when exports are worth more than imports.
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Conversely, a trade deficit arises when a country's purchases are more significant than its
exports.

In an open economy, interactions between nations occur through the borrowing and lending
of funds, or what is sometimes known as the financial market, in addition to the export and

import of products and services.

Summary

In a two-sector economy, there are both households and businesses. The cyclical flow of
revenue depicts the movement of commodities, services, and money between families and
businesses. Households consume the goods and services produced by businesses and are the
owners of the factors of production (such as labor). Businesses use production variables to
create products and services to sell. The movement of goods and services: Businesses create
products and offer consumer services. The flow of money: Families provide businesses with
their inputs for production in exchange for wages, salaries, or profits. These sums are added

to household income.

A three-sector economy consists of the government, businesses, and households. There is a
further flow, including the government, in addition to the flow of products, services, and
money between families and businesses. The government delivers public goods and
services while collecting taxes from individuals and businesses. The movement of products
and services: Businesses create items and services and market them to individuals,

businesses, and the government.

Households, businesses, the government, and the foreign sector comprise a four-sector
economy. The foreign sector represents trade with other nations. There are more flows

involving imports, exports, and foreign investment than previously listed ones.
Merchandise and service flow: Businesses produce goods and services that they then market

to individuals, the public sector, and other countries. Exports are products and services

offered to other nations, whereas imports are products and services received from elsewhere.
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Keywords

Factors of production are the materials needed to produce commodities and services

in a country's economy. They include entrepreneurship, labor, capital, and land.

Revenue: It describes the entire amount of money a company brings via its
operations. It includes earnings from selling products, services, or any other type of

commercial activity.

Taxes: These are compulsory financial fees that the government levies on citizens,
households, and corporations. Taxes are gathered to pay for the government's

provision of public goods and services.

Imports: Imports are products and services obtained from outside and introduced to
the home market. They stand for the influx of commaodities made elsewhere into a

nation.

Exchange rates refer to the values at which one currency can be traded for another.
These rates play a crucial role in global trade and investment activities as they
dictate the relative worth of a currency in comparison to others, thereby influencing

commerce and investment flows on a global scale.

Self-Assessment Questions:

How does the circular flow of income concept illustrate the interdependence

between households and firms in a two-sector economy?

What role does the government play in the circular flow of income in a three-sector

economy?
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How do taxes influence the flow of income in a three-sector economy?

In a four-sector economy, how does the foreign sector impact the circular flow of

income?

What are the main components of the circular flow of income in a two-sector

economy?

How does the flow of goods and services differ between a two-sector and a four-

sector economy?

Can you explain the concept of factors of production and their role in the circular

flow of income?

How do imports and exports affect the circular flow of income in a four-sector

economy?

What are the potential consequences of a trade imbalance on the circular flow of

income in a four-sector economy?

How do exchange rates influence the circular flow of income and international trade

in a four-sector economy?

Case Study:

Think of a two-sector economy with both households and businesses. The
households give their labor to the businesses in exchange for pay. Households use
their income to buy the items and services the businesses generate.
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e John works as a skilled employee for ABC Manufacturing, which makes electronic
products. John has a full-time job and makes $2,500 every month. Direct sales of

ABC Manufacturing's goods to customers, including households, are available.

Questions:

e How does the circular flow of income work in this two-sector economy with John

and ABC Manufacturing as the key players?

e Identify the flows of goods, services, and money in the circular flow of income

between John and ABC Manufacturing in this case study.
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Unit: 11

Analysis of National Income

Certainly! Here's the text separated into paragraphs:

Learning Aims:

1. Recognize what national income is.
2. Get to know its many parts.

3. Recognize the techniques for measuring it.

Organization:

Meaning of National Income:
Diverse Features of National Income
Concepts of National Income,
National Income Measurement,

and Measuring Challenges Synopsis:
Keywords

Self-Evaluation

Case Study

Questions

References

The value of the goods and services a country produces each year is indicated by its national

income. As a result, Infobahn generates all economic activity in a nation that is highly valued

in a year. Value is a vague concept that is frequently used synonymously with national

expenditure, national product, and national dividend. The definition of value helps one to

understand this concept. historical interpretation
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Marshall states that A nation's labor and capital based on its natural resources turn out a set
internet add of tangible and intangible commodities, along with services of all kinds,
annually." This is frequently an annual internet financial gain from a national dividend,

income, or rustic.

The definition that Marshall ordered down has drawn criticism for the reasons listed below.

Because of the variety of product and repair classifications, accurate quotes are difficult to
come by. The value cannot be accurately calculated due to the possibility of a duplicate tally.
For instance, producers supply distributors, wholesalers, retailers, and consumers with

merchandise. Should every movement take into account the artifact, its value will rise.

A further justification could be that a square merchandise measure was developed but not

oversubscribed.

For instance, in a nation like India that is heavily dependent on agriculture, certain
commaodities are produced but either retained for personal use or exchanged for other goods.

Value is therefore likewise undervalued.

Simon Kuznets describes value as "the net output of products and services that flows annually

from a country's production system within the hands of ultimate consumers".

GDP

A gross domestic product is the total value of goods produced and services rendered within a

rural area in a given year.

1. A desire

2. Dispersed Profits

3. Uneven Financial Gains
4. The Direct Tax

5. GDP is also calculated at market costs and outlined at market costs.

The Diverse Aspects of GDP include:
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1. Wages and Salaries

2. Tenancy

3. Dividend

4. The reduction in value

5. Gross Domestic Product GDP

In order to compute GDP, data must be gathered and evaluated from all production activities,
including the contribution of commodities, timber, agricultural products, insurance
companies, transportation, communications, and occupations (such as lawyers, doctors,

teachers, etc.). It also comprises lucrative ventures developed outside the nation.

The four primary components of GNP are as follows:

1. Consumer products and offerings
2. Individual gross domestic profit
3. Items produced or services provided

4. Foreign income. National Income Features

1) One idea in macroeconomics is national income. The entirety or the economy as a whole is
the subject of macroeconomics. Data on national income show the overall economic

performance of a nation throughout time.

2) The idea that national revenue is a flow. National income is the amount of products and
services generated in a nation during a given year. Only genuine products and services made

by manufacturers are included.

3) The monetary value of things is determined by national revenue. Financial terms are
always used to express national income. It only includes the following products and services

that have been traded for cash.
4) Only the cost of finished goods and services is included in national income. To prevent

double counting, while estimating national income, only the final amount is used. Rather than

the value of intermediate items or raw materials, it includes goods and services. For instance,
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sugarcane value is already factored into the price of sugar, thus it is not necessary to take it

into account when estimating sugar production.

5) Net national income: Net national income is the net value of products and services

generated less depreciation from things like capital items' wear and tear from productive use.

6) Net income from overseas is included in national income: Net exports are the net income

from international commerce when evaluating national income. Net profit (R—P) and (X—M).

7) Fiscal Year: Invariably denotes a timeframe, usually a fiscal year. It runs from April 1st to
March 31st in India.

Various Understandings of National Income

The monetary worth of the goods and services generated in a nation in a given year is referred

to as national income. The different ideas around national income are listed below.

The factors of cost and market price are used to calculate GDP, NDP, GNP, and NNP.
Customers pay the price set by the market. Put differently, the market pricing, lower taxes,
and subsidies that producers receive on goods and services are factor costs; the monetary
value of commodities and services represents their worth. Depending on the element of
production, the term "factor of production costs" can also refer to payments made or received
in the form of rent, wages, interest, profits, etc. The sum that the producer (in this situation,
the entrepreneur who is the producer) earns is paid to the producer.

1) Gross National Product (GNP): The total market value of the final products and services
produced in a nation in a given year is represented by GNP. This comprises net income from

abroad and reduction in value.

GNP is equal to C+I+ G +(X-M) +(R-P)
The GDP P, or gross national product, is the total market value of all final goods and services
produced in a nation in a given year. The general market price is referred to as market value.

The fundamental social accounting metric for Gross National Product is GNP.
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GNP MP equals C+G+(X-M)+(R-P).

3) GDP at Factor Cost (GNPFC): The amount of income produced annually by the factors of
production used to produce goods and services is known as GNPFC. Since the consumer's
money is split among the production components, his GNPFC and GNPMP must match. But
in the shape of governmental action The distinction between GNPMP and GNPMP is the
result of the distinction between indirect tax and subsidy. We must account for the effects of
indirect taxes and subsidies from GNPMP in order to arrive to GNPFC.

GNPMP-Indirect Tax + Subsidy=GNPFC

Gross Domestic Product at Market Price (GDPMP): This refers to the entire market value of
finished products and services generated in a nation within a given year. Net income from
overseas is not included in the computation because this is GDP.

GDPMP is equal to C+I1+G+(X—M)orGNPMP, or net income from overseas.

The GDPFC, or gross domestic product at factor cost, measures the entire market value of the

final goods and services produced in a nation in a given year. The significance of the

Indirect taxes and subsidies were changed to move from GDPMP to GDPFC.

C+ I+ G+ (X—M)-Indirect Tax+ Subsidy or = GDPFC GDPMP-Indirect Tax + Subsidy =
GDPFC

6) Net domestic production at market prices (NDPMP): The net market value of all products
and services generated domestically in a given year is NDPMP. This is "domestic" Net
Products and net income from overseas is excluded from the computation. Furthermore,
depreciation is not factored into the NDP MP computation.

Since this is

the "net", the goods and services' market value. GDPMP-Depreciation Expense=NDP MP
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The net market value of products and services produced domestically in a given year is
known as the Domestic Factor Cost Net Domestic Production (NDPFC). It is also known as
"Domestic income" or "domestic factor income." GDPMP will be adjusted to meet NDPFC
by adjusting indirect tax value and subsidies. Furthermore, depreciation is not taken into

account in the NDPFC computation. The price at which products are sold and

8) Gross National Product at Market Prices (NNPMP): NNPMP represents the net market
value of products and services generated in a nation in a given year by its citizens. The
market value of goods and services—the NNPMP calculation—does not account for

depreciation expense. Depreciation can be subtracted from GNPMP to determine NNPMP.

Decryption on GNP equals NNP.

9) Factor Cost Net Domestic Product (NNPFC): NNPFC is the net market value of goods and
services produced annually by a national citizen. Income from factors of production is

included in this.

NNPFP=NNPTAC—Indirect tax plus subsidies

10) National Income at Factor Cost (NIFC): This is the total amount of money resource
providers receive in exchange for their labor, capital, land, and entrepreneurial efforts.
Production capacity for the year. It is the total of income earned and income received for the

inputs used in production.

NNPMP-Indirect Tax+Subsidy or=NIFC NIFC=NNPFC

11) Personal Income: The total amount of money earned and received by all families or
individuals in any given year from all sources is known as personal income. Income earned

but not yet received is income received.

12) Personal disposable income is the amount of income that remains after direct taxes, like

personal income tax, have been paid.
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13) Per Capita: The term "per capita income™ refers to the average yearly income that people
in a particular nation or other geographic area make. It is calculated by dividing the total
revenue of the area by the population. Per capita income is a crucial measure of the financial
well-being and quality of life of the populace. It provides opinions about the distribution of
wealth and income, which helps assess the overall level of prosperity in a nation.
Governments, legislators, and economists commonly use per capita income as a standard
indicator to assess economic growth, income inequality, and development advancement. A
raising of the bar increased purchasing power, and opportunities for personal and societal

development are generally linked to rising per capita income.

Calculating National Income

The entire amount of finished products and services produced each year is known as national
income. It is equivalent to the revenue of the production factors, and it seems that the amount
of money received matches the amount of money spent on goods and services. There are
three methods for determining national income based on this.

1) The aggregate-output approach

This method uses the following to calculate national profits:

1. Add up all of the expenses for the final products and offerings made in certain rural areas.
2. Year-end celebration. Any item or 's product

3. Using several sectors is a contemporary

4. Marketplace charges. The total amount obtained is only GDP.

5. Charges for the marketplace. Market rates are used to calculate NNP, and GNP is
subtracted from depreciation.

6. In order to prevent double counting, this procedure should only take into account the worth
of the finished goods and services. The economist then made two recommendations. A

different technique of measuring national income using the output method.

i) The Final Finance Act

il) Value-Added Act
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i) Final Goods Act: Using solely the value of final goods and services, this method estimates
GDP. Use of raw material and intermediate goods values should be avoided since they double

count.

For instance, if you take the value of the fabric, do not include the value of the raw cotton

because the fabric already has that value.

i) Value Added Method: This approach determines the value added at every stage of

production and adds the values together to get the total value.

Note: Exercise caution while estimating national income using the output approach.

1) The last item and giving costs should be thought of as the easiest way to avoid duplicate

counting.

2) Considerations for self-sustaining goods with farmers' assistance should involve stake
painting. This is the price that is attributed to the produced good. Self-administration is
safeguarded in the benefit of the country.

3) Subsidies provided to aggressive commodities must be brought about using the authorities
to precisely evaluate the benefits of the nation as a whole, and indirect taxes shielded by in-

market charges must be subtracted.

4) When comparing outputs, adjustments made to the charge level between years should be

taken into account.

5) You have to bring the exported products’ value and deduct the port fees.

6) Capital property depreciation must be subtracted.

7) Second-hand purchases and sales shouldn't be included in modern production because they

aren't always necessary.

2) Gross income method
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This approach is sometimes referred to as the issue fee method. In order to receive national
benefits, this strategy employs earnings—including employment, wages, hobbies, and
earnings earned using all men, women, and businesses in the United States at some point
during the year. Total profit made using manufacturing cost components may be the same as

the charge for all forms of the last manufactured good at some point throughout the year.

Prevention: When measuring national income using the Income Act as a guide, keep in mind

the following points.

1) All forms of income transfer or switching claims, including scholarships, endowments,

donations, charities, retirement plans

, pensions, and unemployment benefits, must be disregarded.

2) All unpaid contributions, including those from housewives, kids' teachers, etc., have to be
excluded.

3) Excluding profits from the sale of used items, such as automobiles, homes, etc.

4) The proceeds from the selling of bonds and stocks ought to be set aside. thus their actual

influence on the interests of the nation as a whole has diminished.

5) Since direct taxes are the most straightforward means of exchanging profits, income
received through the use of the government should be disregarded.

6) Public enterprises (including water), government property earnings, and corporate

undistributed revenues need to be safeguarded.

7) It is necessary to safeguard the imputed manufacturing expenses that are saved for

personal use as well as the imputed rent for owner-occupied homes.
3) Total spending method: National profits are defined as the total of all expenditures made

on goods and commaodities generated at any given time during the year under the Expenditure
Act. The majority of the entire amount of products and services is used by governments,
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corporations, and households. Sun-sold goods are kept by the producer as stock or inventory.
Thus, it is presumed that producers buy them. The entire amount spent by households,
companies, and the government gives us the national income. Add up all of your expenses,

making sure to include:

1) Spending on personal consumption. Spending on consumer goods and services is what this

is.(c)

2) Total Private Investment in the Nation(l). This covers the cost of capital goods purchased

by businesses, such as furniture, machinery, and equipment.

3) Purchases of products and services by the government. (G)

4) Net Foreign Investment: This figure is the sum of export and import expenses. (E) Note:

Using the Expenditures Act as a basis for national income estimation

E is equal to X—M +(R-P).

Current Gross National Spending = C+1+ G +E

We refer to this as gross national income. By subtracting depreciation from the resulting

gross national expenditure, we can obtain net national income.

Gross National Expenditure—Depreciation=Net National Income The following safety

measures need to be followed:

1) It is best to forgo spending on any intermediary items and services. Steer clear of double

counting.

2) Spending on used goods should be disregarded. It doesn't happen in items that are made

right now.

3) It is best to disregard unemployment benefits, old age pensions, and scholarships.
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4) The amounts spent on buying financial assets like stocks, bonds, and corporate bonds;

these transactions go outside the flow of products and shouldn't be included.

5) Indirect taxes have to be withheld.

6) Needs to account for final goods and services expenses.

7) Has to contain subsidies.

Challenges with Measuring

Measuring a nation's economic activity in order to calculate national revenue is difficult.
Measuring national income is a crucial indicator of a nation's economic performance, but it is

not without its challenges.

1. It is difficult to accurately account for all economic activity that occurs within an economy.
Not all economic activity can be observed or documented, especially in the shadow or
informal sector. Bartering, unlawful operations, and unreported labor are some of the
practices that make it difficult to accurately evaluate national income. It's possible to

overstate or understate a country's actual economic output.

2. Determining the worth of non-market operations presents another challenge. National
income calculations typically focus on market exchanges and ignore important non-market
activities including domestic production, volunteer work, and unpaid caregiving.
Measurement and inclusion of these activities in national income estimates can be difficult,

despite their importance to society's general well-being.

3. In addition, the accuracy of national income projections may be impacted by changes in
industrial processes, economic structure, and technological advancements. Certain sectors
and industries may disappear, while others may expand. It may be difficult to establish
standardized practices and accurately portray the changing economic landscape as a result of

these changes.
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4. The measurement of national income is made more difficult by global trade. Correctly

recording imports, exports, and their value-added has

become more significant as a result of cross-border exchanges and globalization. The
complexity of international supply chains, tax havens, and transfer pricing may need the

estimation of national revenue to be supported.

5. In addition, because of price variations and inflation, it is challenging to compare national
income across time. It's important to translate nominal values into real terms in order to
account for price variations. Thus, the requirement for current and reliable pricing indices.
Making precise and comprehensive price indices that capture the changing composition of
goods and services in an economy can be difficult, though.

6. Finally, but just as importantly, a range of statistical presumptions and data sources are
needed to estimate national income. It can be challenging and resource-intensive to get
precise and timely data from a variety of industries, including manufacturing, services,
finance, and agriculture. Due to errors or omissions in data collection, estimation, or

reporting, the estimate of national income may need to be more precisely determined.

Summary

% The Gross Domestic Product (GDP) is the total amount of goods and services generated
inside a country's borders over a specific time period, independent of ownership.

% Gross National Product (GNP) is a measure of the total value of products and services
produced in a country during a specific period of time, both within and outside the country.

% Net National Product (NNP) is the amount of goods and services generated by the people
of a country after depreciation (wear and tear) of capital goods is taken into account.

++ Per capita income is calculated by dividing the total money generated by the population of

a certain geographic area to find the average income earned by its residents.
% Transactions in the underground economy and the informal sector are difficult to

document, which could lead to an understatement or misrepresentation of the country's

income.
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% Household production, volunteerism, and unpaid caregiving are difficult to measure and
account for in estimates of national income. Because of changes in industrial methods,
economic structure, and technology, it can be challenging to measure national income

accurately.

Keywords

1. Economic growth: It defines the rise in a country's output of goods and services over time,
signaling growth and expansion.

2. Income Inequality: Metrics such as the Gini coefficient are commonly used to measure
income inequality, which is the unequal distribution of income among individuals or
households within a society.

3. Purchasing Power: The ability of an individual or household to make purchases with their
income is known as purchasing power, and it indicates the value of money in terms of what it
can buy.

4. National Accounts: A nation's national accounts, which are comprehensive records and
summaries of economic transactions and activities, serve as the basis for calculating and
analyzing national income and economic indicators.

5. Economic indicators: These are measurements based on statistics that are used to assess
and monitor an economy's performance and trends. They provide data on various topics,

including trade, inflation, employment, and economic conditions.

Self-Evaluation Questions

1. How does income disparity affect an economy and what does it entail? Talk about the
metrics used to evaluate income disparity and the effects it has on both social and
economic fronts.

2. What is the impact of electricity purchases on consumer behavior and economic
trends? Talk about the variables that affect purchasing power and the importance of
purchasing power in economic research.

3. Explain and define the meaning of national accounts. Talk about the elements of
national accounts and how they are used to calculate and analyze national income.

4. What are economic indicators, and how significant are they for evaluating the state of

an economy? Talk about the various kinds of economic indicators and their application
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in making decisions.
5. How does commerce abroad affect the GDP of a country? Talk about the difficulties in
determining the economic impact of foreign trade on a nation.
Case Study

Government Spending and GDP Growth

To improve the nation's transportation network and promote economic expansion, the
government of Country X carried out a number of infrastructure development initiatives.
Over a two-year period, significant money was invested in the construction of new public
transportation networks, bridges, and highways. Billions of dollars were invested in these

government initiatives.

The GDP growth rate of Country X was considerably accelerated by these infrastructure
improvements. The increased demand for building services resulted in greater options to
generate cash and jobs. Because it made it easier for people to transfer goods and people, the
development of the transportation system encouraged trade and raised economic output.
Additionally, the multiplier effect of government investment stimulated other economic
sectors, such as manufacturing and services, as the increased demand for building supplies

and related services cascaded through the supply chain.

Questions

1. What is the relationship between government spending on infrastructure development
and GDP growth? Talk about the ways in which these investments promote economic
growth.

2. Which other economic sectors, outside the construction industry, stand to gain from
government spending on infrastructure projects? Describe the possible multiplier
effect's impact in boosting economic activity as well as its potential ripple
consequences.
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Theory of Trade Cycle
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1. Know about the concept of the trade cycle
2. Know about its phases

3. Understand ways to control it
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Summary
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A Trade cycle is the natural expansion and contraction of economic growth that occurs in a
country over a period of time. This is also known as the economic cycle or business cycle.
It starts and ends with a country's Gross Domestic Product (GDP) rising and falling. Trade
cycles can also determine the rise and fall of economic activity and stock prices.
Understanding how the trade cycle works is crucial for business, financial, and economic
professionals. Knowing where in the process the economy is currently, you can make more
informed strategic decisions. Investors invest during expansion phases but often need to be
more confident and inflate prices during peak phases. Investors stop buying and start selling
during recessions and depressions, and prices fall. Investors can determine which assets
perform well at different points in the economic cycle, allowing them to make more

informed financial decisions.

Phases of a Trade Cycle

A trade cycle can be as short as a few days or as long as a few years. The time it takes to

complete all five stages of a trading cycle is the duration of the trading cycle.

1. Expansion

The expansion stage is always the first stage of a trading cycle. At this stage, positive
economic indicators such as income, employment, demand, supply, and profit growth may
exist. As businesses grow, the frequency of investments increases, and businesses and

individuals repay their loans on time.

2. Peak

The trade cycle peaks when the economy becomes saturated and unsustainable. Wages,
employment rates, and costs of products and services are at their highest level. Many
businesses and people review their budgets at this stage in anticipation of lower economic

activity.
3. Contraction

A contraction in the economy at the end of the peak season could reverse the pattern of

economic growth. The contraction has two stages.
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4. Recession

We enter a recession when economic expansion ends and economic activity slows down. It
continues until GDP reaches the starting point of the expansion phase. Demand may drop
almost immediately during a recession, but producers may only adjust output once market
supply is higher.

The recession phase begins when GDP falls below pre-expansion levels or steady growth
lines. Unemployment can skyrocket, and economic development slows down. The recession
will last until the economy stops going down. When the recession reaches its lowest point,
the trade cycle enters the trough phase. During this time, the country may experience

negative economic growth. Demand and supply can be as low as possible.

5. Recovery

The recovery phase begins when an economy's GDP reaches the lowest point. The economy
may pick up, and the unfavourable trend may reverse. The recovery period will last until the
economy's growth rate recovers. The current trading cycle ends when this point is reached,

and a new trading cycle begins when the expansion phase is entered.

Factors Affecting Trade Cycles

Various factors can trigger the trading cycle, from technological advancements to
geopolitical conditions. The most important factor is aggregate demand and supply within
the economy. Economists estimate the total spending of individuals and businesses.

Shrinkage may occur if demand declines. Increased demand can lead to business expansion.
Difference Between a Trade Cycle and a Market Cycle

A trading cycle is not the same as a market cycle. Market cycles are related to different
stages of development and decline of the stock market, while the economy as a whole is
related to trading cycles. A bear market occurs when investors liquidate their holdings
during the contraction phase of the cycle and stock prices fall. During an economic

expansion, investors buy and stock prices rise.

How Long Does the Economic Cycle Last?
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There is no set time frame for the trading cycle. Trading cycles can be short, lasting only a

few months, or long, lasting several years. Diastole is longer than systole but can vary.

How Do You Measure Business Cycle Volume?

Below are the parameters and metrics that can be used to measure business cycle volume.

Business Cycle Timing

Economic research and analysis can be used to determine when the trading cycle begins and
ends. In most cases, the dates of each phase of the economic cycle become identifiable
months or even years after the event. Overall, economic expansions are likely to last longer

than recessions.

Severe Business Cycle
Economists measure the stages of recession and expansion separately to indicate the
severity of the trade cycle. The three indicators that determine the severity of a recession

stage are:

1. Depth: How intense is the recession phase?

2. Diffusion: How widespread is the recession in your economy?

3. Duration: How long is the recession?

To assess the severity of the expansion phase, the economist uses three types of indicators:
1. Pronunciation: Is the expansion phase obvious or important?

2. Deployment: What percentage of the economy has reached the expansion stage?

3. Perpetual: Is the expansion phase taking longer than usual?

Controlling Trade Cycles

For policymakers and central banks, managing trade cycles—also known as business

cycles—can be difficult. Trade cycles are difficult several strategies that can be used to

lessen their negative effects and advance economic stability. Here are a few ways that are
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frequently used to manage trading cycles:

1. Monetary Policy
Central banks play a significant part in controlling trade cycles through monetary policy

tools. The principal tool is interest rate manipulation:

1. Expansionary Monetary Policy: Central banks can adopt the expansionary monetary
policy by lowering interest rates during economic downturns or recessions. Lower interest
rates increase investment and borrowing, boosting the economy and raising total demand.

2. Contractionary Monetary Policy: Central banks may implement a contractionary
monetary policy to reduce inflationary pressures during growth. This entails raising interest

rates to slow down investment and borrowing and keep the economy from overheating.

2. Fiscal Policy
Governmental fiscal policies can significantly influence the management of trade cycles.
Government expenditure and taxation are used as fiscal measures to help the economy:

1. Expansionary Fiscal Policy: Governments can pursue expansionary fiscal policies by
raising expenditures or lowering taxes during recessions or contractions. Increasing public
spending boosts demand, generates employment, and promotes economic expansion.

2. Contractionary Fiscal Policy: Governments may use contractionary fiscal policies when
the economy is overheated or facing high inflation. The government may need to cut

spending or raise taxes to decrease aggregate demand and avoid inflationary pressures.

3. Counter-Cyclical Policies
By acting in a way that is inconsistent with the state of the economy, counter-cyclical

policies seek to lessen the effects of trade cycles:

1. Automatic Stabilisers (A.S.)- Automatic stabilisers are pre-installed economic elements
that react to the economy's state. Some examples include progressive income taxation,
unemployment insurance, and welfare policies. Through support during recessions and
restraint of overly rapid growth during expansions, these mechanisms assist in stabilising
aggregate demand.

2. Discretionary Policies: These include purposeful government actions to thwart trade
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cycles in addition to automatic stabilisers. Governments may, for instance, adopt
infrastructure projects, industry-specific subsidies, or targeted investment programs during

downturns to stimulate economic activity.

4. Prudential Regulation

Prudent risk-taking and speculative behaviour, which can fuel market cycles, can be
avoided by implementing and enforcing efficient prudential legislation and oversight in the
financial industry. This entails monitoring and regulating banks, financial institutions, and

markets to preserve stability and prevent systemic risks.

5. International Cooperation

International cooperation is essential for addressing the effects of trade cycles, given their
global dimension. Governments and central banks working together can assist in
coordinating policies, correct global imbalances, and lessen the impact of cross-border trade

cycles.

Summary

The business cycle hypothesis, commonly referred to as the theory of trade cycles,
aims to explain the changes in economic activity that have been noticed over time.
Trade cycles are the cyclical patterns of growth and contraction in the production,
employment, investment, and consumption of goods and services.

Several variables, including monetary policy, fiscal policy, external shocks,
technological advancements, and market forces, have an impact on trade cycles.

For policymakers, economists, and businesses, an understanding of trade cycles is
essential because it offers insights into macroeconomic dynamics, aids in planning
and decision-making, and directs the creation of suitable policies.

The expansion phase is a time of expanding economic activity characterised by
consumer spending, manufacturing, and employment increases.

Increased company investment, consumer confidence, cheap interest rates, and
supportive government policies are all factors that contribute to expansion.

Within the trade cycle, the peak period is where economic growth is at its maximum.
Overconfidence, speculative investment, and capacity limitations can influence the

peak phase.
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Following the peak, the contraction phase, commonly called the recession or
downturn, is characterised by a fall in economic activity.

Reduced consumer spending, diminishing company investment, and lowered
economic confidence are all factors that contribute to the contraction phase.
Discretionary measures can be put in place to combat trade cycles, such as targeted
investment plans and infrastructure initiatives.

Implementing counter-cyclical policies entails making decisions that go against the
direction of the current economic circumstances.

Coordinated measures can resolve global imbalances, stop chain reactions, and

advance economic stability.

Keywords

1. Trade Cycle: This term describes cyclical changes in economic activity that alternate
between periods of expansion and decline.

2. Expansion Phase: It is a time of escalating economic activity, as seen by increased
output, employment, and consumer expenditure.

3. Contraction Phase: Also referred to as a recession or downturn, it is a stage of
diminishing economic activity that is characterised by lower consumer spending, lower
company investment, and lower levels of economic confidence.

4. Monetary Policies: A central bank must manage the money supply and interest rates to
impact economic activity and regulate inflation. This is known as monetary policy.

5. Fiscal Policy: Uses government spending and taxation to shape the economy, control

market turbulence, and encourage long-term economic growth.

Self-Assessment Questions

1. What is a trade cycle, and why is it important to understand in economics?

2. Describe the phases of a trade cycle and the key characteristics of each phase.

3. What factors contribute to the expansion phase of a trade cycle? How does it impact
businesses?

4. What are the potential consequences of the peak phase in a trade cycle? How can
businesses prepare for it?

5. Explain the factors that contribute to the contraction phase of a trade cycle. How can
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businesses navigate this phase successfully?

6. What are the challenges businesses face during the trough phase of a trade cycle? How
can they cope with the economic downturn?

7. How does monetary policy play a role in controlling trade cycles? Provide examples of
expansionary and contractionary monetary policy measures.

8. Discuss the role of fiscal policy in managing trade cycles. How can expansionary and
contractionary fiscal policies influence the economy?

9. What are counter-cyclical policies, and how do they help mitigate the impact of trade
cycles? Provide examples of automatic stabilisers and discretionary policies.

10. How can prudential regulation and supervision in the financial sector contribute to

controlling trade cycles and promoting economic stability?

Case Study

ABC Motors is a well-known automaker that manufactures and markets vehicles

worldwide. Let's look at how the company's operations are impacted by trade cycles.

In a phase of expansion:

Due to rising customer confidence and disposable income, ABC Motors sees a spike in
vehicle demand. The corporation invests in increasing its production capacity, hiring more
people, and launching new automobile models. As the market experiences a boom, sales

and profits surge, resulting in strong expansion for ABC Motors.

In a contraction phase:

Due to the uncertain economy, rising unemployment rates, and decreased consumer
spending, the automotive industry sees a demand reduction. Automobile sales are declining,
which causes ABC Motors to have too much inventory and earn less money. To deal with
the recession, the business may employ cost-cutting strategies, such as lowering production,

firing employees, and deferring capital investments.

Questions

1. How does the expansion phase of the trade cycle impact ABC Motors? Discuss the

specific factors contributing to the company's success during this phase.
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2. Analyse the potential strategies that ABC Motors can employ during a contraction phase

to maintain financial stability and emerge stronger when the cycle turns positive again.
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3. Learn about the theory of income
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First-Class Macroeconomics

A tenet of classical economics was the economy's full employment. For them, doing a full-
time job was the standard, and anything less was seen as strange. According to Pigou, the
economy tends to provide on its own. Full employment occurs in the labor market when the
supply and demand of labor are equal. Unemployment is caused by the pay structure's
rigidity and interventions that impede the free market system, including minimum wage and
trade union rules. When everyone wants to work at the current wage rate, full employment
is said to exist. Those who are unable to find employment at the going rate are not classified

as unemployed since they voluntarily choose to be unemployed. Once it's full employment,

Presumptions

The baseline assumptions of the classical theory of output and employment are as follows:

. It is absurd to have full employment without inflation.

. There is little government involvement in the laissez-faire economy.

. The economy is closed since there is no foreign trade.

. The markets for labor and products are perfectly competitive.

. The workforce is unified.

. The allocation of economic output is between investments and consumer spending.
. Money is given in the designated quantity and is utilized as payment only.

. All prices and wages are negotiable.
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. Every market participant has full awareness.

10. Wages and real earnings are inversely correlated.

11. The automated investment of savings and the rate of return guarantee parity between the
two.

12. Capital stock and technical know-how are given.

13. The industrial process is prone to decreasing returns.

14. The long term is assumed.
Some workers might be required to resign if there is widespread overproduction in the

economy. In the short term, unemployment becomes an issue for the economy. When the
supply and demand for goods are equal, the economy will naturally trend towards full
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employment over time. When a manufacturer creates products and pays workers, the
workers then purchase those products from the market. So, simply providing (creating)
commodities presupposes that there is a market for them. In this manner, supply generates

demand on its own.

Determination of Output and Employment

According to the traditional view, the production function, the demand for labour, and the
availability of labour in the economy all influence output and employment. An exact
relationship between total output and employment, or the number of workers, exists given
the capital stock, technical know-how, and other parameters. This is demonstrated by the
production function that follows: Total production (Q) is a function of capital stock (K),
technical know-how (T), and the number of workers (N) in the formula \(Q = f(K, T, N)\).

The production function changes to \(Q = f(AO)\) when K and T are known, demonstrating
that output is a function of the number of employees. The number of workers has a growing
impact on output, which rises as labour employment does. However, when employment

increases, diminishing marginal returns to labour begin.

Q=/N)

.

Output

v

0 N, N, N,
Employment
Figurel3.1:ChangesinProductionFunction

Classical Production Function and Employment Levels
Figure 13.1 illustrates this, with the production function represented by the curve \( Q = f(N)

\). The total output \( OQ_1\) corresponds to the level of full employment \( NF \). However,
the increase in output \( Q_1Q_2) is less than the increase in employment \( N_1N_2\) when
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more workers \( N_FN_2\) are employed over the level of output \( OQ_1\) that represents

full employment.

Say’s Law

An economic principle known as Say's Law of Market, named after the French economist
Jean-Baptiste Say, asserts that "supply creates its demand.” According to this theory, the
demand for additional products and services is increased due to income creation through

producing and selling goods and services.

Say's Law states that the creation of goods and services creates income for everyone
participating in the manufacturing process. They can consume products and services thanks to
this income, which increases market demand. In other words, people communicate their desire
for additional products and services through the money they generate. Say's Law contests the
notion that an overall excess of products produced or available in the market exists. It implies
that there will always be a commensurate demand for products and services as long as
production happens and money is made. This perspective differs from the persistent lack of

demand or a "glut" of unsold goods, a common worry during economic downturns.

Say's Law further emphasizes the significance of production as the main engine of economic
expansion. It implies that a functioning economy depends on the ongoing production and

exchange of goods and services, stimulating demand, employment, and income.

Labor-Market Balance

The supply and demand of labor affect each other, determining production and employment
levels in the labor market. Traditional economics holds that the demand for labor is
determined by the actual pay rate: \( DN \) is for labor demand, \( W\) is for pay rate, and \( P

\) is for

price level. The formula for labor demand is \( DN = f(W/P) \), where the wage rate \( (W) \) is
divided by the price level \( (P) \) to get the actual wage rate.
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Figure 13.2's downward-sloping \( DN \) curve shows how the real wage rate has a

diminishing impact on the demand for labor. Lowering the real wage rate will allow

employers to hire more people.
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Figure13.2: Labour Market Equilibrium

Real Pay Rate and Labor Supply

The real pay rate also affects the labor supply, as shown by the equation \( S_N = f(W/P) \),
where \( S_N\) is the labor supply. The upward-sloping \( S_N \) curve in Figure 13.2
demonstrates that it is an increasing function of the actual wage rate. More workers can be

employed by raising the actual wage rate.

The full employment level \( NF \) is established at the equilibrium real wage rate \( W/P_0
\), where the \( D_N \) and \( S_N \) curves connect at point \( E \). If the wage rate
increases from \( W/P_0\) to \( W/P_1), the labor supply will exceed the demand by \( ds

).

Given the current \( W/P_1 \) wage rate, \( ds \) employees will be forced into
unemployment due to a gap between the supply and demand of labor \( (W/P_1 - d) \).
Because of the competition for jobs, people will be open to accepting lower pay rates. As a

result, the pay rate will decrease from \( W/P_1\) to \( W/P_0\).

The equilibrium point \( E \) and the full employment level \( N_r \) will be restored due to
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a decline in labor supply and increased labor demand. On the other hand, if the wage rate
decreases from \( W/P_0\) to \( W/P_2\), there will be greater demand for labor \( (W/P_2
- d_1)\) than supply \( (W/P_2 - s_1)\). The wage rate will increase from \( W/P_2\) to \(
W/P_0\) due to employer competition for workers, restoring the equilibrium point \( E \)

and the full employment level \( NF\).

Wage-Price Flexibility

According to the conventional school of economics, there was always full employment in
the economy. In the event of unemployment, a universal pay cut would result in full
employment in the economy. The premise of this argument is that there is a direct and
proportionate relationship between real earnings and money wages. Reduced wages lead to
lower manufacturing costs and, consequently, cheaper product prices. Reducing prices will
raise the demand for the products, hence increasing sales. Rising sales require more labor,

which will eventually lead to full employment.

Goods Market Equilibrium

When saving and investing are equal, the product market is in balance. At that point, total
supply and demand are equal, and full employment is the state of the economy. The
classicists believe that what is not spent is automatically invested. Savings must therefore
equal investment. If there is a difference between the two, the interest rate mechanism
ensures that equality is maintained. They believe that the interest rate controls both
investing and saving. The classicists view interest as a benefit of saving money. People save
more money and make fewer investments when interest rates are higher. On the other hand,
a lower interest rate results in stronger demand for investment capital and less saving.
Interest rates will increase if investment outpaces saving at any particular time (Investment

> Saving).
Money Market Equilibrium
The Quantity Theory of Money, which argues that the economy's general price level \( (P) \)

depends on the supply of money \( (M) \), is the foundation of the money market
equilibrium in classical theory.
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The formula is \( MV = PT \), where \( M \) = Money Supply, \( V \) = Money Circulation
Velocity, \( P'\) = Price Level, and \( T \) = Transaction VVolume or Total Output.

According to the equation, the total amount of money in circulation \( (MV) \) equals the
total amount of economic production \( (PT) \). A change in the money supply \( (M) \)
results in a corresponding price level \( (P) \) change, presuming \( V \) and \( T \) are
constant. As a result, the money supply determines the price level: \( P = f(M) \).

Figure 13.3, which places the price level on the horizontal axis and the total output on the
vertical axis, shows the relationship between the amount of money, total output, and price
level. The money supply curve, or \( MV \), is shaped like a rectangular hyperbola. All points
along this curve satisfy the equation \( MV = PT \). Point \( M \) on the \( MV \) curve
illustrates that given the output level \( OQ \), there would only be one price level \( OP \)
consistent with the amount of money. The \( MV \) curve will change to the \( M_1V \) curve

as the amount of money increases.
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Figurel3.3: Market Equilibrium

Theory of Income

The classical economic theory of income, commonly referred to as the classical income
theory, is a key idea in macroeconomics that aims to explain how the national income of an
economy is determined. This theory is the cornerstone of traditional macroeconomic
philosophy, developed by classical economists, including Adam Smith, David Ricardo, and
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John Stuart Mill, in the late 18th and early 19th centuries.

According to classical income theory, the supply side of the economy, namely the inputs of
production—Iand, labour, and capital—determines the level of national income in an

economy. The following fundamental ideas support the traditional view of income:

1. Factors of Production: According to classical economics, an economy's primary sources
of income are its factors of production. Rent is provided by land, salaries are paid by labour,
and profits are produced by capital (such as machinery and equipment). These elements

support the total creation of goods and services, which results in revenue.

2. The Law of Diminishing Returns: The law of diminishing returns states that as more
units of a variable input, such as labour, are added to a fixed amount of other inputs, such as
land or capital, the variable input's marginal productivity eventually decreases. According
to this theory, increasing the amount of a given factor of production can only increase
output by a certain amount.

3. Wages and Profits: According to the traditional income theory, the combination of labour
supply and demand determines wages and profits. While productivity and labour supply
impact wage rates, profits are defined as the remaining money after all expenditures,

including wages, are removed from total revenue.

4. Say's Law: The theory of income is strongly tied to Say's Law of Market, a foundational
principle of traditional economic theory. According to Say's Law, supply generates demand
independently, stimulating demand for additional goods and services. It is thought that the
interaction of supply and demand, driven by production and income, ensures the full output

is sold and prevents overproduction or under consumption in the economy.

5. Laissez-faire and Market Mechanisms: Classical economists stressed the value of
unrestricted markets and little government interference in economic issues. They held that
free market forces would produce the best results in generating money, allocating resources,
and fostering economic progress. According to classical doctrine, government interference

should be restricted to the defense of property rights and the provision of public goods.

156



Summary

- Classical Macroeconomics: Developed in the late 18th and early 19th centuries, focusing
on output, income, and full employment.

- Factors of Production: Land, labour, and capital determine the amount of output and
wealth in an economy.

- Law of Diminishing Returns Marginal productivity of variable inputs decreases with
increasing input units.

- Wages and Profits: Determined by labour supply and demand interactions; wages
influenced by productivity and skill, profits are the residual income.

- Say's Law of Market: Supply creates its own demand, preventing overproduction and
under consumption.

- Market Mechanism: Ensures full employment as wages and prices adjust to balance
supply and demand.

- Laissez-faire Philosophy: Minimal government intervention in economic matters, focusing
on property rights and public goods.

- Criticisms: Classical theory has been challenged by Keynesian economics, emphasizing
aggregate demand and the possibility of persistent unemployment.

- Influence: Classical macroeconomics continues to impact the understanding of output,

income, and market mechanisms.

Keywords

1. Factors of Production Resources or inputs used in the production process, such as land,
labour, and capital.

2. Law of Diminishing Returns: The marginal productivity of a variable input decreases as
more units are added to a fixed amount of other inputs.

3. Say’s Law: Supply drives demand; production of goods and services generates income,
increasing demand for additional goods and services.

4. Full Employment: When everyone who wants a job and is qualified can find one.

5. Laissez-faire: An economic policy stance supporting minimal government involvement

in economic activities.
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Self-Assessment Questions

1. What are the three factors of production according to classical macroeconomics?

2. How does the law of diminishing returns relate to the production process?

3. Explain the concept of Say's Law and its implications for determining output and income.
4. How does the classical theory of income address the relationship between wages and
profits?

5. According to classical macroeconomics, what role does the market mechanism play in
achieving full employment?

6. Discuss the concept of full employment and its significance in classical economic
thought.

7. How does the classical theory of output and income differ from Keynesian economics?

8. What are the key criticisms of the classical theory of output and employment?

9. Explain the concept of laissez-faire and its importance in classical macroeconomics.

10. How has the understanding of factors influencing output, income, and employment

evolved since the development of classical macroeconomics?

Case Study

Scenario: The government of Country X decided to run its economy strictly laissez-faire,
drawing on classical economic theory. They held that the best outcomes, including full
employment, would result from limited government involvement and reliance on market
forces. However, in contrast to what was predicted by classical theory, the nation began to
experience a protracted period of high unemployment.

Questions

1. Analyze the situation in Country X using the classical theory of employment. How does
the theory explain the presence of persistent unemployment despite the laissez-faire
approach?

2. Evaluate the limitations of the classical theory of employment in explaining the high
unemployment in Country X. What alternative economic theories or approaches could
provide a more comprehensive understanding of the unemployment situation and potential

policy solutions?

158



References

1. Managerial Economics; G Geetika, Piyali Ghosh, Purba Choudhury; Tata McGraw-Hill
Companies; New Delhi.

2. Managerial Economics; D.N. Dwivedi; Vikas Publishing House Pvt Ltd.

3. Samuelson Paul and William D. Nordhaus, Economics, McGraw Hill, New York, 2001.
4. Salvator, Dominick, Managerial Economics, McGraw-Hill Book Company.

5. Lipsey & Chrystal, Economics, Indian Edition, Oxford University Press.

6. Froyen Richard T, Macroeconomics Theories and Policies, Pearson Education, New Delhi.

159



Unit:14

Keynesian Macroeconomics Learning Objectives:
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Keynesian Economics

Keynesian economics is a macroeconomic theory that analyses the aggregate spending in
the economy and its impact on production, employment, and inflation. The Great
Depression was elucidated by the British economist John Maynard Keynes during the
1930s.

The core principle of Keynesian economics posits that government intervention can lead to
economic stabilisation. Keynes' theory was the pioneering work that effectively
differentiated the analysis of individual motivations and economic conduct from the
examination of broader aggregate variables and constructs. The dominant classical
economic theory, which maintained that market forces would inevitably bring economies to
full employment and equilibrium, was substantially contested by Keynesian
macroeconomics. Contrary to the classical view of self-adjusting markets, Keynes claimed
that the economy could undergo extended periods of unemployment and under utilisation of
resources. In addition to highlighting the necessity of government involvement to maintain
economic stability during periods of recession or depression, he resized the significance of
aggregate demand in generating economic activity.

Critique of Classical Theory and Emergence of Keynesian Theory

To explain and confront the Great Depression, the classical economic theory fell short, and
Keynesian macroeconomics was born as a direct result. Two classical economists, Adam
Smith and David Ricardo, held that free markets are efficient and self-regulatory. They
claimed that markets would adjust independently to guarantee full employment and

economic balance.

Keynes opposed this viewpoint and advanced the challenges of traditional economic theory.
He contended that there was no automatic mechanism to restore full employment without
sufficient aggregate demand, and markets may remain in a prolonged condition of
unemployment. He emphasised uncertainty and expectations in economic decision-making,
which could result in changes in investment and consumption patterns and worsen economic

instability.
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Keynes created a new paradigm for comprehending macroeconomic dynamics in response
to these concerns. He emphasised the significance of total demand, which includes net
exports, consumption, investment, and government spending. Keynes contended that
modifications to these factors might cause variations in aggregate demand, resulting in
either economic expansions or contractions. In addition, he supported aggressive
government intervention through monetary and fiscal measures to maintain financial

stability during times of recession or depression.

Aggregate Demand and Expenditure

In Keynesian macroeconomics, aggregate demand and aggregate spending are vital ideas.
Both terms refer to overall economic spending, while aggregate expenditure focuses on the
factors influencing aggregate demand. Understanding these ideas is essential for examining

how an economy's output, income, and employment are determined.

Aggregate demand

Aggregate demand refers to the total quantity of goods and services that individuals,
businesses, the government, and foreign purchasers are willing and capable of purchasing at
a given price level and during a specified period of time. The total of consumption (C),

investment (1), government expenditure (G), and net exports (NX) constitutes this value.

1. Consumption (C): Household expenditure on goods and services is called consumption.
Wealth, interest rates, disposable income, and consumer confidence impact it. According to
Keynes, consumption and income are positively correlated. Still, people only tend to spend a
small portion of their new money, or what is known as their marginal propensity to consume
(MPC). The marginal propensity to consume (MPC) measures how much additional money
is spent on consumption, whereas the marginal propensity to save (MPS) measures how

much is saved.

2. Investment (I): Investments are purchases made by companies of capital assets like
machinery, equipment, and buildings to boost output and potential profitability. Interest

rates, corporate expectations, technical developments, and governmental policies are some
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of the variables that affect investment. Keynes regarded investment as a major driver of

aggregate demand and acknowledged its significance in promoting economic expansion.

3. Government Spending (G): Spending by the government on goods and services, such as
infrastructure, defence, healthcare, and education, is referred to as government spending.
During times of recession or depression, Keynes said, government spending can be utilised
as a tool to stabilise the economy. Government expenditure growth increases aggregate

demand which raises output, income, and employment.

4. Net Exports (NX): Net exports are the sum of a nation's exports minus imports. A trade
surplus occurs when exports are higher than imports, which helps to boost overall demand.
Conversely, a trade deficit results from increased importance over exports, reducing
aggregate demand. Charges in currency rates, general economic conditions, and trade policy
all impact net exports.

Aggregate Expenditure

"Aggregate expenditure” refers mainly to the total amount an economy spends on final
products and services. It includes net exports (NX), government spending (G), investment
(1), and consumption (C). The economy's overall output, income, and employment level are

determined by aggregate expenditure.

**Determination of Output, Income, and Employment**

According to Keynesian macroeconomics, aggregate demand and its interaction with
aggregate supply are central to determining production, income, and employment.
Analyzing the total level of economic activity and the variables that affect it requires

understanding this relationship.

Aggregate Supply and Demand
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Aggregate supply refers to the overall amount of goods and services produced, whereas
aggregate demand refers to the total amount of money spent on goods and services in the
economy. The point where aggregate supply and demand converge determines the

equilibrium level of output, income, and employment.

- When total demand outpaces total supply, businesses often boost production to keep up
with the increased demand. As a result, output, income, and employment all rise.
- In contrast, businesses may cut back on production if total demand is lower than total

supply, resulting in a drop in output, income, and employment.

According to Keynes, the intersection of total expenditure and total production determines
the level of output and employment. When total spending exceeds total production, there is
a tendency for output and employment to increase as businesses ramp up production to
satisfy the increased demand. In contrast, output and employment will decrease as
companies cut production and lay off employees if the total expenditure exceeds the total

output.

The Cross-Keynesian Model

The Keynesian Cross model is a graphical illustration that clarifies how output, income, and
employment are determined. It demonstrates the connection between total spending and

production.

- The horizontal axis in the Keynesian Cross model indicates production or revenue, while
the vertical axis represents total expenditure.

- The graph's 45-degree line indicates the amount of output at which total spending and
income are equal.

- The slope of the line shows the marginal propensity to consume (MPC) and the marginal
propensity to save (MPS).

- The point where the 45-degree line and the aggregate expenditure line converge denotes

the equilibrium level of output, income, and employment.
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The Multiplier Effect

A fundamental idea in Keynesian economics is the multiplier effect. The notion that changes
in autonomous expenditure, such as investment or government spending, can significantly

impact aggregate demand and, as a result, on output, income, and employment is discussed.

- Increases in autonomous expenditure, such as those made by the government, cause the

aggregate demand to rise initially.

- Production and income rise as a result of this growth in aggregate demand.

- A portion of an increase in income is typically spent on consumption by people and
businesses, which drives up overall demand.

- A multiplier impact results from the ongoing process, whereby the initial rise in

autonomous spending causes a larger output, revenue, and employment increase.

Determinants of Output, Income, and Employment

In the Keynesian paradigm, a number of factors affect how output, income, and employment

are determined.

1. Alterations in the total demand: Changes in aggregate demand can impact output, income,
and employment. Variations in consumption, investment, government spending, and net

exports can cause changes in aggregate demand.

2. Fiscal policy: Governmental actions, such as modifications to taxation or expenditure, can

directly affect aggregate demand and either boost or depress economic growth.

3. Money supply and interest rate management by central banks can affect investment and

consumption, which can affect aggregate demand and total economic activity.

4. Expectations: Investment and spending decisions have a considerable impact on
aggregate demand because they are influenced by business and consumer expectations about
the economy's future health.
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Limitations

Despite having a substantial influence on economic theory and policy, Keynesian
macroeconomics has its detractors and restrictions. Several criticisms have been made
regarding its presumptions, effectiveness, and policy implications. One must be aware of

these criticisms to assess the merits and limitations of Keynesian macroeconomics.

1. The presumption of reasonable expectations is a critique levelled about Keynesian
macroeconomics. Critics counter that people and corporations anticipate the future with
realistic expectations for the state of the economy. This theory holds that people would
anticipate the results of monetary and fiscal policy and modify their behaviour accordingly.

Keynesian policies may be less effective.

2. Another issue frequently brought up in opposition to Keynesian macroeconomics is the
crowding-out effect. It implies that more expansive fiscal policies, such as raising
government expenditure, may result in higher interest rates and less private investment.
When greater public borrowing to pay for the fiscal stimulus competes with private
borrowing for available funds, private investment may be crowded out. According to critics,
the crowding-out effect lessens fiscal policy's impact in boosting the economy.

3. Keynesian initiatives, particularly fiscal policy, frequently experience implementation and
economic impact time lag. Critics claim that the effectiveness of discretionary fiscal policy
might be limited by the time it takes to plan, implement, and substantially impact the
economy, particularly in situations where the economy is fast-changing. Due to shifting
economic conditions, time lags can result in policy initiatives being implemented too late or

with unintended consequences.

4. Inflationary pressures in the economy may result from Keynesian policies like
expansionary fiscal or monetary measures. Critics claim that increasing the money supply or
stimulating the economy fiscally might lead to inflation, especially when the economy is
already functioning at or close to full employment. Implementing Keynesian ideas raises

serious concerns about managing inflationary risks.
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5. Concerns about budget deficits and public debt might arise due to Keynesian policies
promoting deficit spending to boost the economy. Critics contend that ongoing deficits and a
rising level of public debt can have negative long-term effects, including increased interest
rates, less private investment, and limitations on the alternatives available for future policy.
It becomes essential to manage the sustainability of fiscal policies to prevent unfavourable

economic repercussions.

6. Keynesian macroeconomics is criticised for needing to concentrate more attention on the
economy's supply side. Productivity, labour market flexibility, and company laws are
examples of supply-side variables that can greatly impact employment and long-term
economic growth. The ability of Keynesian macroeconomics to deal with structural
problems and encourage sustainable economic growth may be constrained if these elements
are overlooked in favour of demand-side strategies.

7. Keynesian macroeconomics mainly focuses on domestic policies and how they affect
total demand. The effectiveness of Keynesian policies can, however, be severely impacted
by external restrictions and global interdependencies in a world economy that is becoming

more

integrated. Exchange rates, global commerce, and capital flows are a few variables that

affect how well domestic policy initiatives are implemented.

Summary

In response to the Great Depression, Keynesian Macroeconomics was developed,

challenging traditional economic theory.

o It highlights the necessity of government intervention and how aggregate demand

drives economic activity.

o Consumption, investment, government spending, and net exports make up

aggregate demand.

o The economy's entire spending is represented by aggregate expenditure, which also

impacts output, income, and employment.
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o The Keynesian Cross model depicts the link between total spending and

production.

o Changes in autonomous spending can have a greater effect on the economy, as the
multiplier effect indicates.

o Changes in aggregate demand, monetary and fiscal policy, and expectations are
some of the factors that affect output, income, and employment.

o Rational expectations, crowding out, time lags, inflationary concerns, budget
deficits, supply-side considerations, and external limitations are some

criticisms of Keynesian macroeconomics.

o Analyzing the drawbacks and restrictions aids in determining the advantages and

disadvantages of Keynesian macroeconomics.

Keywords

1. Aggregate demand: It is the term used to describe the overall amount of money spent on
goods and services in an economy, including net exports, government expenditure,
investment, and consumption. It serves as a gauge of an economy's general level of demand.
2. Keynesian Cross Model: The relationship between total spending and production in
Keynesian economics is depicted graphically by the Keynesian Cross Model. It aids in
demonstrating the equilibrium level of output, income, and employment based on the point
where total spending and the 45-degree line cross.

3. Multiplier effect: It describes the hypothesis that changes in individual spending patterns
may have an economy-wide influence that is amplified. Spending increases initially,
followed by rounds of increases as income rises, multiplying the impact on output, income,
and employment.

4. Crowding Out: It's a term used to describe a scenario in which borrowing is used to
finance increased government spending, which raises interest rates and discourages private
investment. It implies that borrowing by the government may "crowd out" private
investment and possibly restrict the efficacy of fiscal policy.

5. Rational Expectations: This is the idea that people and organisations have reasonable

expectations and base their choices on all the facts at their disposal, including what the
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economy will look like in the future. According to the rational expectations theory, people
anticipate changes in economic policies and modify their behaviour accordingly, potentially

reducing the efficacy of some policy initiatives.

Self-Assessment Questions

. What is the main focus of Keynesian Macroeconomics?

. Explain the concept of aggregate demand and its components.

. How does the Keynesian Cross model illustrate the determination of output and income?
. What is the multiplier effect, and how does it impact the economy?

. Discuss the role of fiscal policy in Keynesian Macroeconomics.

. What are the criticisms of Keynesian Macroeconomics regarding rational expectations?

. Explain the concept of crowding out and its implications for fiscal policy effectiveness.

. How do time lags affect the implementation and impact of Keynesian policies?
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. Discuss the risks of inflation associated with expansionary fiscal or monetary measures.

10. What are some supply-side considerations that critics raise against Keynesian

Macroeconomics?

Case Study

The Great Recession, also known as the global financial crisis of 2007-2008, severely
affected a number of economies. In reaction to the crisis, the Keynesian theory of output,

income, and employment is examined in this case study.

The output of the United States significantly dropped, unemployment increased, and
aggregate demand shrank. The government implemented several Keynesian economic

initiatives to jolt the economy and spur growth.

Questions

1. What fiscal policy measures did the U.S. government implement during the Great

Recession to boost aggregate demand and employment?
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2. How did the Federal Reserve employ monetary policy to stimulate the economy during

the Great Recession?
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