Chapter 5
Market Equilibrium
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MARKET EQUILIBRIUM
Equilibrium
Market demand equals Market supply (QD = QS)
Equilibrium price
The price at which market equilibrium 1s reached is known as equilibrium price.
Equilibrium Quantity
The quantity demanded and supplied at the equilibrium price is called equilibrium
Quantity
Excess demand and excess supply

[f at a price, market demand is greater than market supply we say that there 1s an excess

demand.

Excess demand = market demand > market supply
If at a price market supply greater market demand we say that there 1s an excess
supply .

Excess supply = market supply = market demand

Market equilibrium

=Y

Demand and supply

An equilibrium is a point where market demand curve (DD) intersect the market supply

curve (SS).
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At the point E market demand equals market supply. Here equilibrium price is p'
and equilibrium quantity is 'g’. At any other price level (p1 or p2) either there 1s excess

demand or there is excess supply
Application of Demand & Supply analysis
A. Price floor (Support price)

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

This floor price is generally higher than the market price.

Price

D

0 q x
demand and supply

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

possible outcome in this situation are

1. Procurement activities by the govt.

2. If govt. does not purchase the excess supply price will falls back to the previous level.
B. Price ceiling (control price)

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

This ceiling price generally less than market price.
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when govt. fix control price .an excess demand for product is created in the market.
The possible out comes in this situation are.
I. Rationing
2. Black Marketing
y
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demand and supply
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CHAPTER 6
NON COMPETITIVE MARKETS
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CHAPTER-6
NON-COMPETITIVE MARKETS
Monopoly Market

A market situation in which a single seller or firm controls the entire supply of a

product. Example: INDIAN RAILWAY, KSEB.

FEATURES OF MONOPOLY MARKET

1. Single seller for a product

2. Absence of close substitutes.

3. Entry of new firms to market is denied

4. Complete control over supply of the product
5. Firm and Industry are the same

6. Producer is the Price maker.

aflzweedl aelaf)0o 1RI0 alemIOW®TD)

37

Scanned with CamScanner



CHAPTER 1
MACRO ECONOMICS

INTRODUCTION
EMERGENCE OF MACRO ECONOMICS:

Classical Economists like Adam Smith, David Ricardo, J.B. Say etc. they are
believed in and argued for ‘Laissez Faire’ and ‘Say’s Law of Market’. Laissez faire
means least intervention of government in the economy. ‘Say’s law means “supply
creates its own demand”. They believed the invisible hand® will ensure equilibrium and
full employment. Classical ideas were proved wrong by the Great Depression of 1929-
1933 period in U.S.A.

During this period unemployment rate rose from 3% to 25% and the aggregate
output in USA fell by about 33%, during this period in 1936 John Maynard Keynes
published his book. ‘The General Theory of Employment Interest and Money’.
According to Keynes “Output of an economy 1s determined by aggregate demand and
aggregate supply”. This is why a new branch of Economics 1s emerged. 1t 1s called Macro

Economics. And John Maynard Keynes is considered as the father of Macro Economics.
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CHAPTER 2

NATIONAL INCOME ACCOUNTING

e Final goods: Final goods are the goods which are used for final consumption or

capital formation. Such goods will not pass through any stages of production or

transformation through economic activity.

e Intermediate goods: All goods and services either for production or re-sale in the

same year are called intermediate goods. Demand for intermediate goods are

derived from demand for finished goods.

- CONSUMER GOODS
durable goods \ . non durable
eqg: semi durable goods
goods
tv eg :book eg:
Refrigerator cloth milk
Car vegetables
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NATIONAL INCOME ACCOUNTING
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Methods of measuring National Income:

¢ The 3 important economic activities are production, distribution and consumption.

e National income 1s the money value of all final goods and services produced in a

country during a year.
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There are 3 methods of measuring national income:

. Product Method / Value added method

2. Income method

3. Expenditure method.

1) Product method / value added method:

e (Consider national income from product side.

e Under this method national income is the flow of goods and services.

e [t is the net contribution made by all the firms in the process of production.

e [t 1s the supply side of the product.

e (ross value of output = value of sales + value of change in inventory

e Gross value added = value of output — value of intermediate consumption.

e [n this method national income is calculated by adding together the value added of
each and every firm in the economy.

e GDP is the sum total of GVA of all firms in the economy.

e Gross value added of firm = gross value of output produced by the firm — value of
intermediate goods used by the firm.

e GDP=GVAI+GVA2+...... +GVAn

e NVA=GVA — depreciation.

2) Income Method:

¢ According to income method national income is the sum total of income earned by
all factors of production in an economy in the form of wages, rent, interest, profit.

e [t consider national income from distribution side.

e (Consider nation income as a flow of income,

e Under this method national income is the sum total of income earned by all the
factors of production in the country.

¢ GDP=W+P+R+tIl
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3) Expenditure Method:

e Expenditure method calculate national income by measuring expenditure of final
goods and services.

¢ Firm ‘T’ can make final expenditure on the following accounts.

1. Final consumption expenditure (Ci)
2. Final investment expenditure (T1)

3. Government expenditure (Gi)

4. Export revenue earned by firm (Xi)

e According to expenditure method, GDP is the sum total of final consumption,
investment, govt. expenditure and export revenue receive by all firms in the
economy.

e (GDP is the sum total of final expenditure received by all the firms in the economy.

e GDP= ZRVi=C+I+G+X-M
X-M = Net Export. It is the difference between export and import
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Money Flow Real Flow
Flow of Factor income (wages, rent, Flow of Factor services (land, labour,
interest and profit) capital and organization
Flow of Money Expenditure Flow of goods and services
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CHAPTER 3

Money & Banking
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Demand for Money
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Measures of Money Supply in India
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CHAPTER -3

MONEY AND BANKING

MONLY: It is very difficult to give a precise definition of money. Various authors

have given different definition of money.

According to Crowther, "Moncy can be defined as anything that 1s generally acceptable

as a means of exchange and that at the same time acts as a measure and a store of value".

FUNCTIONS OF MONEY:

The major functions of money can be classified into three. They are:
The primary functions
Secondary functions
Contingent functions

The primary functions of money are;

» Medium of exchange

»  Measure of value

The secondary functions of money are:

» Store of value

» Standard of deferred payments

» Transfer of value

Standard of deferred payments Another important function of money 1s that 1t serves

as a standard for deferred payments. Deferred payments are those payments which are to

be made in future. If loan is taken today, it would be paid back after a period of time.
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Store of value: Money acts as a store of value. Money being the most liquid of all
assets 1s a convenient form in which to store wealth. Thus money 1s used to store wealth

without causing deterioration.
Transfer of value: Money helps to transfer value from one place to another.

The contingent functions of money are;

» Basis of credit
» Istribution of national income
» Liquidity

» QGuarantor of Solvency.

DEMAND FOR MONEY

The desire of people to hold Money in hand is called Demand for Money. It is
otherwise called liquidity preference. The desire of people to hold money can generally

be classified into three motives. They are the following
1. Transaction Motive
2. Speculative motive
3. Precautionary motive

1. Transaction Motive: Pcople hold Money in hand for meeting their day to day
expenses is called Transaction Motive .Transaction depends on the volume of
transactions. When the volume of transaction increases, Transaction Demand for Money
also increases. Transaction Demand for Money is a fraction of the volume of transactions

in the economy over a period of time. It can be written as follows

M%=KT
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Here
M?; = Transaction demand for money.
T= Total volume of transaction
K= A positive fraction.

In other words "K is the inverse of velocity of circulation of money. Velocity of
money 1s the number of times a unit of money changes hands during a period of time. It

can be written as follows

[n a real Economy Transaction Demand for Money depends on the GDP. If GDP
increases, Transaction Demand for Money also increases. Then the equation can be

written as follows.
M‘; = KPY
Here
K = A positive fraction.
P = Price level
Y = Real GDP

2. Speculative motive: the desire of people to hold money in order lo gain from

bonds 1s called speculative motive. Here bonds mean any assets like gold, land etc.

The relationship between interest rate and bond price is inverse. i.e., whet the
market rate of interest is high the bond price will be less Suppose the market rate of
interest is higher, than the price of the bond will be low. Expecting a fall in Market rate of
interest in future, people will invest in bonds now to make profit in future. Then the
Speculative Demand for Money will be low here, on the other hand suppose the market

rate of interest 1s very low new Expecting a rise in Market rate of interest in future people
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will keep Money with them. Here Speculative Demand For Money will be infinity. Such

a situation Speculative Demand for Money is perfectly elastic, it is called Liquidity Trap.
Speculative demand for moncy cat be written as follows:

MY =rmax—r/rmin-r
here

rmax & rmin - maximum & minimum rate of Interest, r current rate of Interest.

It can be shown diagrammatic~"" ~5 follows.

Y
Rate of
Intesst
I 1max
Liquidity Trap
X
Dargm::: tulr n::_:meyiﬁ
r min ot

Demand for Money
(Liquiciity prelenance)

X

The Total money Demand in an Economy can be writlen as [ollows:
M? = Md-l- + Mﬂg =KPY+ rmax—r/rmin-r

SUPPLY OF MONEY:

The total amount of money available in the Economy at a specific point of time 1s

called Money Supply.,

From 1st April 1977, RBI publishes 4 alternative Money Supply in India. They are

the following
MI=CU + DD (CU = Currency DD = Demand Deposits)

M2 = M2+ saving bank deposits with post office
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M3 = M1+ Net time deposits with Commercial Banks.

M4 = M3+ Total deposits with Post Office savings organisations (excluding National

Savings Certificates)
M1 and M2 are together called Narrow Money.
M3 and M4 are together called Broad Money
M1 is the most liguid money
M4 is the Least liquid money.

M3 is referred to as aggregate monetary
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CHAPTER 4

INCOME DETERMINATION

QUYAIMo MM @ 66 @

EX- ante & EX- post
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Two Sector Model
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Chapter 5

GOVERNMENTBUDGETANDTHE ECONOMY

Objectives of Government Budget

1. Allocation Function. Allocation function refers to making available to all

public goods to distributing effectively among all the people of the economy.

2. Redistribution function: Distribution function refers to the activities of

government to reduce inequality in income and wealth in the economy.

3. Stabilization function: It refers to the activities of government to maintain

price and economic stability in the economy.
CLASSIFICATION OF RECEIPTS

(a) Revenue Receipts: These are the receipts that neither create any liability nor

reduction in assets of the government.

(b) Capital Receipts: Government receipts that either creates liabilities (of
payment of loan) or reduce assets (on disinvestment) arc called capital

receipts
CLASSIFICATION OF EXPENDITURE

(a) Revenue Expenditure: An expenditure that neither creates any assets nor cause

reduction of liability

(b) Capital Expenditure: This expenditure of the government either creates

physical or financial assets or reduction of its liability.
GOVERNMENT BUDGET AND IT’S COMPONENTS:

[t is the official financial statement of a government which shows ex ante receipts

and expenditure over a financial year.
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Government Budget

Revenue Capital
Budget Budget
Revenue Capital Capital
Receipts Expe nditure Receipts |  |Expenditure

Non-plan Revenue| |Plan Capital
Expenditure ||  Expenditure | [Expenditure

Chart 1: The Components of the Government Budget
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TYPES OF BUDGET:

1. Surplus Budget — Receipts > Expenditure

Surplus budget: when total receipt exceeds total expenditure such type of budget 1s called

Surplus Budget.

2. Deficit Budget — Receipts < Expenditure

Deficit Budget: When Expenditure exceeds receipts, such type of budget is called Deficit

budget.

3. Balanced Budget — Receipts = Expenditure

Balanced Budget: When Receipts and Expenditure are equal, Such type of budget is called

Balanced Budget.

Types of
Government
Budget
I o
# [ |
Balanced Unbalanced
L Budget Budget
J ! =)
|
| |
Surplus Deficit
Budget Budget
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Chapter 6

Open economy Macro Economics
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Chapter 6

Open Economy Macro Economics

Balance of Pavment - BOP

It 1s the systematic record of all the financial transaction made between a country and

rest of the world.

Balance of Pavment Accounts

BOP has two main accounts
(1) Current Account
(2) Capital Account
(1) Current Account
It includes:
Trade in goods,
Trade in Services
Transfer Payments
(2) Capital Account

It records all international transactions of assets.
It includes: -
Investment, External Borrowings & External Assistance

Balance of Trade (BOT)

It 1s the difference between the Value of visible exports and Imports of a Country.

aflzweesdl nelaf)0o 1el0 aleIoQ TS 66

Scanned with CamScanner



