Fenaissanc@

college of commerce & management

SYLLABUS

B.Com Il YEAR
Subject: - Applied Econimics A
Unit Contents

UNIT -1 Historical Background of Applied Economics, Concept offApplied Econom‘ cs, Scope,
Nature and Importance, Its Limitations Difference bet nd Macro
€economics,
National Income -Concept, Gross National National Product & Gross
Domestic Product Net Domestic Product, surement of National
Income and Problem related to tha

UNIT -1I

UNIT - III

UNIT -1V

g factors, economic and non-economic factors affecting economic

ssical and modern theories of economic development, stages of

gmges in the value of money- Money Inflation, Money deflation, inflation and
narrative inflation, demand driven inflation, cost growth inflation, stagflation,

effects of Money Inflation & Money deflation in the Indian economy.

45, Anurag Nagar, Behind Press Complex, Indore (M.P.) Ph.: 4262100, www.rccmindore.com



http://www.rccmindore.com/

Fenaissanc@

college of commerce & management

UNIT-I

What is Applied Economics?

Table of contents

Applied economics aims to implement the theoretic

of business, adopt the best practices in carrying out dai
behavior, etc. In addition, it helps figure out to at extentthe choices made by an
individual or entity would impact a business or i

Table of contents A

Applied economics refers to the field of study where the knowledge gained from the
theoretical economics lessons can be used to assess what will work well in a
particular situation.

It generally uses the basics of economics as the seed to ascribe relevant solutions to
real-life problems.

The application of economics makes finding answers to questions related to the
environmental sector, human behavior, market situations, legal aspects, etc., easier.
It works for both micro (individual-level) and macro-level (community, business, or

y

onomics have shown how effective the implementation
rinciples has been in dealing with a particular cause, issue, or
tes how it uses economics as more than just a hub of theories.
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Instead, the application of the subject is used as a tool to extend the scope of
economics from books to real-world scenarios.

As economics is studied as microeconomics and macroeconomics, the applied
version of the subject is also implemented at two levels: micro and macr hile the
application at the micro-level tries to use theoretical economics to issues at
the individual level, the macro-level application helps deal with p '
state, or national level.
Relevance

Applied economics marks the utilization of the knowled i ired by
professionals during their theoretical economics lesson
makers, and decision-makers use it in any context ta.fi
would impact their decisions. However, they can appr
initiative, or step after proper analysis and validation.
The field of study makes individuals apply the nd ledge to solve their
problems. It, therefore, finds relevance in eories, concepts, and
industries, including the game theory.

eir choices
rove a strategy,

v

8 business decisions, whether it is the decision to
e ce at which they should sell their
is field of study plays a significant role in
athematics and accountancy cannot solve.

Advantages & Disadvantage
Applied economics helps 1

this applied version of the subject works on certain assumptions.
alysispasing the application of economics is normally for a general

gh generalized principles might not work for individual cases,

places or markets.

ed economics?

the implementation of theoretical principles to deal with a particular

)ISsue, or situation. It uses economics as a tool rather than just describing the

and extends the scope of economics from the text to the real world.

primary concerns of applied economics

The primary concern is to ensure the knowledge of economics helps people make

relevant decisions based on proper assessment and analysis of different factors. In
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addition, it intends to improve the quality of business by implementing standard
ethical practices, bettering daily life, framing public-friendly policies, and making
relevant decisions keeping the same in mind.
important to study applied economics

decision-makers understand the effect of their choices on the decisio ke.
As a result, they carefully determine the right and not-so-right 0
with it.

Difference between Microeconomics V/s Macroecono

S.No. | Points Microeconomics

1 Study It studies individual unit It studiesN\aggregate or group of
ividual umi

2 Assumption | At micro level full level/full employment is not

employment is . Instead equilibrium
which is never found i employment is assumed which is a

3 Subject
Matter

e study national income, theory of
wage, interest & employment, Theory
of money, theory of international
trade etc.

It is useful in analysis of aggregate
units such as aggregate demand,
aggregate  prices or inflation-
deflation, aggregate or national
income etc.

useful to Govt. in | It is more wuseful to Govt in
ting economic | formulating economic policies.
policies.

4 Applicability

wo. We cannot analyse the individual behaviour without the assuming to aggregate
ise aggregate cannot be effective unless individual variables are kept under

Micro economics contributes towards macro economics in a number of ways as:-

1.Study of economic fluctuations:-Business cycles which are universal in every sector, are
influenced by both individuals and aggregate factors. Unless we review both micro and aggregate
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variables, we cannot provide an appropriate solution to business cycles. Therefore to study trade
cycles micro and macro economics contribute significantly.
2.Basis of economic laws:-Micro economics acts as a basis macro economics because macro is an
aggregate of individual units. The success and accuracy of aggregates depends on the individual
units. Similarly, macro theories are used by micro economists.

economy as a whole and recognized the role of aggregates. So gené
an extension of equilibrium
4.Balance of payments and interdependence:-Balance of

economics.
plem is also a burning

he overall position of an
of all sectors.

other sectors, unfavourable balance of payments. On t
economy is to be assessed from
5.Theory of tariffs:-Many economists have odern macro approaches of
imposing tariffs with the intention of correcti pents position is virtually based on
the theory of monopoly. So micro economi the modern macro economics theory.

DEFINITIONS OF NATIONAL INCOME

Marshall’s Definition
"The labour and capital of a countr
aggregate of commodities, material and

s of National Income -
ational income is estimated in monetary terms. This may be expressed at current prices or some
Jase year prices.

2) Only the value of final goods and services are taken into account for measuring national income.

3) National income is always expressed with respect to a given time period. Hence, it is a ‘flow’
concept.

4) All types of ‘pure exchange transactions’ are excluded from national income accounting. In case of

pure exchange transactions, nothing new is produced in the current year. For instance, second-
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hand sales, purchase and sale of securities (shares and debentures), transfer payments (such as
unemployment dole, pension payments) etc. are regarded as pure exchange transactions. All such
transactions are not concerned with current year production. So, they are excluded from national
income estimates.

5) National income is not simply the sum of all personal incomes in a country.

Difference between Domestic Income and National Income -
S.No. National Income Domesticl

1 Itincludes income earned by the [tincludes income earn
residents only. well as non-residents.

2 It consists of income earned both within | It consists of income e
and outside the domestic territory ofa | domestic territ

country.

3 [t is an economic concept. Itisageo

4 It includes net factor income from income from
aborad.

5 National income = Domestic income + iC i ational income - Net factor
Net factor income from aborad. i

1) Gross Domestic Product (at mark
The gross domestic product at market

The Net domestic produc
the prevailing '

tion of fixed capital or depreciation allowance.
NDPmp = GDPmp - Depreciation allowance

(at market price) :
uct at market prices (GNPmp) refers to the aggregate market value of all final

any pafticular year. Thus, if we deduct the consumption of fixed capital or the depreciation allowance from
the GNPmp, we get NNPmp.
NNPmp = GNPmp - Depreciation allowance

5) Gross Domestics Product (at factor cost):
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The Gross Domestic Product at factor cost (GDPfc) refers to the estimation of GDP in terms of the aggregate
earnings of factors of production.

6) Gross National Product (af factor cost):
The Gross National Product at factor cost (GNPfc) refers to the GNP in terms of factor in es. It is the
aggregate earnings received by different factors of production (i.e., wages, rent, intep€st and profits)
supplied by the residents of a country during any particular year.

7) Net Domestic Product (at factor cost):
The net domestic product at factor cost (NDPfc) estimates the NDP in terms of t ilfComes
of the residents and non-residents within the domestic territory of a country,du i

8) Net National Product (at factor cost):
The net national product at factor cost (NNPfc) to the value of the fi
residents of a country, whether operating within the domestic terfito
is also termed as the National Income of a country.

9) Private Income
Central Statistical Organization defines Private Inco r income from all sources and
current transfers from the government and rest of, i rivate sector” or in other words
the private income refers to the income from i source including retained income of
corporation.

NI+ Transfer payment + Interest on public de rity + Profit and Surplus of public
enterprises = Private Income

10) Personal Income
Prof. Peterson defines Person ‘ income actually received by persons from all sources in the

Prof. Peters Income as “the income remaining with individuals after deduction of all
ir income and their property by the government.”

o the income actually received by the households from all sources. The
individua is'income according to his wish, as it is derived after deducting direct taxes.

1 Income - Direct taxes - Miscellaneous receipt of the government. |

Methods of calculating National Income
or production or output approach

1) The output approach focuses on finding the total output of a nation by directly finding the total
ue of all goods and services a nation produces.

) Problem of Double counting: Because of the complication of the multiple stages in the
production of a good or service, only the final value of a good or service is included in the total
output. This avoids an issue often called 'double counting’, wherein the total value of a good is
included several times in national output, by counting it repeatedly in several stages of production.
In the example of meat production, the value of the good from the farm may be Rs10, then Rs 30
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from the butchers, and then Rs 60 from the supermarket. The value that should be included in final
national output should be Rs 60, not the sum of all those numbers, Rs 90. The values added at each
stage of production over the previous stage are respectively Rs 10, Rs 20, and Rs 30. Their sum
gives an alternative way of calculating the value of final output.

B) Income method

C) Expenditure or Consumption method

7)

8)

The income approach equates the total output of a nation to the total factor inco eceived by
residents or citizens of the nation. The main types of factor income are:
¢ Employee compensation/ salaries & wages (cost of fringe benefits
unemployment, health, and retirement benefits);
e Interestreceived net of interest paid;
e Rental income (mainly for the use of real estate) net of exp
e Royalties paid for the use of intellectual property and extracta
e Corporate Profits

ces.

The expenditure approach is basically an output accounti It focuses on finding the total
output of a nation by finding the total amount of m . 1s acceptable, because like
income, the total value of all goods is equal to pt'ofimeney spent on goods

Where:

X = gross exports of goods an
M = gross imports of goods
Note: (X - M) is often written as

Income earned through illegal activities —-Such as gambling or illicit extortion cannot be included
innational income.

Self-consumed production - In many backward countries, substantial part of the output is not
exchanged for money in market it is being either consumed directly by producer or bartered for
other goods & services in the unorganized sector.

Paucity of statistics - According to the national income committee of India, the available statistics,
especially for agriculture & small scale industry are extremely unreliable & incomplete.
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9) Inflation may give a false impression of growth in national income - In a country when price
rise, inflation rises even though the production falls & vice versa. It leads to mis-measurement of
national income.,

10) Difficulties in classifying the commodities - Coal is both household use & industrial use as well
,50 is the expenditure on coal consumption, expenditure or an investment.

11) Multiple occupations - The production in agri-industrial, in all sectors is hig
unorganized making the calculation of national income very difficult.

12) Capital depreciation - Depreciation is charged on profit which lowers nati e. Butjthe
problem of estimating the current depreciated value of a piece of capital
year is very difficult.

13) Data problems - There are problems of collecting reliable statistical d oductive
activities in the underdeveloped countries.

14) Illiteracy - The majority of people in the country like India are illit
accounts about the production & sole of their products.

Measuring the level and rate of growth of national income (Y) is i

scattered and

e The rate of economic growth
e Changes to living standards
e Changes to the distribution of income befween-groupsiwithinthe population
Gross Domestic Product
e Gross domestic product (GDP) i tput produced in a given time period

inesses that are located in a nation following
foreign direct investment. Fo tput produced at the Nissan car plant on Tyne
and Wear contributes to the UK

GDP — By Sum of Spending, Factor Incomes or Output

(Expendltu g=)] (Value of Output)

 Consumption e Income from » Value added from
s Government people in jobs each of the main
spending and in self- economic sectors
e Investment employment (e.g. e These sectors are
spending wages and e Primary
. salaries)
e Change in value X : = Secondary
S e s = Profits of prlvate - Manufacturing
sector businesses
e Exports . e Quarternary
. - IMbOrts * Rent income
P from the
» = GDP (known as ownership of
aggregate land
demand)
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Three ways to measure GDP

There are three ways of calculating GDP - all of which in theory should sum to the same amount:

National Output = National Expenditure (Aggregate Demand) = National Income
(i) The Expenditure Method - Aggregate Demand (AD)
The full equation for GDP using this approach is
GDP =C + I + G + (X-M) where
C: Household spending on goods and services
I: Capital Investment spending
G: Government spending
X: Exports of Goods and Services

M: Imports of Goods and Services

The Income Method - adding together factor in¢omes
GDP is the sum of the incomes earned thr th uc fgoods and services. This is:
¢ Income from people in jobs and in self- 0 (e.g. wages and salaries)

. +

Profits of private sector business

e.g. the state pension; income support for families on low incomes; the
ance for the unemployed and other welfare assistance such housing benefit and

Income not registered with the tax authorities Every year, billions of pounds worth of activity is not
declared to the tax authorities. This is known as the shadow economy.

Published figures for GDP by factor incomes will be inaccurate because much activity is not
officially recorded - including subsistence farming and barter transactions
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Gross Value Added and Contributions to a nation’s GDP

¢ There are three main wealth-generating sectors in an economy - manufacturing and
construction, primary (including 0il& gas, farming, forestry & fishing) and a wide range of
service-sector industries.

sectors in the economy using the concept of value added. .
Value added is the increase in the value of goods or services as a result of the
Value added = value of production - value of intermediate goods

Say you buy a pizza from Dominos for £9.99. This is the retail price and
The pizza has many ingredients at stages of the supply chain - t
farmers and also the value created by Dominos as they put th
consumer.

Some products have a low value-added, for example chea
These are low cost, high volume, low priced products.

Other goods and services are such that lots of v uec
materials through to the final product. Exampl
expensive restaurants and sports cars. A
industry.

ed as we move from sourcing the raw
jewellery, perfumes, meals in
y lucrative computer games

Manufacturing in the UK was 11%&
Manufacturing in the World Economy

v/

¢ The creative force be roducts
e Itaccounts ford 5-20 p

¢ Itemploys about 3Q0m peéople (roughly 5 pc of world population)
;

waste management and oil & gas extraction. In 2015, the UK manufacturing sector accounted for
10% of total UK GDP and it accounted for 8% of jobs.

Service sector industries

The main service sector industries in the UK are:
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o Hotels and restaurants, and a range of services provided by local government
e Transport, logistics, storage and communication

o Business services and finance, motor trade, wholesale trades and retail trade
e Land transport and air transport, post and telecommunications

¢ Real estate activities, computer and related activities, Education, Health and s
e Sewage and refuse disposal

¢ Recreational, cultural and sporting activities

~

Manufacturing Industries

"

1. The process or business of producing goods in factories
2. The part of a company that is concerned with making goods,
rather than designing or selling them

The manufacturing sector

accounted for 10% of UK Food processing
output (Gross Value ' \

Added) in 2012

In 2013 there were 2.6 Earth moving

million jobs in the o equipment
manufacturing sector,
this was 8% of all jobs in
the UK economy

Additive
manufacturing (3D)
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Service Industries

-

1. Services are part of the tertiary sector of the economy
2. There are many different service industries — some focusing on
business-to -business and others business-to-consumer products

In 2012, the service

Hotels and sector accounted for 79%

restaurants & retail of UK output (Gross Value
Added) and for 83% of
jobs.

Education, health

care, legal services In 2013 there were 27.1
million jobs in the service
sector, 83% of all jobs in
the UK

this. Income per capita iS\a way of measuring the standard of living for the inhabitants of a country.

Gross Nation ita = Gross National Income / Total Population
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[ Measuring National Income Per Capita ]
Year (Mid UK
* Per capita means .
Per capita income per head of Yfaar Pol?“_latm"
income population Figure) (Millions)

e =GDP / total population

./
/—'\
* In many countries, the 1990 57.2
Population official population data
. is inaccurate
estimates ¢ There has been a sharp 2000 58.9
rise in migrant flows .
—_

T 2005 60.2

e UK popis projectedto

UK increase by 9.6 million
Population over the next 25 years e 28
Forecast * Projected UK pop to
reach 70 million in 2027 2013 63.6
—

Per capita national income

Problems with usinéé asa sure for standard of living
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UNIT -2

Income and Consumption Function

therefore, indicates a functional relati e aggregates, viz., total consumption

expenditure and the gross national,in ule that expresses relationship between

consumption and disposable inc

According to Keynesian theory, followingare the factors that influence consumption:

(a) Thereal income
(b) The past sdvings, a

ume (apc) is a relationship between total consumption and total

incomed i d of time. In other words, apc is the ratio of consumption to income. Thus:
apc = C
Y
Consumption
Income

Average propensity to consume
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While, the marginal propensity to consume (mpc) measures the incremental change in
consumption as a result of a given increment in income. In other words, mpc is the ratio of change

in consumption to the change in income.

mpc = AC
AY
Where AC : Incremental change in consumption
AY : Incremental change in income
mpc : Marginal propensity to consume

the normal relationship between income and consumptig en income increases,
consumption also increases, but by less than the increase in inc . r words, in normal
circumstances, mpc is less than one. It is drawn as 3 ai i ith a slope of less than
assumed that the whole additional income i

not spent, i.8, a certain amount is spent and the

remainder is saved. This can be further explain elp of following table and diagram:

Income Co Saving
100 25
120 90 30
0 105 35
0 135 45
2 165 55
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Cansumption
)
!

1 o
lncoarme

v

Figure 1 —Incotme cornsmumpti on relati ornstdp
s

e consumption curve. The income

In the above diagram, OL is the income line
consumption line OP lies below the income li ill be measured by the tangent of

the angle that income consumption cur;
prapee = tarn o7

The curve as we have drawn turns outie be ght line rising from the origin, which means that

mpc is constant throughout. howev eed not be so and the curve may well become flatter

nsumption needs have been satisfied, a greater share of

45, Anurag Nagar, Behind Press Complex, Indore (M.P.) Ph.: 4262100, www.rccmindore.com
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Propensity to Save:

Savings

1
lncome

Figure 2 — Saving-income curve
~N

IMdaromnal propensity to savel\(imges

a somewhat smaller amount.
When income increases, the increment of income will be divided in same proportion
between saving and consumption. Consumption and saving go side by side. What is not

consumed is saved. Savings is, thus, the complement of consumption.
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(c) As income increases, both consumption spending and saving go up. An increment in
income is unlikely to lead either to less spending or less savings than before. It will seldom
happen that a person may decrease his consumption or his savings when he has got more
income.

Assumptions:
(a) Habits of people regarding spending do not change or th@t the pr sity’ to

consume remains the same or stable.

(b) The economic conditions remain normal. There is" n&hy inflatigh or war or

other abnormal conditions.
(c) The economy is a free-market economy. There is no 8overnmentintervention.
(d) The important characteristic of the slope of ption ion is that the marginal
propensity to consume (mpc) will be less than . Fhis’results in low-consumption

and high-saving economy.

Implications:
According to Keynesian theory, the

pc is less nity, which brings out the following
implications:

(a) Since consumption largel income and consumption function is more

e government will have to step in to remedy the

as reached the highest point of prosperity, income has gone up. But since consumption
does not correspondingly go up, the downward cycle starts, for demand has lagged

behind. In the same manner, when the business cycle has touched the lowest point, the

45, Anurag Nagar, Behind Press Complex, Indore (M.P.) Ph.: 4262100, www.rccmindore.com
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cycle starts upwards, because consumption cannot be diminished beyond a certain
point. This is due to the stability of mpc.

(e) Since the mpc is less than unity, this law explains the over-saving gap. As income

with increase in income.
Factors Influencing Consumption Function:
There are certain factors affecting the propensity to con

1. Objective Factors:

(a) Distribution of income: It is g€nerally obseled that the average and marginal

propensities to consume of the po n those of the rich. This is because the

seize every opportunity that comes his

capital values affect the ‘saving brackets’ mostly and not the spending sections. Hence,
eir influence on consumption function is not so well marked.

(e) Liquidity preferences: Another factor is the people’s liquidity preferences. If people
prefer to keep their income in liquid ford, consumption is reduced correspondingly.

(f) Substantial changes in the rate of interest.

45, Anurag Nagar, Behind Press Complex, Indore (M.P.) Ph.: 4262100, www.rccmindore.com
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2. Subjective Factors:

(a) Individual motives to save:

(b) Business motives:

Measures for Raising Consumption:
1.
2.

(i) Building of reserves for unforeseen contingencies as illness or unemployment,

(ii) To provide for anticipated future needs such as daughter’s yfedding, son’s

education, etc.

(iii) To enjoy an enlarged future income by investing funds out ¢t current i

(i) The desire to expand business,
(ii) The desire to face emergencies successfully,

(iii) The desire to have successful management,

(iv) The desire to ensure sufficient financ ovision inst depreciation and

obsolescence.
Redistribution of income in fayeur e propensity to consume is greater.

Comprehensive social security measures, liké" unemployment doles, old-age pension,

sickness insurance, etc.

3.
4,

5.

Liberal wage policy, and

Credit facilities iddle an r classes for purchasing more consumer goods.

function invalidates the Say’s Law, which states that supply creates its
ecause this theory does not hold accurate in the real world.

ws the crucial importance of investment.

explains the reasons of declining MEC.

It explains the turning points of business cycle.
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UNIT -3
Meaning of Money
Money is an economic unit that functions as a generally recognized medium of exchange for

transactional purposes in an economy. Money provides the service of reducing tyénsaction cost,

foreign exchange. The current value of monetary curr

materials used to produce the note or coin. Inste

Money acts as a medium of exchange or as a medium of payments. Money by itself has no utility
(except perhaps to the miser). It is only an intermediary. The use of money facilitates exchange,

exchange promotes specialisation Increases productivity and efficiency A good monetary system
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is, therefore, of immense utility to human society. Money is also called a bearer of options or
generalised purchasing power because it provides freedom of choice to buy things he wants most

from those who offer best bargain.

2. Money as a Unit of Account or Measure of Value: Money serves as a unit #f account or a
measure of value. Money is the measuring rod, i.e.,
of production in terms of money and also plan their output on the basis gf the mone

therefore, highly important that the value of money should be stable.

3. Money as the Standard of Deferred Payments: Deferred paymehts arejpayments which are
made some time in the future. Debts are usually expresse e money of account.
Loans are taken and repaid in terms of money. The use of moneyas the standard of deterred or
delayed payments immensely simplifies borrowing

generally maintains a constant value through time, Thus,

definiffon, money is the most generally accepted commodity, it is also the most liquid of
al ources. Possession of money enables one to get hold of almost any commodity in any placeit
is the units in terms of which the values of other goods and services are measured in money terms
and expressed accordingly Different goods produced in the country are measured in different
units like cloth m metres, milk in litres and sugar in kilograms. Without a common unit, exchange

of goods becomes very difficult Values of all goods and services can be expressed easily in a single
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unit called money Again without a measure of value, there can be no pricing process. Without a
pricing process organised marketing and production is not possible. Thus, the use of money as a
measure of value is the basis of specialised production. The measuring rod of money is also

indispensable to all forms of economic planning. Consumers compare the valueg’of alternative

purchases m terms of money Producers also compare the values of alternativ

of money. Producers compare the relative costliness of the factors.

QUANTITY THEORY OF MONEY (QTM)

The quantity theory of money states that there is a direct relati i tween the quantity of

sing power of a unit of currency decreases, it requires more units of currency to buy the

same QUantity of goods or services. Throughout the 1970s and 1980s, the quantity theory of
money became more relevant as a result of the rise of monetarism. In monetary economics, the

chief method of achieving economic stability is through controlling the supply of money.
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MONETARISM
According to monetarism and monetary theory, changes in the money supply are the main forces

underpinning all economic activity, so governments should implement policies that influence the

to a rapid increase in inflation. This is because when money gro
economic output, there is too much money backing too little produ

order to curb a rapid rise in the inflation level, it is imperati

Keynesianism

Many Keynesian economists re

flow of money to the factors of production-increased. Therefore, the velocity of money could

change in response to changes in the money supply. In the years since Keynes' made this
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argument, other economists have proved that Keynes' contention with the quantity theory of
money is, in fact, accurate.

Keynes'’ Liquidity Preference Theory

The determinants of the equilibrium interest rate in the classical model are the ‘re

factors of the

determinants of the interest rate are the ‘monetary’ factors alone.
Keynes’ analysis concentrates on the demand for and supply of mgne
interest rate. According to Keynes, the rate of interest

phenomenon.” Interest is the price paid for borrowed funds.

liquid asset, people prefer cash. And interest ig'the reward far parting with liquidity. However, the

rate of interest in the Keynesian theory_is,de the demand for money and supply of
money.

Demand for Money:
Demand for money is not to be confuse@wit emand for a commodity that people ‘consume’.
But since money is not cons the de for money is a demand to hold an asset.

The desire for liquidig or de ey arises because of three motives:

(a) Transaction motiv
(b) Precauti

(c) Speclative mo

(i) Current expenditure

(i) Precaution against
THREE USES OF CASH |——% unforeseen expenditure

\ (i) To make ptpﬁt

by speculation
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(a) Transaction Demand for Money:
Money is needed for day-to-day transactions. As there is a gap between the receipt of income and

spending, money is demanded. Incomes are earned usually at the end of each month or fortnight

or week but individuals spend their incomes to meet day-to-day transactions. Si payments or
spending are made throughout a period and receipts or incomes are receiv, iod of
time, an individual needs ‘active balance’ in the form of cash to finance . Ths is
known as transaction demand for money or need- based money—whichidi on the
level of income of an individual and businesses.
People with higher incomes keep more liquid money eet their need-based
transactions. In other words, transaction demand for money is increasing function of money
income.
Symbolically,
Tdm = f (Y)

Where, Tdm stands for transaction dema stands for money income.

(b) Precautionary Demand for Mon

uncertainty and expectation of future changes in the rate of interest.
The cash held under this motive is used to make speculative gains by dealing in bonds and

securities whose prices and rate of interest fluctuate inversely. If bond prices are expected to rise
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(or the rate of interest is expected to fall) people will now buy bonds and sell when their prices
rise to have a capital gain. In such a situation, bond is more attractive than cash.

Contrarily, if bond prices are expected to fall (or the rate of interest is expected to rise) in future,

people will now sell bonds to avoid capital loss. In such a situation, cash is moregttractive than
bond. Thus, at a low rate of interest, liquidity preference is high and, at a hi 1htegest,
securities are attractive. Now it is clear that the speculative demand fgf morey ies
inversely with the rate of interest.
Thus,

Sdm = f (r)

Where, Y is the rate of interest.

Total Demand for Money:

The total demand for money (DM) is the sum
That is, Dm = Tdm + Pdm + Sdm.

all three typés of demand for money.

The demand for money has a negati the inverse relationship between the
speculative demand for money interest. However, the negative sloping liquidity

preference curve becomes perfectly elasti rate of interest. According to Keynes, there is a

minimum ra i, the curve is perfectly elastic. However, there is a ceiling of
interest ax, above which it cannot rise. Thus, interest rate fluctuates between r-max

and r'm

Demand for money =
Supply of money

DU = s‘-l
5 E<~— D =S,
pp--———————————— L -~ ————— cu’ S-
—min c,,
< =) Amount of Money

Fig. 6 290: Keynesian Theory
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Money Supply:

The supply of money in a particular period depends upon the policy of the central bank of a

country. Money supply curve, SM, has been drawn perfectly inelastic as it is institutionally given.

Determination of Interest Rate:

or. Now, suppose that the rate of interest is greater than or.

In such a situation, supply of money will exceed the demand fi purchase more
securities. Consequently, its price will rise and interest rate w emand for money
becomes equal to the supply of money.

On the other hand, if the rate of interest beco

supply of money, people will sell their securitigs. Price of secrities will tumble and rate of interest
will rise until we reach point E.
LIMITATIONS:

Even Keynes’ liquidity prefere heory is notfree from criticisms:

Firstly, like the classical and neo-classi€al theOgies, Keynes’ theory is an indeterminate one. Keynes

45, Anurag Nagar, Behind Press Complex, Indore (M.P.) Ph.: 4262100, www.rccmindore.com
29


http://www.rccmindore.com/

Fenaissanc@

college of commerce & management

Quantity Theory of Money: Fisher’s Transactions Approach:

The general level of prices is determined, that is, why at sometimes the general level of prices rises
and sometimes it declines. Sometime back it was believed by the economists that the quantity of
money in the economy is the prime cause of fluctuations in the price level.

The theory that increases in the quantity of money leads to the rise in the ‘geneéralgprice was

effectively put forward by Irving Fisher." They believed that the greater thg’quantity o neyf the
higher the level of prices and vice versa.

Therefore, the theory which linked prices with the quantity of ‘m known as
quantity theory of money. In the following analysis we shall fi iti examine the quantity

prices and also the determination of general level of pric

The theory can also be stated in these words: The price roportionately with a given

assumed that the total volume of trade or transactions remained the same. The second factor in

the determination of general level of prices is the quantity of money. It should be noted that the
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quantity of money in the economy consists of not only the notes and currency issued by the
Government but also the amount of credit or deposits created by the banks.

The third factor influencing the price level is the velocity of circulation. A unit of money is used for

Fisher’s Equation of Exchange:

An American economist, Irving Fisher, expressed the relationship betwe
and the price level in the form of an equation, which is called ‘the equati
PT=MV...(1)

OrP=MV/T

Where P stands for the average price level:
T stands for total amount of transactions (or total trade of goods and services, raw
materials, old goods etc.)

M stands for the quantity of money; and

V stands for the transactions velocity oficirculation y.

The equation (1) or (2) is an acc ing 1

represents money spent on transacti

Value of a commodity is determined by demand for and supply of it and likewise, according to
them, the value of money (i.e., its purchasing power) is determined by the demand for and supply

of money. As studied in cash-balance approach to demand for money Cambridge economists laid
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stress on the store of value function of money in sharp contrast to the medium of exchange
function of money emphasised by in FISHER'S TRANSACTIONS APPROACH TO DEMAND FOR
MONEY.

According to cash balance approach, the public likes to hold a proportion of nominal'income in the

form of money (i.e., cash balances). Let us call this proportion of nominal income ant
to hold in money as k.

Then cash balance approach can be written as:
Md =kPY ...(1)

Y = real national income (i.e., aggregate output)

P =the price level PY = nominal national income

k = the proportion of nominal income that people want t in mon
Md = the amount of money which public want to hold

Now, for the achievement of money-market equilibrium, dethand for money must equal worth the
supply of money which we denote by o’note that the supply of money M is

exogenously given and is determined by the monet cies of the central bank of a country.
Thus, for equilibrium in the money m
M = Md

As Md =kPY
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Fig. 20.2. Determination of Price Level - Cambridge Cash Balance Approach
7
is equal to MO, the demand

Now, if supply of money fixed by the Governmentyor the
for money APK equals the supply of money, M@ at price level{P0. Thus, with supply of money equal

to MO equilibrium price level PO is dete upply is increased, how the monetary

changes in the price level.

Some economists have pointed out similarity between Cambridge cash-balance approach and
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Fisher’s transactions approach. According to them, k is reciprocal of V (k=1/V or V = 1/k). Thus in
equation (2) if we replace k by , we have
M =1/PY

Or MV=PY

approach. First, as mentioned above.

Fisher’s transactions approach lays stress on the medium of fulgtion of money, that is,

according to its people want money to use it as a means of paymengfor buying goods and services.

On the other hand, cash balance approach emphasizes t ore-of-valuefunction of money. They

hold money so that some value is stored for spending on ervices after some lapse of

time.

of circulation, transactions approach
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UNIT - 4

Economic Growth

Economic growth can be defined as an increase in the value of goods and services produced in an

economy over a period of time. This value calculation is done in terms of % iwrease in GDP

or Gross Domestic Product.
Economic growth is calculated in real terms where the effects of variatigfi in the va

and services due to inflation distortion are also accounted for.

Factors influencing Economic Growth

1. Human resources - this is a major factor that is res

growth of a country. The rate of increase in the skills aad capabilities of a workforce
ultimately increases the economic growth of a co
2. Infrastructure development- Improvemengs and i estment in physical capital

such as roadways, machinery, and fact@ries will incréase the efficiency of economic output

by reducing the cost.

Planned utilization of natural

use of available natural resources like

nation.
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Factors Affecting Economic development

1. Infrastructural improvement - Development in the infrastructure improves the quality of
life of people. Therefore, an increase in the rate of infrastructural development will result
in the economic development of a nation.

2. Education - Improvement in literacy and technical knowledge will Te " a* better

understanding of the usage of different equipment. This will incgéase labor uctivity
and in turn, will result in the economic development of a nation.
3. Increase in the capital - Increase in capital formation will resulin
in an economy and this will affect the economic develo

Difference between Economic Growth & Develo ment

Economic growth Economic development

Increase in market output results in Mt can be measured in terms of
economic growth ‘ re values a

market output

Itis a quantitative concept ’\| It 1wtatlve concept

Economic growth is %dlmen |fconomlc development is multidimensional

This is one of the major y This is a major concern of developing countries
developed cou

Economi is in ndent of Economic development can only happen if economic
the devel t growth takes place.

P

omic growth Indicators of economic development
e Human Development Index
per capita income e Physical Quality of Life Index

e Net Economic Welfare (NEW)
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Economic and Non-Economic Factors

1. Economic Factors
1. Natural Resource: The principal factor affecting the development of an economy is the

availability of natural resources. The existence of natural resources in abundancegfs essential for

advanced techniques of production. It leadsy to be on of natural resources,
industrialization and expansion of markets whiich are essential for economic progress.

3. Size of the Market: Large size of the et uldte production, increase employment
and raise the National per capita inconje. That js w loped countries expand their market to
other countries through WTO.

4. Structural Change: Structural change r o change in the occupational structure of the

economy. Any economy of t rally divided into three basic sectors: Primary sector

, forestry, etc; Secondary sector such as industrial

sectors of the economy. The country as a result will develop because of increase in national

income.
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7. Foreign Trade: The country which enjoys favorable balance of trade and terms of trade is
always developed. It has huge forex reserves and stable exchange rate.
8. Economic System: The countries which adopt free market mechanism (laissez faire) enjoy

better growth rate compared to controlled economies. It may be true for some couhntries, but not

for every country.
2._Non- Economic Factors
‘Economic Development has much to do with human endowmen

conditions and historical accidents. Capital is a necessary but’n

progress. - Ragnar Nurkse.

peoplejdo not participate in the process of development. This is called crony capitalism.
5. Corruption free administration: Corruption is a negative factor in the growth process. Unless

the countries root-out corruption in their administrative system, the crony capitalists and traders
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will continue to exploit national resources. The tax evasion tends to breed corruption and hamper
economic progress.

6. Desire for development: The pace of economic growth in any country depends to a great

extent on people’s desire for development. If in some country, the level of conscibusness is low
development.

7. Moral, ethical and social values: These determine the efficiency, of
Douglas C. North. If people are not honest, market cannot function.
8. Casino Capitalism : If People spend larger propoti
entertainment liquor and other illegal activities, productive actiwties may Suffer, according to
Thomas Piketty.
9. Patrimonial Capitalism : If the assets are simply pass jldren from their parents, the

children would not work hard, because the children do notyknow the value of the assets. Hence

productivity will be low as per Thomas Piketty.

Modern Theories of Economic

Definition of Economic Growth

Economic growth refers to ease in goods and services produced by an economy over a
as a percentage increase in real gross domestic product

n. GDP is the market value for all the final goods and services

In modern growth theory, Lucas has strongly emphasized the role of increasing returns through

direct foreign investment which encourages learning by doing through knowledge capital. In
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Southeast Asia, the newly industrialized countries (NICs) have achieved very high growth rates in

the last two decades.

The Neoclassical Approach

The neoclassical approach to economic growth has been divided into two secti

recognized.

The neoclassical growth model develo t0 explain the fact of actual growth

is given. This means that the long-term rate of

and is independent of preferences and most

First channel is the impact on the available goods and services and the other one is the impact on

the stock of knowledge phenomena.
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W.W. Rostow and the Stages of Economic Growth

One of the key thinkers in 20th-century Development Studies was W.W. Rostow, an

American economist and government official. Prior to Rostow, approaches to development had

been based on the assumption that "modernization" was characterized by the Western world
(wealthier, more powerful countries at the time), which were able to adv
stages of underdevelopment. Accordingly, other countries should mod ftewthe
West, aspiring to a "modern" state of capitalism and liberal democracy,
Rostow penned his classic "Stages of Economic Growth" in 1960,%hi esentéd five steps
through which all countries must pass to become developed:
1) Traditional society,

2) Preconditions to take-off,

3) take-off,

4) Drive to maturity and

5) Age of high mass consumption.

The model asserted that all countries this linear spectrum, and climb upward

. acterized by a subsistent, agricultural-based

levels of trading, and a population that does not

ge of High Mass Consumption: At the time of writing, Rostow believed that Western
countries, most notably the United States, occupied this last "developed” stage. Here, a
country's economy flourishes in a capitalist system, characterized by mass production and

consumerism.
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Criticisms of Rostow's Model

As the Singapore case shows, Rostow's model still sheds light on a successful path to

economic development for some countries. However, there are many criticisms of his

model.

classified as "top-down,

balancgd growth of different industries. Economists, like H.W. Singer and A.O. Hirschman, on the
other side, believe that for rapid economic growth there should be concentration of investment in
certain strategic industries rather than an even distribution of investment among the various

industries. In other words, in the view of these latter economists, unbalanced growth is more
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conducive to economic development than a balanced one. We may now consider both these views
at some length.
In an underdeveloped country, the level of per capita income is low which means that the people’s

purchasing power is low. Owing to small incomes and low purchasing power their demand for

people’s income in any country can be raised and con

increased by increasing productivity and aggr

productive employment.

A situation of higher productivity, the
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UNIT-5
Inflation
Inflation is a rise in prices, which can be translated as the decline of purchasing power over time.

The rate at which purchasing power drops can be reflected in the average prigé increase of

that sustained inflation occurs when a nation's money s

Causes of Inflation

monetary authorities by:
o Printing and giving away

When people have more money, it leads to positive consumer sentiment. This, in turn, leads to

higher spending, which pulls prices higher. It creates a demand-supply gap with higher demand

and less flexible supply, which results in higher prices.
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Cost-Push Effect

Cost-push inflation is a result of the increase in prices working through the production process

inputs. When additions to the supply of money and credit are channeled into a commodity or

other asset markets, costs for all kinds of intermediate goods rise. This is especially’evident when
there's a negative economic shock to the supply of key commodities.

These developments lead to higher costs for the finished product or ser
into rising consumer prices. For instance, when the money suppl
speculative boom in oil prices. This means that the cost of energy can
consumer prices, which is reflected in various measures of in

Built-in Inflation

to maintain their standard of living. Theiiji s Tesult in a higher cost of goods and

services, and this wage-price spiral co induces the other and vice-versa.

Types of Price Indexes

Depending upon the selected set of goa@s an ices used, multiple types of baskets of goods are

ost commonly used price indexes are the Consumer

Index (WPI).

of goods in the stages before the retail level.
While WPI items vary from one country to another, they mostly include items at the producer or

wholesale level. For example, it includes cotton prices for raw cotton, cotton yarn, cotton gray
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goods, and cotton clothing. Although many countries and organizations use WPI, many other
countries, including the U.S., use a similar variant called the producer price index (PPI).

The Producer Price Index (PPI)

The PPI is a family of indexes that measures the average change in selling prigés received by
domestic producers of intermediate goods and services over time. The ice
changes from the perspective of the seller and differs from the CPI which gheasures p chafiges

from the perspective of the buyer.

The Formula for Measuring Inflation

The above-mentioned variants of price indexes can be use the value of inflation

underlying methodology to ensure accuracy

Mathematically,

Percent Inflation Rate = (Final CPI Index e

Effects of Inflation

Inflation can affect the econo several ways. For example, if inflation causes a nation’s
currency to decline, this can benefit e ter aking their goods more affordable when priced

in the currency of foreign n

On the other hand, #his coul orters by making foreign-made goods more expensive.

Higher inflation can als@encougage spending, as consumers will aim to purchase goods quickly

before their vers, on the other hand, could see the real value of their savings

erode, lipfiting their'ability to spend or invest in the future.

Meaning of Deflation

Deflation is a decrease in the general price level of goods and services. Put another way, deflation

is negative inflation. When it occurs, the value of currency grows over time. Thus, more goods and
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services can be purchased for the same amount of money. Deflation is widely regarded as an
economic “problem” that can intensify a recession or lead to a deflationary spiral.

Causes of Deflation

Economists determine the two major causes of deflation in an economy as

(1) Fall in aggregate demand and

(2) Increase in aggregate supply.

The fall in aggregate demand triggers a decline in the prices of goods and services. factors
leading to a decline in aggregate demand are:

Fall in the money supply

A central bank may use a tighter monetary policy by increasing i ates. Thus, people,
instead of spending their money immediately, prefer t€ it. In addition, increasing
interest rates lead to higher borrowing costs, whigh also d
Decline in confidence

Negative events in the economy, such as o €ause a fall in aggregate demand. For

example, during a recession, peoplefican becom pessimistic about the future of the

the prices of products will likely go down.
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Effects of Deflation
Frequently, deflation occurs during recessions. It is considered an adverse economic event and
can cause many negative effects on the economy, including:

Increase in unemployment

value of debt. As a result, consumers are likely to defer their s

During deflation, the unemployment rate will rise. Since price levels are decreasiag, groducers

tend to cut their costs by laying off their employees.

Increase in the real value of debt

Deflation is associated with an increase in interest rates, which w1llicaEe a reasedn the real
kokokk Skokosksk Kk kkk

X%
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