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The focal point of the first edition of Managerial Economics' book is on providing 
resources and knowledge to help students understand the various managerial 
economics concepts in developmentally appropriate way. The book is written 
according to the CBCS syllabus for second semester adopted by all the universities 
of Telangana State. The book is tailored according to the sequence of the contents 
of the syllabus. Due care has been taken to present the subject matter in a 
simple and lucid way. After every chapter, the key concepts of the topic are 
clearly stated for the students to understand and learn the managerial economics 
concepts in a logical and coherent manner. The book also offers positive approach 
to learn managerial economics, which will serve as a foundation for future learning. 

Many standard Managerial Economics references and books are the resources 
while writing the various topics of this book. We hope that this book will provide 
a resource to advocate for the best possible developmentally appropriate learning 
for the students. We shall be grateful to the readers if they offer their valuable 
suggestions for the improvement of this book. 

P.N. Chopra 

Seema Ghosh 

2017 
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UNITA4 
Managerial Economics 

o Nature and Scope of 
Managerial Economics 





NATURE AND SCOPE 
OF MANAGERIAL ECONOMICS 

Managerial Economics is concerned with those aspects of 
economics and its tools of analysis which are used in the process 
of decision-making of business enterprises. Management of 
business and industrial enterprises involves some basic 
functions to achieve the objectives of the organisations through 
well- planned decisions on a variety of business issues. Decision-
making is the process of selecting a particular course of action 
from among a number of alternatives. Therefore, a clear 
understanding of the technical and environmental conditions of 
decision-making is necessary to take fruitful business decisions. 
Managerial Economics is also called Business Economics. The 
decision-maker should have good knowledge of those aspects of 
economic theory and its tools of analysis which are involved in 
the process of decision making. According to Spencer and 
Siegelman, "Business Economics (Managerial Economics) is the 
integration of economic theory with business practice for the 
purpose of facilitating decision making and forward planning by 
management." 

Similarly, McNair and Meriam write, "Business Economics 
consists of the use of economic modes of thought to analyse 
business situations." 
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Thus, Managerial Economics is the process of application of the principles, techniques 
and concepts of economics to solve the managerial problems of business and industrial 
enterprises. It is also known as Economics of Enterprise, Applied Economics, Managerial 
Analysis. Managerial Economics lies on the interface between economics and business 
management and serves as a bridge between the two disciplines. It takes up the concepts 
of business accounting, money costs, revenues, profit etc. and modifies these to make these 
fit for use in decision-making. The accountant has only historical data with him while the 
managerial economist needs forecasts of demand, costs, prices, market share and profits. 
Therefore, a managerial economist draws his data from accountants and engineers and uses 
it to advise the management of the firm. 

• ..",..,5;....AieneW4,,,,t,•:••,AV'' 

Business Administration 
(Decision Making) 

Fig. 1.1. The role of Managerial Economics in business decision-making. 

1. CHARACTERISTICS OF MANAGERIAL ECONOMICS 

1.  

economy. It studies the problems and 
principles of management in an 
individual business firm or an 
individual industry. It assists the 
management in forecasting and 
evaluating the trends of the market. 

2. Normative Economics. Managerial 
Economics belongs to Normative 
Economics. It is concerned with what 
management should do under 
particular  circumstances.  It 
determines the goals of the 
enterprise and then develops the 
ways to achieve these goals. It deals 
with future planning, policy-making 
and decision-making to achieve full 
utilisation of the available resources 
of the enterprise. 

is Micro Economics in character as it is 

Fig. 1.2 Managerial Economics draws 
its tools and techniques from three .  
disciplines-Economics, Accountancy 
and Management Techniques. The 
shaded area in the figure shows 
Managerial Economics. 

Micro Economics. Managerial Economics 
concerned with smaller units of the 
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3. Pragmatic. Managerial Economics is pragmatic. It tries to solve the managerial 

problems in their operational functioning and avoids difficult issues of economic 
theory. 

4. Uses Theory of the Firm. Managerial Economics uses economic concepts and 
principles which are known as the theory of the Firm or Economics of the Firm. 
Thus, its scope is narrower than that of Pure Economic Theory. 

5. Takes the Help of Macro Economics. Managerial Economics takes the help of 
Macro Economics also because it needs an understanding of the circumstances and 
environment in which an individual firm or an industry has to work. Topics of 
Macro Economics whose knowledge is necessary for the successful management of 
a firm or an industry are : Business Cycles, Taxation Policies, Industrial Policy of 
the Government, Price and Distribution Policies, Wage Policies and Anti-Monopoly 
Policies etc. 

6. Aims at Helping the Management. Managerial Economics is immediately useful. It 
aims at helping the management in taking correct decisions and preparing plans 
and policies for the future. In contrast, economic theory is relatively abstract. 

2. NATURE OF MANAGERIAL ECONOMICS 
1. Micro-economic in Character. The whole body of economics may be divided into two 

segments—Micro economics and Macro-economics. Macro- economics is concerned 
with the whole economy while micro-economics is concerned with smaller parts of 
the economy such as a firm. Managerial economics falls within Micro-economics as 
it is concerned with the problems of the individual business firms. 

2. Normative Science. Managerial economics is a normative science. It tells us what 
should be done under given circumstances. It is concerned with what should be 
done to achieve the organisational goals most efficiently. It explains what the firm 
should do in order to get good results. 

3. Prescriptive Rather than Descriptive. Managerial economics is a normative and 
applied  discipline. It 
suggests the application of P.  
economic principles as 
regards policy formulation, 
decision-making and future-
planning. It describes the 
goals of the organisation 
and then prescribes the 
ways to achieve the goals. 

4. Pragmatic. In pure micro-
economic theory, analysis is 
carried on the basis of certain 
assumptions which are far 
from reality. But managerial 
economics avoids difficult 
issues of economic theory 
and tackles practical 
problems faced by the firms 
in their normal functioning. 

!Input supply  •  
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Fig. 1.3. The flowchart of the decision 
making process within a firm. 
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5. A Scientific Art. An art is a system of rules for the attainment of given ends. It is 

the best way of doing the things. Managerial economics may also be called,  an art, 
because it helps the management in the efficient utilisation of scarce economic 
resources. It considers production costs, demand, price, profit, risk etc. and helps 
the management in selecting the best alternative. It facilitates good and result-
oriented decisions under the conditions of uncertainty. 

3. MANAGERIAL ECONOMICS-AN INTERDISCIPLINARY SCIENCE 

Managerial Economics in an interdisciplinary subject. It draws its study material from 
Economics, Accountancy and Operations Research. It employs mathematical and statistical 
tools for decision—making. We study the relationships within managerial economics and 
other disciplines. 

Managerial Economics is the applied economics used for decision—making. It is a sort 
of a bridge between economic theory and management problems. What is called micro 
economics is the main source of concepts for managerial economics. The main concepts of 
micro economics used here are : Elasticity of Demand, fixed and variable costs, short-run 
costs, long-run costs, production function and economic profit. But now with increased 
globalisation of trade and commerce, micro economics is also being used to forecast the 
business conditions for use by the individual firms for adjustment. The problems of inflation 
and deflation are the subject of macro economics. 

Managerial Economics is also intimately related to accounting. Accounting is 
concerned with recording the financial operations of a business firm. A managerial 
economist requires up-to-date information on the costs, prices and profits of the firm so that 
he can make wellinformed decisions. The profit and loss statement, the balance sheet of the 
company, the dividends distributed by the firm, the share of wages in costs and the capital 
structure of the firm are the basic data for managerial economics. In fact, the rise of 
managerial economics has led to the building up of a special branch of accountancy called 
management accounts. The main task of management accounting now is to provide the sort 
of data which managers need for solving the management problems relating to economics. 
The accountants are now being asked to provide the data in a form as fits easily into the 
concepts and analysis of managerial economics. 

Managerial economics is also intimately related to the discipline called Operations 
Research. The researchers have developed mathematical techniques applied to practical 
problems. These techniques are programming, inventory control, queing theory, theory of 
games and analysis of risk and uncertainty. Managerial economists solve specific problems 
by employing these techniques. These are the problems relating to allocation of resources, 
facing upto competition, cost control and strategic behaviour. Production management and 
transportation planning need the help of programming. The decisionmaking on pricing and 
advertising is made more scientific with the help of the theory of games and probability 
analysis of risks. Then the firm faces the problems of providing the optimum capacity in 
machines, tools, equipment and staff. For this purpose, there are optimisation techniques 
which use networking. Similarly inventory problems use queing techniques. 

Managerial Economics uses statistics and mathematics for solving its decision—making 
problems. Managers need quantitative data for taking timely decisions. They need, for 
example, the functional relations on demand and cost to take appropriate decisions on 
pricing the product. Secondly, economic theory gives laws on demand, cost and pricing 
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hich have to be tested empirically before these can be applied to the decision—making at 
-.e firm level. This empirical analysis needs the help of statistics. Thirdly, managerial 
zonomics makes ample use of probability theory in dealing with the problems of risk and 
ncertainity. 

Managerial Economics is metrical in character. It estimates various economic 
.lationships, predicting relevant economic quantities which are used in decision—making 
nd forward planning. Knowledge of geometry, trigonometry, algebra is basic to the 
lanagehal economist. He employs logarithms and expOnentials, vectors, determinants and 
aatrices for his quantitative analysis. For solving the optimisation problems, he uses 
alculus, both differential as well as integral. Further, he uses operations research methods 
chick are mathematical in character. 

onclusion 
We can conclude by saying that managerial economics is intimately related to 

iconomics, Accounting, Statistics and Mathematics. A trained managerial economist 
isefully integrates concepts and methods from all these subjects to carry on the decision—
making process. Specifically, operations research and management accounting are getting 
ery close to managerial economics to solve the emerging problems of firms in short—term 

adjustments and long—term planning. 

4. SCOPE OF MANAGERIAL ECONOMICS 
The scope of Managerial Economics includes the following fields. 

1. Theory of Demand ; 
2. Theory of Production ; 
3. Theory of Exchange or Price Theory ; 
4. Theory of Profit ; 
5. Theory of Capital and Investment ; 
6. Environmental Issues. 

We take up a detailed description of these fields now. 

Theory of Demand 
According to Spencer and Siegelman, "A business firm is an economic organisation 

which transforms productive resources into goods that are to be sold in a market." 
(i) Analysis. Demand analysis is necessary for demand forecasting which is an 

important part of managerial decision-making because an estimate of future sales 
is essential for preparing production schedule and employing productive 
resources. Demand analysis helps the management in identifying factors that 
influence the demand for the products of a firm. Thus, demand analysis and 
forecasting is essential for business planning. 
Demand Theory. Demand theory is the study of behaviour of consumers. In 
studying behaviour of consumers, it answers questions such as why do the 
consumers buy a particular commodity ? How much do they purchase a commodity 
? What is the effect of the income, habit and taste of consumers on the demand for 
a commodity ? What are other factors influencing the demand for a commodity ? 
Why and when do the consumers stop to further consume a commodity ? 
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Theory of Production 

Production and cost analysis is important for the smooth functioning of production 
process and project planning. Certain amount of goods has to be produced to earn a certain 
level of profit. To obtain such output, some costs have to be incurred. Then, the problem 
before management is to determine the level of production at which average cost of 
production may be the minimum. 

Production Theory helps in determining the size of a firm and the level of production. 
It explains how average and marginal costs change with changes in production. Under what 
conditions do the costs increase or decrease ? How does total production increase when 
input of one of the factors of production is increased keeping other factors constant ? How 
can one factor of production substitute for another when all the factors are increased 
simultaneously ? How can optimum size of production be obtained ? The theory answers 
these questions. 

Theory of Exchange Or Price Theory 
Theory of Exchange is popularly known as Price Theory. It explains how the 

commodity prices are determined under different types of market conditions ? How and to 
what extent advertisement can be helpful in increasing sales of a firm in a market ? Price 
Theory is helpful in determining price policy of the firm. Pricing is an important area of 
managerial economics. The success of a business and industrial firm depends upon the 
accuracy and correctness of price decisions taken by it. Price Policy affects the demand for 
products. It includes the determination of product prices under different market conditions, 
pricing methods, pricing policies, differential pricing, product-line pricing and price 
forecasting. 

Theory of Profit 
Every business and industrial enterprise aims at earning maximum profit. Profit is the 

difference between total revenue and total cost. Because of the following factors profit is 
always uncertain : (i) Demand of the product, (ii) Prices of the factors of production ; 
(iii) Nature and degree of competition in the market; (iv) Price behaviour under changing 
conditions. Hence, Profit Planning and Profit Management are necessary for improving 
profit earning efficiency of the firm. Profit management requires that the most efficient 
technique should be used for predicting the future. The possibility of risks should be 
minimised as far as possible. 

Theory of Capital and Investment 
Theory of capital and investment explains the following important issues : (i) Selection 

of most suitable investment project, (ii) Most efficient allocation of capital, (iii) Assessing the 
efficiency of capital, (iv) Minimising the possibility of Under-capitalisation or Over-
capitalisation. Capital is the foundation of a business. Like other factors of production it is 
also scarce and expensive. It should be allocated in the most efficient manner. 

Environmental Issues 
Certain issues of macro economics also form a part of managerial economics. These 

relate to social and political environment in which a business and industrial firm has to 
operate. This is governed by such factors as : (i) The type of economic system of the country, 
(ii) Business cycles, (iii) Industrial policy of the country, (iv) Trade and fiscal policy of the 
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=try, (v) Taxation policy of the country, (vi) Price and labour policy, (vii) General trends 
n economy with regards to production, employment, income, prices, savings and 
nvestment etc., (viii) General trends in the working of financial institutions in the country, 
a) General trends in foreign trade of the country, (x) Social factors like value system of the 
.ociety, (xi) General attitude and significance of social organisations like trade unions, 
'roducer's unions and consumer's co-operative societies etc., (xii) Social structure and class 
tharacter of various social groups, (xiii) Political system of the country. As the management of 
i firm cannot have any control over these factors, it should adjust the plans, policies and 
'rogrammes of the firm according to these factors so as to offset their adverse effect on the firm. 

5. THE NATURE OF MANAGERIAL ECONOMICS 
Different writers on managerial economics have given a number of definitions for 

managerial/business economics. According to some writers, managerial economics is the 
application of economic theory to problems in both the public and private sectors : other 
writers consider business economics as applied micro economics, an approach requiring the 
integration of principles and practices from other functional areas such as accounting, 
finance, marketing and production. Still other writers regard business economics as a link 
between economic theory and decision science. Its purpose in this capacity is to contribute 
to sound decision making not only in business but also in government agencies and non-
profit organisations. 

Managerial economics assists in making decisions about the optimal allocation of 
scarce resources among competing activities. Where alternative allocation strategies are 
available, managerial economics helps to pinpoint the best alternative through the 
application of techniques from management science and operations research. 

There is substance in all of these views. We need not choose among them, because 
certain common elements are readily traced out in all these definitions. These common 
dements are : 

1. Managerial economics or business economics as an application of economic theory, 
particularly of microeconomic theory, to practical problem solving. 

2. Managerial economics can be used to make better management decisions. 
3. Managerial economics is concerned with decision-making about the optimal 

allocation of scarce resources to competing activities. 
4. Managerial economics can be applied to government agencies as well as business 

firms with equal ease. 

Economic Theory and Business Economics 
Economic theory has been traditionally divided into two sub-fields, (1) micro-economics 

which studies the economic behaviour of individual consumers, firms or resource owners, and 
(2) macro-economics, which deals with the behaviour of economic aggregates such as the gross 
national product, national income, employment and aggregate consumption. Macroeconomics 
deals with the collective results of millions of individual economic decisions, while 
microeconomics focuses on the behaviour of individual decision makers. 

Microeconomic theory makes a major contribution to business economics. This is 
because it deals with topics that are more closely associated with resource allocation. These 
topics are consumer behaviour and demand theory, production and cost analysis, market 
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MANAGERIAL ECONOMICS 
structure and pricing, capital budgeting and finance. However, the individual firm does not 
operate in a vacuum. Its environment is the general economy, which both affects and is 
affected by the activities of millions of individuals 

The country's business environment, over which individual firms have no control, 
largely influences the prices and availability of the economy's resources that a firm buys. 
These resources include labour, materials, supplies, machinery and equipment. The national 
economic position also affects the cost and availability of financing, particularly with 
respect to interest rates. On the revenue side, the national economic climate influences the 
firm's ability to sell its products, for the purchasing power of the consumers determines the 
extent of the markets. Macroeconomics does make important contribution to business 
economics and it has to be studied in the subject. 

Managerial economists use a combination of micro and macro economic theory for 
economic problem solving. But effective decision-making depends on more than economic 
theory. Business economics also relies on economic methodology, analytical tools, and the 
principles of accounting, finance, marketing, personnel administration, and production. 

Economic Methodology 

The nature of business 
economics has been vividly 
shown in Figure 1.4. 
managerial economists use 
models  of economic 
behaviour. These models are 
of two types : descriptive and 
presciptive. Descriptive 
models explain and predict 
economic behaviour while 
prescriptive models are meant 
to prescribe decision rules for 
optimising a stated objective. 

Descriptive models are 
dependent on empirical 
observations. These attempt 
to describe and explain 
economic relationships as 
they exist in the real world. 
But the models do so in an abstract and simplified way. Simplification of the relations 
involved in the models is made possible by the simplifying assumptions introduced in the 
models. These assumptions do not always correspond to the crude realities of life. But these 
are chosen so as to make the model manageable and meaningful. A good example of the 
descriptive model is the model of perfect competition wherein we assume the sale of ,  
homogeneous products by sellers with perfect knowledge of the market conditions. Entry 
in such a market is free. These assumptions are abstract in their nature but the practical 
usefulness of the perfect competition model has not been in doubt. It has been widely used 
because of its simplicity. 

Prescriptive models are also called normative or optimising models. The purpose of 
prescriptive models is to enable a decision-maker to find the most efficient way to reach a 

\ MANAGEMENT 
PROBLEMS/ 

ANALYTICAL TOOLS 

MATHEMATICAL ECONOMICS 
ECONOMETRICS 

,  BUSINESS 
ECONOMICS 

ECONOMIC METHODOLOGY 
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PRESCRIPTIVE MODELS ACCOUNTING PERSONNEL 

FINANCE PRODUCTION 
MARKETING 

STUDY OF FUNCTIONAL 
AREAS 

OPTIMAL 
DECISIONS 

Fig. 1.4. The Nature of Business Economics 
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objective. The first step is to define an objective function in operational terms. The 
:nd step is to delineate the constraints within which the objective is to be achieved. The 

step is to identify the set of alternative strategies that can achieve the objective within 
, fled constraints. Finally, the model prescribes the procedures by which the decision-
'aker can determine the optimat strategy to achieve the goal. It should be noted that the 
rescriptive models do not attempt to specify what the objective ought to be. The model 
gilder accepts the objective given to him by the management. He does not pass his own 

zement on the objective. 
We know that most business decisions are related to the optimisation of some function. 

o, prescriptive models are the principal tools of managerial economics. But that does not 
-..ean that descriptive models are of no use to businessmen. It should be borne in mind that 
n optimining model is always based on the descriptive model of the problem in hand. The 
-alue of model lies in its descriptive and explanatory adequacy in analysing the 
Phenomenon under study. 

knalytical Tools 
Managerial economist obtains his analytical tools from mathematical economics and 

c.ortometrics. The mathematical economist expresses economic relationships in 
T.athematical form, thereby rendering them amenable to empirical testing and 
measurement. Mathematical representation of economic functions in a model facilitates the 
iearch for solutions. Besides this, it often permits insights into problems that would easily 
De missed in a purely descriptive approach. Further, mathematical modeling specifies the 
Limits of the analysis and pinpoints non-feasible courses of action. Thus, a managerial 
conomist must have training in mathematics as well as in economics. 

Another tool of a managerial economist is econometrics. Econometrics uses statistical 
bechniques to test economic models which are developed to explain economic relationships. 
Fake the example of a company's product. It is a function of many factors— the product's 

its quality, consumer tastes and preferences, the price of related products, consumer 
ncome, advertising, consumer expectations, the range of goods and services available, the 
-umber of potential consumers, and other factors. The firm has control over three of these 
the price, quality of the product and advertising. 

In order to make informed decisions, the firm's management must understand the 
relationship involved and the quantitative influence of each factor upon demand. The 
econometric model of demand attemps to provide such information quantitatively. Its 
:.,i-imary analytical tool is regression analysis. Since most hypotheses in Economics deal 
4vith the simultaneous movements of several variables, multiple regression is used 
extensively by econometricians, because multiple regression is capable of handling these 
multiple interactions. Thus, econometrics is a fit tool for the business economists's kit. 

6. IMPORTANCE OF MANAGERIAL ECONOMICS 
Business and industrial enterprises aim at earning maximum profit. To achieve this 

Dbject, managerial executives have to do decision-making which is the process of selecting 
a  particular course of action from among a number of alternatives. A sound decision 
requires fairly good knowledge of the aspects of economic theory and the tools of economic 
analysis which are directly relevant in the process of decision-making. Managerial 
Economics plays an important role in the decision-making process of a firm. 
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Spencer and Siegelman have described the importance of Managerial Economics in a 

business and industrial enterprise as follows : 
1. Reconciling Traditional Theoretical Concepts to the Actual Business Behaviour 

and Conditions. Managerial Economics reconciles the tools, techniques, models and 
theories of traditional economics with actual business practices and with the 
environment in which a firm has to operate. In the words of Edwin Mansfield, 
"Managerial Economics attempts to bridge the gap between purely analytical 
problems that intrigue many economic theories and the problems of policies that 
management must face." 

2. Estimating Economic Relationships. Managerial economics estimates economic 
relationships between different business factors such as income, elasticity of 
demand and attempts cost-volume-profit analysis etc. 

3. Predicting Relevant Economic Quantities. Managerial Economics helps the 
management in predicting various economic quantities such as cost, profit, 
demand, capital, production, price etc. As a business manager has to work in an 
environment of uncertainty, the future should be systematically predicted in the 
light of these quantities. 

4. Understanding Significant External Forces. The firm's management has to identify 
all the important factors that influence a firm. These factors can be broadly divided 
into the following two categories. Managerial Economics plays an important role 
by assisting management in understanding these factors. 
(i) External Factors. These are the factors over which a firm cannot have any 

control. The plans, policies and programmes of the firm should be adjusted in 
the light of these factors. Important external factors affecting decision-making 
process of a firm are : economic system of the country, business cycles, 
fluctuations in national income and national production, industrial policy of 
the Government, trade and fiscal policy of the Government, taxation policy, 
licensing policy, trends in foreign trade of the country, general industrial 
relations in the country etc. 

(ii) Internal Factors. These are the factors that are within the control of a firm. 
These factors relate to business operations. Knowledge of these factors helps the 
management in making sound business decisions under the given business 
environment. 

5. Basis of Business Policies. Managerial Economics is the foundation of business 
policies. Business policies are prepared on the basis of studies and findings of 
Managerial Economics in different parts of the country. This analysis also fore-
warns the management against all the turning points in national as well as 
international economy. 

7. FUNDAMENTAL CONCEPTS OR BASIC ECONOMIC TOOLS IN 
MANAGERIAL ECONOMICS 
Managerial Economics employs some well known tools of analysis. These are : 
1. Principle of Opportunity Cost. According to Benham, "The opportunity cost of 

anything is the next best alternative which could be produced instead by the same 
factors or by an equivalent group of factors, costing the same amount of money." 
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According to W.W. Haynes, "Opportunity cost of a decision means the sacrifice of 
alternatives required by that decision." Opportunity cost means the cost of 
foregone opportunities. Opportunity cost of a product or service means the revenue 
expected to be earned by the product or service if put to an alternative use. W.W. 
Haynes has clarified the meaning of the concept of opportunity cost with the help 
of following examples : 
(i) The opportunity cost of the funds tied up in one's own business is the interest 

(or profits corrected for differences in risk) that could be earned on those funds 
in other ventures. 

(ii) The opportunity cost of the effort one puts into his own business is the salary 
he could earn in other occupations (with a correction for the relative 'psychic 
income' in the two occupations). 

(iii) The opportunity cost of using a machine to produce one product is the sacrifice 
of earnings that would be possible from other products. 

(iv) The opportunity cost of using a machine that is useless for any other purpose 
is nil, since its use requires no sacrifice of other opportunities. 

From the above examples it is clear that opportunity cost requires the 
measurement of sacrifices. If there is no sacrifice involved by a decision, there will 
be no opportunity cost. Though the opportunity cost is not recorded in the books 
of accounts, it is an important consideration in business decisions. 

2. Principle of Incremental Cost. Incremental cost is the differential cost that must be 
incurred if a decision is taken and that need not be incurred if the same is not 
executed. It is a change in total cost due to a change in the level of the activity. In 
the words of Haynes, Mote and Paul, "It involves estimating the impact of a 
decision on alternatives ; on costs and revenues, stressing the changes in total cost 
and total revenue that result from changes in prices, products, producers' 
investments or whatever may be at stake in the decision." 
There are two fundamental concepts involved in this principle : the concept of 
incremental cost and the concept of incremental revenue ; while incremental cost 
means the change in total cost, incremental revenue means the change in total 
revenue resulting from a decision. According to W.W. Haynes, a decision is 
profitable if : 
1. It increases revenue more than costs. 
2. It decreases some costs more than it increases others. 
3. It increases some revenues more than it decreases others. 
4. It reduces costs more than revenue. 
Principle of Time Perspective. The decisions of a business firm should be taken 
only after considering the short-run and long-run effects of decisions on costs and 
revenues. While short run refers to a period of time which is long enough to allow 
the variable factors of production to be used in different amounts, long run refers 
to a period of time which is long enough to bring about all the possible changes 
in all inputs. Proper balance should be maintained between short-run and long-
run effects. As W.W. Haynes says, "The management should take a long range view 
of effects on costs and revenues rather than merely a 'short sighted' view. A 
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decision may be made on the basis of short run considerations, but may, as time 
passes, have long run repercussions that make it more or less profitable than at 
first seemed." 

4. Principle of Discounting. It is a fundamental principle of economics that the worth 
of a rupee receivable tomorrow is lesser than that of a rupee available today. This 
principle is based on a well known proverb : A bird in hand is better than two in 
the bush. A difference should be made between cash received at different times. 
Money received today could be invested to earn additional money immediately. As 
an amount to be received after certain period of time could not be invested until 
it is received ; therefore, it is less valuable than an amount received today. Hence, 
the timing of receipt of an amount should be duly taken into consideration in the 
solution of a particular problem relating to investment. 

5. Principle of Equimarginal Satisfaction and Productivity. Also known as the 
principle of maximum satisfaction, it is the most popular principle of economics. 
According to it, an input should be allocated in such a manner that the value added 
by the last unit of the input is the same in all uses. Thus, this principle provides 
a basis for maximum exploitation of all the productive resources of a firm so that 
the profitability of the firm may be maximised. 

6. The Contribution Principle. The various principles discussed so far are inter-
dependent. The contribution principle brings them together. This principle tells us that 
every factor of production makes its own contribution to productivity for the firm and 
that this contribution changes as the volume of output is changed. Production takes 
place under constraints. And these constraints change with changes in output. This 
changes the relative contribution of the inputs X, Y, Z over different ranges of the firm's 
output. The contribution concept is often used in product-mix decisions, and in pricing 
decisions. It also applies to 'make-or-buy' decisions. 

7. The Negotiation Principle : Almost everything in real commercial world is 
negotiable such as housing prices, terms and conditions of payment, equipment 
parts, specification and their prices. If a negotiation is successful, both the parties 
are happy. An example of this is collective bargaining between the employer and 
the trade unions. In the absence of negotiations there may be winner and a loser. 
The loser's dissatisfaction can turn into a wrath anytime. Therefore, negotiations 
are of great importance in managerial economics. 

8. THE DECISION MAKING PROCESS IN MANAGERIAL ECONOMICS 

The first step in decision-making is to estimate the likely demand for the product of 
the firm which it has decided to produce. The second step is to obtain information on input 
supplies and the technologies available for production of the desired product. The third step 
is to decide the output to be produced by the firm. Once the level of output is decided, the 
input decisions are made in the light of the information on production processes and input 
prices prevailing in the market. 

Factors Influencing Managerial Decisions 

It is relevant to know at this point that managerial decision-making is influenced not 
only by economic but also by several other significant considerations. Economic analysis is 
the backbone of the body of knowledge built to solve business problems. But the process is 
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also involving three other considerations which guides the choices made by managers. 
These other influences are behavioural considerations, technological forces and 
environmental factors. 

Observers of firms and industries are often surprised to find that the organisations do 
not resort to purely economic logic. They do not maximise their profit. Their choices are not 
optimal or the best choices. They often deviate from what the economists would advise 
them. We must realise that managers may take into account factors such as the impact of 
a decision on employer morale or motivation. Moreover, the owners or directors of the firms 
have their own perception of the possibilities of expansion and diversification. It is usually 
found in India that the small entrepreneurs have profitable opportunities of business 
development through expansion or reorganisation. But they are reluctant to take up these 
opportunities because they feet that it would either strain their life-style or threaten their 
control over management. 

The influence of technology on business decisions is no less than that of economics. In 
economic analysis, technology is often taken as given. This is an assumption which 
underplays the role of technology in decision-making. The fact of the matter is that an 
assessment of technological alternatives available, the technological moves of competitors 
and technological processes being adopted in other countries are among the most critical 
factors which managers consider in their planning and resource allocation. Whenever a 
project is considered for investment, the first task is to scrutinise the relevant technological 
alternatives. Even short-run production and marketing decisions are made under the given 
technological constraints. But once the technology is chosen, economic analysis comes to the 
fore. So managerial decision-making takes place in the backdrop of an interplay of 
technology and economics. 

The socio-economic framework within which a firm works is called environment. 
Environmental pressures operating on the enterprise have a bearing on managerial 
decisions even when these are primarily economic in nature. Economic rationality might 
suggest a strong case for raising the price of the firm's product, and yet the manager might 
decide not to do so, simply because he fears social and political hostility to this decision. One 
could perhaps argue that the manager is sacrificing short-term gains for long-term survival. 
Again, in a recession, closing down a losing product line or division may appear 
economically sound, and yet political pressure or firm's prestige may make the manager 
adopt a different approach. 

The impact of environmental considerations in managerial decision-making is growing 
over time. There are two reasons for this. First, public awareness of the impact of firm-level 
decisions on society is building up. Political parties, consumer groups, trade union 
movements and community organisations are increasingly concerned when major firms 
decide to declare a lock-out or close down during a recession. In India, the government has 
followed a policy of not allowing exit to a firm without public scrutiny. Second, firm's 
managers have been compelled to consider the costs to society caused by the environmental 
pollution and congestion when they decide to use a polluting production process or locate 
in congested localities. The supreme court of India has ordered the closing down of many 
industrial units in Delhi due to these reasons. This shows that state intervention has 
increased over the years and no manager can afford to ignore these factors. 

From the foregoing discussion, it should be clear that actual decision- making at the 
firm level takes place within the context of human, behavioural, technological and 
environmental influences. But it should be remembered that profits are a must for a firm's 
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survival and expansion in the long period. Therefore, economic analysis ofationale 
the firm
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9. MANAGERIAL ECONOMIST : ROLE AND RESPONSIBILITIES 
A managerial economist plays a very important role. He helps the management of a 

firm in decision making and forward planning by using his skills and techniques. In the 
U.S.A., U.K. and Canada, almost all big firms employ managerial economists. In India also 
leading business firms are employing business economists. Tatas, Hindustan Lever and 
Reliance have managerial economists on their staff. The role of a managerial economist is 
that of a business analyst and of an advisor. Accordingly, his responsibilities are also heavy. 

Role of a Managerial Economist 
The factors influencing the business of a firm over a period of time can be divided into 

external factors and internal factors. The external factoro are those which lie outside the 
control of a firm's management. Therefore, these factors are called the Business environment. 
The internal factors are within the control of arrangement. These are the various types of 
decisions undertaken by the management. Therefore, the internal factors are also called 
business operations. Examples of external factors are government's economic policy, the actions 
of competitors and weather conditions. Examples of internal factors are the amount of 
investment, the number of workers employed, the quantity of output to be produced and 
the price of the product. 

Study of the business environment. Every firm has to take into consideration such 
external factors as the growth of national income, volume of trade and the general price 
trends, for its policy decision. A firm works within a business environment. The most 
important elements of business environment for a firm are the trend of growth of national 
economy and world economy and the phase of the business cycle in which the economy is. 
At what rate and where is population getting concentrated? Where are the demand prospects 
for established and new products ? Where are the prospective markets ? These questions 
lead the economist into purposeful studies of the economic environment. 

The international economic outlook is a very important environmental factor for 
exporting firms. Will overseas markets expand or contract ? How will the new international 
agreements affect the chances of imports and exports ? The economist studies the World 
Development Report for possible answers to these questions. 

The nature and degree of competition within the industry in which a firm is placed 
are also a part of the business environment. Will rivals increase or reduce their prices ? Does 
the firm expect new entrants ? Do customers' tastes give some monopoly power to the firm 
? These questions are answered with the help of the trends within the industry. 

The kind of economic policies pursued by the government constitute a powerful element 
of the business environment of a firm. What are the priorities of the new five-year-plan ? 
In which sectors of the economy have the outlays been increased ? What are the segments 
suffering a cut in outlays ? What are the budgetary trends ? What about changes in defense 
expenditure, tax rates tariffs and import restrictions ? What export incentives are being 
given ? The answers to these questions are to be found in the latest five year plan, the 
economic survey and the budget speech and in the reports of the Reserve Bank of India. 
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The business economist can help the management in the formation of their business 

an by forecasting the economic environment. The management can easily decide the 
ruing and locating of their specific action. The managerial economist has to interpret the 
tional economic trends and industrial outlock for their relevance to the firm in which he 
working. He has to digest the evergrowing economic literature and advise top management 
means of short, business like practical notes. In a partially controlled economy like India, 

e business economist translates the government's intentions in business jargon and also 
ansmits the reaction of the industry to proposed changes in government policy. 

Study of business operations. The managerial economist can also help the management 
decision making relating to the internal operations of a firm, that is, in deciding about 

-ice, rate of operations, investment and growth of the firm for offering this advice : the 
:onomist has specific analytical and forecasting techniques which yield meaningful 
mdusions. What will be the reasonable sales and profit budget for the next year ? What 
-e the suitable production schedules and inventory policies ? What changes in wage and 
rice policies are imperative now ? What would be the sources of finance ? The managerial 
:onomist is trained to answer such questions posed by the top management. 

Specific functions. Business economists are now performing specified functions as 
msultants also. Their specific functions are demand forecasting, industrial market research, 
clang problems of industry, production programmes, investment analysis and forecasts. 
hey also offer advice on trade and public relations, primary commodities and foreign 
=flange. Managerial economists also carry out analytical studies relating to capital projects 

agriculture, industry, transport and tourism and also of the export environment. 
Economic intelligence. The managerial economist also provides general intelligence 

ervices by supplying the management with economic information of general interest so 
-tat they can talk intelligently in conferences and seminars. They are also supplied the facts 
rid figures for preparing the annual reports of the firm. Those facts and figures are collected 

the managerial economist because he understands the vast literature available in 
,ublications. 

Participation in public debates. Well-known managerial economists participate in 
,ublic debates. Both governments and society seek their advice. Their practical experience 
-1 business and industry gives value to their observation. An example is the famous jurist 
nd tax consultant Nani Palkhiwala in India. 

In short, a managerial economist can play a multi-faceted role. He is not only an 
nalyst of current trends and policies for his employers but also a bridge between the 
usinessmen in the specific industry and the government. He acts as an intelligent interpreter 

,f government policies and a spokesman of his firm. 

(esponsibilities of a Managerial Economist 
In order to best serve the management, a business economist ought to know his 

esponsibilities. He must keep in the mind the main objective of making a reasonable profit 
hn the invested capital in his firm. Firms are not always after profit-maximization, but to 
ontinue in business, every firm has to operate for profit. Therefore, a business economist has 
ne chief obligation of helping the management to make more profits than before. All his other 
esponsibilities flow from this basic obligation. His main responsibilities are as under : 

1. Making successful forecasts. Managements have to take decisions concerning the 
future and future is uncertain. This uncertainty cannot be eliminated altogether 
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but it can be reduced through scientific forecasts of the economic environment to 
his employers, so that they can follow an orderly course of business planning. If a 
managerial economist can make successful forecasts about business trends, the 
management will hold him in great esteem. A wise managerial economist will revise 
his forecasts from time to time in the light of new developments in his business. As 
soon as he finds a change in his forecasts, he has to alert the management about it. 
Thereby he can assist the management in making the needed adjustments. This will 
also strengthen his position as a member of the managerial team. 

2. Maintaining contacts. The managerial economist must establish and maintain 
contacts with data sources for his analysis and forecasts. He must have familiarity 
with individuals who are specialists in the fields having some link with his work. 
He must join professional associations and subscribe to the journals giving him 
fresh information. The biggest quality of a managerial economist is his ability to 
obtain information quickly by establishing contacts with the sources of such 
information. 

3. Earning full status on the managerial team. A managerial economist has to 
participate in decision-making and forward-planning. For this he must be able to 
earn full status on the business team. He must be prepaid to take up assignments 
on special project also. He should be able to express himself clearly and non-
technically so that his advice is understood and accepted. Further, while he must 
be in tune with the industry's thinking, he should also not lose the national 
perspective in giving advice to the management. 

We can conclude by saying that managerial economists can earn an important place 
in the managerial team only if he understands and undertakes his responsibilities. To the 
extent he proves useful to the management, he will be cared for. On the opposite, a managerial 
economist would always feel unwanted, if he is not useful to his firm. 

KEY DEF1NMONS 
1. Managerial Economics. It is concurred with those aspects of economics and its tools 

of analysis which are used in the process of decision making of business enterprise 
2. Decision Making. It is the process of choosing one alternative among two or more 

alternatives available to a business manager to achieve the objectives of the firm. 
3. Forward Planning. It means planning about the future of the firm in order to achieve 

its goals. 
4. Opportunity Cost. It means the cost of next best alternative that is sacrificed. It is 

the cost of foregone opportunities. 
Opportunity cost of a product or service means the expected revenue to be earned by 
the product or service if put to an alternative use. 

5. Incremental Cost. It is the differential cost that must be incurred if a decision is taken. 
It is a change in total cost due to a change in the level of activity of a firm. 

6. Time perspective. It means the decisions of a firm should take into account the short 
run and long run effects of decisions on costs and revenues. 

7. Discounting Principle. It is a business decision affects costs and revenues in the 
long run, then all those costs and revenues must be discounted to present values for 
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valid comparison as the worth of rupee which is received tomorrow is lesser than that 
of a rupee available today. 

8. Equimarginal Principal. It means an input should be allocated in such a manner that 
the value added by the last unit of the input is the same in all uses. 

 

QUESTIONS 

 

L FILL IN THE BLANKS 

 

1. Managerial economics is called as an  - - - - - - - - - - -  economic theory. 
2. Managerial economics generally refers to the integration of economic theory with business 

3. Forward planning means planning for the 	  
4. environment affects the business decision of a firm. 
5. Capital budgeting decisions involve 	  funds. 
6. Decision making process helps to choose among two or more  - - - - - - - - - - - - -  
7. Managerial economic is the application of  - - - - - - - - - - - -  tools and principles. 
8. Managerial economics is 	  in its character. 

II. MULTIPLE CHOICE QUESTIONS 

1  Managerial economics is  - - - - - - - - - - -  in Nature. 
(a) Positive (b) Normative (b) Incremental (d) Discounting 

2. Managerial economics is a study at the level of 
(a) Economy (b) Firm (c) Industry (d) State 

3. Capital budgeting decision involves investment in 
(a) Production (b) Plant and Machinery 
(c) Sales of the firm 	 (d) Salary of the employees 

4. Management economics helps the firm to reach its 
(a) Forward Planning 
(c) Goals 

 

(b) Business decision 
(d) Profits 

  

5. is the cost of next best alternative 
(a) Incremental (b) Discounting (c) Opportunity (d) Equimarginal 

6. The role of an managerial economist includes the study of 
(a) Internal environment (b) Business Forecasting 
(c) Macro environment 	 (d) All of the above 

III. SHORT ANSWER QUESTIONS 

1. Managerial economics 
2. Opportunity Cost Principle 



3. Macro economic environment 
4. Decision making 
5. Discounting Principle 
6. Equi-Marginal Principle 

IV. LONG ANSWER QUESTIONS 

1. What is Managerial Economics ? What are its characteristics ? 
2. Discuss the nature and scope of Managerial Economics. 
3. How is Managerial Economics related to Economics, Mathematics, Statistics and 

Accounting? What is its importance ? 
4. Explain the role and responsibilities of a managerial economist 
5. What are the fundamental economic tools of analysis used in managerial economics. 
6. Explain how economic theories are applied to Managerial Economics. 

ANSWERS 
I. 1. Applied 2. Practice 3. Future 4. Macro Economic 

6. Alternatives 7. Economic 8. Micro Economic 
II. 1. (b) 2. (b) 3. (b) 4. (c) 5. (c) 6. (d) 

5. Large 

• • • 
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DEMAND FORECASTING 

Demand forecasting is essential for a firm because it must 
plan its output to meet the forecasted demand according to the 
quantities demanded and the time at which these are demanded. 
These days all large-sized firms produce their output in 
anticipation of demand. As such an accurate forecasting of 
demand helps a firm to arrange for the supplies of the necessary 
inputs without any wastage of materials and time. Demand 
forecasting also helps a firm to diversify its output to stabilise its 
income over time. Demand forecasting is given great importance 
in countries like U.S.A. and the U.K. because in these countries 
firms produce goods on a mass scale and overproduction may 
land the firms in big losses. In these countries, the supply 
conditions are fairly stable owing to the contracts for input 
purchase which are popular there. Therefore, the firms want to 
minimise the uncertainties of demand for their products with the 
help of demand forecasts. Demand forecasting in these countries 
is facilitated by the economy-wide forecasts made by the various 
departments connected with economic matters. 

The purposes of short-term forecasting are: (1) evolution of 
a suitable production policy, (2) assisting economical purchase 
and store of raw-materials, (3) determination of appropriate price 
policy, (4) setting of sales targets and establishing control, 
(5) forecast of short-term financial requirements. 



Purposes of long-term forecasting are to help: (1) planning of a new unit and expansion 
of an old one, (2) planning long-term financial requirements. (3) planning manpower 
requirements. 

A forecast is a prediction or estimation of a future event. It implies measurement of that 
event but not cent per cent correctly since that much accuracy is not possible in view of 
the uncertainties of future. Nearer a forecast is to its true value, higher will be its acceptability. 
An industrialist therefore aims at getting a fairly accurate forecast for future sales of its 
products. A forecast may be'passive'or'active'. Passive forecasting assumes a static business 
environment in future. It implies that the current external and internal dimensions of the 
demand for his products will continue in the future without a change. What will be the 
demand in the future in such a situation, is called passive forecasting. The active forecasting 
on the other hand assumes a change in the future business environment through policies 
of the firm, its competitors and governments. The forecasting which takes into account the 
dynamics of future actions is called 'active forecasting' 

1. TYPES OF DEMAND FORECASTING 
For its output plans, a business firm needs demand foreca,ing for different time spans. 

There are two main types of demand forecasting: the short-term and the long-term. Between 
these two one may take the medium-term forecasting as a third separate type. Short-term 
forecasting is concerned with the short time period, usually of less than one year. This is 
required for current production scheduling, purchases of raw materials and inventory of 
stocks, etc. The seasonality of sales and its impact on production planning, stock, distribution 
of products in markets is taken care of by short-term demand forecast This also takes care 
of the changes in the level of capacity utilization of the firms. 

Long-term forecasting of demand is needed for capacity expansion, i.e. growth of the 
firm, recruitment and diversification policies, for all these decisions have long-run 
implications. In making such a forecast, a firm has to take into account a variety of factors 
such as population, competition in the market, technology, government policies. Sometimes 
it would be difficult to get precise data about all such factors which affect long-term demand 
for industrial products. Longer the time period, less precise will be the forecast mainly 
because of such forecasting difficulties. 

Medium-term forecasting is intermediate between the short-term and the long-tern 
situations. Its need is felt by a firm when the industry to which the firm belongs, is subjected 
to the trade cycle of a medium term (varying between, say, two to five years). The overall 
long run trend in demand in such industries may be of increase or decrease. When subject 
to a business cycle, a firm has to assess its demand situation and plan its activities accordingly. 
The firm may reduce its level of output according to the reduced demand conditions but will 
not disturb its long-term plans. Engineering goods industries and garment manufacturers 
often find such pattern of demand behaviour in the market. 

These three types of demand forecasting have their own utilities. Which one is to be 
emphasized more for a firm depends on the specificity of the current resource utilization and 
gestation periods of long-term investments. For example, where output is diversified and 
where it is technically easy to switch over from one product to another, the firm would like 
to have very short-term forecasts, say, for the next month. Similarly, in industries where 
capacity can be fairly quickly adjusted to demand, the firm needs short-term forecasts, say, 
for one year. In the case of highly capitalized industries like aircrafts, motors, steel, and 
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:--ricity generation, where the time lag between planning of expansion of capacity and its 
.7.11tion is long enough, the firm needs long-term demand forecasts varying between five 
-wenty years. 

The forecasts for short and long-terms must differ, for in the short-run, there may be 
in the demand because of seasonality or other restrictions imposed upon the 

-.ets1. In the long-run however, one may expect the demand forecasts to be positive 
cause of the ironing out of seasonal (short-term) variables affecting them. Moreover, long-
rm demand forecasts for a commodity which is in the process of being phased out from 
e market may be considerably lower in magnitude as compared to the short-term forecasts. 

. THE REQUIREMENTS FOR DEMAND FORECASTING 
Demand forecasting for a commodity cannot be made merely through guess work. It 

,quires a thorough understanding of the current and future conditions of the market in 
hich the firms producing the commodity operate. Such understanding is obtained through 
iarket research. For convenience, we may list the elements of market research as follows.1  

(A) Elements Relating to Consumers 
Total number of consumers 
Distribution of consumers/products 
Total purchasing power and per capita/household income 
Income elasticities 
Consumer tastes, social customs, etc. 
Consumers' marketing details: where they do buy and when etc. 
Effect of design, colour, etc., on consumers' preferences. 

(B) Elements Concerning the Suppliers 
Current levels of sales 
Current stocks of goods 
Trends in sales and stocks 
Market share 
Pattern of seasonal fluctuations 
Research and development trends 
Company strength and weaknesses 
Product life cycle (age) 
New product possibilities. 

(C) Elements Concerning the Market (i.e. Industry) 
The effect of price change i.e. price elasticity 
Product characteristics 
Identification of competitive and complementary products 
Number and nature of competitors 
Forms of market competition (price, advertisement, brand policy etc.) 

. See. R. Bates & J.R. Parkinson. Business Econics. Hasil Blackwell 1971 ; for details. 



General price levels 

Prices of similar goods 

(D) Other Exogenous Elements 

Economic environment in the country showing levels of economic activities, 
employment, trends in income, national income, population, education, etc. 

Government policies 

Taxation levels 

International economic climate. 

The above list is quite exhaustive. It provides a comprehensive picture of a market 
structure which can be used for demand forecasting. The quantitative information about the 
various elements and their implications for demand analysis must be noted carefully. After 
this, we can proceed further for demand forecasting in three stages. The first stage is concerned 
with the assessment of the general economic situation in the future. This involves estimation 
of future population, future changes in income, employment, price levels, technology, 
productivity, international trade and government policies. These estimates will be having 
considerable implications for the over-all demand for goods gild services. The second stage is 
to estimate the future market demand for the commodity in which the forecaster (i.e., a firm) 
is interested. All the factors influencing demand are to be considered for this . The third stage 
is to assess the firm's share in the market demand. The firm may assess the impact of its 
marketing policies on its share in the market demand for its product(s). 

3. THE THREE STAGES OF FORECASTING DEMAND 

Once the current market profile has been established, the process of forecasting 
demand can commence. This should proceed through three clearly-defined stages : 

(a) Stage 1. An assessment of the general economic and national situation. By this is 
meant an examination of the implications of existing government policies and 
proposed policies on general income levels, plus an examination of population 
trends, technical achievements and discoveries. 

(b) Stage 2. An assessment of the total demand for the product. The rate of increase 
in total demand is important, because if it is below the aspiration level of the firm, 
the firm can only expand at the expense of the competitors. Such action is likely 
to lead to retaliation and thus an expensive price/sales promotion war. The total 
demand for the product and its increase over time will also issue clear warning 
signals to a firm that it should seek new markets and new products for production 
and sale. 

(c) Stage 3. An assessment of the firm's share of the total demand for the product. In 
this case, it is possible for the firm to influence its share of total demand by 
manipulating price and using various techniques of sales promotion, i.e., 
advertising, packaging, after-sales service. 

4. THE TECHNIQUES OF DEMAND FORECASTING 

There is no all acceptable method for demand forecasting. Several techniques have been 
devised for this purpose. Which one is the best under given conditions (gives accurate forecast) 
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to tell at once. Usually, a forecaster looks for a method which is simple to use, and 

- :he necessarydata is available. The other factors such as cost of forecasting, degree 
_  _., and purpose of forecast will also dictate the choice of the method. 

There are objective as well as subjective methods of demand forecasting in use at 
reser.z. An objective method gives us the projection of demand using a statistical or 
rarr._--ematical technique. In subjective method, estimates are made about the demand using 

i.e. using experience, intelligence and judgment. In ideal forecasting, both these 
ct-7_,..-.-ches will be combined in varying degrees depending on the market situations. For 

in the absence of appropriate quantitative data, a firm may rely on the subjective 
me-_-  ...is more than the objective ones. Further, the cost of time and money may also force 

use the subjective methods. 

The important objective methods for demand forecasting which are currently being 
s. re: Trend Method, Regression Method, Leading Indicator Method, Simultaneous-

- - :n Models, and Input-Output Method. In the subjective category the important 
.,:iues are: Experts' Opinion Survey Method, Consumers Interview Method and Historical 

Method. Let us discuss some of these methods with emphasis on their relative 
-it -is and demerits for demand forecasting. We begin with the survey methods for their 

Dlicitv and then move to the other methods which are more complex. 

Demand Forecasting Methods 

1 1 1 
Extrapolation Leading indicator Econometric (casual) 

,i,  
,i, 11, 

Graphical Trend Smoothing Regression 
Simultanous 
Equations 

Jr ----- 
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1. Survey of Buyer's Intentions 
Survey methods are designed to know the intentions of the buyers about purchasing a 

product, given its price, quality standards and other properties. There are two ways to do this. 
One, we may directly ask the buyers a set of well-defined questions to find their willingness 
to buy the product at different prices, and to know what changes in the product would induce 
them to buy it or to buy more of it. This may be done either through personal interviews or 
through personal mailed questionnaires. We can get the responses of all customers (complete 
enumeration) or of a few of them chosen on sample basis (sample-survey). Complete 
enumeration method is ideal since in this case there is no scope for any bias from the 
forecaster's side entering the choice of the buyers for obtaining the desired information. His 
job in this case would be just to aggregate the collected information. If the expectations of all 
consumers prove to be cent per cent correct, the demand forecast will be accurate. 

The complete enumeration method is not feasible when the number of consumers is 
very large and they are scattered over a wide area. The way out in this case is to take 
selected consumers on sample basis and get their responses about the demand for the 
product. The results of such responses are, then, blown up to wt the responses for the total 
number of consumers. For example, if there are 1000 consumers for a commodity in the 
market, one may take just 50 of them to obtain their responses about the demand. How to 
select the sample of 50, is not a problem. There are well-tested sampling procedures for 
doing' this. This is the second method. It has wide applicability because the cost of data 
collection in the survey can be easily controlled by making appropriate changes in the 
sample size. 

The Consumers' Survey Method is not always advisable. Apart from the cost and time 
involved in the consumer survey methods, there are other difficulties which make them less 
reliable: (a) Consumers picked up for survey may not take the interview or questionnaire 
seriously as they have to gain nothing from this. They may give vague responses. Their 
responses may be biased and induced by the interview itself. They may give inflated 
magnitudes for their purchases just to please the interviewer. Sometimes to keep the 
formalities complete they may answer a question as 'do not know' which is difficult to 
analyse. Their purchase plans may also change in future making the survey out of date. 
(b) There may be false recording of responses by the interviewer himself and even the 
selection of sample may be biased. In view of all these possibilities, one has to be very careful 
in using the consumer survey methods for demand forecasting. 

If we want to avoid the pitfalls of the consumers' survey method, another way of 
finding the consumers' intention is to take the opinion of persons other than buyers. Such 
persons may be -the salesmen, distributors and retailers who deal with consumers and are 
able to assess their needs indirectly. But if a company relies exclusively on its own sales staff 
for this, there may be convenience and saving of forecasting costs but the estimates are likely 
to be biased in an optimistic direction. There may be undue subjectivity in the estimates 
since some salesmen would be optimistic either by nature or because of their desire to please 
their bosses by giving inflated figures; some will be pessimistic by nature or will prefer to 
give low estimates for saving their sales burden. This method will be useful only when the 
salesmen have full knowledge about the market and are cooperative and unbiased. To get 
the desired results, they may be given incentives for their honest participation in the 

1. See Des Raj. Sampling Theory, Tata Megraw. Hill, New Delhi, for details, 1968, about sampling 
techniques. 
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exercise. Another alternative is to take the opinions of outsiders like wholesale 

siers and retailers. Such outsiders, because of their experience and judgment, might be 
de to give a better idea of the future demand for the products. However, there is no 

3 a- t e e that their assessment of the demand will be altogether free from bias and 
.7 .7  -Ay. They may look at future in their own optimistic or pessimistic way. Whatever 

weaknesses of the experts, their opinion in the exercise of demand forecasting cannot 
- erlooked. After all, they are the persons who deal with the sales directly in the market. 

are definitely better equipped for demand forecasting than the surveyors. 
The Delphi Technique. A specific form of the experts' opinion method is the Delphi 

Kiinique initially developed at the Rand Corporation of U.S.A. in the late.1940s.1  This 
!chnique is used widely in technological forecasting, futurology, defence strategies, education 
nd manpower planning, and in business forecasting. In this method, a panel of experts from 

relevant field is set up. The members of the panel are approached in a number of rounds 
- interrogation, response and feedback'. In the first round they might be approached for 

iitial information required for the forecasting. In the second round some specific questions 
asked. The results of their responses are analyzed and are communicated to them for 

heir consideration. The process goes on till a complete reconciliation of the experts opinion 
s readied. There are considerable difficulties in this method. First, setting of the panel is 
sery difficult. Who should be the members? Further, their responses may not be free from 
,ias. Some members may dominate the panel while others just agree with them. Since the 
:•=e1 never meets at one place, there may be considerable time loss in contacting them in 
be frequent rounds. However, in spite of such limitations; this method gives an intuitive 
case for forecasting. It cannot be treated as a scientific method. 

The survey methods discussed above are useful in demand forecasting for existing and 
NEW products. They are simple to use but are less reliable and are also less accurate because 
if the subjectivity. However, for obtaining quick cost-saving estimates in forecasting, one 
las to use them. 

L  Historical Analogy Method 
This method is used in demand forecasting of a new product or of some existing 

'Induct in a new area. Since there would be no past data on consumption of that product 
it the new area, its consumption pattern elsewhere may be taken as a basis for demand 
iorecasting. How much will be the demand for television sets in Bhopal may be estimated 

nh the TV demand pattern in Lucknow where it has been already introduced. Similarly, 
likely demand for some petrochemicals in India may be forecast from its demand pattern 

7.;ie U.K. or the U.S.A. However, for such cross-country comparisons one has to be very 
reful about the socio-economic and psychological differences between the countries. Such 
:=erences are to be considered fully while making the demand forecast. Care has to be taken 
select the areas with almost similar socio-economic background. If the product has not 

7,-en in use anywhere, then past consumption pattern of some other similar product may 
taken as a basis for forecasting the demand for the new product. 

There are difficulties in application of this method. It is very difficult to find a similar 
:ountry or area for the forecast. There may be considerable differences in the standard of 
lying, income, national characteristics and technology between the two countries. It is 
extremely difficult to account for such differences and so the forecasts based on historical 
I. For application of the Delphi Method in business, see E.F. Parker, 'Forecasting Future Market Profiles 

by the Delphi, Method', The Business Economic, 3, No. i, 1972. 
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analogy may have subjective bias. Moreover, it may be difficult to find a product for 
comparison. Further, the course of economic and technological development between the 
selected countries may be quite different which makes the demand comparison for the 
product less reliable. 

A variant of the historical analogy-technique is the method of test marketing. It involves 
selecting a test area which can be regarded as a true sample of the total market. The product 
is then launched in the test area in the same manner in which it is intended to be launched 
over the whole country. All marketing devices like package design, sales force, TV and press 
advertisements, price discounts and so on, must be selected with this idea in mind. If the 
product is successful in the test area, it can be forecast that similar success will be achieved 
when it is launched everywhere. 

There are disadvantages of this method even though it looks simple and attractive. It 
is costly and time-consuming in the sense that full-scale marketing efforts are to be made 
initially for a small area. The product is to be manufactured in smaller amounts having 
considerable unutilized capacity for longer time. The testing is to be continued for longer 
period, otherwise there may be false or incomplete feeling about the sales. Selection of the 
test area is also difficult. Moreover, the sales performance Twits in that area may not be 
comparable with other parts of the country because of socio-economic disparities. To 
counteract this difficulty more than one test areas are needed to represent the nation as a 
whole. Further, once the test marketing is launched, competitors will be raising their necks 
for imitation of the product. 

3. The Trend Method 
This method is used to forecast the demand for a product whose past sales records are 

available for a number of years. The sales of the product may show some variation over time 
because of some systematic forces working on the sales. The 'trend' shows the effect of 
certain basic developments in population, capital formation, and sales technology over time 
thereby affecting the demand for the commodity. If the trend turns out to be projectable, it 
becomes very useful tool for long-term demand forecasting for the commodity. The second 
component may be 'the cycles', which are up and down movements of sales over time 
showing definite amplitude and periodicity of variation also called business cycles in the 
market for the commodity. The products of capital goods industries generally show such a 
pattern of sales. The third element of time variation in sales comes through 'seasonality' 
depending on weather, holidays, festivals, etc. Such variations are observed in the short 
periods. The last type is 'random' variations because of unforeseen future events like strikes, 
riots, fixes, thefts and so on. 

A forecaster would be naturally interested in knowing all these time variations in the 
sales of his product. The statistical time-series analysis provides the techniques to isolate 
the various components. We need not go into this technique here. Our main objective is; 
locate locate the first type of variation which is the trend, for we can use it for long-term forecasting. 

For using the trend method in demand forecasting, we have to assume that there is 
a stable behaviour of sales of a product over time. To specify this relationship we have to 
fit the trend line either graphically or by means of the statistical technique known as the 
least squares method. In the first approach, the time series of sales is plotted against time 
in a chronological order starting with 1 for the first period, 2 for the second and so on. The 
graph of the sales will be showing ups and downs because of the cyclical nature, the 
seasonality or the randomness of factors affecting sales along with the trend. The forecaster 
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plot the trend line which gives on extrapolation, the forecasts for sales. A more efficient 
Method is to remove the short-term' fluctuations from the time-series first and then plot the 
noothened series against time. This will give us more or less a smooth curve or a line which 
an be extrapolated for obtaining the forecasts of sales. The three-year four-year or five-year 
loving average may be a suitable method to remove the short-term fluctuations from the 
Iles time series. One may also use other methods as suggested in time-series analysis? 

The least squares method is the most scientific for fitting the trend line. In this, we have 
3 specify the relationship between sales and time in the form of an equation. Such 
pecifications may be of the following forms: 

Linear Trend Equation : Y = a0  + a1  (t) 

Quadratic Trend Equation : Y = a'0  + a'1  (t) + a'2  (t)2  

Logarithmic Trend Equation :  log Y = b0  + bilog (t) 

Exponential Trend Equation: log Y = Co + c1  (t). 

The coefficients of all these equations, i.e. a0, al, a'0, a'2, b0, b,, co  and c1, can be 
stimated by using the least squares method. If the linear trend is the best, it shows that 
he demand (i.e. sales) for the product are increasing over time at a constant rate of al. If the 
oarithmic trend is the best, it shows that the time elasticity of demand is a constant equal 
o h1. Similarly, if the exponential trend turns out to be better than the others, it means that 
he rate of growth of demand is constant over time. In the case of quadratic trend, the 
marginal time increment of demand (6y/6t) varies linearly with time which means the total 
;ales increases (or decreases) first and then decreases (or increases) thereby showing a 
liming point on the sale-time graph. The choice of the trend equation is made in practice 
in the basis of a summary statistic called the coefficient of determination (or multiple 
prrelation coefficient) R in the least squares procedure. This can also be supplemented by 
heoretical appropriateness. While fitting the trend line using the least squares method one 
ieed not worry about the random, cyclical or seasonal variations in the sales. The procedure 
if fitting the trend will itself remove them from the picture. However, if such fluctuations 
ire quite large as compared to the trend, they may first be removed through the moving 
average method and then one can fit a trend line using the smoothened time-series. 

We can show the process of fitting a linear trend using the method of least squares. 
in this method, the linear relationship between time and demand is chosen in such a way 
hat the sum of the squared deviations of the demand observations from the trend line is 
minimised. Suppose that we decide to fit the linear trend of the form. 

Y t  = a + bt 
Here 'a' and 'b' are determined using the following equations 

b — 
/TY— nTY 

XT2  — nT2  

a = — bt 
T is the time period, Yt  is the demand in the time period T and n is the total number 

periods. 



ar Demand (thousand tons) 

19 
19 
19 
19 
19 
19 
19 
19 
19 
19 
19 

70 
71 
72 
73 
74 
75 
76 
77 
78 
79 
80 

10 
13 
14 
17 
18 
18 
19 
20 
22 
23 
22 

MANAGERIAL ECONOMICS 
Example: Given the following data 

Calculate the trend equations. 
Solution 

Year Time period (T) Deman (Y) TY T2  

1970 0 10 10 0 
1971 1 13 13 1 
1972 2 14 28 4 
1973 3 17 51 9 
1974 4 18 72 16 
1975 5 18 90 25 
1976 6 19 114 36 
1977 7 20 140 49 
1978 8 22 176 64 
1979 9 23 207 81 
1980 10 22 220 100 

N = 11 XT = 55 EY = 196 ETY = 1111 1-T2  = 385 

Now we have the needed data for the two normal equations which we have to solve 
to find out the trend equation. We have 

N = 11, ET = 55, /Y = 196, ITY = 1111, ET2  = 385 
The linear trend line is 

Y= a+ bT 

XY = Na + bET or 196 = 11a + 55b —(1) 
ZYT = aST + bET2 or 1111 = 55a + 385b ...(2) 

Multiplying equation (2) with 5 and substracting it from (1) 
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1111 = 55a + 385b 

- 980 = ± 55a ± 275b 

131 = 110b 

131 
b  = —110 =1.19 

Putting this value of b in equation (1) 

196 - 55 x (1.19) 
a - 

11 
196 - 65.55  130.55 

11 11 

So the trend line is Y = 11.868 + 1.19T Ans. 

Or 

- 11.868 

The trend method is simple. It gives us quick and fairly reliable results. A simple 
example. It givs us quick and fairly reliable results. A simple example may be cited here. 
wing the time series data on apparent availability of electricity supply in India for the 
period 1960-61 to 1979-80, the best trend it obtained was : 

Y1  = 14790.138 + 2425.9883(t) + 107.1406(t)2 R2  = 0.994 
(6.51) (5.92) DW = 1.02 

wehre Y1  = Electricity supply = Consumption in millions kwh 

t = time (1960-61 = 1, ....  1979 - 80 = 19) 

Putting t = 20 in this equation, the total apparent availability (and hence demand) for 
electricity in India in 1980-81 was obtained as 86168.3 millions kwh. Similar plrojections of 
the demand for successive years, 1981-82, 1982-83, can be made by putting t = 21, 22, 
respectively in the equation which gives us the values of Y1. 

The trend method assumes that the conditions influencing the sales of a product which 
existed in the past will continue to hold in future also. Suppose such conditions change, as 
is commonly observed in a developing society, then the exercise of demand forecast might 

,t be accurate. This is a serious limitation of this method and nothing can be done to 
-rect it. Further, if there are sudden turning points the trend method may not be able to 
-ch them. And if the short-term fluctuations are quite significant then the use of the trend 
sed forecast will be reduced all the more because it is these short-term forecasts which 

of greater interest to the firm. 

4. Leading Indicators Method 
The trend method cannot be used to forecast the demand when there are frequent 

turning points in the sales curve. This is because the time trend as an explanatory variable 
for demand, will always be rising while in practice the demand shows positive relationship 
with it and at some other time negative. An alternative to the use of time variable is to use 
some other indicator, that is the one which shows variation similar to the demand for the 
commodity. The indicator might not be a determinant of the demand but the variation in 
it must be similar to the demand for the commodity because of the common factors affecting 
them. Such indicators may be Gross National Product, Personal Income, Gross Investment, 
Construction Activities Index, Bank Rate, Wholesale Commodity Price Index, Employment 
Rate, Industrial Production, and so on. 
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There may be some time lag or lead in the case of certain leading indicators of the 
demand for the commodity. For instance, planned investment this year may affect the 
demand for machines next year, or construction activities today may lead to increased 
demand for electricity tomorrow. While in principle this is a good approach, a major 
difficulty arises in finding the appropriate indicator. Once such indicator is identified, we 
may use the least squares method to fit the sales trend with its help for forecasting. One 
simple trend relation is : 

Dt = ao ai Yt-1 
where Dt  is current demand for the commodity and Yt_1  is the indicator lagged by one 
period. There may be other specifications for the relationship between these two variables 
which can be fitted through the least squares method. 

Sometimes if a set of commodities is used together. Then, in place of leading indicator 
we may use a 'tie indicator'. An example is the demand for the fractional horse power 
motors which is linked with the. sales of washing machines, water coolers, air-conditioner, 
refrigerators and so on. The 'leading' or 'tie' indicator method is also known as 'barometric 
method' where an indicator is used as a barometer to forect the demand. 

We can list the following steps in the use of this method. 
Step 1. See whther there is a relationship between the demand for a product and 

certain economic indicators. 
Step 2. Establish the relationship quantitatively through the technique of least squares 

and derive the regression equation. The relationship can be linear or curve-
linear. 

Step 3. Since the regression equation is derived, the value of Y (i.e. demand) can be 
estimated for any given value of the indicator. 

Step 4. Past relationship may or may not recur. Therefore, one has to exercise one's 
own judgement and take the new factors into consideration. 

Limitations 

The leading indicator method is useful for short-term forecasting only. In the long 
period a number of factor might work on the demand for a product. Therefore, in the long-
run, econometric models are used for forecasting. 

Further, there is a dearth of the lead-lag relationship used in this method. Much 
depends upon the perception of the forecaster and his capacity to find dependable relations. 

More-over, this method is not applicable where the product is entirely new for the 
market. In this case, historical data are not available. The data has to be generated. 

Example : A tractor manufacturing company finds that a relationship exists between 
its sale of tractors and the Farm Income Index. The following table shows the number of 
tractors sold and the corresponding farm income index over the years 1990 to 1994. Calculate 
the regression equation between the demand for tractors and the economic indicator-the 
Farm Income Index. 

Hence forecast the likely sales of tractors if the farm income index rises to 210. 



1990 
1991 
1992 
1993 
1994 

100 
110 
140 
150 
200 

110 
130 
150 
160 
180 

XY 

110 
143 
210 
240 
360 

EXY = 1063 

11 
13 
15 
16 
18 

= 73 
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Farm Income Index and Sales of Tractors 

Year Farm Income Index (X) Sales 0 Tractor (Y) 

Solution. 

Year 

1990 
1991 
1992 
1993 
1994 

N = 5 

10 
11 
14 
15 
20 

EX = 70 

100 
121 
195 
225 
400 

E1X2  = 1042 

The two normal equations to be solved normally are 
EY = Na + b/X ...(1) 

EXY = a/X + bIX2 ...(2) 
By substituting the values from the table above, we get 

73 = 5a + 70b --(3) 
1063 = 70a + 1042b ...(4) 

We solve these equations 
1022 = 70a + 980b 
1063 = 70a + 1042b 

- 41 = - 62h 
41 

or b = —
62 

= 0.66 

Substituting the value of b in equation (3), we have 
73 = 5a + 70.(0.66) 

= 5a + 46.2 
or 5a = 73 - 46.2 = 26.8 

26.8 
or a =  = 5.36 

5 
Thus the desired regression equation is 

y = a + bX 
y = 5.36 + 0.66X 
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Since we had divided the actual indices by 10, the equation for our use is 

10 = 5.36 + 0.66 (2--(  
10 

or Y = 10 x 5.36 + 0.66X 
Or Y = 53.36 + 0.66 X 
Now, if the farm income is expected to be 210, the sales of tractors would be 

Y = 53.36 + 0.66 x 210 
= 53.6 + 138.6 = 192 tractors Ans. 

5. Collective Opinion Method 
This method consists of requests to salesmen to estimate expected sales in their respective 

territories and sections. This method is considered reliable in that the opinions of salesmen 
are likely to be the most realistic. Since salesmen are the closest to the customers, they have 
an immediate feel of the reaction of customers to the products of the firm. The salesmen 
report the sales trends to the forecaster. The estimates of demand given by different salesmen 
are consolidated to find out the total estimated sales. 

The consolidated estimates are then reviewed to eliminate the bias introduced by the 
optimism of some salesmen and pessimism of other salesmen. The forecaster examines the 
revised estimates in the light of factors such as proposed changes in selling prices, product 
designs and advertisement programmes of the firm. The forecaster also takes into consideration 
the influence of changes in competition, purchasing power, income distribution and 
employment. In this way the final forecast is arrived at. The estimates are moderated through 
the collective opinion of production manager, sales manager, marketing manager and the top 
executive. As this forecasting method employs the collective opinion of all those concerned 
with the sales side of the firm's products, it is known as the collective opinion method. 

The major advantages of this method are that (i) it does not involve the use of statistical 
techniques, (ii ) it is based on the first hand knowledge of salesmen, and (iii) the method may 
give fairly good forecast of sales of new products. 

This method has its disadvantages too. It is a completely subjective method of forecasting 
demand. Salesmen may underestimate their demand if their sales quotas are to be based on 
it. Secondly, this method is useful only for short-term forecasting. Thirdly, the salesmen may 
not visualise the future demand for a product if they are unaware of the broader economic 
changes occurring in the area where the product is to be sold. Salesmen's jobs usually 
require full-time attention to the present and they do not get the time to keep into the future 
demand for what they are selling. 

6. Controlled Experiments (or simulation) 
Controlled experiments are sometimes conducted in advanced countries to study the 

effect of a change in demand determinants (like price, advertising, product design etc.) on 
the demand for a commodity. The producer of the product focuses his attention on those 
determinants of his product's demand which can be manipulated. These are price of the 
product, quality of the product, advertising expenditure and packaging etc. The company 
can conduct field experiments to find out the effect of the change in a demand determinant 
on sales. The effect on sales can be judged by either varying the price etc. in different markets 
or by varying them over different time periods in the same market. In any case the effort 
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- to obtain the amounts of sales associated with different prices. The pairs of values 
::_..ned can be used to fit a regression function. The,regression equation so obtained can 

for forecasting demand. 
The technique of controlled experiments is relatively new and rarely used. This is 

oopi-:r.z to several reasons. 
1.  Such experiments are expensive as well as time consuming. 

The experiments are also risky because of their psychological effects on dealers, 
consumers and competitors. 

3. Markets are not homogeneous. So the results cannot be easily assumed to apply 
equally to every market. 

4. It is not always easy to separate the elements which can be manipulated and the 
elements which can be assumed to remain constant in an experiment. If the elements 
are wrongly specified, the results can be misleading. 

Despite these limitations of experiments as tools of demand forecasting, it is very likely 
ghat this method gains popularity as experimentation becomes easier. 

7. Regression Analysis 
The main technique employed for forecasting demand is regression analysis. 

Regression and correlation analysis, using past information as a guide, explores the 
7.i:l3tionship between a dependent variable (sales) and selected independent variables (price, 

ertising expenditure, income, etc.) and, given a strong relationship, uses the data to 
recast the future. There are three stages in the process: 

(a) Collection of statistics concerning past values of relevant variables. In most cases, 
insufficient data is available and that which is accessible is suspect. It must also 
be ensured that all relevant variables are included in the analysis, otherwise there 
will be serious distortion of results. 

(b) We assume causation between the independent and the dependent variables and 
use correlation analysis to determine the strength of the relationship. This relationship 
will always be subject to some degree of error, i.e., qualified by a significance test. 

(c) To produce our forecast we now make adjustments to our independent variables used 
on an assessment of how we think they will vary over the time period considered. 
Will the general level of income rise and by how much ? How much advertising 
will be employed by our rivals in response to our own advertising budget ? What 
adjustments would be made to their prices when forced with our own price policy? 

Although sophisticated statistical techniques are being used, the whole process is 
subject to error and speculation even when the greatest care is taken. The use of such 
analysis even when past correlation is extremely strong can only provide accurate forecasts 
if it can be assumed that the same forces that operated in the past will continue to operate 
in the future, and that the interrelationship among the variables remains unchanged. 

The so-called Trend-projection method of fitting the trend to a time series is a regression 
analysis in which the independent variable is the time. The linear regression model takes the 
form of 

St = S, + bt 
where St  is the value of the time series to be forecasted for period t, S. is the estimated value 
of the time series (the constant of the regression) in the base period (i.e., at time period 

= 0), b is the absolute amount of growth per period, and t is the time period for which the 
time series is to be forecasted. Let us illustrate it with the help of an example. 
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The following is the time-series data for seasonal demand for electricity in million KI', 

hours in a city. Find out the trend line and forecast the va ues for the quarters 17, 18, 19, 2t 

Time Period 1992.1 1992.2 1992.3 1992.4 1993.1 1993.2 1993.3 1993.4 
Quarterly demand 11 15 12 14 12 17 13 16 
Time Period 1194.1 1994.2 1994.3 1994.4 1995.1 1995.2 1995.3 1995.4 
Quarterly demand 14 18 15 17 15 20 16 19 

Since the electricity consumption data runs from the first quarter of 1992 (t = 1) to the 
last quarter of 1995 (t = 16), we get the following estimated regression equation. 

St  = 11.90 + 0.394t R2  = 0.50 
(4.00) 

The above regression equation indicates that electricity sales in the city in the last 
quarter of 1991 (that is S0) are estimated to be 11.90 million kilowatt hours per quarter and 
increase at the average rate of 0.394 million kilowatt hours per quarter. The trend variable 
is statistically significant at better than the 1 percent level (inferred from the value of 4.00 
for the t statistic given in parenthesis below the estimated slope coefficient and "explains" 
50 percent in the quarterly variation of electricity consumption in the city (for R2  = 0.50). 
Thus, based on the past trend, we can forecast electricity consumption (in million 
kilowatt-hours) in the city to be 

S17  = 11.90 + 0.394 (17) = 18.60 in the first quarter of 1996 
S18  = 11.90 + 0.394 (18) = 18.99 in the second quarter of 1996 
S19  = 11.90 + 0.394 (19) = 19.39 in the third quarter of 1996 
S20 = 11.90 + 0.394 (20) = 19.78 in the fourth quarter of 1996. 

It should be remembered that the forecasted values of electricity consumption take into 
consideration only the long-run trend factor into the data. The seasonal variations in the data 
have not been incorporated in the forecast. Methods of incorporating the seasonal variations 
in the forecast have been devised which significantly improve the forecasted figures. 

Example. The following are the sale figures of XYZ Co. Ltd. for the years shown below: 

Year 1991 1992 1993 1994 1995 1996 1997 
Sales (Z 000's) 80 90 92 83 94 99 92 

Plot these figures on a graph and show the trend line obtained by the method of least 
squares. Also show the probable sales for the year 2000. 

Solution 

Year Y (Sales) XY Trend Values Y, 

1991 -3 80 - 240 9 84 
1992 -2 90 - 180 4 86 
1993 1 92 - 92 1 88 
1994 

0 
83 0 0 90 

1995 94 94 1 92 
1996 2 99 198 4 94 
1997 3 92 276 9 96 
N = 7 IX = 0 = 630 EXY = 56 /X2  = 28 
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interdependence, the algebraic signs of the coefficients may be different from those suggested 
by a priori reasoning. 

The presence of multicollinearity is shown by the high degree of correlation between 
the related explanatory variables. If we find that there is a high degree of correlationship 
between two or more variables considered independent in forecasting, we may drop the 
factor which is less important. Or another way is to use linear combinations of correlated 
variables. 

Presence of Serial Correlation 
Another problem with time series data may be of what is called serial correlation which 

implies that the demand for the current year may be influenced by the demand for the previous 
year. The presence of serial correlation violates the assumption of independence of error terms 
as generated by observations relating to different points in time. The value of the Durbin-
Watson Statistic provides information in presence or absence of serial correlation. The first order 
of the D -W statistic is given by 

d - 
- et-i)  
e2 

If there is an absence of first order auto-correlation, the expected value of the D - W 
statistic would be equal to 2. The expected value of this statistic approaches zero if there 
is positive auto-correlation. If there is high degree of negative auto-correlation, then the 
expected value is close to 4. Positive auto-correlation is present when the error terms are 
of the same sign. On the other hand, negative auto-correlation exists when successive error 
terms alternate in sign. 

If auto-correlation is present and significant, we can take first differences of the actual 
observations. Thus we will have a new set of observations given by 

Y =f x2, x3  .. xn ). 
• 

6. DEMAND FORECAST THROUGH THE MOVING AVERAGE METHOD 
This is a simple method of forecasting demand. By this method we want to ensure that 

the predicted figure for the demand in a given period (month, quarter, year etc.) is more or 
less equal to the average value of the time series in a number of previous periods. For 
example, with a three year moving average, the forecasted value of the time series for the 
next period is equal to the average value of a time series in the last three periods. In the same 
manner, the average value of a time series with a four year moving average is given by the 
average value of the previous four periods, and so on. The larger the number of years under 
consideration, the greater is likely to be the smoothing effect in as much as less and less 
weights are attached to the recent observations. The greater is the random component in 
these time series, the more useful is this method of fitting the trend to the time-series data. 

Illustration. The following table presents hypothetical data on the market share 
percent of a company in the 12 year period 1987-98. Forecast the company's market share 
for 1999. 

Year 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 
Market Share 
(percent) 20 22 23 24 18 23 19 17 22 23 18 23 



    

20 
22 
23 
24 
18 
23 
19 
17 
22 
23 
18 
23 

   

  

21.67 
23.00 
21.67 
21.67 
20.00 
19.67 
19.53 
20.67 
21.00 
21.33 

   

    

    

'987 
1988 

9-89 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 

Year 

(1) 

The Company's Actual 
Market Share (A) 

Three-year Moving 
Average Forecast (F) 

A  - 

2.33 
- 5.00 

1.33 
- 2.67 
- 3.00 

2.33 
3.67 

- 2.67 
2.00 

EVAN D FORECASTING 

take the following steps in fitting the moving average trend. 
1. We inspect the series to find that there is considerable random variation in the data 

but there is hardly any secular or seasonal variation. We also find that the pattern 
of figures suggests a three-yearly moving average for the trend fitting. 

2. Calculate three-year moving average as shown in column (3). That is, find the 
average of the figures of the first three years, (20 + 22 + 23) ÷ 3 = 21.67. Write this 
figure in column (3) in the row of the year 1990. 

3. Drop the first-year figure in column (2) and take up the fourth year (1991) figure 
to the three-year total formed in the 2nd step above. The new average for the three 
years is (22 + 23 + 24) ÷ 3 = 23. We write this figure in the row of 1991. 

4. We repeat the process of dropping one figure in the three-yearly total and adding 
the next figure therein to find the next average figure. The average to be written 
in the row of 1992 is 21.67 and the same is the average for 1992 year. 

5. Proceeding for each year in the same manner we go on writing the three-yearly 
moving average till we arrive at the year 1999. In this row we find the moving 
average to be 21.33. 

6. By subtracting the figures in column (3) from those of column (2), we find the 
random fluctuations (A - F). The method of moving averages for fitting the trend 
to a time series is simple. But it is a naive method, not considered scientific because 
it involves a good deal of subjectivity The forecaster has to inspect the series and 
use his judgement in selecting the moving average. Secondly, it does not separate 
the cyclical fluctuations from the random ones. As such, this method is useful only 
where cyclical fluctuations are absent. Further, this method gives undue weightage 
to the recent years' figures leaving out the old ones. The whole series is not 
considered in finding out the rate of growth or decline in the series. Furthermore, 
the reader can note that we cannot predict the figure for the year 2000 with the 
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help of this method. Therefore, we have to look for more scientific and r-
dependable methods of fitting the trend to the series. 

7. DEMAND FORECAST THROUGH EXPONENTIAL SMOOTHING 
Trend projection can be considered to be just regression analysis where the - 

independent variable is time. A major assumption involved in this method is that _ _-
observation has the same weight. That is, the effect of the initial data item on the estin-u. -

coefficients is just as much as the last data item. If there were little or no change in 
pattern over the entire time series, this is not a problem. However, in some cases, las 
recent observations will contain more accurate information about the future than those  
the beginning of the series. For instance, the sales figures of the last three months may 7.e 
more relevant in forecasting future sales than data for sales 'ten years in the past. 

Exponential smoothing is a technique of time series forecasting that gives greater weight to r 
recent observations. The first step in this technique is to choose a smoothing constant, a, 
0 < a < 1. If there are n observations in a time series, the forecast for the next period 
n + 1) is calculated as a weighted average of the observed value of the series at period n ar 
the forecasted value for that same period. That is, 111 

F,41.  = aX, + (1 — a) Fn  
where is the forecast value for the next period, Xn  is the observed value for the laF.: 
observation, and Fn  is a forecast of the value for the last period in the time series. The 
forecasted values for F, and all the earlier periods are calculated in the same manner_ 
Specifically, 

F t = a X t_i.  + (1 — a) F t_i. ...(2 
starting with the second observation (i.e. t = 2) and going to the last (i.e. t = n). Note that 
equation (2) cannot be used to forecast F t  because there is no X0  or Fo. This problem is 
usually solved by assuming that the forecast for the first perio'd is equal to the observed 
value for that period. That is, F1  = X1. Using equation (2), it can be seen that this implies that 
the second- period forecast is just the observed value for the first period, or F1  = X1. 

The exponential smoothing constant chosen by us determines the weight given to 
different observations in the time series. As a approaches 1.0, then (1 — a) = 0 and equations 
(1) and (2) indicate that the forecast is determined only by the actual observation for the 
last period. In contrast, lower values for a give greater weight to observations from 
previous periods. 

Example. Assume that a firm's sales over the last ten weeks are as shown in Table 2.1. 
Find the trend figures. By assumption F2  = F1  = X1. If a = 0.20, then 

F3  = 0.20 (430) + 0.80 (400) = 406.0 
F4  = 0.20 (420) + 0.80 (406) = 408.8 

The forecasted values for four different values for a are given in Table 2.1. The table 
also shows forecasted sales for the next period after the end of the time series data, or week 
11. Using a = 0.20, the forecasted sales value for the eleventh week is computed to be 

F11  = 0.2 (420) + 0.80 (435.7) = 432.56 
Table 2.1 suggests why this method is referred to as smoothing technique. Consider the 

forecast based on a = 0.20. Note that the smoothed data show much less fluctuation th 
the original sales data. Note also that as a increases, the fluctuations in the Ft  increase, 
because the forecasts give more weight to the last observed value in the time series. 
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Table 2.1 Forecasts based on Exponential Smoothing. 

Week Sales a  =  0.20 
Ft 

Ft  a =  0.40 
a =  0.80 

1 400 400.00 400.00 
2 430 400.00 400.00 
3 420 406.00 412.00 
4 440 408.80 415.20 
5 460 415.04 425.12 
6 440 424.03 439.07 
7 470 427.23 439.44 
8 430 435.78 451.67 
9 440 434.62 443.00 

10 420 435.70 441.80 
11 432.56 433.08 

400.00 
400.00 
418.00 
419.20 
431.68 
448.67 
443.47 
499.39 
441.76 
440.70 
428.28 

400.00 
400.00 
424.00 
420.80 
436.18 
455.23 
443.05 
464.61 
436.92 
439.38 
423.88 

8. FITTING STATISTICAL TRENDS mow 
There is a wide variety of techniques of a statistical nature which can be employed. 

These range from the crude graphical smoothing to very sophisticated methods. Trend 
measures the overall growth or retardation in the demand for the product as the dependent 
variable while time is the independent variable. The trend is obtained in the form of the 
approximate curve which describes the data most appropriately. This technique of demand 
forecasting is also known as Trend Projection. 

(a) Graphic Curve Fitting. Consider the following hypothetical time series sales data 
for a firm. 

Note that the data show generally increasing sales quarter by quarter. But a useful 
forecast generally requires greater precision than is implied by the statement "generally 
increasing sales." To be of value in forecasting, a numerical estimate of the increase in sales 
per quarter must be made. One way to make this estimate is to fit a line to the data 
graphically. We have done this in the following graph. In figure 2.2, a straight line is drawn 
through the data points plotted on the graph in such a way as to reflect the trend of the 
data as accurately as possible. 

Table 2.2 Hypothetical Time Series Sales Data. 

Period I:Wader 
Number 

Sates 
(millions) 

Period 
Number 

Quarter Sales 
(millions) 

1 1991 : I 300 7 1992 : III Z 364 
2 1991 : 11 305 8 1992: IV 390 
3 1991 : III 315 9 1993 : I 397 
4 1991 : IV 340 10 1993: II 404 
5 1992 : I 346 11 1993 : III 418 
6 1992 : II 352 12 1993 : IV 445 
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The upward slope of the line reflects sales increases over time. By computing the slop, 

of this trend line, it is possible to determine the average rate of increase per quarter. -
value can be used to calculate sales in future periods. Alternatively, by extending the trena 
line beyond the last data point (i.e. the fourth quarter of 1993), the estimated sales can be 
read directly from the graph. Suppose that sales are to be forecast for the third quarter of 
1994. Based on an extrapolation of the data to that period, the graph indicates that sales are 
projected to be above 480 million. 

Fig: 2.2. Curve Fitting of Time Series Data. 

(b) Statistical Curve Fitting. One limitation of graphical curve fitting given above is that 
the accuracy of the forecast given through it depends on the analyst's ability to fit a curve 
to the data. A more dependable approach is to use statistical methods to fit the data to an 
equation of specified functional form. Basically this involves using the ordinary least squares 
concept to estimate the parameters of the equation. We take up two different types of 
equations depending upon the nature of the data before us. 

Constant Rate of Change 
Suppose that a data analyst determines that a forecast will be made on the assumption 

that there will be a constant rate of change in sales from one period to the next. That is the 
firm's sales will change by the same amount between two periods. The time series data of 
Table 2.2 are to be used to estimate that rate of change. Statistically this involves estimating 
the parameters of the equation 

St  -= So + bt 
where S denotes sales and t indicates the time period. The two parameters to be estimated 
are S. and b. The value of So  corresponds to the sales (vertical) axis intercept of the line in 
Figure. The parameter b is the constant rate of change and corresponds to the slope of the 
line in Figure 2.2. 
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One can use a hand calculator to estimate the parameters of the equation (1). Based on 

le data from the table, equation (1) is estimated as 
St  = 281.394 + 12.811 t 

The equation tells us that the estimated constant rate of increase in sales per quarter 
12.811 million. A forecast of sales for any future quarter, St, can be obtained by 

ubstituting in the appropriate value for t. For example, the third quarter of 1994 is the 15th 
,bservation of the time series. Thus the estimated sales for that quarter will be 
81.394 + 12.811 (15) or 473.56 million. 

2onstant Percentage Rate of Change 
Constant Percentage Rate of Change. Let us now take up another case of a forecaster 

vho wastes to estimate a percentage rate of change in sales. That is, it is assumed that sales 
~rill increase by a constant percent each period. The relationship can be expressed 
nathematically as 

St  = St-1 (1 + g) 
Similarly = St-2 (1 + g) 

.c here g is the constant percentage rate of change, or the growth rate. These two equations 
mply that 

St  = St-2  (1 + g)2  
and, in general, St  = So  (1 + g)t ...(2) 

It should be clear that the parameters of the equation (2) cannot be estimated using 
ordinary least squares. The problem is that the equation is not linear. However, there is a simple 
transformation of the equation which allows it to be estimated using ordinary least squares. 

First, take the logarithm of equation (2). The result is 
1, = /„ {So  (1 + g)t} 

But the logarithm of a product is just the sum of the logarithms. Thus 
/„ S t  = In  So + t {1„ (1 + g)t} 

The right-hand side of the equation can be further simplified by noting that 

In {(1  + g)t} = t fin  (1 + g)) 
Hence 1, St  = 1, So  + t {1, (1 + g)} 
Equation (3) is linear in form. This can be seen 

Table 2.3 Natural Logarithms of Hypothetical Time Series Sales Data. 
Period 

Number (t) 
Quarter Sales 

(million) 
Natural Logarithm  

of Sales (in millions) (St) 

1 1991-1 300 5.704 
2 1991-11 305 5.720 
3 1991-111 315 5.753 
4 1991-1V 340 5.829 
5 1992-1 346 5.847 
6 1992-11 352 5.864 
7 1992-111 364 5.897 
8 1992-1V 390 5.966 
9 1993-1 397 5.984 
10 1993-11 404 6.001 
11 1993-111 418 6.036 
12 1993-1V 445 6.098 
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To forecast sales in a future quarter, the appropriate value of t is substituted into the 

equation. For example, predicted sales in the third quarter of 1994 (i.e., the fifteenth quarter) 
would be 287.810 (1.0359)15, or  488.51 million by making the following substitutions : 

Y t  =1n  S t  
Y o  = 1, So  
b = 1„ (1+ g) 

Thus the new equation is Y t  = Yo + bt ...(4) 
which is linear. 

The parameters of equation (4) can easily be estimated using a hand calculator. The key 
is to recognise that the sales data have been translated into logarithms. Thus, instead of St, 
it is /nSt  which must be entered as data. However, note that the t values have not been 
transformed. Hence for the first quarter of 1991, the data to be entered are 1„ 300 = 5.704 and 
1 ; for the second quarter, in  305 = 5.720 and 2 ; and so forth. The transformed data are given 
in Table 2.2. 

Using the ordinary least squares method, the estimated parameters of equation (4) ; 
based on the data from Table 2.2 are 

Y t  = 5.6623 + 0.0353 t 
But these parameters are generated from the logarithms of the data. Thus, for 

interpretation in terms of the original data, they must be converted being based on the 
relationship In  S. = Y. = 5.6623 and in  (1 + g) = b = 0.0353. Taking the antilogs yields 
S. = 287.810 and 1 + g = 1.0359. Substituting these values for S. and 1 + g back into equation 
(2.2) gives 

S t  = 287.810 (1.0359)t 
where 287.810 is sales (in millions of rupees) in period o and the estimated growth rate, g, 
is 0.0359 or 3.59 percent. 

These results suggest that, of the four values of the smoothing constant, a = 0.60 provides 
the best forecasts using these data. However, it should be noted that there may be values of 
a between 0.60 and 0.80 or between 0.40 and 0.60 which yield even better results. 

Evaluation of Exponential Smoothing 
One advantage of exponential smoothing is that it allows more recent data to be given 

greater weight in analysing time series data. Another advantage is that, as additional 
observations become available, it is easy to update the forecasts. There is no need to re-
estimate the equations, as would be required by trend projection. 

The primary disadvantage of exponential smoothing is that it does not provide very 
accurate forecasts if there is a significant trend in the data. If the time trend is positive, 
forecasts based on exponential smoothing will be likely to be too low, while a negative time 
trend will result in estimates which are too high. Simple exponential smoothing works best 
when there is no discernible time trend in the data. There are, however, more sophisticated 
forms of exponential smoothing which allow both trends and seasonality to be accounted 
for in making forecasts. 

Limitations of the Statistical Methods 
All statistical methods suffer from several limitations and 'should be used cautiously for 

projections. Certain points must be kept in mind before using a statesitical statistical method. 
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---ether the technique is meant for short or the long-run projections. For example, 

me moving average method or the deseasonalization techniques are purely short-
= techniques and should not be used for projections beyond a year or two. 
For a long-run technique such as the trend, length of the period of the past data 

rich have been used for estimation of the empirical model, must be checked. The 
-.ger the period for which observations have been considered, the higher the 

accuracy of the model and the longer the period for which projections can be made. 
For a variety of reasons, an estimation for a very long period should be avoided, 
for example, for more than five years for volatile commodities and ten years for 
stable environment commodities. 

3. Statistical techniques rely on past data and assume that whatever happened in the 
past (during the specific period of estimation) would happen in the future too. 
However since environmental conditions are likely to change, a deficiency of such 
techniques is that there is no provision for taking such changes into consideration. 

4. The trend projections technique, for example, completely ignores independent 
variables, which determine the demand for the commodity in question. It takes 
only time into consideration. As such its explanatory power is reduced considerably. 
In practice, therefore, the trend method is used for projecting independent variables, 
rather than the dependent variable as in an econometric model. 
Extraordinarily high or low values in the series, particularly at the beginning and 
end, create problems in estimation notably in the best-fit. Attention must be given, 
therefore, to the purpose for which the estimation is made. For example, in case the 
growth rate has to be found out, these extraordinary values should be smoothened 
before estimating the best-fit. Even then this may not necessarily make a good 
model for future projections, particularly in a situation where some new phase of 
the business cycle is likely to set in. 

6. Statistical techniques ignore unusual and extraordinary events such as wars, natural 
calamities, political disturbances, and upheavals. For example, one year, an Indian 
fan manufacturing company, got unusually high orders for fans from its parent 
company in the UK. The reason was that UK had experienced an unusually hot 
summer. Despite working to full capacity, 24 hours a day, it was difficult to meet 
the order. Such factors cannot be accounted for even in econometric models and can 
only be assigned a subjective weightage while making projections. 

7. Most importantly, time series analysis models are basically univariate in character, 
in the sense that the pattern of change in the dependent variable itself is considered 
to be the determinant of the future trends in the independent variables. 

SHORT-TERM AND LONG-TERM DEMAND FORECASTING 

Once the current position has been established and clearly understood by the firm's 
onagement, attempts to forecast and manipulate future demand can be made. Most firms 
quire two forecasts—one covering the short-term, which represents the next three months 
)  one year, and the other covering the long-term, which represents the forecast for any period 
Kceeding one year. 

Short-term forecasts are valuable for taking decisions concerning current output, 
urchases of raw-materials and size of stocks to be held, while long-term forecasts are 
zential in decisions concerning capital investment, factory expansion and recruitment and 
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training of personnel. The actual length of the short-term and long-term period will vary fr._ — 
industry to industry, depending upon capital intensity and technical specialisation. The le- 
technical and sophisticated the capital equipment used, the shorter the long-term period.  

The forecasts for short and long-term need not necessarily coincide. The one must din- - 
from the other because the long-term demand depends upon relatively stable factors ar. 
discernible trends while short-term demand is influenced more by passing events an

changes. Take the example of automatic washing machines. The long-term deman: 
depends upon the price of the product and general level of income. The short-term deman.: 
is considerably influenced by hire-purchase regulations. 

10. FORECASTING DEMAND FOR A NEW PRODUCT 
A discussion of the demand for established products given earlier does not apply to 

the forecasting of demand for a new product. This is because no such data relating to the 
sales of the product over time exists which could be used for fitting a trend line to the data 
Another difficulty in the case of new products is that the consumer has no experience abou: 
the use of the new product. Therefore, Joel Dean has swgested a number of possible 
approaches. 

(a) Evolutionary. Project the demand for the new product as an outgrowth and. 
evolution of an existing product. 

(b) Substitute. Analyse the new product as a substitute for some existing product or 
service. 

(c) Growth Curve. Estimate the rate of growth and the ultimate level of demand for 
the new product on the basis of the pattern of growth of established products. 
Opinion Polling. Estimate demand by direct enquiry into the ultimate purchases, 
extending the sample to derive the total demand for the product by the population 
as a whole. 

(e) Sales Experience. Offer the new product for sale in a sample market and from this 
try to estimate the total demand from all channels and a full-developed market. 

(f) Vicarious. Survey consumer reaction to a new product indirectly through the eyes 
of specialised dealers who are supposedly informed about consumer needs and 
alternative opportunities. 

These methods are of course not mutually exclusive, and if possible, a combination of 
several methods should be used so that cross checks are available. 

11. FORECASTING THE DEMAND FOR CONSUMER DURABLES 

Forecasting the demand for individual products requires special techniques adopted 
to meet the peculiarities of the special market involved. In forecasting the demand for 
consumer durables, a number of factors have been considered worth including in the 
forecasting techniques. 

(a) Population Changes. Some demands for consumer durables are closely related to 
demographic changes such as the size, the growth rate and the regional 
distribution of population. The producers of baby toys and baby suits must utilise 
projections of birth rates in long-term demand forecasting. The publisher of 
textbooks studies the potential trends in college enrolment in the near future. 

(d) 



FORECASTING 
a:uration Levels. Durable goods have a limit to their markets. Not everyone 
_-chases a car. Colour T.V. sets' demand is limited to some income groups. There 

7_—_:st be a threshold level of income before a household can buy domestic 
lances like microwave ovens, vacuum cleaners or dish washers. Take the use 

demand for refrigerators. There is a point when close to 100 percent of the 
-7,ecific income households own home refrigerators. Then the potential market for 
-errigerators becomes limited to the demand for replacement. 
Discretionary Income. In forecasting the demand for durable goods, forecasters make 
--- of discretionary or super-numerary income rather than the usual measures of 

P. There is strong evidence to support the view that the demand for consumer 
parables is closely correlated with discretionary income. This is a concept of income 
which includes temporary incomes into personal income after tax. 
Discretionary Buying Power. Forecasters of durable consumer goods build up 
indexes of discretionary buying power which are built out of the following 
components : discretionary income + cash balances and liquid assets + new 
consumer credit. This index of buying power has a decisive effect on consumer 
durable demand. 
Consumer Credit Outstandings. Another important factor for consi- deration in 
forecasting will be consumer credit outstandings (debt) in the field of our consumer 
durable such as cars. Car financing is taking hold in the market. A high ratio of 
outstanding consumer debt to current income may suggest a slowing down of 
purchases based on new debt for two reasons— (1) lenders will be more cautious 
towards risks of financing and (2) the consumers will themselves refrain from 
incurring more debt. 
The Number and Age Distribution of Existing Stocks. The number of automobiles 
and their age distribution must be known before a forecast can be made about the 
future market. Trucks and buses of a particular age and model must go off the road. 
To that extent new demand would be created. 

(g) Replacement Demand Versus New-owner Demand. The entire demand for a 
consumer durable is composed of replacement demand by existing owners and the 
demand from entirely new owners. If incomes are rising fast, the new owner 
demand may be more than the replacement demand. But in a period of business 
slow down, the new owner demand may fall to very low levels. 

(h) Consumer Attitudes and Plans. Forecaster of the demand for a durable like a car such 
as Maruti cars must make use of the consumer plans and intentions about the demand 
for these. A potential buyer has to decide about the purchase of a used car or a new 
car, a well-known brand or a new brand etc. In making such decisions, consumers are 
much influenced by their associations, social status and peer-group influence. 

(z)  The Nature of Innovations on the Consumer Durable. Producers' durable goods 
often introduce some new features to their products so as to give an idea of 
distinctiveness to their brands. 'More seating capacity for same price', 'Reduced 
risk of injury on accident', 'Stronger controls'—these are the enticing slogans for 
consumers. These slogans create new demand for the cars with the new features. 

In short, the technique for forecasting of a consumer durable like a Maruti car has to 
be adapted to include quantitative variables associated with the above-mentioned factors 
specific to the product. Only then can the forecast be reliable. 
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12. FORECASTING THE DEMAND FOR CONSUMER NON DURABLES 
Non-Durables are also known as 'single-use consumer goods' or perishable consumer 

goods. These vanish after a single act of consumption. These include goods like food, milk, 
medicine, fruits, etc. Demand for these goods depends upon household disposable income, 
price of the commodity and the related goods and population and characteristics. 

Symbolically, 

Dc = f(y, s, p, pr) where 

Dc = the demand for commodity c 

y = the household disposable income 

s = population 

p = price of the commodity c 

pr = price of its related goods 

Disposable income expressed as Dc = f (y) i.e. other things being equal, the demand 
for commodity c depends upon the disposable incoWe of the household. Disposable 
income of the house-hold is estimated after the deduction of personal taxes from 
the personal income. Disposable income gives an idea about the purchasing power 
the household. 

Price, expressed as Dc = f (p, pr) i.e. other things being equal, demand for commodity 
c depends upon its own price and the price of related goods. While the demand 
tor a commodity is inversely related to its own price of its complements. It is 
positively related to its substitutes.' Price elasticity and cross elasticity of non-
durable consumer gooas help in their demand forecasting. 

(iii) Population, expressed as Dc = f(p) i.e. other things being equal, demand for 
commodity c depends upon the size of population and its composition. Besides. 
population can also be classified on the basis of sex, income, literacy and social 
status. Demand for non-durable consumer goods is influenced by all these factors. 
For the general demand forecasting population as a whole is considered, but for 
specific demanEd forecasting division of population according to different 
characteristics proves to be more useful. 

13. JUDGING FORECAST RELIABILITY 
In comparing forecast and actual values, how close is dose enough ? Is forecast reliability, 

or predictive consistency, transferable to other samples and time periods ? These questions must 
be adequately addressed prior to the implementation of any successful forecasting program. 

Tests of Predictive Capability 
To test predictive capability, a forecast model generated over one sample or period is 

used to forecast data for some alternative sample or period. The reliability of a model for 
predicting firm sales, such as that shown in Equation 2, can be tested by examining the 
relation between forecast and actual data for years beyond the period over which the 
forecast model was estimated. However, it is often desirable to test a forecast model without 
waiting for new data to become available. In such instances, one can divide available data 
into two subsamples, called a test group and a forecast group. The forecaster estimates a 
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z: model using data from the test group and uses the resulting model to "forecast" 
of interest in the forecast group. A comparison of forecast and actual values can 

e- be conducted to test the stability of the underlying cost or demand relation. 

.orre la tion Analysis 
•r_T- analyzing a model's forecast capability, the correlation between forecast and actual 
- is of substantial interest. The formula for the simple correlation coefficient, r, for 

:re,:ast and actual values, f and xy respectively, is 
6  fx  r — (13) 

C f a x 

.ter-_ 
Gfx 

 is the covariance between the forecast and actual series, and of  and a, are the 
..a= e standard deviations of the forecast and actual series, respectively. Basic spreadsheet 

statistical software readily provide these data, making the calculation of r a relatively 
Ample task. Generally speaking, correlations between forecast and actual values in excess 
if 0.99 (99 percent) are highly desirable and indicate that the forecast model being considered 
constitutes an effective tool for analysis. 

In cross-section analysis, in which the important trend element in most economic data 
is held constant, a correlation of 99 percent between forecast and actual values is rare. When 
unusually difficult forecasting problems are being addressed, correlations between forecast 
and actual data of 90 percent or 95 percent may prove satisfactory. By contrast, in critical 
decision situations, forecast values may have to be estimated at very precise levels. In such 
instances, forecast and actual data may have to exhibit an extremely high level of correlation, 
99.5 percent or 99.75 percent, to generate a high level of confidence in forecast reliability. 

Sample Mean Forecast Error Analysis 
Further evaluation of a model's predictive capability can be made through consideration 

of a measure called the sample mean forecast error, which provides a useful estimate of the 
average forecast error of the model. It is sometimes called the root mean squared forecast 
error and is denoted by the symbol LL The sample mean forecast error is calculated as 

u =
1  E (f , -.X 1 )

2 

n , 1=1 
(14) 

where n is the number of sample observations, fi is a forecast value, and xi  is the corresponding 
actual value. Deviations between forecast and actual values are squared in the calculation of 
the mean forecast error to prevent positive and negative deviations from canceling each other 
out. The smaller the sample mean forecast error, the greater the accuracy associated with the 
forecasting model. 

14. CHOOSING THE BEST FORECAST TECHNIQUE 

To select me best technique, managers must be knowledgeable about the strengths and 
weaknesses of various forecast methods, the amount and quality of available data, and the 
human and other costs associated with generating reliable forecasts. 

Data Requirements 
The choice of an appropriate forecast technique often hinges on the amount of relevant 

historical data that is readily available and any obvious patterns in that data. For many 
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important forecast problems, 10 years of monthly data (120 observations) are available and 
appropriate for forecasting future activity. In such cases, the full range of advanced forecast 
techniques can be considered. If only more restricted samples of data are available for 
analysis, then simpler forecast methods must be used. 

If trend, cyclical, seasonal, or irregular patterns can be recognized, then forecast 
techniques that are capable of handling those patterns can be readily selected. For example, 
if the data are relatively stable, a simple exponential smoothing approach may be adequate. 
Other exponential smoothing models are appropriate for trending and seasonal data; the 
same model will not be applicable in all cases. 

As the forecast horizon increases, the cyclical pattern of economic data may also 
become significant. In these cases, the need to relate the forecast variable to economic, 
market, and competitive factors increases, because simple trend projections may no longer 
be appropriate. 

Time Horizon Considerations 
Experience shows that sophisticated time-series models can provide accurate short-

term forecasts. In the short term, the momentum of existing consumer behavior often resists 
dramatic change. Over a 5-year period, however, customers can find new suppliers, and 
needs many change. For long-range forecasts, econometric models are often appropriate. In 
the long term, it is essential to relate the item being forecast to its "drivers," as explanatory 
factors are sometimes called. 

The accuracy of econometric models depends on the precision with which explanatory 
factors can be predicted. Although these models can also be used in the short term, they are 
costlier and more complex than simple exponential smoothing methods. When economic 
conditions are stable, econometric models are seldom more accurate than more simple trend 
projections and exponential smoothing methods. 

As shown in Table 2.6, simple trend, econometric models, and exponential smoothing 
methods are all used for problems involving 3-year to 5-year forecasts. Over this intermediate 
term, trend projection techniques are relatively inexpensive to apply, but may produce 
forecasts that are not as accurate as those resulting from econometric methods. When 
sufficient data exist and the need for accuracy is great, the use of exponential smoothing or 
econometric models is often recommended. Then, the generally superior short-term forecasting 
abilities of smoothing models emerge. Also evident over the intermediate term are the 
advantages of econometric models, which are superior in relating the data to be forecast to 
economic conditions, price changes, competitive activities, and other explanatory variables. 

When both smoothing and econometric models yield similar forecasts, managers can 
be reasonably certain that the forecast is consistent with underlying assumptions and has 
a good chance of being accurate. When forecasts produced by two or more methods are 
significantly different, this is a warning to exercise extreme care. 

Computer and Related Costs 
Computer costs are rapidly becoming an insignificant part of the forecast technique 

selection process. The proliferation of inexpensive and user-friendly forecast software has also 
lessened the need for sophisticated support staff, other costs associated with forecast development 
and implementation cannot be ignored. Some major cost considerations often include data 
processing and storage costs, database maintenance and retrieval charges, and special hardware 
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eeds. Start-up cost to develop forecasts for new products and services, analysis, and modeling 
cork tend to escalate over time, especially when the experience level of the forecasting staff is 
Av. The maintenance of a complex forecasting system, on the other hand, can be relatively 
lexpensive if programming documentation and standards are kept current. 

1.5. CRITERIA FOR A GOOD DEMAND FORECASTING METHOD 

The criteria for a good forecasting method are the following: 

1. Accuracy. Accuracy of a good forecast is checked by comparing the former forecasts 
with the actual results. The accuracy of the forecast is judged not only from the 
percentage of the deviation from the forecast by the actual but also the changes in 
direction the actual performance of demand has taken over a period of time. 

2. Plausibility. The forecasting technique must also be within the comprehension of 
the management so that they can appreciate the basis of the forecast. 

3. Stability. The forecast should hold good over the required period of time, may be 
short-term or long-term. For this purpose the relationship of the demand variables 
included in the forecast should be reasonably stable. 

4. Flexibility. The forecasting technique adopted by the specialists should have 
flexibility. That is, the technique must have the scope to include or exclude some 
variables in the light of changing conditions around the demand for the firm's 
product. The technique must give due weightage to the recent performance figures. 

5. Timely Availability. The forecasting technique should not be too much time-
consuming. The management should not be made to wait for the forecast simply 
because the specialists want to arrive at a very accurate forecast. A less accurate 
forecast submitted in time is more welcome than the one which is late. 

6. Should not be too costly. The forecasting technique should not be too expensive for the 
firm. If the technique requires extra cost for every new forecast, then the additional 
expenditure should be justified by the additional gains from the new forecast. 

KEY DEFiNiTIONS 

1. Because the market price/output equilibrium at any point in time is determined by the 
forces of demand and supply, a simultaneous relation, or concurrent association, 
exists between demand and supply. The problem of estimating an economic relation 
in the presence of such simultaneity is the identification problem. 

2. Consumer interview, or survey, method. It involves questioning customers or potential 
customers to estimate demand relations. An alternative technique for obtaining useful 
information about product demand involves market experiments. 

3. Regression analysis. It is a powerful statistical technique that describes the way in 
which a dependent Y variable is related to one or more independent X variables. 

4. A deterministic relation is a relation known with certainty. A statistical relation 
exists if the average of one variable is related to another, but it is impossible to predict 
with certainty the value of one based on the value of another. A time series is a daily, 
a weekly, a monthly, or an annual sequence of data on an economic variable such as 
price, income, cost, or revenue. A cross section of data is a group of observations 
on an important economic variable at any given point in time. 
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5. The simplest means for analyzing a sample is to plot and visually study the data. A 
scatter diagram is a data illustration in which the dependent variable is plotted on the 
vertical axis, and the independent variable is shown on the horizontal axis. The most 
common regression model specification is a linear model or straight-line relation. 
Another common regression model form is a multiplicative model, which involves 
interactions among all the X variables. A simple regression model involves one 
dependent Y variable and one independent X variable. A multiple regression model 
entails one Y variable but includes two or more X variables. 

6. A useful measure for examining the overall accuracy of regression models is the 
standard error of the estimate (SEE), or the standard deviation of the dependent Y 
variable after controlling for the influence of all X variables. In a simple regression 
model with only one independent variable, the correlation coefficient, r, measures 
goodness of fit. The square of the coefficient of multiple correlation, called the coefficient 
of determination, or R2, shows how well a multiple regression model explains changes 
in the value of the dependent Y variable. In statistical studies, the sample analyzed 
must be large enough to provide 30 or more degrees of freedom, or observations 
beyond the minimum needed to calculate a given regression statistic. The corrected 

coefficient of determination, denoted by the symbol TR 2 , is a downward adjustment 
h R2  in light of the number of data points and estimated coefficients. The F statistic 
offers evidence on the statistical significance of the proportion of dependent variable 
variation that has been explained. 
Managerial decision making is often based on forecasts of future events. This chapter 
examines several techniques for economic forecasting, including qualitative analysis, 
trend analysis and projection, econometric models, and input-output methods. 

7. Qualitative analysis is an intuitive judgmental approach to forecasting that is useful 
when based on unbiased, informed opinion. The personal insight method is one in 
which an informed individual uses personal or organizational experience as a basis for 
developing future expectations. The panel consensus method relies on the informed 
opinion of several individuals. In the delphi method, responses from a panel of 
experts are analyzed by and independent party to elicit a consensus opinion. 

8. Survey techniques that skillfully use interviews or mailed questionnaires constitute 
another important forecasting tool. especially for short-term projections. 

9. Trend analysis involves characterizing the historical pattern of an economic variable 
and then projecting or forecasting its future path based on past experience. A secular 
trend. is the long-run pattern of increase or decrease in economic data. Cyclical 
fluctuation describes the rhythmic variation in economic series that is due to a pattern 
of expansion or contraction in the overall economy. Seasonal variation, or seasonality, 
is a rhythmic annual pattern in sales or profits caused by weather, habit, or social 
custom. Irregular or random influences are unpredictable shocks to the economic 
system and the pace of economic activity caused by wars, strikes, natural catastrophes, 
and so on. 

10. A simple linear trend analysis assumes a constant period-by-period unit change in an 
important economic variable over time. Growth trend analysis assumes a constant 
period-by-period percentage change in an important economic variable over time. 

11. Macroeconomic forecasting involves predicting the pace of economic activity, 
employment, or interest rates at the international, national, or regional level. 
Microeconomic forecasting involves predicting economic performance, say, profitability, 
at the industry, firm, or plant level. 
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12. The business cycle is the rhythmic pattern of contraction and expansion observed in 
the overall economy. Economic indicators are series of data that successfully describe 
the pattern of projected, current, or past economic activity. A composite index is a 
weighted average of leading, coincident, or lagging economic indicators. An economic 
recession is a significant decline in activity spread across the economy that lasts 
more than a few months. Recessions are visible in terms of falling industrial production, 
declining real income, shrinking wholesale- retail, and rising unemployment. An economic 
expansion exhibits rising economic activity. 

13. Exponential smoothing (or "averaging") techniques are among the most widely used 
forecasting methods. In two-parameter (Holt) exponential smoothing, the data are 
assumed to consist of fluctuations about a level that is changing with some constant 
or slowly drifting linear trend. The three-parameter (Winters) exponential smoothing 
method extends the two-parameter technique by including a smoothed multiplicative 
seasonal index to account for the seasonal behavior of the forecast series. 

14. Econometric methods use economic theory and mathematical and statistical tools to 
forecast economic relations. Identities are economic relations that are true by definition. 
Behavioral equations are hypothesized economic relations that are estimated by 
using econometric methods. 

15. Forecast reliability, or predictive consistency, must be accurately judged in order to 
assess the degree of confidence that should be placed in economic forecasts. A given 
forecast model is often estimated by using a test group of data and evaluated by 
using forecast group data. No forecasting assignment is complete until reliability has 
been quantified and evaluated. The sample mean forecast error is one useful measure 
of predictive capability. 

The appropriate technique to apply in a given forecasting situation depends on such 
factors as the distance into the future being forecast, the lead time available, the accuracy 
required, the quality of data available for analysis, and the nature of the economic relations 
involved in the forecasting problem. 

O 
I. FILL IN THE BLANKS 

QUESTIONS 

1. The forecasting model that pools the opinions of a group of experts or managers is 
known as  - - - - - - - - - -  

2. Gradual, long term movement in time series data is called 	  

3. 	  Method uses three types of participants, decision makers, staff personnel 
and respondents. 

4. Forecasts becomes more 	  with longer time horizons. 

5. Consumer survey method is a 	  method of demand forecasting. 
6. Seasonal fluctuations can be predicted by 	 
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II. MULTIPLE CHOICE QUESTIONS 

1. A forecast that projects a company is sales is 
(a) Economic forecast (b) Technological forecast 
(c) Demand forecast 	 (d) Associate model 

2. The two general approaches to forecasting are 
(a) Qualitative and Quantitative (b) Mathematical and Statistical 
(c) Historical and Associative 	 (d) Judge mental and Qualitative 

3. A forecast with a time horizon of about 3 months to 3 years is called a 
(a) Long-range forecast (b) Medium range forecast 
(c) Short range forecast 	 (d) Strategic forecast 

4. Which of the following is not a qualitative forecasting ? 
(a) Executive opinion (b) Sales force survey 
(c) Consumer Survey 	 (d) Mooning Average 

5. Time series data may exhibit which of the following behaviours 
(a) Trend (b) Random Variations 
(c) Seasonality 	 (d) All of the above 

III. SHORT ANSWER QUESTIONS 
1. Demand Forecasting 
2. Types of Demand Forecasting 
3. Survey Method 
4. Collective Opinion Method 
5. Forecasting for Durables 
6. Forecasting for Non-Durables 
7. Criteria for good forecasting 

IV. LONG ANSWER QUESTIONS 
1. How is the demand for a product estimated with the help of regression analysis ? 
2. What are the criteria for a good forecasting method ? How do you rate Regression 

Analysis for this purpose ? 
3. How can a business economist make qualitative forecasts? 
4. How can we use regression technique to fit a time trend to the demand for a product 

or service for forecasting purposes ? 
5. What is meant by exponential smoothing of a demand function ? How is it more useful 

than linear curve fitting ? 
6. Give a brief account of the three types of demand forecasting. 
7. Explain the trend projection method of demand forecasting. 
8. What are the intential in time of a good forecasting method ? 

ANSWERS   
I.  1. Executive opinion model 2. Trend 3. Delphi 4. Accurate 

gvefl*Wvi#,Wse. 

5. Qualitative 6. Time series 

•  
H. 1. (c) 2. (a) 3. (a) 4. (d) 5. (d) 



I 

Market Analysis 
r) Market Structure 

Perfect Competition Pricing 
c, Monopoly-Simple and 

Discriminating 
c) Pricing Under Monopolistic 

Competition 
r Oligopoly Pricing Analysis 





1. TOTAL REVENUE, AVERAGE REVENUE AND 
MARGINAL REVENUE 
The firm has to play the dual role of the producer and a 

seller. As producer, it tends to minimise the costs of producing 
an output. But how much it is to produce is decided by 
the conditions that prevail in its product market and the sale 
proceeds (revenue) it expects to earn vis-a-vis the costs that it 
has incurred. The equilibrium output is that which gives it the 
maximum profit. 

The sale proceeds that a firm gets from the sale of its product 
is called revenue. Total revenue a firm earns is calculated by 
multiplying the total sale (which we shall assume to be equal to 
output in our analysis) by the price at which the product is sold. 
Average revenue is total revenue divided by output. It is nothing 
but the sale price of the product. 

Total Revenue = Price x Output 
Total Revenue 

Average Revenue = Price - Total Output 

Therefore, price and average revenue are the same thing. 
Since we are to carry on our analysis in marginal terms, we are 
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interested to determine the equilibrium output of the firm from its price and mar 
revenue. 

Marginal revenue is the addition made to total revenue by the sale of an additional unit of the product 
in the market. Marginal Revenue = Total revenue of n units—Total revenue of (n —1) units. 

As the firm sells more of its production in the market, it expects adding to its sal-
proceeds. So, a firm is expected to sell more only when it adds to its total revenue. Excer -
under ideal conditions (which we call in economics 'pure competition') the firm will fir= 
that it can sell more in the market only at a lower price than before. This means tha-
ordinarily sale of more and more units of the product is expected to make less and le--
additions to total revenue. In other words, marginal revenue, ordinarily, goes on falling a, 
more is sold. Ultimately, a state is reached, where as the firm goes on selling more and mor 
the market is saturated with the output and marginal revenue is reduced to zero; i.e. there  
is no addition to total revenue. 

Derivation of Average and Marginal Revenue from Total Revenue 
The relationship between total revenue, 

average and marginal revenue is illustrated in 
figure 3.1 in which average revenue and 
marginal revenue curves are derived from the 
total revenue curves. The total revenue curve 
TR rises from left to the right but continues to 
grow flatter as it rises. This is simply to show 
that the rate of rise in total revenue is less and 
less as more and more of the output is sold in 
the market. 

The process of derivation of the average 
and marginal revenue curves is simple. At 
output OC, total revenue is CA; average revenue 
is total revenue over output, CA/OC which is 
the slope of straight line OA. Cut off the length 
CL equal to one unit draw in line from the 
point L, parallel to the line OA. It cuts CA at K. 
Straight line KL is parallel to OA and therefore 
has the same slope as OA. Since LC is equal to 
one unit, length CK is the average revenue of output OC. To find out the marginal revenue, 
draw the tangent TT to the total revenue curve at the point C. The slope of this tangent gives 
us marginal revenue. Therefore, draw a straight line through point L parallel to the tangent 
TT and cutting CA at N. CN is the marginal revenue at output OC. 

To find out the revenue at output OD, cut off length DL' equal to one unit of output 
and draw straight lines through point L parallel to OB and the tangent TT' so as to cut the 
perpendicular DB at points K' and N' respectively. DK' is the average revenue and DN' 
marginal revenue. If we go on repeating this procedure of finding out average and marginal 
revenue at each output, the various points trace out the average revenue curve AR and 
marginal revenue curve MR. 

,litAXWMM& M.MONNOON.Se,  

Fig. 3.1 Geometrical Derivation of 
Average and Marginal Revenue 

from Total Revenue. 
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Fig. 3.2 Relationship between 
Straight Line Average Revenue 
Curve and the Corresponding 

Marginal Revenue Curve. 
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!. RELATIONSHIP BETWEEN AVERAGE REVENUE AND MARGINAL 
REVENUE 
In our analysis— marginal analysis as it 

hall be mostly—we are to make use of the 
iverage revenue (sales) curve and the marginal 
evenue curves only. Total revenue curve is, 
herefore, superfluous for our purpose. It is 
iecessary to be thoroughly acquainted with the 
lature of relationship between an average 
-evenue curve and the corresponding marginal 
-evenue curve. 

(i) When average revenue traces a 
straight line, the corresponding 
marginal revenue points also lie on a 
straight line. This is shown in fig. 3.2. 
When the average and marginal 
revenue functions are linear (straight 
lines) as in figure 3.2 a perpendicular 
from any point on average revenue 
line to the Y axis is bisected by the 
marginal revenue. That is, in figure 3.2 PA = PB, This is easily proved. We have two 
methods of finding total revenue: (i) from the AR, and (ii) from the MR. 

Total Revenue = Average Revenue x Output 
= AM x OM 

= Area of Rectangle OBAM 

Also Total Revenue = Area lying under the marginal revenue curve 
= Area LPCMO 

Since total revenue calculated through both the methods is the same, we have area 
of rectangle OBAM = area LPCMO. 

Subtracting area BPCMO from both sides, since this is common to both, we get 
Triangle PAC = Triangle LPB 

The two triangles PAC and LPB are also similar because angle LPB = angle CPA 
(being vertically opposite angles), and they also have a right angle each. Since the 
two triangles are equal in area also, we conclude that triangles PAC and LPB are 
equal in all respects and we find, therefore, that 

PA = PB 

When average revenue points trace a curve, the corresponding marginal revenue 
points also trace a curve. If average curve is convex to the origin, marginal revenue 
is also so, as is shown in figure 3.3. Similarly, if average revenue curve is concave 
to the origin, marginal revenue is so, as is shown in figure 3.3. When average 
revenue is convex to the origin, a perpendicular from any point on it to Y axis is 
cut by the marginal revenue curve to the left of the mid-point. On the other hand, 
when average revenue curve is concave to the origin (Figure 3.3) a perpendicular 
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from any point on it to the Y (revenue) axis is cut by the marginal revenue curvE 
to the right of its midpoint. 

Fig. 3.3 Geometric Relationship between Average Revenue 
Curves and the Corresponding Marginal Revenue Curves. 

3. PRICE ELASTICITY, AVERAGE REVENUE AND MARGINAL 
REVENUE 

A relationship of high analytical value was given to us by Mrs. Joan Robinson in her 
The Economics of Imperfect Competition. This is the relationship between average revenue and 
marginal revenue through price elasticity of demand for the product of the firm : this 
relationship is expressed in the formula : 

AR =MR 
e — 1 

or MR = AR 
e  —1  

where AR is average revenue, MR marginal 
revenue and e the price elasticity of demand. 

The geometrical proof of the formula given 
above, as presented by Mrs. Robinson, is as 
follows : 

In figure 3.4, AR is the average revenue 
curve. At output OM, AM is the average 
revenue. To find out marginal' revenue at this 
output, draw a tangent LR at the point A. Draw 
also a perpendicular AB to the Y (revenue) axis 
and draw a straight line LQ bisecting the 
perpendicular AB at the point P and intersecting 
AM at C. Line LQ is 'marginal' to the tangent LR. 
CM is the marginal revenue corresponding to 
average revenue AM at output OM. Now we 
define price elasticity of demand at point A. 
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Point elasticity of demand at poinl A = AR/AL 

Triangles AMR and ABL are similar. This is because 
angle LAB = angle ARM (corresponding angles) 
angle AMR = angle LBA (right angles). 

Since the corresponding sides of two similar triangles bear the same ratio, therefore 
AR AM 

AL LB 
AR AM 

Thus, Elasticity of Demand e -  (i) AL = LB 
We have proved earlier that triangle LBP is equal in all respects (congruent) to the 

riangle PAC. Therefore, 
LB = AC 

Substituting this in equation (1), we have 
AM AM  AM  

Elasticity of Demand  e = 
LB AC AM - MC 

Average Revenue 

(... AC = AM - MC) 

or e - Average Revenue - Marginal Revenue 

If we substitute symbols AR for average revenue, MR for marginal revenue and e for 
nice elasticity of demand in the relation derived above, we can write 

AR 
e = 

AR - MR 

or e.(AR - MR) = AR 

or e.AR - e. MR = AR 

or e.AR - AR = e. MR 

Or AR.e - AR = e.MR 

Or AR (e - 1) = e.MR 

e 
AR =MR  

e - 1 
This is the relation we wanted to prove. From this formula we can easily derive the 

)ther form of it : 

MR= AR 
e -

e 

 1 

When we substitute certain specific values of elasticity of demand into the formula, 
:ertain concrete and interesting results follow. For example, where elasticity of the sales (average 
evenue) curve is equal to one, marginal revenue is zero. 

1

1 

 1 
- AR x 0 = 0 MR= AR.  

In figure 3.5 as elasticity of demand for the output ON is equal to one, the corresponding 
narginal revenue of the output ON is equal to zero. We thus find that for this output the 
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MR 

Fig. 3.5 Three values of the price 
Elasticity of Demand and the 
corresponding relationship 

between AR and MR 

1 —1 —   
MR = AR 3 = AR 

2 
3 
— = —2AR 

1 3 
3 

marginal revenue curve cuts the X-axis. At 
output OM, the elasticity is equal to 3, and if we 
put this value in the formula, we find that 
marginal revenue is two-third of the average 
revenue. 

MR = AR 3 — 1 = AR 
2

. 
3 

Similarly, when e = 2, marginal revenue 
will be one-half of average revenue. We 
conclude, therefore, that marginal revenue is positive 
so long as price elasticity of demand for a firm's product 
is more than one1. The moment price elasticity of 
demand falls below unity, a lowering of price of 
the product of the firm will mean negative 
marginal revenue. For example in the Fig. 3.5 
while at output OT, average revenue is TR and 
elasticity equal to 2/3, marginal revenue is 
double the average revenue but it is negative. 
TS = 2RT. This is clear from the use of the 
formula also: 

In short, the formula given to us by Mrs. Joan Robinson is valuable in knowing 
marginal revenue at any output provided we know the price-elasticity of demand of the 
average revenue curve at that level of output. We are to apply this formula and illustrate 
the relationship between the average revenue curve and its marginal revenue curve under 
different types of market situations in which a firm's product may be sold. 

4. RELATIONSHIP AMONG PRICE-ELASTICITY, TOTAL REVENUE, 
AVERAGE REVENUE AND MARGINAL REVENUE 

We can now state the relationship among price elasticity, total revenue, average 
revenue and marginal revenue. For this purpose, we take the help of the following diagran-

(Fig. 3.6). In this figure, the average revenue curve is shown as a straight line. So the 
marginal revenue curve is also a straight line. The total revenue curve rises at first, attains 
a maximum and then starts falling. Then total revenue curve continues to fall till it touches_  
the X-axis. We can easily infer the following relationships among AR, MR and TR. 

1. As long as MR is positive, price elasticity of demand is greater than one as is showr 
by the total revenue which continues to rise. 

1. This could be clear from our application of aggregate expenditure method of measuring elasticity of 
demand also. When elasticity is greater than unity, a fall in price of the product raises total expenditure  
of the consumers on the commodity. In other words, total revenue rises as price falls, elasticity of 
demand is greater than unity, or what is the same thing, marginal revenue is positive. 
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.',here total revenue has a maximum, 
marginal revenue is zero and elasticity 
of demand at this output level, as 
shown on the AR curve, is equal to 
one. 
In the portion of the AR curve where 
elasticity of demand for the product is 
less than one the total revenue curve 
continues to fall and the marginal 
revenue curve lies below the x-axis, i.e., 

IR is negative. 

S. TYPES OF MARKET STRUCTURE 
AND ANALYSIS OF REVENUE 

tar we have discussed some revenue 
rei?ts and their inter- Relationship. These 

not study for their own sake: they are 
to be applied for finding out the 

_:_•rium of the firm and industry under different types of market situations. Just as costs 
arm are determined, among other things, by the technology of the firm, revenue is 

----lined by market morphology where its product is sold. The shape and nature of 
= ,:e functions (sales curves) is different under different market conditions. In practice 

-c exist innumerable varieties of marketing conditions facing different firms for sale of 
_r products. However, in theory, market structures have been classified. Accordingly, our 

-is of price determination shall consist of the exploration of equilibrium of the firm, 
here possible, equilibrium of the industry under different varieties of market structures. 
market structure, or as is commonly said, a 'market' means the whole set of conditions under which 

. ...odity is marketed: the extent and nature of competition in selling, the number and nature of buyers, 
the nature of the commodity that different sellers offer etc. Taking these elements of market into 
consideration, there can be as many models as the number of combinations of sellers-buyers 
and nature of the product. However, only a few of such models are discussed in price theory. 
We now proceed to describe them briefly and then derive the nature of sales curve faced 
by a firm in each one of them. 

Three broad sets of market conditions are commonly recognized: perfect competition, 
monopoly and imperfect competition. This broad classification of markets is based mainly 
on the number of sellers of the product in the market. These broad classes are further 
divided into sub-classes, combining other elements of the market with the number of sellers. 

retfect Competition 
The model of a market that was a pet of the classical and the neoclassical was perfect 

competition. Such a market is an imaginary ideal one. A perfectly competitive market 
incorporates in it certain ideal conditions all of which may not be found in any product's 
market in practice. 

(i) A large number of small unorganized sellers. The number of sellers is deemed to 
be so large and the amount of sales done by each so small in relation to the market 

Fig. 3.6 Relationships among,  
Price Elasticity, Marginal Revenue 

and Total Revenue. 
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that none of the sellers, taken by himself, is able to influence the price by his own 
individual action of expanding or with holding his produce. There is to be no 
agreement or collusion among the sellers. 

(ii) A large number of small, unorganized buyers. Again here the number of buyers 
is thought to be large enough to prevent any one buyer from affecting the price 
in the market by his own action of purchasing more or less, and the purchases 
made by any one of the buyers are small as compared with the purchases of all 
the buyers in the market. Further, buyers are also thought to be completely 
unorganized. 

(iii) A homogeneous product. All the sellers in the market have a perfectly similar 
product to offer; the product offered by each of the producers is in every way the 
same from time viewpoint of the buyers: the sellers' products are similar in colour, 
shape, design and service so that no one of the buyers has reason to be attached 
to any one of the sellers; there is no effect of any kind whatever to prejudice buyers 
minds in favour of their product; in short, the products of different sellers in the 
market are identical or perfect substitutes for one another; i.e. their cross elasticity 
of demand is infinite. 

(iv) Free Entry and Exit. Any firm from outside the industry must be able to enter the 
industry without artificial hindrances being erected against it, and any firm working 
in the industry must be free to go out of it as and when the firm likes. 

The four conditions given above have been introduced in the market to ensure that an 
individual seller is a price-taker; a seller can neither raise his price above that of the market 
nor can afford to lower it. If a seller raises his price above that prevailing in the market, he 
loses all of his customers, for they go over to the other sellers selling at the market price. 
On the other hand, he has no incentive to lower his price since he can sell the whole of his 
production at the going price. What a seller does is to take the market price as his datum 
and adjust his output to his price and maximise his profit. Similar is the case with the 
buyers. They too adjust their purchases to the current market price. 

If no one seller or buyer can influence the price, then how is the price determined? It 
is not determined by individuals, it is the resultant of the collective or market (industry) 
demand and supply. Market supply and demand interact to determine price, and individuals 
take it as a 'given'. 

If the market for any commodity exhibits the four 
features given above, it is said to be one having 'zero' 
competition. The term 'pure competition' is used by 
American writers after Professor Edward H. 
Chamberlin. The outstanding feature of pure 
competition is reflected in the fact that the individual 
firm has no price policy. To the individual firm the sales 
schedule looks like a horizontal line parallel to its x 
(output) axis; average revenue is equal to marginal 
revenue for every output; the firm has a perfectly elastic 
demand curve of its product. The sales curve of the firm 
under pure competition is shown in figure 3.7. 

Why average revenue is equal to marginal revenue 
at all outputs can be proved with the formula given by 
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F,,pbinson also. The elasticity of demand (e) for the product of the firm is infinite 
z this value in the formula we have, 

MR = AR  
1 

e - 1 - AR. 1 - 1/e 
= AR. 

1 -

1

1/e 
= AR  1 

1 - 0 - 
AR 

economists, especially British, have used the 
ar.,-  :7 structure of perfect competition for their 

- This type of market is assumed to have all the 
= _7 le perfections. The four conditions of pure 

171.7 71-  t-t given above refet to only one perfection i.e. 
-T7  absence of monopoly power in forming the 

rxt.17: competition implies pure competition and 
perfections. It assumes perfect mobility of 
of labour and capital in any economic 

ifius,-.7-ant: there is no cost of mobilisation (transport) 
car :-.--f=airting habits, preferences and inertia. It also 

 perfect knowledge on the part of buyers 
The assumption of perfect knowledge on the 

▪ :f buyers and sellers means, in the words of Prof. 
rye . Knight, that "they are supposed to know 
bsc,I-_::elv the consequences of their acts when they are 
roe of the consequences."' 

E -.-en the conditions of pure competition are hard to find in the real world. As has 
been stated, perfect competition is an ideal that is assumed. This is done to simplify 
Once an analysis of perfect competition has been built up, the imperfections can 

e and the analysis modified accordingly. 

Pure Monopoly 
Monopoly is the opposite of competition; pure monopoly is the opposite of pure 

In such a market, there is only one seller of the product, the sole controller of 
,-)f the product in the market. The seller produces 

--n-lodity for which it is difficult to find a substitute. 
717111 constitutes the industry. The demand for 

of this one firm is at once demand for the total 
-A.-1-_Ls7-7.-  while under pure competition, the product of 
• s,-tier is thought to be a perfect substitute for the 
• of another seller, the product of the monopoly 

_77 thought to have no close substitute at all. Since 
• ,:lasticity of demand between the monopolized 

_ and its nearest substitute may be considered by 
71,  as highly unsatisfactory, the monopolist has a 

_ Latitude of choice in his price policy. He is, to a 
▪ extent, a price-maker because he is not obliged to 
-.17,1 the policies and reactions of any rival. 

A pure monopolist is one who can charge any 
=.:e he likes by restricting his output. Whatever the 

-7;  ^. Uncertainty and Profit, Boston Houghton Miffin, 1911, p. 77. 
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price he decides to charge, total expenditure on his product done by purchaser-. 
(or his total revenue) remains the same. In other words, the elasticity of demand for the 
product of the firm is unitary. The sales curve of his firm traces a rectangular hyperbola. 
as shown in figure 3.9. In this case, for all outputs marginal revenue will be zero and. 
therefore, the marginal revenue curve is the X axis itself. From Mrs. Robinson's formula also, 
we can substitute e = 1 in it and see that 

e - 1 1 -  1  MR AR -AR AR x 0 = 0 
e 1 • 

Imperfect Competition 
Pure competition and pure monopoly are two extreme organizations of the market, the 

first involving a large number of sellers and the second only one seller. But generally. 
markets for products are neither purely competitive nor pure monopolies. In fact, there are 
many intermediate sets of market organizations. All these sets of market structures are 
labelled 'imperfect competition' by Mrs. Joan 
Robinson while Professor Chamberlin named 
these market situations 'monopolistic 
competition'. Imperfect competition consists 
of many market categories ranging from two 
sellers to a large number of buyers and 
sellers. In it many sub-categories of market 
situation have been identified and analyzed. 
We start from pure competition and go 
towards monopoly in describing these sub-
categories. 

(i) Monopolistic competition is the nearest 
to pure competition. It involves many sellers 
and buyers—both of these small and 
unorganized. But the fundamental departure 
from pure competition is that the product is differentiated. There is a difference, albeit not 
very material, between the product of one and of another seller. The products are close, 
although not exact substitutes; there is a high cross-elasticity of demand between the 
products. Differences in a given family of similar products are numerous. There may be 
differences in quality, style, colour, size, packing, container, trade names, brand, type of 
service; location of the store, credit terms and many other considerations that may give rise 
to a spirit of attachment of buyers to particular sellers. All the firms producing the closely 
related, competing goods, compose one industry. Examples are toilet articles, articles of 
clothing, tea, baby foods and many other articles generally sold in retail stores. 

Under this category of market organisation, the seller has a position that can be called 
monopolistic. He is a competitor in so far as he has rivals having products very much 
similar to and substitutable for his own. While fixing his own price he has to take into 
consideration the reactions of his rivals. But he is, to some extent, a monopolist also, in so 
far as some buyers have a preference for his variety of the good as against other varieties. 
The seller has some discretion in setting the price of his product. He can charge a little more 
and sell less or charge less and sell more. To the extent the seller can charge his price without 
attracting his rivals' notice, he is a monopolist. But his choice is limited. If he raises his price 
above a certain level, a shift of consumers to substitutes is induced; if he lowers price below 
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emei his competitors will be affected who may take up the challenge and lower 

:ar as monopolistic competition involves a large number of sellers and quite 
the outcome of the conduct of firms in the market is a price level which 
the individual firm, almost as in pure competition. But to the extent the 
are not Perfect substitutes, individual firms constitute pockets of monopoly 

7 7:es varying from one another. The difference in prices between any two 
:Non the proximity of their products. 

,1.11 ze revenue curve faced by any individual firm is quite, though not perfectly 
• - ;ently sloping. So is marginal revenue curve. Both the average and marginal 

- es are shown in figures 3.7 and 3.8. 
is that market situation in which the market for a commodity is dominated 

7-7-, each of which is producing and selling a considerable proportion of the total 
In the market. When the firms are only two, the market structure is called 

- -ust a special case of oligopoly. Each firm is so large relative to the size of the 
- 2.1ustry) that by its own individual action it can affect market price. Changes 

,r)utput sold or price charged do not go unnoticed by its rivals. Therefore, in 
_ = price .policy each firm must take into consideration the reactions of the few 

-Dducers and also his possible reactions to their reactions. No one producer can 
\ e without provoking retaliation. There is, as a result, a unique inter-relationship 
:ew sellers with respect to their price or output policies. This inter-relationship 

_ _ -.L.,:anding characteristic of the oligopolistic market structure. 
=^ z.:+polv may be pure or differentiated according to whether sellers use labels, trade 

or not. In these two different cases, analysis of market pricing has to be different. 
oligopoly can be collusive or non-collusive; the former is the case if there is some 

3.zreement mong various firms and the latter if there is none. Further, oligopoly 
=ray be dominated by a leader firm and others may follow it. So on and so forth, 

:37 be a variety of assumptions about it. 
inter-dependence of various firms under oligopoly has made the formulation of a 

- -  a:_c analysis of oligopoly price and output behaviour very difficult. Under the 
-:.:races, a very wide variety of behaviour patterns becomes possible. There may be 
- .:ent pricing by each large firm, tacit or agreed collusion, price leadership by a 

- _:71: firm or price wars-a variety of such models can be built up. In some cases price 
• ,:eterminate while in others it may be indeterminate, i.e. having no unique price and 

or firms. 
A suggested form of sales curve of the firm in oligopoly is a 'kinked demand curve', 

'ATI in figure 3.10. This sales curve is kinked. The average revenue curve has a kink at the 
• P where the demand for the product of the firm suddenly becomes quite inelastic if it 
Ai:roans its price and goes elastic if it raises the price. Corresponding to such a kinked demand-

'  -7-_-!-•.v is a broken marginal revenue curve ( MR) which has a break (BC). We generally use the 
-  of this type of sales curve in the discussion on oligopoly price rigidity. 

6. WHAT IS A FIRM ? 
Generally, a firm is taken as a production unit producing an output. It considers the 

market conditions and aims at producing the desired output at the least cost. A firm is an 
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independent unit producing goods and services for sale. According to Prof. Watson, "A fir—
is a unit engaged in production for a sale at a profit and with the objective of maximizir _ 
the profit." A firm is also taken as an income producing unit having some particular 
characteristics. • 

Equilibrium of a Firm 
By equilibrium, we mean a point of rest. It is also called a stage of no change. Whenever 

a firm attains a stage from which it does not want to move forward or backward, it is said 
to be in equilibrium. So we can say that a firm is in equilibrium when it has no tendenc% 
either to expand or to contract its output. According to Hanson. "A firm will be in equilibriurr 
when it is of no advantage to increase or decrease its output.' Thus we conclude that a firm 
is in equilibrium when it is earning maximum profits or minimizing losses. 

Assumptions of Equilibrium of a Firm 
The concept of equilibrium of a firm rests on the following assumptions : 
1. Rational firm. Rational firm always aims at earning maximum profits. In case of 

losses in the short-run, it earns only minimum kikses. The concept of firm's 
equilibrium applies only to a rational firm. 

2. Production of one commodity. It is assumed that a firm produces only a single 
commodity. Cost of a factor of production is also taken as constant and fixed. In other 
words, a firm can get the required and desired units of a factor at the given price. 

3. Estimation of marginal revenue and marginal cost. Another assumption of firm's 
equilibrium is that it can easily estimate its marginal revenue and marginal costs. 
Thus total revenue and total costs can also be calculated by a firm. 

Conditions for Equilibrium 
We have already made it clear that a firm is in equilibrium only when it earns 

maximum profits or has minimum losses. This condition for equilibrium applies to all types 
of markets i.e. under perfect competition, in monopoly and under monopolistic competition. 
Therefore, we can say that a firm will be willing to stick to its present position only if it 
earns maximum profits, whatever the form of market may be. There are two methods for 
determination of equilibrium of a firm. They are : 

1. Total Revenue and Total Cost Approach 
2. Marginal Revenue and Marginal Cost Approach. 

7. PROFIT MAXIMISATION : THE TOTAL-REVENUE AND TOTAL-
COST APPROACH 

Total revenue and total cost approach is the simplest way to determine the equilibrium 
of a firm. In order to calculate the profit of a firm, we find out the difference between the 
total revenue and total cost at different levels of output. A firm is said to be in equilibrium 
when the difference between total revenue and total cost is maximum. Every rational 
producer will try to maximise his profits. For this purpose, he will increase his production 
upto the point where the difference between total revenue (TR) and total cost (TC) is 
maximum. Only in such a position, he does not want any change. We can find the equilibrium 
of a firm with the help of this approach both under perfect and imperfect market conditions. 

1 
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quilibrium of the Firm Under Perfect Competition 
Perfect competition is a market in which there is a large number of buyers and sellers. 

hey are selling homogeneous goods. There is also free entry and exit of the firms. A firm 
a small portion of the whole industry. Price is fixed by the industry. Firm is only a price-

Lker. It cannot affect price. In other words, a firm can sell as much as it desires only at the 
iven price. That is why the total revenue curve of a firm is an upward sloping line drawn 
r an angle. The shape of TR curve tells that the total revenue of the firm is increasing with 
le increase in production at the same ratio. It is generally assumed that the total costs of 
roduction continue to rise as output is increased. The rate of increase falls at first and then 
tarts rising. The following diagram shows the application of total revenue—total cost 
pproach for finding out the profit maximizing output. 

In the diagram given below TR is the 
Dtal revenue at various levels of output and 
C is the total cost. The difference between 
lem is measured by the vertical distance at 
hints on the two curves. Upto 0M1  level of 
,utput, the TC curve lies above the TR curve. 
he firm is having a loss. With output 0M1, 
he firm just covers its cost. Point B is of 
ero profit. It is called the breakeven point. 
leyond the output 0M1, the difference 
etween TR and TC is positive upto the 0M2  
evel of output. At 0M2  output, TC and TR 
re equal as they intersect each other. This 

also called the break-even point, i.e. point 
of zero profit. 

The firm is interested in knowing its 
orofit-maximizing output. It is clear from 
he figure that this is the output OM because 
he vertical distance PN is the maximum 
,etween TR and TC curves. This is clear 
rorn the fact that the tangent at point N is 
,arallel to the TR line. At the output OM, the total profit curve is having a maximum at the 
xpint S. 

!Amilibrium of a Finn Under Imperfect Competition 
Profit-maximisation Case. Under imperfect competition, a firm has control over the 

)rice of a commodity It is, therefore, a price-maker and not a price-taker. Under imperfect 
ompetition a firm can sell larger output only at a falling price. Therefore, the total revenue 
urve continues to rise from left upwards to the right. But the rate of rise continues to fall 
s  output sold increases. The total cost curve also rises with increasing output. Profit is the 
rertical distance between the TR and the TC. The firm chooses that level of output where 
he vertical distance between IR and TC is the maximum. This output is shown in Fig. 3.12. 

In the diagram, 0M1  is the output with the break-even point. Here profit is zero. 
similarly at 0M2  level of output, profit is zero because of the falling price and rising costs. 
)M is the profit maximizing output. At OM level of output, the vertical distance between 
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TR and TC is the maximum. This is clear 
from the fact that the tangents at the points 
P and N are parallel. At points P and N, 
slopes of TR and TC curves are equal. Any 
output other than OM shall give the firm a 
lower vertical distance or profit. 

Minimization of loss case. A firm can 
undergo losses also in the short run. In this 
case, a firm will be in equilibrium when its 
losses are minimum. For this purpose also 
we find the vertical distance between the 
TR and the TC curves. A firm is said to be 
in equilibrium when the distance between 
the TR and TC curves is minimum. This can 
be shown through the diagram given on next 
page. 

In the given diagram, TR is the total 
revenue curve and TC the total cost curve. 
In the short run, a firm continues its 
production even if it is getting losses. In this situation TC curve lies above TR curve. In the 
case of losses, OM level of output is the equilibrium level of output for a firm. At this output 
level, the losses of a firm are PQ. Any other output than OM will give him more losses as 
is shown by 0M1  and 0M2  levels of output. At OM level of output, the vertical distance 
between TR and TC curves is minimum. 

The minimum losses are also explained by the equal slopes of the TR and TC curves. 
At points P and Q the tangents drawn are parallel. So OM is the equilibrium output of the 
firm. 

Defects of the TR-TC approach. Though the total 
revenue and total cost approach is the simplest 
approach, yet it suffers from some defects. Its main 
shortcomings are as under : 

1. It is very difficult to find the maximum 
vertical distance between total revenue and 
total cost curves. 

2. This approach is based on the total costs and 
total revenue. It ignores the per unit cost of an 
output. 

3. It becomes difficult to find out the equilibrium 
of an industry with the help of this approach. 

Due to these defects, modern economists have used 
marginal revenue and marginal cost approach in place 
of the total revenue and total costs approach. 
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. PROFIT MAXIMISATION : THE MARGINAL REVENUE AND 
MARGINAL COST APPROACH 

Marginal revenue and marginal cost approach is another method to know the 
luilibrium of a firm. This approach is advocated by modern economists like Mrs. Joan 
kinson. Marginal revenue is the addition made to the total revenue by the sale of one more 
nit of the output. Marginal cost is the addition made to the total cost by producing an 
iditional unit of the output. In order to know the equilibrium level of output, a firm 
)mpares its marginal revenue and marginal cost. It will be profitable for a firm to increase 
s production when marginal revenue exceeds marginal cost. Similarly, if marginal revenue 
less than the marginal cost of output, a rational firm will reduce its output. By reducing 

utput, a firm can minimise its losses. In this way, a firm will be in equilibrium only when 
s marginal revenue equals marginal cost. Thus we can say that the equilibrium level of 
utput of a firm is determined by the equality between marginal revenue and marginal cost. 
,ccording to Stonier and Hague, "A firm will be in equilibrium when it is earning maximum 
coney profits. But the money profits of a firm will always be maximized when is marginal 
avenue equals marginal cost." So a firm is said to be in equilibrium when its marginal 
.?venue is equal to its marginal cost. 

Equality between MR and MC is the necessary condition for equilibrium of a firm. But 
:  is not the only condition of equilibrium. The second-order condition of equilibrium is that 
4C should cut MR from below. Hence, according to this marginal approach, the conditions 
f  equilibrium of a firm are: 

1. MC = MR 
2 MC should cut MR from below. 
The equilibrium of a firm with the help of marginal approach can be determined in 

oth perfect and imperfect market conditions. 

:quilibrium of a Firm under Perfect Competition 
Perfect competition is characterized by the 

,resence of large number of buyers and sellers. 
irms sell identical goods. Firm has no control over 
le price. Firm is a price-taker. It can sell as much 
s  it wants only at the given price. In this way, 
f irms can sell varying amounts of output at the 
fixed and given price. Due to this reason, average 
evenue (AR) and marginal revenue (MR) are the 
ame. And AR = MR is a horizontal straight line. It 

generally assumed that marginal cost falls at 
first and then starts rising. The side figure 3.14 
hows the equilibrium of a firm under perfect 
ompetition. 

In Fig. 3.14, OP is the price given to the firm 
corking under perfect competition. Its AR and MR 
re equal as is shown by the horizontal line from 
!MC is the marginal cost curve. Point K1  is the 
Teak-even point because at this point MC curve 

Fig. 3.14 Equilibrium of a Firm 
under Perfect competition. 



• 

MC 

P • 
K • 

\  N/ 
• 

\ MC=MR 
7 . \ 

N  _ • -1 -
1 c  '‘ 

AC 

OUTPUT 0 M 

MANAGERIAL ECONOMICS 
cuts MR curve from above. This is not a point of firm's equilibrium because it satisfies only the 
first of the two conditions of equilibrium. The profit-maximizing output is OM because at this 
output MR is equal to MC and MC curve cuts MR from below. Thus we can conclude that a firm 
in perfect compettion is in equilibrium only if it satisfies two conditions. These are : 

1. MR = MC. 
2. MC rises to intersect the horizontal MR line. 

Equilibrium of a Firm under Imperfect Competition 
Under imperfect competition, AR and MR of a 

firm are two different things. This is because under 
imperfect competition, a firm is a price-maker. It 
can sell more by lowering the price of its output. 
That is why in Fig. 3.15, AR and MR curves of a 
firm fall downward from left to right. While MC 
and AC rise from left to right. The conditions of 
equilibrium of a firm are the same as apply under 
perfect competition. In other words, a firm will be 
in equilibrium if its MR is equal to MC and MC cuts 
MR from below. This is explained with the help of 
Fig. 3.15. 

In Fig. 3.15, both AR and MR are falling AC 
and MC are assumed to rise. The profit - 
maximizing output is shown by the point of Fig. 3.15 Equilibrium of a Firm 
intersection of MC and MR. To find the equilibrium under Imperfect Competition. 
output, we draw a perpendicular from the point 
of intersection to the horizontal axis. Thereby we get OM as the equilibrium level of 
output. We raise the perpendicular upwards so that it intersects the AR curve at point 
P. The equilibrium price is MP. 

The superiority of the marginal approach shown in the diagram given above is that 
we can read all the three things directly from the diagram in which a firm is interested. The 
three things are 

1. Equilibrium output = OM 
2. Equilibrium price = PM 

3. Total profit = Area PCNK. 

We cannot read all the three things of output, price and profit directly in the total cost 
total revenue approach. It is because of this advantage that the marginal approach suggested 
by Mrs. Joan Robinson has become so popular. This approach is easy to follow. Critics may 
have questioned the practical possibility of finding out MC and MR. But there is nothing 
wrong with the marginal analysis as long as it is used to explain the behaviour of the firm. 

9. EQUILIBRIUM OF THE COMPETITIVE INDUSTRY 
Industry is a group of firms producing homogeneous goods. The concept of the industry 

is very important under perfect competition because in this market form, price is fixed by 
the industry. Firm is only a price-taker. 
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STRUCTURE 
industry is said to be in equilibrium when it has no tendency either to expand or contract its 

the long run. 
industry likes lo stick to a level of output only when the demand for and supply 
produced by the industry are equal. If on a particular price level, demand is more 

Bin lve supply of output, it will be profitable for the industry to increase production. 
- if demand is less than its supply, industry will reduce its output. Thus an industry 

wr __1thrium only when the demand for and supply of its production are equal to each 
- a particular price. 

Weida ions of Equilibrium Output 
_ are certain conditions under which an industry is likely to stick to its production. 

1.0. words, at a particular level of output, an industry may not want to change its 
This is called the equilibrium level of output. There are two necessary conditions of 

pm  =um of an industry. These are : 
All the firms in the industry must be in equilibrium. We know that an industry 
is a group of competing firms. Equilibrium is a position in which no change is 
desired. So an industry will be in equilibrium when it does not want to change 
its output level. As an industry is a group of firms, an industry is in equilibrium 
when all the firms have no tendency to change their levels of output. We also know 
that a firm is in equilibrium when its MR equals MC and MC cuts MR from below. 
When all the firms attain equilibrium, an industry is said to be in equilibrium. 

Normal profits. When no firm is prepared to enter and no existing firm wants to 
leave the business in this line, an industry is said to be in equilibrium. In other 
words, when new firms are entering and existing firms are leaving the industry 
total output of the industry will be affected. It will not be in equilibrium. An 
industry attains equilibrium only when there is no tendency for change in the 
number of firms. 

Firms will have no tendency to leave the industry if they are earning at least normal 
nfits. Similarly if firms are earning only normal profits, new firms will not be attracted 

ier

me into the industry. 
Normal profits are the minimum amount which must be earned by every firm to stay in production. 

words, normal profits refer to the minimum price which a firm must get if it is to continue its 
uction. Normal profits are included in the price. 
A firm earns normal profits when its average revenue is equal to its average cost. 
Under perfect competition; in the long run, all firms earn normal profits. In the short 

in, firms can earn more than normal profits. Similarly they sometimes earn less than 
)rmal profits. When firms earn more than normal profits, new firms will be attracted. In 

re long run, new firms will come into the market. It will increase the industry supply and 
us reduce the price. In this way, in the long run ultimately firms earn only normal profits. 
hen firms earn less thai normal profits, they will quit in the long run which will reduce 

Le industry's production. Price of output will increase and firms will earn more. In this 
ay, firms will start earning normal profits. Thus we can conclude that an industry will 
in equilibrium when existing firms have no tendency to leave it or when new firms do 

a want to join it. Each and every firm in the industry is earning only normal profits. 
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Normal Profits and Average Cost of Production 
We know that normal profits are necessary to induce a firm to stay in industry. Every 

producer tries to cover his average cost with the sale of his production at a given price. In 
other words, a firm continues producing its output as long as the price of output equals its 
average cost of production. It is also known to us that a firm will like to stay in production 
only if it earns normal profits. That is why, when a firm's average revenue is equal to its 
average cost, it is said to be in equilibrium in the long run. In such a case, firm earns normal 
profit which has been already added to the average cost of production. Normal profits are 
the return to the services of management of the firm which they must get if they are to stay 
in this business. Normal profits are fixed in amount. That is why average normal profits 
go on decreasing or falling when production is increased. 

Now we can say that an industry is in equilibrium when (1) all the firms working 
under it are in equilibrium and (2) when each firm is earning only normal profits. 

KEY DEFINITIONS 
1. Revenue. The sale proceeds that a firm gets from the sale of its product. 

2. Total Revenue. It is the total sales receipts of the output produced over a given period 
of time. It is calculated by multiplying the total sale of the output by the price at which 
the product is sold. TR = Price x output 

3. Average Revenue. It is the total revenue divided by output. It is the sale price of the 
product 

AR = 
TR 

 = Price 
Output 

4. Marginal Revenue. It is the addition made to the total revenue by the sale of an 
addition unit of the product in the market. 

MR = 
AIR 

 
AOutput 

5. Market Structure. The term market refers to the whole set of conditions under which 
a commodity is bought and sold, the extent and nature of competition in selling, the 
number and nature of buyers, the nature of the commodity that different sellers 
offers. 

6. Perfect Competition. It is that type of market in which the number of buyers and 
sellers are very large, all are buying and selling homogeneous product without any 
artificial restrictions and possessing perfect knowledge of the market at that time. 

7. Monopoly. A market structure characterizied by a single seller, selling a product in the 
market with no competition and no close substitute for its product. 

8. Imperfect Competition. It is a competitive market situation where the sellers are 
selling heterogeneous goods in the market. The type of imperfect competitive are the 
monopoly (single seller), monopolistic competition (many sellers). oligopoly (few sellers), 
duopoly (two sellters), monophony (Single buyer) and oligopsony (few buyers) 
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BILL IN THE BLANKS 

QUESTIONS 

AR and MR curve under perfect competition is parallel to  - - - - - -  
2. of a product is equal to   - - - of the firm. 

_.- ier imperfect competition, AR and MR curve slopes  - - - - - - - - -  
A perfect competition there are number of sellers. 

- monopoly market, the seller doesnot face any  - - - - - - - - -  
t Revenue per unit of output sold is termed as   - - - - - - - - 

L MULTIPLE CHOICE QUESTIONS 

 - - - - -  is a market structure in which a small number of firms account for the 
Nnole industry's output. 
a) Monopoly (b) Oligopoly (c) Monopolistic (d) Perfect 

2. The average revenue under perfect competition is 
.a) Perfectly in elastic (b) Relatively elastic 
(c) Perfectly elastic 	 (d) Relatively in elastic 

3. The additional revenue earned by selling an additional unit of a product is called as 
t a) Average revenue (b) Total revenue 
(0) Marginal revenue (d) Revenue 

4. In perfect competition market, the sellers sells   goods in the market. 
(a) Heterogenous (b) Dissimilar (c) Homogenous (d) Differentiated 

5. The slope of AR and MR curve under perfect competitive is 

 

(a) Negative (b) Positive 

 

(c) Same (d) Zero. 

II. SHORT ANSWER QUESTIONS 

 

1. Total Revenue 2. Average Revenue 
3. Marginal Revenue 4. Perfect Competition 
5. Monopoly 6. Monopolistic Competition 
7. Oligopoly 8. Conditions for equilibrium. 

V.  LONG ANSWER QUESTIONS 

1. Show the relationship among total revenue average revenue and marginal revenue. 
2. How is average revenue related to marginal revenue through the elasticity of demand ? 
3. What is a firm ? Show how a firm maximises its profit under perfect competition ? 

ANSWERS 
I. 1. X-axis 2. AR 3. Downwards 4. Large 

6. Average Revenue 
II. 1. (b) 2. (c) 3. (c) 4. (c) 5. (d) 

5. Competition 

• • • 



PERFECT 
COMPETITION PRICING 

Generally by the term 'market' we mean a market place 
where goods are sold and bought. But in economics, by market 
we mean a commodity whose buyers and sellers are in direct 
competition with one an other. Prof. J.C. Edwards said, "A market 
is that mechanism by which buyers and sellers are brought 
together. It is not necessarily a fixed place." Market is classified 
on the basis of competition among the buyers and sellers. Perfect 
competition is a very important form of market. It is of great 
theoretical importance. 

1. MEANING OF PERFECT COMPETITION 
Perfect Competition is a form of market in which there is a 

large number of buyers and sellers. They sell homogeneous goods. 
Firm produces only a small portion of the total output produced 
by the whole industry. An industry is a group of different firms 
producing the same product. A single firm cannot affect the price 
by its individual efforts. Price is fixed by the industry. Firm is 
only a price taker and not a price-maker. It can sell the desired 
output only at the price-fixed by the industry. In such a market, 
price of the commodity is the same at every place. There is also 
free entry and exit of the firms. Both the buyers and sellers have 
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erfect information about the prevailing price in the market. Thus perfect competition is the name 
iven to a market in which buyers and sellers compete with one another in the purchase and sale of a 
ommodity. No one of them has any individual influence over the price of the commodity and entry to the 
larket is free. 

Mrs. Joan Robinson defined perfect competition like this: "Perfect competition prevails 
%then the demand for the output of each producer is perfectly elastic. This entails, first that 
he number of sellers is large so that the output of any one seller is a negligible small 
roportion of the total output of the commodity and second, that buyers are alike in respect 
f their choice in respect of rival sellers, so that the market is perfect." According to Bilas, 
Foe perfect competition is characterized by the presence of many firms: they all sell 
lentically same product. The seller is a price taker." Ferguson said, "Perfect competition 

lescribes a market in which there is a complete absence of direct competition among 
zonomic groups." 

t. CHARACTERISTICS OR NECESSARY CONDITIONS OF PERFECT 
COMPETITION 
Different definitions given by different economists point out the distinct features of 

erfect competition. We can list various features which point out that the form of a market 
perfectly competitive. In other words, there are some necessary conditions which must 

e satisfied if the market is to be perfectly competitive. We can explain these below : 

1. Large number of small, unorganized firms. The first condition which a perfectly 
competitive market must satisfy is concerned with the seller's side of the market. 
The market must have such a large number of sellers that no one seller is able to 
dominate in the market. No single firm can influence the price of the commodity. 
The sellers will be the firms producing the product for sale in the market. These 
firms must be all relatively small as compared to the market as a whole. Their 
individual outputs should be just a fraction of the total output in the market. That 
is why none of them is capable of influencing the market price by its individual 
efforts. Further, firms must not have any kind of association or union to arrive at 
an understanding with regard to price or sales. 

2. A large number of small, unorganized buyers. On the buyers' side the perfectly 
competitive market must also satisfy this condition. There must be such a large 
number of buyers that no one buyer is able to influence the market price in any 
way. Each buyer should purchase just a fraction of the market supplies. Further the 
buyers should not have any kind of union or organisation so that they compete for 
the market demand on an individual basis. 

3. Homogeneous products. Another pre-requisite of perfect competition is that all the 
firms or sellers must sell completely identical or homogeneous goods. Their products 
must be considered to be identical by all the buyers in the market. There should 
not be any differentiation of products by sellers by way of quality, variety, colour, 
design, packing or other selling conditions of the product. Thus, in a perfectly 
competitive market, buyers have no other basis of attaching to one seller for 
purchasing a product other than price. 

4. Free entry and free exit for firms. Under perfect competition, there is absolutely no 
restriction on entry of new firms in the industry or the exit of the firms from the 
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industry which want to leave it. This condition must be satisfied especially for to-- ; 
period equilibrium of the industry. 
If these four conditions are satisfied, the market is said to be purely competiti‘. 
In other words, a market characterized by the presence of these four features 
called purely competitive. For a market to be perfect, some conditions of perfect, - 
of the market must also be fulfilled. These may be added to the four conditio--  
given above. 

5. Perfect knowledge among buyers and sellers about market conditions. Another 
pre-requisite of perfect competition is that both buyers and sellers must be having 
perfect knowledge about the conditions in which they are operating. Sellers must 
know the prices being quoted or charged by other sellers in the market from the 
buyers. Similarly buyers, must know the prices being charged by different sellers. 
This condition is very necessary for a perfectly competitive market. Single price or 
same price of a single product can prevail only if the buyers are having perfect 
knowledge about the market price because if any seller tries to charge a price 
higher than the prevailing price, buyers will reject his product. They will purchase 
the product from some other seller. Thus perfect kRowledge leads to the prevalence 
of the same price of the commodity. 

6. Perfect mobility. Another feature of perfect competition is that goods and services  
as well as resources are perfectly mobile between firms. Factors of production car 
freely move from one occupation to another and from one place to another. There 
is no barrier on their movement. No one has monopoly or control over the factor! 
of production. Goods can be sold at a place where their prices are the highest. Them 
should not be any kind of limitation on the mobility of resources. 

7. Absence of transport cost. Another feature of perfect competition is that all th 
firms have equal access to the market. Price of the product is not affected by the 
cost of transportation of goods. In other words, we can say that the market prig 
charged by different sellers does not differ due to location of different sellers in th4 
market. No seller is near or distant to any group of buyers. Thus, there is completi 
absence of transport cost of the product from one part of the market to the other 

8. Absence of selling cost. Under conditions of perfect competition, there is no neec 
of selling costs. Selling costs are the expenditures done to stimulate the sale of 
product or to change the shape of the demand curve. We know that under perfec 
competition, goods are completely homogeneous. Price of the product is also the 
same for a single product. Firms have no control over the price of the product 
When they cannot change the price and when their goods are completely similar 
firms need not make any expenditure on publicity and advertisement. 

Now we can conclude that a perfectly competitive market is a model market in whicl-

there is only one price of the product for all the buyers and sellers. Nobody can influence 
the market price by his individual efforts. 

3. THE DISTINCTION BETWEEN PURE AND PERFECT COMPETITION 
Economists often distinguish between pure and perfect competition. There is only a 

difference of degree. If a market situation satisfies the four conditions of largeness of sellers 
and buyers, homogeneous goods and free entry and exit of firms, it is called pure competition. 
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Ire concept of pure competition was mainly developed by Prof. Chamberlin. According to 

the following four conditions are necessary for a purely competitive market to exist : 
0 large number of sellers and buyers, (2) identical products, (3) free entry and exit of firms, 
I) absence of selling costs. Prof. Baumol writes, "An industry is said to be operating under 
auditions of pure competition when there are many firms, homogeneity of products, freedom 

entry and exit and independent decision making." 
Perfect competition includes some conditions of perfection in addition to the four 

Ilnditions of purity. The perfection conditions are : (1) perfect knowledge among buyers and 
ellers about the market conditions, (2) perfect mobility among factors of production. It 
% ad be noted that pure competition is a more practical concept than perfect competition. 

is Perfect Competition a myth? 
It is questioned sometimes whether perfect competition is a reality or a myth? In fact, 

:here is no market in which the conditions of perfect competition are satisfied. But some 
economists point out that perfect competition may be found in the case of agricultural 
:ommodities. Farmers compete with each other quite unconsciously because none of them 
Ls able to influence the price of wheat or other products in the market. But in reality, in a 
:ountry like ours, perfect competition does not exist. We commonly find that conditions of 
perfect competition are being violated in one way or the other. This gives us the impression 
that perfect competition is a myth. The different violations of perfect competition are : 

1. Even in competitive markets, some buyers or sellers may be having individual 
influence on price. 

2. Products are generally differentiated through colour, packing, form or methods of 
selling and advertisement. 

3. Buyers and sellers as well as resource owners do not have perfect knowledge of the 
market prices. Unions of buyers and sellers restrict the process of price 
determination. 

4. Government also regulates the demand and supply of many commodities. 
5. There are many obstacles to the mobility of labour like family attachment,language 

problem etc which create imperfections. 
6. Entry to many industries is blocked by economic,legal or institutional factors. 
Keeping in view the violations of the perfectly competitive market, we can say that 

perfect competition is only a theoretical concept. It has no relevance to reality. Then why 
study this market and its price determination ? This question is answered below. 

4. REASONS FOR STUDY OF PERFECT COMPETITION 
When perfect competition is something that exists nowhere in practice, the use of its 

study can legitimately be questioned. Though now enthusiasm for imperfect competition 
rather than perfect competition is high, there are some advantages of the study of perfect 
competition. In fact, almost every economist has discussed the case of perfect competition 
while discussing the pricing of goods and services. According to Prof. McConnel, "Pure 
competition is rare in practice. This does not mean, however, that an analysis of competitive 
markets is a useless work and irrelevant exercise in logic." 
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The main reasons for the study of perfect competition are as under 
1. Simple starting point of economic analysis. One reason for the study of pert') 

competition is that it is a good simplification to start with. Before exposi- 
beginners to the more complicated and more realistic analysis of pr 
determination, it is useful to study the simplified model against its background a:-  .7. 
then relax the conditions of perfection and see the difference. It is a simplif 
starting logical point. The study of perfect competition, however, does not meE,--
that perfect competition is a general rule. It also does not means we attach les 
importance to imperfect competition. The study of perfect competition is useful to 
prepare a ground for the study of complicated imperfect markets. "From simple t 
complex and concrete to abstract" is a time-honoured principle of education. 

2. Perfect competition provides an ideal organisation of the market. Perfect competition 
is an ideal or standard organisation of the market. It can serve as a good perspective 
to compare the actual with the ideal, what is and what ought to be. Study of perfect 
competition pricing has given birth to much of the present day welfare economics. 
Even socialist countries can keep the implications of perfectly competitive market 
before them and plan to achieve them. 

3. Increasing tendency towards perfect competition. Prof. Leftwitch has pointed out 
that in many countries like those of America, conditions of perfect competition are 
found to a great extent. Prof. Stigler has also collected facts of U.S.A. which point 
to the existence of pure competition in the market to a large extent. Many firms of 
United States of America behave like the firms under perfectly competitive 
conditions. Similarly, in the agricultural sector conditions of perfect competition 
are better satisfied. Due to these reasons, it is useful to study perfect competition. 

4. Practical utility. Fourthly, there is certainly some practical utility in the study of 
perfect competition. It is an ideal market for, perfect competition points out the 
optimum allocation of resources. It exhibits economic efficiency. From the study of 
perfect competition, we can know the degree of inefficiency prevailing under 
imperfect market conditions. The difference between the efficient and the inefficient 
distribution of resources is possible only through the study of perfect competition. 
Now-a-days almost every government aims at removing the monopoly elements 
and imperfections from the market. The basis of government policies in this regard 
is perfect competition. 

5. Socialist Economics can be well understood. A good part of economic literature on 
socialist economics can be appreciated only if we have a thorough background of 
the perfect competition pricing. 

Thus we can sum up by saying that perfect competition is a simple type of market. 
It enables us to clearly understand the complicated imperfectly competitive market. It may 
be used as a simple logical starting point of price analysis. 

5. PRICE DETERMINATION UNDER PERFECT COMPETITION 
We know that there is a large number of firms under perfect competition. Firm is only 

a price-taker and not a price-maker. Price is determined by the industry. Industry is a group 
of firms producing identical goods. The equilibrium price in a competitive market is 
determined at a point where the demand for and supply of the total industry are equal to 
each other. 
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PERFECT COMPETITION PRICING 
The process of price determination is illustrated through a table given below : 

Table 4.1 Price Determination under Perfect Competition 

Supply of output 

20 units 
40 units 
60 units 
80 units 
100 units 

Demand for output 

100 units 
80 units 
60 units 
40 units 
20 units 

Price (in !) 

 

10 

20 

30 

40 

50 

 

   

The table 4.1 given above shows how the price of 
a commodity is determined in the competitive mark it 
by the forces of demand and supply. When price of the 
commodity is Z10, its supply is 20 units but demand 
is 100 units. Demand is more than the supply at this 
price. It will raise the price to Z 20. Still demand is 
more than its supply. It will further raise the price of 
the good. When price is increased to Z 30, demand for 
output is 60 units. Supply is also 60 units. In this way, 
Z 30 is a price which equates the demand for and supply 
of output. This is known as the equilibrium price. If 
price is increased further, say to ! 40, it extends the 
supply of goods to 80 units but demand is only 40. 
Greater supply than its demand will reduce the price 
to ! 30. Thus we conclude that under perfect 
competition in the market, price is determined by the 
interaction of the forces of demand for and supply of 
goods. The same idea can be explained with the help of the figure 4.1. 

In Fig. 4.1, quantity demanded and supplied are taken on Ox-axis. Price of the commodity 
is shown on Oy-axis. DD and SS are the demand and supply curves respectively. E is the 
point where demand curve and supply curve intersect each other. The price OP equates 
quantity supplied with quantity demanded. In 
other words, E is the point of equilibrium. By 
drawing a perpendicular from the point of 
intersection to Ox-axis we get the equilibrium 
quantity demanded and supplied i.e. OM. 
Perpendicular drawn on Oy-axis from point 'E 
shows the equilibrium price OP. 

Effect of a Change in Demand on Price 
Laws of price change show the effect of 

changes in demand and h  supply of a commodity on 
its price. The first law of price shows the direct relationship 
between the price of a commodity with its demand. In 
other words, it shows that price varies directly with 
changes in demand. If demand of a commodity 
increases, price also increases. Here supply of a 

Fig. 4.1 Price Determination 
in a Perfectly Competitive 

Market. 

M2 M M1 
DEMAND AND SUPPLY 

Fig. 4.2 Price Determination 
under Changing Demand. 
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commodity is taken as constant. The effect of change in demand on the price of the commoc: 
is shown through the Figure 4.2. 

In the diagram, SS is the supply curve when demand curve is DD, E is the point of 
equilibrium. The equality between the demand curveDD and supply curve SS gives the 
equilibrium output OM and the equilibrium price OP. Suppose demand for the good in 
question increases for some reason or the other. It will shift the demand curve upward L 
toD1D1. Now price is determined at OP1. This OP1  price is higher than the previous 
equilibrium price OP. Thus an increase in demand has raised the price. Similarly, a fall in 
demand curve to DD2D2  will lower the price to OP2. We can conclude that price varies 
directly with a change in demand. 

Effect of Change in Supply on Price 
The second law of price shows the inverse relationship 

between the price of the commodity and its supply. In other 
words, with given demand, price falls when supply 
increases. This idea can also be shown through a 
figure given below. 

The diagram (Fig. 4.3) shows the effect of changes 
in supply on the price of a commodity. When demand 
curve DD intersects SS supply curve, OM is the 
equilibrium level of output. OP price is determined. 
DD demand curve remains the same. When supply 
increases to S2S2  price falls to OP2. Equilibrium output 
here is 0M2. Similarly a fall in the supply of the 
commodity leads to an increase in its price. Fall in 
the supply is shown by the shift of SS curve to S1S1. 
It gives a new equilibrium output 0M1. OP1  is the 
equilibrium price. Thus we can say that an increase 
in the supply of a commodity lowers its price, 
demand for the commodity remaining constant. In 

P1 

P 

S 1,  

M1 M M2 

DEMAND AND SUPPLY 

Fig. 4.3 Price Determination 
under Changing Supply. 

this way there is an inverse effect of changes in supply of a commodity on its price. 

6. IMPORTANCE OF TIME ELEMENT IN THE DETERMINATIOIN 
OF VALUE 

Marshall propounded the theory that price of a commodity is determined by both 
demand and supply. Marshall gave much importance to the time element in the determination 
of price. Before Marshall, there was much controversy over whether it is demand or supply 
that is more important in determining price. Marshall resolved this controversy with the 
introduction of time element in the theory of value. In his view, which of the two is more 
important depends upon the time period under consideration. But he pointed out that in no 
case is value determined by any one of them alone. He also quoted the analogy of two blades 
of a pair of scissors in this connection. 

The relative importance of supply or demand in the determination of price depends 
upon the time given to supply to adjust itself to demand. Marshall said, "As a general rule, 
the shorter the period which one considers, the greater must be the share of our attention 
which is given to the influence of demand on value; and the longer the period, the more 
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aportant will be the influence of cost of production on value." Thus time has a big hand 
1 determining the level of equilibrium price. Demand takes no time to increase. But supply 
in be increased only after some time. The time taken by the supply to adjust itself to 
emand depends upon production technology. 

Marshall discussed three time periods in which price would be different. These time 
eriods are divided on the basis of response of supply to a given change in demand. They 
re as under : 

1. Market Period. Market period is also called very short period. It is a period in 
which only that can be supplied which has been already produced. Supply is fixed. 
No adjustment can take place in supply conditions. Market period is a time period 
which is too short to make an addition to the existing stock of goods. In this period, 
goods cannot be produced more in response to an increased demand. In this period 
goods are of two types : (1) Perishable goods, (2) Non-perishable goods. The supply 
of perishable goods is perfectly inelastic. It means that whatever has been produced 
is to be sold, whatever the price may be. The reason is that perishable goods perish 
if not sold. Second form of goods is non-perishable. These are the goods which can 
be stored for some time. That is why even in the market period, a seller can reduce 
the stock of goods already produced by storing them. The whole thing depends 
upon the cost of storing goods and future expectations regarding the price. Bat a 
seller cannot increase the supply of goods in this period. From this discussion, we 
come to know that the supply curve of perishable goods is perfectly inelastic. The 
supply curve of non-perishable goods has a positive slope at first but becomes 
perfectly inelastic after some price level. Due to the inelastic nature of supply in the 
market period, demand exercises greater influence on the price of a commodity. 

2. Short Period. Short period is the time span in which supply can be adjusted to a 
limited extent. If the demand for a good increases, its supply can be increased 
through overworking of plants. In this period, there are two types of factors of 
production. One are variable factors and the others are fixed factors of production. 
In this time period, production can be increased or decreased by changing the 
variable factors of production only. Fixed factors like machinery, plant, and factory 
etc. cannot be altered. So supply can be changed only by the existing plants. In this 
time period also, demand is more important than the supply. However, it does not 
mean that supply plays no role. Supply is an important factor 'coo. 

3. Long Period. Long period is the time which is long enough to make a complete 
adjustment of supply to a change in demand. It is the time period in which new 
plants can be installed and new firms can enter the market. Similarly existing firms 
z-an leave the market. In the long run, all the factors of production can be changed. 

L
ca

So there is no fixed factor of production in the long run. Thus, in the long run, 
supply becomes all the more elastic. 

Marshall attached much importance to the study of these time periods. Response of 
..,  to a change in demand over a period of time is different in the different time periods. 
n conclude that time element occupies an important place in Marshall's theory of 
It is certainly a significant contribution of Marshall to the theory of value. 

7. MARKET PRICE AND ITS DETERMINATION 

The first time period discussed by Marshall is very short period or Market period. 
market period is a period in which only that stock of goods can be supplied which has been 
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can be explained through a figure 4.4. 
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already produced. It is a time period which is too short to make an addition to the press:-

stock of goods. Thus supply of goods is perfectly inelastic in the market period. Market pric. 
for a commodity is that price which prevails in the market period. It is a price which 
prevails in the market at a particular time. It is determined by the temporary forces of 
market demand and supply. Due to the inelastic nature of the supply of goods, effect of 
supply on the price is negligible. Due to changes in demand, price of goods fluctuates in the 
market period. Thus market price is subject to changes which occur quite often. According 
to John Ice, "We must think of the market price period as a period so short that the amount 
in existence cannot be changed, and therefore, so short that costs of production cannot affect 
the price very much." Market price is the price of a commodity which prevails in a market at a particular 
time as a result of the interaction of the forces of demand and supply. 

For determining the price of goods in the market period, we can divide goods into two 
parts : 

1. Perishable Goods 

_ 2. Non-Perishable or Durable Goods. 

The process of price determination of the two types of goods in the market period can 
be explained as follows : 

1. Perishable Goods 
Perishable goods are the goods which cannot 

be stored for some time. Such commodities perish 
after a time period as milk, vegetables fish etc. In 
the market period, no addition can be made to the 
existing supply of goods. So whatever has been 
produced is to be sold, whatever the price of the 
good may be. The reason is that if goods are not 
sold, they will decay. So the producer thinks it 
beneficial to sell the stock of goods at the prevailing 
price, whatever it may be. We can say that the 
supply of perishable goods is perfectly inelastic. 
Due to the inelastic nature of supply of goods, cost 
of production of supply has no effect on the price. 
Demand for goods is the important and determining 
factor. Price is determined by the interaction of the 
forces of market demand and supply. An increase 
in demand raises the price. Similarly when demand 
falls, price of the good also falls. The determination 
of price of perishable goods in the market period 

In the diagram given above, MS is the market supply curve of the good. It is drawn 
parallel to OY axis: It shows the inelastic nature of the supply curve. Supply of the good 
remains OM, whatever its demand and price may be. DD demand curve intersects MS 
supply curve at point E, the point of equilibrium. OP price is the equilibrium price. Suppose 
demand of the commodity increases for some reason or the other. This shifts the demand 
curve DD to D1D1. This new demand curve cuts the inelastic supply curve at point El. 
Equilibrium price is OP1. This price is higher than the previous price OP. When demand for 
the commodity falls to D2  D2, the interaction between the demand and supply gives E2  as 
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he equilibrium point. Due to the fall in demand, price is also lowered to OP2. Thus we can 
av that the price of perishable goods in the market period changes directly with the 
hanges in the demand for such goods. 

1. Non-perishable Goods 
Non-perishable or durable goods can be stored for sometime. Such goods are: wheat, 

ea soaps, plastics etc. Due to the durable nature of goods supply can be changed even in 
he market period but only to the limit of the existing supply of goods. In simple words, a 
eller can reduce the supply of durable goods by storing them but he cannot increase the 
upply of goods. This feature of durable goods fixes minimum price for these goods. Thus 

curable goods have a Minimum, Reserve Price. This is the price below which a seller refuses to sell 
t is product. In other words, a seller must get at least this minimum price, otherwise he will 
lot sell his block. He will rather store it and will sell it only when price increases to this 
ninimum price or above it. Reservation price fixes the shape of supply curve of goods other 
han the perishable goods. The supply curve of durable goods starts from the Y axis and 
las an upward slope first but becomes parallel to Y axis after some point. This means that 
)elow a certain price, no durable commodity is supplied. After the minimum price prevails 
upply of goods rises with the price of the commodity. Then there is a price level at which 
he producer is ready to sell the whole stock. Thus, supply curve becomes perfectly inelastic 
ifter this limit. Now we have read that goods are not supplied below the Reserve price. The 
iuestion arises how the is minimum price is fixed. Fixation of the minimum price is done 
)n the basis of the following factors : 

1. Perishable or durable commodity. Reservation price is determined mainly by how 
long the commodity in question can be stored. If it decays after some time, its 
minimum price will be lower. Similarly if goods have a long life, their minimum 
price is higher. Thus more the durable nature of goods, higher will be the minimum 
reserve price. 

2. Future expected price. Reservation price is also determined on the basis of future 
expected price of commodity. If the price of commodity is supposed to rise in future, 
its minimum price will be higher and vice versa. 

3. Cost of storage. Minimum reservation price is fixed on the basis of the expenses 
incurred for keeping stocks. If the commodity is stored in cold storage, some 
charges have to be made. If the cost of storage is high, minimum price will be lower 
and vice versa. 

4. Seller's need for cash. Liquidity preference refers to the instinct among the sellers 
to keep cash with them. This preference for cash also affects the minimum price. 
If liquidity preference is high, sellers will be ready to clear the stock of goods even 
at the lower price. So minimum price will be lower. The reason is that the sellers 
want to have cash with them. That is why they are ready to dispose off their stock 
of goods even at a lower price. 

5. Future demand. If the demand for a commodity is supposed to increase in future, 
the minimum reserve price will be higher. On the contrary, if the demand for a 
commodity is. expected to fall, a seller will fix a lower minimum price. 

6. Future cost of production. If the cost of producing the commodity is expected to 
fall in the future, the seller will fix a lower Reserve price. 
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how the is minimum price is fixed. Fixation of the minimum price is done 
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Perishable or durable commodity. Reservation price is determined mainly by how 

Ilw k = the commodity in question can be stored. If it decays after some time, its 
- :num price will be lower. Similarly if goods have a long life, their minimum 

- - is higher. Thus more the durable nature of goods, higher will be the minimum 
-,-rve price. 

Future expected price. Reservation price is also determined on the basis of future 
expected price of commodity. If the price of commodity is supposed to rise in future, 
its minimum price will be higher and vice versa. 
Cost of storage. Minimum reservation price is fixed on the basis of the expenses 
incurred for keeping stocks. If the commodity is stored in cold storage, some 
charges have to be made. If the cost of storage is high, minimum price will be lower 
and vice versa. 
Seller's need for cash. Liquidity preference refers to the instinct among the sellers 
to keep cash with them. This preference for cash also affects the minimum price. 
If liquidity preference is high, sellers will be ready to clear the stock of goods even 
at the lower price. So minimum price will be lower. The reason is that the sellers 
want to have cash with them. That is why they are ready to dispose off their stock 
of goods even at a lower price. 

5. Future demand. If the demand for a commodity is supposed to increase in future, 
the minimum reserve price will be higher. On the contrary, if the demand for a 
commodity is expected to fall, a seller will fix a lower minimum price. 

6. Future cost of production. If the cost of producing the commodity is expected to 
fall in the future, the seller will fix a lower Reserve price. 
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After considering all these factors, a seller  s 
fixes the reserve price for his product. This reserve A D 2 ' 

price determines the supply prices of various  te  ' ,  E 2 
'4,.. sellers. As the buyers offer higher and higher price  Er_ P2  

to sellers, the sellers offer more and more of their D  
stocks for sale. But the flow of supply in the market  D i,  

. 
• D2  

period would be limited to the total stocks of ' p , / E  
sellers. Market price is determined by the ' 1 

Pi  - - - - - - -  -At  
interaction of the forces of market demand and ...  - ' '• D ---- , E 1 ' supply. This can be explained through the figure 1  R  -- — 1, 
drawn below. 

, 
, ,  Di 

In the figure 4.5, RES is the market supply ' 1  
curve. In In starts from point R located on the Y-axis. 0 mi M 
It means that OR is the reservation price at which QUANTITY DEMANDED 
not even one seller is ready to sell any unit of his AND SUPPLIED  

product. That means that the supply of the Fig. 4.5 Market Price 
commodity at OR price is zero. From R to point E, Determination of Durable 
the supply curve has a positive upward slope. It (None-Perishable) goods. 
means that sellers are ready to sell more and more 
of the product as the price goes on rising. But E is the point after which the supply curve 
becomes perfectly inelastic i.e. parallel to the Y axis because after point E, the sellers are 
prepared to sell the whole stock of goods. OM is the total stock of goods. Where the demand 
curve DD intersects the supply curve RS, market price OP is determined. At this price, the 
sellers are ready to sell the whole of their stock of goods i.e. OM. But when the demand curve 
D1D1  cuts the supply curve RS in the rising portion, price is determined at OP1. At this price 
the sellers supply only 0M1  stock of goods. The rest of the stock i.e. M iM is stored. The 
upward shift of the demand curve from DD to D2D2  raises the price sharply from OP to OP2. 
This equilibrium takes place in the inelastic portion of the RS supply curve. Supply cannot 
increase due to the short span of time. Production cannot be increased beyond OM. So when 
demand increases, only price is raised. 

Under perfect competition, there is a large number of sellers and buyers. Firms' products 
are homogeneous. So no single firm can influence the market price. Market period price is 
determined by the forces of the demand and supply of the whole industry. The price so fixed 
prevails in the market. Firms can sell the desired level of output only at this given price OP. 
A writer has called the market price as the price that actually exists. Market price is not 
influenced by cost of production due to the very short span of the period. Demand is the 
more important factor than the supply of the commodity in the market period. 

8. DETERMINATION OF SHORT-PERIOD PRICE 
Short period is a time period which is in between the market period and long period. 

It is the period which is not enough to adjust to the changed demand through changes in 
the supply of the commodity. In the short period, there are two types of factors of production 
: (1) Fixed factors, (2) Variable factors. Fixed factors are those factors the quantity and 
number of which cannot be changed due to the short span of time. Fixed factors are 
machinery, building etc. The variable factors are changeable factors of production. These 
factors can be altered in quantity to make changes in the supply of goods. In the short period, 
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.,ply of goods can be changed only by varying the quantity of variable factors. That is 
iv full adjustment between the changed demand and supply cannot take place. In this 
le period, supply can be changed by changing the output possible with the existing plant. 

plants cannot be installed due to the short span of time. 
In perfect competition, short-period price is determined by the interaction of short-

riod demand and short-period supply of the commodity produced by the industry. 
?mand for the commodity is the summation of demand schedules of all the consumers. It 
)pes downward from left to right. The supply curve of an industry is the summation of 
e outputs produced by all the firms of the industry. It has an upward slope. Price is 
,termined by the interaction of the forces of demand and supply of the industry. This 
-uilibrium price is given to all the firms in the industry. They can sell as much as desired 
i this given price. A firm is in equilibrium where its marginal cost curve cuts marginal 
venue curve from below.. Average revenue and marginal revenue are constant. They are 
horizontal line. A firm can earn supernormal profits, normal profits, and losses depending 
:,on its cost conditions. This idea can be explained with the help of the figure 4.6. 

Fig. 4.6 Short-period Price Determination under Perfect Competition. 

The figure given above shows the process of price determination in the short period. 
he right hand side of the diagram shows the equilibrium of the industry while the left hand 
de of the figure shows the case of a representative firm. We know that a competitive 
idustrY is a group of firms producing identical goods. Here the assumption of identical cost 
mditions of all the firms is taken. Supply curve SRS for the industry shows levels of 
roduction which are the result of the summation of all the firms' outputs in the industry. 
RS is the short run supply curve of the industry. DD is the initial demand curve. E is the 
Dint of intersection between SRS and DD. OP is the equilibrium price. OM is the demand 
-id supply of the industry at OP price level. This price OP will be given to all the firms. 
he left hand side panel of the figure shows the equilibrium of the firm at this OP price. E 
the point where short run marginal cost curve (SMC), average and marginal revenue 

irves (AR = MR) intersect each other. At OP price, the firm is earning normal profits since 
5  SAC is equal to its average revenue. 

Now suppose that the demand curve shifts upward to take the position D1D1. The 
ew point of equilibrium is E1  where OP1  price is determined. Demand and supply of the 
mmodity are also raised to OA. At theOP1  price level, firm's equilibrium point is E1  which 
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has been determined by the intersection between SMC and MR. At this price level, tht 
is earning supenormal profits equal to the area E1LSP1. 

Next we suppose that the demand for the industry falls to D2D2. The point 
intersection of the demand and the supply curves is E2. This point of equilibrium gives I 
as equilibrium price. At this price, the firm is suffering losses equal to the area E2R119, 

Shut-down Point 
Sometimes the question arises whether a firm will continue in production even if  it 

having substantial losses. The answer can be given with the help of what has been 
a firm's shut-down point. Short period is a time which is so short that existing firms c.  
leave the industry easily. There are two types of costs of production-one, fixed costs and 
other, variable costs. So total costs of production consist of variable costs and fixed 
Fixed costs are the expenses which the firms have to incur even if they stop producti 
Examples of such costs are the rent of the building, interest on the borrowed capital, sal 
of the permanent staff etc. So if a firm earns a price which covers its variable costs at le 
it will stay in production. But if the price is lower than even the average variable cost, a 
firm will stop production and quit the market. The point where average variable cost is 
equal to average revenue is called the 'shut down point'. In figure 17.6, E2 shows the shut-
down point. If price is lower than OP2, the firm would stop production. In this way, we can 
say that short run price of a commodity cannot fall below the average variable costs of 
production. The decision rule for a firm is—produce in the short period so long as the market 
price is above AVC. Shut down as soon as the price falls below AVC. 

9. DETERMINATION OF NORMAL PRICE (LONG-PERIOD PRICE) 
The third time-period discussed by Prof. Marshall was long period. Long period is a 

time period which is long enough to adjust industry supply fully to the changes in demand. 
In this time period levels of employment of all the factors of production can be changed. New 
machines can be installed. We mean to say that all necessary changes can be made in the 
supply of the commodity in the long period. If the existing firms are earning supernormal 
profits, new firms will be attracted to enter the industry. It will increase the industry supply 
and thus price will fall. In this way, extra profits will be wiped out. Similarly, if the firms 
earn losses; some firms will quit the market. It will reduce the supply of output and price 
will increase. In this way, due to the free entry and exit of the firms in the long run, all firms 
earn normal profits. Normal profits refer to the minimum profits which a producer must earn in order 
to stay in production. So normal profits are added to and are thus part of the average cost of 
production. That is why, when price is equal lo average cost of production including normal 
profit, a firm is said to be earning normal profits. The price determined by the long period forces 
of demand and supply in a perfectly competitive industry is called normal price. 

Normal price of a commodity is that price which has a tendency to prevail in the market in the long 
period when supply can be fully adjusted according to demand. According to Marshall, "Normal or 
natural value of a commodity is that which economic forces would tend to bring about in 
the long run." 

Normal price is not necessarily the same as the average cost of production. Normal 
price is the price which has the tendency to prevail in the market in the long period. On the 
contrary, cost is the actual average of the costs of production of goods. Thus we can say that 
normal price is an expected price. 

.I 
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ERFECT COMPETITION PRICING 
In the long period, since all factors of production are variable; there is no fixed cost 

production. Average cost of production (LAC) in the long run plays an important role 
determining the long period price. An outstanding proposition in this regard is that the price 

icier perfect competition in the long run is equal to the minimum long run average cost of production 
a typical firm in the industry. At the level of equilibrium price, marginal cost and the 

tinimum long run average cost are equal lo each other. Therefore, Normal price = LMC 
Minimum Long Period Average Cost. This proposition can be explained with the help 

I a figure 4.7 of a representative firm. 
Emorwagniagvz- 

Fig. 4.7 Determination of Normal Price under Perfect Competition. 

The figure 4.7 above shows the case of an industry on the right hand side of the 
iagram and that of the firm on the left hand side. LD and LS are the long period demand 
urve and supply curve of the industry. The price OP is determined by the interaction of 
le forces of long run demand and supply. OM is the equilibrium output of the industry. This 
rice OP is given to the firm. The firm is supposed to maximise its profit in the long run 
nd that happens when its MC = MR. A competitive firm is in equilibrium where its 
larginal cost curve cuts marginal revenue curve from below. In the figure, E is the point 
f the firm's equilibrium. Firm's equilibrium output is OM. The firm under consideration is 
arning only normal profits since price is equal to the minimum possible long run average 
ost. This has been already pointed out that long run average cost includes in it normal 
'rofits. If price shifts to a level above OP, it will attract new firms into the industry. Supply 
f output will increase and hence the price will be reduced. Similarly, a price lower than 
le price OP will reduce supply and competition for the reduced output will again raise the 
rice to OP. Thus normal price is the equilibrium price which results from the interaction 
f the long period forces of demand and supply in the compititive industry. 

[0 THREE QUESTIONS ABOUT PERFECT COMPETITION 

:an the Long-run Supply Curve Decline ? 
So far we have suggested that the long-run supply curve may be horizontal or positively 

loped. Could it ever decline, thereby indicating that higher outputs are associated with 
3wer prices in long-run equilibrium ? 

It is tempting to answer yes, because of the opportunities of more efficient scales of 
peration using greater mechanization and more effective specialization of labour. But this 
nswer would not be correct for perfectly competitive industries, because each firm in long-
an equilibrium must already be at the lowest point on its LRAC curve. If a firm could lower 
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its costs by building a larger, more mechanized plant, it would be profitable to do so 
without waiting for an increase in demand. Since any single firm can sell all it wishes at 
the going market price, it will be profitable to expand the scale of its operations as long as 
its LRAC is falling. 

The scale economies that we have just considered are within the control of the firm; the-
are said to be internal economies. A perfectly competitive industry might, however, have 
falling long-run costs if industries that supply its inputs have increasing returns to scale. Such 
effects are outside the control of the perfectly competitive firm and are called external economies. 
Whenever expansion of an industry leads to a fall in the prices of some of its inputs, the firms 
will find their cost curves shifting downwards as they expand their outputs. 

As an illustration of how the expansion of one industry could cause the prices of some 
of its inputs to fall, consider the early stages of the growth of the car industry. As the output 
of cars increased, the industry's demand for tyres grew greatly. This, as suggested earlier, 
increased the demand for rubber and tended to raise its price, but it also provided the 
opportunity for tyre manufacturers to build larger plants which exploited some of the economies 
available in tyre production. These economies were large enough to offset any factor-price 
increases, and tyre prices charged to car manufacturers *11. Thus, car costs fell, because of 
lower prices of an important input. This case is illustrated in part (iii) of Figure 4.12. An 
industry that has a negatively sloped long-run supply curve is often called a falling-cost industry. 

Notice that, although the economies were external to the car industry, they were 
internal to the tyre industry. This is turn requires that the supplying industry not be 
perfectly competitive. If it were, all its scale economies would already have been exploited. 
So this case refers to a perfectly competitive industry that uses an input produced by a non-
competitive industry, whose own scale economies have not yet been fully exploited because 
demand is insufficient. An example is provided by perfectly competitive agricultural 
industries buying their farm machinery from the farm implement industry, which is 
dominated by a few large firms. 

Is Perfect Competition Compatible with Long-run Equilibrium ? 
The key to answering the question posed in this heading lies in the size of the firm 

relative to the size of the market. 
A competitive firm will never be in equilibrium on the falling part of its LRAC—if price 

is given and costs can be reduced by increasing the scale of output, profits can also be 
increased by doing so. Thus, firms will grow in size until all scale economies are exhausted.  
Provided that the output that yields the minimum LRAC for each firm is small relative tc 
the industry's total output, the industry will contain a large number of firms and will 
remain competitive. If, however, reaching the minimum LRAC makes firms so large that each 
one has significant market power, they will cease to be price-takers and perfect competitior 
will also cease to exist. Indeed, if scale economies exist over such a large range that one firm' 
LRAC would still be falling if it served the entire market, a single firm may come tc 
monopolize the market. This is what economists call the case of natural monopoly; it 
considered further in later chapters. 

A necessary condition for a long-run perfectly competitive equilibrium is that am 
scale economies that are within the firm's control should be exhausted at a level of outpu 
that is small relative to the whole industry's output. 
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the Size of the Firm Determinate ? 
Jnly if the firm's LRAC curve is U-shaped will there be a determinate size of the firm 
mpetitive industry. To see why, assume instead that LRAC falls to a minimum at some 

output and then remains constant for all larger outputs. All firms will have to be 
ast the minimum size, but they can be just that size or much larger, since price will 

I;LAC for any output above the minimum efficient size. In other words, there will then 
r.  anique size for the firm. 

There are very good reasons why the LRAC curve for a single plant may be U- 
- 

	

	Modern technology often results in lower average costs for large, automated 
vies compared with smaller factories in which a few workers use relatively 

- phisticated capital equipment. As a single plant becomes too large, however, costs 
1-,ecause of the sheer difficulty of planning for, and controlling the behaviour of a 

If.: integrated operation. Thus, we have no problem in accounting for a U-shaped cost 
▪ e for the plant. 

What of the U-shaped cost curve for the firm ? A declining portion will occur for the 
e reason that the LRAC for one plant declines when the firm is so small that it operates 

- one plant. Now, however, let the firm be operating one plant at the output where its 
• is a minimum. (Call that output q*) What if the firm decides to double its output to 

' If it tries to build a vast plant with twice the output of the optimal-size plant, the firm's 
erage total cost of production may rise (because the vast plant has higher costs than a 

Gant of the optimal size). But the firm has the option of replicating its first plant in a 
hvsically separate location. If the firm obtains a second parcel of land, builds an identical 
cond plant, staffs it identically and allows its production to be managed independently, 

sere seems no reason why the second plant's minimum LRAC should be different from that 
f  the first plant. Because the firm can replicate plants and have them managed independently, there seems 
:? reason why any firm, faced with constant factor prices, should have a rising LRAC, at least for integer 
r ultiples1  of the output produced by the optimal-sized plant. 

In the modem theory of perfect competition, a U-shaped cost curve for a firm is merely 
ssumed. Without it—although a competitive equilibrium may exist for an arbitrary number 
f  firms—there is nothing to determine the equilibrium size of the firm and hence the 
umber of firms in the industry. If all firms have constant LRACs, then equilibrium requires 
tat price equals LRAC, but the equilibrium output can just as well be produced by a large 
umber of firms each producing a small output or a small number of firms each producing 
large output. 

1. COMPARISON BETWEEN MARKET PRICE AND NORMAL PRICE 
Market price is that price which is determined by the demand and the market-period 

apply in the market. Normal price is the long period price. It prevails after supply has fully 
djusted itself to long period demand in the case of an industry. It is very helpful to 

.  This means multiplying the output of the optimal-sized plant by any whole number, i.e.building and 
fully utilizing that number of complete new plants. It rules out multiplying it by some fractional number 
such as 7/2, which would mean either building one plant smaller than the optimal size or only partially 
utilizing one optimal-sized plant. 
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distinguish between market price and normal price. The main points of difference betIN 
the two are as under : 

1. Time. Market price is the price which prevails in the very short period. This pen 
is so short that the supply of the commodity cannot be more than the availal  
stock of it. On the contrary, normal price is a price which prevails in the long nz-__ 
Long period is a time period sufficient to make an adjustment in the supply of ti-te 
commodity to the change in demand for it. 

2. Influences for the two prices. Market price is the result of the temporary factors 
operating on the demand and supply side. Even such passing events as changes 1:-
weather, the performance of a few marriages etc. influence market demand. B..: 
normal price is influenced only by permanent, long period forces on the supply ar.  
demand. Temporary factors have no effect on normal price. On this ground two  
types of prices differ. 

3. Relative effect of demand and supply. Market price is more influenced by demar 
while normal price is influenced by factors on the supply side. Therefore, the co 
of production counts only in the determination of normal price. 

4. Real and probable price. Market price is that pri& which actually prevails in the 
market at a particular period of time. Normal price is only the expected price wher, 
supply fully adjusts itself to long period demand. In fact, normal price may never 
prevail because in the long period even before the supply adjusts itself to demand 
some disturbance in demand or supply may take place, thereby cousin ,: 
disequilibrium. Thus normal price like tomorrow never comes. That is why norma: 
price is called imaginary price. 

5. Kinds of goods. Market price can be for all types of goods : perishable, durable 
reproducible and non-reproducible. But normal price is only for durable and 
reproducible goods. 

6.. Nature of equilibrium process. Market price is the result of the temporary 
equilibrium between the temporary demand and the given supply of the commodity. 
On the contrary, normal price is the result of a stable equilibrium. It is the result 
of a long period process of adjustment between supply and demand. Normal price 
rises or falls or remains constant depending upon the laws of returns operating on 
the industry. 

7. Relation with average cost. Market price has nothing to do with average cost. A 
seller may be prepared to accept a market price less than the average cost to him. 
This is because the market price is expected to change shortly. Normal price is fully 
based on average cost. In a competitive market, it cannot be less than the average 
cost because the producer cannot suffer a loss in the long run. Normal price is equal 
to the average cost which includes normal profits. 

8. Profit and loss. Normal price is always inclusive of normal profits only. Normal 
profit can never prevail when a producer suffers some loss. But market price may 
be giving to the producer a loss or supernormal profits. 

9. Nature of changes. Market price changes very often, from hour to hour in vegetable 
markets, from day to day in case of such commodities as sugar. That is why market 
price is sometimes compared to 'the tides of sea'. But normal price is stable. Market 
price may be compared to the waves while normal price is like the stable level of 
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Fig. 4.8 Market Price and 
Normal Price. 
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the sea on which waves originate. Due to 
this nature of the market price, it is 
sometimes said that market price fluctuates cr 
around normal price and tends towards it. NORMAL PRICE 
The idea can be explained through the given 
diagram : 

In the figure 4.8, OP is shown as the normal 
Normal price line is parallel to the OX-axis. 

price curve is a zig-zag curve starting from 
P. It revolves around the normal price. But it 

'NE'. -27 remains equal to it. Market price fluctuates 
often. 
In short, market price is the actual price of a 

xxnmodity prevailing in the market period. Normal 
"rice is only an imaginary price which tends to 
Neva il in the long period. 

12. THE TWO CONDITIONS FOR EQUILIBRIUM OF A 
COMPETITIVE FIRM 

• In the earlier sections, we studied in detail the meaning and characteristics of the 
:-,erfectly competitive market. We also studied the price determination of commodities 
▪ .der perfect competition. In the next two sections, our concern is with the determination 
X  equilibrium level of output of the firm as well as of the industry. 

We know that a firm is a production unit producing an output for sale. The industry 
s  a group of firms producing homogeneous goods. By the equilibrium of the firm is meant 
.hat stage of the firm in which it has no tendency to move either forward or backward. In 
)ther words, a firm is said to be in equilibrium when it is not beneficial for it to change the 
evel of output. It is also termed as the ideal situation for a firm. A firm can be in a state 
)t equilibrium only when it is earning maximum profits or minimum losses. 

As an industry is a group of firms producing the same product, it is said to be in 
quilibrium only when all the firms in the industry are in equilibrium. No firm has the 
:endency to leave or enter it. All firms should be earning normal profits. Only then an 
ndustry can be in equilibrium. Perfect competition is a market in which there is a large 
lumber of sellers and buyers. All the sellers are selling identical goods. No individual firm 
:an influence the price as it produces only a fraction of the total production of the industry. 
6Vhen such conditions prevail, price is determined by the industry. This price is given to 
he firm. The firm determines its equilibrium level of output with this given price, according 
:o its cost curves. Price under perfect competition remains the same for all the units of 
Dutput sold by the firm. That is why AR and MR of the firm are the same. Firm is in 
equilibrium when its marginal cost rises and cuts its marginal revenue from below. Marginal 
:ost is the addition to the total cost made by producing one more unit of the commodity. 
similarly, marginal revenue is the increment to the total revenue made by selling one more 
unit of the commodity. Thus a firm must satisfy two conditions if it is to be in equilibrium: 

1. MR = MC 

2. MC must rise and cut MR from below 
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If these two conditions are satisfied, the firm maximises its profit under per:-
competition. These two conditions are easily satisfied under the short run because here I-
SMC always rises to meet the MR from below. But in the long run, the competitive fLr—
might find it difficult to meet the second condition when the industry is experiencir _ 
constant return to scale, i.e., when LAC = LMC. 

13. SHORT-PERIOD EQUILIBRIUM OF THE FIRM AND INDUSTRY 
The competitive industry is said to be in long-period equilibrium when all the fir-

existing in the industry are in equilibrium and no outside firm has any incentive to en,. 
it. This is possible only on one condition.They must be earning only normal profits. No fir-

should have the tendency to quit the industry and no new firm should have the tendenc 
to enter it. "Industry equilibrium implies that there are neither incentives for firms to enter 
nor incentives for firms to leave, that there are no profit possibilities for firms in industry 
and that no losses are being incurred." This definition applies to the long period. 

Now we proceed to examine the process of how the equilibrium output of the firm and 
industry is deter nined under perfect competition. For this purpose we divide our analysis 
into two parts : 

1. Equilibrium of the firm and industry in the short period 

2. Equilibrium of the firm and industry in the long period 

Analysis of the first part helps in understanding the second, 

Equilibrium of the Finn and Industry in the Short Period 
Short period is a period in which the supply of goods can be adjusted to the change 

in the demand only to some extent. In this period, supply can be changed only by changing 
the work load on the existing plant. We mean to say that in the short period, capacity of 
the firm remains constant but the percentage use changes. There are two types of factors 
of production in the short period : (1) Fixed factors (2) Variable factors. The quantity of fixed 
factors cannot be changed. Production can be increased or decreased by changing the 
employment of variable factors of production. In other words, a firm can increase its output 
only by overworking its existing plant. New firms cannot enter the industry in the short 
period. In the short period, price is determined by the behaviour of existing firms in the 
industry through the interaction of the forces of demand and supply. This price is given to 
the firms. Firm is a price-taker and not a price-maker. On this given prices a firm determines 
its equilibrium output taking into view its cost conditions. We can discuss the determination 
of equilibrium of the firms and industry when firm have : (1) identical cost conditions and 
(2) different cost conditions. 

Under Identical Cost Conditions 
First we take the case of the competitive industry in which all the firms are operating 

under identical cost conditions. This is possible only when all the factors of production 
including entrepreners are homogeneous. When the industry operates under identical cost 
conditions, MC curves and AC curves of all the firms in the industry are the same. If there 
is perfect competition in factor markets, price for all the factors to the firms is the same. All 
the firms will use the factors of production to the same limit. Every firm will try to produce 
its output for maximum profit at minimum total cost. Every firm shows the same 
behaviour.This idea can be illustrated with the help of the figure given below : 



Fig. 4.9 Equilibrium of the Perfectly Competitive Industry in the Short Period. 
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The figure 4.9 shows the short run equilibrium of the industry in the left hand portion 
r 

	

	figure and that of the firm on the right hand side. SRCP is the short run cost of 
_. :tion curve of the industry which is the sum of the cost curves of all the firms existing 

r 

	

	:ndustry. D1D1  is the initial demand curve of the industry. E1  is the point of equilibrium 
forces of the industry's demand and supply. OP1  is the equilibrium price. Equilibrium 

Z of the industry in the short period is OQi. 

111.111=1.,,: 

The industry-determined price OP1  is given to the firms. Since we have assumed in this 
that all the firms are operating under identical cost conditions, so the cost curves 
in the figure represent the cost curves of all the firms. Thus the equilibrium condition 

equthlirium situation of all the firms will be alike. We know that a firm is in equilibrium 
its marginal cost curve cuts its marginal revenue curve from below. On OP1  price 

A is the point of firm's equilibrium. In this position, the firm is earning supernormal 
profit equal to the area of ASQP1. In fact, all the firms are earning the same ASQPi  sum of 
profits in the short run. OM is the equilibrium level of every firm's output. But in this 
situation, the industry is not in long run equilibrium. 
ik• Now suppose that the demand curve for the industry comes downward to DD. Now 
1-  1,  the new point of industry equilibrium. OP price is determined by the industry. On this 

en price OP, the firm shown in the figure is in equilibrium at point C. With output OM 
the firm is earning only normal profits since SAC is equal to AR and MR. In this situation, 
the industry is also in equilibrium. Only in this situation, new firms have no tendency to 
enter the industry and the existing firms have no tendency to leave it. Equilibrium output 
at the firm is OM. Now take the other situation .When the demand curve shifts downward 
to D,D2  the intersection of the curves of demand and supply takes place on the point E2. OP2  
price is determined. 0Q2  is the equilibrium level of output of the industry. On the OP2  price 
level, the typical firm is having losses shown by the extent of the area shaded. In this 
situation also the industry is not in equilibrium. The reason is that if firms earn losses in 
the long run due to some reason, they will quit the industry. It will reduce the industry's 
supply and the price will rise. Thus, the remaining firms will again start earning normal 
profit at OP price level and the equilibrium output of the firm will be restored to OM. 

Sometimes a question is asked : why do the firms not quit despite the fact that they 
are suffering losses. There is a particular reason for the firms to continue in production even 
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if they are suffering losses in the short run. We know that there are two types of factor-
of production which give rise to two types of costs of the firm in the short run: (1) fixed costs 
(2) variable costs. Fixed costs are those costs which a firm has to incur even if it stops 
production. Examples of such costs are the rent on a building, salaries of the permanent staff 
etc. Variable costs are the costs which mainly depend upon the size of production. If 
production is stopped, no variable costs occur. That is why if firms get a price which at least 
covers their variable costs, they stay in production. The price which is equal to the average 
variable cost of production of the typical firms shows the shut-down point for the firms. 
If firms face a price lower than this price (covering variable costs only), they will stop 
production. This shut-down point is shown by the point B in the right-hand part of the 
figure given earlier. 

Equilibrium under Different Cost Conditions 
Sometimes the cost conditions of the firms within the industry are different. We may 

find that some firms are producing their output at lower cost of production than the other 
firms. This may be due to the differences in the efficiency of entrepreneurs. So when factors 
of production are heterogeneous or of different types, cost curves of different firms are alsc 
different. Under perfect competition, price is determined by A industry. Firms are only 
price-takers. That is to say, they can sell the desired level of output only at a given price. 
They cannot influence price by their own individual actions. In this way, on the given price 
as determined by the industry, some firms may suffer losses, some may earn super-normal 
profits while others may earn only normal profits. It all depends upon the levels and shapes 
of cost curves. We have tried to show this idea through figure 4.10. 

Fig. 4.10 Equilibrium of the competitive industry's 
firms under different cost conditions. 

In figure 4.10 equilibrium positions of four different firms A, B, C, D have been shown. 
These firms are working under different cost conditions. That is why the levels of their cost 
curves differ. We suppose that the price OP is determined by the supply and demand in the 
industry. This price level is taken to be given to the firms. 

The Firm A is in equilibrium ,at point E where its SMC cuts its AR and MR from below. 
By drawing the perpendicular from E to the x-axis we find that OM is the equilibrium 
output. Firm A is earning supernormal profits as shown by the area ERSP because price OP 
is higher than the SAC. 
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Given the same price OP, firm B is earning only normal profits. Its SAC = OP. The 

eason is that it is less efficient in the use of its resources than firm A. Its costs are higher 
han those of firm A. Firm B is producing 0M1  output so as to be a in equilibrium. 

Firm C is having losses on the same OP level of price. The price OP is lower than its 
losses are shown by the area shaded in the diagram. Equilibrium output 0M2  is 

by the intersection of SMC and MR. Finn C is producing at costs even higher 
of firm B. But its AVC is covered by the price OP. So the firm does not shut down. 

In he fourth diagram, the firm D is the least efficient firm in the industry. Its costs are 
of all the firms. It is not even covering its average variable costs with the given, 

simal..--r-cletermined OP price. Thus, it will stop production. 
can conclude in the words of Ferguson and Kreps. "In the short run, the number 

an industry cannot be changed. Each firm, attempting either to maximise profit 
w -_n-use loss, produces that output for which marginal cost equals the market equilibrium 
▪ _ -  4,1 this point, the firm may earn a pure economic profit, it may earn a pure economic 

- it may happen to break even." From the whole discussion, we conclude that in the 
wr, - 

	

	firms can be in equilibrium but the industry cannot be in stable equilibrium. It 
_e equilibrium only in the long period. 

EQUILIBRIUM OF THE FIRM AND INDUSTRY IN THE LONG RUN 

period is a time period in which supply of the product of an industry can be fully 
adr,...szed to its demand. In this period, no factor is fixed. All factors of production are 

,able. So production can be increased or decreased fully according to the needs of the 
ice.-.-dual firms and the industry as a whole. In the long run, the volume as well as capacity 
or = xiuction can be changed. In the long run there is the free entry and exit of firms from 
tr-,e  dustry. If firms earn supernormal profits, new firms can enter and reduce the market 
• by increasing the supply of output. Entry of the firms will continue till supernormal 
• are wiped out. Similarly firms cannot bear losses in the long run. The reason is that 
=---; suffering losses will leave the industry. That will increase the price by reducing the 
• of output. This process of entry and exit will go on till firms earn normal profits. 

Equilibrium of the Firm 
A firm is assumed to be in equilibrium when it is maximising its profit and that it does only when 

,narginal cost equals marginal revenue. Since the context here is the long run, the firm must 
-..-roduce an output that equals its long-run marginal cost to its marginal revenue which, in 
a perfectly competitive market, is the same as average revenue. Therefore, it can be said that 
firms under competition and in the long run are in equilibrium when 

LMC = MR = AR ...(1) 
This is the competitive firm's equilibrium condition. 
An additional requirement for stability of the firm's equilibrium under perfect competition 

is that the marginal cost curve must cut the marginal (average) revenue curve from below 
at the point of equilibrium output. In other words, marginal cost must be rising at the point 
of determination of equilibrium output. If marginal cost is not rising at the point, it means 
that the firm can increase its profits by producing more. Since under, perfect competition, 
marginal revenue is constant whatever the output sold by the firm it will pay the firm to 
increase output to the point where its marginal cost rises to meet the marginal revenue. 
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No firm can afford to suffer losses in the long run. Therefore, the equilibrium of the firm 

requires its average revenue to be at least equal to its average cost; it may be more but not 
less. We also know that the marginal cost curve intersects the average cost curve at the 
latter's lowest point. This means that in the long run the firm under perfect competition can 
be in equilibrium only in that part of its long run marginal cost curve which lies on or above 
the minimum point of its long run average cost curve, i.e., above the point P in Fig. 17.14 
in its right hand side part. 

Equilibrium of the Industry 
The industry is in equilibrium if there is no tendency on the part of any firm in the industry to ge 

out of it or for any firm from out of it to enter it. This means that (1) firms in the industry should 
earn enough profit so as to have incentive to continue in the industry (2) At the same time, 
the rate of profit in the industry should not be that large as to attract firms operating in 
other industries for entry into this industry. The first condition is satisfied if the producer-
firms earn, atleast, enough profits as would induce them to stay in the industry and not go 
out of it. The second condition is satisfied when no entrepreneur outside the industry thinks 
that he could earn enough profit, were he to enter it, to make his entry worthwhile. Thus 
there is a minimum amount of profit that every entrepreneur must earn so as to continue 
in the industry. Also the amount of profit has the maximum limit; it ought not to be so large 
that it attracts the outsiders and induces them to join this industry. Economists call the 
amount of profit that satisfies both the conditions as 'normal profit'. Normal profits for an 
entrepreneur in any industry are those profits which are just sufficient to induce him to stay 
in the industry and which do not induce the firms outside the industry to enter it. We can 
say that the industry as a whole will be in equilibrium when the firms in the industry are 
earning atleast normal profits. Since for the industry to be in equilibrium, normal profit is 
a must for every firm, it can be taken to be a part of the over all costs that must be covered 
by the long period price or normal price. 

We can study the long run equilibrium of the firm and industry, under perfect 
competition, under two different cost conditions: (i) when all the firms are operating under identical 
cost conditions, (ii) when different firms producing the same product are operating under different cost 
conditions. 

Long Run Equilibrium of the Firms and Industry—Under Identical 
Cost Conditions 

When all factors of production are homogeneous, different firms operate under identical 
cost conditions. In this situation, cost curves of different firms are the same. We have known 
that the competitive firm is in equilibrium in the long run, when it is earning only normal 
profits. Normal profits are the minimum profit which a firm must earn in order to stay in the industry. 
That is why, normal profits are added to the average cost of production. Thus the long run average cost 
curve (LAC) of the firm includes normal profits. That is why when a firm is able to charge a price 
equal to its minimum average cost, it is said to be earning normal profits. We have studied 
earlier that in the long run, in a state of equilibrium, the firm earns only normal profits. If 
sometimes it starts earning more than normal profits, new firms would be induced to enter 
the industry. That will increase the supply of the product in the market and therefore with 
given demand, price will come down. The process of entry of new firms into the industry 
will continue till the supernormal profits being earned by the firms are wiped out due to 
the falling price. Similarly, if a few firms suffer losses in the long run due to some reason 
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the other, they will leave the industry. In the long run, there is free entry and exit of the 
irms under perfect competition. Exit of some firms will reduce the supply of the output to 
he market. Thereby price will be forced up till firms start earning normal profits. On the 
oasis of this reasoning we can say that in the long run, under perfect competition firms can 
gm only normal profits. This is so when Price or AR = LAC. This is the industry equilibrium 
undition. 

Price = LAC ...(2) 

We infer from the above discussion that the industry is in equilibrium only if firms 
x-r-z:de it have no tendency to enter it or if firms in it have no tendency to leave it. This 
s possible only when all the firms in the industry are earning the maximum yet only 
formal profit. From the relations (1) and (2) we can conclude that all firms working in the 
rbdustry taken one by one and the industry as a whole can be considered to be in equilibrium 
when price, marginal revenue, average revenue, marginal cost and average cost are all equal 

one another. This equilibrium condition can be stated as under : 

Price = Long run Marginal Cost = Long run Average Cost = Marginal Revenue = 
Average Revenue. 

This condition is satisfied only when the price prevailing in the industry in the long run is equal 
to the long run average cost of production, neither more nor less. This means that a representative firm in 
the industry must produce an output at the least LAC. 

The equilibrium of the firm and that of the industry in this case can be shown through 
a  diagram. The figure 4.11 shows the equilibrium of the industry in the left-hand portion 
Df the figure. The right-hand portion illustrates the case of a representative firm in the 
industry. Firms are assumed here to be operating under identical cost conditions. So cost 
curves of the firm as shown in the figure refer to the cost curves of all the firms of the 
industry. The equilibrium level of output, rate of profit etc. will be the same for all the firms. 

Fig. 4.11 Equilibrium of the firm and industry under identical cost conditions. 

In the left hand portion of the figure, DD is the demand curve for the industry. The 
initial supply curve is assumed to be S1S1. It intersects the DD curve at point E1  whereby 
price OP1  is determined by the industry. At this price level, industry is producing 0M1  level 
of output. The equilibrium price OP1  is given to the firm for deciding its own output. At price 
OP1, the firm is earning supernormal profits since its average revenue exceeds average cost. 
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RH is the per unit profit earned by the firm. The equilibrium output of the firm is 0M2. I-1._- 
is not a stable point of equilibrium. The reason is that the existence of supernormal prot.-_, 
will induce the firms outside the industry to enter it thereby increasing the supply of output 
to the industry. The supply curve SiSi will shift to the position S2S2. 

The S2S2  supply curve intersects the demand curve DD at point E2. At E2 point of 
equilibrium, OP2  price is fixed by the industry with 0M2  level of output. With the price OP, 
also, the firm is earning per unit profit equal to QM. 

In the long run, existence of supernormal profits will attract new firms to the industry. 
They will enter the industry and raise the supply again to the position of S3S3. At the point of 
equilibrium E3 of the industry, OP3  price and 0M3  output are determined. With the given price 
OP3, the firm is earning only normal profits since its LAC = LMC = AR = MR. Therefore P is the 
point of stable equilibrium as is shown in the right hand panel of the figure. At this point of 
equilibrium, OE is the equilibrium level of output of the firm. In this situation, when the firm 
is earning only normal profits outside firms will have no tendency to enter the industry. 

Now, if by wrong calculation, as some new firms continue to enter the industry, the 
supply curve is shifted to say, the position S4S4. With the supply curve given at S4S4, OP4  
equilibrium price is determined by the industry. The incloptry is producing 0M4  level of 
output. With the OP4  price, the firm is suffering losses. Per unit losses can be read from the 
right hand panel of the figure as LN. We know that in the long run no firm can stay in 
production if it is making losses. Therefore the firms having losses will quit the industry 
which will reduce the industry's supply and ultimately increase the price upto OP3  thereby 
giving the firms only normal profits. We thus find that firms of the industry are in equilibrium 
when they are not suffering losses but earn only normal profits in the long run. This 
condition is satisfied when price is equal not only to the least possible long run average cost 
but also to the long run marginal cost. Similarly, the industry is in a state of equilibrium 
only when the firms in it are earning only normal profits. In this state, no new firm will 
be in a mood to enter the industry and or no existing firm will be having the tendency to 
quit it. 

Long Run Equilibrium of the Finn and Industry Under different Cost 1 

Conditions 
Sometimes firms in the competitive industry may be operating under different cost 

conditions. This may be due to the differences of the efficiency of the factors of production. 
It happens that some firms are provided with more efficient factors of production than the 
others. They produce their output at lower costs than the less efficient firms. Thus due to 
heterogeneous factors of production, cost curves of different firms are also different. We 
know that price under perfect competition is determined by the industry on the basis of its 
forces of demand and supply. This equilibrium price as determined by the industry is given 
to the firms. In other words, a firm is only a price-taker at the given price, it simply 
determines its level of output in the long run. On the same market price, firms can earn 
supernormal profits or normal profits depending upon the level of cost curves of the firms. 
That is why it is said that even under perfect competition, firms can earn even supernormal profits by 
lowering their costs through efficient management below the given price of the product. This idea can be 
shown through the figure given below. 

In the figure 4.12, equilibrium conditions of two firms working in the competitive 
industry are shown. Firm A is supposed to be more efficient than the firm B. We also assume 
here that price OP is determined by the industry on the basis of a balance of the forces of 
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Fig. 4.12 Two firms in the Perfectly Competitive Industry with different cost 
conditions. Firm A is above-marginal while the firm B is the marginal firm. 

a 

is demand and supply. This price is the equilibrium price in the long run. We know that 
firm in the competitive industry is only a price-taker. Thus the same price OP is given to 

he two firms in question. On the given price, firm B is earning only normal profit at its point 
.3f equilibrium E because here price = LAC and it is producing OM output. 

Given the same price OP in the long run, firm A is earning supernormal profits shown 
b y the area E1QRP1. Its equilibrium level of output is OA. The firm B is called a marginal firm 
chile firm A is called the intra-marginal firm. Thus, even under perfect competition, firms in an 
industry can be having different costs and profits even when the market price is the same. 
Some writers, notably Prof. Milton Friedman, have questioned the compatibility of diferent 
:ost conditions in the firm constituting a perfectly competitive industry in the long period. 
larshall was also asked as to how his perfectly-competitive industry could ever be in 

equilibrium when the firm (entrepreneurs) differ in efficiency in the use of resources. To this 
question Marshall had replied that the firms in such an industry are like the trees in a forest. 
some trees are decaying while others are growing and some are around maturity. But this 
was not a satisfactory answer in terms of his own logic. Modern economists have provided 
an answer to this question which seems more logical. It is that in the long period, the 
services of the more efficient entrepreneurs would be in greater demand and their services 
cvill be hired at a higher salary than those of the less efficient ones. These higher salaries 
are rents of ability, not profits. Thus the firms working under perfect competition have 
identicable cost conditions in the long run. Each firm would tend to operate at the minimum 
point of its LAC curve. Each firm tends to be an optimum firm in the long run under perfect competition. 
It tends to be the most efficient unit under given market conditions. This is the fundamental proposition of 
the economics of perfect competition. Which has become the basis of further developments in economic theory 
7 ?Id policy. 

KEY DEFINITIONS 
1. Pure Competitive. It is a market situation where there are large number of sellers and 

buyer, homogeneous goods, free entry and exist of firms and absence of selling cost. 
2. Equilibrium Price. It is the price where the demand for and supply of the good are 

equal to each other. 
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3. Market Period. It is also called as very short period. It is a period of time in wh :-
the supply of the good remains fixed. In this period, no additions can be made to :he 
existing stock of goods. 

4. Short Period. It is a period of time in which supply of the good can be adjusted :_ 
a limited extent according to the demand conditions in the market. 

5. Long Period. It  is a period of time in which supply of the good can be complete 
adjusted to the changes in the demand conditions in the market. 

6. Market Price. It is that price which is determined by the demand and supply of the 
good in the market in the market period. 

7. Normal Price. It is the long period price. It is determined after the supply has full. 
adjusted itself to the long period demand in the market. 

8. Shut-down point. A firm will shuts down in the short run if its average variable costs 
(AVC) exceed price at all output levels. The output at which the price equals the AVC 
is called the shut down point. 

9. Reservation on Reserve Price. The price below which the seller refuse to offer for 
sale any amount of his product. 

O 
I. FILL IN THE BLANKS 

QUESTIONS 

1. In a perfectly competitive market, all the firms in the industry sells 	 goods. 

2. Market period is also called as 	 period. 

3. The price below which the seller refuse to offer for sale amount of his product is callec 
as  - - - - - - -  

4. Long Period price is called as 	  

5. The price where the demand for and supply of the goods are equal to each other is 
known as  - - - - - - - - -  

6. In the short period, supply of a good can adjusted a 	 extent. 

7. In the short period, there are 	 types of factors of production. 

8. Shut down point is where 	  

II. MULTIPLE CHOICE QUESTIONS 

1. A perfectly competitive firm will maximize profits at the level of output at which the firms 
marginal revenue equals 

(a) Price (b) Average Revenue 

(c) Total Cost (d) Marginal Cost 

2. In the long run, a perfectly competitive firm which achieve 

(a) Economic profit (b) Productive Efficiency 

(c) Allocative Efficiency (d) Normal profit 
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(a) Donot exist 
(c) exists 

(b) donot exist in few industry 
(d) Exists in few industry 

(b) Greater than MR 
(d) Greater than TR 

(a) Marginal Revenue 
(c) Less than MR 

3. In a perfectly competitive industry, there are 
(a) Many buyers and sellers (b) Many buyers and few sellers 
(c) Few buyers and many sellers 	(d) Few buyers and sellers 

4. In perfect competition, the product of firms are sold at 
(a) Different prices (b) Varied Prices 
(c) Differentiated Prices 	 (d) Same Prices 

5. In perfect competition, restriction on entry into an industry 

6. Price for a firm under perfect competition is equal to 

IL SHORT ANSWER QUESTIONS 

1  Pure Competition 
2. Perfect Competition 
3. Market Price V Normal Price 
4. Shut down point 
5. Reservation Price 
6. Price determination 

N.  LONG ANSWER QUESTIONS 

1  What are the characteristics of Perfect Competition ? How is price determined under the 
market period ? 

2. How is the equilibrium of a firm determined under perfect competition in the short period 
and the long period ? 

3. Show how the equilibrium of a perfectly competitive industry in determined. 

ANSWERS 
I. 1. Homogeneous 2. Very Short 3. Reservation Price 4. Normal Price 

5. Equilibrium Price 6. Limited  7. Two 8. AVC = AR. 
II. 1. (d) 2. (d) 3. (a) 4. (d) 5. (a) 6. (a) 

• • • 



MONOPOLY-SIMPLE 
AND DISCRIMINATING 

1. MEANING AND FEATURES OF MONOPOLY 

In the last chapter we studied the price determination under 
perfect competition. We also know that perfect competition does 
not exist in the real world. In this chapter, we will study the 
other extreme form of the market called monopoly. The word 
'monopoly' is a Latin word. It is composed of two words : 
(i) Mono, which means single, (ii) Poly, which means a seller. Thus 
monopoly is a form of market organisation for a commodity in 
which there is only one seller of the commodity. There is no close 
substitute for the commodity sold by the only seller. The seller, 
being the sole seller, has full control over the supply of the 
commodity. The buyer can either purchase the commodity from 
the seller who is the only supplier of commodity or go without 
it. Thus if the buyer is to purchase the commodity, he can 
purchase it only from that seller. The seller dictates the price to 
consumers. A monopolist is thus a price-maker. He is not afraid 
of the actions of the rivals. 

According to P.C. Dooley, "A monopolist is a market with 
one seller." 
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Leftwhitch observes, "Pure monopoly is a market situation in which a single firm sells 

7roduct for which there is no good substitute." 

According to A.J. Braff, "under pure monopoly there is a single seller in the market. The 
iortopolist's demand is the market demand. The monopolist is a price-maker. Pure monopoly 
aggests a no-substitute situation." 

We can say that monopoly is a market organisation in which there is only one seller 
the product. The monopolist's product has no close substitute in the market. Further, there 

re strong barriers to entry into the industry. As a result, seller has full control over the 
upply of the commodity. Thus, he is the price-maker. 

eatures of Monopoly 
The various features or conditions of a monopoly form of market are as under : 

1. One seller and large number of buyers. Monopoly is said to exist when there is 
only one seller of a product. A monopolist may be the only person, a few partners 
or in the form of joint stock company. The existence of single seller of one product 
rules out or eliminates the difference between the firm and the industry. The 
monopolist is a firm as well as an industry. The demand for the monopolist is the 
market demand. In simple monopoly the number of buyers is assumed to be large. 
No one buyer can influence the price by his individual actions. 

2. No close substitute. The second condition of monopoly is that there should not be 
any close substitute of the product sold by the monopolist. If it is not so, the 
monopolist cannot charge a price according to his own desire. So he cannot be a 
price-maker. Prof. Boulding has remarked, "A pure monopolist, therefore, is a firm 
producing a product which has no effective substitutes among the products of any 
other firm." In other words, monopoly cannot exist when there is competition. For 
example, a firm producing Signal toothpaste cannot be said to be a monopolist firm 
since there are many other firms which produce close substitutes of this toothpaste 
such as Colgate, Binaca etc. So a firm is a monopolist only if it is the only supplier 
of the product having no other close substitute of its product. Prof. Bober says, "The 
privilege of being the only seller of a product does not by itself make one a 
monopolist in the sense of possessing the power to set the price. As the one seller, 
he may be a king without a crown." In this way, monopoly exists when the cross 
elasticity of demand for the product of a single seller is very small or zero. Cross 
elasticity of demand shows a change in the amount demanded of a good due to a 
change in the price of another good. 

3. Restriction on the entry of new firms. In a monopoly type of market, there is a strict 
barrier on the entry of new firms. Monopolist faces no competition. According to 
J.S. Bains, "Single firm monopoly occurs when one seller sells a product for which 
there is no close competitor or rival." 

4. Informative selling costs. In monopoly, selling costs are incurred in the beginning. 
These are done to give information to the buyers about the product. 

5. Nature of demand curve. In monopoly, there is only one firm producing a product. 
The aggregate demand of all buyers of the product of a monopolist is his demand. 
We also know that the demand curve of an individual consumer slopes downward 
from left to right. Since the demand curve of a monopolist is the summation of the 
demand curves of all the buyers of the product sold by the monopolist, the demand 
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curve of a monopolist slopes downward : it means that a monopolist can sell r -
of his output only at a lower price. On the contrary, if he raises the price or 
product, his sales will be reduced. 

The downward-sloping demand curve tells us that average revenue or price goes cr 
falling as sales are increased. When average revenue (AR) slopes downward, marg 
revenue ( MR) always lies below AR. In other words, MR curve of a monopsolist also sic-. 
downward from left to right and it lies below the AR curve. This follows from the geometri. -

relationships between AR and MR. 

2. PRICE AND OUTPUT DETERMINATION UNDER MONOPOLY 
Monopoly price-output determination can be studied under two different time peric = - 

(i) Short period, (ii) Long period. 

Price-Output Determination in the Short Period 
Short period is a time period in which there are twotypes of factors of production. 

are the fixed factors and the others are the variable factorT. In the short period, producti 
can be changed only by changing the variable factors of production. Fixed factors of producti 
cannot be changed. In other words, in the short period supply can be changed but only  
some extent. In this period volume of production can be changed but capacity of the plan: 
cannot be altered. We can increase the market supply only with the help of existing machines  
and plants. New factories and plant-equipment cannot be installed in such a short period 

The aim of a monopolist in the short period, is also to earn maximum profits or suffer 
minimum losses if he is compelled to do so. Monopolist, being single seller of his produc.. 
can fix his price equal to, above or less than the short period average cost of the produc--
Thus he can earn normal profits, supernormal profits or losses even in the short period. 
depends upon the nature and extent of the demand for his product. In order to earn 
maximum profits or to suffer minimum losses, a monopolist compares his marginal revenue 
(MR) and marginal cost (MC). If marginal revenue exceeds the marginal cost of a produc-: 
the producer or monopolist can minimise his profit by increasing his production. On the 
contrary, if MC exceeds MR at a particular level of output, the monopolist can increase his 
losses by reducing his production. So the monopolist is said to be in equilibrium when hi5. 
MC curve cuts the MR curve. In other words, the correct point of price-output determination 
for a monopolist is that where its marginal revenue is equal to marginal cost. 

In the short period, a monopolist firm can earn supernormal profits, normal profits 
supernormal losses. The two panels of the figure shown on the left show supernormal 
normal profits. In case the monopolist has to suffer losses, price must be covering at least 
average variable costs of the monopolist if he has to continue his production. Otherwise 
firm will stop production. The maximum loss can be equal to fixed costs. The three cases 
monopoly equilibrium can be shown through the three figures drawn as panels of figure 5. 

In figure (a) a monopolist is in equilibrium at point E. His equilibrium output is 0 
In this situation, he is earning supernormal profits shown by the shaded area PQRS sin 
the AR exceeds SAC which is equal to QM. 

In the figure (b), E is the point of equilibrium where MR = MC. OM is the equilibri 
output. Price PM is equal to the SAC. The firm is earning normal profits, since normal profi 
are included in SAC. 
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Fig. 5.1 Price-and Output Determination in the Short Period under Monopoly. 

In figure (c), the firm is shown having losses. Minimisation of losses is achieved by the 
equality between MR and MC at point E. OM is the equilibrium output. Price is fixed at PM. 
Monopolist firm is having losses shown by the shaded area PQRS since SAC exceeds price. 
At this price (PM) the firm will continue production since the price is higher than its AVC. 

This shows how a monopolist firm can earn supernormal profits, normal profits or 
even losses in the short period. 

Price-Output Determination in the Long Period 
Long period is a time period which is long 

enough for the firm to fully adjust his supply to the 
demand of his product. In this period, all factors of 
production are variable. Volume as well as capacity 
of plant can be changed. The Monopolist firm in the 
long run is also in equilibrium at a point where its 
marginal revenue is equal to its marginal cost. In the 
short period, we observed that a firm can earn profits 
as well as losses. But in the long period, a monopolist 
firm strives and plans to earn only profits. The 
monopolist firm can make all necessary changes in 
its costs when there are strict barriers on the entry 
of new firms. Monopolist firm can fully exploit the 
exclusive situation. The long period equilibrium or 
price-output determination of a monopolist firm can 
be shown through a figure as 5.2. Under the given 
market conditions price PM is fixed by the equality 
betwee MR and LMC at point E. OM is the output determined in the equilibrium state. Firm 
is earning supernormal profits equal to PQRS since its AC exceeds AR by PQ. It is earning 
profits even in the long period. This is due to the monopoly power of the firm. This is why 
the long period supernormal profits are sometimes called 'monopoly profits'. 

5. BARRIERS TO ENTRY AND LONG-RUN MONOPOLY 
The existence of a monopoly in the long run depends upon the condition that there is 

no entry of any rival into the market of a monopolist. Thus, for a profitable monopoly to 
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survive, there must be barriers to entry. Sometimes the barriers or impediments to entr-

are created at the time the monopoly is established. For example, the firm may be given the 
sole franchise or charter of law. In other cases, the barriers are created by the monopolist 
through threats and coercion. If a monopolist has a cost advantage over its rivals, then it 
can do pre-emptive price cutting to deter rivals from entering the market. 

Whether a monopoly is sustainable or not (in the long run) depends on how the 
monopoly came about. The following are some factors that give rise to monopolies over the 
long run. 

1. Control over raw-materials needed for the production of the good. For instance, 
the Aluminium Company of America (ALCOA) once controlled most domestic 
bauxite deposits from which aluminium is obtained. De Beers company of South 
Africa owns most of the diamond mines there and controls the prices of diamonds 
by restricting production. 

2. Patents over new inventions. Patents are exclusive rights to the production of an 
innovative product. Patents are granted because there encourage inventions; without 
patents many firms (and individuals) would not have much incentive to invest 
money and resources in research. However, if an *wiportant discovery is made, the 
owner of the patent has a monopoly over that product. Over time, other firms will 
develop close substitutes and break this monopoly power or the patent will expire. 

3. Cost of establishing an efficient plant, especially in relation to the market. This is 
the case of natural monopoly. Examples of this are electric and gas utilities, telephone 
companies and so on. It does not make sense to have two electric, gas or telephone 
companies in the same area. 

4. Market franchises. The government gives exclusive rights to a firm to sell a certain 
good or service in a certain area. Usually this is done with taxi companies, garbage 
collection, television cable companies, and so on. These franchises create monopoly 
profits for the holders of the franchises. 

5. Pre-emptive price cutting. Monopolists 
can create barriers to entry by pre-
emptive price cutting if they have a cost 
advantage over their rivals. This is 
shown in Fig. 5.3. The average cost curve 
of the monopolist is denoted by AC,, 
and the average cost curve of the rival 
is denoted by AC r . To show that the 
monopolist has a cost advantage, over 
his rival, we have drawn the ACr  curve 
above the ACm  curve. 

In the absence of any potential rival, the 
monopolist would produce output Qn, and charge 
the price Pm. However, when a rival with 
average costs given by ACr  threatens to enter, 
the monopolist lowers the price to P* and 
produces the output (2*. At the price 13* the rival 
cannot cover average cost and hence does not 
enter the market. The price cutting by the 
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_ --lopolist is to stall his rival's entry called pre-emptive price cutting. As a consequence, 
he output expands from Qm  to Q*. 

ELASTICITY OF DEMAND AND MONOPOLY PRICE 
Elasticity of demand is the responsiveness of demand of a commodity to a change in 

s price. This responsiveness of demand is very important for a monopolist. When a 
)onopolist fixes the price of his product, he takes into consideration the elasticity of demand 
f his product. In other words, elasticity of demand influences the price determination of a 
reduct by the monopolist. If the demand for the product of a monopolist is inelastic or less 
lastic, the monopolist can fix a higher price. The reason is that due to inelastic demand, 
uvers cannot reduce its demand when price increases. On the contrary, if the demand of 
tie product of a monopolist is more elastic, he cannot charge a higher price because it will 
educe his sales. When demand is elastic, only a lower price can increase sales. In this way, 
ke determination of price by the monopolist is affected by the elasticity of demand for the 
ionopolist's product. 

lasticity of Demand Influences Monopoly Price 
Under monopoly, elasticity of demand influences the price. It is very helpful to study 

to effects of elasticity of demand on the price determined by the monopolist. Elasticity of 
errand refers to a change in demand due to a change in price of a commodity. In other 
ords, elasticity of demand is the responsiveness of demand of a commodity to a change 
its price. The elasticity of demand of a commodity plays a vital role in determining the 

rice-output policy of a monopolist. It can be studied as under : 
1. Monopoly power depends upon how inelastic the demand is. If the demand for 

the commodity of the monopolist is more elastic, the monopolist will not fix high 
price. He will fix a low price for his product thereby increasing his sales. The reason 
is that due to the elastic nature of demand, higher price induces people to either 
postpone or leave the demand for the commodity. On the other hand, if product of 
the monopolist is facing inelastic demand, the monopolist is free to charge price 
according to his own will. This depends upon the degree of inelasticity of demand. 
When demand for a product is inelastic, buyers cannot postpone its use. Such 
goods are necessary goods like wheat. Thus, elasticity of demand exerts great 
influence on the monopoly price. 

2. A monopolist has a choice of an output with greater than unitary price elasticity. 
Another noteworthy feature of price determination under monopoly is that a 
monopolist will never fix the output of his product at a level where the elasticity of his average 
revenue curve is less than one. Let us see how. In the figure given below, a linear 
average revenue function is assumed for the monopolist. (It can be assumed to be 
any downward sloping curve). 
We know that at the point P, (point) elasticity of demand is equal to one, above it 
more than one, and below it, less than one. At price MP, marginal revenue is zero. 
At prices lower than MP, marginal revenue is negative. No wise seller would like 
to push his sales to a point at which marginal revenue becomes negative or where 
his total°  revenue starts decreasing. Total revenue is the maximum where elasticity 
of demand for the monopolist's product is one and where marginal revenue is zero. 
The profits of the monopolist are maximum where his marginal revenue is equal 
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to his marginal cost. Since in practice, marginal 
costs are always likely to be positive, the profit-
maximising monopolist will have an equilibrium 
output where his marginal revenue is positive. 

Only in the rare case where marginal costs 
are zero, the monopolist shall fix a price at 
which elasticity is one. Such a rare case is the 
natural monopoly of a mineral spring that 
has no variable cost. But, generally a 
monopolist will have positive marginal cost. 
Therefore, he shall choose that output where 
his marginal revenue is also positive. In other 
words, the point of equilibrium on the average 
revenue will be that at which elasticity of 
demand for his product is more than one. 

3. Different Elasticities of demand in different sub-markets can help prl.i 
discrimination. Another role played by the elasticity of demand under mono"-
is that a monopolist is able to discriminate only or charge different prices fr 

different buyers only if elasticity of demand for the monopolist's product of -. -
different buyers is different. In other words, differences in the elasticity of demar 
is the base on which the price discriminating policy of the monopolist is b 
While charging different prices from different buyers for the same product, 
monopolist is guided in his pricing policy by his elasticity of demand. If 
demand for a monopolist's product from a particular buyer is more elastic, 
charges lower price from such a buyer. The reason is that if he charges a high pri 
the buyer would not purchase the product. On the contrary, the monopolist charz, - 
a higher price in the market segment where the demand for his product happer.:-
to be less elastic. That is why the monopolist can expect to increase his profits  
through price discrimination only if he restricts output in the market segment with 
a lower elasticity of demand and transfers it to sell more in that market where 
elasticity is higher. To quote Mrs. Joan Robinson, "The sub-markets will be arranged 
in ascending order of their elasticities, the highest price being charged in the least 
elastic market." 

We can now sum up by saying that elasticity of demand in a market segment is 
important factor affecting the price-output policy of a monopolist. In fact, elasticity of 
demand is the guide to the monopolist in making decisions regarding his price and output  
in different market segments. 

5. COMPARISON BETWEEN MONOPOLY AND PERFECT COMPETITION 

Perfect competition is the type of market in which there is a large number of seller-
and buyers. The sellers sell identical goods. Firm is a price- taker since it produces only a 
fraction of the total production of the industry. (For more details read chapter No. 23). On 
the contrary, monopoly is a form of market organisation in which the seller of the product 
is one and the buyer's number is large. Monopolist is a price-maker. In fact monopoly is the 
reverse of competition. A very interesting question arises about the comparison of the 
behaviour of these two distinct forms of market. 
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Firm under perfect competition and firm under monopoly are similar in the sense that 

nth aim at maximising their profits or minimising their losses in the short period, if any. 
▪ r this purpose firms under perfect competition as well as under monopoly attain 
• uilibrium at a point where their marginal revenue is equal to their marginal cost. Despite 

is similarly, these two forms of market organisation differ from each other when the 
cults of their price-cost-output and profit are compared. We can compare the results of 

--e5e two market forms as under. 

Relationship between Average Revenue and Marginal Revenue 
Under perfect competition, a firm produces a fraction of the total production produced 

the industry. Firm is unable to influence the price. It is only a price-taker. Price is 
etermined by the forces of demand and supply of the whole industry. Price determined by 

industry is given to the firms. On this given price, firms can sell the desired output. Since 
:e remains the same whatever the quantities sold, average revenue (AR) and marginal 

revenue (MR) are one and the same. In other words,under perfect competition, AR curve and 
RBI curve are the same and the curve is a horizontal straight line parallel to X-axis. 

Under monopoly, there is only one firm facing a large number of buyers. It can 
influence the price. The firm is the industry itself. The difference between the firm and the 
industry is no more under monopoly. A monopolist can sell more of his output only by 
towering its price. That is why. as more quantities of output are sold, price falls. For this 
reason the demand curve for the monopolist seller or AR curve slopes downward. This is 
a well known fact that when AR curve falls, MR curve also falls downward and it lies below 
the AR curve. While under perfect competition, total revenue increases with the increase in 
production in equal proportion for the firm under monopoly, total revenue increases at a 
diminishing rate with the increase in production. 

Price and Marginal Cost Relationship 
From the first dissimilarity between perfect competition and monopoly, we have 

known that AR = MR under perfect competition but MR lies below AR under monopoly. The 
reason is that AR curve has a negative slope. This difference between AR and MR gives rise 
to another difference between these two market forms. Under perfect competition, when a 
firm is in equilibrium, its price = AR = MR = MC. In other words, price is equal to marginal 
cost. The reason is that AR and MR are the same. But under monopoly AR and MR are 
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Fig. 5.5 Price and Marginal Cost Relation under Monopoly. 
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downward sloping and MR curve lies below AR curve. When a monopolist firm attar -
equilibrium through the equality of MR and MC, price i.e. AR is more than the marginal cc 
This difference between the two market forms can be illustrated also through the figu7, 
given below. 

The figure 5.5(a) shows the equilibrium of a firm under perfect competition, E is the 
point of equilibrium of a firm where its MR and MC cut each other and MC is rising als 
On this point of equilibrium price OP = marginal cost. 

Figure 5.5(b) shows the case of a monopolist firm. A monopolist firm is in equilibrium 
at point E where its MR curve is intersected by its MC curve. Price here, is PM but marginal 
cost is EM. It is clear from the figure that price PM is greater than the marginal cost EM. 

Comparison of Equilibrium Conditions 
Figure 5.6 shows the equilibrium situations of perfect competition and monopoly. We 

know that a firm under perfect competition is in equilibrium where its marginal cost curve 
cuts marginal revenue curve from below. In other words, a perfectly competitive firm is in 
equilibrium only where its MC = MR and MC is rising. Marginal cost can neither be falling 
nor even constant It should be rising. Only then a competitive firm can be in equilibrium_ 
There is no such necessary condition for a firm under monopoly to be in equilibrium. Under 
monopoly equilibrium, marginal cost may be falling, constant or rising. For stability of 
equilibrium under monopoly when marginal cost is falling, what is required is that marginal 
cost should fall at a slower rate than marginal revenue. Failing this, there can be no 
equilibrium whatsoever. Figure 5.6(a) shows that a monopolist firm can be in equilibrium 
with a falling marginal cost. 
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Fig. 5.6 Comparison of Equilibrium Conditions. 

Number of Firms 
Monopoly is the other extreme form of market. Under perfect competition, the number 

of firms is so large that an individual firm cannot influence the price. Firm is only a price-
taker. Price maker is the industry. On the contrary, under monopoly there is one firm only. 
Firm is the industry. Firm fixes price itself. This is the fundamental difference between the 
two market forms. 
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Size of Firms 
Under perfect competition, in the long run, a firm is in equilibrium where price is equal 

to marginal cost as well as minimum average cost (Price = MC = Minimum AC). It means 
that a firm under perfect competition produces at its full capacity in the long run. No excess 
:opacity is left since the firm is producing upto the point where marginal cost is also equal 
to minimum average cost. So a perfectly competitive firm, in the long run, is of optimum 
size. But under monopoly, a firm is in equilibrium where MR = MC but AC at the point of 
equilibrium is still falling. In other words, equilibrium of a monopolist takes place before the 
minimum average cost point. So the firm is of less than optimum size. In other words, full 1  
:opacity of the firm is not utilized. There is some excess capacity under monopoly. 

Entry of Firms 
Under perfect competition, firms can freely enter the market in the long run. Similarly 

firms can leave the market if they suffer losses. But under monopoly, there are restrictions 
Dn the entry of other firms. These restrictions cannot be broken by the outside firms. 

Super-normal and Normal Profits 
Under perfect competition, a firm earns only normal profits in the long-run. The reason 

is that entry and exit of the firms is free. If firms earn more than normal profits, new firms 
will enter the market which will increase supply of the commodity. It will wipe out the 
supenormal profits. Similarly, if firms earn less than normal profits, existing firms will quit the 
market. It will reduce the supply. Price will be increased and firms will start earning normal 
profits. In this way, perfectly competitive firm earns only normal profits in the long run. 

On the contrary, a monopoly firm enjoys super-normal profits even in the long run 
because it is the single seller in the market. There are strict barriers on the entry of firms under 
monopoly. That is why a firm goes on earning super-normal profits even in the long run . 

Price Discrimination 
Under perfect competition, the number of sellers and buyers is large. The sellers are 

Found selling identical goods. No individual firm can influence the price ; it is only a price-
taker. So a firm cannot charge different prices from different buyers. The reason is that 
buyers are supposed to have perfect knowledge of market conditions. If the seller tries to 
barge higher price from a particular buyer, the buyer will refuse to purchase the good. He 
.611 purchase it from someone else because the number of sellers is large. 

On the other hand, a monopolist is the sole seller of his product. He exploits the market 
:onditions for his own benefit. He can charge different prices for his product from different 
-ustomers. This price discriminating policy of the monopolist, however, depends upon 
nany factors such as different elasticities of demand of different buyers. 

Zonsumer's Welfare 
Generally, it is thought that consumer's welfare is promoted under perfect competition. 

rhe reason is that every firm produces at its optimum point and under competition each 
noducer or firm gets his profit by increasing output rather than by raising price. On the 
)ther hand, a monopolist produces, generally, a sub-optimum output. Therefore, the price 
s higher than that under perfect competition. But a monopoly is not always a bad thing. 
t is desirable under some situations. For example, in case of public utility services and for 
lefence purposes state monopolies are not only desirable but necessary also. 
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Price and Output Compared 
One significant difference between perfectly 

competitive firm and a monopolist firm is that 
monopoly price is higher and output lower than that of 
a competitive firm, conditions of cost and demand for 
both being the same Consider output and price under 
perfect competition and under monopoly. Comparison 
is not easily possible. Under perfect competition, the 
number of firms is so large that an individual firm 
contributes only a fraction of production to the total 
produc-tion of the industry. Price is determined by the 
industry. Firm is only a price-taker. But under monopoly, 
one firm produces to satisfy the market demand. The 
comparison between the price and output of the firm 
under these two types of market organizations is made 
with the help of figure 5.7. 

In the figure 5.7, DD is the demand curve for the producor the average revenue curve_ 
S is the supply curve or the marginal cost curve of the industry. Under perfect competition, 
price-output is determined by the interaction of the forces of demand and supply of the 
industry. P1  is the point where demand curve for the product of industry (D) is intersected 
by the supply curve S. Therefore, P1M1  is the equilibrium price and 0M1  is the equilibrium 
output under perfect competition. 

Now we suppose that all firms combine or merge to form a monopoly. Here we make 
an assumption that the combine enjoys no extra economies of scale when it is formed. Now 
the monopoly firm alone is the industry. The monopolist firm will be in equilibrium where 
its marginal cost curve interscts its marginal revenue curve. E is such a point. Here equilibrium 
output is OM and price is OP. It is clear from the figure that under monopoly, OM output 
is lower than 0M1  output under perfect competition. Similarly price OQ or PM is higher 
under monopoly than the price P1M1  or OR under perfect competition. Thus we can say that 
monopoly price is higher and output smaller than that of the perfectly competitive firm 
under the same technical condition. 

6. IS MONOPOLY PRICE ALWAYS HIGHER 
From the comparison between price-output positions of perfect competition and 

monopoly it is clear that price under monopoly is higher and output smaller than under 
perfect competition. The price under perfect competition is determined by the interaction of 
forces of demand and supply of industry. There is a large number of firms under perfect 
competition. But under monopoly, there is only one firm—the sole seller of the product. Thus 
a monopoly firm has control over its supply. Therefore it can influence the price. Due to this 
reason, monopoly price is supposed to be higher than the price under perfect competition_ 
But this does not mean that monopoly price is always higher. There are some cases when 
monopoly price may be lower than the price under the competition. In other words, there 
are some reasons for lower price of the monopolist. These are as under : 

1. Internal Economies. Under monopoly, there is the single seller of a product. He 
produces his product on a large scale. A monopolist enjoys many economies of size, 
sales and advertisement. Due to these economies, the cost of production is lower 
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A monopolist may fix his price above marginal cost. But the price is lower than 
that under perfect competition. The reason is that under perfect competition there 
is a large number of firms, each firm producing a fraction of the total production 
of the industry. Therefore the size of firms is very small under perfect competition. 
Due to this small size, a firm under competition does not enjoy economies of scale 
which a monopoly firm enjoys. So monopoly price is lower than that under perfect 
competition. 

2. Possibility of Research and Experiments. A monopoly firm can afford to spend on 
research for reducing costs or improving product quality. The reason is that the 
firm being the sole seller of his product has full control over the supply. A monopolist 
firm fixes the price itself. It can afford such expenses also because it is a large firm. 
On the contrary, under perfect competition, there is a large number of firms. The 
size of each firm is small. These small firms cannot afford expenses on research and 
experiments. A perfectly competitive firm cannot influence the price. A monopoly 
firm can find out cheaper techniques of production and can lower its costs. It leads 
to lowering of price also. 

3. Possibility of Integration Backwards and Forwards. A monopolist often tends to 
extend his control over the raw material supplies for his production. He, therefore, 
tries to introduce efficiency in the raw material supplying firms. This reduces costs 
of production. Similarly a monopoly firm arranges the marketing of its product 
through regular channels on a large scale. It reduces costs of marketing. This 
enables a monopolist to keep his price lower than that under perfect competition. 

4. Restraints on Monopoly Price Fixation. Besides the reasons given above, there are 
other forces also which can induce the monopolist to keep his monopoly profits low 
and fix a lower price. These are : (i) The monopolist may be afraid of the boycott 
from the consumers if he fixes a high price; (ii) The monopolist may have some 
distinct or remote substitutes for this product which may threaten his sales at a 
high price; (iii) The monopolist may knowingly or intentionally fix a low price so 
as not to attract government attention for charging exploitative price. 

We can sum up now. It is not always necessary that monopoly price is higher than 
the price likely to prevail under perfect competition. A monopolist, being the sole seller of 
his product, can lower his costs of production with the help of economies of scale, research 
etc. The lower cost of production under monopoly may lead to the fixation of a price which 
is less than that under perfect competition. 

7. MONOPOLY PRICE DISCRIMINATION 
Sometimes a monopolist would like to charge different prices for the same product 

from different buyers if market conditions so permit and if it is profitable for him to do so. 
In this case the monopolist is called a discriminating monopolist. Such a monopolist fixes 
different prices for different buyers or groups of buyers for different units of the same 
product for the same purchasers. In the words of Joe S. Bain, "Price discrimination refers 
strictly to the practice by a seller of charging of different prices from different buyers for 
the same good." 

Mrs. Joan Robinson has described price discrimination as "the act of selling the same 
article produced under single control at a different price to the different buyers." Since price 
discrimination mostly increases the profits of the monopolist and possibly his output also, 
it is instructive to analyse his output and price determination policies. 
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Kinds of Price Discrimination 

Price discrimination by a monopolist can take many forms. 
(i) It can be according to the incomes or purchasing power of buyers; for example, in 

a group of villages a doctor may charge higher fees to the rich and lower fees to 
the poor. 
Or it can be according to location of the purchaser: for example, higher prices may 
be charged at home and lower price in a foreign market (this is—called dumping). 

(iii) Yet another way of discrimination is the type or timing of the use of the product. 
For example, railways charge different freight rates for different types of haulage. 
Punjab State Electricity Board has different rates for home consumption, industrial 
and agricultural uses; rates for trunk calls are different at night from those during 
the day, less on Sundays than on other days. Similarly, many other practical 
instances of price discrimination can be quoted. 

Conditions of Price Discrimination 
Price discrimination needs specific conditions in thy' market. 
1. Existence of Monopoly. Price discrimination is possible only if monopoly exists 

and there is no competitor in the market. 
2. Division of the market into distinct sub-markets. The market is distinctly divisible 

into segments among which the product cannot be exchanged; examples are a home 
and a foreign market separated by governmental restrictions or by a tariff wall and 
the market for hair cuts or a surgeon's fees; in the former case domestic buyers 
cannot import the product at the low price and in the latter; services are rendered 
to the individual personally. 

3. Expenditure on sub-dividing the market should not be more than the expected 
profit increase from price discrimination. Sometimes a monopolist has to incur 
some expenditure on keeping the sub-markets separate so that he can fix different 
prices in different sub-markets and the consumers are restrained from transferring 
the product from one sub-market to the other. 

4. If price discrimination in different markets is to be profitable, the elasticity of 
demand for the product of the monopolist should be different in different markets. 
Even if the markets are separable but the (price) elasticity of demand is the same 
in all segments, it is no use discriminating. This is because of the fact that monopolist 
can expect to increase his profit through price discrimination only if he restricts 
output in the sub-market with a lower elasticity of demand and transfers it to sell' 
more in that sub-market where elasticity is higher. To quote Mrs. Robinson, "The 
sub-markets will be arranged in ascending order of their elasticities, the highest 
price being charged in the least elastic market." 

5. Product differentiation. Sometimes a monopolist's market consists of rich and poor 
consumers. He takes advantage of the whims of the rich and offers the same 
product in a de-luxe packing. Thereby he is able to charge a higher price from the 
richer section of consumers. 

6. Legal sanction. Sometimes government permits the public utility services like the 
railways to charge different prices from different consumers. 
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Degrees of Price Discrimination 
Price discrimination is done only when elasticity of demand for the product is different 

- different buyers. This means that the amounts demanded of the product differ at the 
,a me price, i.e., the demand prices differ. Discrimination is designed to gain more revenue 
by varying the price in terms of the demand prices of the customers. On the basis of the 
imit to which a monopolist can go on charging different prices for his product from his 
:ustomers, various degrees of discrimination were discussed by Professor A.C. Pigou. 

First Degree Discrimination. In discrimination of 
he first degree the monopolist is supposed to know the 
maximum amount of money each consumer will pay 
For any quantity. He then sets his prices accordingly 
and extracts from each consumer the entire amount of 
pis consumer's surplus. Such a monopolist, in Mrs. 
Robinson's phrase, is a 'perfect' discriminator. This is 
perfect' price discrimination because it is an extreme, 
Limiting case of the same. In practice, few monopolists 
:an and actually do that. An example of limited 
discrimination of this type is to be found in the practice 
of doctors of varying the charges on their customers 
according to their income status. A breeder of fine 
Gorses dealing individually with various buyers from 
different parts of the country, with a highly imperfect 
market and absence of knowledge on the part of each 
buyer of the prices being charged from other buyers, he may be able to carry on perfect 
discrimination to a limited extent. Obviously, perfect discrimination is useful only in theory 
as is shown in Figure 5.8. 

In figure 5.8, the consumers could have purchased OM units of output in the absence 
of price discrimination by spending the amount shown by the area OPBM, the uniform price 
charged being OP per unit. Since the perfectly-discriminating monopolist is able to charge 

: consumer a price which he is willing to pay rather than go without the mono-polist's 
ct, the monopolist is able to extract the total revenue equal to the area (ABMO) under 

AR curve from 0 to M. Thus, a perfectly-discriminating mono-past is in a position to 
from the consumers their surplus equal to the mom,  

APB. He does not give any consumer a surplus 
satisfaction from consumption of the commodity. 

Second Degree Discrimination occurs where a 
monopolist sets different prices for different customers 
but does not fully exploit their potential demand 
prices so that the monopolist captures only parts of 
his customers' surpluses. The schedules of rates 
typically charged by public utilities like railways 
can be regarded as a form of second-degree 
discrimination. 

Figure 5.9 illustrates second degree price 
discrimination. It is assumed that the monopolist 
charges the price OP1  for 0M1  units of purchase, a 
lower price OP2  for 0M2  units of output purchased 
and a still lower price OP3  for more than 0M2  units 
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of purchases. Suppose a typical consumer purchases 0M3 units of output. In the absence of 
price discrimination, the monopolist would obtain from the consumer a revenue equal to 
the area P3CM3O. With second-degree discrimination, the monopolist will extract a part or 
the consumer's surplus shown by the shaded triangles. 

Third Degree Discrimination means that the monopolist divides his customers into two 
or more classes or groups on the basis of the elasticity of their demand for the product, and 
charges a different price to each class of buyers. Each group is a separate market. In discrimination 
of the third degree, the monopolist makes some attempt to benefit from the differences in the 
elasticities of demand for the product on the part of different groups of buyers. This is the 
discrimination ordinarily possible; therefore we address ourselves to this type of discrimination 
in detail. We study the price and output determination of such a monopolist. 

Price and Output Determination under Third-Degree Discrimination 
Equilibrium of a discriminating monopolist is not much different from that of an 

ordinary monopolist, for as far as costs are concerned, monopoly firm is the same; it is from 
the revenue side that the analysis differs. The' discriminating monopolist is in equilibrium 
when he produces a profit-maximizing output, that is, when hia combined marginal revenue 
from different markets of his product equals his marginal cost. We analyze the way a 
monopolist determines his output and price for the sub-markets below. 

Suppose that the discriminating monopolist divides his total market into two sub-
markets1, sub-market A with a low price-elasticity of demand and sub-market B with a 
relatively more elastic demand for the product of the monopolist. Figure 5.10(a) shows the 
average and marginal revenue curves in sub-market A and Figure 5.10(b) shows the revenue 
curves in sub-market B. For finding out equilibrium of the monopolist, his combined marginal 
revenue from two sub-markets needs to be traced out. In figure 5.10(a) MR' is the marginal 
revenue curve in sub-market A. Figure 5.10(b) shows MR ' as the marginal revenue curve in 
sub-market B. The combined marginal revenue curve of the monopolist can be obtained by 
a lateral summation of the two marginal revenue curves in the two sub-markets. This 
combined marginal revenue curve (CMR) is shown in figure (c). For the profit maximising 
equilibrium of the monopolist, combined marginal revenue must be equal to marginal L. 
In figure 5.10 the firm's combined marginal cost curve ( MC) intersects the combined marginal 

Fig.-5:10 Equilibrium of a Diecriminating Monopolist with two Markets. 

1. We have assumed only two sub-markets to simplify our analysis. The monopolist may divic -
market into many sub-markets. There is no difference in analysis even if the sub-markets are — E -

rather than two. Our analysis can easily be extended to cover several sub-markets. 
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enue curve (CMR) at output 0" M". This is the profit-maximizing total output. At this 
,utput the monopolist's marginal revenue is M"K". His total profit is the area LNK"S. 

The monopolist is a profit maximiser. He is therefore expected to allocate output 0"M" 
n the sub-markets in such a way that the marginal revenue in both is equal to M"K". We 
herefore draw a horizontal line from the point K" to the other two panels of the diagram. 

This horizontal line cuts the MR and MR' ,at the points K and K' respectively. We draw 
-ertical lines from K and K' and we find that he will sell output OM in sub-market A and 
iutput O'M' in sub-market B since with this distribution of output marginal revenue in 
both is the same (MK = M'K' = M"K") and equal to the combined marginal revenue at the 
total output 0"M". Price in sub-market A is MP and that in sub-market B is M'P'. It is higher 
in sub-market A than in B. In sub-market A, demand is less elastic; therefore, the monopolist 
restricts his sale in it and charges a higher price. In sub-market B, demand being more 
elastic, more output is sold but at a lower price. 

Hence, for equilibrium of a discriminating monopolist, 

(1) marginal cost of total output must be equal to his combined marginal revenue, 

(ii) marginal revenue in all the sub-markets must equal the combined marginal revenue. 

Total output has already been determined where his marginal cost curve intersects 
(equals) his combined marginal revenue from the various markets. The total output will be 
distributed for sale in the various markets according to their price elasticities. Greater the 
elasticity of demand for the product in a market, greater the proportion of output sold in it. Greater the 
inelasticity, lesser the proportion of output sold.' This is clear from Figure 5.16 also where we find 
that only OM part of the total output OM' is being sold in the sub-market A that has 
r latively inelastic demand. The output sold in sub-market B is higher. 

Now we try to find out the prices to be charged in the two sub-markets. For this we 
extend MK and MK' upwards so that these perpendiculars touch the AR and AR' curves at 
the points P and P' respectively. The price MP is higher than the price M'P'. Lesser the 
elasticity in a sub-market, greater the price in it. 

Equilibrium Output and Prices under Dumping 
Dumping is a special type of price discrimination 

in which a monopolist fixes a higher price for his product 
in the home market and a lower price for the same 
product in the foreign market so as to capture the foreign 
market. We examine price and output determination of 
such a monopolist in terms of figure 5.11. 

We assume that the producer is a monopolist in 
the home market. ARH is the average revenue curve 
and MPH the marginal revenue curve in the home 
market. The foreign market is characterized by pure 
competition so that in this market the average and the 
marginal revenue curve (ARF/MRF) is horizontal or 
parallel to the X-axis. 

For equilibrium, the conditions to be satisfied are 
the same as has been shown in fig. 5.11. First, the 
dumping mono-polist must produce an output that 

w 
ecL 

Fig. 5.11 Equilibrium of a 
Monopolist Dumping his 

product in a Purely 
Competitive Foreign Market. 

1. For proof of this proposition, please see Joan Robinson. The Economics of Imperfect Competition. 
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equalises his marginal cost to his combined marginal revenue. The MC curve in the figa:-, 
easily traced out. For finding out his equilibrium prices in the two mark its. We must 
his combined marginal revenue curve. This is easily known. For output upto OM, it 
to sell in the home market, because the marginal revenue is more than what could be ear-  . 
for the same output in the foreign market. When more is produced, it pays to sell ir 
foreign market rather than in the home market because in the foreign market 
revenue remains constant while in the monopolist's home market it continues to fall. 
combined marginal revenue curve then, becomes LKP1. We suppose that the mono 
maximises profit. If MC is the marginal cost curve for the monopolist, he would have 
profit-maximizing (equilibrium) total output 0M1. Second, he must so allocate his ou 
among the two markets that the marginal revenue in the two market is equal to 
marginal cost of production which is M1131 or MK. Accordingly, output sold in the h•  
market is -determined at OM and the remaining output MM1 is sold in the foreign mar 
Price in the home market is MP while that in the foreign market is M1P1. In the absence 
dumping, the monopolist will have lot of excess capacity in his plant. Moreover, dum•'~  
helps the country to earn foreign exchange. 

8. COMPARISON OF MONOPOLY OUTPUTS AND PRICES WITH 
AND WITHOUT PRICE DISCRIMINATION 

The problem of how price, output and the allocation of resources under discriminat-_-- _ 
monopoly compare with those under simple monopoly is full of intricacies which need r 
be gone into detail here. Professor A.C. Pigou and Mrs. Joan Robinson have discussed :-
problem at lengths. We shall content ourselves here with a few observations on the possft 
output underprice discrimination. 

Comparison of Outputs is not Simple 
The important question is: if a seller practices price discrimination, is his output Iarg-

or smaller than if he does - not ? However, no single generalisation about output under pr.. 
discrimination can be made. The total output of a monopolist with two or more prices car-

indeed be larger or smaller than his total output, if he would sell at one price. Mrs. Robins:-
has gone into the matter technically. She writes : "It is possible to establish the fact that tots 
output under discrimination will be greater or less than that under simple monopoly accordir 
as the more elastic is the demand curve in the separate markets, is more or less concave 
the less elastic demand curve and the total output will be the same if the demand curves a: 
straight lines, or in any and the other case in which the concavities are equal." But this kir 
of technical relationship holds good only if marginal costs under simple monopoly are 
same. If marginal cost is rising, then the decrease, in output will be accentuated. 

Practical Cases of Increased Output 
Certain practical examples can be quoted in which increase in output is made possibly  

by price discrimination. These examples are generally found in those cases in which the 
single price fixed by the monopolist is likely to be so high that many a consumer may find 
the product or service beyond their reach. And introduction of price discrimination lowers 
the price sufficiently to bring the product or service within the reach of many consumers 
in the weaker and elastic market. The output of the discriminating monopolist in such cases 
may well exceed the output of the simple monopolist. This may be especially true if the 

1. A.C. Pigou, The Economics of Welfare, 4th ed., London, Macmillan, 1932 Chap. 17 pp. 810-812 ; Joan 
Robinson, The Economics of Imperfect Competition, London, Macmillan 1948, Chaps 15 and 16. 
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Lpansion of output is associated with declining average and marginal costs and (or) if the 
des are scant at a high price but conspicuously larger at a low price. 

liscrimination makes some Enterprises Viable which would suffer 
asses without it 

Take, for example, railways who fix their freight rates on the basis of the principle of 
,chat the traffic will bear". In the absence of discriminatory railway rates haulage through 
iilway would drop off considerably; road transport will be used for light goods traffic and 
iilway for only heavier commodities; many railway lines would go uneconomical. Another 
iample is the lower admission charges to children which increases their attendance in the 
nema shows. Similarly, in the rural areas many doctors practice price discrimination, 

1 larging the rich much more than the poor. This gives them enough income to induce them 
keep on serving the rural areas. 

Figure 5.12 given below shows the case 
f a monopoly in which production is possible 
Illy under price discrimination. Suppose the 
ionopolist has two markets. The demand in 
ne market is inelastic as shown by demand 
urve LDi. The demand in the other market is 
cite elastic as shown by the demand curve 
)2. The curve AC shows his average cost of 
roduction which lies much above his demand 
urve in the first market. The monopolist has 
he aggregate demand curve of the two 
larkets shown by LMN with a kink at the 
Dint M. Even this demand curve lies beloW 
is average cost curve at all levels of output. 
the monopolist must charge a single price in 

oth markets, there is no way of recovering 
is entire cost. By charging different prices in 
he two markets, however, the monopolist 
tay be able to survive. Suppose the 

Fig. 5.12. The Average cost curve AC 
of this monopoly firm lies above its 
demand curves in both the markets 
Price Discrimination can make this 
viable or even profitable. 

ionopolist finds that his marginal cost of 
roduction gives him the profit-maximizing output 0Q-1, and he allocates Oeql  to the first 

narket and 0q2  to the second market. He is able to charge the price q1131  in the first market 
nd q2P2  in the second. His aggregated average revenue becomes (say) (211

3
1*. This is higher 

han his average cost at this level of output. The monopolist is thus able to survive in the 
larket through price discrimination. 

s Price Discrimination Justified ? 
Price discrimination is a hated and unpopular idea because justice is supposed to go 

rith equality and similar treatment among consumers. Therefore, a discriminating monopoly 
;  sometimes thought to be socially unjust. But it must be pointed out that in some 
iircumstances price discrimination is very well justified. These instances are as follows 

1. When Community's Welfare requires it. There are many public services which 
would not be available to the poor if there were no discrimination. As an example, 
we can take the case of a doctor in the rural area. Generally the doctor 
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discriminates between the rich and the poor by fixing up particular hours for 
general public when charges are kept low. Poor people can benefit from the - - 
available for consultation. For the rich patients the doctor runs a special pay c 
in which charges are high. This serves two purposes—the doctor earns good inc, - 
and the rich feel satisfied with special care. 

2. Operation of public utility services. Such public utilities as railways, electric suc 
companies and water supply agencies must be allowed to have price discriminat -
This is because the price of the service has to be kept low. For example, elec - 
supply rates have to be low for industrial concerns and agricultural operation= 
we want to encourage industrialization and agricultural development. Ti-
necessitates charging higher prices from consumers who can pay. Otherwise c, - 
will not be covered. 

However, there are some cases of price discrimination which are not socially justified_  
Some private monopolies may discriminate between consumers simply to increase profit.  
Discrimination may be carried to the point of exploitation if the consumers happen to need 
his product or service badly. An example may be an ice-factory which charges very hi 
prices for retail sale of ice in summer. Such discrimination Bust be controlled. 

Another case of socially undesirable price discrimination was found in Indian economime  
history. Factory owners producing goods on a mass scale charged different prices in different  
areas. This policy of price discrimination was aimed at eliminating the small scale enterprises 
working in particular areas. 

Besides these cases of undesirable price discrimination, there is the repeated charge 
that there is an over-investment of resources in industries with price discrimination. This 
tends to create deficiency of resources in other non-discriminating, socially desirable lines 
of production. 

Conclusion 
From the remarks given above one can easily conclude that price discrimination is 

neither always justified nor always unjust. It all depends upon the circumstances of the firm 
or industry, its demand and supply conditions. Economically, equilibrium output is reached 
where marginal utility equals marginal cost. Price discrimination will be socially unjustified 
if with the introduction of price discrimination output is reduced. Therefore, Mrs. Robinson 
has written. "From the point of view of society as a whole it is impossible to say whether 
price discrimination is desirable or not. It is obviously wasteful from the point of view of 
society if any commodity fails to be produced up to the point where its marginal utility 
(shown by its demand price) is equal to its marginal cost." 

KEY DEFINITIONS 

1. Pure and Perfect Monopoly. It means where the single seller has no substitute for 
the product in the market. The cross elasticity of demand for the product of the seller 
is zero. 

2. Simple monopoly. There is only one seller of the product for which there are no close 
substitutes available in the market. The cross elasticity of demand of the product of 
a simple monopolist is low but not zero. It is an imperfect monopoly. 



MONOPOLY—SIMPLE AND DISCRIMINATING 

3. Price discrimination. It refers to the practice by the monopolist wherein he charges 
different price from different buyers for the same good. 

4. Degree of Monopoly Power. It is the difference between the price charged by the 
monopolist and his marginal cost. 

5. Degrees of Price Discrimination. It is the limit to which a monopolist can go on 
charging different prices for his product from his customers. There are three degrees 
of price discrimination i.e. first degree, second degree and third degree discrimination. 

6. Dumping. It is a special type of price discrimination in which a monopolist fixes a 
higher price for his product in the home market and a lower price in the foreign market 
so as to capture the foreign market. 

O 
I. FILL IN THE BLANKS 

QUESTIONS 

1. A    is a market structure in which there is only one seller for a product. 
2. A monopolist can sell more of his output only a 	 price. 
3. In the long run a monopolist earns 	 profits. 
4. In monopoly, there are 	  to entry of any rival in the market. 
5. The practice by a seller of charging different prices from different buyers for the same 

good is called as  - - - - - - - - -  
6. The difference between the price charged by the monopolist and his marginal cost is 

known as  - - - - - - - - - - -  
7. Under monopoly, there are no 	  substitutes for the product in the market. 
8. In first degree discrimination, the monopolist extracts the entire  - - - - - - - - - - -  from the 

consumers. 

H. MULTIPLE CHOICE QUESTIONS 

1. Marginal revenue for monopolist is 	  
(a) Equal to price (b) Greater than price 
(c) Less than price (d) equal to average revenue 

2. In pure monopoly, cross elasticity of the product of the seller is 
(a) positive (b) negative (c) equals to 1 (d) zero 

3. The demand curve facing a monopolist 
(a) Slopes upwards (b) Slopes downwards 
(c) parallel to X-axis (d) Parallel to Y-axis 

4. Under price discrimination, the monopolist charges 	  
(a) Same price (b) Equal price (c) Identical price 

5. In third degree price discrimination, the monopolist divides his customer on the basis of 

(a) Price (b) Consumer Surplus 
(c) Elasticity of demand (d) Output 



6. Monopoly Power 7. Close 
I.  1. Monopoly 2. Lower 3. Super normal 4. Barriers 

5. Price discrimination 
8. Consumer Surplus 

II.  1. (c) 2. (d) 3. (b) 4. (d) 5. (c) 
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III. SHORT ANSWER QUESTIONS 
1. Pure Monopoly 
2. Simple Monopoly 
3. Price Discrimination 
4. Dumping 

IV. LONG ANSWER QUESTIONS 

1  Who is a monopolist ? How does he choose his output and price ? 
2. What are the necessary and sufficient conditions for price discrimination ? Show h.:01 

discriminating monopolist decides his output and prices. 
3. What is natural monopoly ? Discuss the different approaches to price fixation under si  

a monopoly. 

ANSWERS 

• • • 



PRICING UNDER 
MONOPOLISTIC COMPETITION 

1. DEFINITION OF MONOPOLISTIC 
COMPETITION 

The important definitions of monopolistic competition given 
by different writers are as under: 

According to Joe S. Bain, "Monopolistic competition is found 
in the industry where there is a large number of small sellers, 
selling differentiated but close substitute products. " 

H.H. Liebhafsky writes: "Monopolistic competition has today 
come to mean a state of affairs in which there is a large number 
of sellers selling non- homogeneous or slightly differentiated 
products and in which freedom of entry exists." 

Leftwitch describes monopolistic competition like this: 
"Monopolistic competition is a market situation in which there 
are many sellers of a particular product, but the product of each 
seller is in some way differentiated in the minds of consumers 
from the product of every other seller." 

The various features of monopolistic competition mentioned 
in these definitions are described in detail in the next section. 
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Under monopolistic competition, a firm has some freedom to fix its price. It has a 
policy. It has some monopoly and also faces competition from rivals. Hence the - 
monopolistic competition. 

2. CHARACTERISTIC FEATURES OF MONOPOLISTIC COMPETITION'' 
One of the sub-divisions of imperfect competition is monopolistic competition. It is 

sub-category of the many possible market situations found under imperfect competition 
which is the nearest to pure competition. It has a large number of small unorganized selles 
in the market and a large number of small unorganized buyers, but what differentiates 
from pure competition is product differentiation by sellers. The products of different sellers 
are close but not complete substitutes. "Products are not homogeneous, as in perfect 
competition, but neither are they remote substitutes, as in monopoly. What this really 
means is that in monopolistic competition there are various 'monopolists' competing with 
each other. These competing monopolists do not produce identical goods. Neither do they 
produce goods which are completely different. Product differentiation means that produ 
are different in some ways but not altogether so."1  

In sum, we can say that in a marked characterised by Monopolistic competition the 
products of different sellers have a very high, though not infinite, cross elasticity of demand_ 
It is this feature of product differentiation that introduces an impurity in the otherwise pure 
competition. We can state the main features of monopolistic competition as under : 

1. A Large number of Sellers. The number of sellers is sufficiently large that there is no 
feeling of mutual interdependence among them. Each firm acts independently without 
caring for any effect which its action may have upon those of its competitors. 

2. Differentiated Products. There is large number of buyers who are offered 
differentiated products and consequently have preference for the products of 
particular sellers. Different sellers may use different methods for creating preference 
for their own products in the minds of buyers. Differentiation of the product may 
be real or fancied. Real or physical differentiation is done through differences in 
materials used, design, colour or workmanship. Or physical product may be the 
same and imaginary differences can be built up through packaging, advertising, 
use of trade marks and brand names. Further, differentiation of a particular product 
may be linked with the conditions of his sale : the location of his shop, the courteous 
and smiling disposition of its salesman, or a reputation for fair dealing etc. 

3. Unrestricted Entry. Entry into the industry is unrestricted. New firms are able to 
commence production of very close substitutes for the existing brands of the 
product even though they cannot make items which are exactly identical in the 
eyes of the purchasers of the existing brands. 

4. Selling Costs. An important feature of monopolistic competition is that every firm 
tries to promote its own brand of the product among the consumers through 
different types of expenditures on advertisement. The advertisement expenditure 
may be done on different methods of appealing to the consumers to purchase its 
brand of the product. The effect of these advertisement expenditures or selling cost 
may be to attach particular consumers to particular brands. In this way firms with 

1. A.W. Stonier and D.C. Hague, A Textbook of Economic Theory Langmans Green and Co., (Paper-
back) 1963. 
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particular brands become monopolists of their brands in the market for their 
consumers. Sometimes it may create slight differences in price also. Selling costs are 
in the nature of costs which have to be covered along with production costs. 
Product differentiation is associated with selling costs. 

5. Price Policy of a Firm. Another feature which distinguishes monopolistic competition 
from perfect competition is that the firm has a price policy under monopolistic 
competition. In perfect competition a firm is only a price-taker. It has no price 
policy of its own. It has to adjust its output to given price. 

6. Imperfect Knowledge. The existence of monopolistic competition depends upon 
imperfections in the knowledge of the buyers. Much of selling cost is simply meant 
to create imaginary superiority of a brand over other brands in the minds of 
consumers. The products may really be the same but consumers may come to 
know a particular brand name more than the others. This divides the whole 
market into sub-markets where individual firms have monopolistic conditions. 

7. Non-Price Competition. Another distinguishing feature of monopolistic competition 
is the non-price competition through which firms in the market try to win over 
customers. There are definite methods of competing rivals other than in price. It 
may be in the form of a guarantee for repairs within a particular time, after sales 
service, a gift scheme with particular purchases, a discount not declared in the 
price list or transport free of cost. All these methods are secret ways of attracting 
customers to particular brands. 

These features of monopolistic competition ensure that each seller acts independently, 
basing his policies upon his estimate of his demand and cost conditions, and taking the 
policies of other firms as given and unaffected by the policies which he follows. The individual 
seller has a small part of the total market so that the price and output policies of one seller 
are not of concern to any other seller, and therefore do not evoke any retaliatory action from 
him. In other words, a monopolistically competitive firm follows an independent price policy. The 
independence in price policy is the result of the fact that when one particular seller lowers 
his price, the gain in customers he makes thereby is spread over a large number of sellers 
to whom the loss of their sales is not noticeable. 

The Nature of Demand Schedule for the Product of the Firm 
1. Less than perfectly-elastic. The firm under monopolistic competition is one in a 

large number of firms. No single firm, therefore, dominates the industry. Each firm 
produces a product which is a close substitute to, though not a perfect substitute 
of, the products of his rivals. The elasticity of demand for the product of a firm is 
quite high. But elasticity of demand differs from firm to firm. In a group of sellers, 
some have succeeded in creating strong consumers preferences for their products 
with the result that their elasticities of demand are somewhat less than those of 
the products of their rivals. 

2. A gently-sloping demand curve. The demand curve of a firm under monopolistic 
competition is the result of the environment in which the firm is set. The demand 
curve is the one whose points show high elasticities. But it is not a horizontal 
straight line as under perfect competition since various customers are attached to 
the products of particular sellers. Under these conditions every seller is somewhat 
a monopolist ; he can raise his price above that generally prevailing in the market 
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without losing all his customers, since some will prefer his product to those of hi-
competitors and will be willing to pay a higher price for it. In the same way he 
faces quite hard competition; price reductions will not bring an infinite volume o= 
business, since other buyers will be attached to the products of competing sellers.  
Thus at each price the firm can sell a definitely limited quantity and its demand  
curve is a gently sloping one from left down to the right. 

3. Individual nature of a firm's demand curve. While the general nature of demand 
curve in monopolistic competition is that it slopes gently from left down to the 
right, it must be emphasized that every firm has its own particular sales curve that 
may differ in its elasticity at a particular price from that of other firms. The 
demand curve reflects consumer's tastes for its product, given their incomes and 
prices of the products of other firms. The greater the intensity of preference for its 
product, the lower will be the elasticity of demand. 

4. Changeability of the Sales Curve. An important contribution and achievement of 
Professor E.H. Chameberlin was that he did not assume the demand curve for 
product of the firm as simply a given datum to which the firm has to adjust its 
price and output. He held that under monopligistic competition, sales curve is 
capable of manipulation by variation in the product and by advertisement for sales 
promotion. 

3. SPECIAL PROBLEMS OF ANALYSING THE EQUILIBRIUM OF 
THE FIRM AND THE 'GROUP' 

1. Three types of adjustment. Professor Chamberlin has classified all the adjustments 
that a firm can make under three headings. They are price, product and selling 
effort. In its attempt to maximise profits, the firm can review its price policy or 
policy on the quality of its product, or it can review its policy on advertising or 
other sales effort. The three types of adjustments of policies can be. made 
independently or at the same time. Professor Chamberlin, to simplify his analysis, 
takes these up one by one. 

2. Non-use of 'marginal revenue' and marginal cost approach. It must be pointed out 
at this juncture that it was Professor Chamberlin who drew the economists' 
attention to the non-price competition (product variation and advertisement) which 
is a common feature of the actual, monopolistic markets. For the first time, an 
analysis of product variation and selling costs was introduced in the literature of 
economics by him in his classic Theory of Monopolistic Competition (1933). Most of the 
economists, trained in the classical marginalist tradition, found his analysis 
(especially his diagrams) awkward in that he had not used marginal cost and 
marginal revenue curves in it. Most elementary textbook writers have avoided his 
way of presentation and, instead, have used marginal analysis to convey his basic 
ideas. In doing so they have been successful only in presenting the skeleton of his 
theory, not its full picture. We shall, therefore, use Chamberlin's exposition, as far 
as possible. 

3. Primarily a short-period analysis of the firm. Another comment on Professor 
Chamberlin's analysis is also necessary. His theory looked at from the viewpoint 
of the neatness of perfect competition theory of the firm is somewhat lopsided 
albeit more rigorous. It is primarily a short-run theory of the firm; long period 



analysis is introduced only in a perfunctory way; equilibrium of the industry is 
possible only in an informal way. This is owing to the diversity of assumptions 
that can be made about costs and revenues of individual firms from changing their 
products and advertisement expenditures. 

4. Difficulty of identifying the industry. There are many difficulties of graphic 
representation of ideas under monopolistic competition. It is difficult to identify the 
industry itself. Firms produce different products which are not complete substitute 
for each other. As such it is not possible to identify the industry and it is still more 
difficult to draw a supply curve for the industry. In fact, we cannot talk of a price 
for the various firms producing differentiated products. Among various firms there 
are some whose products are nearer substitutes than those of others. Tubes of tooth 
paste differ from cans of tooth powder. Bottles of liquid dentifrice are still different. 
All of these are put to the same use. Yet we cannot find a common denominator 
for all of them and put them on the same axis in the industry diagram. 

To avoid this difficulty, Professor Chamberlin has introduced the concept of a "group" in place 
of an "industry". A group is a cluster of firms producing products having a high cross 
elasticity of demand, being very near substitutes; it is a combination of firms producing 
products that compete highly, yet imperfectly, among them. Examples given by Chamberlin 
are : a number of automobile manufacturers, producers of pots and pans, of magazine 
publishers, or retail shoe dealers. In the long period, the number of firms in a group may 
increase on account of the entry of new firms with competing brands of the product. He has 
discussed equilibrium of the firm and of the group in all the three cases of price, product 
and advertisement-expenditure variations. We propose to take up all the three models of 
monopolistic competition here one by one. 

4. DETERMINATION OF SHORT PERIOD PRICE AND OUTPUT 
The direct effect of the monopolistic nature of competition is that every firm has some 

monopoly power, some initiative in price setting. If we assume away product variation and 
selling cost, the analysis of price determination by a firm reduces to that of price determination 
by a monopolist. The only substantive difference that arises here is the change in demand 
conditions facing firm from short run to the long-run due to freedom of entry. 

Price and Output Determination of the Firm in the Short Period 
In the short period, the firm faces a demand curve that slopes down from the left to 

the right, the elasticity of the demand for its product at various prices being dependent on 
the distinction its product has over and above those of other firms. Every firm has a 
particular demand curve of its own. Some firms may be having more elastic demand while 
others have less elastic demand. If two firms produce different varieties of the product, they 
will be having different cost conditions. Accordingly, equilibrium prices and outputs will 
also be different for these firms. 

Figures 6.1 (a) and (b) and Figures 6.2 (a) and (b) show the equilibrium price-output 
determination for four different firms. (i) The firm with demand and cost conditions shown 
in Figure 6.1(a) is a 'marginal firm' because it has the equilibrium output OM at price MP 
that gives it only normal profit. Price MP is just enough to cover its average costs. In case 
the demand for the brand falls, the firm will suffer losses and may leave the industry in the 
long-run. Since point P lies to the left of the minimum point of the short-run average cost, 
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SMC SAC 

SMR 

a. 

SAR 

M OUTPUT M OUTPUT 
(a) (b) 

The Marginal Firm Working with Firm with Supernormal Profits 
Excess Capacity on Normal Profits Working with Excess capacity 

Fig. 6.1. 

the firm is operating at sub-optimum capacity. (ii) Figure 6.1(b) on the other hand, shows 
the firm working with excess capacity. But it is earning surplus (supernormal) profits 
shown by the area QPCR. 

It is not necessary that every firm in the short-run need work at less than optimum 
capacity. If the demand and cost functions (curves) of the firms so warrant, the firm can 
work at or beyond its capacity also. Figure 6.2(a) is designed to show the firm having 
supernormal profits yet working at its optimum capacity. The Output OM is such as is 
produced at the minimum average cost. Figure 6.2(b) shows the equilibrium output of a firm 
working beyond its plant-capacity, for point C lies to the right of the minimum point of the 
average cost curve. 
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Firm with Supernormal Profits, but 
Working at Optimum Capacity 

M  OUTPUT 
(b) 

Firm with Supernormal Profits but 
working beyond Optimum Capacity 

Fig. 6.2. 
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5. PRICE AND OUTPUT DETERMINATION IN THE LONG PERIOD 
(OR 'GROUP' EQUILIBRIUM) 

Equilibrium price determination under monopolistic competition in the long period is 
difficult to discuss because of the differences in products, costs and revenues of the different 
firms in the industry. Firstly, Chamberlin observed that there are gaps in the chain of 
substitute 'products' of the constituent firms, gaps wide enough to allow us to demarcate 
distinctive 'groups' of firms with very near substitute 'products'. Existence of these gaps 
helps us to identify the group. 

Equilibrium of the whole group can be discussed only with reference to a typical firm 
in it, for the changes that occur in the long period in the number of substitutes of the brand 
of the firm have a direct impact on the firm's demand. It is not possible to draw the whole 
group's supply and demand curves. 

Entry or exit of the firms in the group affects cost of production of every existing firm 
m it. This needs to be taken care of. 

The Two 'Heroic Assumptions' 
To steer clear of the difficulties of varying costs among firms and product differences, 

Chamberlin introduces what he calls his "heroic" assumptions. These are the following : 

(i) The uniformity assumption. The firms in the group have identical cost curves that 
do not change with the expansion or contraction of the group. This has been 
referred to as the "uniformity assumption". The demand for the products of 
various firms in the group is uniform throughout the group ; this means that 
consumer's preferences be evenly distributed among different varieties and that 
differences between them be not such as to give rise to differences in cost. 

(it) The symmetry assumption. This is the assumption according to which an individual 
firm's action regarding price and output adjustment will have a negligible effect 
upon his numerous competitors so that the individual firm need not worry about 
retaliation from other firms. Explaining the meaning of symmetry assumption, 
Stigler has written : "A price cut, for instance, which increases the sales of the firm 
who made it draws inappreciable amounts (of customers) from the markets of each 
of his many competitors, achieving a considerable result for the one who cut, but 
without incursions upon the market of any single competitor sufficient to cause 
him to do anything he would not have done any way." 

The Two Demand Curves —the Subjective and the Objective 
Professor Chamberlin made use of two demand curves in his discussion of monopolistic 

competition. The first is the "proportional demand curve" showing the amounts demanded 
of the firm's 'product at different prices when all its competitors follow exactly its price 
changes'. It tells us the share of the firm in the total demand for the 'product' variety at 
different price levels. The second demand curve is the ceteris paribus demand curve. It is the 
supposed demand curve of an individual firm under monopolistic competition. It is the 
assumed demand curve for the product of the firm if its price changes are not noticed and 
matched by its rivals in the group. Figure 19.3 shows the two demand curves intersecting 
at the current price level MP. If the entrepreneur contemplates a price reduction from the 
price level MP, he would expect a substantial expansion in sales. First, sales to his existing 
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customers will expand. Second, and more 
important, if rivals do not reduce their prices, 
he would capture some of the customers of each. 
Thus he can expect an appreciable expansion in 
his sales. 

On the other hand, the firm expects a 
substantial loss of sales if it increases its price 
and others do not follow. Thus the firm's 
anticipated or expected demand curve is shown 
by the relatively elastic demand curve dd in 
Figure 6.3. 

Anticipating highly elastic demand, each 
firm has an incentive to reduce price; and thus 
all firms in the group have this incentive. But if 
all prices are reduced at the same time, each 
firm will gain only that increment in sales which 
is attributable to the general price reduction. No one will able to capture his rival's 
customers. Thus if the actions of one entrepreneur are matched by all other entrepreneurs 
in the product group, the individual firm's demand will be far less elastic. If all rivals follow 
a firm price reduction, the firm's demand curve would be such as is shown by the curve 
DD in Figure 6.3. This is called the "proportional" demand curve. In other words,. DD is the 
curve showing the consumers' quantities demanded from any one seller at various prices 
under the assumption that his rivals' prices are always identical with his. In contrast, dd 
is the ceteris paribus demand curve. 

It must be mentioned here that in perfect competition also we use two demand curves, 
one the negatively-sloped industry demand curve and the other, the horizontal demand 
curve facing an individual firm. In the analysis of monopoly we find that the two curves—
that of the industry and the firm's demand curves—are the same. We take it as the monopoly 
firm's sales curve. In monopolistic competition, the two demand curves are shown on the 
same figure. 

Long-run Equilibrium of the 'Group' 
(or the Tangency Solution) 

Given the three assumptions of the 
existence of a group, identical costs and the 
absence of retaliation among firms, Chamberlin 
proceeded to analyse the equilibrium of the 
group of firms producing close substitutes. His 
explanation of the group equilibrium can be 
described more clearly through the marginal 
cost-marginal revenue diagram given below, 
although Chamberlin himself used only 
average cost and average revenue. 

In Fig. 6.4 it is assumed that the firm 
representing the group has the long run 
average cost and the long run marginal cost 
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curves which are U-shaped. And we have the uniformity assumption. These curves are 
common to all the firms. Moreover, these cost curves stay fixed even when the existing firms 
leave the group or new firms enter it. 

The AR and MR curves are assumed to be straight lines for simplicity purposes. The 
AR is a gently-sloping line showing the highly elastic nature of the individual firm's demand. 
It is sloping downwards showing that the elasticity is not infinite. Likewise the firm's MR 
curve is also gently sloping. 

Equilibrium of the group implies that super-normal profits being earned in the short 
run are wiped out through competition. When the group is in equilibrium, it will be found 
that the AR line is tangent to the LAC curve. This means that in the long period no firm in 
the group can earn super-normal profits and no firm suffers a loss. The normal profits are 
included in the LAC. We can explain the earning of normal profits through changes in the 
AR curve in the long period as firms enter or leave the group. Let us suppose that firms are 
earning super-normal profits within a particular group. Firms working in other groups 
having lower profits or losses would try to enter this super-normal profits-making group 
by producing a similar product. In the long period they will occupy some place in the group 
and take away customers from the existing firms. Increased competition within the group 
shall make the AR curve more and more elastic thereby reducing the per unit super-normal 
profits. The process of reduction of super-normal profits shall continue as long as new firms 
enter the group. The entry into the group will stop only when profits are reduced to normal. 
hi terms of our diagram given above, we can say that the entry into the group will stop 
only when the AR curve will have moved to a position so as to be tangent to the LAC. This 
15 the tangency solution of monopolistic competition shown at the point T in the diagram. 

Now let us suppose the other situation of the group of firms in the short period. 
Assume that firms are having losses in a particular group, may be due to overcrowding of 
firms. Firms start leaving the group with the result that the AR curves of those firms which 
remain back in the group producing similar brands become somewhat inelastic. This reduces 
the edge of competition in the group and raises the hopes of profit earning in the long period. 
This process shall continue till the firms left back in the. gioup are able to earn normal profit. 
This is again the tangency solution. 

Implications of the Tangency Solution 
The long-run tangency solution is the major empirical implication of the competitive 

market structure called monopolistic competition. Professor Chamberlin attached a good 
deal of importance to his tangency solution in that he considered it his major discovery. The 
tangency solution in itself implied many things. 

1. Short-run excess capacity. Since equilibrium average cost is higher than the 
minimum possible average cost with the some plant, it shows the existence of 
excess capacity of the plant designated SAC which the firm is using to produce the 
output OM. 

2. Unexploited Economies of Scale. The plant the firm is having is of a size less than 
the optimum size plant because the LAC is still falling at the tangency point. 

3. Too many firms in the Industry. There is an excessive number of firms in the 
industry compared with the situation under perfect competition. Each firm charges 
a higher price because it is too small for maximum efficiency. 
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Thus the tangency solution shows the 'social costs' of this type of markets. The 
advantage of the monopolistic type of competition is that consumers' preferences for \ - 
in styles and brands may be satisfied. 

6. PRODUCT VARIATION 

Firms in monopolistically competitive markets will seek to make imitation d' 
That is, the process of entry is a process of new firms trying to establish new market ru 
within the group. As is well known, the firm will invest in product development so 
it can retain its uniqueness. A fast food restaurant, for example, may develop a new 
item—say, a meal in a box—or a larger sandwich. To the extent that a firm can keep 
product unique, it may be able to continue to earn above-normal profits. 

How much should a firm invest in such product variation ? The firm will try to make 
product different in color, workmanship, design, or in the services that go with it. Ass _ 
that consumers will buy larger quantities of a product that is "improved." This last 1. 
has to be enclosed in quotation marks to convey the idea that an improvement in a pro,-
might or might not be a gain in a measurable, objective sense. An improvement is what, 
is intended to make consumers buy more for whatever restikon, laudable or otherwise 
lucid picture on a paperback novel is there to increase sales; it probably costs more ta 
a dignified cover. The increased revenue from larger sales must be balanced against increa-,: 
costs. Hence the firm adjusts its quality so as to maximize profits. Notice the parallel 1% - - 
price adjustments. If it lowers its price, the firm increases its total revenue; but the firm also 
increases its total costs, because it sells more units. 

The optimum adjustment for the firm, when its product is the variable, is indicated 
in Figure 6.5. The diagram is awkward, because output sold has to be inserted arbitrarily_ 
In the figure, OP is the customary price. In order to focus on product variation, we take price 
as given. The horizontal line drawn from P is a horizontal line, nothing more. It is not a 
demand curve. For a product of quality A, the curve CA is the long-run, average-cost curve 
for variant A, or quality A, of the firm's product. When the firm chooses quality A, it sells 
the amount OX. The net profit is the shaded rectangle at the top. On the right, quality B of 
the firm's product has costs shown by cost curve CB. More of B is sold—that is, the amount 
OY. But it is quite evident that the net profit from B is the less than that from A. For other 
qualities — C, D, E, and so on—the firm can calculate costs, sales, and net profits. One of the 
qualities must be the one that yields maximum net profits, just as when price is the variable, 
one of the possible prices is the optimum. 

Fig. 6.5 Product Variation. 
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if the firm produces quality A, it sells OX and has profits shown by the shaded area; 
production of quality B means higher costs, only slightly larger sales, and lower profits. Of 
the possible qualities, one must maximize profits. 

Chamberlin's product variation must not be confused with changes in quality induced 
by technological improvements over time. Almost any durable consumer good is better now 
than it was ten or twenty years ago. It is likely to be better in its design and in its 
engineering features. This kind of product improvement comes from changes in tastes and 
from technical and business innovations. In contrast, Chamberlin's theory deals with the 
firm's use of existing techniques to modify its product in a context of existing tastes. The 

l
ogy is to hold demand and cost curves constant. 

The Group 
When product is the variable, the solution of the problem of group equilibrium is also 

Tangency, on the assumption that all firms have the same costs and shares of the market. 
Suppose that all the firms in a group are alike and that all are making net profits. Then new 
Firms will enter the group, thus causing the sales of the old firms to fall off. In efforts to offset 
their losses of sales, the firms make further improvements in their products. As a result, 
their cost curves rise and keep on rising until they are tangent to the horizontal line that 
indicates the price. When sales adjust themselves so- that they are equal to the amount 
corresponding to the tangency position, the firm is in equilibrium. So is the group, because 
lhere tax tangency means equality of price and average total costs, and therefore the absence 
of incentives for firms to-enter or leave the group. 

Professor Boulding has given the Principle of Minimum Differentiation for firms 
operating under monopolistic competition. The idea is that firms try to imitate the most 
successful brand of the product as far as the copyright law allows and yet try to keep a 
minimum difference from it so as to maintain the identity and distinctiveness of its own 
brand. This way, the products of the firms come closer to one another in the long run while 
maintaining their separate entities. This tendency of the firms ensures the continuation of 
monopolistic competition in the long run. 

7. ANALYSIS OF SELLING COSTS 
A feature that distinguishes monopolistic competition from pure competition is the 

analysis of selling costs. Selling costs constitute the third important variable about which 
a firm has to decide. Product variation is generally practised along with variation in selling 
outlays. Previous analysis of price and product equilibrium ignored this aspect. We take it 
up now. But before we take up the equilibrium of a firm with selling costs, we will do well 
to define selling costs and production costs of the firm first. 

Selling Costs 
Selling costs may be defined as those costs which are incurred by a firm to persuade 

buyers to purchase its brand in preference to those of others. In Professor Chamberlin's 
words, "selling costs are defined as costs incurred in order to alter the position or shape of 
the demand curve for a product." As examples, he mentions advertising of all varieties, 
salesmen's salaries, and the expenses of sales department, margins granted to dealers (retail 
and wholesale) in order to increase their efforts in favour of particular goods, window 
displays demonstrations of new goods, etc. 
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A distinction can be drawn between advertisement outlays and selling expendi7_ -

The former may refer broadly to expenditures incurred to make a selling appeal tc 
customers directly; for example, advertisements in papers and journals, bill boards, or,-
slides and movies, and new year gifts with purchases. The latter includes not oni 
advertisement expenditures but also all other expenditures on middlemen incurred IN :-
view to promote the sales of the product. In practice however, it is often not possib 
distinguish between the two. Therefore, the two terms can be used interchangeably. 

The Distinction between Selling Costs and Production Costs 
From the point of view of value analysis, it is necessary to distinguish between 

costs and production costs. Production costs may be defined as those costs which a firm incurs on 
production of a given variety of a product ready for sale in the market. These costs include costs 
raw materials, payments of wages to the workers, power, etc., and the expenditure in 
on packing and transporting the commodity to the market. In other words, production 
include those expenses of the firm which are incurred on the manufacture of the comet 
and its transportation to the consuming areas. Selling costs, on the other hand, are those in 
for the promotion of sales. In Professor Chamberlin's words : "Cost of production includes 
expenses which must be met in order to provide the commodity or service, transport it 
the buyer, and put it into his hands ready to satisfy his wants. Cost of selling includes 
outlays made in order to secure a demand, or a market for the product." To distingui 
production costs from selling costs, a simple criterion can be employed: "Of all the coon 
incurred in the manufacture and sale of a given product, those which alter the demand 
curve for it, are selling costs, and those which do not, are costs of production." 

The distinction between production costs and selling costs is of theoretical significance 
Production costs determine a firm's supply while selling costs affect demand. A great lacuna 
in the theory of value before Professor Chamberlin gave his own analysis was the failu 
clearly to perceive and appreciate this distinction. Economists used to add all these costs 
whether they were.of production or of selling. Actually, the cases of perfect competition 
monopoly, the only two cases of market structure they used to treat, did not have any p1  
for selling costs, for in the former they are wasteful and in the latter unnecessary. It 
Professor Chamberlin who emphasized that in the real world, the world of monopolistic 
competition, this distinction must be fully understood, its implications incorporated into 
theory of value to make it realistic. In short, the impact of selling costs on the demand f 
a commodity must be recognized. 

Selling Costs and Demand for a Firm's Product 
The temptation for incurring selling costs arises on account of the fact that (a) pe 

have imperfect knowledge, and (b) that there is the possibility of altering people's v. 
through advertising or selling appeal. Imperfect knowledge on the part of buyers 
various aspects. Buyers are generally ignorant of the existence of sellers other than 
from whom they are habituated to buy or of brands other than those they habir.._ 
consume. They do not possess complete information about the comparative prices fo7 
same product sold by different sellers. They also do not know much about the quality c- --
products being offered by the sellers. The prevalence of imperfect knowledge among 
helps a seller to advertise his product in the market: strengthening all the more the prefer_ - 
of those who are buying already and winning over those consumers who are buying 
others or not buying at all. Thus advertising increases a seller's market and change- 
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ocation or shape of the demand curve for the firm's product (sales curve). Advertisement 
an be directed to either the spreading of information about his lower price offer or the 
,romotion of knowledge about the quality of his particular product. The former affects the 
hape of the sales curve while the latter the location of it. Advertising about price often 
nakes the sales curve more elastic while that about the quality of the product shifts the sales 
urve up to the right. 

Advertising meant to spread information about the price and product among buyers 
an be called informative. This type of advertising is aimed at improving the market knowledge 
)f the buyer and meeting his wants more fully. At the same time, the seller can attempt to 
Ater the wants themselves, to exhort the buyer to buy a particular brand or not to buy 
another. This type of advertising to play upon the susceptibilities of buyers, is manipulative. 
M  practice, however, it is not sometimes possible to distinguish between the two. 

The Varying Returns to Selling Costs 
Advertising is meant to secure an increase in demand for the product, so as, to sell more 

at a given price. Graphically, this means a shift of the demand curve for the product of the 
f irm upwards and to the right. As the amount expended on advertising increases the sales 
-urve of the firm shifts to the right and upwards.' The response of increase in sales to a given 
ncrease in selling costs varies as more and more is spent on advertisement : there are varying 

-eturns to selling costs. At first, selling costs yield increasing returns because a small amount 
)f advertisement cannot break the built up habits of consumers. As its volume is increased, 

it becomes easier to attract more customers. Another factor leading to increasing returns is 
improvement in the organisation of advertisement expenditure as its total amount is 
ncreased. The economies of large scale operation apply to advertising as much as to 
production. As the amount spent on advertisement is increased, specialisation is possible. 
At the same time, there are forces that work counter to these and make for diminishing 
returns. As advertisement is increased, the more easily accessible' buyers are won over and 
more resistant buyers have to be approached. Additional expenditures, therefore, yield ever-
smaller results as successively more resistant buyers have to be persuaded into buying the 
product. The two forces making for increasing and decreasing returns work side by side, 
forces working for increasing returns get weaker and for diminishing returns go stronger. 
A point is reached, therefore, where the former give way to the latter. After this point, if 
advertisement expenditures are increased further diminishing returns follow. Thus, selling 
.05tS encounter at first increasing returns and then diminishing returns. If we draw a curve of average 

selling costs, showing output sold on the X-axis and average selling costs on the Y-axis, it will fall at 
reach a minimum point and then start rising. This curve of average selling costs of the firm 

:an be added to the average production costs curve and a combined average cost curve can 
be obtained. 

'Equilibrium of the Firm with Selling Costs 
In the analysis of equilibrium of the firm with selling costs, the fact should be borne 

En mind that while selling costs add to the demand for the product of the firm, they increase 
total costs also. The.kind of marginal analysis we have been applying earlier is applicable 
tae selling costs also: The rule is that the addition to revenue made by an increase in selling expenditures 

be balanced against the increase in total costs. If we assume the price and product as given, 
very easy to indicate the optimum volume of selling costs for the firm. 

lip

00 ay be in a particular range of prices. 
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Fig. 6.6 Choice of the equilibrium 
Outpuwith selling costs, both Price 
and. Product being given to the Firm. 
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Figure 6.6 depicts the equilibrium of the 
firm with selling costs. Let EZ be the given 
level of price and APC the average production 
cost curve of the given variety of the product. 
The curve APC is U-shaped. Add to this the 
curve of average selling cost which is also U-
shaped. In the figure 6.6 we observe that as the 
output sold increases, the vertical distance 
between APC and ACC goes on increasing. This 
is due to the increase in average selling costs 
with output. We get a combined average cost 
curve ACC which is also U-shaped. We can 
also draw the cost curve marginal to the 
combined cost curve. Let it be CMC. What are 
the optimum amounts of selling cost and the 
corresponding output ? Obviously that at 
which total profit is the maximum. This is very 
easy to find in Fig. 6.6. Line EZ shows the 
assumed price level of the product at which the 
product is sold. As selling costs are increased, 
total costs go on increasing. That level of selling costs gives the maximum profit where ti 
last unit sold in the market adds to total cost what it is sold for. In other words, the (combine  
marginal cost must equal the assumed price. Since CMC intersects EZ at R, OM is tl 
equilibrium output and the area ERNF is the maximum profit. The firm should not produ 
and sell an amount more than OM because if it did so the excess of marginal costs over pri 
will reduce its total profit. Similarly, it should not sell less than OM, for in that case 
marginal costs will be less than its price and there will be scope for increasing total profit  
selling more. Therefore, OM is the total output which the firm should produce and adverti  
at the given price level EZ and with the given quality of the product being produced. 

Group Equilibrium with Selling Costs 
Equilibrium of the group when different 

firms advertise in competition with each other 
can be discussed in a simplified fashion in the 
same way as we did with regard to price and 
output variation. A simple model of advertising 
competition among a group adapted from 
Chamberlin is this. Suppose the firms in a group 
are in equilibrium, some of them earning super-
normal profits. To begin with none of them does 
any advertising. Suppose now that one of them 
thinks that he can increase his profits by 
advertising and he believes that other firms will 
not follow him. Let us have our 'uniformity' of 
cost assumption about firms in the group. Figure 
6.7 shows what happens in the group because 
although the figure is drawn for any one firm, it 
represents all the firms in the group. 

ACC2 
ACC1 

Z  

Fig. 6.7 Group Equilibrium with 

K  

 selling Costs. 
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OUTPUT 
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Fig. 6.8 Choice of Profit- 

maximising output.and Price with 
variations in selling cost, quality of 

the product being given 
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Suppose the firm, shown in figure 6.7, is in equilibrium without selling cost with OK 

output. Suppose the firm decides to spend some amount on advertisement which is shown 
by the difference between APC and ACCT . With the so incurred selling costs added to the 
production cost curve APC, the firm has a combined cost curve ACC1. If the rivals to the 
group do not bother, the firm would increase its sales to OM since. selling this output 
equates its marginal (combined) cost to the given price. (The combined marginal cost curve 
is not shown). But this hope of the firm will not materialise since rivals, afraid of losing their 
customers, may also compete in advertising. The various firms vie with each other in 
advertisement. In this rivalry they may not only win or lose each other's customers but also 
attract some more buyers from out of the group into buying the products sold by the group; 
as a result, the market for the products of the group may expand. But for how long shall 
advertising go on increasing in competition? Stable equilibrium shall be reached only 
when the combined cost curve, rising in the process, will become tangent to the price-level 
line EZ. The equilibrium output then, shall be 0M1, for an output more or less than this 
will mean loss of profit to the firm at this output. This solution is again a tangency 
solution. The equilibrium output OM 1  is more than the previous output OK because the 
group attracts customers from without. 0M1  is the share of this firm in the market. This 
equilibrium output 0M1  is less than that which the firm would have sold, had rivals not 
followed his initial advertising. 

B. EQUILIBRIUM OF THE FIRM WITH VARIABLE SELLING COSTS 
AND PRICE FOR A GIVEN PRODUCT 

In the analysis of selling costs given so far we have kept the price of the product 
constant and assumed the quality of the product as given. The analysis can be extended to 
include price changes along with changes in the amount of selling costs incurred by the firm. 
In the following diagrammatic analysis of the firm's equilibrium with variable price and 
selling cost, it is assumed that- 

1. The quality of the product has already been decided by the firm. The nature of the 
product is given. 

I 

2. The firm has only a few alternative levels 
of lump-sum selling costs for the given 
brand of the product. 

3. Selling costs are in the nature of fixed 
costs which are borne by the output of 
the firm as a whole. So, selling costs do 
not vary with the level of production. 

In the Figure 6.8 the producer-firm is assumed 
to have three alternative levels of selling costs, say 

1,000, 2,000 and 3,000. As these three levels of 
selling costs are incurred, there are three different 
demand curves for the firm's product, D1, D2 and 
D3. The higher the level of selling cost, the higher 
will be the demand-curve for the firm's product. 

Let us assume that the average total cost 
curves (short-run average cost curves) for the firm's 
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Fig. 6.9 'Wastes' of Monopolistic 
competition 
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product with the three levels of selling costs are represented by ATC1, ATC 2  and ATC3. Thc, 
cost curves include both production costs and selling costs. Marginal revenue and margir: 
cost curves could be shown in the diagram. But these have been omitted to keep the diagra:-
simple. It is assumed that the maximum amounts of profit which can be earned at the thr,--, 
different levels of demand and cost for the representative firm in the group can be calculat,: 
from the demand curves and the average total cost curves. The profit per unit earned w:1--
0M1  Enothing output is the vertical distance between the demand curve D1  and the avera 
cost curve ATC1, The total profit is the shaded area formed under the point P. At the ne 
higher level of selling cost, Z 2,000, the level of profit is given by the shaded area fom_e: 
under the point Q. With Z 3,000 as selling costs the total profit is the shaded area form:..- 
by the equilibrium point R on the.demand curve D3. 

The firm has three different levels of profit which it can earn by producing 0M1, 
and 0M3  amounts of output respectively. The corresponding prices are M1  P, M2Q and M, 
The firm has to choose the highest amount of profit from out of these three combinatic--  
of price and selling costs. It will choose the second level because it is the broadest and I--
longest sided rectangle in the diagram. The equilibrium price isM2Q. The selling cc - - - 
associated wi.ri this price will be Z 2,000. 

9. 'WASTES' OF MONOPOLISTIC COMPETITION 
Professor Chamberlin's analysis hints at some 'wastes' from the social view 

which monopolistic competition involves. 

Price Higher, Output Less than that Under Perfect Competition 
If one looks at the diagram of equilibrium 

of a firm in the long-run given below, it is clear 
that, subject to the assumption of identical costs 
and revenue conditions in different firms, the 
firm earns only normal profits and operates at 
less than its optimum capacity. This fact is 
shown in Figure 6.9 where AC is the average 
cost and AR the average revenue curve of the 
firm working under monopolistic competition. 
In the long-run, the firm earns only normal 
profits, that is why AC is tangential to AR; 
equilibrium output is 0M1  and price OE. If the 
firm were working under pure competition, it 
would produce the optimum output 0M2  and 
sell it at a price M2Q. Obviously, output would 
have been higher and price lower than that 
under monopolistic competition. In other 
words, firms working under monopolistic competition would tend to operate with excess capacity, p' 
would be higher and output made available to consumers lower than that under pure competition. 

Inferior Quality of the Product 
How about the quality of the product ? Just as for a given variety of product, price 

inevitably higher under monopolistic than under pure competition, so for a given price,  
quality of the product is invariably somewhat inferior. After all, these two propositions ar 

1 
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but two aspects of a single one. If a seller could, by the larger scale of production which is 
characteristic of pure competition, give to the consumers the same quality of the product 
at a lower price, he could similarly give a better quality of the product for the same price. 
This is also illustrated in figure 6.9 in which R is the point of tangeney of the average cost 
curve to the average revenue curve. Under pure competition, the AR line would be horizontal 
and the point of tangency would be Q; price would be M2Q i.e. less than MiR. But if the price 
were now held constant at MiR and any seller could dispose of any amount he pleased at 
that price (as under pure competition), each would expand his output to approximately 
0M2. Every producer would then realise an extra profit equal to the vertical distance 
between point Q and the line EZ. This extra profit will be reduced by general improvement 
in the quality of the product with consequent rise in cost curve to the position of the dotted 
AC' whose tangency point Q' gives only normal profit to the firm. It gives a price which 
equals M1R. It follows, then, that due to monopolistic nature of competition, firms operate at excess 
capacity. The result is a price higher and/or quality of the product inferior to that which would be prevailing 
under pure competition. 

The Greater the Inelasticity of the Firm's Demand, the Higher the 
Wastages 

The analysis of price and output under monopolistic competition shows that under 
free entry, there is a tendency for the number of firms to be excessive, each of them operating 
inefficiently. The extent of excess capacity in firms depends upon the elasticity of demand 
for the firms' products; lower is the price elasticity, greater the inefficiency in the firm. In 
figure 6.8, the distance between point R and point Q depends upon the inclination (slope) 
of the average revenue (AR) curve. This means that greater is the intensity of consumer 
preferences for particular brands of a product, higher is the price which consumers have 
to pay; lower the output they get and poorer the quality of the product. 

Non-informative Advertisement 
Then add to all this the competitive, non-informative, advertising expenditures. These 

departures from the purely competitive behaviour were referred to by some authors as the 
'wastes of competition'. By 'competition' they meant monopolistic competition. 

Conclusion 
The simple question one can pose here is: Are selling costs and other means of 

differentiation of the product and the resultant excess capacity under monopolistic competition 
among firms 'Wastes of competition' ? The answer is not simple to give. Much controversy 
and doubt surrounds the issue. Some are inclined to think that the wastes due to monopolistic 
competition are small as compared to the satisfaction that consumers get in the form of 
variety and breadth of choice. Of course, if pure competition prevails, consumers may get 
homogeneous products at lower costs and prices. It is not known whether consumers would 
prefer products at lower prices without variety to products at higher prices but with some 
choice of variety in a free market economy. 

There is much to be said in favour of product differentiation. Even in socialist economies 
like Russia, trade marks, brands and varieties of consumer goods have been welcomed by 
consumers. The purpose and effect of product differentiation seems to be to raise standards 
of quality. The government in that country has come to the conclusion that it is preferable 
to induce quality competition among enterprises rather than enforcing standards of quality 
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through administration. This shows very clearly that product differentiation or prop- 
of variety gives extra satisfaction to the consumers. It is not all a waste of society's resour:., 

10. CRITICISM OF THE THEORY OF MONOPOLISTIC COMPETITIO 
The model of monopolistic competition was received very enthusiastically in the 1

Yet, despite its almost instant success, it later generated a lot of criticism and contro - 

Problems with the Product Differentiation Assumption 
The downward-sloping demand curves are derived from the assumption of pros 

differentiation. This is inconsistent with the assumption that the cost curves or den-
conditions are the same for all firms. If the outputs of two firms are genuinely different, t:.= 
the costs per unit are not really comparable. Furthermore, the long-run equilibrium of th 
firm with only normal profit is also logically incorrect. If the firm is providing a unique 
product and making supernormal profits as an consequence, other firms can compete awa 
these profits only by providing the same product. 

Another problem created by the introduction of product differentiation is that it 
dfficult to define an industry or "competing group." For example, tea, coffee, soft drinks, bet 
wine and liquor could form a chain of competing products. Under perfect competition 
monopoly, these would be considered as different homogeneous products; under monopolist 
competition it is not clear where we draw the line. 

Finally, differentiated products are not necessarily produced by different firms. F. 
instance, the fact that there are different brands of soaps and detergents—Surf, Ariel, Niii 
Wheel, Fena, Lux, Ganga—does not mean that this market is one of monopolistic competitio: 
All the differentiated products may be sometimes produced by a single firm. For example  
Hero Cycles produces at least five different brands of bicycles. What we have here is ar. 
oligopoly of multi-product firms. 

The Predictive Content of the Theory 
Another important criticism of the theory of monopolistic competition is that it is not 

useful for making any predictions. This criticism made by-Stigler is based on the argument 
that the test of a theory is not whether it is descriptively accurate but whether it accurately  
predicts the effects of changes in the economic environment. Unlike the theories of perfect 
competition and monopoly, the theory of monopolistic competition does not provide 
unambiguous predictions of the effect of changes in costs or demand on the price of the 
product, the size of the plant, or the number of firms in the industry. Consider, for instance, 
the question of the effect of an excise tax on output and price. We can analyse this problem  
under both perfect competition and monopoly and derive predictions about the effects. But 
this is not possible for monopolistic competition. The existence of advertising further 
complicates the situation. 

One prediction of the monopolistic competition model, that of long-run excess capacity 
and unexploited economies of scale, does not appear to be supported by empirical evidence. 

All this discussion of the monopolistic competition model does not mean that it IN 
been useless. In fact the vast literature criticising it shows that it did raise important issu( 
that were not considered in the earlier models of perfect competition and monopoly. It he 
compelled economists to think of the problems =of selling costs, advertising, non-pric 
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competition, and so on. It has highlighted the need to be careful in defining costs, capacity, 
and so on in a manner consistent with the other assumptions of the model. 

KEY DEFINITIONS 
1. Monopolistic Competition. It is a market structure where there are large number of 

small sellers selling differentiated but close substitute products in the market. 
2. Selling Costs. These are advertising expenditure incurred by the firm to promote its 

own product among the consumers. 
3. Non Price Competition. These are methods of competing rival other than price cutting 

through which the rival firms try to win over the customers from their competitors. Eq. 
gift scheme, discounts, free transport, after sales service etc. 

4. Differentiated Products. It means the real or imaginary differences in the product sold 
by the sellers in the market. Real differentiation in the product is through the differences 
in design, quality, colour, shape. Imaginary differentiation in the product is through 
advertising, trade marks and brand names. 

5. Group. A group under monopolistic market structure are the firms which produces 
differentiated products which are very close substitutes to each other. 

I. 

O 

 

QUESTIONS 

 

FILL IN THE BLANKS 

1. Monopolistic competition is a market structure characterized by a  - - - - - - - - number firms. 
2. A market with few entry barriers and with many firms that sell differentiated product is 

3. In monopolistic competition, each firm's marginal revenue lies 	 its demand 
curve. 

4. In monopolistic competition, each firms marginal revenue has 	 slope. 
5. In long run equilibrium, a firm in monopolistic competition earns 	 profits. 
6. In monopolistic competition, firms usually will produce with 	 capacity. 
7. Selling costs, are likely to be a part of total cost in 	  

8. Product variation and advertising expenditure are the features of  	 

II. MULTIPLE CHOICE QUESTIONS 

1. Firms in monopolistic competition make products that are 
(a) Perfect substitutes (b) Perfect complements 
(c) Close substitutes (d) Close complement 

2. Product differentiation is a characteristic of 
(a) Perfect competition (b) Monopoly 
(c) Monopolistic competition (d) Perfectly elastic demand 



I.  1. Large 2. Monopolistic competition 3. Below 4. Negative 5. Normal 

6. Excess 7. Monopolistic competition 8. Monopolistic competition 

II.  1. (c) 2. (c) 3. (a) 4. (b) 5. (c) 

MANAGERIAL ECONOMICS 

3. In monopolistic competition, firms can earn profit in 
(a) Short run and long run (b) short run and not in long run 
(c) Long run and not in short 	 (d) neither short nor long run 

4. In the long run, in monopolistic competition, firms earn 
(a) Losses (b) Normal profits 
(c) Super normal profits 	 (d) zero profits 

5. Excess capacity and selling costs are the features of 
(a) Perfect competition (b) Monopoly 
(c) Monopolistic Competition 	 (d) Non profit competition 

III. SHORT ANSWER QUESTIONS 
1  Monopolistic Competition 
2. Selling Costs 
3. Product Variation 
4. Non price Competition 
5. Differentiated Products 

IV. LONG ANSWER QUESTIONS 
1. How does a firm decide its price and output under monopolistic competition ? 
2. Define selling costs and distinguish these from other costs. How does a firm choose tke 

optimum level of selling costs ? 
3. Are there any 'Wastes' of monopolistic competition ? 

4. What is Excess Capacity ? How does it arise under monopolistic competition ? 

• • • 
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OLIGOPOLY AND DUOPOLY 
PRICING ANALYSIS 

Definition of Oligopoly 
Oligopoly—the market situation with a few sellers 

competing with each other—is a market structure that is widely 
found in present day industry. Oligopoly1  is that form of imperfect 
competition in which there are only a few firms in the industry 
producing either an homogeneous product or producing products 
which are close but not perfect substitutes for one another; the 
number of firms is more than one but is not so large that any one 
seller be in a position to take decisions regarding his price, output, 
product and selling effort without taking any note of the reactions 
which his rivals may have to his actions. In case there are only 
two sellers in the market, it may be called Duopoly, but this is 
also a special form of oligopoly because from the point of view 
of price theory the nature of problem is the same' whether there 
are two or a few sellers. 

The actual market situations bear more resemblance to 
oligopoly than to either monopoly or monopolistic competition. 

1. George, J. Stigler defines ologopoly as "that situation in which a firm 
bases its markets policy in part on the expected behaviour of a few 
close rivals." The term [oligopoly' is derived from two Greek words 
oligoi meaning a few a poleein meaning to sell. 
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Generally, in industries we find more than one firm but not so many as to warrant 
assumption that the actions of one of them are of no concern to others. While thus oligop 
is commonly found in the real world, it has not been so far possible to build up a satisfacte-
integrated and general theory of oligopoly behaviour. A satisfactory oligopoly theory wog.:  
consist of a few related generalisations commanding substantial agreement and capably 
application to policy. 

The Slow Development of Oligopoly Theory 
The failure to develop a general theory of oligopoly is not due to the fact that economists 

were not conscious of this gap in their theory and reality. As far back as 1838, Augustin 
Cournot published his theory of the two competing sellers. But no one paid any attention 
to his work until the 1880s, nor did his ideas become widely known and discussed until the 
1930s. This neglect of Cournot's valuable contribution to the building of oligopoly theory 
was due to the later economists' pre-occupation with the economics of perfect competition. 
They were busy building up a highly simplified, although abstract, theory of the functioning 
of the economy. The economics of imperfect competition discussed by Mrs. Robinson and 
Professor Chamberlin served to break the spell that economics of perfect competition had 
cast; existence of monopolistic elements in the actual markets was not only admitted but 
was duly incorporated into the theory of value. The model of imperfect competific - 
popularized by Professor Chamberlin, although nearer reality, was confined to pricing - 
the large group. He only hinted at the existence of oligopoly in that he did not go muc_--

beyond presenting two classical models of duopoly and suggesting their relevance to furth. - 
realistic development of price theory. As far as Mrs. Robinson's work goes, she bypassed ft 
whole problem of oligopoly to discuss a 'world of monopolies', not of monopolistic situation 
In spite of these great advances in economic theory, the real, most extensively found mark: 
situation of oligopoly was not analysed. 

Variety of Models of Oligopoly 
Since 1933, economists have striven to formulate models of oligopoly. But they have 

not succeeded in building up a theory, although many valuable contributions have been 
made by some of them, notably by William Fellner, Fritz Machlup, Paul M. Sweezy, Hall and 
Hitch, K.W. Rothschild, von Neumann and 0. Morgenstern. These writers have presented 
different models of oligopoly all of which it has not been found possible to integrate. The 
difficulties of building up an integrated theory of oligopoly behaviour flow from the nature of this market 
situation. Before we proceed to examine the major contributions in this field, a close look at 
the major difficulties that the subject of oligopoly presents is in order. 

1. DIFFICULTIES OF BUILDING A GENERAL THEORY OF OLIGOPOLY 
Building up a theory of oligopoly presents certain problems that are characteristic c - 

this type of market structure. Certain features are peculiar to this form of the market tha: 
complicate its analysis. These characteristics of the oligopoly markets from which difficulties 
arise are as under. 

Varying Institutional Arrangements 
The industries exhibiting oligopolistic organisation differ widely in their institutional 

arrangements for different firms. In practice, there may be as 'many varieties of arrangement 
as the number of industries. "The theory of oligopoly has been aptly described as a ticket 
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or admission to institutional economies."1  As William Feliner has also pointed out, there is 
a strong tendency towards some kind of understanding or collusion among the few firms 
under oligopoly. There may be tacit or gentleman's agreement among them to follow particular 
policies; firms may decide to follow a dominant or a low cost leader firm; or they may act 
independently in other spheres taking an established price as given. Empirical investigations 
have led economists to recognise that each oligopolistic industry is to some extent unique. 
The institutional arrangement of the oligopolistic industry will depend on many factors. 

First, the stage of development of the industry will to some extent determine 
entrepreneur's knowledge of market conditions, the probable reactions to be expected from 
rival enterprises and, in general, the intensity of competition. 

Secondly, it depends upon the relative sizes of various firms in the industry and the 
motivation of those in control—whether they are ambitious to expand their shares of the 
market, or are content to let sleeping dogs lie. 

Thirdly, the existence or lack of price leadership has also to be taken into account. If 
there are facilities for the spread of knowledge of the market, it may act as a establishing 
element, reducing discrimination or price- cutting; corresponding to each management in 
the market, a model can be built. As a result, the number of theoretical models of oligopoly 
has multiplied fast. 

Oligopolistic Interdependence 
The most important feature that differentiates an oligopoly from monopolistic 

competition is the interdependence between various firms in their decision-making; if any 
one seller decides to cut his price or improve his product or embark on a tremendous 
advertising campaign, it leads to countermoves on the part of his competitors; thus, his 
individual actions do not go unnoticed by his rivals. Every firm under oligopoly knows that 
at least some of his rival's decisions depend on his own behaviour, and it must take this fact 
into account in his own decision-making. 

The fact of interdependence of decision-making among various firms separates it sharply 
from pure and monopolistic competition. Under pure competition, the firm cannot decide 
anything about its price; it has to merely adjust its output to the given price, as determined 
by the industry as a whole, to earn only normal profits. The firm is a 'price-taker' and a 
'quantity-adjuster', it has absolutely no monopolistic control on its price. Under monopolistic 
competition, the interdependence of firms in taking their decisions about price-output and 
sales effort is assumed away by postulating that the number of sellers in the market is so 
large and the difference between their product is so small that if one of them decides to 
change his price, product or sales expenditure, it does not evoke any reaction from his 
competitors; therefore under monopolistic competition, every firm is free to pursue its own 
policies. The drastic assumptions on which the models of pure and monopolistic competition 
were based, made it possible to draw an individual firm's revenue and cost curves and 
study the determination of its price and output equilibrium. Under oligopoly, one firm's 
actions lead to some reactions by other firms and these reactions have to be anticipated and 
reckoned with when any firm makes any decisions. There is no single, set pattern in which 
other firms may react to any move by one firm. A wide variety of behaviour patterns is 
possible. This kind of interdependence cannot be described just through one model of 

1. E.S. Mason, "Price and Production Policies of Large Scale Enterprise", American Economic Review, 
March 1939, Proceedings XXIX, pp. 64.65.  
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Under oligopoly, firms do not always have a co-operative attitude towards each other 
: rather the attitudes are conflicting. At one time, the rival firms may realise the disadvantages 

oligopoly. One model can explain, at the most, one particular pattern of beha \ 
Consequently, the neatness of analysis that is found under perfect and monopo_ - 
competition is lacking with oligopoly analysis. 

Oligopolistic Uncertainty 
A very serious analytical difficulty under oligopoly arises directly out of a firm's 

to take account of its competitor's reaction patterns. When a firm's manager thinks abaci 
making a decision, he takes into account the likely response of his competitors to it, but :tie 
has to recognise that his competitor, too, is likely to take this interdependence phenomena 
into account. The firms, thus, attempt to outguess one another. This is then likely to lea 
to an interplay of anticipated strategies and counter strategies which is complicated bevorz 
hope. The firm is only led to advance along an infinite sequence of compounded hypothe 
about his rival. "If I make move A, he may consider making countermove B, but he marl 
realise that I might then respond by making move C, in which case..." and so on al infinitlem 

Economists have devised various ways out of this confusion and tried to build 
analyses of oligopoly through various approaches. (i) One approach which businessmen also, 
adopt in practice is to assume that firms ignore the interdependence for minor day-to-dalr 
decisions and recognise it only with regard to a few major loolicy actions which are yen,  
rarely taken up. In this way the analysis of oligopoly becomes the standard analysis of the 
theory of the firm. (ii) Another approach to simplify oligopoly analysis is for a firm to 
anticipate the nature of competitive reactions on the basis of guess-work or past experience_  
For example, the firm might have learnt from past experience that its competitors match 
price changes immediately. In such a case, it is possible to take this reaction pattern into 
account and decide on a strategy which is optimal in terms of this assumption. (iii) The third 
method suggested is the theory of games. In this newly-developed approach, the firm is not 
taken to guess at his opponent's reaction pattern; but instead is thought to calculate the 
optimal moves of the competitor-his rival's best possible strategies-and prepare his own 
defences and countermeasures accordingly. Although all the three approaches are meritorious 
in themselves, none of them, taken individually, is entirely satisfactory. 

Price Rigidity and Non-price Competition 
Oligopoly markets are characterised by rigid prices. Once a price comes to prevail, .-

continues for years as such in spite of changes in costs and demand. Firms tend to stick 
the established price and limit their competitive effort to non-price competition i.e., chang-_ 
in the design and advertising of the product. Maintaining quoted prices constant, firms try 
to improve their position in the market through various types of concessions to the customer:,  
free delivery through rail, guarantee for some time, repair facilities, some kind of gifts with 
the product etc. Stickiness of prices under oligopoly could not be understood and explained 
for a long time. Oxford economists, Hall and Hitch and. Paul M. Sweezy, have put forward 
the 'kinked demand curve hypothesis' to explain it. But it has not been viewed as an 
altogether satisfactory attempt. Again, a major part of the competition is in the form of 
product variation and selling activity which is not amenable to precise measurement and 
thorough analytical treatment. Professor Chamberlin's insights into non-price competition 
have proved valuable but not always applicable. 

Conflicting Attitudes of Firms 
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of hostile competition and may have a desire to unite in a combine so as to maximise their 
joint profits; the tendency at such a time is towards collusion to serve their common 
interests. After some time, dissatisfaction of one firm or the other may lead to conflict and 
cut throat competition; firms may come down to fight each other to death. In oligopolistic 
industries, price stability prevails most of the time but price wars also occur. Firms may 
come into clash on the questions of distribution of profits and allocation of markets. Thus 
two conflicting attitudes are at work under oligopoly—one of co-operation and united action 
and the other of conflict and antagonism. This creates an atmosphere of indeterminacy 
under oligopoly which makes a generalized analysis very difficult. 

Existence of Non-profit Motives 
The marginalist economic theory built so far gives good results on the basis of the 

fundamental assumption that every firm strives to get maximum profits by equating its 
marginal costs with marginal revenue. This in turn requires that it is possible to calculate 
marginal cost and marginal revenue and that businessmen actually do so. Under oligopoly 
situations, it has been established through empirical surveys that entrepreneurs have many 
other motives than profit-maximization such as security and sales maximization, risk 
minimization etc. It has not been possible so far to combine these non-profit aims with profit 
maximization and to find out the way the firm makes its price-output decision. Thus, the 
attempt at analysis of oligopoly situations has revealed a fundamental weakness of the 
theory of the firm that we have. Although attempts have been made to incorporate non-
profit motives into some recently developed models of oligopoly, these have also emphasized 
one goal too much to the neglect of the other goals of the firm. 

Indeterminate Solutions 
As we have, noted above, oligopoly is characterized by price rigidity. Marginalist 

profit-maximization approach has tried to rationalise this peculiar oligopolist behaviour. 
Concept of the 'kinked demand curve' under oligopoly has been used to demonstrate the fact 
of price rigidity on the one hand and its reconcilability with the rules of thumb which 
businessmen employ in practice on the other. However, all this effort has not given any neat, 
analytically unassailable solutions: rather marginal analysis gives indeterminate solutions.1  

The fact of the matter is that under oligopoly, it is not possible to clearly draw the 
firm's average revenue (demand) curve. 'Kinked demand curve' is just an over simplified 
form of the psychologically imagined demand curve on the part of a firm working in an 
oligopolistic market. The horizontal demand curve under perfect competition, and the falling 
demand curve under monopolistic competition are the result of the highly simplifying 
assumptions on which these models are built. In oligopolistic situations, the crux of the 
problem is to find out the realistic assumptions on which revenue curves are built to 
adequately explain the behaviour of firms. We have to wait till further theoretical work is 
in position to do this. 

1.  Fritz Machlup explains indeter minacy as under : 
"In a general way, economics speak of indeterminacy if not enough information is available to give a 
safe and unambiguous answer to a question before them. If they wish to solve a problem but find that 
the data which are assumed to be "given" would permit of two ormore answers they will say that the 
problem has no determinate solution." 
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2. CAUSES OF EMERGENCE OF OLIGOPOLY 

1. Historical Factors. Exactly how do oligopolies come into being is an interesz 
study. Historically, oligopolies in industry have come into existence in two wa - 
First, the industry may have been atomistic in structure but in the course of - 
a few firms may have expanded either with the overall market for the industry -
at the cost of other smaller firms into large firms. These large firms may have 
motivated by the desire to keep a dominant part of the market with 
Secondly, the industry may have been controlled from the beginning by a few fir-7 
who had the power to keep potential competitors out. In the industrially advancez 
economies, oligopoly may have emerged in both these ways. 

2. Economies of Scale. The most important factor encouraging oligopolistic contra 
of the market is the economies of scale. As technological progress takes place, there 
is more scope for greater mechanisation, division of labour and progressive reduction 
of costs. Naturally, larger firms are in a position to reduce costs much more than 
the small ones. As larger firms expand, small ones are driven out of the market. 
Examples of such oligopolies are steel industry, autonipbiles, cement, petroleum etc 
It, however, needs to be borne in mind that oligopolies need not only be found in 
large industries: they are found in local markets also. In small towns, a few efficient 
business units may be all that are necessary to satisfy local demand, such as 
dealers of hardware and building material. The market being small, it can 
accommodate only a few firms. 

3. Superior Entrepreneurs. Another factor responsible for the emergence of oligopoly 
is the existence of superior entrepreneurs who, motivated by the desire for large 
gains or power, prestige or leadership, follow aggressive policy of ruthless 
competition against weaker rivals to force them to either go out or merge with 
them. 

4. Patent Rights. Another source of emergence of oligopoly is the patent rights and 
other exclusive franchise which a few firms may have acquired in the matter of 
production of some product . 

5. Control on Indispensable Resource. Or a few firms may have come to possess 
control of some indispensable resource used in the manufacture of the product. This 
may have enabled the firms to secure a big advantage in cost over all other firms 
and to operate at a price at which other firms could not survive. As a result, other 
firms which had to buy this costly resource could not survive the competition a:-  _ 
a few firms came to dominate the industry. 

6. Difficulties of Entry into the Industry. Lastly, oligopoly may come to exist becau_s, 
of difficulties of entry into the industry. One big difficulty in some industries is ti- - 
large requirements of capital. Businessmen do not like to venture into those industries  
entry to which, even of one firm, is likely to depress prices to such an extent as t -

make it unprofitable for all. They may also be afraid of the price war that the:: 
entry may provoke from the established firms in the industry. Prospective entrants 
to an industry are also deterred by the difficulty of marketing new products or new 
brands in the presence of already well-established, well entrenched brands. 

nil 

I 



OLIGOPOLY AND DUOPOLY PRICING ANALYSIS 

3. CLASSIFICATION OF OLIGOPOLY SITUATIONS AND OLIGOPOLY 
MODELS 

Oligopoly can be classified on various bases. The main aim behind classification of 
__gopoly situations is to tackle the complexities and diversities of oligopoly by dividing the 

aralysis of price and output determination in such markets into several segments. It is easier 
- - build up separate models for different classes of oligopoly. 

Pure Versus Differentiated Oligopoly 
Oligopoly situations can be classified as pure and differentiated on the basis of the absence 

presence of differentiation. If the products of various firms are homogeneous, the term pure 
,-,poly is applied. This model is approximated in some of the capital-goods industries, such 

a, cement production. Mutual interdependence will be greater when products are identical 
than when they are differentiated since any price change by one firm is certain to produce 
substantial effects upon the sales of competitors and cause them to change their prices. 

On the other hand, in differentiated oligopoly, in which products are not homogeneous, 
price changes will have less direct effect upon competitors because of the practical isolation 
of the market of each firm. The stronger the differentiation, the weaker will be the feeling 
of mutual inter-dependence. Differentiated oligopoly is characteristic of a very large portion 
of the economy including most consumer goods manufacturing industries, and retail trade 
in most areas. The degree of differentiation and strength of a feeling of mutual interdependence 
vary widely among industries however. This fact greatly complicates the development of 
a model for price-output-analysis. In the models of oligopoly that follow, we shall deal with 
pure oligopoly. This is because introducing product heterogeneity does not make much 
material difference to these conclusions. There is only the difference of total profits that 
various firms earn. Otherwise, the broad nature of analysis remains the same. 

Collusive versus Competitive Oligopoly 
Oligopolistic market structures induce collusion among the firms in the industry, but 

at the same time collusive arrangements are difficult to maintain. There are at least three 
major incentives for oligopolistic firms toward collusion. In the first place, by decreasing the 
amount of competition among the firms, it can enable them to act monopolistically and 
increase their profits thereby. In the second place, it can decrease oligopolistic uncertainty. 
If the firms act in concert they can reduce the possibility of one firm taking action detrimental 
to the interests of the others. In the third place, collusion among the firms already working 
in an industry will facilitate blocking of entry of newcomers into the entry. At the same time, 
once a collusive arrangement comes to exist, any single firm is provided with a strong profit 
incentive to break away from the group and to act independently. These forces of collusion 
and co-operation, agreed or tacit, can be classified into different types so as to facilitate 
building representative models. If there is collusion, it may perfect or imperfect oligopoly; 
if there is none, firms may follow their independent policies. 

This classification of collusive oligopoly, suggested by Fritz Machlup, will be followed 
in the oligopoly models to be presented in this chapter. Three main types of models will be 
discussed: (a) Perfect collusion, where firms act on complete concert for the maximisation 
of joint profits: (b) Imperfect collusion, where firms do not have any explicit agreement but 
have a tacit understanding; and (c) Independent action on the part of firms. But before we 
start this, we shall do well to examine three classical models of duopoly which have proved 
stepping stones to the building of contemporary oligopoly analysis. 
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4. THE THREE CLASSICAL DUOPOLY MODELS 

There are different models of oligopoly and in oligopoly more than two firms ar€ 
as a result, the analysis will be multidimensional. The only way out to restrict it 
dimensions is to study the simplest analytical form of oligopoly which is duopoly. The:-
we shall do well to choose as our starting point the study of the three classical di_ 
models given by Cournot, Edgeworth and Chamberlin. These models employ highly sir-  = 
assumptions about interdependence of decision-making between the two firms. The 
two models are drastically simplified by assuming that in deciding his price-output 
one duopolist does not take into consideration the possible reactions which his rig 
have to his actions. This assumption of ignoring completely the mutual interdepend , - 
the two rivals has been called by Fritz Machlup Zero Conjectural Variation1. This assu7-  r - 
of course, ignores the problem of oligopolistic interdependence which is at the 1-- -
oligopoly problem. Chamberlin has not ignored the problem. Since the three models ,-
different assumptions about their behaviour they accordingly differ in their corn= _ 
about price and output of the two firms. 

The Cournot Model 
At the outset, we shall look at perhaps the oldest formal model of duopoly beha 

a model suggested by the French economist, A.A. Cournot in 1838. 

It is instructive to note here that in the Cournot model it is the rival's output w 
assumed to remain the same as one duopolist plans a change in his output. Another 
which was popular later on is that of Edgeworth. The Edgeworth model assumes the 
price to remain unchanged as one duopolist contemplates a change in his price. Professor 
Chamberlin revived interest in the two simplified models, recognised the interde 
of the two sellers and then, by introducing the assumption of recognition of 
dependence tried to put life into the model. 

Cournot began his analysis with the basic assumption that duopolist A believes 
duopolist B will not change his (B's) quantity of output, irrespective of the actions of the duopolist 
Furthermore, the assumption is entirely symmetrical so that A and B may be intercha- _ 
in the statement above. To give form to his model, Cournot supposed that A and .F 
entrepreneurs who own identical mineral wells, located side-by-side. The mineral 
coming from these springs can be bottled and sold without cost to the entrepreneurs. 
we have the simplest possible duopoly case. Since there are no costs of production a: 
we have only to analyse the demand side of the market. 

Assume that the straight line DB in figure 7.1 is the market demand curve for 
mineral water. Further, suppose that OA = AB is the maximum daily output of each sp- - _ 
Thus if the total output of the two duopolists (OA + AB = OB) is put on the market each 
the price will be exactly zero. We might also mention at this point that if the market 
purely competitive, the long-run equilibrium price would be zero (because costs are 

1. This term was borrowed from R. Frisch, "Monopoly-Polypoly—The Concept of Force in the Eco 
translated by Bechkerman in International Economic Papers No. 1. 

2. The reason is follows : since total costs is zero, marginal cost is zero. Additionally, the ma 
revenue curve-assiociated with a straight-linee demand curve is found by taking one half the horiz 
distance between the demand curve and the price axis. Thus if drawn in Figure 16.1. ma 
revenue would be a straight line from -O to A. Thereore, marginal revenue equals marginal cost at 
output of OA units. 
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— _1st be zero to yield the no-profit 
- - solution). 

pose the duopolist A is tempOrarily a 

lipenopolist: he goes into business first. A will 
accordingly bottle his entire possible output OA 
and sell it for the monopoly-profit-maximizing 
pox OC per bottle. His total profit is, therefore, 
C_ ".PC, the maximum attainable.2  Now let B enter 

market. He finds that A is producing OA units. 
Therefore, the best B can do, under the assumption 
that A will continue to produce OA units, is to 
regard the segment PB as his (B's) demand curve. 
He will accordingly produce AH (=1/2 AB) units. 
Total supply is now OA + AH = OH units. This 
output will bring a price of ON per unit. Total 
profit decreases to OHQN, of which OAKN is 
A's profit. 

Now that B has entered the market, A must reappraise his position. Under the 
assumption that B will continue to produce AH units, the best that A can do is to produce 
1 2 (OB — AH) = OF units. He accordingly reduces his output from OA to OF units. Total 
supply is OF + AH = OG units, this amount fetching a price of OM per unit. Total profit now 
increases to OGRM, of which OFTM > OAKN is A's profit and FGRT > AHQK is B's profit. 

Now that A has surprised B by reducing his output, B must revalue the situation. 
Continuing with the assumption that A will hold his output constant, the best that B can 
do is to produce 1/2 (OB — OF) = 1/2 FB. Thus B increases his output, presumably to A's 
surprise. Then A must again consider, producing one half of OB minus B's output. This 
process continues until a total of OE units are produced, selling for OL per unit. A produces 

2 
C5 units and B produces SE = OS units. Finally, total output OE =  3 OB1. 

What can be said of this equilibrium solution ? We may answer this question by 
comparing the Cournot duopoly solution with the monopolistic and with the purely 
competitive solutions. If A and B had formed a coalition, each could have produced 1/2 OA = 

units, thereby gaining the maximum possible profit OAPC. They could then have divided 
this equally, each obtaining OVWC in profit. As we can see, this coalition profit would be 
considerably greater than the actual equilibrium profit OSZN received by each. Consequently, 
bv competing one with the other, price and profit are lower and output is greater than would 
have occurred if there had been a coalition (that is, monopoly situation). In other words, 
consumers are somewhat better off because of competition rather than coalition. 

A begins by producing 1/2 OB and continually reduces his output untill he produces OS units. 
Algebraically, A's final output is 
OB (1 — 1/2 — 1/8 — 1/32 ........ ) = OB—OS = 1/2 OE (sum of a G.P. Series). 
Just oppositely, B begins by producing nothing and continually increases his output until it reaches 
SE. Algebraically B's final output is 
OB (1/4 + 1/6 + 1/64 + ........ ) = 1/3 OB — SE = 1/2 OE (sum of G.P. Series Adding these two 
expressions together, we obtain total output 

1 
OB (1 — 1/2 + 1/4 —  + 1/16 — 1/32 + 1/64 ..... ) = 2/3 OB = OE. 
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But consumers are worse off under competitive duopoly than they would be if 1-:-.11 

market were purely competitive. In the latter case output would be OB and price would be 
zero. In summary, Cournot duopoly equilibrium results in an output that is two-thirds c 
the possible (purely competitive) output and a price that is two-thirds of the most profitablo 
(monopoly) price. 

The Edgeworth Solution 
F.Y. Edgeworth was not satisfied with Cournot's solution of the duopoly problem. H€ 

criticized Counot's assumption that each entrepreneur and his rival will not adjust the price 
at all. Edgeworth preferred to work with the premise that the duopolists change their price 
Entrepreneur A will probably assume that entrepreneur B will never change his (B's) price 
irrespective of A's action. Edgeworth then used this assumption in Cournot's 'mineral wells' 
example to show that an equilibrium solution would not exist. 

Figure 7.2 is constructed to explain 
Edgeworth's model. The market, by assumption, is 
evenly divided between the two duopolists. RC 
and RC' accordingly represent the demand lines 
for A and B respectively. OB and OB ' are the 
maximum possible output of A and B respectively. 
OP is the 'monopoly' price that would be set if A 
and B formed a coalition and extracted the 
maximum possible profit. Similarly, OQ is the price 
obtainable if each duopolist sells his entire output. 

Suppose that somehow both producers decide 
to charge OP per unit, the output sales therefore 
amount to OA and ON respectively. Now 
entrepreneur A (say) believes that B will retain the 
price OP, despite whatever he (A) does. A 
consequently recognises that by shading his price 
slightly below OP, he (A) can -attract enough of B's customers to sell his entire output 0 
This would certainly be more profitable to A. For example, if he reduced his price from CI' 
to OS, his profit would increase from OARP to OBTS. 

But when A does reduce his price to OS 'B must then reconsider his price-output polio, 
A has attractedAB = A 'V units of sales from B, so that B's profit has fallen to OVRP. Now 
B also assumes that A will hold his price constant at OS. He therefore realizes that if he 
reduces his price slightly below OS, say to OS he can attract enough of A's customers to 
sell his entire output OB'. When he does so, his (B's) profit increases from OARP to OB IS 
At the same time, A's sales are considerably reduced and his(A's) profit declines. A thei 
believes that if he shades his price slightly below OS 1, he can sell his entire output OB 
attracting customers from B, still believing that B will not change his price from OS'. Suci 
a competitive move will again temporarily increase A's profit. But B then sees that a further 
price cut will enable him (B) to make a greater profit. 

Thus according to Edgeworth, A and B will competitively bid down price until 
reaches the level OQ, at which point both .. A and B are selling the entire amount that thel 
can produce. Now, one of the entrepreneurs, say entrepreneur A, again realizes that his rival 
B can supply no more than OB ' units. At the price OQ, B sells his entire output. If B doe 
not raise his price from OQ, A can raise his price to OP and sell OA units. A's profit wouli 
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accordingly increase from OBWQ to OARP. Therefore, A makes the price increase, knowing 
that B cannot attract any of the OA units of sale because he cannot supply them. 

Then B realizes that if he increases his price to a point slightly below P, he can still 
sell OB 'units, making a larger profit. So he jumps his price. But A then believes that he can 
increase his profit by reducing his price slightly below B's etc. So around and around we 
go and thus in the Edgeworth case we never stop. Price bounces back and forth between 
OP and OQ, never stopping for more than a moment. Consequently, the Edgeworth duopoly 
solution is one of perpetual disequilibrium, price constantly varying from the competitive 
to the monopolistic level. 

The Chamberlin Solutions : Mutual Dependence Recognised 
What was wrong with Cournot and Edgeworth solution ? Obviously the fault lay in 

the extremely naive assumption that neither entrepreneur recognizes their mutual 
interdependence, and the failure to allow A and B to change their responses. Chamberlin 
criticized the Cournot and Edgeworth cases on precisely this ground. To quote him directly, 
"None of the solutions yet given conforms perfectly to the hyopthesis that each seller acts 
so as to render his profit a maximum. In order to do this, he will take account of his total 
influence on price, indirect as well as direct When a move by one seller evidently forces the 

• other to make a countermove, he is very stupidly refusing to look further than his nose if 
he proceeds on the assumption that it will not."2  A.H. Chamberlin then proceeded to suggest 
a solution in which both sellers recognise their mutual interdependence. Let each seller, 
then, in seeking to maximise his profit, reflect well, and look to the total consequences of his 
move. He must consider not merely what his competitor is doing now, but also what he will 
be forced to do in the light of the change which he himself is contemplating:"3  

Chamberlin's proposed solution can be shown in terms of either figure 7.1 or figure 7.2. 
Look first at figure 20.1. Let duopolist A originally produce OA units, selling for OC price 
each. Duopolist B enters the market and, just as in the Cournot solution, produces AH units, 
the price falling to ON per unit. This is where the difference enters. Under Chamberlin's 
competitive assumption, A no longer believes that B will produce AH units. Instead A 
realizes thatB will manoeuvre competitively in an attempt to gain the greatest possible 
profit. A recognizes that the greatest profit obtainable is OAPC. He, therefore, immediately 
reduces his output to OV units. B is similarly aware of this potentially dangerous competitive 
situation. He therefore, immediately reciprocates by producing VA units. Total output is 
thus OA and price is OC. A and B split the monopoly profit OAPC between themselves. Each 
is aware of the dangerous consequences of a further move. They consequently live together 
in harmony, possibly growing fat on their monopoly profit. 

The same sort of thing would happen if the situation were as shown in figure 7.2. 
Suppose that price is initially anywhere between (including) OQ and OP. Then A (say) 
would immediately increase his price to OP confident in his belief that B will follow suit. 
And B will do so because he realizes that the maximum permanent profit can thus be made. 
Once price is OP, furthermore neither duopolist has an incentive to change it because each 
realizes that the ultimate results would be far less desirable than the monopoly-profit 
situation. 

1. E.H. Chamberlin, Theory of Monopoly Competition, Cambridge, 1956, pp. 32-34. 
2. Chamberlin 'op.cit., p. 46. 
3. Ibid., p. 47. 
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Chamberlin's model, as we can see, involves a kind of solution. The entrepreneur, _ 
not meet and plot their coalition. Indeed, they do not have to. Each is a reasonably intellig-_- -
fellow who looks to the future. And each duopolist, looking a little beyond his nose, sees t: 
having monopoly profit is the best thing for him in the long run. Chamberlin's model,  
short, always guarantees an equilibrium solution—in particular, the monopoly equilibriL-
His model also embodies somewhat more sophisticated behaviour on the part of the ri-. _ 
entrepreneurs. As a matter of fact, many oligopolies doubtless reach this (monopoly) soluti 
But just as obviously, some do not. Thus the Chamberlin model, while making a valu 
contribution to oligopoly analysis, certainly is not a general description of oligopoly behaviour.. 
As we observed right at the outset, it is not possible to build one generalized model 
oligopoly market structure, but even then it has been possible to neatly classify su - 
situations and build up separate models for each such situation. It is to the considerati - 
of these models that we can turn. 

5. SWEEZY'S MODEL OF OLIGOPOLY 

In 1939 a theory of non-collusive oligopoly was developed by Prof. Paul Sweezy 
America. A similar theory was developed by Professors R.L. Hall and C.J. Hitch in England_ 
This is known as the kinked demand theory. The model seep to explain how it is that, even 
when there is no collusion at all among oligolopolists, prices can nevertheless remain stable_ 

The theory is based on two asymmetrical assumptions : 

1. If an oligopolist cuts its price, its rivals will feel forced to follow suit and cut theirs, 
to prevent losing customers to the first firm. 

2. If an oligopolist raises its price, however, its rivals will not follow suit because, by 
keeping their prices the same, they will thereby gain customers from the first firm. 

In these assumptions, each obligopolist will face a demand curve that is kinked at the 
current price and output. See the Figure 7.3 gven below. A rise in price will lead to a large 
fall in sales as customers switch to the new relatively lower-priced rivals. The firm will thus 
be reluctant to raise its price. Demand is relatively elastic above the kink. On the other hand, 
a lowering of the price will bring only a modest increase in sales, because rivals lower their 
prices too and therefore, customers do not switch over to the price-reducing firm. The firm 
will thus also be reluctant to lower its price. 
Demand is relatively inelastic below the kink. 
Thus oligopolists will be reluctant to change 
prices at all. 

This price stability can be shown by 
reasoning with the help of Figure 7.3. 

In the figure 7.3, the demand curve LKD is 
also the average revenue curve for the oligopolist. 
It has a kink at the point K. Now if we draw the 
marginal revenue (MR) curve corresponding to 
this AR curve, it would be having the shape of 
Lab with a gap from a to b. The gap in the MR 
curve, a to b, lies exactly below K where the AR 
curve is kinked. From b onwards it is again a 
continuous curve. 
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But how do we draw the MR curve ? To see how this is done, imagine dividing the 
agram into two parts either side of At quantities less than Qi  (the left hand part of 
Le diagram), theMR curve will correspond to the shallow part of the AR curve. At quantities 
-eater than Qi  (the right-hand part), the MR curve will correspond to the steep part of the 
R curve. To see how this part of the MR curve is constructed, imagine extending the steep 
art of the AR curve back to the vertical axis. From this extended AR curve, we can derive 
Le corresponding MR curve. Since this is the imagined MR, we show this in the dotted line 
'rm. That explains the gap between a and b. 

We suppose that the firm wants to maximise profits. Therefore, it chooses to produce 
the output Qi  because at this output MC = MR i.e. the marginal cost curve MCi  cuts the MR 

'rye in the gap protion of the MR. So the price is fixed at OPi. If the costs of production 
) up and the marginal cost curve takes the position MC2, even then the profit-maximising 
rice and output remain the same. The MC2  equals the MR at the output Thus, the price 
ill remain stable even with a considerable change 

Criticism 
Despite its simple demonstration of the 

real world fact of price stability under oligopoly, 
the model does have two major limitations. 

1. Price stability may be due to other 
factors. Firms may not want to 
change prices too frequently as it will 
involve modifying price lists, 
working out new revenue predictions 
and revaluing stocks of finished 
goods, and it may upset customers. 
Price stability, therefore, is not a 
proof of the accuracy of the 
assumptions of the model. 

2. Although the model can help to 
explain price stability, it does not tell 
us how the prices are set in the first 
place. To do this, some other model 
would be required. This is a serious 
limitation of the model in times of 
response to higher costs and greater 
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Fig. 7.4 Stable price under conditions 
of a kinked demand curve. 

inflation, when oligopolists raise prices in 
demand. 

The model, however, does predict that the price will be raised only after marginal cost 
has risen above MC2  in figure 7.4, and that once it has been raised, a new kink will form 
at that price. Price will then remain fixed at that level until higher costs once more force 
a further price rise. 

6. PRICE LEADERSHIP MODELS OF OLIGOPOLY 
One form of tacit collusion under oligopoly is where firms set the same price as an 

established leader. The leader may be the largest firm—the firm which dominates the industry. 
This is known as dominant firm price leadership. Alternatively, the price leader may simply 
be the one that has emerged over time as the most reliable one to follow : the one that is 

in costs. 



MANAGERIAL ECONOWCZ 160 

PL - 

D D Market 
Leader 

market 

I  leader 

MR leader 

N4N  

S all other firms MC leader 
S all other firms 

0- 
0 QL QF QT OUTPUT Q 

D 

the best barometer of market conditions. This is known as barometric firm price leac, - 
Let us examine each of these two types of price leadership in turn. 

How in theory does the leader set the price ? The leader will maximise profits 
its marginal revenue is equal to its marginal cost. 

In Figure 7.5(a), the total market demand curve is shown as D. The supply curve 
followers is also shown as S. These firms, like perfectly competitive firms, accept the = - 
as given, only in this case it is the price set by the leader, and thus their joint supply c 
is simply the sum of their MC curves—the same as under perfect competition. 

The leader's demand cove can be seen as that portion of market demand which rerr 
unfilled by the other firms. In other words, it is market demand minus other firms' supf.--tk, 
At P1  the whole of market demand is satisfied by the other firms, and so the demand :ra,  
the leader is zero (point a). At price P2 the other firms' supply is zero, and so the leader fact,  
the full market demand (point b). The leader's demand curve thus connects points a arc 

The leader's profit will be maximised where its marginal cost equals its marg-z-,L 
revenue. This is shown in Figure 7.5(b). The diagram is the same as Figure 7.5(a) but 
the addition of MC and MR curves for the leader firm. The leader's marginal cost equals m. 
marginal revenue at an output of QL„ (giving a point 1 on its demand  curve). The leader thr.s 
sets a price of PL, which the other firms then duly follow. They supply QF (i.e. at point f 
their supply curve). Total market demand at PL  is QT (i.e. point t on the market demanz 
curve), which must add up to the output of both leader and followers (i.e. QL  + QF). 

Fig. 7.5 (a) Division of the market between the leader and the followers 
(b) Determination of price of the leader and followers output 

In practice, however, it is very difficult for the leader to apply this theory. 'The leader' 
demand and MR curves depend on the followers'supply curve—something the leader will 
find virtually impossible to estimate with any degree of accuracy. The leader will thus hay 
to make a rough estimate of what its profit-maximising price and output will be, and simply 
choose that. That is the best it can do ! 

A simpler model is where the leader assumes that it will maintain a constant Mark 
Share (say, 50 per cent). It makes this assumption because it also assumes that all other 
will follow its price up and down. This is illustrated in Figure 7.6. It knows its curren 
position on its demand curve (say, point a). It then estimates how responsive its demand 
will be to industry—wide price changes and thus constructs its demand and MR curves on 
that basis. It then chooses to produce QL  at a price of PL  determined at point 1 on its demand 
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... here MC = MR). Other firms then 
that price. Total market demand 

be QT, with followers supplying that 
of the market not supplied by the 

, namely QT  — QL  

There is one problem with this 
del. That is the assumption that the 
liowers will want to maintain a 

crirt5tant market share. It is possible that 
e leader raises its price, the followers 
want to supply more, given that the 
price (= MR for a price- taking 

marginal cost. On the other hand, the 
_ - _.-)wer) may well be above their Fig. 7.6 A price leader aiming to maximise 

profits for a given market share 
7o1Iowers may decide merely to maintain 
..weir market share for fear of invoking retaliation from the leader in the form of price cuts 

:1. an aggressive advertising compaign. 

Barometric Firm Price Leadership 
A similar exercise can be conducted by a barometric firm. Although the firm is not 

dominating the industry, its price will be followed by the others. 
It merely tries to estimate its demand and MR curves assuming, again, a constant 

market share—and then produces where MR = MC and sets price accordingly. 
In practice, which firm is taken as the barometer will frequently change. Whether we 

are talking about oil companies, car producers or banks, any firm may take the initiative 
in raising prices. If the other firms are merely waiting for someone to take the lead-say, 
because costs have risen-they will all quickly follow suit. For example, if one of the bigger 
building societies raises its mortgage rates by 1 per cent, then this is likely to stimulate the 
others to follow suit. 

KEY DEFINITIONS 
1. Oligopoly. It is a market structure in which a few firms produce all or most of the 

market supply of a particular good or service. It is the form of imperfect competition 
in which few firms in the industry produce either homogeneous or differentiated products. 

2. Duopoly. It is a market structure in which two firms produce all or most of the market 
supply of a particular good or service. 

3. Pure Oligopoly. If the products of various firm are homogeneous, it is known as pure 
oligopoly. Mutual interdependence will be greater between the firms. 

4. Differentiated Oligopoly. If the products of various firms are not homogeneous, it is 
known as differentiated oligopoly. The stronger the differentiation, the weaker will be 
the mutual interdependence. 

5. Price Rigidity. It refers to a situation where the price of a good doesnot change 
immediately due to the changes in the demand and supply conditions of the good in 
the market. 
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6. Price leadership. It is the setting of prices of a good in a market by a dominant 
which is followed by other firms in the same industry. 

O 
I. FILL IN THE BLANKS 

QUESTIONS 

1  If a few large firms dominate the industry the market is known as  - - - - - - - - - - -  
2. Under kinked demand theory the prices of oligopolists are predicted to be 	 
3. A kinked demand curve facing an oligopolist is based on the notion that rival firms 

not match the price  - - - - - - - - - - - - -  
4. Kinked demand curve theory is developed by 	  
5. The setting of price by a dominant firm in an Industry is called as  - - - - - - - - - -  
6. Duopoly is a market structure where there are 	 sellers. 
7. A group of competitors operating under a formal agreement is called a 	 
8. If the group of competitors operates under informal agreement, it is called as 	 

oligopoly. 

II. MULTIPLE CHOICE QUESTIONS 

1  The linked demand curve theory assumes 
(a) Firms cooperate (b) Firms are competitive 
(c) Firms are collusive 	 (d) Firms forms a cartel 

2. Under which type of market structure is price rigidity often predicted ? 
(a) Perfect competition (b) Oligopoly 
(c) Pure Monopoly 	 (d) Monopoly 

3. In the Kinked demand curve model 	 is/are likely to change when there is a sma 
change in cost. 
(a) neither price nor quantity (b) price only 
(c) price and quantity 	 (d) quantity only 

4. The theory of kinked demand implies the following : 
(a) Horizontal MR (b) Vertical MR 
(c) Discountinuous MR 

	
(d) Upward MR 

5. Oligopoly is characterized by 
(a) Large sellers (b) Many sellers (c) One seller (d) Few Sellers 

III. SHORT ANSWER QUESTIONS 

1. Oligopoly 
2. Duopoly 
3. Price Rigidity 
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4. Price Leadership 
5. Pure V Differentiated Oligopoly 

IV. LONG ANSWER QUESTIONS 
1. Write down the characteristic features of oligopoly. 
2. What is duopoly ? How do Cournot and Edgeworth determine price and output under 

duopoly ? 
3. Explain Sweezy's kinked demand curve model of oliogopoly price rigidity. 
4. How do firm under oligopoly determine price and output when there is a price leader ? 

ANSWERS 
I. 1. Oligopoly 2. Rigid 3. Increase 4. Prof. Sweezy 

5. Price Leadership 6. Two 7. Cartel 
II. 1. (b) 2. (b) 3. (a) 4. (c) 5. (d) 

8. Collusive 
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NATIONAL INCOME 
ACCOUNTING 

1. MACROECONOMICS : IMPORTANCE AND 
LIMITATIONS 
Macroeconomics has been variously described. According 

to R.G.D. Allen, "The term 'macro economics' applies to the study 
of relations between broad economics aggregates." In 
Culbertson's view, "Macroeconomic theory is the theory of 
income, employment, prices and money. Professor K.E. Boulding 
calls macroeconomics "that part of economics which studies the 
overall averages and aggregates of the system". These definitions 
do not adequately describe the nature and scope of 
macroeconomics. As Edward Shapiro puts it, "Macroeconomics 
attempts to answer the truly "big" questions of economic life—full 
employment or unemployment, capacity or undercapacity of 
production, a satisfactory or unsatisfactory rate of growth, 
inflation or price-level stability." In short, macroeconomics gives 
bird's eyeview of the economic system as a whole. It examines 
the forest, not the trees. It is concerned with the basic problem 
of the determination of the flow of income. The basic theoretical 
structure is the model of the circular flow of income. 
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Importance of Macroeconomics 

Prof. J.K. Mehta feels that so long as men live in society, the economist cannot ati 
to neglect the study of macro-economy. The theoretical and the practical importance 
macroeconomics would be clear from the following arguments : 

1. Functioning of an Economy. Macroeconomic analysis is of paramount import 
in getting us an idea of the functioning of an economic system. It is very essen 
for a proper and accurate knowledge of the behaviour pattern of the aggrega 
variables, as the description of a large and complex economic system is impossi 
in terms of numerous individual items. 

2. Formulation of Economic Policies. Macroeconomics is of great help in t 
formulation of economic policies. The days of 'laissez faire' are over 
government intervention in economic matters is an accomplished fac 
Governments deal not with individuals but with groups and mas 
individuals, thereby establishing the importance of macroeconomic stun -  
example, during depression, when machines lie idle and men roam from 
post in search of employment, macroeconomics helps us to analyse the 
leading to depression and unemployment and die the adoption of suitable p 
to cope with such a situation. 

3. Understanding Microeconomics. The study of macroeconomics is essential - 
proper understanding of microeconomics. No microeconomic law could be --
without a prior study of the aggregates; for example, the theory of individual 
could not have been formulated with reference to the behaviour pattern - -
single firm, howsoever representative it might have been; the theory was 
only after the behaviour pattern of several firms had been examined and a-  
For example, the forest, though an aggregation of trees, does not exhibit the 
behaviour and characteristics of individual trees. Micro-economics has been, and, 
to some extent, remains a jungle of special assumptions, special cases, 
unsatisfactory measurements and abstract theorising. 

4. Understanding and Controlling Economic Fluctuations. Economic fluctuations are 
a characteristic feature of the capitalist form of society. The theory of economic 
fluctuations can be understood and built up only with the help of macroeconomics, 
for here we have to take into consideration aggregate consumption, aggregate 
saving and investment in the economy. Thus, we are led to analyse the causes of 
fluctuations in income, output and employment, and make attempts to control 
them or at least to reduce their severity. 

5. Inflation and Deflation. Macroeconomic approach is of utmost importance tc 
analyse and understand the effects of inflation and deflation. Different sections oi 
society are affected differently as a result of changes in the value of money 
Macroeconomic analysis enables us to take certain steps to counteract the adverse 
influences of inflation and deflation. 

6. Study of National Income. It is the study of macroeconomics which has brough' 
forward the immense importance of the study of national income and socia 
accounts. In microeconomy such a study was relegated to the background. It is th( 
study of national income which enables us to know that three-fourth of the woric 
is living in abject poverty. Without a study of national income, as a result of the 
development in macroeconomics; it was not possible to formulate correct economic 
policies. 
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7. Study of Economic Development. As a result of advanced study in 

macroeconomics, it has become possible to give more attention to the problem of 
development of underdeveloped countries. Study of macroeconomics has revealed 
not only the glaring inequalities of wealth within an economy but has also shown 
the vast differences in the standards of living of the people in various countries 
necessitating the adoption of important steps to promote their economic welfare. 

Limitations 
Excessive Generalisation. Despite the immense importance of macroeconomics, there 

is the danger of excessive generalisation from individual experience to the system as a 
whole. If an individual withdraws his deposits from the bank, there is no harm in it, but 
if all the people rushed to withdraw deposits, the bank would perhaps collapse. 

Excessive Thinking in terms of Aggregates. Again, macroeconomics suffers from 
excessive thinking in terms of aggregates, as it may not be always possible to get the 
homogeneous constituents. Prof. Boulding has pointed out that 2 apples + 3 apples = 5 apples 
is a meaningful aggregate; 2 apples + 3 oranges = 5 fruits may be described as a fairly 
meaningful aggregate, but 2 apples + 3 sky-scrapers constitute a meaningless aggregate; it 
is the last aggregate which brings forth the fallacy of excessive macro thinking. 

Heterogeneous Elements. It may, however, be remembered that macroeconomics 
deals with such aggregates as consumption, saving, investment and income, all composed 
of heterogeneous quantities. Money is the only measuring rod. But the value of money itself 
keeps on changing, rendering economic aggregates immeasurable and incomparable in real 
terms. As such, the sum or average of heterogeneous individual quantities lose their 
significance for accurate economic policy. 

Differences within Aggregates. Under this approach one is likely to overlook the 
differences within aggregates. For example, during the first decade of planning in India (from 
1951-1961), the national income increased by 42%; this, however, doesn't mean that the 
income of all the constituents—the wage earners or salaried persons—increased by as much 
as that of entrepreneurs or businessmen. Hence, it takes no account of differences within 
aggregates. 

But these limitations may be taken more in the nature of practical difficulties in 
formulating meaningful aggregates rather than factors invalidating the immense 
importance of macroeconomic analysis. With the commencement of Keynes' General Theory 
and his basic equation, Y = C + I, interest in the study of macroeconomics has deepened. 
Significant `breakthroughs' in the computation of national income accounts (the study of 
which forms the very basis of macroeconomics) prove it beyond doubt that the limitations 
of macroeconomic studies are not insurmountable. 

2. CONCEPT OF NATIONAL INCOME AND THEIR 
INTERRELATIONSHIPD 
Macroeconomics works with aggregates. The central variable in it is 'income' which 

is very often called National Income. This concept is as much debated as it is popular. 
According to Prof. Samuelson, "It is the loose name we give for the money measure of overall 
annual flow of goods and services in an economy. National income is the sum total of all 
labour and property income earned in producing the national output." The National Income 
Committee appointed in India in 1948 expressed the concept in the simplest possible terms. 
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"A national income estimate measures the volume of commodities and services turned car 
during a given period counted without duplication." That national income is a mo 
measure of the final goods and services produced in a country is also stressed by S" 
Kuznets : "It is the net output of commodities and services flowing during the year 
the country's productive system in the hands of the ultimate consumers or into the 
addition to the country's capital goods." 

In national income accounting, different concepts of aggregate income are suitable 
different purposes. Therefore, many different concepts of the net annual output 
estimated. We explain them as under : 

Gross National Product (GNP) 
It is the total value of all final goods and services produced in the economy in 

year. In the words of W.C. Peterson, "Gross National Product may be defined as 
current market value of all goods and services produced by the economy during an inco 
period." There are two ways of avoiding double counting in estimating the GNP. One 
to count only final goods and services leaving out all int nediate goods. Final goods 
services are those which directly satisfy the consumption needs while intermediate g 
are meant to be used up in the productive process itself. The second method of avoid' 
double counting is to calculate the 'value added' in each productive sector of the econo 
The value added in a productive process during a period is found by subtracting the v 
of the inputs from the total value of the product leaving the process. The sum total of 
value added by all the processes would give us the value of GNP. The GNP calculated 
this way excludes the value of imports because their cost is automatically deducted 
the value of output of the industries using them. To get the net national produc-__ 
depreciation would have to be deducted from the sum of 'values added.' The 'value added"  
method and the 'final products' method give the same results. While the former takes int 
consideration the flow of output past each process the 'final products' method counts Ene 
quantity of commodities which are delivered at the end of a given period, with suitable 
adjustments for the goods still in transit at the beginning and the end of the period. The 
'value added' method is in line with normal business accounting procedures beta -_:  
every firm records the value of its output and the value of materials used. The 
products' method is beset with a number of difficulties in that it requires a division 
actual output in consumer's goods and producer's goods. 

Net National Product 
When we subtract depreciation charges for renewals, repairs and obsolescence 

the GNP we obtain the Net National Product at market prices. Thus 

GNP at. MP — Depreciation = NNP at market prices 

Depreciation means the loss of value suffered by nation's stock of fixed capi 
(building, machinery, equipment etc.) through wear and tear. The problem of valuing 
depreciation of the capital stock is one of the most troublesome in the field of national inco 
accounting. The convention has been to accept business records as a measure of depreciati 
without attempting to rework the estimates in terms of current replacement cost. Thus 
national product means the market value of all final goods and services after providing 
depreciation. The great merit of the concept of NNP is that it clarifies the net increase in to 
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-.-.7_suction over and above current consumption and current replacement investment. It 
znifies the long run improvement in physical productivity of capital. The concept of NNP 

-3-,  the great advantage of telling us the net increase in total product. It stresses the long-
significance of maintaining the productive capacity of the economy. As such it is 

7emely useful in the study of economic growth. 

Net National Income at Factor Cost 
It is the sum-total of all income payments made to the factors of production. The sum 

otal of goods and services in a year is produced by the cooperation of the factors of 
production and as such their money value is also distributed among the factors of 
production. Hence, national income may also be regarded as the total or incomes received 
by the factors of production or by persons supplying the services or resources used in 
production. These payments take the form of wages, rent, interest and profits. Thus the chief 
constituents of national income at factor cost are as follows : 

(1) All wages, salaries and supplementary incomes earned by employees against 
productive services rendered, plus (2) Interest paid to private individuals plus (3) Net rents 
of all individuals; including imputed payments like the rents of self-occupied houses plus 
(4) Net Profits of all kinds of business, including the income of individual business like 
farmers, partnerships, professional men like lawyers, net earnings of joint stock companies 
comprising dividend payments, undistributed profits and corporate taxes. 

Minus (5) Transfer Payments. i.e., those income payments for which no productive service 
is made in return. In other words, these represent no payments for production of goods and 
services, but transfer of income through state or a similar public body from one set of 
individuals to another like interest paid on national debt, social security payments 
(e.g., unemployment benefit and old age pensions) etc. These Transfer Payments must be 
deducted from the total national income as determined by adding the total payment made 
to the factors of production. 

The Relation between NNP at Market Price and National Income at 
Factor Cost 

Indirect Taxes. The phrase at factor cost is to be contrasted with the phrase at Market 
prices. Goods produced are sold at market prices which include the indirect taxes imposed 
by the Government. Indirect taxes are levied on commodities, such as excise duty on beer 
and cloth etc. Thus the market value of the national product exceeds the income paid to the 
factors of production by the amount of indirect taxes. Hence, net national income at factor 
cost shows the income actually received by the factors of production. Let us presume that 
the actual cost of producing a certain output is Z 100 which is given to different factors of 
production as wages, rents, interest and profits. The Government imposes taxes worth Z 25 
on this output so that it is sold in the market for Z 125. This is the market price of output, 
while income payments made to factors of production amount to Z 1.00 only. Thus, from 
the money value of NNP at market price or NNI we deduct the amount of indirect taxes to 
arrive at the net national income at factor cost. 

.*.  NNP at MP — Indirect Taxes = Net National Income at Factor Cost. 
Subsidyl. On the other hand, a subsidy causes the market price to be less than the 

factor cost. Subsidy is an aid in money. Suppose handloom cloth is subsidized at the rate 

1. Subsidy is a kind of financial help given by the government. 
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of 10 paise per yard and sells at 90 paise per yard. Thus, while the consumer pays 90 pa 
per yard the factors of production will receive Re. 1 per yard. The money value of cloth a 
factor cost would be equal to its market price plus the subsidies paid on it. 

NNI at Factor Cost = NNI at MP plus Subsidies minus Indirect Taxes. 
Government Surplus. Sometimes Governments render productive services and earl 

profits. These profits or surplus earned by the Government must be deducted before WI 

can find out Net national Income at Factor Cost because these profits do not go to factori 
of production in the form of incomes but are deposited in the government treasury anti 
therefore, must be deducted. 

NNI at Factor Cost = NNI at MP plus Subsidies minus Indirect Taxes and Governmer 
earned profits. 

In addition to the concept of net national income it is useful to have some idea a 
certain other income concepts which are required for some particular purposes. Importan 
amongst these are the following : 

Personal Income 
Personal Income is the total of incomes received by all persons from all sources; it consist 

of wages and salaries, interest rent and dividends received by individuals including frit 
corporate bodies (like clubs and churches treated as collective persons). It also include! 
mixed incomes of self-employed persons such as farmers, shopkeepers and barristers, an,  
all transfers received from public authorities by persons, such as pensions, unemploymen 
benefit, family allowances, etc. Personal income is thus equal to national income minus tht 
undistributed profits of companies and public enterprises plus transfer payments receive, 
by persons. The difference between 'national income' and personal income is that transfe 
payments while excluded from 'national income' are included in personal income. The step 
involved in calculating personal income may be shown as follows: 

National Income 
less Corporate profits 
less Employer contributions for social insurance 
plus Govt. Transfer payments 
plus Business Transfer payments 
plus Net interest paid by government 
plus Interest paid by consumers 
plus Dividends 
less Employee contributions for social insurance 
Equals PERSONAL INCOME 

Disposable Income 
Personal income as defined above is not the income over which persons have complete  

command to spend, to save or to give away in any manner they like. Income tax, nationa 
insurance contributions are obligatory payments which must be deducted to obtain wha 
may be called Personal Disposable Income. Even in this income are included contribution 
like pension, fixed commitments like the hire-purchase instalments which further go tc 
reduce the personal disposable income. 
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Disposable personal income is thus obtained by deducting personal taxes from the 
Personal Income. These personal taxes are in the form of income tax, wealth tax, 
ev.-,enditure tax and profession tax. Disposable Income consists of personal outlays and 

r onal saving. 

Disposable Income = Personal Income — Personal Taxes 

Personal consumption + Personal saving. 

The concept of Disposable Income is especially useful in estimating the likely demand 
for goods and services for personal use by individuals. In times of national emergency and 
scarcity, the concept is helpful in forecasting the gap between available supplies and likely 
demands. 

3. THE CIRCULAR FLOW AND NATIONAL INCOME MEASUREMENT 

The value of an economy's total output can be measured in three ways. These three 
methods give the same value of the economy's total output. The following figure shows the 
flow of income and expenditure in a simple model of the economy. The two main economic 
agents in the flow diagram are households and firms. The households can be thought of as 
the owners of factors of production, the services of which they sell to firms in exchange for 
income variously called wages, salaries, interest, rent and profit. In the simplified model of 

Fig. 8.1 The Circular Flow of National Income. 



SEM MANAGERIAL ECONOMICS 

the economy shown in the diagram, all profits are assumed to be distributed to housel-

and not retained by the firms. The firms use the factors of production to produce the van 
types of goods and services which they then sell to households, the government, forei.--
and other firms. 

Secondly, the diagram given above shows that the part of household income whic_-
not spent on consumption is either saved, spent on imports or is taken in taxes by - 
government. The government itself uses its tax revenue to finance government spendiri-
including transfer payments such as pensions, subsidies and grants. 

4. MEASUREMENT OF NATIONAL INCOME 

There are three methods of measuring national income because national income can - 
looked at from three view-points as total output, total product or total expenditure. All the, 
three are flows in the economy per period of time. They are three names for the same 
which is the aggregate output. As Cairncross has written, "The national income can 
looked at in any one of the three ways : as the national income measured by adding 
everybody's income; as the national product measured by adding up everybody's outpu 
as the national outlay measured by adding up the value of all the things that people 
and adding in their saving." 

Since the volume of flows in a particular period of time must equal, we can cl 
define a fundamental accounting identity which applies to a hypothetical economy 
particular period. It is 

Income = Product = Expenditure on product or, more formally, 
National Income = Net National Product 

Expenditure on net national product. 
and also, 

National Income + Depreciation = Gross National product 
= Expenditure on gross national product. 

It is clear from this fundamental identity that the measure of national income must 
give us the same result whichever the way we adopt. We explain the three methods of 
measuring national income below. The three methods measure the same flow. When 
production takes place, factors of production are paid. There is an income flow and an 
output flow. Output is purchased by people through expenditures which give rise to income. 
Thus income, output and expenditure are the three facets of the same coin. 

The Product Method 
Also known as the Inventory method or Commodity service method, it consists in 

finding out the market value of all final goods and services produced in a country during 
a given period. We add up the net production of all the 'industries' in the economy. For this 
we either adopt the value-added approach or the final goods approach. We find out the 
value added in different sectors: agriculture, mining, manufacturing, transportation, trade 
finance, government, professional and other services. The total of these would give us nei 
domestic product at factor cost classified by industrial origin. By adding net income frorr 
abroad to this total we get net national income at factor cost. 
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The Income Method 
This method consists in adding together all the incomes accruing to the factors of 

production by way of payments in the form of wages, rents, interest and profits. The method 
gives us national income according to distributive shares. 

The most important income share is that of labour. Labour is variously paid in the 
form of wages, salaries, supplements, compensations and in kind also. All these payments 
when aggregated give us the share of wages. The second share is that of capital rentals. To 
arrive at this we have to find out the net interest, rent, dividends, undistributed profits of 
corporations, profits earned by state enterprises and cooperatives. Then the third share is 
the income of self-employed persons which may consist of wages, rent, interest or profit. 
When all the three shares are added we get net national income. Adding depreciation to it 
we get Gross National Income. 
Gross National Expenditure Method 

This method involves the addition of personal consumption expenditures, gross 
private domestic investment, state purchase of goods and services and net foreign 
investment. The aggregate gives GNP at market prices. Deducting depreciation from it gives 
NNP at market prices. Further deduction of indirect taxes gives, us net national income at 
factor cost. 

The three methods given above need different types of statistics. Product method 
requires a census of manufactures and agricultural output. Income method can use personal 
taxes data and the financial statements of different enterprises. Expenditure method requires 
extensive family-budget data. In developed economies such data are easily collected. Some 
countries, therefore use all the three methods and obtain national income estimates 
consistent with one another. 

Why are Three Measures of National Income Needed ? 
The identity of total output, total income and total expenditure assures us that 

whichever the method we adopt, the figure of the national income obtained would be the 
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same. The question then arises. Why do we need to use three methods ? Why not do . 
one ? The answer is that it is the breakdown of the totals which is directly useful for 
These three estimates are needed not for the sake of pleasure but because these Se 7-V9 

different policy purposes. Their breakdown differs in the three cases. For example, in the CIA 
of output, it tells us the breakdown by industrial origin, such as the value added :3 

electricity generation or car production. Similarly, in the outlay method, we get till 
breakdown of total expenditure by consumption, investment and government expendi 
In adopting the income method, we obtain the components of the total income as wages 
salaries, interest, profits and dividends. 

The figure 8.2 shows the major components of each of the three measures. 
It should be remembered that National Income is a generic term. It represents the flo. 

of output or income over a year's time. It is denoted by the common symbol Y. Thus, wher 
we speak of national income, we are referring to the total value of income earned in thl 
country in an accounting year, as well as to the total value of current output, as also to th, 
total value of the expenditure needed to purchase that output. 

5. CALCULATION OF NATIONAL INCOME-DIFFICULTIES 
Although all methods are used almost in all countries to calculate national income, \ 

the calculation is a complex affair and is beset with conceptual and statistical difficulties 
Kuznets mentions the following difficulties : 

1. Difficulty of Defining the Nation. The definition of 'nation' is used in the studie 
of national income. National income doesn't only include income produced within 
the country but also income earned in other countries by way of shipping charges 
interest, insurance, and banking, minus any payments made to foreign countries 
Therefore, the definition of nation goes beyond the political boundaries. 

2. Non-marketed Services. Which kinds of goods and services should be included ii 
national income ? Commodities and services having money value are included in 
the national income but there are goods and services which may have no 
corresponding flow of money payments. Services performed for love, kindness and 
mercy and not for money have an economic value but have no money value. The 
difficulty is whether these services should be included in national income and how 
to measure their money value. For example, a paid maid servant's services are 
included in the national income but later when she marries the master, she is not 
paid any more, though she continues to perform the services. There is, thus, a 
reduction in the national income. 

3. Inapplicability of Any one Method. Another difficulty is regarding the method to be 
used in the estimation of national income. It is, however, preferred to use the three 
methods simultaneously depending upon the availability of statistics. 

4. Which Stage to Choose. Regarding the stage of economic activity at which national income 
be calculated, it is agreed that any stage—production, consumption and distribution 
may be adopted depending upon the function the national income estimate is expected 
to discharge. If the aim is to show the economic progress and power of the economy, 
then the production stage would be more suitable; if the aim is to measure the welfare 
of individuals, then consumption stage would be more useful. 
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5. Paucity of Statistics. Another important difficulty is the non-availability of statistical 
material. This difficulty is not peculiar to under developed countries, but even in 
advanced countries reliable and sufficient statistics are lacking. According to the 
National Income Committee of India, the available statistics, specially for 
agriculture and small-scale industries, are extremely unreliable and incomplete. 

6. How to Avoid Double Counting. Another difficulty is of double counting usually 
associated with the inventory method.. Double counting implies the possibility of 
a commodity like raw material or labour being included in national income more 
than once e.g., a farmer sells maize worth rupees two hundred to a mill-owner, the 
mill-owner further sells the maize flour to a wholesale dealer, who further sells it 
to a retailer and who in turn sells it to consumer; if we calculate it at every stage, 
its money value will come to eight hundred rupees but actually the increase in 
national income has been to the extent of two hundred rupees only. The best way 
to avoid this difficulty is to calculate only the value of all goods and services that 
enter into final consumption. 

7. Identification of Transfer Payments. Another difficulty in the calculation of 
national income is that of transfer payments associated with the income method of 
national income calculation. A person receives income of say Z 1,000 per year; part 
of it may have been received as interest payment on government loans. This part 
is in the nature of transfer payments and may be taken either as the income of the 
individual or of the government. If it figures under both the categories, aggregate 
national income will be unduly inflated. Therefore, the transfer of money from one 
person or group to another person or group should be avoided. The best way to 
solve this difficulty is to consider only the disposable income of individuals or 
groups i.e. personal incomes minus all transfer payments. 

8. Self-consumed Production. Another difficulty mostly peculiar to backward 
countries is that a substantial part of the output is not exchanged for money in the 
market, it being either consumed directly by producers or bartered for other goods 
and services in the unorganised sector. The existence of a vast unorganised and 
non-monetised sector makes calculation of national income very difficult. 

9. Multiple Occupations. As a result of little specialisation of functions a precise 
calculation of income by industrial origin or by distributive shares is rendered 
almost impossible. The production in agricultural, and industrial, as a matter of 
fact in all sectors is highly scattered and unorganised rendering the calculation of 
national income very difficult. 

10. Incorrect Statistics. Other difficulties pertain to the social backwardness of the 
people; they are superstitious. People do not disclose their incomes easily and 
correctly; they are illiterate and do not keep proper accounts or if at all they keep 
any accounts, these are highly unreliable. All these difficulties exist in India and 
the calculation of national income has been rendered difficult in the past. Efforts 
are, however, being made to solve these difficulties so as to find out correct 
estimates of national income and per capita income in India. 
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6. SPECIAL DIFFICULTIES OF NATIONAL INCOME CALCULATION 
IN UNDERDEVELOPED ECONOMIES 
These conceptual and statistical difficulties of national income calculation presets 

themselves in a more formidable manner in under-developed economies like India. 
National Income Committee (appointed in 1949) pointed out the following difficulties 
measuring the national income of India. It was primarily on account of these difficulties 
the National Income Committee, while computing the national income, did not adopt 
single method; rather 'Product method' and 'Income method' were adopted simultaneou  
Major conceptual and statistical difficulties were as follows : 

1. Self-consumed, Bartered Oroduction. A good portion of the produce is not broughl 
to the market to be exchanged with the measuring rod of money. It is eithel 
consumed directly by the producers or is exchanged for other goods and servicel 
Only rough estimates are made about this part of the produce. This difficulty 
mostly in rural areas in agricultural sector of the economy. Much reliancq 
therefore, cannot be placed on the national income figures thus obtained. 

2. No Systematic Accounts. Large number of produciiis do not keep any accounts d 
their produce because most of them are illiterate. They mostly produce for self 
consumption, not for the market. Thus, the national income estimates are based 
merely on oral inquiries from these producers and are not dependable as such 

3. Multiple Occupations. It is very difficult to estimate the national income of India 
by industrial origin because there is little specialisation of functions; occupational 
classification is not scientific. People have been found engaged in a number col 
economic activities simultaneously. 

4. Unreliable, Fabricated Data. Besides, there are statistical difficulties in computir 
national income of India. Reliable statistics are not available; if these are available 
these are not dependable. 

In underdeveloped countries many facts and figures essential for the income method 
are either lacking, or cover only a small proportion of the population. Same applies to 
statistical compilations (like censuses of production), available in advanced economies 
Recourse has to be made, therefore, to 'mixed method', i.e., the combination of inventors 
method and income method. 

7. IMPORTANCE OF NATIONAL INCOME STUDIES 
National income is generally believed to be the most important single index of thi 

overall economic situation of a country and as such commands a great deal of public 
interest. An individual as well as the government have to maintain the accounts of thed 
incomes and expenditures in one form or another. They must have a clear idea of the sources 
of income and the heads of expenditure. It is the foremost duty of a welfare government to 
know the changes in national income and per capita real income in order to have propel 
assessment of the economic progress in the economy. Since the publication of Keynes 
'General Theory of Employment, Interest and. Money' in 1936, there has been a changeove 
from micro-analysis to macro economic considerations like the aggregate national income, 
national consumption, national saving and investment. There is a shift from the constituent 
parts of an economy to the economy as a whole. The development of modern macroeconomic 
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analysis was primarily due to the concept of national income or national dividend. As such, 
national income analysis has assumed great importance after the publication of Keynes' 
General Theory. Before its publication, the study of national income remained confined to 
a few academic scholars. The study of national income is basic to the study of Keynesian 
theory of employment as the total performance of an economy is judged by an increase in 
income and employment. The growing importance of national income studies in recent years 
is due to the following reasons : 

1. Economic Policy. National income figures are an important tool of macroeconomic 
analysis and policy. National income estimates are the most comprehensive 
measures of aggregate economic activity in an economy. It is through such 
estimates that we know the aggregate yield of the economy and can lay down 
future economic policy for development. 

2. Economic Planning. National income statistics are the most important tools for 
long-term and short-term economic planning. A country cannot possibly frame a 
plan without having a prior knowledge of the trends in national income. The 
Planning Commission in India also kept in view the national income estimates 
before formulating the five-year plans. 

3. Economy's Structure. National income statistics enable us to have clear idea about 
the structure of the economy. It enables us to know the relative importance of the 
various sectors of the economy and their contribution towards national income. 
From these studies we learn how income is produced, how it is distributed, how 
much is spent, saved or taxed. 

4. Inflationary and Deflationary Gaps. National income and national product figures 
enable us to have an idea of the inflationary and deflationary gaps. For accurate 
and timely anti- inflationary and deflationary policies, we need regular estimates 
of national income. 

5. Budgetary Policies. Modern governments try to prepare their budgets within the 
framework of national income data and try to formulate anticyclical policies 
according to the facts revealed by the national income estimates. Even the taxation 
and borrowing policies are so framed as to avoid fluctuations in national income. 

6. National Expenditure. National Income studies show how national expenditure is 
divided between consumption expenditure and investment expenditure. It enables 
us to provide for reasonable depreciation to maintain the capital stock of a 
community. Too liberal allowance of depreciation may prove harmful as it may 
unnecessarily lead to a reduction in consumption. 

7. Distribution of Grants-in-aid. National income estimates help a fair distribution of 
grants-in-aid by the federal governments to the state governments and other 
constituent units. 

8. Standard of Living Comparison. National income studies help us to compare the 
standards of living of people in different countries and of people living in the same 
country at different times. 

9. International Sphere. National income studies are important even in the 
international sphere as these estimates not only help us to fix the burden of 
international payments equitably amongst different nations but also enable us to 
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determine the subscriptions and quotas of different countries to internationc-

organisations like the U.N.O., I.M.F., I.B.R.D. etc. 
10. Defence and Development. National income estimates help us to divide ti--

national product between defence and development purposes. From such figure, 
we can easily know how much can be spared for war by the civilian population_ 

11. Public Sector. National income figures enable us to know the relative roles of public 
and private sectors in the economy. If most of the activities are performed by the 
state, we can easily conclude that public sector is playing a dominant role. 

8. DERIVATION OF REAL INCOME 
Real national income is a measure of the goods and services at the disposal of a countr 

for consumption and investment. Changes in real national income register the real change 
in the country's production. Since national income is commonly measured in money terms, 
real national income can be obtained from money national income in two ways : 

1. By Estimating National Product at Some Fixed Prices. For example, in India, under 
the revised series of national income accounting, Abe estimate national income at 
the prices of 1970-71. 

2. By Using a GNP Deflator. In this method, the national income estimates at current 
prices are obtained. These are called nominal GNP estimates. Then we select a base 
year whose price index number we know already. We compare the base year price 
index with the current year price index and obtain the GNP deflator as follows : 

GNP deflator — Current year price index 
Base year price index 

Suppose the current year price index is 220 while the base year price index was 200, 
then the GNP deflator is 220/200= 22/20= 11/10= 1.1. 

In order to obtain the real national income we divide the nominal GNP with the GNP 
deflator. 

9. NATIONAL INCOME AS A MEASURE OF ECONOMIC WELFARE 
Gross National Product (GNP) is not a satisfactory measure of economic welfare 

because the quantitative estimates of national income do not include certain production 
activities and services which definitely affect the overall welfare of the people. Some of these 
factors not taken into consideration in computing GNP are as follows : 

1. Leisure. An important element affecting the welfare of a community is the amount 
of leisure enjoyed by its members. But leisure is not included in GNP. If the gross 
national income is increased merely by increasing the working hours of labour, it 
means less of leisure. In such a case welfare can be taken to have increased only 
it country places zero value on leisure. On the opposite, if the same GNP is 
produced after reducing the working hours of labour, it can be said that welfare 
has increased. 

2. Quality of Life. GNP estimates do not include quality of life as a component. With 
increase in GNP, the quality of life is bound to go down if environmental pollution 
is freely allowed. Economic growth involves urbanisation which leads to 
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overcrowding, spreading of slums, pollution of water and air. All these reduce the 
quality of life and social welfare is adversely affected. But the GNP figures place no 
value on quality of life. 

3. Non-market Transactions. Non-market transactions are those which are conducted 
outside the market system. Examples of such transactions are the transactions of the 
so-called black market, unwritten donations for religions and community functions 
etc. These transactions form a sizable part of the total transactions of less developed 
countries. But these are not taken into consideration for national income accounting. 
Thus, the GNP of these countries misses the activities of those who do not enter the 
regular market system and as such does not show the true total welfare. 

4. Structure of Production. Gross National Product shows the total of goods and services 
produced in the country, not the structure of the product. The national income 
accountant treats equally the poor man's goods and the rich man's luxuries. Building 
of a five-star hotel for 10 crores is considered the same as construction of ten 
thousand low-income group (LIG) houses valued at the same amount, even when we 
know that the latter adds more to the society's welfare in India than the former. 

5. vailability of Essential Consumer Goods. The standard of living cf a majority of 
the people in India depends upon the availability of essential commodities like 
wheat atta, rice, sugar, kerosene oil, cooking gas and cooking oils. Greater output 
of these commodities raises the standard of living of millions of people but the rise 
in the production of Maruti air-conditioned cars of the same value will mean the 
same thing for inclusion in the GNP. Obviously, the two things cannot be 
considered to be equally important from the viewpoint of social welfare. 

6. Externalities. External benefits and external costs are real commodities and 
discommodities produced in the economy which are not included in the GNP 
estimates. "An example of an external benefit is the pleasure one man derives from 
his neighbour's fine garden. An example of an external cost is the environmental 
pollution caused by industrial plants. The former increases welfare while the latter 
reduces welfare. Since these 'external effects' do not form a part of the market 
transactions, no value is attached to these and hence these are not included in GNP. 

In view of the limitations discussed above, we can say that national income is a poor 
indicator of social welfare. But some economists have attempted to broad-base GNP so as to 
make it reflect more correctly the changes in social welfare. One such attempt is that of Nordhaus 
and Tobin. These writers constructed an indicator of economic welfare called MEW (or measure 
of economic welfare). MEW measures all consumption which promotes human welfare. 

In estimating MEW, Nordhaus and Tobin deduct three items and add three items to 
GNP. The deducted items are : 

1. Those public and private expenditures which do not yield utility directly. Examples 
are government expenditure on national defence, police force, road maintenance 
and sanitation services. 

2. All consumer expenditure on durable household goods such as cars, TV sets, 
washing machines etc. which yield utility over their life-time. 

3. Estimated costs arising from "negative externalities" which are disamenities 
arising from urbanisation, congestion and pollution. 
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Nordhaus and Tobin add three items to consumption. These are : (1) the value of 

market activities; (2) the estimates of the value of the services of durable consumer goc 
actually consumed by the owners, both households and government, and (3) the estima-
of the value of leisure. 

By adopting this concept of MEW, Nordhaus and Tobin estimated that the figure oy 
MEW in the United States for 1965 was $ 1200 billion which was double the GNP for the 
same year. Further their estimate of the growth of per capita MEW for the period 1929-65 
averaged 1.1 per cent per year when the per capita growth of GNP for the same period was 
reported to be 1.7 per cent. The estimates reveal that the GNP growth rate overstates the 
growth of welfare these days. 

10. METHOD OF MEASURING NATIONAL INCOME IN INDIA 
The estimates of national income of a country obtained by adopting the three methoc 

of measuring national income should produce the same figure. This is because it is the sarr 
thing—final goods and services—which is being looked at from three different angles. In tl 
first method, it is straightway the national output that is evaluated. In the second methoc 
it is the income accruing from production and sale of goods and services which is accountt..: 
for. And in the third method, it is the expenditure on these goods and services which 
estimated. It should, however, be noted that in practice there is a possibility of discrepanc 
being found among the three estimates. This may be because statistics of certain items t 
be included in national income are not available, or certain items may escape the estimator 
notice. In such cases, suitable adjustments are made in the estimates. Each one of the three 
methods is useful, the utility depending upon the problem being analysed. The best thin 
for a country then is to have estimates based on all these methods. In case this is not 
possible, national income of a country can be estimated by either of the three methods, or 
a combination of these. 

Which of these methods of measuring national income is most suitable for a country 
depends upon its level of development and the availability of data. In advanced countries, 
where data required for using all the three methods are available, all the methods are used 
at the same time to compute national income. Estimation from the three angles makes it 
possible to compare the three estimates and also helps to analyse problems for different 
purposes. This however is not simply possible in India. In this country, the expenditure 
method is to be simply ruled out because information about a large part of personal 
expenditure that takes place on account of households is difficult to get. In case of the income 
method, the difficulty is no doubt less. But even this method cannot be used as the only one. 
On the one hand, in an underdeveloped country like India, the corporate income for which 
statistics are readily available constitutes a very small part of the total income. On the other 
hand, in case of agriculture, which accounts for a substantial part of national income, it is 
not possible to get correct income figures. For large numbers of agricultural producers do 
not keep accounts, nor are they taxed for income obtained from agriculture. It is, therefore, 
not possible to collect income data either directly from producers or indirectly from the tax 
department. In case of the output method, the country is not so badly placed because 
statistics about production and prices of quite a number of goods and services are available. 
Hence the output method can be usefully employed for estimating the output of any sector 
of the economy. 

In the case of India, therefore, output method seems to be more appropriate. But to 
improve upon the credibility of net output estimates, it is essential that it should be 
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combined with the income method for sectors where the latter can be more effectively used. 
For example, in agriculture, there is no alternative but to use the output method. But in some 
segments of the non-agriculture sector, like professions, the income method can be used. The 
combination of these two methods is thus the natural consequence of the present economic 
situation of the country. 

Procedure of Estimation of India's National Income 
We may now describe the procedure adopted in estimating India's national income. 

The principal aspects of estimation relate to the selection of methods applicable to the 
various sectors, collection of information and sectoring of the economy. 

Method. In the combination of a mixed method, both the output method and the 
income method have been used. The output method has been used largely in the commodity 
producing sectors like agriculture and manufacturing. The income method has been used in 
the tertiary or service sector like government and banking, etc. The income method has also 
been applied to commodity sectors where it is very difficult to obtain net output data. 

In using the output method in India, the "value added" approach has been adopted. 
We know that the "value added" is equal to the value of goods minus the cost of production. 
In other words, this concept measures the net contribution to national income of a 
producing unit. The sum total of values added by all the producing units in the commodity 
sector gives the value of this sector's contribution to national income. The estimation is done 
by evaluating the value of goods at ex-factory prices and deducting from it the values of 
such elements of costs as cost of inputs and intermediate goods and services supplied by 
other enterprises as also the estimated value of capital consumption, i.e., depreciation. In 
the income method, the procedure is to find out the number of people working in a 
profession, and their per head earnings. The two are then multiplied to get the total value 
of income contributed by the profession. But in respect of construction the commodity-
flow approach has been adopted. It envisages estimation of the value of domestic 
production of the commodities used in construction and adjusting the same for changes 
in stocks, imports and exports. 

Data. If the value-added approach is adopted, the data required for the output method 
should be about production, prices, and cost of production. For the income method, statistics 
about the number of persons employed in different professions and their earning are needed. 
In India the information under these methods has been collected from various sources. These 
sources include government agencies like ministries, departments and directorates. These 
agencies publish data on agriculture, industries, trade, income-tax, revenues, etc., in various 
bulletins and publications more or less on a continuous basis. There are then National 
Sample Surveys supplying data on specific subjects. Moreover, reports like those of the 
Rural Credit Survey, Indian Rural Debt and Investment Survey have been made use of. 
Further, various censuses of population have also been used to estimate the work force in 
the absence of comprehensive employment statistics in various professions. Since adequate 
and up-to-date data on output and costs are not available in case of certain goods and 
services, arbitrary imputations are made. In some cases, even data emanating from field 
surveys and local inquiries are made use of for estimating certain costs. 

Sectors. The Central Statistical Organisation (CSO) which has the responsibility of 
preparing national income estimates has divided the economy into 13 sectors, grouped 
under five main headings. It prepares the estimate of net domestic product. To this is added 
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the net income from abroad to get the estimate of national product or national income. Thy 
sector headings with the sub-sectors belonging to each are as follows : 

1. Primary. (i) agriculture; (ii) forestry and logging; (iii) fishing; and (iv) mining and 
quarrying; 

2. Secondary. (v) manufacturing, subdivided into (a) registered and (b) unregistered: 
(vi) construction; (vii) electricity, gas and water supply. 

3. Transport, Communication and Trade. (viii) transport, storage and communication, 
subdivided into (a) railways, (b) transport by other means and storage, 
(c) communication; (ix) trade and hotels and restaurants; 

4. Finance and Real Estate. (x) banking and insurance; (xi) real estate and ownership 
of dwelling and business services; 

5. Community and Personal Services. (xii) public administration and defence; and 
(xiii) other services. 

The combination of methods used, the type of data collected, and the nature of the 
sectoring of the economy conform to the realities of the stage of development of the Indian 
economy. Even when a mixed method of obtaining net outrut figures is employed, the 
estimates so made are quite in accord with the definition of national income, and its various 
components. We can say that with the advancement of the economy; the quality of the 
estimates will further improve. 

Difficulties and Suggestions for Improvement of National Income 
Estimates in India 

Although considerable progress has been made in making the estimates of India's 
national income more reliable than before, it cannot be said that these estimates are 
complete, comprehensive and very accurate because they suffer from certain limitations. 
Among these the major limitations are as given below: 

1. General. These are largely conceptual limitations : 
There is the limitation of includint certain services in national income. These 
are, for example, services of housewife, painting one's own house, driving one's 
own car, etc. The exclusion of these services makes national income estimates 
an imperfect measure of economic activity. The value of such excluded services 
of course varies from country to country. In case of housewives for example, 
in an advanced country, where many women work, the excluded value may 
not be very large. But in case of an underdeveloped country like India, where 
for economic and cultural reasons, most women do not work for wages, the 
excluded value may be substantial, making national income estimates a less 
reliable index of economic activity. Again, in the changing situation of economic 
development more and more unpaid services may become paid services over 
a period of time, thus making comparisons in real incomes misleading. 
This relates to estimates at constant price. New products which did not exist 
in the base year cannot be properly evaluated in terms of the base year. This 
is particularly so in case of a country where during the development phase 
new goods may appear at a fast rate. And (iii) comparison between nations 
based on national income figures may also be less meaningful because of 

1. William Nordhaus and James, 'is Growth obsolee ?' National Bureau of Economic Research, 
Economic Growth, New York, 1972. 



NATIONAL INCOME ACCOUNTING 

differences in the purchasing power of money and the packages of goods that 
can be purchased with a unit of money in different countries. 

2. Particular. Besides the above mentioned general limitations there are others which 
are particular to India. Among these are : 

(0 Existence of a large non-monetised sector. Correct estimation of national income is 
made possible if a substantial part of economic activities is monetised, for this 
enables the estimator to know the prices and money value of substantial 
parts of the economic activity. If money is used to exchange goods and 
services, the national income estimator needs to impute values to only a small 
part of national output and that is easily done with the data available for the 
monetised part. In India the monetised economy is not large, and as such a 
sizable part of the output of the economy has to be evaluated by imputing 
values to it. And in the absence of enough data, imputation is rendered more 
difficult. Due to barter economy in large sections of Indian people, estimates 
of India's national income carry the stamp of guesses and arbitrary 
imputations. 

(ii) Lack of differentiation in economic functions. In India a substantial number of persons 
undertake more than one activity during a year. An agriculturist may work as 
a cultivator at one time, a labourer at another and vendor at still another time 
of the year. It is difficult to assign any particular pr&ession to him to get 
estimates of incomes on the basis of industry. 

(iii) Gaps in statistical data. This is perhaps the most important limitation. There is a 
dearth of requisite statistical material. Unfortunately, statistical material 
available at present has rarely been collected for the purpose of national 
income estimation. The practice has been to somehow adjust the existing 
material to suit the requirements of estimators. As a result there have been in 
use many arbitrary assumptions leading to errors of varying magnitudes. 
It may be useful to know some of the major gaps in the statistical material to 
realise the magnitude of this limitation. In case of the output method, where 
data on production, prices and cost of production are essential, the deficiencies 
are glaring. In case of agriculture which generates 70 per cent of the income 
from commodity producing sectors, all the estimates of production are not as 
yet based on the objective method of crop-cutting experiments. The output 
estimates of some of the important crops in most of the States are still based 
on the traditional method known as "annawari" method. This imparts a 
subjective element to the estimates. In case of certain crops, statistics are still 
not collected, particularly foi agricultural by-products, for fruits and 
vegetables grown in courtyards, roadsides, or river banks, and for timber and 
firewood available in fields, farm-yards, etc. Again, there is no information 
regarding the unauthorised removal of forest produce and felling of trees 
outside the regular forests, both of which are likely to be substantial in a poor 
country like India. In case of small enterprises and construction sectors, data 
on output are meager. Besides, output data on prices are also deficient in spite 
of- the enlargement of price coverage in recent years. Price data on certain 
products like livestock; poultry products and many forest products are still not 
readily available. Data on costs are also not prepared in many cases, or not 
properly prepared in case of other agricultural products. As a result, in certain 
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cases like animal husbandry, forestry and fishery sectors, more or 
arbitrary imputation of costs is done. In the cases of many other prod 
information on costs is culled from surveys which have become outdated 
from local enquiries which do not make the data scientific. 

In case of the income-method, data on persons engaged in industries 
services sectors, and on their earnings are not sufficient. Employment statis-
are not available for all industries and services sectors. The major source 
calculation of work force has been the various population censu 
Unfortunately, these censuses are not comparable because of the differences 
the "conceopts and definitions of economic activities, differences in 
industrial classifications and the differences in the extent of and form of 
calculation of results of the two censuses."1  Besides, a part of information 
collected from NSS records, which too are not satisfactory, because es 
of successive rounds are not comparable due to variations in concepts 
definitions. Other data required for this method are net earnings of the persc:-

engaged in the non-commodity sectors; where this method is generally use.: 
per head earning is multiplied with the number of persons engaged. Data = - 
this purpose are drawn from income tax statistics, NSS and local surve:. - 
Income tax data cover only a very small part of the earners, because ma:-
people do not pay, or avoid and evade taxes. Since NSS surveys are undertak,:-
for specific purposes at specified times, these cannot be safely used for gettb-

information on the year-to-year variations in earnings. For want of complexr 
information on rent and interest, arbitrary adjustments have been made in it-

CSO estimates of net domestic product. 

Similarly, one finds deficiencies in the data about "real estate and ownersh.: 
of dwellings." The census data used for this purpose give information at a poi:: 
of time, and therefore it becomes difficult to know the changes in the numb,: 
of houses in the inter-census years. Again rental values of houses are  - 
available on a regular basis, because the rental values are not updated ever 
year by the government authorities. Nor is the basis of rent-fixation unifon:-

throughout the country. Further, estimates of income from residential houst,-
only have been included, leaving out government and other quasi-public 
buildings, etc., this turns the revised national income estimates int: 
underestimates. 

We can thus say that given the statistical limitations, the inadequacies of 
statistical materials in the country are quite serious. In this. context Dr. V.K.R.V. 
Rao2  observes that the latest estimates of national income are underestimates 
and that there is as wide a margin of error as 25 per cent. In sum, India's national 
income data are far from satisfactory both in respect of coverage and accuracy. 

(iv) Deficiencies of estimates of states' incomes. The State Statistical Bureaux have 
prepared estimates for several states. These estimates suffer from three main 
limitations : (i) they are prepared on income originating basis. This means that 
the net income from the external sector is not included. Now this income is 
likely to be substantial in the case of many states. Again, it is difficult to 

1. CSO, Brochure on Revised Series of National Product for 1960-61 to 1964-65, p. 1. 
2. Dr. V.K.R.V. Rao's address to the 12th General Conference of the Indian Association for Research 

in National Income and Wealth, Banglore. 
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allocate income originating in a state on account of such transactors as 
railways, banks, corporations, Central Government, etc. The net domestic 
products of the states, therefore, do not correctly portray the income accruing 
to the residents of the states; such estimates are generally underestimates. For 
this reason, state incomes are not comparable with national income, because 
the latter includes net income from abroad; (ii) the prices in different states 
being different even for the same goods and services, the state incomes are not 
strictly comparable. For doing this, suitable adjustments will have to be made; 
and (iii) the methods and procedures adopted by State Statistical Bureaux are 
not uniform. This is largely because of the variation in the deficiencies of 
statistics in different states. This also makes comparison of state incomes 
economically meaningless. 

Suggestions for Improvement 
In view of the deficiencies in the current procedure of estimation of India's national 

income, there is an urgent need for improvement. In this connection two points need to be 
noted. One, that perfect accuracy in the estimates has not been achieved even in the most 
advanced countries as it is practically impossible to have the requisite data on each and 
every economic activity. All that can be expected of the attempts to improve upon the 
estimates is to make them more reliable. Second, that a few of the important deficiencies of 
Indian estimates are associated with the low level of economic development. As the 
development process proceeds, more reliable data would become available from different 
sectors. With the emergence of non-agricultural sectors of economic activity and collection 
of reliable statistics for planning of growth of the country and welfare of the people, there 
is bound to be improvement. In the light of these points, one may make the following 
suggestions : 

1. Regular and Continuous Data Collection. At this stage of India's development, the 
most urgent need is to provide adequate number of agencies for data collection and 
continuous surveys. This will help fill in the gaps in value-added data and at the 
same time keep data updated on an annual basis. Such agencies should preferably 
be organized by the Centre. If these are established by the states, their activities 
should be supervised by, and coordinated with central agencies. This is to ensure 
uniformity in the definitions and concepts of various activities in terms of which 
data are collected. At this time there are certain control agencies like the CSO at 
the Centre and State Statistical Bureaux in the states. There is a need for better 
co-ordination among them. 

2. Filling the Data Gaps. In case of certain sectors there is need for and possibility 
of collecting data afresh. This, pertains particularly to production and price 
information about minor crops, agricultural byproducts, poultry and fishery, etc. 
Similarly in the spheres of small enterprises, professions, liberal arts, domestic 
services, self-employed services and house property, there are many gaps to be 
filled. In particular, data on employment in the non-commodity sector need to be 
organised. There are again gaps in information about cost of production, 
particularly in agriculture. In this sphere data on cost, e.g., animal feed costs 
maintenance, repairs and depreciation need to be organised, and existing data 
updated to reduce to the minimum the element of guess or arbitrary imputations. 

3. Data on Consumption. Consumption is a dominant component of national income 
which needs to be correctly estimated from the point of view of non-essential 
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consumption, demand elasticities, future demand, etc. Together with data on 
distribution of national income, the national income estimates will be of grea: 
for policies concerning equitable income distribution, savings, etc. 

4. At Current Prices and at Constant Prices. This distinction is important when 
purpose is to measure the growth of product over a period of time. In India we 
now the 'old series' and the 'revised series' of national income data. We n: 
measure national income at current prices. Then the Central Statistic:, 
Organisation also estimates it "at 1970-71 prices." The two series have their 
uses. But comparability of the two series has to be ensured through suita':-. 
adjustments in the base year and the constituent prices therein. 

KEY DEFINITIONS 
'91mr,A, 

National Income. It means the total value of goods and services produced in a count-, 
in a year. In other words, the total amount of income accruing to a country from econom: 
activities in a years' time i.e. income in the form of wages, interest, rent and profits. 

2. Gross Domestic Product (GDP). It is the total value of goods and services produce: 
within the country during a year. It is calculated at market price. 

3. Gross Domestic Product at Factor Cost. It is the sum of net value added by the 
producers within the country. Or It is the sum of domestic factor incomes and depreciatior 
GDP at Factor Cost = Net value added + Depreciation or 
Sum of Factor Incomes + Depreciation 
GDP at Factor Cost = GDP at Market Prices — Indirect Taxes + Subsidies. 

4. Net Domestic Product (NDP). It is the value of net output of the economy during the 
year. NDP at Market Price = GDP at Market Price — Depreciation/NDP at Factor Cos: 
= GDP at Factor Cost — Depreciation 

5. Nominal and Real GDP. Nominal GDP is the value of goods and services producec 
in a year and measured in terms of current market prices. 
When the GDP is calculated on the basis of fixed prices in some year prices in a base 
year, it is called GDP at constant prices or real GDP. 

6. GDP Deflator. It is an index of price changes of goods and services included in GDP. 
It is a price index which is calculated by dividing the nominal GDP in a given year by 
the real GDP for the same year and multiplying it big 100. 

Nominal or Current GDP  
GDP Deflator = x 100 

Real or Constant GDP 
7. Gross National Product (GNP). It is the total value of goods and services at market 

prices produced in a country during a year, including net income from abroad. 
GNP at Market Prices = C + I + g + (X — M) 

C = Consumption goods produced/Expenditure 
I = Investment gooas produced/Expenditure 
G = Government expenditure on goods and Services 
X — M = Exports — Imports 
Or GNP at MP = GDP at MP + Net Income from Abroad 
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8. Gross National Product at Factor Cost. It is the sum of Inconie accruing to the 
various factors of production in a year in a country. 

GNP at FC = GNP at MP — Indirect Taxes + Subsidies 

9. Net National Product at Market Prices. It is the net value of final goods and services 
produced at market prices in a year in a country. 

NNP at MP = GNP at MP — Depreciation 

10. NNP at Factor Cost. It is the net value of factor incomes accruing to the various 
factors of production in a year in a country. It is also called National Income. 

NNP at FC = NNP at MP — Indirect Taxes + Subsidies 

Or GNP at MP = Depreciation — Indirect Taxes + Subsidies 

11. Personal Income. It is the total income received by the individuals of a country from 
all sources before payment of direct taxes in one year. It includes all transfer payments 
made to individuals. 

12. Disposable Income (DI). It is the actual income which can be spend on consumption 
by individuals and households. 

DI = Personal Income — Direct Taxes 

DI = Consumption (C) + Saving (S) 

13. Real Income (Real NNP). It is the national income expressed in terms of general level 
of prices of a particular year taken as a base. 

Real NNP = NNP for the current year X Base Year Index 

100 
Base Year Index Current Year Index 

This is also known as national income at constant prices. 

14. Per Capita Income (PCY). The average income of the people of a country in a 
particular year is called per capita income. 

National Income 

 

PCY =  Population 

  

  

 

QUESTIONS 

  

I. FILL IN THE BLANKS 

  

1. is the monetary value of all final goods and services produced. 

2. The net value of GDP after deducting depreciation from GDP is  - - - - - - - - - -  

3. The value of National income adjusted for inflation is called 

4. The average income of the country is 	 

5. 	  includes the income and transfer payments 

6. While calculating GDP, income generated from 	  is not taken. 

7. The national income not adjusted to inflation is called 	  
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IL MULTIPLE CHOICE QUESTIONS 

is the responsibility of 
(b) CSO 
(d) National Income Committee 

(d) GNP at FC 
 - - - - - - - - - -  from personal income 

from 
(a) Inside (b) Within 

5. When depreciation is deducted from 
(a) NNP 
(c) GNP 

6. The value of national income 
(a) Per capit,.. Income 
(c) Inflation Rate 

III. SHORT ANSWER QUESTIONS 

1. National Income 
2. Per Capita Income 
3. NNP at Factor Cost 
4. GNP at Market Prices 
5. Personal Income 
6. GDP at Market Price 
7. Disposable Income 

III. SHORT ANSWER QUESTIONS 

1. Define National Income. Explain the three methods of measuring national income. 
2. Which are the different concepts associated with the idea of national income ? Discuss 

their interrelationship. 
3. What are the limitations of national income as a measure of welfare ? Explain the 

concept of MEW in this context. 

  

ANSWERS 

  

    

 

I. 1. National Income 2. NDP 3. Real National Income 
4. Per Capital Income 5. Personal Income 6. Abroad 7. Nominal Income 

II. 1. (b) 2. (b) 3. (d) 4. (c) 5. (a) 6. (d) 

 

  

• 

  

1.  

2.  

3.  

4.  

The national income estimation in India 
(a) NSSO 
(c) Finance Ministry 
The value of NNP at consumer point 
(a) NNP at FC (b) NNP at MP 
Disposable income is calculated after 
(a) Indirect taxes 
(c) Transfer payments 
While calculating, GNP, income 

is 
(c) GNP at MP 

deducting 
(b) Subsidies 
(d) Direct Taxes 
 - - - - the country is taken 
(c) Outside 

GNP, the net value 
(b) NDP 
(d) Disposable Income 

adjusted for inflation is called 
(b) Disposable irr:ome 
(d) Real ii.come 

is 
(d) 

into account. 
Domestic 
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1. BUSINESS CYCLES-MEANING AND 
CHARACTERISTICS 

Trade cycles or business cycles are a prominent feature of 
the capitalist economies. Business cycles refer to the regular 
fluctuations in economic activity in the economy as a whole. The 
expansions, recessions, contractions and revivals of aggregate 
economic activity occur and recur in an unchanged sequence. In 
Keynes' words, "A business cycle is composed of periods of good 
trade characterized by rising prices and low unemployment 
percentages alternating with periods of bad trade characterized 
by falling prices and high unemployment percentages." Thus, a 
marked feature of a business cycle is the boom being followed by 
a depression, recovery and again boom conditions in a free-
enterprise economy which is industrialized. 

According to R.A. Gordon, "Business cycles consist of 
recurring alternations of expansion and contraction in aggregate 
economic activity, the alternative movements in each direction 
being self-reinforcing and pervading virtually all parts of the 
economy." In other words, business cycles are regular fluctuations 
in income, output and employment which tend to be self- 
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reinforcing or cumulative. Once a change starts, it tends to gather speed fast. In A. 
Hansen's Hansen's view, "business cycle is a manifestation of the industrial segment of the econor 
from which prosperity or depression is redistributed to other groups in the highly interrela:_ 
modem society." We can thus say that a trade cycle invariably starts in the industrial sec: - 
and then spreads itself over the other sectors quickly because in modern economy, t 
different sectors are interrelated. 

From the definitions of a business cycle given above, it can be said that a trade 
has the following characteristics: 

One, a business cycle is an economy-wide phenomenon. When depression sets in t-
industrial sector, it can not be restricted there. Soon it spreads to agriculture, trade a~. 
transport transport sectors; so is the case during boom. 

Two, a business cycle shows a wave-like variation in economic activity. The expansion 
or prosperity is followed by a depression and so on. The economy moves from one extreme 
to another almost like a pendulum. 

Three, business fluctuations tend to recur. They come again and again after the lapse 
of some time. The time or periodicity is not always the same. Nor are the causes always the 
same. Some trade cycles may last only two or three year, whildkothers may be of six to eight 
years in duration. 

Four, trade cycles are self-reinforcing or cumulative. Once the cyclical movement starts 
in one direction, it tends to feed on itself. The force of the economic crisis tends to increase. 
Once the prosperity phase starts, it tends to run out of control of the policy makers. 

No two trade cycles are identical. The prosperity and depression stages of every cycle 
are lacking in symmetry. Expansion may last longer than contraction. Recovery may be 
slow and halting while the crisis may be sudden. Further, different cycles produce different 
impact on the different sectors. Moreover, some trade cycles may be having an internal 
cause while others may be internationally induced or transmitted. 

How do we distinguish between the prosperity and the depression stages of a business 
cycle? How do we know that a depression has started? Economists have suggested the 
following four main criteria for marking the different stages or phases of a trade cycle. 

1. The consumption criterion is that with the onset of a depression, there is a sudden 
and significant fall in the real consumption of the people in general and the working 
class in particular. Likewise, the recovery phase shows a definite rise in the per 
capita real consumption of the people. 

2. The production criterion is to watch the volume and composition of production in 
the economy. During depression, the capital goods industries show a significant fall 
in production first and other industries are affected later. The construction industry 
shows a marked downward trend. Similarly in the case of recovery, the demand 
for consumer goods goes up to encourage the consumer goods output. Later on the 
capital goods output also picks up. 

3. The employment criterion is to study the volume of employment in the industrial 
sector. The onset of a recession is indicated by an unusual lay-off of workers in the 
major industries. The open unemployment percentage as measured by the proportion 
of unemployed to the whole labour force goes up significantly. The start of recovery 
is clear when more and more jobs are made available by the manufacturing firms. 
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4.  The price-level criterion judges the different phases on the basis of the general price 
level. Prosperity is generally associated with rising prices and depression with 
falling prices. The general price index, both when it rises and falls markedly, shows 
cyclical changes. 

In the study of business cycles, all the three criteria have been used so that no scope 
iriy doubt is left about the onset or end of a cycle. 

 

2. PHASES (OR STAGES) OF A BUSINESS CYCLE 
:'usiness cycle is a short-term picture of the behaviour of real output in a private 
e economy. Industrialized economies having free-market mechanism have economic 

- - 

	

	er the long period. But the process of economic growth is often shaken by business 
rich show up-turn and down-turn of income, output and employment. A business 

:an he shown to be a wave-like path of the economy's real output as shown in the 
• 7. given below. Economists often describe a business cycle with the help of distinct 
• Dr stages. The four phases of a business cycle are : (i) slump, (ii) recovery, (iii) boom 

-  deflation. These have been demarcated in the diagram on the next page. We can 
▪ - the four phases of a typical trade cycle as follows: 

1. Slump or Depression. This is the most critical and fearful stage of a trade cycle. 
Harberler has described depression as "a state of affairs in which real income 
consumed or volume of production per head and the rate of employment are falling 
and are sub-normal in the sense that there are idle resources and unused capacity, 
especially unused labour." A slump or depression shows itself first in a substantial 
decline in general output and employment. The decline in economic activity is not, 
of course, uniform. Contraction in output might be much more in manufacturing 
such as machinery and equipment, mining, construction and transport than in 
retail trade or agriculture. 
While output and employment tend to fall fast during the slump, prices and wages 
continue to decline. This is really agonising experience for both the producers and 
the workers. 
Prices decline because of the expectations of producers in general that these would 
continue to fall in spite of all governmental efforts. While the producers try to 
dispose of their stocks at the current market prices, the consumers tend to postpone 
their purchases in the hope that the prices would fall further and they would be 
able to benefit from it. Scared by the general slump in the economy, the financial 
institutions press the producing firms to return their advances according to the 
contract. This forces the producers to meet their contractual obligations through 
unintended sales of their inventories in a market where prices are already declining. 
This deepens the depression further. Most firms reduce their output and as such 
are forced to lay-off workers. As unemployment increases, the wages tend to fall 
under its pressure. However, the fall in wages is less than the fall in prices. This 
is because workers' unions strongly oppose wage reductions. The rate of fall in 
prices of agricultural raw materials is generally more than chat of manufactured 
goods. This is because the producers are not prepared to lift off the supplies of the 
raw materials which causes a sharper fall in their prices than the prices of 
manufactures. The wholesale prices fall faster than the retail prices. These sudden 
changes in the relative price structure of the economy cause dislocations in 
production and exchange. 



• 

R
E

A
L 

O
U

TP
U

T 

    

TURNING POINT 

4 

      

      

 

DEPRESSION 
OR 

SLUMP 

TURNING 
POINT 

I  BOOM I 
I OR 

t  OR 
DEFLATION !PROSPERITY'  

RECOVERY RECESSION: 

0 TIME 

MANAGERIAL ECONOMICS 

Fig. 9.1 The four phases of a trade cyCle 

Depression or slump leads to redistribution of the national income. Profits and 
wages fall faster relatively to rent and other fixed incomes. Incomes of shareholders 
go down fast. This reduces the deposits with banks and other financial institutions. 
They, in turn, follow the policy of credit contraction. While producers are reluctant 
to borrow because of dull trade conditions, the financial institutions are hesitant 
in lending for fresh investments. This causes the depression to persist for a longer 
period than it would have lasted on its own. 

2. Recovery. Recovery shows the upturn of the output and employment of the economy 
from the state of depression. Recovery is most probably the result of tho fresh 
demand for plant and equipment arising from the consumer goods industries 
which had been postponing this investment during depression. The capital goods 
have a limited life. They wear out completely after some time and need replacement 
This replacement demand starts the recovery process. Although prices remain 
more or less stable, wages and other incomes show a noticeable rise. Profits and 
hence dividends start rising which spurs the producers to float fresh investment 
proposals in the stock market. Since incomes rise, consumer spending also rises to 
encourage increased production. Soon the other business activity also picks up. The 
appearance of new demand for capital goods, existence of low interest rates, 
willingness of financial institutions to extend credit and optimistic expectations of 
the investors about the future, all generate a favourable climate for new investment. 
The stock exchanges bear out the signs of recovery in the form of rising dividends 
and bullish share markets. 
It must be pointed out here that a non-intervention policy from the government 
fails to start the recovery phase. Recovery is a slow and halting process. The 
government has to pursue stabilisation policies and show special initiatives in 
dispelling the pessimistic mood of the investors. The economic system, left to itself. 
is likely to stagnate in the state of depression for an intoleably long period for the 
working class. 

194 
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3. Boom or Prosperity. During the recovery phase, rise in output and incomes of the 
people induces substantial increase in aggregate spending. This has a multiplier 
effect. As effective demand increases, income rises faster than before. The whole 
process becomes self-reinforcing. The cumulative process of rising investment and 
employment forges ahead. As investors become more confident, expanding productive 
activity takes the economy to a boom or prosperity phase. 

According to Haberler, prosperity is "a state of affairs in which the real income 
consumed, real income produced and the level of employment are high or rising, 
and there are no idle resources or unemployed workers or very few of either". This 
means that the ideals of full employment of the labour force and full utilisation of 
productive capacity are realized in the prosperity phase. There is a state of 
exuberance and enthusiasm in the business community. Industrial and commercial 
activity, both speculative and non-speculative, shows remarkable expansion. 
Construction activity gets a big boost. Share markets reflect the general state of 
exuberation of the investors. Share markets give handsome gains to investors 
which encourages accumulation of inventories of durable capital goods. Financial 
institutions tend to expand credit as the interest rates and discount rates go up. 
Thus, everyone seems to be happy during the state of prosperity which ultimately, 
of course, proves to be short-lived. 

4. Recession. The end to prosperity phase comes because of certain tendencies in the 
private-enterprise economy prevalent during the boom conditions. 

Firstly, as prices rise, wages tend to lag behind. As a result, purchasing power of 
workers, who form a majority of the people, tends to lag behind the supply of 
consumer goods. 

Secondly, expansion of production is hampered by shortages of some inputs and 
bottlenecks in production. 

Thirdly, excessive demand for labour and materials pushes up both the factor and 
the product prices but in a disproportionate fashion. 

Fourthly, the non-availability of credit beyond a particular rate of expansion might 
also act as a serious break on prosperity. Financial insititutions including banks 
cannot expand credit beyond a limit put by their reserve requirements. As this 
limit is reached, they start recovering their loans.Shortages of finance crop up. 
Firms are forced to liquidate their stocks When most firms try to sell their output 
at the same time, the price level starts falling. When some firms get involved in 
losses in this way, a wave of pessimism runs through the share markets. Production 
schedules by firms are curtailed, workers are laid off and outstanding orders for 
raw materials are cancelled. In this way the wave of pessimism gets transmitted 
to other sectors of the economy. The whole economic system thereby runs into a 
crisis.Thus the next stage of the trade cycle, called recession of deflation starts. 

When sure signs of recession appear on the stock and financial markets, over-
pessimism, nervousness and fear born out of uncertainty overtake the businessmen. 
In this atmosphere, new projects are shelved. Even the projects in hand may be 
abandoned. Some firms go sick. Others simply go bankrupt. All this hastens the 
process of economic contraction. The fall in the purchasing power of the general 
public reduces demand for consumer goods which aggravates the slackening demand 
for machines and equipment. Construction activity falls significantly. The business 
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world goes panicky. In this way, as M.W Lee has remarked, " a recession, or 
started, tends to build upon itself much as forest fire. Once underway, it tends tc 
create its own drafts and give internal impetus to its destructive ability". Va =-
was recession or deflation for some time now converts itself into depression. 

3. HAWTREY'S PURE MONETARY THEORY OF THE BUSINESS CYCLE 

According to Hawtrey, "The trade cycle is a purely monetary phenomenon, becau-, 
general demand is itself a monetary phenomenon.". Hawtery was of opinion that in every 
deep depression, monetary factors play a critical role. He made the classical quantity theory 
of money the basis of his theory of the trade cycle. In his veiw, changes in flow of money!  
are the sole and sufficient cause of changes in economic activity. His argument can be put 
down briefly as follows: 

The flow of money approximately equals consumer outlay which can be written as 
MV. where V is the income-velocity of circulation of the total money m. If the quantity of 
money is expanded, demand exceeds anticipated supply, stocks of goods proving insufficient, 
additional orders have to be placed. This brings about a rise in output, factor incomes, costs 
and hence prices. In the opposite situation, a reduction Mt the quantity of money causes 
reduction in demand for goods which leads to fall in output, income, employment and price. 

Hawtrey's theory highlights the role of three monetary factors in generating upwings 
and downwings in economic activity. 

(a) The strategic role of merchants in determing the level of economic activity in 
response to changes in the discount rate. 

(b) changes in the flow of total monetary demand. 
(c) the role of the so-called external drain and recall of bank reserves. 
The three factors, when combined under different conditions can together cause the 

uprising or downturn in economic activity. Take, for example, the expansion or upswing in 
the economic system. It has been contended that when banks accumulate excess reserves 
with them, they liberalise the terms of credit . They can do so in different ways. (1) Banks 
may be less strict 1— '_,-Isisting on the security offered. (2) They may extend the maximum 
time period of lending. (3) The banks may not discriminate among the purposes for which 

I

they lend. (4) They may reduce the rate of discount for bills. This last factor particularly 
induces the merchants to borrow much more than before. The merchant group makes its 
profit as a small fractional mark upon the value of a large and rapidly moving stock of 
goods. Therefore, even a small reduction in the discount rate and consequent changes in the 
interest rates leads to substantial increase in their profit. 

Easy bank credit leads to a process of cumulative expansion. A reduction in the rate 
of discount of bills by commercial banks induces the wholesalers to help bigger stocks. They 

0 give heavier orders to the manufacturers who in turn pay more to the factors of production 
in terms of wages, rents, interest and profit. This increases incomes and hence consumers' 
outlay on goods and services. Increased expenditure on goods and services reduces the stock 
of merchants to a sub-normal level. They, in turn, try to secure more credit, order more 
stocks and thus push up production of goods and services. Thus Hawtrey observers: 
"Increased activity means increased demand and increased demand means increased activity. 
A vicious circle is set up, a cumulative expansion of productive activity." 
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Once started, the process of expansion feeds on itself. When prices rise under the 
ressure of demand and rising costs, dealers have a further inducement to borrow in order 

meet the need for higher investments on the same stock. Further, the instability of the 
elocity of circulation of money raises investment demands. This also feeds the fire of 
\pansion. A boom feeds on itself. 

During the later stages of a boom, the banks come to realise that they have reduced 
:heir reserves to a dangerously low level. Further extension of credit is stopped and 
outstanding loans are recovered on schedule. This not only stops further expansion but also 
reverses the process. A process of contraction ensues, because prices assume a downward 
trend. "The downward tendency of prices is sufficient to maintain the process of contraction, 
even though the rate of interest is no longer high according to the ordinary standards. The 
process of contraction becomes cumulative owing to the restrictions on credit. The firms, in 
order to repay their earlier loans, are forced to sell parts of their stocks. When all the firms 
try to do so, the prices tend to fall further; since firms suffer losses, they curtail production 
and lay-off workers. Falling factor incomes reduce consumer outlays which depresses the 
sales and causes the stocks to accumulate. Thus, the downturn in prices plunges the economy 
into deep depression. 

As depression sets in, loans are liquidated. Money flows back to replenish bank reserves. 
Soon bank reserves rise above the normal level. The rate of interest may go very low. Yet 
the falling prices and growing pessimism among firms detract the firms from borrowing. 
Hawtrey called this state of affairs a 'credit deadlock'. In such a situation, the central bank 
of a country might try to purchase securities from the commercial banks so as to pump more 
money into the system. This strengthens the liquidity position of banks. So the banks might 
try to give liberal loans to intending borrowers. But this does not start a process of recovery, 
for the new credit may be utilized by the firms to pay old debts. Thus, a liberal credit policy 
during depression may lead only to a change in the composition of assets of banks. It often 
fails to encourage investments. 

We can conclude Hawtrey's theory by saying that it is based mainly on the assumptions 
(1) that changes in the rate of interest are a powerful force in directing the economic system, 
and (2) that the interest rate changes influence mainly the volume of inventories, not fixed 
capital. The direct policy implication of Hawtrey's theory is that anti-depression policy 
must aim to stabilise, not the price level of commodities, but the prices of the factors of 
production. Stability of factor incomes would ensure stable consumer outlays which would 
stabilise the economy. 

Criticism of Hawtrey's Theory 
Hawtrey's theory was criticised by a number of writers for its over- simplifying 

assumptions, neglect of some very important factors affecting stability of the economy and 
simplistic policy conclusions. Some of these criticisms are given below : 

1. Neglects non-monetary influences. Myron Ross has pointed out that this is an 
incomplete theory. It neglects such real causes of the trade cycle as the multiplier-
accelerator interaction, innovations, rate of profit and the stock of capital. In fact, 
Hawtrey admitted that he has concentrated only on monetary factors. He 
observed, "Monetary theory offers an explanation of one important class of 
economic disorders and indicates the remedy for them. It does not mean that a 
community perfectly free from monetary fluctuations would have no monetary 
disorders at all." A complete theory must deal with real factors as well. 
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2. Over-emphasis on the role of wholesalers. In Hamberg's view, Hawtrey has 

exaggerated the role of wholesalers and merchants in the instability of the economic 
system. This is probably because in his time, i.e. before the First World War 
merchants had a strategic position. Empirical evidence collected now suggests that 
a large part of the business financing is now done by traders with their own funds 
rather than with bank credit. This fact has seriously undermined the relevance of 
this theory. 

3. Too much importance to interest sensitivity of demand for credit. Critics have also 
questioned Hawtrey's assumption that merchant are sensitive to changes in the 
rate of interest. This assumption, in their view, is far away from realities. Firstly, 
where traders invest their own capital in inventories, changes in commercial 
bank's discount rates will have little effect on their investment plans. Secondly, it 
the traders regard a reduction in discount rate as temporary, they would not be 
affected by it. Thirdly, if the volume of sales remains the same, the wholesalers will 
have no compulsion to borrow additionally from the banks. Fourthly, firms' decisions 
about the level of inventories is governed much more by expected changes in price, 
cost of storage and market demand than by the rate of interest. 

4. No inherent instability of credit. Hawtrey's idea of the inherent instability of credit 
is a product of the old commercial banking school that held that the commercial 
banks mainly invest in short-term commercial papers. This is not the case now. The 
commercial banks diversify their portfolios by balancing short-term securities 
with long-term investments of a liquid nature. There is now no basis for the 
assumption of instability of credit. 

5. Unwarranted confidence in monetary policy. Haberler has also questioned Hawtrey's 
view that a cheap-money policy can ward off depression. Haberler has 
remarked,"His contention that the reason for the breakdown of the boom is always 
a monetary one and that prosperity could be prolonged and depression staved off 
indefinitely, if the money supply were inexhaustible, would certainly be challenged 
by most economists." When the expectations of profit are poor, even an easy-
money policy would fail to encourage investment. The Great Depression of the 
Thirties proved the inefficacy of monetary policy. 

6. Rise in interest rate is not the cause of economic prosperity. Hawtrey's view that 
the rise in interest rates on bank loans is the major cause of the end of the prosperity 
and onset of recession is not borne out by facts. The fact is that a gradual rise in 
interest rate continues to occur throughout the prosperity phase because of the 
pressure of increased demand for credit. The rapid rise in interest rate which Hawtrev 
had taken as the cause of recession is, in fact, consequence of the crisis; when the 
demand for money to repay old debts rises suddenly in the wake of recession, the 
interest rate rises fast. Thus, Hawtrey had mistaken the result for the cause. 

7. Neglects the role of expectations. J.M. Keynes severely criticised this theory because 
it neglected the role of profit expectation (called MEC by Keynes) in causing the 
crisis. Experience has amply shown that monetary restraints can only aggravate 
the economic situation. They cannot be its sole cause. Businessmen would continue 
to borrow even when interest rates are high provided the expected rate of profit 
is also high. On the opposite, they would not borrow even at low rates of interest 
if the expected profit is low. 
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8. Incomplete theory of the Trade Cycle. Hawtrey's theory is incomplete because it 

tries to explain only the upper and the lower turning points of the Trade Cycle. It 
offers no explanation for the other important characteristic of the business cycle 
which is called periodicity. Why are some business cycles long and deep? Why are 
others short and fleeting? This theory does not answer such questions. 

The brief review of the major criticisms made against Hawtrey's theory shows that it 
:ook only one-sided view of the instability of the economy. It analysed only the monetary 
:actors. The real factors of profit expectations, multiplier and acceleration effects of investment 
were not admitted into the theory. Even on the monetary side, the theory failed to take notice 
of the need to make distinction between the demand for credit to stock consumer goods and 
the demand for credit to produce capital goods. Recognising this basic flaw in this theory, 
:he Austrian economist, F.A. Hayek, developed another theory of the trade cycle. 

4. HAYEK'S MONETARY OVERINVESTMENT THEORY 

This theory is mainly associated with F.A. Hayek, a prominent economist of the 
Austrian School of Economists. There are some similarities and differences of this theory 
with that of Hawtrey. The similarities between the two theories are: (1) Both assume that 
there is an elastic money supply; (2) Both argue that primarily bank deposits constitute the 
medium of exchange in modem conditions; and (3) ;That the quantity of money can be 
regulated by the banking system through changes in the rate of interest. 

Monetary overinvestment theory differs from the monetary theory of Hawtrey in the 
following respects: 

1. Monetary overinvestment theory is built around the view that the eventual cause 
of business cycles is not the breakdown of the monetary system but the faulty 
expansion of the productive system. 

2. While Hawtrey's theory did not deal much with the distinction between 
consumption goods and production goods the monetary overinvestment theory 
makes this distinction the basis of the explanation of the 'crisis' and 'recovery'. 

3. Hayek's theory is more than a monetary theory. It locates the cause of disturbance 
in the elasticity of bank credit and then attempts to trace out the relationship 
between the behaviour of the credit system in the relative expansion of consumer 
goods and capital goods sectors. 

Hayek based his theory of the trade cycle on Wicksell's theory of the income 
determination. Wicksell had analyzed the equilibrium of the economic system with the help 
of a distinction between the natural rate and money rate of interest. Natural rate of interest 
is that at which the demand for loanable funds equals the supply of loanable funds. Natural 
rate of interest shows the equilibrium state of the economy. Money rate of interest, on the 
other hand, is that which actually prevails in the market at a particular time. While the 
natural rate is the result of operation of the long term factors, both monetary and real, the 
money rate of interest is the result of monetary forces over a short period. Wicksell had 
proposed that when the money rate diverges from the real rate of interest, there is 
disequilibrium in the economic system. The two rates must be brought into equality if 
equilibrium is to prevail. If the money rate is above the natural rate of interest, there is 
contraction. If the money rate happens to be less than the natural rate, there is expansion 
of the economic system. 
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Hayek's theory is called 'monetary overinvestment theory' because it considers 
'overinvestment' of the economy's resources in the capital goods sector as the sole cause of 
the business cycle, and the overinvestment takes place when there is too much expansion 
of money; cheaper money encourages the producers to introduce more roundabout (capital-
intensive) methods of production -because. these have lower cost of production and hence 
give a higher rate of profit to them. If the productive structure of the economy is to be kept 
in balance, then there must be an equilibrating proportion of the resources devoted between 
consumer goods and capital goods production. Producers decide to invest resources in their 
individual capacity. They have no regular plan at the economy level for maintaining the 
desired proportion. Thus unplanned changes in the structure of production of the economy 
brought about by the divergence between the money rate and the natural rate of interest 
are considered to be the main cause of instability of the system. 

The boom in the economy is considered in this theory to be the result of money rate 
being brought substantially below the natural rate of interest through an increased supply 
of money. Easier availability of credit and the low interest rate encourage the producers to 
introduce more roundabout methods of production. As a result, the process of production 
is considerably lengthened. This means a rise in the paces of producer goods relative to 
those of consumer goods. The increased purchasing power in the hands of the producers 
enables them to attract productive resources away from the consumer goods sector to the 
production of capital goods. If full-employment of resources already prevailed in the economy, 
additional resources into the producer-goods industries can come only from reduced supplies 
of the resources to consumer-goods industries. Thus, the output of producer goods would 
increase at the expense of the output of consumer goods. Reduced output of consumer goods 
would raise the prices of these goods and discourage consumption A cut in consumption 
means forced saving. This forced saving serves to expand the producer goods output. In 
addition to this, forced saving is the extra saving of the class of persons having contractual 
incomes like rents and salaries. These savings also go into the production-goods sector. Thus, 
the boom is fed by monetary overinvestment of resources in the production of capital goods. 

How does the boom end into a collapse of the system? Hayek argues that as the capital-
goods output expands, consumer goods become scarce and their prices start rising fast. 
Profit-margins in the production of consumer-goods go up. Therefore, entrepreneurs in the 
consumer-goods sector also try to bid for resources in competition to the producer-goods 
sector. This raises costs of production and reduces profit-margin in the producer-goods 
sector. The process of rise in costs and reduction of profit in this sector will continue all the 
normal and natural ratio of consumer goods to producers goods prevails in the economy. 
But the process of contraction in the producer-goods sector becomes cumulative because of 
the slump in the natural rate of interest. At the same time, banking system may also clamp 
restriction on the flow of credit to the producer-goods industries. Falling profit margins and 
shortage of credit would compel the firms to switch back to the less roundabout processes 
of production which employ less capital and more labour. New projects would not be 
executed and old ones may be abandoned. Since the demand for producer goods of a 
roundabout nature falls, their prices crash and the firms having such stocks suffer losses. 
This is the onset of recession. 

How does the recession lead to a depression? The answer is fall of the natural rate of 
interest below the .money rate of interest as a result of the shortening of the processes of 
production both in the capital-goods sector and the consumer-goods sector. Since consumers 
are able to revert to their level of consumption they had before the boom started, the prices 



- consumer goods do not fall as much as the prices of producer goods. Producers try to shift 
-,,--mrces from producer-goods to consumer-goods production but the process of shifting is 

--rully slow. This is because the rate of absorption of labour and materials by consumer-
:. )(xis industries is much lower than the rate at which these are released by the producer-
z )ods sector. The result is a rising number of the unemployeds. Under the pressure exerted 

unemployment, low wages, reduced profit margins in the capital goods industries and 
--.E-stricted credit facilities, less roundabout methods of production are used in the production 

consumer goods. Since the producers become pessimistic in the process of restructuring 
-_-roduction, the system contracts even beyond the level at which the natural rate of interest 

ould be the same as the market or money rate. As a consequence, the depression becomes 
.cnnecessarily prolonged and recovery much more difficult. 

How does the recovery ultimately come about? During depression, commodity prices 
--.-pically fall faster than money wages. The rising level of real wages during the slump phase 
:rings about a revival of investment. This revival occurs through what has been called 
capital deepening'. Since real wages tend to rise during the slump, producers have a 
:endency to adopt more durable machines which are supposed to replace labour by capital. 
The rising demand for capital goods for capital deepening begins to offset the decline in 
induced investment. Thus, recovery starts which eventually leads to an upswing and so on. 

From the analysis of the upswing and the downswing of economic activity given by 
Hayek and described above, we can easily say that it was an effort at combining Hawtrey's 
monetary theory with the Austrian theory of capital to explain more convincingly the 
phenomenon of the trade cycle. 

Criticism of Hayek's Theory 
Hayek's theory was definitely an improvement over Hawtrey's theory of the trade 

cycle. But even this theory has been subjected to severe criticism. It has been criticized on 
the following counts : 

1. Restrictive assumption of full employment. The theory is based on the classical 
assumption of full employment in the economy. This is why it asserts that expansion 
of producers-goods' output can be possible only at the expense of consumer-goods' 
output. If the boom starts when there are unutilized labour or capital resources, then 
it can continue for quite some time without distorting production. 

2. Unrealistic assumption of equilibrium. This theory also takes the unrealistic 
assumption that saving equals investment and the economy is in equilibrium 
initially which is disturbed by banks deciding to create extra credit. In fact, 
disturbances to equilibrium can come from many sources, some inside the system 
and others from outside. 

3. Undue importance to interest rate changes. Criticism has also been directed at the 
prominent place given to changes in the rate of interest by Hayek. In fact, the rate 
of interest is not so flexible as to influence the capital intensity of production. 
Business firms do not bother in the short period for small changes in the rate of 
interest. They are more influenced by changes in the expected rate of profit occurring 
in the phases of the trade cycle. 

4. Unreal concept of forced saving. In Hayek's analysis, expansion of the producers-
goods sector is made possible by forced saving from the consumers when incomes 
get redistributed. If the group with reduced incomes is obliged to restrict 
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consumption and the group having higher incomes voluntarily refrains from ra -
consumption to the same extent, there is no forced saving. Thus, the coney-  
forced saving used by Hayek is illusory. 

5. Questionable nature of explanation of the crash. Hayek has argued that hi 
incomes in the hands of consumers would push up the profitability of co 
goods relatively to that of capital goods. This brings about a crash of the boom. 
line of reasoning has been questioned by Fisher and Keynes. Increased profitabi 
of the consumer-goods industries automatically means a higher rate of return o 
cost or what Keynes calls MEC. It stimulates investment, not discourages it. 

6. Explains only the expansion phase. This theory explains only the expansion p 
of the business cycle. It has no convincing logic for the upturn after depressi 
Since the theory fails to explain both the turning points of the trade cycle, i 
unable to explain the periodicity of the business cycles. 

In short, Hayek's theory was faulty in so far as it tried to integrate unsuccessfully 
monetary factors and the real factors for explaining the full trade cycle. But it had a stn 
point. This was the relative overinvestment in capital-goods production. It has b 
recognized by economists like G. Cassel and Robertsonifihat excessive investment is the 
principal destabilising element in the economy. It can be said that the monetary system is 
only a part of the response mechanism in the process of cyclical changes in economic activity 
and not a causative factor. 

5. SCHUMPETER'S INNOVATION THEORY 
Joseph Schumpeter considered trade cycles to be the result of innovation activity of the 

entrepreneurs in a competitive economy. In his view trade cycles are an inherent part of the 
process of economic growth of a capitalist society. Schumpeter develops his model of the 
trade cycle as consisting of two stages. The first stage deals with the initial impact of the 
innovation which entrepreneurs introduce in their production process. The second stage 
follows as a result of the reactions of competitors to the initial impact of the innovation 

clSchumpeter starts his analysis by assuming the equilibrium state of the economic 
system where all the factors of production are fully employed. Every firm is producing

)  
efficiently with average costs equal to price. Product prices are equal to both average and 
marginal costs. Profits in the Schumpeterian sense are zero. There is no net saving and no 
net investment. Schumpeter calls this equilibrium state of the economy as a "circular 
flow"of economic activity which just repeats itself period after period like the circulation of 
blood in the animal organism. The circular flow of economic activity gets disturbed when 
an entrepreneur successfully carries out an innovation. According to Schumpeter, the primary 
function of an entrepreneur is innovation activity which yields him real 'profit'. By an i 
innovation he means "such changes in the production of goods as cannot be effected VI 
infinitesimal steps or ,variations on the margin." An innovation may consist of: (1) the 
introduction of a new product; (2) adoption of a new method of production; (3) the opening 
up of a new market; (4) the conquest of a new source of raw materials or semi-manufactured 
goods; and (5) reorganisation of production processes within a firm. Innovations are the 
commercial applications of inventions by entrepreneurs. An entrepreneur is not a man of 
ordinary ability in that he introduces in his business something which is entirely 'new' to 
the existing economic system. He is not a capitalist but an organizer who can mobilise the 
needed cash for introducing his innovation. 
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The innovator-entrepreneur requires two things to perform his function; one, technical 
knowledge for the introduction of innovations, and two, finance for the completion of his 
task. In Schumpeter's view, a reservoir of untapped technical knowledge exists in a capitalist 
society on which he can draw for shaping his innovation. Regarding funds, Schumpeter 
believes that an entrepreneur can attract bank credit easily. 

Introduction of an innovation spells a start for the business cycle. As the innovator-
entrepreneur begins bidding away resources from other industries, money incomes increase 
and prices begin to rise thereby stimulating further investment. As the innovation steps up 
production, the circular flow in the economy swells up. Supply exceeds demand. The initial 
equilibrium is disturbed. There is a wave of expansion of economic activity. This is what 
Schumpeter calls the "primary wave". This primary wave is followed by a "Secondary 
wave" of expansion. This is due to the impact of the original innovation on the competitors. 
As the original innovation proves profitable, other entrepreneurs follow it in "swarm-like 
clusters." Innovation in one line induces innovations in related lines. Money incomes and 
prices rise. There is a cumulative expansion of economic activity. Since the purchasing 
power of consumers increases, the demands for the products of the non-innovating industries 
also go up and their prices are pushed up. As potential profits in these industries increase, 
a wave of expansion in the whole economy follows. This is the secondary wave of credit 
inflation that gets superimposed on the primary wave of expansion. Overoptimism and 
speculation add to the enthusiasm for expansion under boom conditions. 

The period of prosperity ends as soon as 'new' products induced by the waves of 
innovations replace old ones. Since the demand for old products goes down, their prices fall 
and consequently their producer-firms are forced to contract their output. Some of them 
may be forced into liquidation. When the innovators begin repaying their bank loan out of 
the newly-earned profits, the quantity of money in circulation is reduced as a result of 
which prices tend to fall and profits decline. In this atmosphere, uncertainty and risks 
increase. Depression sets in. The impulse for further innovation is sapped up. The painful 
process of readjustment to the point of "previous neighbourhood of equilibrium" begins. The 
economy is on its way downward into depression. 

The economy cannot continue in depression for long. Innovation-minded entrepreneurs 
continue their search for profitable innovations. The natural forces of recovery bring about 
a revival. Schumpeter points out that the deflationary forces generated by depression are 
gradually offset by certain other forces one of which is the 'dilution or diffusion of effects'. 
This is the effect of bankruptcies, shut-downs and collapses of individual markets on general 
economic activity. The impact of these events goes on falling as these occur. Another factor 
reducing the effect of depression is that the collapse of some firms enables remaining firms 
to expand their operations to cater to the market fed by the collapsing firms. These offsetting 
influences have a restorative effect. Further, the decline in aggregate consumption throughout 
the downswing will be less than that in income which results in the depletion of inventories 
to the point where there is a need to replenish them. As fresh investments take place, some 
of the more adventurous entrepreneurs will start innovating. Others follow and investment 
surges up again in a spurt and another boom is on the way. This completes the phases of 
a full trade cycle. 

Criticism of Schumpeter's Theory 
Schumpeter's theory of the business cycles has been criticized on the following grounds: 
1. Assumption of full employment. The theory is based on the assumption of full 

employment of resources in the economy. Innovations involve a shift of the 
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resources in the economy from old to new industries which ultimately resuirwor 
the start of recession in the old industries that spreads eventually to the a

the economy. Schumpeter's arguments would be rendered irrelevant if 
unemployment of labour and other factors, for in such a situation the expan,-. 
effect of innovations would not be as intense as would possibly be when thc -
full employment. 

2. Innovations alone cannot generate trade cycles. Hayek is of the opinion 
innovations alone cannot cause cyclical fluctuations. It is along with the mon-- - 
factors that innovations bring about trade cycles. If entrepreneurs decide to fir,__  
innovations from their retained earnings, these will generate only a mild exp 
In the same way, if the banking system expands its credit on the basis of 
savings made available to it by the public, there will be no inflationary p 
on the economy. Thus, Schumpeter's theory is incomplete. 

3. It ignores other influences on expansion and recession. The intensity of 
expansion and depression does not depend upon innovations alone. The int 
and duration of a business cycle depends also upon whether an innovation 
introduced before the previous cycle has run its full cirse. These are also influ 
by the credit created by the banking system during the prosperity phase, the 
period needed for carrying through an innovation, the competitive impact cif 
innovations. If innovations are; introduced in the latter phase of prosperity, the 
recession may be considerably delayed. Further, if some entrepreneur ventures to 
introduce innovation during depression itself, some of the firms which might be cm 
the verge of collapse may get a fresh lease of life. Since the general price level will 
be prevented from falling, revival may start earlier. 

Moreover, if the banking system gives huge amounts of credit to finance the innovati - 
the inflationary forces generated would be so strong as would need serious adjustment- -
bring the prices into equilibrium. The extent of the gestation period of the innovations 
influences the degree of adjustment needed. Longer is the time lag, more violent are the 
fluctuations. Furthermore, the impact of the innovation on competition is also a decisive fact,—
in the amplitude of the fluctuations. If the impact of the demand for the new product is spread 
over a large number of other products, the fluctuations caused would be of a mild nature. On 
the opposite, if the impact is confined'to a few old products, the unemployment generated br 
the replacement of the old products by the new product will be felt to be more intense. 

Despite these shortcomings. Schumpeter's theory is commendable because it suggested 
an explanation of the business cycles as a part of the process of growth of an economy and 
also because it pinpointed technology as a powerful factor in the generation of trade cycles. 

6. KEYNESIAN THEORY OF THE BUSINESS CYCLE 
Keynes did not build up his own exclusive theory of the trade cycle. But he made suck-. 

important contributions to the analysis of depressions and inflation that his disciples could 
give a systematic account of the upturn and the downturn in economic activity. In his 
General Theory, Keynes thought it sufficient to add "Notes on the Trade Cycle." These notes 
did not comprise a complete theory of the trade cycle because no attempt was made here 
to give a detailed account of the various phases of the trade cycle. Keynes did not examine 
closely the empirical data of cyclical fluctuations. All the same, Keynes provided the analytical 
tools for the purpose of building a complete theory. The Keynesian theory of trade cycle is 
summarised below : 
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Crucial Role of Investment 
Keynes maintained that trade cycles are essentially caused by variations in the rate 

of investment due to the fluctuations in the marginal efficiency of capital. The changes in 
investment are made worse by the changes induced by the cycle itself in propensity to 
consume and the state can be described and analyzed in terms of the fluctuations of the 
marginal efficiency of capital relatively to the rate of interest." Thus fluctuations in MEC 
were considered by keynes to be the root cause of the trade cycle. 

In Keynes' view, the marginal efficiency of capital depended mainly upon two factors: 
(1) the series of prospective yields from investment in the new capital assets, and (2) the 
supply price (replacement cost) of the new capital assets. These two factors are based upon 
the psychology of the investors. Therefore, they can change at any time and very rapidly. 
MEC is based on expectations of the businessmen. At one time, there can be wave of 
optimism which pushes up the MEC. At another time, there can be a pessimistic mood in 
the market for new capital assets which depresses the MEC considerably. In Keynes' view, 
understanding of the sudden changes in MEC and hence of investment was the key to the 
understanding of business cycles. Both the downturn and the upturn in economic activity 
are the result of sudden and substantial changes in investment. 

The Upswing in Economic Activity 
During the expansion phase of the trade cycles, the investors have an optimistic 

outlook. They have a firm confidence of the high profitability of the investment in new 
capital assets. They has a multiplier effect. Income rises much faster than the rise in investment. 
In a period of rising income, output and employment, the optimism of the investor gets 
further support. Therefore, expansion of economic activity goes on automatically till full 
employment of resources is reached. The movement of the economy towards full employment 
is called a boom. The rate of interest rises fast during the boom phase. But the exclusive 
optimism on the part of investors does not allow the rate of interest to act as a brake on 
rising investment. If investment were to be done on the basis of cold calculations, new 
investments would not take place once the rate of interest gets equated with the MEC. As 
the boom proceeds, the profitability of investment must fall owing to three factors 

(i) the tendency towards diminishing marginal return due to the growing supply of 
capital assets; 

(ii) the rising cost of production of capital assets; and 

(iii) rise in the rate of interest. 

But the businessmen tend to ignore the fall in the MEC because of over-optimism on 
their part To quote Keynes, "A boom is a situation in which over-optimism triumphs over 
a rate of interest which, in a cooler light, would be seen to be excessive." 

Recession and Depression 
The continued rise in investment approaches progressively a point where the additional 

capital goods would not be demanded. It is a point of saturation of demand for capital goods. 
Rising cost of production of capital assets, the declining prospective yields, appearance of 
shortages and bottlenecks in production, excessive competition and the abundance of 
manufactured goods are unmistakable signs of the impending recession. Consequently, the 
overoptimism of the boom condition is followed by pessimism. The wave of pessimism 
spreads fast. In this situation, the marginal efficiency of capital collapses with a suddenness 
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which is catastrophic. Share markets often collapse. Investors lose confidence, output falls 
unemployment increases. There seems to be glut of capital goods in the market. Thus, the 
contraction phase sets in. Economic contraction proceeds at a rapid pace because the multiplier 
operates in the reverse direction and reduces income much faster than the decline in 
investment. Another force which speeds up the contraction is the rapid rise in the rate of  
interests after the collapse of investment markets. The relatively faster rise in the rate of  
interest during the contraction phase is due to the sudden increase in liquidity preference 
of the people during a period of falling prices. Keynes attributed sudden rise in liquidity 
preference to the following three factors which operate in depression : 

(a) People expect the security prices to fall further which leads the owners of securities 
to sell them before they suffer a further capital loss. Since there are few buyers of  
securities, their prices fall and the rate of interest rises to the extent the security 
prices fall. 

(b) When the general price level is falling, consumers continue to postpone their 
purchases and hold on to cash. As the value of money increases, the demand for  
cash jumps up. 

(c) The producers are forced to liquidate their inixentories to meet their contractual  
obligations in the form of rents and salaries to permanent staff. They try to raise 
loans for the purpose which further adds to the demand for cash. 

All these three factors raise the liquidity preference of the people and hence the rate 
of interest. While the rate of interest thus rises, the MEC continues to fall. This dampens 
investment activity further. The business world is overtaken by depression. Actually, the 
situation should not be as bad as it'looks, but investors become over-pessimistic. It is yen 
difficult for the government to revive their confidence in the investment market. This is  
because the government can try to reduce the rate of interest through increased money 
supply. The governments cannot guarantee profitability of investment. Banks may offer  
loans at concessional rates but investors may not avail of these loans. Thus, monetary polio  
alone fails to revive economic activity in a depression. The low rate of investment generates  
a low level of equilibrium income in the economy. This is what Keynes called 'Under 
employment Equilibrium'. This equilibrium tends to be stable for some time. Recovery of the 
economy from the state of depression necessitates the use of fiscal policy. Tax concessions 
and other incentives for investment activity alongwith public investment alone take the 
economy out of the -depths of depression. 

Recovery is a Slow and Halting Process 
The process of expansion of economic activity is slow after depression. The time taken 

by the economy to recover depends among others upon the following three factors : 
One, the normal rate of growth of the economy. This may be relatively high or relatively low 

A high normal rate of growth hastens recovery, a low rate of growth retards it. 
Two, the time period of obsolescence/wearing out of the capital goods. The longer the life of 

capital goods, the longer it takes the economy to recover and vice-versa. Shorter life-spans 
of the capital goods require investments at an early date for replacement of these goods. This 
reduces the time for recovery. 

Three, the time taken to dispose of accumulated stocks from the boom period. If the entrepreneurs 
happen to have already sold off the stocks of semi-finished and finished goods during the  
recession phase of the cycle, even a slight improvement in the climate of investment facilitates 



recovery. On the opposite, revival of economic activity shall be delayed to the extent 
producers have unsold stocks. Till old stocks get exhausted, new investments cannot be 
made. The recovery is thereby slowed down. Generally it takes 3 to 5 years to absorb the 
stocks of the firms which they accumulate from the boom phase. Therefore, this is the 
minimum time for a depression to last . The maximum time of a depression depends upon 
the other factors, most important of which is the level of consumption of the people during 
depression. 

We are now in a position to summarise the distinct contributions Keynes made to the 
explanation of trade cycles. Firstly, Keynes made it clear that trade cycles are fluctuations 
of economic activity around an equilibrium level. The equilibrium level of economic activity 
is determined mainly by non-induced (autonomous) investment. Secondly, Keynes could 
provide, for the first time, a convincing explanation of the turning points of the trade cycle. 
This he could successfully do with the help of his theory of the consumption function. The 
collapse in the investment market is caused by excessive investment as compared to real 
savings under the consumption function of the people. The lower turning point is marked 
where income becomes equal to consumption and there is no net saving or investment. 
Thirdly, Keynes could show why the downturn of the economy is sudden while the recovery 
process is generally slow. Thirdly, the cumulative nature of the upswing and downswing 
was explained by Keynes with the help of his concept of the investment multiplier. The 
multiplier works in the upswing to raise income fast while it works in the backward 
direction to reduce income fast in the downswing. 

Criticism of the Keynesian Theory of Trade Cycles 
The Keynesian theory of business cycles was a major advance on the earlier monetary 

theories. Even then, post-Keynesian writers have found the theory incomplete and faulty in 
some respects. 

1. Half the explanation. A complete theory of the trade cycle must explain not only 
the turning points of the trade cycle but also the periodicity of the business cycle. 
Keynes could not explain the latter. Periodicity means the period from depression 
to boom of the various trade cycles. Some cycles are of five years while others are 
of ten years duration. Why does this time span of the cycles differ? Keynes could 
not explain this. 

2. Psychological theory in a new form. Keynes told us that the major cause of the 
burst of a boom is the over-optimism of the business community. It brings about 
the sudden collapse of the MEC. Likewise, Keynes asserted that recovery will start 
only after the confidence of the investors in investment profitability gets restored. 
This brings Keynes's theory very near to the psychological theory of trade cycles 
given by some classical writers. 

3. Neglect of the role of accelerator. Keynes explained the cumulative nature of the 
upswing and downswing through his concept of investment multiplier. But income 
does not increase or decrease through the multiplier process alone. 'Accelerator' 
which can be called the process of induced investment is also instrumental in 
bringing about rapid changes in income. In fact, Clark had discussed the role of 
accelerator much before Keynes wrote his 'General Theory'. But Keynes did not 
incorporate this concept in his theory. Later on, Samuelson could show with the 
help of an exercise that multiplier accelerator interaction is capable of generating 
different types of trade cycle under different values. 
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4. No explanation of the trend of growth with business cycles. It has been notice 
that all private-enterprise economies continue to grow while they suffer hew 
cyclical fluctuations in economic activity. Keynes provided the concept of equilibria* 
level of income for the short period. He avoided discussing growth with business 
cycles. This deficiency in Keynes' analysis was removed by Professor Roy Harms-

who distinguished between three rates of growth of the economy the actual rate 
of growth, the warranted rate of growth and the natural rate of growth. This wax 
he could explain simultaneously both growth and trade cycles. 

5. Asymmetry of the expansion and the contraction phases. It has been observed that 
the rate of rise in income during the expansion phase is much more than the rate 
of fall of income during the contraction phase. There is an asymmetry here which 
Keynes did not record or analyse. Prof. Hicks provided an explanation of the same 
in his theory of the trade cycles. This asymmetry is due to the inactivity 
accelerator in the downturn. 

6. Neglects the theory of capital. Keynes observed that the duration of 
related definitely to the life of capital assets and the tarrying costs of in 
But he did not care to introduce this aspect of the theory of capital in his 
of the business cycles. Prof. Von Hayek had given a theory of the business 
which was entirely based on the changes in the nature of capital assets 
product techniques during booms and depressions. But Keynes stuck to his tiquadam 
preference theory of the rate of interest thereby rejecting the real theory of the rare 
of interest. This left his theory incomplete. 

7. Doubtful efficacy of the anti-cyclical policy. Keynes advocated a cheap-money 
policy along with the policy of public works for fighting a depression. His policy 
was successful in many countries. But his policy did not prove to be successful 
against inflation. In fact, Keynes' General Theory' was depression economies. It did 
not analyse well the nature of booms and as such could not provide a satisfactory 
anti-inflationary policy. Rather it was felt that the classical policy proved to be 
better during inflation. 

We can conclude by saying that Keynes gave us valuable insights into the theory of 
business cycle in his 'General Theory'. He never intended to deal with the problem 
exhaustively. His main occupation was to provide the analytical tools for such a theory. In 
this he did commendable work. It was on the foundations laid down by Keynes that 
Professors Hicks, Goodwin and Mathews could build the modern theories of the trade cycle. 

7. HICKS'S THEORY OF THE BUSINESS CYCLE 
Trade cycles, when viewed as fluctuations in the economy's real output of goods and 

services, have historically appeared as movements above and below a rising line of trend 
or growth. In this sense, it is a common place that the real output of the economy in a 
recession may be substantially larger than the same economy's output at the peak of the 
prosperity of a cycle a decade or so earlier. The mere growth of the economy makes this so. 
Professor Hicks recognized that since cycles have historically appeared against this 
background of growth, he therefore attempted to construct a theory of the cycle against a 
background that provides a theory of growth. In this lay his contribution. 
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Fig. 9.2 The Hicksian trade cycle. 
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The Model 
The Long-run Growth Path. Hicks defines a long-run equilibrium growth path for the 

economy which is determined by the growth rate of autonomous investment. The ratio of 
equilibrium income to autonomous investment depends on the magnitude of the accelerator-
multiplier interaction or what is also known as the super-multiplier. Hicks also assumes 
that autonomous investment tends to grow at a fairly constant percentage rate over the 
long-run. With a fairly stable accelerator and multiplier, it follows that there is an equilibrium 
growth path for income which exhibits the same constant percentage rate of growth as 
autonomous investment. The failure of output to move along the equilibrium growth path 
over time, its tendency instead to run now above it and then below it, identifies cycles. 
Hick's theory then focuses on these movements which constitute cycles, but they are in this 
way analysed as embedded in a rising growth path of the economy. 

Rate of Autonomous Investment. Hicks uses the term autonomous investment to mean 
'public investment, investment that occurs in direct response to inventions and much of the 
'long-range' investment ..... which is only expected to pay off itself over a long period." The 
rest of all investment, and an amount that makes up a large proportion of the total of net 
investment in ordinary circumstances, is so-called induced investment, or investment that 
is called forth, directly or indirectly, by past changes in the level of output. Hicks recognizes 
that the distinction between autonomous and induced investment is not sharp in practice. 
But he considered this distinction a critical one for developing his theory of the cycle. 

Figure 9.2 is helpful in understanding the 
theory. The line AA shows autonomous A 

investment and the line EE the equilibrium 
growth path path for income that is based on line 
AA. The vertical axis is in logarithmic scale, so I- - 
that the straight lines given in the figure w To 

C 
 indicate a constant percentage rate of growth  z m E 

for the variables in question. Over time,  
- 

equilibrium income given by the line EE remains  0_ F 

a constant multiple of autonomous investment,  0 A ----- 
the size of the multiple depending on the 
strength of the multiplier-accelerator 
interaction. The assumption that autonomous 
investment grows at a constant rate is, of course, 
unrealistic, and Hicks' model permits occasional 
shifts in the rate of growth of autonomous investment. However, from the Hicks' model 
view-point, changes in autonomous investment are exogenous (arising from forces outside 
the model's system), whereas the basic purpose of the model itself is to investigate the 
behaviour of the system in the absence of such exogenous changes. 

The ceiling and the floor. The line CC shows the growth path of the ceiling output, 
that is, output produced with full employment of the economy's resources. It is assumed that 
this line lies above EE. The other line FF describes the lower-limit growth path. It shows the 
floor to which real income can fall during the contraction phase of the cycle. The central 
point to be explained in Hicks' theory is: Why does the income level not follow the equilibrium 
growth path described by EE. Given a departure from this path, how the lines CC and FF 
set the upper and lower boundaries within which the cycle moves ? 
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In Figure 9.2 we assume that over a period of time ending at point a the econorn 

been in equilibrium; that is, the economy has been in equilibrium growth along the path BE 
and is at point a. Suppose an innovation produces a temporary spurt in autonomous 
investment. A cumulative movement upward from a is set into motion as the multiplier-
accelerator interaction takes place. The actual movement of the economy's output is described 
by the path ab. The.economy's ceiling output is also growing with time due to the trend in 
growth in the economy. Therefore, for some time economy's output will grow along the 
ceiling path as is shown along the portion from b to c. Now the rate of actual output cannot 
exceed the rate of growth of the ceiling. Therefore, sooner or later the actual growth must 
be checked by bumping against the ceiling. It brings into play a crucial element in the 
analysis. As Hicks writes, "When the path has encountered the ceiling, it must after a little 
bounce off from it, and begin to move in a downward direction. This downward movement 
is inevitable." In other words, the expansion phase must come to an end. Contraction  must 
eventually follow. 

We must understand the downturn point c better if we recall the Samuelson accelerator-
multiplier model. We know that accelerator requires an ever-rising rate of growth of output 
for its work. The acceleration or induced investment in any one period depends in some 
specified way on the change in output in the preceding periods. IAwever, we assume  a 
maximum in change in output the economy can allow as shown in the ceiling trend line cc. 
Therefore, the rate of increase in output in the time periods for which the economy moves 
along be must be less than the rate of output expansion during ab, This decrease in the rate 
of growth of output is sufficient to cause a decrease in total output, or a downturn from the 
peak level of output attained. There is a lag between the time the ceiling is struck and the 
time the downturn begins. In the Figure, the lag is assumed to equal the time period involved 
in moving from point b to point c. The occurrence of the downturn requires a strong enough 
accelerator _to push the economy to the ceiling growth rate. 

Once the investment level falls off to cause the downturn, the accelerator- multiplier 
mechanism starts working in the opposite direction. But the process of contraction cannot 
go as fast as the process of expansion. This is because of the asymmetrical working of the 
acceleration effects. On the upswing the limit to the expansion of real investment is set by 
the capacity of the system to produce, but on the downswing the limit to negative investment 
(disinvestment) in any period is set by that period's depreciation. What the businessmen as 
a whole can do is to provide no replacement for machines that wear out. Therefore during 
the slump, accelerator has a limited role, only multiplier works back. The limit FF is, in other 
words, set by autonomous investment times the multiplier. 

Hicks holds that autonomous investment typically declines during the slump (the line 
AA shifts downward) but remains positive and maintains a steady rate of growth. This 
growth of autonomous investment continues to support income but at a slump level as 
shown by de. How long income shall move along the floor depends in part on the redundancy 
of capital inherited from the spurt of induced investment in the earlier period. Once the 
inherited capital stock is used up, new investment orders have to be placed for replacement 
to maintain the existing floor-level flow of output. Gross investment moves above the 
autonomous investment level upwards from the FF line. This sets the accelerator working 
again to raise income upwards. The rise in income does not stop with the EE line because 
that rate of growth is consistent with the AA line, not the FF line. Having overshot the line 
EE, the income level goes up until finally restrained by the ceiling from which it bounces 
off to start the downward movement of another cycle. 
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Assumptions of the Model. Hicks' theory depends upon the following assumptions: 
(1) A progressive economy with a regularly rising rate of autonomous investment; (2) Saving 
and investment coefficients of such a nature as cause a movement away from equilibrium; 
(3) There is a direct restraint on the upward expansion put by the scarcity of employable 
resources; (4) The asymmetrical working of the accelerator in the upswing and downswing; 
and (5) Both multiplier and accelerator have fixed values and work with a lag. 

Criticism of the Theory 
Hicks' theory has been appreciated as well as criticised by writers. The main deficiencies 

of the theory especially noted are as under : 
1. Founded on the acceleration principle in a rigid form. According to Kaldor, the 

major weakness of the theory is its use of the acceleration principle with a fixed 
value. It also implies a constant capital-output ratio throughout the business cycle. 
In practice, the induced investment depends as much upon the availability of 
finance, expectations of businessmen, the nature and composition of autonomous 
investment. Experience shows that short-term investments become more attractive 
towards the ceiling and long-term investments during the slump. In the opinion 
of R.S. Eckaus, the statistical findings of Simon Kuznets and Jan Timbergen point 
to the extremely weak acceleration effects during cyclical fluctuations. 

2. Assumption of a constant multiplier. In assuming a fixed value of multiplier, Hicks 
assumed a stable consumption function. Many recent empirical studies have shown 
that the value of the MPC changes from one stage of the cycle to another. In 
Friedman's view, there is no certain or predictable relationship between the 
transitory income and MPC. Therefore, the multiplier-accelerator interaction 
constituting the core of Hicks' theory is not acceptable. 

3. Invalidity of the 'no excess-capacity' assumption. Professor Nicholas Kaldor 
considers the use of accelerator misleading in that it presupposes absence of excess 
capacity in capital-goods industries and permanent nature of demand for capital 
goods. In Kaldor's view the evidence is on the contrary. Industries subject to 
cyclical fluctuations maintain excess capacity as a normal routine for they face 
variable demand. 

4. A mechanical explanation. Hicks fails to take note of the psychological factors of 
uncertainty and expectations. These play an important role in the dynamics of 
investment. As Duesenberry has put it, "The basic concept of multiplier-accelerator 
interaction is an important one but we cannot really expect to obtain observed 
cycles by a mechanical explanation of that concept." 

5. Resource limitation cannot form a 'ceiling'. Duesenberry has also attacked the 
concept of the ceiling to the expansion set by resources limitations. In his view, the 
experience of the 1953-54 recession in the U.S.A. casts doubt on the assumption. 
Only resource shortages cannot cause a very large and sudden crash in investment. 

6. 'Floor' expansion not convincing. Professor Harrod has doubted that autonomous 
investment is likely to be advancing in a slump. The possibility is more that the 
depression retards it. In his study of the American business cycles in the nineteenth 
century Readings Fels noted that the revivals were not due to the wearing out of 
excess capacity; the upturns did not wait for induced investment falling to zero. 
Rather in many cases expansion started in spite of the existence of excess capacity. 
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7. Invalid distinction between autonomous and induced investment. Some 
have questioned the validity of the distinction on empirical level. In er 
period much of investment is autonomous which becomes induced in\ 
from the long-period viewpoint. This seriously limits the possibility of conr-
the theory with facts. 

8. Artificiality of the separation of exogenous and endogenous factors. Accor.: -
Hicks, the ceiling is independent of the path the output follows in the cou:--
cycle. This is because the ceiling is made to depend on such exogenous fa.:-
population growth and technological progress. But it depends also on the 
of available resources one of which is the capital stock. Therefore, the cr. - 
raised during the period of increasing capital stock. Since the rate at which inc - 
increases influences the rate ut which the capital stock changes, the ceiling lev-z-
output would be determined also by the time path of income. It is thus imprcper 
to separate the long-run trend growth from what happens during a cyde. 

While critics have high lighted the deficiencies of Hicks' theory, they have also 
praised his work. For example, Kaldor has referred,  to the "many brilliant and original 
of analysis" found in Hicks' theory. Duesenberry has described it as an "ingenious piec-
work" and "the first coherent theory of the cycle to appear in some years". Simile - 
Shapiro praises Hicks' work by saying that "despite the tremendous amount of work 
on business cycles after Hicks gave his contribution, Hicks' model remains, in a sense, 
last word in business cycle theory." 

8. KALDOR'S MODEL OF THE BUSINESS CYCLE 

Kaldor's theory of the trade cycle is a comparatively simple and neat theory 
directly on Keynes' saving-investment analysis. Keynes theory of the determination of the 1 
of income did not take into consideration the theory of the fluctuations of income. It 
important to note that Kaldor's theory of the trade cycle emerges essentially from 
substitution of his the nonlinear saving and investment functions for the linearl functions 
by Keynes in his income model. 

1. Assumptions. In his trade cycle theory Kaldor does not make use of the accelera 
principle in a rigid form. In his model, investment is related directly to the level of income 
inversely to the stock of capital. This approach, breaks the unrealistic, inflexib 
dependence of investment to changes in output that is implied by the rigi 
acceleration principle. Kaldor introduces a new variable that plays a major role in 
a cyclical changes in saving and investment and this variable is the capital stock (K)1  
in the inconomy. Saving is a direct function of the capital stock, for any level of 
income, the greater the capital stock, the larger is the amount of saving. As against 
this, investment is an inverse function of the capital stock. It means that for any given4  
level of income, the greater the capital stock, the smaller is the amount of investment. 

In Kaldor's theory we trace out how the changes in capital stock alter the equilibrium 
situations. In other words, instead of the investment function incorporating the 
strict acceleration principle I t  = Ia  + - Yt  _ 2), this approach gives us an 
investment function. Which is 

It  =  + hY - fic 

1. Linear S and/functions means S and/functions are straight lines. 
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where K is the stock of capital at the beginning of the period t and h and j are 
constants. The above equation simply means that if income (Y) increases while the 
capital stock (K) remains constant investment will rise to increase the capital stock. 
If, on the other hand, the capital stock increases while income remains constant 
investment will fall as the desired stock of capital has been reached. 

The main differences between Hicks' model of the trade cycle and Kaldor's model 
is that the former uses the acceleration principle in its rigid form; while the latter 
uses it in a way as to avoid some of the shortcomings of the rigid acceleration 
principle. 

2. Kaldor's model assumes that the process of change in the business activity is 
related to the differences between ex-ante saving and investment in the economy. 
If S > 1, then savings are more than investments and there is a decline in consumer 
spending which through multiplier will bring a fall in income and business activity. 
If, on the opposite, 1 > S ,match the income rises due to increased spending. Thus, 
a discrepancy between ex-ante saving and investment induces a chain of reactions 
till the equilibrium level of income is restored. Kaldor, thus, makes both S and 1 
depend upon Income (Y) and stock of capital (K) . Specifically, 

I = I (Y, K) 

S S (Y, K) 

Both S and I are usually related to the level of income except in case of deep depression or extreme 
inflation, so that zlI/z1Y and AS/ AY are normally greater than zero. The behaviour of S and 
i in relation to the stock of capital, however shows that saving is related positively 
with the accumulation of the stock of capital, while investment generally bears an 
inverse relationship with the stock of capital. Kaldor proposes that the fluctuations 
in the economic system can be traced to the movements of the variables 1, S, Y and 
K. If we suppose that S and I functions are linear then, there are two possibilities about 
fluctuations in income. 

The first possibility is shown in Fig. 9.3(a) where the equilibrium is Ye  income level 
when we assume linear S and I functions, there is a single equilibrium position and any 
disturbance that results in a shift in either function or both would tend to be followed by 

s.i• S 
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Ye Y 

STABLE AND UNSTABLE EOUILIBRIA 

Fig. 9.3. 
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a movement to a new equilibrium position. This prevailing model shows more stability ti,-
appears to be in the real world. 

In part (b) there is again a single equilibrium position but it is unstable one.  Any 
disturbance producing a movement above Y means that 1 > S and that the income level  may 
rise without limit. any disturbance leading to a movement below Y > Ye  means S > I  and 
that the income level would collapse to zero. Part B gives us greater instability than the  real 
world shows. 

From this, Kaldor, therefore, concludes that S and I functions cannot both be linear,  at 
least not over the full range of incomes during the business cycle. His opinion was that nor 
linear S and I functions appear to conform more closely to the behaviour of saving ana 
investment in the course of a business cycle. 

lialdor's proposed non-linear S and I functions 
Refer to Figure 9.4. In part (a) the curve is alsmost flat for both relatively high and  low 

income levels. This implies that MPI is almost zero. The MPI is expected to be about  zero 
at low income levels because there is already large excess capifity and rise in income at  low 
point will not induce any investment spending. Similarly, in case of high level of income, 
MPI will be small because of rising costs of construction and borrowing. This will discourage 
entrepreneurs to invest more. In part (b) of the figure at relatively high and low income 
levels, the MPS is relatively large compared to its magnitude at normal income levels. 
During recession when incomes fall to low levels, people cut saving to maintain their 
previous standards of living and at high income levels, people not only save a large amount 
but also a larger proportion of their income. Therefore, the MPS is high both in a recession 
and a form. This shifts the distribution of income in favour of profits and away from wages 
because the MPS of profit seekers is higher than that of the wage earners. This is reflected 
in a steep rise of the S function at high income levels. 
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Fig. 9.4. 

The Model 
The given figure 9.5 has been derived by combining the nonlinear I and S functions. 

This figure shows multiple equilibria of income with both A and B as stable positions.  At 
income levels below Y1  I > S, so the income level rises. At income level,' between Y1  and  Y, 
S I, so the income level falls. C is an unstable position and, therefore Y2 is not a stable income 
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BUSINESS CYCLES 
i. If income happens to be between Y2 
Y3, it will rise to Y3, and if income is 

=t7ween Y1  and Y2, it will fall to Y1. It 
-tows that the economy can reach 
,:ability either at some high level of 
come Y3, or at some low level of income 

This, however, does not give us a 
mplete model of the business cycle, 

because a business cycle is made up of 
alternating expansions and contractions 
and this figure simply shows two 
possible positions of stable equilibrium. 
According to Kaldor, "The key to the 
explanation of the trade cycle is to be 
found in the fact that each of these two 
positions is stable only in the short period-
that as activity continues at either one of 
these levels, forces gradually accumulate 
which sooner or later will render that particular position unstable." If it can be shown that 
the stable equilibrium at A becomes unstable over time and forces a movement to B, we will 
have given the basic genesis of the business cycle. 

Kaldor argnes about the onset of contraction and expansion with a series of diagrams. 
In Figure 9.6 we start off in this with the assumption that the economy is in equilibrium 
position at B, which corresponds to a relatively high income, at which investment is also 
high. We have assumed that the higher the rate of investment, the more rapid is the increase 
in the size of the capital stock. As the capital stock grows, it means falling MEC, which in 
turn leads to downward shift in the MEI curve. This is denoted here by a downward shift 
in the I curve (beyond point B). At the same time, the growth in the capital stock of the 
economy means a growth .in the total wealth of the economy. This will tend to push up the 
saving curve S beyond point B in stage 1 of this figure. This means that there is a rise in 
the average propensity to save in the economy induced by an increase in its wealth. As 
shown by stage 2 of the diagram, the downward movement of the I curve and the upward 
movement of S curve result in a gradual shift to the left of the position of B and a gradual 
shift in the position of C to the right until B and C are brought close to each other. The critical 
point is reached when these gradual shifts of the 1 and S curves make the two curves 
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tangential to each other at point B. This will bring B and C together as is shown in stagy.  
3 of the diagram. Now, at the position of B + C, S > I in both directions. This implies the: 
the equilibrium is unstable, that the income will move in a downward direction. The cydica_ 
contraction, once started' reduces the income level until a new stable equilibrium is reachea 
at the relatively lower level that corresponds with A. 

It may be noted that even position A is a stable eqvilibrium income only in the sho 
run. As time passes the S and I curves gradually shift. For the economy is at a relative] 
low income level, the I curve shifts upward and the S curve shifts downward, as is shown 
by stage 4 in the diagram. If the level of investment corresponding to A is less than the 
replacement requirements, some inward shift in the I curve will occur on account of replacement 
reasons alone. Besides as time passes, more investment opportunities develop pushing up 
the MEI curve. This means an upward shift in the I curve. At the same time, any dec • 
in the capital stock of the economy that occurs during the period of low income will to 
to lower the average propensity to save. This will push the S curve downward. These s 
cause the position of A to move to the right and that of C to move to the left, thereby bringing 
A and C together as is shown in stage 4 and stage 5 in the diagrams. In the process, 
critical point is reached when these gradual shifts of the I and S curves make the two cury 
tangential that bring A and C together, as is shown in stage 6 of the diagram. The A + 
position is unstable as income goes in an upward direction, since I > S on both sides. 
expansion, once started, raises the income level where a new state of equilibrium is reach 
at the position B. The S & I curves thereafter are likely to return gradually to the positi 
shown in stage 1 of the diagram and another cycle begins. 

The cyclical process described by Kaldor is thus self-generating. The very movement 
relatively high income levels brings into play forces which with the passage of time ha 
produced a downward movement to relatively low income levels, as the changing APS 
the accumulation or decumulation of capital that occur over the cycle are inherent in 
capitalist economic process. They are endogenous forces in the full sense of the term. 

Besides the switching of the S & I functions, Kaldor's model of trade cycle introdu 
the importance of the distribution of income. He contended that the income of the sod 
is distributed between two classes workers and employers as wages and profits each 
which has its own propensity to save, while the relations of income distribution determine the 
level of saving, achievement of equilibrium requires a matching level of investment. According 
to Kaldor, the introduction of the distribution mechanism (of income) into the model (with 
the provision that profit seekers' savings are more than those of wage earners) makes the 
system more stable and more capable of automatically restoring equilibrium. Thus we find 
that Kaldor's model differs materially from Harrod's model. Kaldor believes that any change 
in I in relation to S — which in Harrod's model will tend to produce cumulative processes of 
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lecline or growth in income will set off in Kaldor's model the mechanism of income 
edistribution which adjusts S to the changed level of I. 

Inflationary processes have an important part to play in this redistribution of income. 
:aldor assumes that when I > 5, the growth of demand under increased employment will 
esult in faster growth of prices than of wages, thereby changing the distribution of income 
n favour of profit earners reducing the share of workers. Because savings from profits are 
ssumed to be higher than the savings from wages (Sp > Sw) this will result in a growth 

savings and the equality of S and I will be restored. If, on the other hand, investment demand 
mds to decline, prices are likely to drop faster than wages, income distribution will tend 
o change in favour of the workers, savings will decline till the equality of S and I is restored. 
he stabilising effect which works through the mechanism of income distribution is called 
Kaldor effect'. 

According to Kaldor, the forces which bring about the lower turning point are not so 
trong at the higher level of income. "A boom left to itself is certain to come to an end, but the 
iepression might get into a position of stationariness and remain there until external changes 
the discovery of new inventions or of the opening of new markets) come to the rescue." 

Kaldor has observed also that cycles in his model are not of the same duration. Neither 
Ire expansions and contractions necessarily symmetrical. These attributes of the cycles 
iepend upon the slopes of the I and S curves and the rate at which they shift in the course 
>f the trade cycle. 

Kaldor's trade cycle model is unique in nature. He has neither used the acceleration 
,rinciple nor the monetary factors in explaining the turning points of the trade cycle. He 
las used the existence of non-linear S and I functions along with the income distribution 
nechanism to demonstrate the generation of a business cycle. 

3. EFFECTS OF CYCLICAL FLUCTUATIONS ON BUSINESS FIRMS 

Business firms are affected differently by cyclical fluctuations owing to the differing 
iature of their businesses. Moreover, the effects on business firms during the expansion 
Ihase differ from the effects in the contraction phase. For instance during revival and 
'xpansion, the firms' demand increases quite rapidly as a result of which selling prices rise 
nore quickly than costs do and the profit-margins rise. So manufacturers and merchants 
;enerally feel happy during the expansion phase. 

It is at the height of the expansion phase that businessmen start feeling the pinch of 
he business cycle. The increase in raw-material prices, in labour costs and rents and the 
tigher rates of interest charged by banks for credit accommodation increases considerably 
he costs of carrying on business while prices do not rise any more. So the business units 
Ind sales promotion more and more difficult. Business enterprises start competing severely 
or orders. Some businessmen feel panicky and reduce their stocks to the saleable level. They 
tart cancelling their orders. Other businessmen follow. Prices have to be maintained with 
lifficulty Collections are slow while banks and trade creditors press for the settlement of 
heir claims. Soon the recession starts. 

During the period of recession, manufacturers and merchants find their inventories 
unusually high which also depreciate fast in their value at that time. Since these excessive 
nventories are usually made up of finished goods rather than of raw materials, more and 
nore money gets locked up in inventories. Some business units are unable to pay their debts 
tnd get liquidated. They are compelled to sell their goods at a loss in order to meet their 
)bligations. Other business units find their profit-margins going down while some might 
lave to carry on production at a loss. 
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During the contraction phase, these difficulties are likely to continue and might :-

intensified owing to the fixed charges of all costs which the firms have to perforce be..,  - 
Firms may cut back output, retrench workers and purchase less of raw-materials. All the 
are variable costs. But overhead costs cannot be so reduced. Further, firms have to r1_, - 
considerable excess capacity which adds to their overhead costs all the more.. The financia_ 
losses suffered thereby land the business units in grave difficulty. 

The description of the evil effects of business cycle on business units given above ha- 
been attempted in relation to an average business unit. In fact, some business units whit= 
are small-sized may go insolvent while the large sized units may survive the cycle. Since 
a typical business finds cyclical movements beyond its control, the best course open to 
is to adjust and adapt itself to it. With increased experience of the business fluctuations ove-
the years, this process of adaptation by firms is being standardised and the process is nc-
that painful as it was fifty years back. 

10. MEASURES TO SOLVE THE PROBLEMS 
The measures which can be employed to solve the problems arising out of business 

cycles are classified into two types: 
1. Preventive measures are those steps which are designed to prevent the individual 

concern from suffering serious losses during the recession and contraction phases 
of the cycle. 

2. Relief measures are those which are designed to quicken the recovery following a 
period of contraction. 

Preventive Measures 
These include all measures which would be adopted during the period of expansion 

for regulating purchases, safeguarding assets and avoiding unwise credit expansion. These 
measures can be adopted only if the managers of the enterprises possess intimate knowledge 
about (i) the precise relation between cyclical changes in general business and cyclical 
changes in the business of the given enterprise, (ii) nature of the cyclical price movements 
in the purchases and sales of the particular business in relation to the general business cycle. 
If a business manager has secured this information, he has taken the first important step 
towards chalking out an intelligent programme of adapting to the business cycle. 

.The various preventive measures against the effects of business cycle are as follows : 
I.  Conservation of assets during expansion by avoiding undue increase in plant and 

equipment, and in dividends; 
2. Managing the plant use in such way as avoids decrease in unit production and 

increase in unit overhead costs and yet maintains satisfactory labour conditions 
and steady cmployment throughout the year; 

3. Avoiding excessive inventories and purchase commitments beyond the available 
financial resources and excessive sales promotion which results in cancellation of 
orders; 

4. Employing a flexible credit standard so that the terms and conditions can be 
tightened during expansion, and relaxed during contraction. 

Relief Measures 
The following measures can be adopted to reduce the effect of contraction on the 

business unit: 
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1. Reduction of the costs of manufacturing products through streamlining of 
production processes and quick liquidation of inventories. 

2. Improving the quality of products and adoption of marketing methods based on 
accurate analysis of the developing market situation for securing increased demands. 

3. Development of the plant labour and organisation to make it more flexible and 
versatile in order to meet the challenges of the contraction phase. 

4. Launching of new merchandise lines during slack periods so that the plant and the 
organisation are both ready for production and sales so the contraction phase 
starts. This of course requires a good research and development outfit. 

Credit Policy 
Credit standards may be stiffened during prosperity. When orders are numerous, new 

orders from customers having poor records of payment should be accepted with great caution. 
During the depression phase, however the credit standards may be softened in order 

to attract customers. 

Fixed Investment Policy 
Fixed investments are heavy and are made in plant, building and equipment. The 

business manager must determine the long-term trend of the given business and should 
plan his building programme accordingly. This would avoid the over-expansion of equipment 
and premises. New plants should be erected during those periods of the cycle when costs 
are the lowest. The business manager can depend on past records, if available, for planning 
the rate of normal growth and for planning the extension of business in advance. 

Cyclical Pricing Policy 
In price policy, decisions relate to the degree, the timing and the pattern of cyclical 

price changes. Changes in price can be made in several ways. These may take the form of 
changes in list prices, changes in product-line differentials and changes in the structure of 
discounts and merchandising allowances. 

In formulating a policy of cyclical price adjustments, several alternatives may be 
considered, some of which are as follows: 

(1) Price rigidity, (2) price variations conforming to cost changes, (3) price variations 
conforming to changes in general price level, (4) price variations that stabilise market share, 
(5) price variations conforming to prices of the substitutes, and (6) price variations conforming 
to changes in the industry's demand determinants. 

Of course, a choice among these alternatives is open only to firms which are having 
some monopolistic advantage in price fixation, as is the case under imperfectly competitive 
market conditions. 

Cyclical Advertising Policy 
The following guidelines may help the management in formulating a cyclical advertising 

policy: 
1. Commodities having a high income-elasticity of demand require larger advertising 

expenditure to ovecome consumer resistance during the contraction phase. 
2. Old products should be improved and new trends developed in order to attract 

consumers to the product even when their incomes are at a low level during the 
recession phase through effective advertising. 
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3.  Firms must stabilise their advertising outlays so as to maintain continuity II_ 

promotion. This policy helps in two ways: (a) it helps in maintaining consumer's 
brand preferences in times of relatively more severe price competition. (b) in 
prosperity periods, a firm which has strongly entrenched itself by continuous 
advertising can exploit the fact that buyers are less price conscious at that time 
This can also reduce advertisement costs for the firm at a time when advertising 
is relatively costly because of severe competition. 

KEY DEFINITIONS 

1. Business Cycles. The alternating periods of expansion and contraction in the economic 
activity. It is a wave like movement in economic activity showing an upward and 
downward trend. 

2. Depression or Trough. It is the bottom of a cycle where economic activity remains 
at a highly low level. Income, Employment, output, price level etc are very low in the 
economy. 

3. Recovery. It is the stage of business cycle where the economic activities in the economy 
starts gradually to improve. Income, Employment, Output, price level trend to rise. 

4. Prosperity. It  is the peak of a cycle where the economic activity remains at the 
highest point. There is all round optimism in the economy. Income, employment, 
output, price level tend to reach to their highest point. 

5. Recession. It  is the stage between depression and prosperity. It is an significant 
decline in economic activity spread across the economy. Production, employment 
income, price level tends to fall down. 

6. Innovation. They are the changes in the production of goods in the area of new 
techniques or production, opening up of a new market, new product, new source of raw 
materials, reorganization of production process etc. They are the commercial application 
of inventions by entrepreneurs. 

7. Autonomous Investment. These investment that occurs irrespective of the changes 
in the level of output in the economy. 

8. Induced Investment. Those investment that occurs due to the changes in the level 
of output in the economy. 

O 
I. FILL IN THE BLANKS 

QUESTIONS 

1. The expansion and contraction of aggregate economic activity is called as  - - - - - - - - - - -  
2. When national output rises, the economy is said to be in 	 phase. 
3. During recession, the unemployment rate  - - - - - - - - and output  - - - - - -  
4. The period of business cycle in which real GDP is increasing is called the 
5. The period characterized by unemployment and low wages is called 
6. There are   phases of business cycles. 



• • • 

BUSINESS CYCLES 

II. MULTIPLE CHOICE QUESTIONS 

1  The phase of business cycle that occurs after through and before a peak. 
(a) Expansion (b) Contraction (c) Recession (d) Recovery 

2. Which of the following marks the beginning of a contraction in the business Cycle ? 
(a) Recession (b) Expansion (c) Peak (d) Trough 

3. The indicators which tend to reach their peaks and troughs during business cycles are 
(a) The stock market 	 (b) The real GDP 
(b) The budget depicit 	 (d) The Bank reserve 

4. A   - - - - is a large, long recession 
(a) Recession (b) Depression (c) Boom (d) Business cycle 

5. Which of the following doesnot occur during an expansions ? 
(a) Consumer purchase increase (b) Demand for labour rises 
(c) Business profits decrease (d) None of above 

III. SHORT ANSWER QUESTIONS 

1. Business Cycle 2. Prosperity 
3. Depression 4. Recession 
5. Prosperity 

III. SHORT ANSWER QUESTIONS 

1. What is a Business cycle ? What are its stages? How is it caused? 
2. Do you think that business cycles are a monetary phenomenon? 
3. Explain Keynes's theory of the business cycle. What are its limitations? 
4. What are the effects of cyclical fluctuations on business firms ? Which measures can 

be undertaken to solve the problems arising out of these? 
5. How do Schumpeter and Hicks explain the phenomenon of business cycles ? 

ANSWERS 
I. 1. Business Cycles 2. Prosperity 3. Rises, falls 4. Expansion 

5. Depression 6. Four 
II. 1. (d) 2. (a) 3. (a) 4. (b) 5. (c) 



INFLATION, DEFLATION 
AND STAGFLATION 

If unemployment was the main problem of 1930's inflation 
has become a problem of the same intensity in the post-warera. 
A proper understanding of the theory of inflation becomes a 
precondition to devise policies to control inflation. We, therefore, 
first turn to the definition of inflation. 

1. DEFINITION OF INFLATION 

There are many definitions of inflation. By inflation m - 
people understand a sustained and substantial rise in prices. F - 
example, Crow there defines inflation as a state in which t 
value of money is falling, i.e., prices are "rising". According - 
Harry G. Johnson, "We define inflation as substantial increase 
prices." Milton Friedman writes: "By inflation. I shall mean 
steady and sustained rise in prices." 

This type of definition of inflation is, however, beset with 
certain difficulties. The first is that there may be price rises 
which are not inflationary. There may occur a crop-failure or 
some other natural calamities like flood or earthquake. This will 
cause a sharp decline in food supply as a result of which there 
would be some rise in prices to ration the reduced supply. Or let 
us take another situation in which the economy is moving from 
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depression to a higher level of employment. There would certainly be some increase in prices 
due to an increased demand for goods and services. These two cases of price rises cannot 
be regarded as inflation because these are self-limiting and at the same time do not pose any 
serious policy problem. 

Another difficulty in defining inflation arises when we have to decide as to which price 
index should be chosen to indicate the presence of inflation. Shall we choose a Wholesale 
Price index or a Consumer Goods Price Index ? The Ikeda Government in Japan relied on 
wholesale price index to show that the rapid economic growth of 1960-62 was not 
inflationary, while the opposition Made use of consumer goods price index to show that the 
position was the reverse. A similar problem arises when we have to choose between a price 
index which includes taxes and subsidies and the one which excludes taxes and subsidies. 
If the Government imposes taxes to deflate the economy, the prices inclusive of taxes will 
rise faster and will, therefore, appear to contribute to inflation; if we make use of a price 
index which is inclusive of taxes then the rise in prices may not look inflationary. 

Another difficulty with the use of a price index for measuring inflation is that most 
price indices do not take into account of changes in the quality of the product. There are 
many instances in which the price of a particular good has increased with an improvement 
in its quality. A new higher-priced model of the Ambassador car will certainly yield better 
service than an old one and thus an increase in its price cannot be called inflationary. 

Finally, there is another difficulty in measuring inflation in countries where efforts are 
being made to suppress inflation through physical controls. Now, when price controls are 
introduced, should the indices be based on black-market prices or official prices? 

We thus find that although rising prices is an important test of inflation, certain 
increases in prices may not be in the nature of 'inflation. 

Let us now discuss some such definitions as define inflation in terms of the factors tha t 
cause it. 

Economists like Hawtrey, Coulbom, Gregory, Goldenweiser, F.W. Paish and Milton 
Friedman consider inflation as a purely monetary phenomenon. These monetarists believe.that 
inflation is caused by an excess of money stock or money income. In the words of Coulborn, 
"Inflation is too much money chasing too few goods." According to Goldenweiser, "Inflation 
occurs when the volume of money actively bidding for goods and services increases faster 
than available supply of goods, when the growth of national income in money units is 
greater than its growth in physical units." In the same vein Milton Friedman observes, 
"Inflation is always and everywhere a monetary phenomena." Thus, according to these 
economists, an expansion of money stock unaccompanied by a similar expansion of goods 
and services results in an inflationary situation. 

Quantity, theorists regard an increase in money stock as the main cause of rise in prices 
but experience also tells us that when inflation gains momentum the money stock has to 
be adjusted to cope with inflation. To remove this difficulty, Paul Einzig distinguishes 
between "money inflation" and "price inflation". When the prices rise due to an expansion 
of the money supply, it is 'money inflation' but in the later phase more and more money 
supply will have to be expanded and as such this is known as 'price inflation'. Paul Einzig 
defines inflation as "a state of disequilibrium in which an expansion of purchasing power 
tends to cause or is the effect of an increase of the price level." Thus, this definition inchides 
in the scope of inflation not only the excess of money supply but also the more vicious 
aspects of rise in wages, cost of production and price spiral in which each becomes, at the 
same time, a cause and an effect. 
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Although inflation is commonly considered to be a monetary phenomenon, 
another school of thought according to which inflation is a phenomenon of fast ristd_ 
after there is full employment. According to Keynes; true inflation occurs only a:-

employment. Inflation is regarded as the excess of demand over supply after the 1.: 
production have been reached. Prof. Emele James defines inflation thus, "Inflation 1-
perpetuating and ineversible upward movement of prices, caused by an excess of  - 
over capacity to supply." 

Thus, an inflationary situation is a persistent and appreciable rise in prices when 
is a disequilibrating state of excess demand. 

2. TYPES OF INFLATION 
Experience tells us that there are many types of inflation. We explain below the van. 

ways in which these types of inflation can be classified. This classification is based LL 
different considerations : 

1.  On the basis of rapidity with which prices rise, inflation may be classified 
three types : (a) creeping inflation ; (b) walking inflatto ; (c) running inflatio-
galloping inflation. 
(a) Creeping Inflation is the mildest form of inflation and is not considered to _ 

any dangerous effects on the economy. As a matter of fact, creeping inflat -
thought to be the inevitable consequence of economic growth. It is argued -_ 
creeping inflation does not allow the economy to stagnate. Some econom, 
Europe have been suffering from creeping inflation. According to others, 
creeping inflation is dangerous for the economy. These economists con,__ 
inflation analogous to conception. In its beginning, creeping inflation may 
very simple but with the passage of time it may assume dangerous proport_ 
Therefore, creeping inflation should be nipped in the bud. According to k, -
when prices rise by not more than 3% per annum, the situation may be descr: 
as that of creeping inflation. 

(b) Walking Inflation. The next stage, from the point of view of rapidity of infia: 
is walking inflation. When creeping inflation continues over a decade 'and pr 
rise from 30% to 40%, this may be 
described as walking inflation. 
Recognition of this stage is 
significant in so far as it gives us 
the red signal of hyper-inflation. 

(c) Running inflation and Galloping 
inflation. Hyper inflation is an 
indication of serious disequilibrium 
in the economic system; when the 
speed of price-rise increases 
walking inflation gets converted 
into running inflation. Running 
inflation would record a 100%  
increase in prices overs period often 
years. In galloping inflation, prices 
rise every moment. The prices may 

Fig. 10.1 Schematic represen-
tation of Different Types of inflation 
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rise by 100% within a year. The inflation in Germany after First World War 
was an example of run-away inflation or hyper-inflation. Hyper-inflation was 
also experienced in Hungary, Poland, Greece, Austria and Russia. In Figure 10.1 
we represent through the four rising curves these various types of inflation. 

2. On the basis of the processes through which it is induced, inflation may be classified 
into three types : deficit-induced inflation, wage-induced inflation and profit-induced 
inflation. 
Deficit induced inflation is that which is the result of continuous deficit financing by 
the Government (spending more than revenue either by taking resort to printing 
press or by borrowing from the banking system). 
Wage-induced inflation is that which is caused by a faster increase in money wages 
than the productivity increases allow. 
Profit induced inflation is that which is due to a sustained increase in the profits of 
the manufacturers due to monopoly influences. 

3. On the basis of time, inflation may also be classified into wartime, postwar-time 
and peace-time inflation. 
War-time inflation emerges when the Government spends more than its revenue. 
The government uses a considerable portion of available output. Hence, there is a 
downward shift of supply to the civilian population thereby giving rise to an 
inflationary gap. 
Post-war inflation is the after-math of war-time inflation. Post-war inflation occurs 
because the government may withdraw war-time taxes. This would add to the 
disposable income of the community. Besides this, the excess liquidity accumulated 
during wartime might manifest itself in excessive demand and therefore lead to inflation. 
Inflation in normal times is called peace-time inflation. For example, the inflation 
experienced in under-developed countries due to excessive aggregate expenditures 
is peace-time inflation. 

4. On the basis of scope, inflation is considered to be of two types : comprehensive 
inflation and sporadic inflation. When there is a general rise in prices and the prices 
of all the commodities increase, this is comprehensive inflation. Whereas 
comprehensive inflation is economy-wide, sporadic inflation is of sectoral nature. 
Sporadic inflation results when aggregate supply is limited by physical conditions 
and cannot be expanded quickly. A rise in the price of food-grains due to a crop 
failure is an example of sporadic inflation. Similarly, if a successful monopoly raises 
the prices of its manufactured goods, it would also be a case of sporadic inflation. 

5. Inflation may also be classified into 'open' inflation and 'suppressed inflation. In 
open inflation, prices rise freely without any government intervention. A suppressed 
inflation is one in which government attempts to suppress the manifestation of 
inflationary pressures by controlling prices, exchange rates and credit creation by 
banks. The hyper-inflations in 1920' s in Germany, Hungary, Russia were examples 
of open inflation. Inflation in Germany after the Second World War was an example 
of suppressed inflation. In fact, controls are an important characteristic of suppressed 
inflation. Suppressed inflation prevents the free-market forces from allocating 
resources and distributing output. 

1. Kent, Money and Banking. 
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According to Milton Friedman, suppressed inflation gives rise to wastages, blacb, 
marketing and corruption. Therefore, he preferis open inflation to suppressed inflation. To 
quote Prof. Friedman "if there is any inflation, let it be open. Don't try to suppress the 
manifestations by price control, by rigid exchange rates, or by other methods of s' 
nature. These measures do not eliminate the basic source of inflation. They simply prevent 
the price system from working effectively. They produce wastage and misallocation of 
resources, encourage bribery, corruption and disrespect for the law. They are a far greater 
hindrance to economic development than open inflation. This is an attempted cure that is 
far worse than the disease." 

3. THEORIES OF INFLATION 

No one theory is a exhaustive as to explain all the inflations that have been witnessed 
in various parts of the world at different times. Theories may be classified as demand pull 
theaies and cost push theories. However, there are some theories which incorporate basic 
elements of both and thus these theories are of a 'mixed' type. 

Demand-Pull Inflation 
Demand-pull inflation arises when the 

aggregate demand exceeds the level of currently 
available output. According to the proponents of 
thiS theory demand pull inflation is a phenomenon 
of "too much money chasing too few goods". 
Demand-pull inflation occurs when the demand for 
goods and services exceeds their available supply 
at the existing prices. The theory of demand-pull 
inflation can be illustrated with the help of given 
Fig. 10.2. 

In the given figure 10.2. curve AS is the given 
aggregate supply curve of the economy and each 
aggregate demand curve ( AD°  to AD4) shows the 
level of aggregate demand associated with the rising 
levels of money income in the economy. When 
aggregate demand increases from ADo  to AD2, output as well as prices increase. But as the 
level of full employment is reached at Qf and the supply curve becomes perfectly inelastic, 
increases in income beyond AD2  lead to what Keynes termed "true inflation." The rise in 
prices upto P2 is called "bottleneck inflation", which is due to imbalances, shortages and 
rising costs in the economy as the level of full employment is approached. Beyond the point 
F, the aggregate supply function is assumed to be vertical and prices are rising fast due to 
increases in the level of money income. 

Inflationary Gap 
Inflationary gap is a concept of theoretically analysing and statistically measuring the 

pressure of inflation in the economy due to excessive government expenditure. The Chancellor 
of Exchequer of England, in his budget speech in 1944, defined inflationary gap as "the amount 
of the Government's expenditure against which there is no corresponding release of real resources of man- 

1. Milton Friedaman, Causes and Consequences of Inflation, p. 38. 
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power or material by some other member of the community." As such, inflationary gap functionally 
compares expected expenditures to disposable income. Prof. Kurihara defines inflationary 
gap for the economy as "an excess of anticipated expenditures over available output at base prices." 
Keynesian economists hold that expected total expenditure is a function of the net disposal 
income of the community. They say that aggregate expected expenditure of the community 
depends upon aggregate consumption, investment and government outlays. Symbolically: 

Aggregate expected expenditure = C + I + G 

where C represents consumption expenditure, I denotes investment outlay and G represents 
government expenditure on goods and services. 

The available output in the economy depends upon conditions of employment. When 
either I or G or both increase, money income would increase. But available output may not 
increase in the same proportion. As a result of the expenditures rising faster than the 
available output, inflationary gap emerges. 

Inflationary gap refers to a situation of excess demand. If the economy is in full 
employment situation, the excess of planned expenditure over income (output) would tend 
to pull up prices. This gap was intended to provide the basis for planning increases in 
taxation so as to stabilise the general price level. 

We shall now explain how we can measure the Inflationary Gap. Let us consider a 
war-time economy. It may be taken as a fully employed economy. Let us now suppose that 
the civilian consumption expenditure is of the order of 150 crore rupees and the government 
expenditure on goods and services is of the order of 50 crore rupees. Therefore, the war-time 
national income would be Z 200 (150 + 50) crores. Let the government take away 10 crore 
of rupees for war purposes. 

Now output worth Z 200 -10 = 190 crore will be available for civilian consumption. Let 
us further suppose that the economy is paying out a money income worth Z 300 crores. Let 
us also suppose that the consumers save 1 % of their income. Therefore, the volume of savings 
will be Z 3 crore. If the government imposes taxes of the order of Z 7 crores, net disposable 
income would be Z 300 — 3 — 7.  = 290 crore. But the total civilian output amounts to 190 crore 
rupees . Hence, inflationary gap would be of the order of Z 290 — 190 = 100 crores. This gap 
could be removed if either the savings were of the order of noo crore or taxes worth this 
amount were imposed. The emergence of inflationary gap can be summarised with the help 
of a simple tabular presentation of the economy's demand side and supply side. 

Demand Side Supply Side 

1. Money income paid to the community 1. Gross National Product 
= Z 300 crore = Z 200 crore 

2. Taxes = Z 7 crore 2.  War expenditure = Z 10 crore 
3.  Savings = Z3 crore 3. Value available for civilian consump- 
4. Net disposable income tion at pre-inflation prices Z 190 crore 

= ! 290 crore 

Inflationary Gap= Item 4 on demand side — Item 3 on supply side 

= Z 290 crore — Z 190 crore 

= ! 100 crore. 
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The concept of inflationary gap can be 

explained with the help of a diagram using 
Keynes's income-determination analysis. (Fig. 10.3). INFLATIONARY 

GAP 
In the given diagram, total anticipated 

expenditure is represented along the vertical axis - —C- 
and real income is measured along the horizontal - j E 
axis. C, I and G have their usual meanings. The 
total expenditure is denoted by C + I + G function. 
The 45 line OE is the line on which equilibrium of 
the economy takes place. This is so because income 
is equal to expenditure on all of its points. When 
the economy is in equilibrium at Ef the 
equilibrium income is Yf. There is no excess 
demand (Yf  = C + I + G). Now suppose that 
government outlay increases and the C + I + G 
function shifts to C + I + G + AG position. Since Yf  is full employment income, it is a consi 
and there will be excess demand of the order of Ei Ef. pus Ei Ef  is the inflationary gap. Un 
real income increases from Yf  to Y1, the inflationary gap will not be wiped out. 

Cost-push Inflation 
Cost-push inflation is sometimes referred to as 'New inflation'. M. Bronfenbrenner a 

F.D. Holzman observe, "Cost inflation has been the layman's instinctive explanatior 
general price increases since the dawn of the monetary economy. We know of no inflation. 
movement that has not been blamed by some people on "profiteers", "speculator  
"hoarders", or workers and peasants "living beyond their station." For some time demai 
pull inflation theory was considered to be a popular one. During the fifties cost analysis 
inflation was revived. 

The theory of cost-push inflation can be explained A 

with the help of the following diagram (10.4). In this 
diagram, aggregate output is shown on the horizontal 
axis and price level is shown on the vertical axis. AS is 
the aggregate supply curve and AD is the aggregate uj P2  n  

pi _Ao2— demand curve. 
P° ASi 

Let us suppose that the economy is in equilibrium ASQ 
at the full employment level at point where output is 
Qo. The corresponding price level is Po. Now, let us 
further suppose that there is an upward shift of costs 
of production as a result of whichthere is a shift in the 
supply unction from the position of AS0  to AS1. If the , Figi 10.4 Cost Push Inflatiol 

money income remains at the same level, equilibrium 
output will fall to Qi  and the price level will rise to P1. Similarly if the supply fund 
assumes the position AS2, output will diminish to Q2 and prices will be pushed up toyl  
This rise in the price level is, what is commonly known as cost push inflation. 

1. Martin Bronfeobfenner and D. Holzman. "Survey of Inflation Theory" in American Economics Rev 
September 1963. 
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The shifts in the aggregate supply function are mainly due to two factors : the first is 

;her wages paid under the pressures of aggressive trade unions and the second is the 
[gher profit margins secured by the monopolistic firms. 

(a) Wage-push Inflation. By wage-push inflation we mean inflation caused by the use of 
bargaining power of trade unions in raising per unit wage costs. Where trade 
unions have strong bargaining power, even when the worker's productivity does 
not rise, they are able to get wage rates pushed up. Such pushes will lead to 
autonomous shifts in the supply function even if aggregate demand and level of 
income remain unchanged. Rise in wages in industries where labour is organised 
does not remain confined to these industries only. It spreads even to non-unionised 
industries. When wages are increased without any corresponding rise in 
productivity, the resultant upward shift in the aggregate supply function will lead 
to cost-push inflation. 

(b) Profit-push Inflation. Another cause of cost-push inflation is the profit-push. It can 
occur only under imperfectly competitive markets. Where the monopolists and the 
oligopolists raise prices of their products more than the increases in cost, this may 
lead to cost-push inflation. The possibility of this type of inflation is greater where 
the prices are administered by the sellers. Profit-push inflation can arise only in 
a seller's market. 

It may be pointed out that the distinction between demand-pull and cost-push inflation 
not real. It is often difficult to determine whether a particular inflationary process is a 

lemand-pull one or a cost-push one. In most of the cases, it contains elements of both, 
lowever, the distinction is undoubtedly a convenient way of classifying the types of 
ausation involved in an inflationary process. Professor Johnson has justified the significance 
f this distinction thus: "The two theories are, therefore, not independent and self contained 
heories of inflation but rather theories concerning the mechanism of inflation in a monetary 
nvironment that permits it. The real issue between them was only an issue of policy: 
hether inflation could be stopped by attacking the mechanism of cost and or whether it 

ould only be stopped by attacking aggregate demand." 

Ehe Demand-Shift Inflation 
The demand-shift model (or the sectoral or disaggregative model) of inflation has been 

eveloped by Charles Schultz. According to .Schulutz, inflation may be set in motion neither 
the demand-pull nor by the cost-push factor but by substantial changes in the composition 
aggregate demand. Let us suppose that the demand for the outputs of some industries 

t creases substantially and the demand for the outputs of other industries falls by the same 
mount so that the resultant aggregate demand remains at the same level. In the expanding 
idustries, demand for labour will increase thereby resulting in higher wages. Moreover, 
ue to expanding demand, profit margins may also go up in these industries and thus the 
rices of their products may get pushed up. On the other side, wages do not fall in the 
tdustries faced with falling demand, for wages are often inflexible in the downward 
irection. Rather workers in the contracting industries might demand the higher wages 
hich the workers in expanding industries have already obtained. Thus, higher wages will 
irce the prices to rise even if the over-all demand prospects are the same or even poorer. 
I this way, the cost-push inflation may emerge simply through a significant change in the 

tructure of the aggregate demand in the economy. 
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It may be pointed out that though shifts in demand may start an inflatioi- - 

it can be sustained only by the cost-push factors. 

4. CAUSES OF INFLATION 
The main factor responsible for inflation is generalised excess demand. The :a:-

cause excess demand are the factors that result in inflation. Excess demand in tor-
the result of upward shift in demand and/or downward shift in supply. 

Upward Shift in Demand 
Monetarists as well as Keynesians believe that inflation is mainly-

factors which cause an upward shift in the aggregate demand. The main r 
which cause this shift are as follows: 

1. An important cause of excess monetary demand is increase in money sty:-
Increase in money supply leads to increase in the disposable income of the pt - 
and raises the demand for goods and services. 

2. Increased government expenditure which is financed by borrowings from the cen 
bank is another cause of inflation. Enormous increasskin expenditure on developm 
projects with long gestation periods places money income immediately in 
hands of the recipients while such projects as steel plants take time to add to 
nation's output. This generates inflationary pressures. 

3. Deficit financing is also a major cause of upward shift in demand. It has become 
feature of fiscal policy of the developing countries. It puts money in the hands 
the public at a faster pace as compared to the availability of goods and services 
them. This is because the agricultural sector is slow to grow up as compared to 
services sector. Excessive purchasing power with the people engaged in sele 
generates inflation. 

4. Excessive credit creation by the commercial banks, especially to finance unproductix 
and speculative business or to finance consumer durables may contribute to ris 
in prices. 

5. Some people blame the existence of black money for the rising prices also. Black 
money is the money earned from illegal transactions. It is also the money which 
is concealed from the tax authorities. Holders of black money often indulge in 
conspicuous consumption. They spend lavishly. Moreover, black money cannot be 
invested; it can only be spent. Those who bold black money are prepared to pay 
more for purchasing scarce goods if these are available in the black market. However, 
some economists feel that black money is not the cause but the result of inflation. 
They say that black money leaves the total aggregate demand unchanged.. But we 
should know that black money may lead to redistribution of income largely in 
favour of the rich who may spend it on conspicuous consumption and this may 
contribute to inflation to some extent. 

6. High rates of growth of population in some of the developing economies may also 
contribute to inflation. Increasing urbanisation of population and the powerful 
demonstration effect of the urban rich on the migrants from rural areas is also 
responsible for upward shift in demand. 

7. When a government pays off its old public debt to its citizens without resorting to 
increased taxation, the purchasing power with the people increases and hence 
prices rise, the supply of goods remaining unchanged. 
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8. Rising demand of home produced goods in foreign countries induces increase in exports 

and people in the country get export earnings. These earnings may add to excess 
demand. Since supply of the goods at home is reduced, the prices rise. 

Downward Shift in Supply 
Structuralists believe that inflation is due to factors which cause a downward shift in 

the supply of goods and services. The main factors which cause downward shift in supply 
are as follows: 

1. Industrial expansion is often hampered by bottle-necks such as shortage of labour, 
electric power, raw materials etc. In mixed economies wrong economic policies of 
the government may also hamper production in the private sector especially if the 
administration is inefficient and weak. Such structural constraints as productive 
inefficiency, wrong personnel policies, long gestation period and underutilisation 
of existing capacity may contribute to inflationary pressures. Labour unrest may 
add fuel to the fire. 

2. Agricultural production is subject to seasonal variations as it is dependent on 
natural factors. Food shortages and shortages of other raw materials may give rise 
to inflation. 

3. Atmosphere of artificial scarcity created by speculators and hoarders also 
contributes to inflation as they can significantly influence the expectations of the 
people about inflation. However, speculators and boarders cannot cause. inflation. 
They can only make it worse. 

4. Changing price level in foreign countries also influences the domestic output and 
price situation. For example, the hike in oil prices since 1973 has been an important 
factor causing inflation in many countries. External influences in generating and 
sustaining inflation are predominant in the case of foreign-trade oriented economies. 

5. There are some non-economic factors contributing to inflation. Wars are perhaps 
the most important. Poor law and order situation, inefficiency, corruption, lack of 
a sense of responsible citizenship provide fertile breeding ground for the germs of 
inflation. 

5. EFFECTS OF INFLATION 
Many people are willing to accept inflation if it can provide full employment because 

then it is a small price to pay. But we should not underestimate the socially unacceptable 
effects of inflation. It is true that unemployment is an economic as well as a social evil, but 
this should not blind us to the evils of inflation. We explain below'how inflation affects the 
economic, social, political and moral life of the people. 

Effects on Production 
It is generally believed that a mild inflation (creeping inflation) stimulates production 

when there are unemployed resources, for inflation creates optimistic expectations about 
profit margin. Thus, businessmen are tempted to produce more. Businessmen feel that the 
investment climate is favourable. They invest more and more and thus production goes on 
increasing till full employment is reached. Immediately before full employment is reached, 
inflationary pressures arise both from the supply and the demand sides. Inflation is beneficial 
only so long as it does not lake place at a very fast rate. However, when inflation reaches 



an advanced stage, its employment generation effects disappear. Hyper-inflation adver-
affects the levels of production in an economy. We may briefly state the effects of infla - 
as follows: 

First, inflation robs the saver. Inflation erodes away the purchasing power of m 
and a saver, who puts aside something, finds his capital evaporating. Thus by robbing the 
saver, inflation discourages saving. Nobody would like to sit and watch the value of his 
monetary assets fall. Thus, as inflation rate increases, less and less saving will be avail 
for capital formation. 

Secondly, inflation encourages speculation. During inflationary periods, the energies of 
businessmen are concentrated on speculative activities to earn quick profit. Thus, during 
inflation, genuine production suffers as speculation takes the place of production. 

Thirdly, during inflation holding of large stocks of goods and services becomes veer 
much profitable. Thus, hoarding is encouraged. This further reduces the supply of available 
goods and thus encourages black-marketing. In this way, the profit seekers easily expropriate 
profit by manipulation of markets. 

Fourthly under the strain of inflation, the entrepreneurs may be discouraged from 
undertaking risk which is invariably involved in production for the future. 

Fifthly, inflation affects not only the volume of production, but also the pattern of 
production. There is a shift of resources from production of essential consumer goods to the 
production of luxuries. This change in production pattern takes place in view of the relatively 
higher money income of the rich people. 

Sixthly, during inflation period, everything which is produced is quickly purchased by 
dealers in the market. This situation is described as 'seller's inflation'. Since producers and 
sellers all want to make quick profits, it adversely affects the quality of production. 

We can conclude by saying that inflation creates rigidities and frictions in the working 
of price mechanism. Inflation, particularly suppressed inflation, results in wasteful allocation 
of resources. Thus, inflation can demoralise production and help break the productive process. 

Effects on Distribution 
The impact of inflation is felt unevenly by various social groups. It is generally believed 

that inflation inflicts greater injury on the fixed income groups than on high and flexible 
income groups. We explain below the effects of inflation on various economic groups. 

Debtors and Creditors. During an inflation the debtors as a group stand to gain. 
Since the debtors repay the debts in future, they would pay hack less value (value 
of monetary assets depreciates) than what they had borrowed. Creditors, to that 
extent are losers as they get less value when the debts are paid back in future. If 
a creditor lent Z 1000 in 1965 and is repaid thus same amount in 1980 with 8% 
rate of interest, be would surely be losing because the prices rise faster than the 
amount of interest earned. One thousand rupees could buy more goods and 
services in 1965 than the same amount paid back in 1990 with interest. 

Business Community. Entrepreneurs and businessmen always welcome inflation 
because their profit margins increase with prices rising more than the cost of 
production. During inflation the value of inventories appreciates whereas their 
cost of production remains the same. The business community earns unanticipated 
profits. However, the producers of conventionally priced goods and services like 
electricity, transport do not gain much. 

(1) 



INFLATION, DEFLATION AND STAGFLATION 

(iii) Fixed-income Groups and Salaried People. Low and fixed-income groups are hit 
the hardest. During inflation salaries do not rise and so their real wages fall. Wages 
of unionised workers may also follow the prices but the increase in prices is 
always more than the increase in wages. Salaried people get higher dearness 
allowance but the rising costs of living soon erode the higher money income and 
the salaried group may go worse than before if the additional dearness allowance 
is deposited into their provident fund accounts. 

(iv) Investors. The effect of inflation on investors would depend upon whether they 
invest in fixed-interest earning securities or equities. In the case of the former, they 
stand to lose, whereas in the case of the latter they gain. This is because the prices 
of securities do not rise with inflation while equity prices (on the average) tend to 
go up as much as the inflation rate. Investors in securities mostly belong to the 
middle class. The middle class investors are likely to lose much. According to 
Keynes, "Inflation has not only diminished the capacity of the investing class to 
save but has destroyed the atmosphere of confidence which is a condition of 
willingness to save." 

(v) Farmers. During inflationary periods, the prices of food-stuffs rise faster than the 
cost of production. Hence the farmers gain. 

We may conclude that inflation redistributes income and wealth in favour of 
businessmen, farmers and debtors. The low income, salaried groups are hit the hardest. This 
also increases the number of people below the poverty line. Since the upper-income groups 
get unearned increments to their wealth the rich go richer. Therefore, inflation has been 
compared to a robber who robs the poor to pay the rich. 

Social and Political Effects 
Inflation not only disrupts the economy, it also gives rise to grave social and political 

consequences. Post World War I inflation in Germany was an important cause of Hitler's 
rise as a dictator. 

Besides this, inflation accentuates income disparities by favouring the 'better-offs' at 
the cost of 'worse-offs, Since income is redistributed in an arbitrary manner, the faith of the 
people both in government and moral code is shaken. Social evils, like bribery, corruption, 
black-marketing, adultery crop up like mushrooms. Thus, inflation pollutes the very moral 
and ethical life of the people. Periods of high inflation have been the periods of low moral 
and ethical standards. 

From the above, we may conclude that inflation discourages production, results in 
arbitrary distribution of income, breaks down public morals and prepares the ground for 
social and political upheavals. 

6. CONTROL OF INFLATION 
It has been noted above that inflation inflicts much suffering on the helpless people and 

disrupts society economically, socially, morally and politically. Hence, there is need for 
controlling inflation. However, we may hasten to add here that inflation cannot be controlled 
by ordinary measures. What is required is determined action on all possible fronts, with 
a prudent and courageous lead by the government of the land and the fullest cooperation 
by all sections of the society. 
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Control of inflation, however, does not imply absolute price stability. What is 
is that price rise should be limited to 2 or 3% per annum. The reason is that price 
is not the only objective of a nation. What people demand is economic growth with 
stability and social justice. Mere price stability without growth provides no c 
Therefore, prices should be allowed to rise within certain limits, but the rise must 
assume such a proportion that it may eat away the fruits of economic growth fora 
of the people. Thus, the strategy of economic policy should be to achieve a harmonious 
of the apparently conflicting objectives of growth, price stability and social justice. 
while formulating and implementing anti-inflationary measures, due attention is to be 
to other objectives also. 

Control of inflation requires an integrated set of measures which may be classified 
monetary, fiscal and physical in nature. We study these measures in detail. 

Monetary Measures 
As inflation is due to excess monetary demand, it can be controlled by regulating 

controlling the quantum and direction of credit. Monetary policy should be one of 'con 
expansion of credit'. The Central Bank should use both quantfihtive and qualitative to 
of credit control in order to achieve the objective of controlled expansion of credit. The 
rate may be raised; securities may be sold in the open market and even reserve ratios 
be increased. Measures providing for statutory liquidity ratios may also be used. These 
would curb credit expansion by the commercial banks and hence control inflati 
pressures in the economy. 

Recently there has been a shift from quantitative to qualitative methods of 
control. The qualitative controls seek to divert the flow of credit from unproductive 
to priority sectors of the economy. The prudent policy is a co-ordinated use of the quanti 
and selective credit controls. In India, the Reserve Bank of India has been making use 
selective credit controls since 1956 although quantitative methods have also been emp 
from time to time. 

However, anti-inflationary monetary policy suffers from certain limitations. F 
since marginal efficiency of investment is too high during inflationary period, invest--

may become interest-inelastic. Besides this, if the banks have excess reserves, the cc:- --
banking techniques of monetary management may not be of much use in combating inflaz -
Moreover, monetary policy alone is not of much avail if the inflationary pressures are du, 
.to cost-push factors. If the excess demand is due to shortfalls in the output of key sector--
such as agriculture, monetary policy can hardly achieve anything. Similarly, ii there 
deficit-induced inflation, the Central Bank can hardly do anything to curtail the excessi-

monetary demand which has arisen due to structural deficiencies. 

Notwithstanding its limitations, monetary policy has a role. It can assist in the expansic-
of productive sectors of the economy and restrict speculative inventory build-ups. In shor: 
we may say that monetary measures should be used along with other measures to keep the 
inflation under control, even though its role is relatively a modest one . 

Fiscal Measures 
Main anti-inflationary fiscal measures are as follows: 

(a) Reduction in Public Expenditure. Increase in the volume of public expenditure can 
contribute much to inflation by increasing the disposable income in the hands of 1 
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the people. Moreover, public expenditure, being autonomous in nature, has a 
multiplier effect on the levels of income, output and employment of the country. 
Therefore, reduction in government spending is bound to reduce inflationary 
pressures. Effective machinery to scrutinise and control expansion of public 
expenditure is also necessary. 

(b) Increase in Taxes. Mobilisation of additional resources in the form of higher taxation 
also helps in combating inflation. As more taxes are imposed, the size of disposable 
income is reduced and thus the inflationary gap is narrowed down. However, taxes 
should not be so high as affect investment and production adversely. Rather the tax 
system should promote saving habits among the people and also provide incentives 
for productive investment. Tax collecting machinery should be streamlined and 
strengthened so that tax evaders must be given deterrent punishments. All this effort 
will help in reducing the inflationary pressures in the country. 

(c) Control over Deficit Financing. Deficit financing has been held to be the root cause 
of inflation in many countries. Excessive deficit financing and the resultant increase 
in money supply often lead to inflationary pressures. Therefore, the government 
should keep its deficits to the minimum possible when the economy is threatened 
with inflation. Some economists think that deficit financing is not inflationary 
especially if it is used in producing wage goods through short-gestation period 
projects. However it is wishful thinking. Deficit financing being a convenient method 
of financing budget deficits, the government is often tempted to resort to deficit 
financing so much so that the 'safe limits' are crossed. Hence, the best way to 
mobilise resources is through taxation and borrowing and the government should 
resort to deficit financing only when it is unavoidable. 

(d) Increase in Public Borrowings. During inflationary period, the government may 
launch a campaign to increase savings and thus siphon off the extra purchasing 
power. The government may offer to the people bonds which bear attractive 
interest rates. If price rise assumes an alarming proportion, the government may 
force the people to -save some portion of their incomes compulsorily. 

The fiscal measures outlined above also suffer from various limitations. There are 
economic, administrative and political limitations. One, anti-inflationary fiscal measures 
may help the rich at the cost of the poor. Whenever economy measures are undertaken, 
welfare schemes are generally the first target of cuts in public expenditure. Anti-inflationary 
fiscal measures also call for an honest and efficient administrative machinery so that the 
policy is fully enforced. The nature of fiscal measures also depends on the nature of the 
political party in power. A weak government cannot be expected to take up strong measures. 

However, fiscal measures are important instruments of anti-inflationary ? strategy. 
When used in co-ordination with monetary policy, fiscal policy serves a very useful purpose 
in fighting inflation. 

Other Measures 

Apart from monetary and fiscal measures, direct controls and other measures may 
also be used to control inflation. These measures actually suppress inflation and as fiscal-
monetary measures are undertaken, we can hope that after some time inflation will subside. 

Direct measures may be both voluntary and compulsory. The people may be persuaded 
to save more by restraining expenditure on inessential consumer goods. But such measures 
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are not likely to bear fruit when income of the majority of the people is low and where 
have no access even to basic needs of life. The direct measures may also contain an elem, 
of compulsion. The government may make certain compulsory deductions from salaries ar 
wages to credit it to the employee's saving fund account. Thus, a part of purchasing pow 
of the people can be kept blocked as along as the inflationary pressures are not relieved_ 

Direct measures also include price controls and rationing. Price control and rationing ma 
prove helpful in arresting inflationary pressures only if an efficient public distributi 
system exists. Shortages of essential consumer goods will encourage black market transactions 
and the scope of black money will also increase. Therefore, direct controls must be 
accompanied by an active enforcement machinery. 

During the periods of galloping inflation, an appropriate income policy may also have to 
be framed. Incomes of the people may be frozen for a given period. Ceilings on wage 
payments and also on dividend payments may be imposed. These policies will keep down 
the disposable income and narrow down the inflationary gap. On the other side, checks on 
wages and profits keep the cost of production low and hence cost-push inflation will be 
checked. However, in countries like India where factory labour constitutes hardly 2 per cent 
of total labour force in the country and share of factorAkestablishments in the national 
income is hardly 8%, the policy of wage inflation checks is meaningless. 

The ultimate remedy against inflation lies in increasing production in all the sectors, 
for anti-inflation measures are only short run measures. They cannot make much headway 
unless sincere efforts are made to improve efficiency in fields, factories, offices and other 
establishments. Intensive farming and full use of industrial capacity can go a long way in 
controlling inflation. In fact, it is the effective remedy for inflation. 

The contribution of non-economic factors in combating inflation should also not be 
minimised. Peaceful atmosphere, political stability, firm and dynamic leadership, efficient 
and honest administration, promoting standards of efficiency and sense of responsible 
citizenship are the pre-requisites for any sound policy to combat inflation. 

Thus we find that in order to control inflation, we need a multipronged policy co-
ordinating short period and long-period measures. Only then, we can hope to keep it within 
our control. Reliance on piecemeal measures will prove ineffective. 

7. DEFLATION 
Deflation is the opposite of inflation. It is associated with falling prices. Deflation, 

according to Prof. Paul Einzing, "is a state of disequilibrium in which a contraction of 
economic power tends to cause, or is the effect of, a decline of price level." However, each 
and every fall in prices cannot be described as deflation. For example, a price fall, after 
inflation has reached its height, is `disinflationary' and not deflationary. Deflation refers to 
a situation where prices fall causing substantial increase in unemployment, reduction in 
output and decrease in the incomes. In order to sharpen the concept of deflation, certain 
related terms such as Reflation, Disinflation have been coined. We define them below: 

1. Reflation. It refers to a situation in which prices are deliberately increased to take 
out the economy from the depth of depression. In this case, the rising prices will 
be accompanied by a rise in output and employment. 

2. Inflation. True inflation occurs after full-employment. In this case employment 
remains the same while prices go on increasing. 
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INFLATION, DEFLATION AND STAGFLATION 

3. Disinflation. It refers to a 
situation when prices fall due to 
well planned anti-inflationary 
measures. In this case, prices fall 
without  bringing about 
reduction  in output or 
employment. 

4. Deflation. It refers to a slate of 
the economy in which falling 
prices are accompanied by falling 
levels of output and employment. 

These terms are explained better 
through the given diagram 10.5 

Consequences of Deflation 
The consequences of deflation are just the opposite of those of inflation. During deflation 

the total expenditure of the community is less than the value of current output which means 
a 'deflationary gap'. When prices fall producers suffer heavy losses and they curtail output 
and employment. Hence, deflation has adverse effects on employment and production. 
During deflation the market is glutted with commodities but there is no matching response 
from the customers. This creates a situation of "poverty amidst plenty." 

Deflation also affects the distribution of income and wealth in the economic system. 
Deflation distributes income in favour of the middle (rentier) classes and adversely affects 
the interests of businessmen, debtors and farmers During deflation, there is a tendency to 
hoard money as the value of money appreciates but due to the falling level of income, power 
to save is reduced. Millions of workers are thrown unemployed and their families undergo 
deprivation as they are forced to live on dolls. Therefore, deflation is considered to be worse 
than inflation due to its adverse effects on production and employment. 

Control of Deflation 
Whereas inflation is caused by the increase in monetary demand without corresponding 

increase in production, deflation is a consequence of the reduction in effective demand. 
Therefore, to combat deflation such measures should be followed as increase the volume of 
aggregate demand. This may be done by fostering consumption and investment outlays 
through appropriate monetary and fiscal measures. Marginal propensity to consume can be 
increased by distributing income in favour of the poor. Public expenditure must be increased 
to create confidence in the people. Subsidies and tax reductions should be provided. Deficit 
financing may also prove helpful in this context. The government should finance its deficit 
by borrowing from the banks. This would increase the volume of money supply with the 
public and lift the economy out of the depression. 

In short, to control deflation, a combination of fiscal, monetary and other measures is 
required. 

8 CHOICE BETWEEN INFLATION AND DEFLATION 
We have seen above that both inflation and deflation are socially undesirable. Whereas 

inflation brings untold misery to the fixed income people and prepares the ground for social 
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and political revolution, deflation plunges the economy in a situation of foiling prices, 
reduced employment and purchasing power. If a choice is to be made between inflation and 
deflation, inflation is a lesser evil. Keynes stated: "Inflation is unjust; deflation is inexpedient. 
Of the two deflation is worse." 

Inflation is regarded as unjust, because it accentuates inequalities of income and wealth 
by favouring the rich business community at the cost of middle classes. Besides this inflation 
is an invisible robber. 

Deflation is considered inexpedient on the following grounds. During deflation, economic 
activity is slowed down. National income, output and employment show a downward 
trend. As a result of it, everybody is pauperised. When the tendency to deflate starts, its 
adverse effect is such that the very existence of the economy is jeopardised. 

Therefore, deflation is inexpedient as it gives the harsh punishment of massive 
unemployment to the society. 

Although both inflation and deflation have got grave consequences, inflation is the 
lesser evil. According to Prof. Kurihara, "But the dichotomy between inflation and deflation 
is a false one, since both are socially undesirable and ecor-Imically unsound." The crux of 
the matter is that smooth functioning of a free market economy presupposes and requires 
stability in purchasing power of money "Inflation is considered better than deflation on the 
following grounds: 

Although inflation accentuates inequalities of income and wealth. It does not result in 
unemployment and in a fall in national income. Deflation results in unemployment and 
causes the national income to fall. 

As compared with deflation, inflation is easy to control. Besides this, mild inflation 
stimulates production. 

9. STAGFLATION 
The main problem faced by advanced economies like the U.S.A. and U.K. in recent years 

has been that of 'stagflation'. Stagflation is characterised by declining output and rising 
unemployment. The term was coined by economists to name the seemingly paradoxical 
phenomenon of co-existence of inflation and stagnation. The period of 1950s and 1960s was 
that of accelerated inflation and growing excess capacity in the economy and also increased 
unemployment. 

Stagflation is a problem more serious than inflation because stagflation is associated 
also with sluggish economic activity and rapidly rising prices. It redistributes income in 
favour of the rich through its inflationary impact and disrupts society through increased 
unemployment. In the words of Prof. PA. Samuelson, "Stagflation involves inflationary rise 
in prices and wages at the same time. The people are unable to find jobs and firms are unable 
to find customers for what their plants can produce." 

The causes of stagflation are manifold and intertwined. It seems to have become a 
historical trend. The world economy has experienced inflation in varying degrees continuously 
for the last 30 years. When there has been an all round rise in prices with state revenues 
and people's income lagging behind, both governments and individuals have been cutting 
back their expenditures in certain sectors. This meant slackening of demand for the products 
of certain industries and there was a prolonged recession. 
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On the other side, due to rising costs of financing •:uch 'committed'items of state 
expenditure as salaries, dearness allowances and interest burdens, governments have been 
resorting to methods of inflationary finance such as deficit financing, borrowing from the 
central bank and raising of administered prices. Not only this, governments also adopted 
expansionary policies to boost up investment and growth in the industrial sectors under 
recession. This promoted inflation in the economy further thereby discouraging exports and 
enlarging the deficits in the balance of payments. The mounting deficits compelled the 
governments to restrict imports and impose some monetary and fiscal disciplines on 
consumption and investment. Stripped to this strait- jacket of economic discipline, the 
economies of both developed and less developed countries started stagnating. 

Economists differ in their assessment of the process of stagflation. Many consider it as 
the result of a continuous and inevitable process in the world economy, the process of 
gradually changing expectations about inflation. There is a second group of economists who 
hold that stagflation was the result of specific policies, shock, and combinations of 
circumstances which could perhaps have been avoided through foresight. Monetarists like 
Professor Milton Friedman claim that stagflation has supported their view that there is no 
lasting trade-off between a moderate rate of inflation and unemployment as was claimed 
by the believers in what has come to be known as the Phillips Curve. Monetarists argue that 
even if unemployment is reduced because the inflation to A. ers real wages thereby inducing 
employers to expand employment, we find that when people's price expectations have 
adjusted to the actual rate of inflation, the natural rate of unemployment must prevail. Their 
contention is that a continually higher rate of monetary expansion is needed to maintain 
the same level of unemployment, which will eventually result into higher inflation and 
higher unemployment. A former Prime Minister of U.K. admitted in 1977, "We used to think 
that you could just spend your way out of recession and increase employment by cutting 
taxes and boosting government spending. I tell you in all candour that the option no longer 
exists, and that in so far as it ever did exist, it worked by injecting inflation into the 
economy. And each time that happened the average level of unemployment has risen. 
'Higher inflation followed by higher unemployment', that is the history of last 20 years." 

What is the way out of this dilemma ? How to cure inflation without causing stagnation? 
The answer, according to some economic experts, is to follow a gradualist policy, on a 
continuous basis, of restricting wage rates and of a tight control over credit and money 
supply. At the same time, where taxes can be possibly eased slightly to encourage consumer 
spending, governments can also try to stimulate investment by making investment attractive. 
These policies should be appropriately limed and rightly emphasised. 

There are problems inherent in wage and price controls; government price fixing 
regulations have' to be redrawn to prevent rather than encourage excessive price rises. The 
labour force problem should be attacked directly by manpower training programmes designed 
to develop skills needed in modern economies. Transportation ought to be improved to 
facilitate access to job-producing areas. Tax incentives might be given to business and industries 
for on-the-job training. The government itself might become the employer of last resort. 

KEY DEFINITIONS 

1. Inflation. It means sharp upward movement in the price level in the economy. 
2. Deflation. It is said to exist when there is persistent downward movement in the price 

level. It is opposite to inflation. 
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3. Stagflation. It is said to exist when there is an increase in price level and decrease 
in the output and employment in the economy. 

4. Reflation. It is a moderate degree of controlled inflation. It is inflation deliberately 
undertaken to relieve a depression. 

5. Disinflation. It refers to the situation when an attempt is made to bring down the prices 
moderately from high level. 

6. Demand Pull inflation. It is an increase in price levels due to an increase in aggregate 
demand when the employment level is full or close to full. 

7. Cost push inflation. It is an increase in price levels due to decrease in aggregate 
supply. This occurs due to supply shocks or an increase in the price of production 
inputs. 

8. Structure inflation. A type of persistent inflation caused by deficiencies in certain 
condition, in the economy. For eg. Backward agricultural sector. Al QUESTIONS I 

I. FILL IN THE BLANKS 

1. The period of high inflation, low economic growth and high unemployment is called as 

2. An increase in the general level of prices as a result of increase in aggregate demand 
is known as 

3. An increase in general price level is called as 	 

4. An increase in general price level due as to increase in the cost of production inputs is 
known as  - - - - -  

5. The best means of savings during inflation is to invest in  	• 
6. A very rapid increase in prices in which money loses its values totally is known as 

• 
7. Increase in indirect taxes accounts for   - - - - - -  

IL MULTIPLE CHOICE QUESTIONS 

inflation. 

1. A cause of inflation is 
(a) Increase in money supply 
(c) Decrease in money supply 

2. Inflation brings most benefit to 
(a) Pensioners 
(c) Savings bank Arc holders 

3. Inflation is mostly harmful to 
(a) Debtors 
(c) Business Class 

(b) Fall of production 
(d) Rise in production 

(b) Creditors 
(d) Debtors 

(b) Creditors 
(d) Holder of real assets 
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4. Increasing unemployment and inflation is a situation of 
(a) Hyper inflation (b) Galloping inflation 
(c) Stagflation (d) Reflection 

5. Which is correct with respect to inflation ? 
(a) Rise in budget deficit 	 (b) Rise in money supply 
(b) Rise in general price level 	 (d) Rise in prices of consumer goods 

6. Who among the following are not protected against inflation ? 
(a) Salaried class 
(b) Pensioners 

(b) Industrial workers 
(d) Agricultural farmers 

III. SHORT ANSWERS QUESTIONS 

1. Inflation 
2. Demand Pull Inflation 
3. Cost push Inflation 
4. Deflation 
5. Stagflation 
6. Structural Inflation 

IV. LONG ANSWERS QUESTIONS 

1  Define Inflation. What are the different types of inflation? 
2. Explain the Demand-Pull and Cost-Push Theories of inflation. 
3. Enumerate the main causes of inflation. What are its effects on production and distribution? 
4. Explain the different measures which are being used to control inflation. 
5. Explain the terms Deflation, Disinflation and Reflation with the help of a diagram. 
6. Write a detailed note on the phenomenon of Stagflation. 

I. 1. Stagflation 	2 Demand pull inflation 3. Inflation 4. Cost push inflation 
5. Equity 6. Hyperinflation 7. Cost push 

II. 1. (b) 2. (d) 3. (b) 4. (c) 5. (c) 6. (d) 

• • • 





UNIT 41 
Fiscal and Monetary Policy 

n Fiscal Policy 
e) Monetary Policy 
n Finance Commission 





1. INTRODUCTION 

The fiscal policy is concerned with the raising of government 
revenue and incurring of government expenditure. To generate 
revenue and to incur expenditure, the government frames a policy 
called budgetary policy or fiscal policy. So. the fiscal policy is 
concerned with government expenditure and government 
revenue. 

Fiscal policy has to decide on the size and pattern of flow 
of expenditure from the government to the economy and from 
the economy back to the government. So, in broad term fiscal 
policy refers to "that segment of national economic policy which 
is primarily concerned with the receipts and expenditure of 
central government." In other words, fiscal policy refers to the 
policy of the government with regard to taxation, public 
expenditure and public borrowings. According to Arthur Smithes, 
fiscal policy means" policy under which the government uses its 
expenditure and revenue programs to produce, desirable effects 
and to avoid undesirable effects on national income, production 
and employment." G. K Shaw defines fiscal policy as, " We define 
fiscal policy to encompass any decision to change the level, 
composition or timing of government expenditure or vary the 
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burden, structure or frequency of the tax payment." The instruments of fiscal policy include 
a nation's budget, taxes, spending and borrowing. They also include relief expenditure,  
subsidies, social security benefits and transfer payments. A skillful management of a nation'! 
budget over a long run can go a long way in maintaining economic stability as well as in 
ensuring higher rates of economic growth. The importance of fiscal policy is high in 
underdeveloped countries. The state has to play active and important role. In a democratic 
society direct methods are not approved. So, the government has to depend 0111 indirect 
methods of regulations. In this way, fiscal policy is a powerful weapon in the hands o 
government by means of which it can achieve the objectives of development. 

2. OBJECTIVES OF FISCAL POLICY 
The fiscal policy as an instrument has the following objectives :- 
Ti. Development by effective Mobilisation of Resources: The principal objective o 

fiscal policy is to ensure rapid economic growth and development. Mobilisation o 
financial resources can achieve this -objective of economic growth and development 
The central and the state governments in India have used fiscal policy to mobilis( 
resources. The financial resources can be mobtsed by :- 
1. Taxation: Through effective fiscal policies, the government aims to mobilise 

resources by way of direct taxes as well as indirect taxes because most important 
source of resource mobilisation in India is taxation. 

2. Public Savings: The resources can be mobilised through public savings by 
reducing government expenditure and increasing surpluses of public sector 
enterprises. 

3. Private Savings: Through effective fiscal measures such as tax benefits, the 
government can raise resources from private sector and households. Resources  
can be mobilised through government borrowings by ways of treasury bills, 
issue of government bonds, etc., loans from domestic and foreign parties and 13-5 
deficit financing. 

2. Efficient allocation of Financial Resources: The central and state governments 
have tried to make efficient allocation of financial resources. These resources are 
allocated for development activities which includes expenditure on railways, 
infrastructure, etc. While Non-development activities includes expenditure on 
defence, interest payments, subsidies, etc. 
But generally the fiscal policy should ensure that the resources are allocated for  
generation of goods and services, which are socially desirable. Therefore, India' 
fiscal policy is designed in such a manner so as to encourage production of desirable 
goods and discourage those goods, which are socially undesirable. 

3. Reduction in inequalities of Income and Wealth: Fiscal policy aims at achieving 
equity or social justice by reducing income inequalities among different sections of 
the society. The direct taxes such as income tax are charged more on the rich people 
as compared to lower income groups. Indirect taxes are also more in the case of 
semi-luxury and luxury items, which are mostly consumed by the upper middle 
class and the upper class. The government invests a significant proportion of its 
tax revenue in the implementation of Poverty Alleviation Programmes to improve 
the conditions of poor people in society. 
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4. Price Stability and Control of Inflation: One of the main objectives of fiscal policy 
is to control inflation and stabilize price. Therefore, the government always aims 
to control the inflation by reducing fiscal deficits, introducing tax savir: gs schemes, 
productive use of financial resources, etc. 

5. Employment Generation: The government is making every possible effort to increase 
employment in the country through effective fiscal measure. Investment in 
infrastructure has resulted in direct and indirect employment. Lower taxes and 
duties on small-scale industrial (SSI) units encourage more investment and 
consequently generate more employment. Various rural. employment programmes 
have been undertaken by the Government of India to solve problems in rural areas. 
Similarly, self-employment scheme is taken to provide employment to technically 
qualified persons in the urban areas. 

6. Balanced Regional Development: Another main objective of the fiscal policy is to 
bring about a balanced regional development. There are various incentives from 
the government for setting up projects in backward areas such as Cash subsidy, 
Concession in taxes and duties in the form of tax holidays, Finance at concessional 
interest rates, etc. 

7. Reducing the Deficit in the Balance of Payment: Fiscal policy attempts to encourage 
more exports by way of fiscal measures like Exemption of income tax on export 
earnings, Exemption of central excise duties and customs, Exemption of sales tax 
and octroi, etc. 

Providing fiscal benefits to import substitute industries, imposing customs duties 
on imports, etc, also conserves the foreign exchange. 

The foreign exchange earned by. way of exports and saved by way of import 
substitutes helps to solve balance of payments problem. In this way adverse 
balance of payment can be corrected either by imposing duties on imports or by 
giving subsidies to export. 

8. Capital Formation: The objective of fiscal policy in India is also to increase the rate 
of capital formation so as to accelerate the rate of economic growth. An 
underdeveloped country is trapped in vicious (danger) circle of poverty mainly on 
account of capital deficiency. In order to increase the rate of capital formation, the 
fiscal policy must be efficiently designed to encourage savings and discourage and 
reduce spending. 

9. Increasing National Income: The fiscal policy aims to increase the national income 
of a country. This is because fiscal policy facilitates the capital formation. This 
results in economic growth, which in turn increases the GDP, per capita income 
and national income of the country 

10. Development of Infrastructure: Government has placed emphasis on the 
infrastructure development for the purpose of achieving economic growth. The 
fiscal policy measure such as taxation generates revenue to the government. A part 
of the government's revenue is invested in the infrastructure development. Due to 
this, all sectors of the economy get a boost. 

11. Foreign Exchange Earnings: Fiscal policy attempts to encourage more exports by 
way of Fiscal Measures like, exemption of income tax on export earnings, exemption 
of sales tax and octroi, etc. Foreign exchange provides fiscal benefits to import 
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substitute industries. The foreign exchange earned by way of exports and saved 1
way of import substitutes helps to solve balance of payments problem. 

3. TECHNIQUES OF FISCAL POLICY 
The four important techniques of fiscal policy of India are as follows:- 
(1) Taxation Policy 
(2) Public Expenditure Policy 
(3) Public Debt Policy 
(4) Deficit Financing Policy 
1. Policy of Taxation of Government of India: One of the important sources of revenue 

of the Government of India, is the tax revenue. The Government of India is levying 
both the direct and indirect taxes. Direct taxes are progressive by nature and most 
of indirect taxes are regressive in nature. Taxation plays an important role in 
mobilizing resources for plan. 
During the First, Second and Third Plan, additiehal taxation alone contributed 
nearly 12.7 per cent, 22.8 per cent and 34 per cent of public sector plan expenditure 
respectively. The same shares during the Fourth, Fifth, Sixth and Seventh Plan were 
27 per cent, 37 per cent, 22 per cent and 15 per cent respectively. 
Total tax revenue collected by the Government of India stands at 72.13 per cent of 
the total revenue of the government. Mobilisation of taxes by the government 
stands around 15 to 16 per cent of the national income of the country during recent 
years. 
The main objective of taxation policy in India includes: 
(i) Mobilisation of resources for financing economic development; 
(ii) Formation of capital by promoting saving and investment through time 

deposits, investment in government bonds, in units, insurance etc.; 
(iii) Attainment of equality in the distribution of income and wealth through the 

imposition of progressive direct taxes; and 
(iv) Attainment of price stability by adopting anti-inflationary taxation policy. 

2. Public Expenditure Policy of Government of India: Public expenditure is playing 
an important role in the economic development of a country, like India. With the 
increase in responsibilities of the government and with the increasing participation 
of government in economic activities of the country, the volume of public 
expenditure in a highly populated country like India is increasing at a galloping 
rate. In 1992-93, the public expenditure as percentage of GDP was around 30 per 
cent. Public expenditure is of two different types, i.e., developmental and non-
developmental expenditure. Developmental expenditure of the government is mostly 
related to the developmental activities viz., development of infrastructure, industry, 
health facilities, educational institutions etc. The non-developmental expenditure is 
mostly a maintenance type of expenditure and is related to maintenance of law and 
order, defence, administrative services etc. The public expenditure incurred by the 
Government of India has been creating a serious impact on the production and 
distribution pattern of the economy. 



The following are some of the important features of the policy of public expenditure 
formulated by the Government of India: 

0 Development of infrastructure: Development of infrastructural facilities which 
include development of power projects, railways, road, transportation system, 
bridges, dams, irrigation projects, hospitals, educational institutions etc. 
involves huge expenditure by the government as private investors are very 
much reluctant to invest in these areas considering the low rate of profitability 
and high risk involved in it. 

Development of public enterprises: Developments of heavy and basic industries 
are very important for the development of underdeveloped country. But the 
establishment of these industries involves huge investment and a considerable 
proportion of risk. Naturally private sector cannot take the responsibility to 
develop these industries. 

Development of these industries has become a responsibility of the Government 
of India particularly since the introduction of Industrial Policy, 1956. A significant 
portion of public expenditure has been utilized for the establishment and 
improvement of these public enterprises. 

(iii) Support to Private Sector: Providing necessary support to the private sector for 
the establishment of industry and other projects is another important objective 
of public expenditure policy formulated by the Government of India. 

(iv) Social Welfare and Employment Programmes: Another important feature of 
public expenditure policy pursued by the Government of India is its growing 
involvement in attaining various social welfare programmes and also on 
employment generation programmes. 

3 Policy of Deficit Financing of Government of India: Following the policy of deficit 
financing as introduced by J.M. Keynes, the Government of India has been adopting 
the policy for financing its developmental plans since its inception. The deficit 
financing in India indicates taking loan by the government from the Reserve Bank 
of India in the form of issuing fresh dose of currency. 

Considering the low level of income, low rate of savings and capital formation, the 
government is taking recourse to deficit financing in increasing proportion. Deficit 
financing is a kind of forced savings. Accordingly, Dr. V.K.R.V. Rao observed, 
"Deficit financing is the name of volume of those forced savings which are the result 
of increase in prices during the period of the government investment. Thus deficit 
financing helps the country by providing necessary funds for meeting the 
requirements of economic growth but at the same time it also create the problem 
of inflatioaary rise in prices. Thus ,ite deficit financing must be kept within the 
manageable limit." 

During the First, Second, Third and Fourth Plan deficit financing as percentage of 
total plan resources was to the extent of 17 per cent, 20 per cent, 13 per cent and 
13.5 per cent respectively. But due to adverse consequence of deficit financing 
through inflationary rise in price level, the extent of deficit financing was reduced 
to only 3 per cent during the Fifth Plan. But due to resource constraint, the extent 
of deficit financing again rose to 14 per cent and 16 per cent of total plan resources 
respectively. 
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Thus knowing fully the evils of deficit financing, planners are still mainta_r i _- 
high rate of deficit financing in the absence of increased tax revenue due to 
scale tax evasion and negative contribution of public enterprises. But consi 
the present inflationary trend in prices, the government should give lesser s& 
on deficit financing. 

4. Public Debt Policy of the Government of India: As the taxation has got its ___-11 
in a poor country like India due to poor taxable capacity of the people, thui,  toi 
government is taking recourse to public debt for financing its developmE7u 
expenditure. In the post-independence period, the Central Government has -.7..2e 
raising a good amount of public debt regularly in order to mobilize a huge am 
of resources for meeting its developmental expenditure. Total public debt 
Central Government includes internal debt and external debt. 

Internal Debt: Internal debt indicates the amount of loan raised, by the gove 
from within the country. The Government raises internal public debt from the 
market by issuing bonds and cash certificates and 15 years annuity certificates. 
government also* borrows for a temporary period from RBI (Treasury bills i 
by RBI) and also from commercial banks.  

External Debt: As the internal debt is insufficient thus the government is also coil 
loan from external sources, i.e., from abroad, in the form of foreign capital, tec 
know-how and capital goods. Accordingly, the Central Government is also borro 
from international financing agencies for financing various developmental pr 
These agencies include World Bank, IMF, IDA, IFC etc. Moreover, the governm 
also collecting inter-governmental loans from various developed countries of 
world for financing its various infrastructural projects. 

The volume of public debt in India has been increasing at a considerable rate 
from Z 204 crore during the First Plan to Z 2,135 crore during the Fourth Plan 
then to Z 1,03,226 crore during the Seventh Plan. During the Eighth Plan, 
volume of internal debt of the Central Government was amounted to Z 1.59. 
crore and that of external debt was to the extent of Z 2.454 crore. At the end of 
second year of the Twelfth Plan. i.e.. in 2013-14. total outstanding loan (liabili 
of the Central Government stood at Z 55.87.000 crore. 

4. ADVANTAGES OF FISCAL POLICY OF INDIA: 

The following are some of the important advantages of fiscal policy of Government 
India: 

1. Capital Formation: Fiscal policy of the country has been playing an important rc 
in raising the rate of capital formation in the country both in its public and priva 
sectors. The gross domestic capital formation as per cent of GDP in India h 
increased from 10.2 per cent in 1950-51 to 22.9 percent in 1980-81 and then to 3c 
per cent in 2007-08. Therefore, it has created a favourable impact on the public ai 
private sector investment of the country. 

2. Mobilisation of Resources: Fiscal policy of the country has been helping to mobili 
considerable amount of resources through taxation, public debt etc. for firiancii 
its various developmental projects. The extent of internal resources mobilisati 
for financing plan has increased considerably from 70 per cent in 1965-66 to arou 
90 per cent in 2010-11. 
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3. Incentives to Savings: The fiscal policy of the country has been providing various 
incentives to raise the savings rate both in household and corporate sector through 
various budgetary policy changes, viz., tax exemption, tax concession etc. 
Accordingly, the saving rate has increased from a mere 10.4 per cent in 1950-51 to 
37.7 percent in 2010-11. 

4. Inducement to Private Sector: Private sector of the country has been getting 
necessary inducement from the fiscal policy of the country to expand its activities. 
Tax concessions, tax exemptions, subsidies etc. incorporated in the budgets have 
been providing adequate incentives to the private sector units engaged in industry, 
infrastructure and export sector of the country. 

5. Reduction of Inequality: Fiscal policy of the country has been making constant 
endeavor to reduce the inequality in the distribution of income and wealth. 
Progressive taxes on income and wealth tax ? exemption, subsidies, grant etc. are 
making a consolidated effort to reduce such inequality. Moreover, the fiscal policy is 
also trying to reduce the regional disparities through its various budgetary policies. 

6. Export Promotion: The Fiscal policy of the government has been making constant 
endeavor to promote export through its various budgetary policy in the form of 
concessions, subsidies etc. As a result, the growth rate of export has increased from 
a mere 4.6 per cent in 1960-61 to 10.4 percent in 2007-08. 

7. Alleviation of Poverty and Unemployment: Another important merit of Indian 
fiscal policy is that it is making constant effort to alleviate poverty and 
unemployment problem through its various poverty eradication and employment 
generation programmes, like, IRDP, JRY, PMRY, SJSRY, EAS etc. 

5. DISADVANTAGES OF FISCAL POLICY OF INDIA 

The following are the main disadvantages of the fiscal policy of India: 

1. Instability: Fiscal policy of the country has failed to attain stability on various 
fronts. Growing volume of deficit financing has created the problem of inflationary 
rise in price level. Disequilibrium in its balance of payments has also affected the 
external stability of the country. 

2. Defective Tax Structure: Fiscal policy has also failed to provide a suitable tax 
structure for the country. Tax structure has failed to raise the productivity of direct 
taxes and the country has been relying much on indirect taxes. Therefore, the tax 
structure has become burdensome to the poor. 

3. Inflation: Fiscal policy of the country has failed to contain the inflationary rise in 
price level. Increasing volume of public expenditure on non-developmental heads 
and deficit financing has resulted in demand-pull inflation. Higher rate of indirect 
taxation has also resulted in cost-push inflation. Moreover, the direct taxes has 
failed to check the growth of black money which is again aggravating the 
inflationary spiral in the level of prices. 

4. Negative Return of the Public Sector: The negative return on capital invested in 
the public sector units has become a serious problem for the Government of India. 
In-spite of having a huge total investment to the extent of  4,21,089 crore in 2007 
on PSUs the return on investment has remained mostly negative. In order to 
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maintain those PSUs, the Government has to keep huge amount of budgetary 
provisions, thereby creating a huge drainage of scarce resources of the country. 

5. Growing Inequality Fiscal policy of the country has failed to contain the growing 
inequality in the distribution of income and wealth throughout the country. Growing 
trend ..); tax evasion has made the tax machinery ineffective for the purpose. 
Growing reliance on indirect taxes has made the tax structure regressive. 

6. SUGGESTIONS FOR NECESSARY REFORMS IN FISCAL POLICY 

The following are some of the important measures suggested for necessary reforms 
of the fiscal policy of the country: 

1. Progressive Taxes: The tax structure of the country should try to infuse more 
progressive elements so that it can put heavy burden on the rich and less burden 
on the poor. Necessary amendments be made in respect of irrigation tax, sales tax.. 
excise duty, land revenue, property taxes etc. 

2. Agricultural Taxation: The tax net of the country should be extended to the 
agricultural sector for tapping a huge amount of rrenue from the rich agriculturists. 

3. Broad-based Tax net: Tax net of the country should be broad-based so that it can 
cover increasing number of population having the taxable capacity. 

4. Checking Tax Evasion: Adequate measures be taken to check the problem of lax 
evasion in the country. Tax laws should be made stricter for prosecuting the tax 
evaders. Tax machinery should be made more efficient and honest to gear up its 
operations. Tax rate should be reduced to encourage the growing trend of tax 
compliance. 

5. Increasing Reliance on Direct Taxes: Tax machinery of the country should attach 
much more reliance on direct taxes instead of indirect taxes. Accordingly, the tax 
machinery should try to introduce wealth tax, estate duty, gift tax, expenditure tax etc 

6. Simplified Tax Structure: Tax structure and rules of the country should be simplified 
so that it can encourage tax compliance among the people and it can remove the 
unnecessary harassment of the tax payers. 

7. Reduction of Non-development Expenditure: The fiscal policy of the country should,  
try to reduce the non-developmental expenditure of the country. This would reduce 
the volume of unproductive expenditure and can reduce the inflationary impact of 
such expenditure. 

8. Checking Black Money: The fiscal policy of the country should try to check the 
problem of black money. In this direction schemes like VDIS should be repeated. Tax 
rates should be reduced. Corruption and political interference should be abolished. 
Smuggling and other nefarious activities should be checked, 

9. Raising the Profitability of PSUs: The government should try to restructure its 
policy on public sector enterprises so that its efficiency and rate of return on capital 
invested can be raised effectively. PSUs should be managed in rational manner 
with least government interference and on commercial lines. Accordingly, the 
policy of budgetary provisions for maintaining the PSUs should gradually be 
eliminated. 
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7. RECENT FISCAL POLICY REFORMS 
The Government of India has introduced various fiscal policy reforms which constitute 

the main basis of the stabilization policy of the country. 
Govemerment of India adopts some of the important measures of fiscal policy reforms 

the follwoing in recent years: 
1. Reduction of Rates of Direct Taxes: The peak rare of income tax was reduced to 30 

per cent in 1997-98 budget. This has increase in the share of direct taxes in total 
revenue of the country from 19 per cent in 1990-91 to around 61 percent in 2008-09. 

2. Simplification of Tax Procedure: In recent years as per the recommendation of Raja 
Chelliah or Taxation Reform Committee, several steps have been taken to simplify 
the tax procedure in the successive budgets. The 1998-99 budget has introduced a 

• series of tax simplification measures, viz., "Saral", "Samadhan" and."Samman", 
which is considered as an important step in right direction. The 2003-04 budget 
introduced filing of return through e-mail. 

3. Reforms in Indirect Taxes: These include introduction of ad-velorem rates, MOD 
VAT scheme etc. 

4. Fall in the Volume of Government Expenditure: The government undertook several 
measures recently. Accordingly, total expenditure of the government under various 
heads has been reduced. As a result, total public expenditure as per cent of GDP 
has declined from 19.7 per cent of GDP in 1990-91 to 16.9 percent in 2008-09. 

5. Reduction in the Volume of Subsidies: Central Government has been making huge 
payments in the form of subsidies, i.e., food subsidies, fertilizer subsidies, export 
subsidies etc. Steps have been taken to reduce these subsidies phase-wise. 

6. Reduction in Fiscal Deficit: The Central Government has been trying seriously to 
contain the fiscal deficit in its annual budget. Accordingly, it has reduced the extent 
of fiscal deficit from 7.7 per cent of GDP in 1990-91 to 6.1 percent in 2008-09. But fiscal 
stabilisation necessitates containing the fiscal deficit at least to 3 per cent of GDP. 

7. Reduction in Public Debt: Recently, the Central Government has been trying to 
reduce the burden of public debt. Accordingly, the external debt as per cent of GDP 
which was 5.4 per cent in 1990-91 gradually declined to 4.9 per cent in 2008-09. 
The internal debt as per cent of GDP has declined from 48.6 per cent in 1990-91 to 
37.9 per cent in 2008-09. Similarly, the total-outstanding loan or liabilities as per 
cent of GDP has also declined from 63 percent 2003-04 to 58.9 per cent in 2008-09. 

8. Disinvestment in Public Sector: Another important fiscal policy reforms introduced 
by the Government of India is to disinvest the shares of the public sector enterprises. 
The government has disinvested as part of its stake in 39 selected PSUs since the 
disinvestment process began in 1992. Till 2006-07, it has raised around Z 51,608crore 
through disinvestment of share of PSUs. In the mean time, the government has 
constituted a Disinvestment Commission to advise it on how to go about disinvesting 
the shares of PSUs. 

FISCAL DEFICIT 
A government budget is an annual financial statement showing item wise estimates 

of expected revenue and anticipated expenditure during fiscal year. 
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The central budget is defined as a financial statement giving a complete picture of th, 

estimated receipts and expenditures of the government for that year on the basis of the 
budget figures of the two previous years, expected receipts and expenditures of the 
government in the coming financial year. A budget is balanced if receipts are equal to 
expenditure. A surplus budget implies that receipts are more than expenditure. A deficit 
budget implies that expenditure is more than receipts. The central budget is divided into 
two parts - Revenue budget and Capital budget. 

Every budget includes - 1. actual figures for preceding year 

2. budget and revised figures for the current year 

3. budget estimates for the following year. 

The main elements of the budget are : 

1. It is a statement of estimates of government receipts and expenditure. 

2. Budget estimates is related to a fixed period, generally a year. 

3. Expenditure and sources of finance are planned in accordance with the objectives 
of the government. 

4. It is required to be approved and passed by the parliament before its implementation 

The components of the central budget are shown below (next page): 

Revenue Deficit, Budgetary Deficit and Fiscal Deficit 
1. Revenue. Deficit 

Revenue Deficit 

It is defined as excess of revenue expenditure over 
revenue receipts. 

Current revenue expenditure (non plan + plan 
expenditure) — Current Revenue receipts (net tax 
revenue + non tax revenue) 

It is defined as excess of Capital expenditure over 
capital receipts. 

Capital expenditure - Capital Receipts 

It is defined as excess of total expenditure over total 
revenue. 

2. Capital Deficit 

Capital deficit 

3. Budget Deficit 

Total Expenditure - Total Receipts 

OR = (Revenue Expenditure + Capital Expenditure) - 

(Revenue Receipts + Capital Receipts) 

It is a wider concept. It is calculated by adding 
borrowing and other liabilities of the government to 
the budgetary deficit 

Fiscal Deficit = Budget Deficit + Market borrowing of 
the government + Other liabilities of the government. 

OR 

Revenue Receipts (Net tax revenue + non tax revenue) 
+ Capital Receipts (only recoveries of loan and other 
receipts) — Total expenditure (plan and non-plan 
expenditure) 

Budgetary Deficit 

4. Fiscal Deficit 



Revenue Receipts 

UNION BUDGET 

1   

Capital Budget 

Revenue Receipts Revenue Revenue 

1   

(a) Interest payments 
(b) Defence expenditure 
(c) Subsides 
(d) Police and other 

administration 
expenditure 

(e) Social and community 
service (education, 
medical, public, health 
labour and employment). 

Tax Revenue 

r 

(a) Tax on income and 
expenditure (income 
tax, corporation tax, 
gift tax, interest tax) 

(b) Taxes on property 
and Capital or 
property transactions 
(estate duty, wealth 
tax, land revenue) 

(c) Taxes on Commodities 
and services 
(Customduties, excise 
duties, service tax)  

Non Tax Revenue 

I 

(a) Profits of Public 
sector enterprises. 
banks etc. 

(b) Currency coinage 
and mint 

(c) interest recepits 
and dividends 

(d) Other non tax 
revenue 

Capital Receipts 

(a) Net barrowing of 
the government 
(gross borrowings 
from the market 
less repayment 
of public debit) 

(b) Loss from abroad 
(c) Borrowings from RBI 
(d) Recovery of loans 

made to state 
governments, UT 
and PSUS 

(e) Provident Fund 
(f) Net small savings 

(gross small savings 
less state share) 

Capital Expenditure 

(a) Loans and advances to 
states and UT for 
financing plans. 

(h) Social and community 
development expenditure 

(c) Infrastructure expenditure 
and general services. 

(d) Loans to foreign 
government 

(e) Capital Expenditure on 
defence 

(f) Capital expenditure on 
economic development. 



256 MANAGERIAL ECONOMICS 

Fiscal Deficit is the total borrowing of the government 
from all sources. It shows the gap between government 
receipts and government expenditure. It reflects the 
true extent of borrowing by the government in a year. 
On the other hand, budget deficit reflects only 
governments borrowing from RBI. 

5. Primary Deficit 

	

	
Fiscal Deficit Interest Payment. This concept helps in 
assessing the progress of the government. in its fiscal 
control efforts. 

6. Deficit Financing 

	

	
It means using of fresh currency by the government 
to meet its budgetary deficit. It takes the form of the 
government - borrowing from the central Bank (RBI) 
either by drawing down the cash balances of the 
Govt. (held in the RBI or in the State treasuries) or by 
borrowing from the XBI. The RBI users paper 
currency in lieu of the government securities 
deposited with it. 

This sort of deficit financing has been increasing the 
money supply with the public, generating money 
income and raising the level of prices in the country. 
The government of India is resorting to deficit financing 
in order to finance its development expenditure under 
five year plans. 

Table 11.1. Calculation of Fiscal and other Deficits 

Heads 1990-91_ 
(Actual) 

1996-97 
(Actual) 

2014-15 
(P.A.) 

2015-16 
(B.K) 

1. Revenue Receipts 54,950 1,26,279 10.99,442 11,41,576 

2. Capital Receipts 39,010 61,544 5,45,319 6,35,901 

(a) loan recoveries and other receipts 5,710 7,005 13,438 10,753 

(b) borrowings and other liabilities 33,300 53,549 5.01,880 5,55,648 

3. Total Receipts (3+2) 93,960 1,87,323 16,44,761 17,77,477 

4. Revenue Expenditure 73,510 1.58,934 14,57,748 15,36,047 

5 Total Expenditure (revenue + capital) 1,05,310 2,01,007 16,44,761 17,77,477 

6. Revenue Deficit (1 - 4) 18,560 32,655 3,58,306 3,94,471 

7.  Budgetary Deficit (3 - 5) 11,350 13,184 

8.  Fiscal Deficit [1+2(a) - 5 = 7 + 2(b)] 44,650 66,733 5,01,880 5,55,648 

Source : Ministry of Finance, Budget at a glance, 2015-16, 2016-17 and Economic Survey, 
2015-16, p. A-58. 
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Table 11.2. Central Government Deficit 

(per cent of GDP at current market price) 

Budget  Revenue Monetised Gross 
Deficit Deficit Deficit Fiscal 

Deficit 

1975-1976 
1980-1981 1.8 
Average of Sixth Plan 1.2 
1985-1986 2.0 
1989-1990 2.3 
Average of Seventh Plan 2.1 
1990-1991 2.1 
1991-1992 1.1 
1992-1993 1.8 
1993-1994 1.2 
1994-1995 0.7 
1995-1996 0.7 
1996-1997 1.1 
1997-1998 0.0 
1998-1999 0.0 
1999-2000 0.0 
2000-2001 0.0 
2001-2002 0.0 
2002-2003 0.0 
Exactrnent of FRBMA 
2003-2004 0.0 
2004-2005 0.0 
2005-2006 0.0 
2006-2007 0.0 
2007-2008 0.0 
2008-2009 0.0 
2009-2010 0,0 
2010-2011 0.0 
2011-2012 0.0 
2012-2013 0.0 
2013-2014 0.0 
2014-2015 (PA) 0.0 
2015-2016 (BE) 0.0 

1.1 0.0 4.1 2.5 
1.5 2.6 6.2 4.3 
1.1 0 - 6.3 4.3 
2.2 2.4 8.3 5.5 
2.6 3.0 7.8 3.9 
2.6 2.3 8.2 4.8 
3.5 2.8 6.6 4.0 
2.6 0.9 5.9 1.6 
2.6 0.8 5.7 1.3 
4.3 N.A. 7.4 2.7 
3.0 N.A. 5.6 1.3 
2.5 N.A. 4.3 0.0 
2.4 N.A. 4.1 -0.2 
3.1 N.A. 4.8 0.5 
3.9 N.A. 5.1 0.7 
3.5 N.A. 5.4 0.7 
4.1 N.A. 5.6 0.9 
4.2 N.A. 5.9 1.4 
4.4 N.A. 5.9 1.1 

3.6 4.5 0.0 
2.5 N.A. 4.0 -0.1 
2.7 N.A. 4.1 0.4 
1.9 N.A. 3.4 0.2 
1.1 N.A. 2.6 -0.9 
4.5 N.A. 6.0 2.6 
5.1 N.A. 6.3 3.1 
3.3 N.A. 4.9 1.8 
4.4 N.A. 5.7 2.7 
3.6 N.A. 4.9 1.8 
3.2 N.A. 4.5 1.2 
3.4 N.A. 4.0 0.8 
3.5 N.A. 3.9 0.7 

-41 

0.5 

Source: Economic Survey, 2015-2016, F 55 and Ministry of Finance, Union Budget, 2016-17 

Gross 
Primary 
Deficit 
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Table 1 and Table 2 reveals the status of various deficit positions in India .5 1- 

76. According to the figures, all types of deficits increased significantly and - 
maximum in 1990-91. The fiscal deficit as percent of GDP was at a high of 8.2 _-
declined to 5.9 in 2002-03 but again increased 6.3 in 2009-10 due to global rec,--
present, the government is trying to reduce the fiscal deficit in the budget m - 
maintain fiscal discipline and to control inflation. 

Accordingly, the revised estimates fiscal deficit shows that it has been reduce:. 
percent of GDP in 2015-16 as largetted in the budget. The steady growth of gm,--
expenditure, particularly non-plan expenditure has been considered as the mad- 
responsible for the country, falling into a fiscal crises. A significant element of this ce:-
is the growth in interest payments, which is an efficient system, would have fully co u 
by returns on productive capital expenditure and investment financed by debt. (Economc 
Survey, 1992-93). But in India, there are low returns from investment and inefficiency it te 
implementation of the capital expenditure. 

Factors Responsible for the Increase n fiscal Deficit in India 
The factors responsible for the increase in fiscal deficitoim India are as follows - 

1. Non - developmental expenditure. There has been a steady growth 1- -
developmental expenditure by the government in the form of expend 
defence, administrative machinery, law and order maintenance, interest pa-, - - 
on loans etc. This has lead to the growing fiscal deficit in the country. The an-  _ 
of non-developmental expenditure has increased from Z 1,08,169 crore in 

Z 13,12,200 crore in 2015-16 showing a increase of 1213 percent. 

2. Increasing Subsidies. The Increasing amount of subsidies in the form of food 
subsidy, fertilizer subsidies, petroleum subsides, export subsidy etc. also contributes 
to the growth of fiscal deficit in the country. The total amount of subsidies has 
increased from Z 13,172 crore in 1995-96 to Z 38,923 crore in 2002-03 and to 
Z 2,27,388 crore in 2015-16. 

3. Defence Expenditure. The amount of defence expenditure has increased from Rs. 
25,964 crore in 1994-95 to Rs. 1,52,139 crore in 2015-16. This increased defence 
expenditure also led to the growth of fiscal deficit in the country. 

4. Interest Burden. The interest payments on the past loans made by the government 
also contributes to the rise in fiscal deficit. The amount of interest expenditure 
increased from Rs. 50,045 crore is 1995-19 to Rs. 4,56,145 crore in 2015-16. 

Thus, in order to reduce the fiscal deficit of the country, the government is trying to 
implement the following measures - 

1. To control the amount of revenue expenditure which are low priority in nature 

2. To reduce the government administration machinery 

3. To reduce the amount of government subsidies. 

4. To decrease the public debt so as to reduce the interest payment expenditure. 

5. To disinvest its equity of loss making public sector enterprises. 

6. To mobilize additional tax and non tax revenue from various measures. 
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Fiscal Responsibility and Budget Management (FRBM) Act, 2003 

1. Introduction 
Indian economy faced with the problem of large fiscal deficit and its monetization 

spilled over to external sector in the late 1980s and early 1990s. The large borrowings of the 
government led to such a precarious situation that government was unable to pay even for 
two weeks of imports resulting in economic crisis of 1991. Consequently, Economic reforms 
were introduced in 1991 and fiscal consolidation emerged as one of the key areas of reforms. 
After a good start in the early nineties, the fiscal consolidation faltered after 1997-98. The 
fiscal deficit started rising after 1997-98. 

To bring about the fiscal balance effectively, it was thought to enforce fiscal balance 
legally. India opted for this course of action in the year 2000 with the constitution of a 
committee on Fiscal Responsibility Legislation to examine the various aspects of the country's 
fiscal system and recommend draft legislation on the Fiscal Responsibility of the government 
(central government). Subsequently, the Fiscal Responsibility and Budget Management (FRBM) 
Bill was introduced in the LokSabha, in December 2000. 

2. Role and Objectives of FRBM Act 
(i) To make the central government responsible for ensuring inter generational equity 

in fiscal management and long-term macro- economic stability for attaining a 
sufficient revenue surplus by eliminating fiscal deficit 

(ii) To remove fiscal impediments in the effective conduct of monetary policy; 

(iii) To ensure prudent debt management consistent with the fiscal sustainability 
through limits imposed on the central governments' borrowings, debt and deficits: 
and 

(iv) To ensure greater transparency in the fiscal operations of the central government. 

The FRBM Act became effective from July 5, 2004. The Act required the elimination of 
Revenue Deficit by 2008-09. This means from 2008-09 onwards, the central government will 
have to meet all its Revenue Expenditure from its Revenue Receipts only. Any borrowing 
would only be to meet capital expenditure, repayment of loans, lending and fresh investment. 
The Act mandates a 3 per cent limit on fiscal deficit after 2008-09. This is a reasonable limit 
that allows significant leverage to the government to build capacities in the economy 
without compromising fiscal stability. By providing for quarterly review of fiscal situation 
and regulating direct borrowing from the Reserve Bank of India, the FRBM Act makes an 
effort to control expenditure. The FRBM legislation has now made it mandatory for the 
Finance Minister to make an annual statement to Parliament on the fiscal situation, explaining 
any deviation in meeting the fiscal obligations cast on the Centre. 

FRBM Act provides a legal institutional framework for fiscal consolidation. It is now 
mandatory for the Central government to take measures to reduce fiscal deficit, to eliminate 
revenue deficit and to generate revenue surplus in the subsequent years. The Act binds not 
only the present government but also the future Government to adhere to the path of fiscal 
consolidation. The Government can move away from the path of fiscal consolidation only 
in case of natural calamity, national security and other exceptional grounds, which Central 
Government may specify. 

Further, the Act prohibits borrowing by the government from the Reserve Bank of 
India, thereby, making monetary policy independent of fiscal policy. The Act bans the 
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purchase of primary issues of the Central Government securities by the RBI after 2006, 
preventing monetization of government deficit. The Act also requires the government to lay 
before the parliament three-policy statements in each financial year namely Medium Term 
Fiscal Policy Statement; Fiscal Policy Strategy Statement and Macroeconomic Framework 
Policy Statement. 

The trends indicate that the fiscal deficit and revenue deficit are getting reduced as per 
the targets set by the FRBM Act. The revenue deficit was, however, supposed to be reduced 
to zero by the year 2008-09. The trends indicate that by 2009-10, the government might be 
able to achieve the zero percent revenue deficit. 

The Approach Paper to the Eleventh five-year plan has incorporated the fiscal 
parameters relating to Fiscal Deficit broadly within the FRBM Act. The Approach Paper 
recognizes the importance of meeting the FRBM Act targets, which would have a salutary 
effect on the overall credibility of policy. 

Adherence to the FRBM targets is critical to ensure budgetary sustainability and macro-
economic stability. The FRBM Act is thus an important step in the direction of reducing fiscal 
deficit over a period of time as the targets laid down in the Act enable the government to 
formulate its tax, expenditure and debt policies so as to be ab to meet the targets. 

3. Fiscal Reforms at the State Level 
In a federal country like India fiscal imbalances at the state level and the need for its 

reform is equally important. Fiscal reforms at the State level are important because States 
raise more than 1/3 of the combined revenue of the Centre and the states. Central and state 
governments' revenues also account for more than 50 per cent of the total or combined 
revenue expenditure.A number of fiscal reforms have been undertaken by the central 
government since 1991. In a federal setup, state level fiscal reforms should complement the 
efforts of the central government to evolve a healthy fiscal system. The Eleventh Finance 
Commission recommended creating Z 10, 607 crores incentive' fund so that the states that 
implement reforms would be eligible to draw funds from this incentive pool. It identified 
15 states with revenue deficits and stipulated that each of-these states should contribute 15 
per cent of its revenue deficit grant to the fund, with a matching grant from the Centre. 

The Twelfth Finance Commission also recommended that each state government should 
enact Fiscal Reform Legislation, which would be a precondition for debt relief. To facilitate 
a rule based fiscal programme at the state level, the Reserve Bank of India constituted a 
group to frame a model fiscal responsibility bill. 

The group submitted its report in January 2005. In accordance with this, states have 
begun the process of fiscal consolidation in line with the Twelfth Finance Commission's 
recommendations to complement the efforts of the central government. Almost all the states 
have since enacted their fiscal reforms legislations. 

The fiscal situation of the states has shown considerable improvement in the wake of 
Fiscal Reform Legislations. In fact, the State's performance in this regard may be considered 
even better than the performance of the central government in terms of FRBM targets." The 
aggregate revenue deficit of the States was 0.1 per cent of GDP in 2006-07 (R.E). The states 
are expected to have a revenue surplus of 0.3 per cent of GDP in 2007-08. 

The enactment of Fiscal Reform Legislations has provided a crucial impetus to the 
process of attaining fiscal sustainability as reductions in revenue deficit and fiscal deficit are 
critical for redrawing the maintaining levels of the state debts. The enactment by most of 
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the states has ushered in a rule fiscal policy framework at the state level. This has moved 
the process of fiscal reforms in the country further ahead. 

4. Amendments to FRBM Act 
Through Finance Act 2012, amendments were made to the Fiscal Responsibility and 

Budget Management Act, 2003 through which it was decided that in addition to the existing 
three documents, Central Government shall lay another document - the Medium Term 
Expenditure Framework Statement (MTEF) - before both Houses of Parliament in the Session 
immediately following the Session of Parliament in which Medium-Term Fiscal Policy 
Statement, Fiscal Policy Strategy Statement and Macroeconomic Framework Statement are 
laid.Amendments to the FRBM Act were introduced subsequent to the recommendations of 
13th Finance Commission. Concept of "Effective Revenue Deficit" and "Medium Term 
Expenditure Framework" statement are the two important features of amendment to FRBM 
Act in the direction of expenditure reforms. Effective Revenue Deficit is the difference between 
revenue deficit and grants for creation of capital assets. This will help in reducing consumptive 
component of revenue deficit and create space for increased capital spending. Effective 
revenue deficit has now become a new fiscal parameter. 

"Medium-term Expenditure Framework" statement will set forth a three-year rollin e 
target for expenditure indicators.As per the amendments in 2012, the Central Government 
Has to take appropriate measures to reduce the fiscal deficit, revenue deficit and effective 
revenue deficit to eliminate the effective revenue deficit by the 31st March, 2015 and thereafter 
build up adequate effective revenue surplus and also to reach revenue deficit of not more 
than 2 % of Gross Domestic Product by the 31st March, 2015 and thereafter as may be 
prescribed by rules made by the Central Government. 

Further, the Central Government may entrust the Comptroller and Auditor-General 
of India to review periodically as required, the compliance of the provisions of FRBM Act 
and such reviews shall be laid on the table of both Houses of Parliament. Vide the Finance 
Act 2015, the target dates for achieving the prescribed rates of effective deficit and fiscal 
deficit were further extended. The effective revenue deficit, which had to be eliminated by 
March 2015, will now need to be eliminated only after 3 years i.e., by March 2018. The 3% 
target of fiscal deficit to be achieved by 2016-17 has now been shifted by one more year to 
the end of 2017-18. 

In the Union Budget 2016-17 it was proposed to constitute a Committee to review the 
implementation of the FRBM Act and give its recommendations on the way forward. This 
was in view of the new school of thought which believes that instead of fixed numbers as 
fiscal deficit targets, it may be better to have a fiscal deficit range as the target, which would 
give necessary policy space to the Government to deal with dynamic situations. There is 
also a suggestion that fiscal expansion or contraction should be aligned with credit contraction 
or expansion respectively, in the economy. While remaining committed to fiscal prudence 
and consolidation, Budget stated that a time has come to review the working of the FRBM 
Act, especially in the context of the uncertainty and volatility, which have become the new 
norms of global economy. The Union Cabinet chaired by the Hon'ble Prime Minister on 6 
April 2016 gave its approval to Recommendations on Fiscal Deficit Targets and Additional 
Fiscal Deficit to States during Fourteenth Finance Commission (FFC) award period 2015-20 
under the two flexibility options recommended. FFC has adopted the fiscal deficit threshold 
limit of 3 per cent of Gross State Domestic Product (GSDP) for the States. Further, FFC has 
provided a year-to-year flexibility for additional fiscal deficit to States. FFC, taking into 
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account the development needs and the current macro- economic requirement, provided 
additional headroom to a maximum of 0.5 per cent over and above the normal limit of 3 
per cent in any given year-to the States that have a favourable debt-GSDP ratio (means if 
debt-GSDP is not more than 25%, then an additional 0.25% fiscal deficit can be afforded) and 
interest payments-revenue receipts ratio (means if IP-RR is not more than 10%, then an 
additional 0.25% fiscal deficit can be afforded) in the previous two years. However, the 
flexibility in availing the additional fiscal deficit will be available to State if there is no 
revenue deficit in the year in which borrowing limits are to be fixed and immediately 
preceding year. If a State is not able to fully utilise its sanctioned fiscal deficit of 3 per cent 
of GSDP in any particular year during the 2016-17 to 2018-19 of FFC award period, it will 
have the option of availing this un-utilised fiscal deficit amount (calculated in rupees) only 
in the following year but within FFC award period. 

KEY DEFINITIONS 

1. Fiscal Policy. It is the use of government spending and taxation to influence the 
economy. Government use fiscal policy to influence the level of aggregate demand in 
the economy in an effort to achieve the economic objective of price stability, full 
employment and economic growtft it includes tax employment and economic growth. 
It includes tax policy, expenditure policy, investment or disinvestment strategies and 
debt or surplus management. 

2. Revenue deficit. It is the difference between the revenue expenditure and Revenue 
receipts (Tax and non tax revenue) 

3. Fiscal Deficit. This is the sum of revenue and capital expenditure less all revenue and 
capital receipts other than loans taken. It amounts to all borrowings of the government 
in a given period. 

4. Primary deficit. It is the revenue deficit less interest payments. 
5. Monetised Deficit/Deficit Financing. It is the borrowings made from the RBI through 

printing fresh currency to finance the gap between government receipts and expenditure. 
6. FRBM Act. It is a fiscal sector legislation enacted by the government of India in 2003, 

aiming ensure fiscal discipline and consolidation for the centre by setting targets 
including reduction of fiscal deficits and eliminating revenue deficit. 

1ATQUESTIONS  
I. FILL IN THE BLANKS 

1. Fiscal policy is connected with 	  
2. The difference between the fiscal deficit and interest payment is called as 
3. Government taxing and spending policies are called as 	 
4. Government finance is called 	 
5. The main source of governments' revenue is 	 
6. The government prepare budget on 	 basis. 
7. When the government expenditure is equal to the tax revenue, it is known as 	 

budget. 
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II. MULTIPLE CHOICE QUESTIONS 

1. The difference between revenue expenditure and revenue receipts is 
(a) Revenue deficit (b) Fiscal deficit (c) Budget deficit (d) Primary deficit 

2. The difference between total expenditure and total receipts is 
(a) Fiscal deficit (b) Budget deficit (c) Primary deficit (d) Revenue deficit 

3. The difference between fiscal deficit and interest payment during the year is called 
(a) Fiscal deficit (b) Budget deficit (c) Primary deficit (d) Revenue deficit 

4. The expenditure in India is classified as capital and revenue. Which of the following is/ 
are revenue expenditure. 
(a) Interest payments on debt 	 (b) loans granted by control government 
(b) Taxes 	 (d) Infrastructure development expenditure 

5. The largest revenue in India is obtained from  - - - - - - - - -  
(a) Sales tax (b) Excise Duties (c) Income Tax (d) None of these 

6. Fiscal policy is connected with  - - - - - -  
(a) Exports and Imports (b) Issue of currency 
(c) Public revenue and expenditure (d) None of the above 

7. What is effect of deficit financing ? 
(a) Deflation (b) Recession (c) Inflation (d) Depression 

III. SHORT ANSWER QUESTIONS 

1. Fiscal Policy 2. Fiscal Deficit 
3. Revenue Deficit 4. Primary deficit 
5. Budgetary deficit 6. Deficit Fiancing 
7. FRMB Act 

IV. LONG ANSWER QUESTIONS 

1  Explain the role of objectives of FRBM Act, How for is it effective fiscal discipline in 
India ? 

2. Distinguish between fiscal deficit and revenue deficit. 
3. Distinguish between fiscal deficit and primary deficit. 
4. Give the meaning of revenue deficit, fiscal deficit and primary deficit. 
5. What is firscal deficit ? What are its implications ? 
6. What is fiscal policy ? What are its objectives and instruments. 

ANSWERS 
I. 1. Public revenue and expenditure 2. Primary deficit 3. Fiscal policy 

4. Public finance 5. Taxes 6. Annual 7. Balanced 

II. 1. (a) 2. (a) 3. (c) 4. (a) 5. (b) 6. (c) 7. (a) 
• 

• • • 



MONETARY POLICY 

1. INTRODUCTION AND DEFINITION 

Monetary policy refers to the use of instruments under the 
control of central bank to regulate the availability, cost and use 
of money and credit. It is the policy of the central bank with 
regard to the use of instruments under its control to achieve the 
goals specified in the Act. RBI works as the monetary authority 
of India and there by operates the monetary policy. Reserve Bank 
of India announces Monetary Policy every year in the Month of 
April. This is followed by three quarterly Reviews in July, October 
and January. But, RBI at its discretion can announce the measures 
at any point of time. The Annual Monetary Policy is made up of 
two parts viz. Part A: macroeconomic and monetary 
developments; Part B: Actions taken and fresh policy measures_ 
Monetary policy of the RBI deals with almost all other vital 
topics such as financial stability, financial markets, interest rates, 
credit delivery, regulatory norms, financial inclusion and 
institutional developments etc. 

Monetary policy is concerned with the measures taken to 
regulate the supply of money, the cost and availability of credit 
in the economy. Further, it also deals with the distribution of 
credit between uses and users and also with both the lending 



MONETARY POLICY 265 
and borrowing rates of interest of the banks.. In developed countries the monetary policy 
has been usefully used for overcoming depression and inflation as an anti-cyclical policy. 

However, in developing countries it has to play a significant role m promoting economic 
growth. As Prof. R. Prebisch writes, "The time has come to formulate a monetary policy 
which meets the requirements of economic development, which fits into its frame-work 
perfectly." Further, along with encouraging economic growth, the monetary policy has also 
to ensure price stability, because the excessive inflation not only has adverse distribution 
effect but hinders economic development also. 

Monetary policy implies those measures designed to ensure an efficient operation of the 
economic system or set of specific objectives through its influence on the supply, cost and 
availability of money. 

The concept of monetary policy has been defined in a different manner according to 
different economists; 

R.P. Kent has defined the monetary policy as "The management of the expansion and 
contraction of the volume of money in circulation for the explicit purpose of attaining a 
specific objective such as full employment." 

Dr.D.C. Rowan remarked, "The monetary policy is defined as discretionary action 
undertaken by the authorities designed to influence: 

(a) The supply of money, 
(b) Cost of Money or rate of interest and 
(c) The availability of money." 
According to Prof. Crowther, "Monetary Policy consists of the steps taken or efforts 

made to reduce to a minimum the disadvantages that flow from the existence and operation 
of the monetary system. It is a policy to regulate the flow of monetary resources in the 
economy to attain certain specific objectives." D.C. Aston has defined:"Monetary policy 
involves the influence on the level and composition of aggregate demand by the manipulation 
of interest rates and the availability of credit." According to G.K. Shaw; "By monetary policy 
we mean any conscious action undertaken by the monetary authorities to change the 
quantity, availability or cost (rate of interest) of money. A broader definition might also take 
into account action designated to influence the composition and the age profile of the 
national debt, as for example, open market operations geared to purchase the short term 
securities and seal of long term bonds." In the words of Mr. C.K. Johri; "It would comprise 
those decisions of the government and Reserve Bank of India which affect the volume and 
composition of money supply in the size and distribution of credit (including Co-operative 
Banks Credit) the level and structure of interest rates and the effect of these variables upon 
the factors determining output and prices." 

2. OBJECTIVES OF MONETARY POLICY 
Monetary policy refers to an umbrella of operations used for the control of money 

supply in the economy with broad objective to maintain economic and financial stability; 
and ensure adequate financial resources for the purpose of development. Since monetary 
policy is one instrument of economic policy, its objectives cannot be different from those of 
overall economic policy. The monetary policy in developed economies serves the function of 
stabilization and maintaining proper equilibrium in the economic system. But in case of 
underdeveloped countries, the monetary policy has to be more dynamic so as to meet the 
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requirements of an expanding economy by creating suitable conditions for economic progress.  
It is now widely recognized that monetary policy can be a powerful tool of economic 
transformation. 

The objectives of the monetary policy in India have gone through a process of gradual 
evolution and can be further expanded to maintaining price stability, adequate flow of credit 
to productive sectors, promotion of productive investments & trade, promotion of exports 
and economic growth Primarily price stability, while keeping in mind the objective of 
growth.Price stability is a necessary precondition to sustainable growth. The relative emphasis 
assigned to price stability and growth objectives in the conduct of monetary policy varies 
from time to time depending on the evolving macroeconomic environment. The Reserve 
Bank of India (RBI) is vested with the responsibility of conducting monetary policy with the 
primary objective of maintaining price stability while keeping in mind the objective of 
growth. This responsibility is explicitly mandated under the Reserve Bank of India Act, as 
amended in 2016. 

The three important objectives of monetary policy are: 
1. Ensuring price stability, that is, containing inflation. 
2. To encourage economic growth. ,a4 
3. To ensure stability of exchange rate of the rupee, that is, exchange rate of rupee 

with the US dollar, pound sterling and other foreign currencies. 

1. Price Stability 
The objective of price stability has been highlighted during the twenties and thirties 

of the present century. In fact, economists like Crustar Cassels and Keynes suggested price 
stabilization as a main objective of monetary policy. Price stability is considered the most 
genuine objective of monetary policy. Monetary policy is better suited to the achievement 
of price stability that is, containing inflation. To quote C. Rangarajan, a former Governor of 
Reserve Bank of India. "Faced with multiple objectives that are equally relevant and desirable, 
there is always the problem of assigning to each instrument the most n a developing 
country like ours, acceleration of investment activity in the context of supply shocks in the 
agricultural sector tends to be accompanied by pressures on prices and, therefore, monetary 
policy has much to contribute in the short-run management." Thus, achieving price stability 
has remained the dominant objective of monetary policy of Reserve Bank of India. 

It may however be noted that price stability does not mean absolutely no change in 
price at all. In a developing economy like ours where structural changes take place during 
the process of economic growth some changes in relative prices do occur that generally put 
upward pressure on prices. Therefore, some changes in price level or, in other words, a 
certain rate of inflation is inevitable in a developing economy. 

Thus, price stability means reasonable rate of inflation. A high degree of inflation has 
adverse effects on the economy. First, inflation raises the cost of living of the people and 
hurts the poor most. Therefore, inflation has been described as enemy No. 1 of the poor. 
Inflation sends many people below the poverty line Secondly, inflation makes exports 
costlier and, therefore, discourages them. On the other hand, due to higher prices at home 
people are induced to import goods to a large extent. Thus, inflation has an adverse effect 
on the balance of payments. Thirdly, when due to a higher rate of inflation value of money 
is rapidly falling, people do not have much incentive to save. This lowers the rate of saving 
on which investment and economic growth depend. Fourthly, a high rate of inflation encourages 
businessmen to invest in the productive assets such as gold, jewellery, real estate etc. 
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An expert committee on monetary reforms headed by Late Prof. S. Chakravarty 
suggested 4 per cent rate of inflation as a reasonable rate of inflation and recommended that 
monetary policy by RBI should be so formulated that ensures that rate of inflation does not 
exceed 4 per cent per annum. Emphasising the importance of price stability from the 
viewpoint of India's balance of payments, Prof. Rangarajan writes, "The increasing openness 
of the economy, the need to service external debt and the necessity to improve the share of 
our exports in a highly competitive external environment require that the domestic price 
level not be allowed to rise unduly, particularly since our major trading partners have had 
notable success in recent years in achieving price stability." Of the various objectives, price 
stability is perhaps the one that can be pursued most effectively by monetary policy 

2. Economic Growth 
In recent years, economic growth is the basic issue to be discussed among economists 

and statesmen throughout the world. Prof. Meier defined "Economic growth as the process 
whereby the real per capita income of a country increases over a long period of time." It 
implies an increase in the total physical or real output, production of goods for the satisfaction 
of human wants. 

In other words, it means utilization of all the productive natural, human and capital 
resources in such a manner as to ensure a sustained increase in national and per capita income 
over time. Therefore, monetary policy promotes sustained and continuous economic growth 
by maintaining equilibrium between the total demand for money and total production capacity 
and further creating favourable conditions for saving and investment. For bringing equality 
between demand and supply, flexible monetary policy is the best course. 

In other words, monetary authority should follow an easy or tight monetary policy 
to suit the requirements of growth. Again, monetary policy in a growing economy, has to 
satisfy the growing demand for money. Thus, it is the responsibility of the monetary 
authority to circulate the proper quantity and quality of money. 

In the past Reserve Bank has been criticised that it pursued the objective of achieving 
price stability and neglected the objective of promoting economic growth. Monetary policy 
can promote economic growth through ensuring adequate availability of credit and lower 
cost of credit. There are two types of credit requirements of businesses. First, they have to 
finance their requirements of working capital and for importing needed raw materials and 
machines from broad. Secondly, they need credit for financing investment in projects for 
building fixed capital. Easy availability of credit at low interest rate stimulates investment 
and thereby quickens economic growth. However, during the seventies, eighties and the first 
half of nineties,. Reserve Bank followed a tight monetary policy under which Cash Reserve 
Ratio (CRR) and Statutory Liquidity Ratio (SLR) were continually raised to restrict the 
availability of credit for private sector. Besides, lending rates of interest were kept at high 
levels, which discouraged private investment. This tight monetary policy worked against 
promoting growth. 

However, in the opinion of Prof. Rangarajan, there is no conflict between the objectives 
of price stability and growth. Price stability, according to him, is a means to ensure economic 
growth. To quote him, "It is price stability which provides the appropriate environment 
under which growth can occur and social justice can be ensured." In our opinion, this may 
be true in the long run but in the short run there exists tradeoff between growth and 
inflation. To ensure higher economic growth the adequate expansion of money supply and 
greater availability of credit at a lower rate of interest is needed. But large expansion in 
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money supply and bank credit leads to the increase in aggregate demand which tends to 
cause a higher rate of inflation. This raises the issue of what is acceptable tradeoff between 
growth and inflation, that is, what rate of inflation is acceptable to promote growth through 
appropriate monetary policy. Expert Committee on monetary policy headed by Late Prot. 
Chakravarty suggested a target of 4 per cent as "the acceptable rise in prices". 

According to it, the growth of money supply and availability of credit should be so 
regulated that rate of inflation does not exceed 4 per cent per annum. However, C. Rangarajan, 
former Governor of Reserve Bank fixed a higher target, namely, 5 to 6 per cent rate of 
inflation in the context of objective of achieving 6 to 7 per cent rate of economic growth. To 
quote him, "keeping the price and growth objectives in view the money supply growth 
should be so regulated that inflation rate comes down initially to 6 to 7 per cent and 
eventually to 5 to 6 per cent. That indeed must be the goal of monetary policy." 

It may be noted that in the context of the openness of the economy and floating exchange 
rate system, as is the case of the Indian economy today, the objective of achieving higher rate 
of economic growth through monetary measures may also conflict with objective of exchange 
rate stability, that is, value of rupee in terms of the US dollar and other foreign currencies. 

Whereas prevention of the depreciation of rupee 'quires tightening of monetary 
policy, that is raising of interest rate, reducing liquidity of the banking system so that banks 
restrict their credit supply, the promotion of growth objective requires lower lending rates 
of interest and greater availability of credit for encouraging private investment. It is this 
dilemma of conflicting objectives of achieving economic higher growth or price stability 
which is being presently faced in India . 

3. Exchange Stability 
Exchange stability was the traditional objective of monetary authority. This was 

the main objective under Gold Standard among different countries. When there was 
disequilibrium in the balance of payments of the country, it was automatically corrected 
by movements. It was popularly known, "Expand Currency and Credit when gold is 
coming in; contract currency and credit when gold is going out." This system will 
correct the disequilibrium in the balance of payments and exchange stability will be 
maintained. It must be noted that if there is instability in the exchange rates, it would 
result in outflow of foreign currency resulting in unfavorable balance of payments. 
Therefore, stable exchange rates play a key role in international trade. Thus, it is clear 
from this fact that: the main objective of monetary policy is to maintain stability in the 
external equilibrium of the country. In other words, they should try to eliminate those 
adverse forces which tend to bring instability in exchange rates. Fluctuations in exchange 
rates results in encouragement to speculative activities in the market. It also lead to loss 
of confidence on the part of domestic and foreign capitalists resulting in adverse impact 
in capital outflow which may also result in capital formation and growth. It brings 
repercussions in the internal price level. 

Until 1991, India followed fixed exchange rate system and only occasionally devalued 
the rupee with the permission of IMF. The policies of floating exchange rate and increasing 
openness and globalisation of the Indian economy, adopted since 1991 have made the 
exchange rate of rupee quite volatile. The changes in capital inflows and capital outflows and 
changes in demand for and supply of foreign exchange, particularly US dollar, arising from 
the imports and exports cause great fluctuations in the foreign exchange rate of rupee. 
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In order to prevent large depreciation and appreciation of foreign exchange rate Reserve 

Bank has to take suitable monetary measures to ensure foreign exchange rate stability. 
Owing to the fixed exchange rate system prior to 1991 the concern about foreign exchange 
rate had not played a significant role in the formulation of monetary policy. Today, the 
exchange rate of rupee is determined by demand for and supply of foreign exchange (say, 
US dollar). When there is mismatch between demand for and supply of foreign exchange, 
external' value of rupee changes. 

For instance Presently, in depreciation of rupee as against US dollar has been caused 
by the increase in demand for dollars from (1) the corporate sector for financing their 
imports, (2) Foreign Institutional Investors (FII) who wanted to take out their dollars from 
India (i.e., capital outflow) to the US where interest rates have recently risen, and (3) increase 
in demand for US dollar by the Indian banks on the instructions of the public sector 
undertakings for financing necessary imports from abroad. Since export earnings and capital 
inflows, which determine the supply of dollars, have not risen adequately, mismatch between 
dollars and supply of dollars has arisen causing the depreciation of rupee as against the US 
dollar. To prevent the depredation of the rupee, Reserve Bank at times release more dollars 
from its foreign exchange reserves. The release of more dollars by Reserve Bank will increase 
the supply of US dollars in the foreign exchange market and will therefore tend to correct 
the mismatch between demand for and supply of the US dollars. This will help in stabilising 
the exchange rate of the rupee. It is clear from above that in the context of flexible exchange 
rate system, Reserve Bank has to intervene frequently to achieve stability of exchange rate 
at a reasonable level. The other objectives of monetary policy, which varies from country 
to country and from time to time, are as follows: 

L Neutrality of Money 
Economists like Wicksteed, Hayek and Robertson are the chief exponents of neutral money. 

They hold the view that monetary authority should aim at neutrality of money in the economy 
Any monetary change is the root cause of all economic fluctuations. According to neutralists, 
the monetary change causes distortion and disturbances in the proper operation of the economic 
system of the country. 

They are of the confirmed view that if somehow neutral monetary policy is followed, 
there will be no cyclical fluctuations, no trade cycle, no inflation and no deflation in the 
economy. Under this system, money is kept stable by the monetary authority. Thus the main 
aim of the monetary authority is not to deviate from the neutrality of money. It means that 
quantity of money should be perfectly stable. It is not expected to influence or discourage 
consumption and production in the economy. 

2. Full Employment 
During world depression, the problem of unemployment had increased rapidly. It was 

regarded as socially dangerous, economically wasteful and morally deplorable. Thus, full 
employment assumed as the main goal of monetary policy. In recent times, it is argued that 
the achievement of full employment automatically includes prices and exchange stability. 

However, with the publication of Keynes' General Theory of Employment, Interest 
and Money in 1936, the objective of full employment gained full support as the chief 
objective of monetary policy. Prof. Crowther is of the view that the main objective of 
monetary policy of a country is to bring about equilibrium between saving and investment 
at full employment level. 
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Similarly, Prof. Halm has also favoured Keynes' view. Prof. Gardner Ackley re= 

that the concept of full employment is 'slippery'. Classical economists believed ir 
existence of full employment which is the normal feature of an economy. Full employe 
thus, exists when all those who are ready to work at the existing wage rate get work. 
Voluntary, frictional and seasonal unemployed are also called employed. According to their 
version, full employment means absence of involuntary unemployment. Therefore, it implies 
not only employment of all types of labourers but also includes the employment of all 
economic resources. It is not an end in itself rather a pre-condition for maximum social and 
economic welfare. 

Keynes equation of income, Y = C + I throws light as -to how full employment can be 
secured with monetary policy. He argues that to increase income, output and employment, 
it is necessary to increase consumption expenditure and investment expenditure 
simultaneously. This indirectly solves the problem of unemployment in the economy. Since 
the consumption function is- more or less stable in the short period, the monetary policy 
should aim at raising investment expenditure. 

As monetary policy is the government policy regarding currency and credit, in this 
way, government measures of currency and credit can easilyopvercome the problem of trade 
fluctuations in the economy. On the other side, when the economy is facing the problem of 
depression and unemployment, private investment can be stimulated by adopting 'cheap 
money policy' by the monetary authority. Therefore, this policy will serve as an effective 
and ideal stimulant to private investment as there is pessimism all round in the economy. 
Further, the objective of full-employment must be integrated with other objectives, like price 
and exchange stabilization. The advanced countries like U.S.A. and U.K. are normally working 
at full employment level as their main concern is how to maintain full employment and 
avoid fluctuations in the level of employment and production. While, on the contrary, the 
main problem in underdeveloped country is as to how to achieve full employment. 

Therefore, in such economies, monetary policy can be designed to meet with the 
problem of under employment and disguised unemployment and by further creating new 
opportunities for employment. The most suitable and favourable monetary policy should 
be followed to promote full-employment through increased investment, which in turn 
having multiplier and acceleration effects. After achieving the objective of full-employment, 
monetary policy should aim at exchange and price stability. In short, the policy of full 
employment has the far-reaching beneficial effects. 

(a) Keeping in view the present situation of unemployment and disguised 
unemployment particularly in more growing populated countries, the said 
objective of monetary policy is most suitable. 

(b) On humanitarian grounds, the policy can go a long way to solve the acute problem 
of unemployment. 

(c) It is useful tool to provide economic and social welfare of the community. 
(d) To a greater extent, this policy solves the problem of business fluctuations. 

3. Equilibrium in the Balance of Payments 
Equilibrium in the balance of payments is another objective of monetary policy which 

emerged significant in the post war years. This is simply due to the problem of international 
liquidity on account of the growth of world trade at a more faster speed than the world 
liquidity. 



It was felt that increasing of deficit in the balance of payments reduces, the ability of 
an economy to achieve other objectives. As a result, many less developed countries have to 
curtail their imports which adversely effects development activities. Therefore, monetary 
authority makes efforts that equilibrium should be maintained in the balance of payments. 

3. INSTRUMENTS OF MONETARY POLICY 
India had entered into the era of economic planning in 1951. At that time, the monetary 

and Fiscal Policies had to be adjusted to the requirements of the planned development in 
the country and accordingly, the economic policy of the Reserve Bank was emphasized on 
the following two major objectives. 

1. To speed up the economic development of the nation and raise the national income 
and standard of living of the people. 

2. Control and reduce the "Inflationary" pressure on the economy. 

The requirement was an adequate financing of the economic growth programmes, and 
at the same time containing the inflationary pressure and maintenance of price stability. 
Thus this was a period of "Controlled Expansion". Since 1972, there is a rapid increase in 
the money supply with the public and banking system. The expansion of the Bank credit 
to trade and industry also increased. The early 1970s marked an era of serious inflationary 
situations. The frequent fluctuations in the agricultural productions, defective government 
polices and global inflationary pressures arising out of the oil prices etc. led the RBI to 
abandon the "controlled expansion" and adopt a policy that is most suitable for retraining 
the credits. This is called "tight monetary" policy and RBI has been successful with varying 
degree of success. In summary, the use of monetary policy instruments is based upon the 
assessment of the macroeconomic and financial conditions and monetary measures. 

There are several direct and indirect instruments that are used in the implementation 
of monetary policy. The various instruments of monetary policy of RBI can be divided into 
quantitative and qualitative instruments. They have been discussed below. 

Quantitative Instruments of Monetary Policy 
The quantitative measures are Liquidity Adjustment Facility (Repo and Reverse Repo), 

Marginal Standing Facility, Bank Rate, CRR, SLR and Open Market Operations. 

1. Liquidity Adjustment Facility 
RBI uses the weapons of Repo Rate and Reverse Repo Rate for injection or absorption 

of liquidity that is consistent with the prevailing monetary policy stance. The repo rate (at 
which liquidity is injected) and reverse repo rate (at which, liquidity is absorbed) under the 
Liquidity Adjustment Facility (LAF) have emerged as the main instruments for the Reserve 
Bank's interest rate signaling in the Indian economy. 

Liquidity Adjustment Facility (LAF) is the primary instrument of Reserve Bank of India 
for adjusting liquidity and transmitting interest rate signals to the market. It refers to the 
difference between the two key rates viz. report rate and reverse repo rate. Informally, 
Liquidity Adjustment Facility is also known as Liquidity Corridor. On the basis of 
recommendations of second Narsimham Committee, 1998, an interim 

LAF was introduced in 1999 to provide a ceiling and the fixed rate repos were continued 
to provide a floor for money market rates. Liquidity Adjustment Facility was introduced for 
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the first time from June 2000 onwards. Subsequent revisions were made in 2001 a  _ 
The committee had recommended that RBI's support to the market should be tr - _ 
Liquidity Adjustment Facility (LAF) operated by way of repo and reverse repo pry 
a reasonable corridor to market players. 

The two components of LAF are repo rate and reverse repo rate. Under Rep 
banksborrow money from RBI to meet short-term needs by putting government sec. 
(G-secs) as collateral. Under Reverse Repo, RBI borrows money from banks by le: _ 
securities. While repo injects liquidity into the system, the Reverse repo absorbs the lic_ _ 
from the system. RBI only announces Repo Rate. The Reverse Repo Rate is linked to :  
Rate and is usually100 basis points (1%) below repo rate. RBI makes decision regarding Re:. 
Rate on the basis of prevalent market conditions and relevant factors. RBI conducts the Re:,. 
auctions and Reverse Repo auctions on daily basis from Monday to Friday except holiaa 
The tenure of the Repo is seven working days. All the Scheduled Commercial Banks 
eligible to participate in auctions except the Regional Rural Banks. Further, the Prirm.-
Dealers (PDs) having Current Account and SGL Account (Subsidiary General Ledger Accour: 
with Reserve Bank, Mumbai are also eligible to participate in the Repo and Reverse IcZ -

auctions. Under the Liquidity Adjustment Facility, bids need tzs, be for a minimum 
of Z 5 crore and in multiples of Z 5 crore thereafter. Only Government of India 
Securities/Treasury Bills are used for collateral under LAF as of now. Therefore, the mear__-- _ 
of repo rate and reverse repo rate is reiterated again. 

Repo Rate: The (fixed) interest rate at which the Reserve Bank provides short-te:-.7 
(overnight) liquidity to banks against the collateral of government and other appro,. 
securities under the liquidity adjustment facility (LAF). The LAF consists of overnight a-
term repo auctions. Progressively, the Reserve Bank has increased the proportion of liquid:- 
injected in the LAF through term-repos (of up to 56 days) at variable rates. The aim of te----

repo is to help develop inter-bank term money market, which in turn can set market, bas, 
benchmarks for pricing of loans and deposits, and through that improve transmission 
monetary policy. 

Reverse Repo Rate: The (fixed) interest rate (currently 50 bps below the repo rate) a: 
which the Reserve Bank absorbs short-term liquidity, generally on an overnight basis, from 
banks against the collateral of government and other approved securities under the LAF. 
The Reserve Bank also conducts variable interest rate reverse repo auctions, as necessary. 

2. Marginal Standing Facility 
To curb the problem of volatility in inter-bank interest rates in the overnight rate, 

banks are allowed to borrow more funds against G-secs as collateral from the RBI at a rate 
100 basis points above the Repo Rate. This is known as Marginal Standing Facility. Marginal 
Standing Facility is a new Liquidity Adjustment Facility (LAF) window created by Reserve 
Bank of India in its credit policy of May 2011. MSF is the rate at which the banks are able 
to borrow overnight funds from RBI against the approved government securities. 

The question is - Banks are already able to borrow from RBI via Repo Rate, then why 
MSF is needed? We note here that this window was created for commercial banks to borrow 
from RBI in certain emergency conditions when inter-bank liquidity dries up completely 
and there is volatility in the overnight interest rates. To curb this volatility, RBI allowed 
them to pledge G-secs and get more funds from RBI at a rate higher than the repo rate. Thus, 
overall idea behind the MSF is to contain volatility in the overnight interbank rates. The rate 
of interest on MSF is usually above 100 bps above the Repo Rate. The banks can borrow up 
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to 1 percent of their net demand and time liabilities (NDTL) from this facility. This means 
that Difference between Reverse (Repo Rate and MSF is 200 Basis Points. So, Repo rate will 
be in the middle, the Reverse Repo Rate will be 100 basis points below it, and the MSF rate 
100 bps above it. Thus, if Repo Rate is X%, reverse repo rate is X-1% and MSF is X+1%, 
Therefore, the meaning of Marginal Standing Facility is reiterated again. 

Marginal Standing Facility (MSF): A facility under which scheduled commercial banks 
can borrow additional amount of overnight money from the Reserve Bank by dipping into 
their Statutory Liquidity Ratio (SLR) portfolio up to a limit (currently two per cent of their 
net demand and time liabilities deposits) at a penal rate of interest, currently 50 basis points 
above the repo rate. This provides a safety valve against unanticipated liquidity shocks to 
the banking system. MSF rate and reverse repo rate determine the corridor for the daily 
movement in the weighted average call money rate. 

3. Bank Rate 
Bank Rate refers to the official interest rate at which RBI will provide loans to the 

banking system which includes commercial/cooperative banks, development banks etc. 
Such loans are given out either by direct lending or by rediscounting (buying back) the bills 
of commercial banks and treasury bills. Thus, bank rate is also known as discount rate. Bank 
rate is used as a signal by the RBI to the commercial banks on RBFs thinking of what the 
interest rates should be. Impact of Bank Rate 

When RBI increases the bank rate, the cost of borrowing for banks rises and this credit 
volume gets reduced leading to decline in supply of money. Thus, increase in Bank rate 
reflects tightening of RBI monetary policy. Difference between Bank Rate and Repo Rate seem 
to be similar terms because in both of them RBI lends to the banks. However, Repo Rate is 
a short-term measure and it refers to short-term loans and used for controlling the amount 
of money in the market On the other hand, Bank Rate is a long-term measure and is governed 
by the long-term monetary policies of the RBI. In broader term, bank rate is the rate of interest, 
which a central bank charges on the loans and advances that it extends to commercial banks 
and other financial intermediaries. RBI uses this tool to control the money supply. 

Hence,Bank Rateis the rate at which the Reserve Bank.  is ready to buy or rediscount 
bills of exchange or other commercial papers. This rate has been aligned to the MSF rate and, 
therefore, changes automatically as and when the MSF rate changes alongside policy repo 
rate changes. 

4. Cash Reserve Ratio (CRR) 
CRR indicates the quantum of cash that banks are required to keep with the Reserve 

Bank as a proportion of their net demand and time liabilities (NDTL). SLR prescribes the 
amount of money that banks must invest in securities issued by the government. In other 
words, Cash Reserve Ratio (CRR) is the share of net demand and time liabilities that banks 
must maintain as cash balance with the Reserve Bank. The objective of CRR is to ensure the 
liquidity and solvency of the Banks. The CRR is maintained fortnightly average basis. 

Impacts of Reducing and Increasing CRR 
When CRR is reduced, more funds are available to banks for deploying in other 

businesses because they need to keep fewer amounts with RBI. This means that the banks 
would have more money to play and this leads to reduction of interest rates on Loans 
provided by the Banks. In context with inflation, reduction in CRR leaves more money in 



MANAGERIAL ECONOM 
the hands of commercial banks and this leads to increase in the money supply in  - 
When money supply increases, too much money chases too few goods and this leads tc -
in inflation. 

When RBI increases the CRR, less funds are available with banks as they have to keep 
larger portions, of their cash in hand with RBI. This means that banks will now have less 
money to play with. Moreover, Reserve Bank does not pay any interest on the CRR balances_ 
Since commercial banks do not earn any interest, the banks are left with an option than to 
increase the interest rates. If RBI hikes this rate substantially, banks will have to inLrease 
the loan interest rates. The home loans, car loans and EMI of floating Rate loans increase.  
Thus hike in CRR leads to increase of interest rates on Loans provided by the Banks 
Reduction in CRR sucks money out of the system causing to decrease in money supply.  
When money supply decreases, the inflation comes down. Earlier RBI was empowered to 
fix CRR between 3-20% by notification. However, from 2006 onwards the RBI is empowered 
to fix the CRR on its discretion without any ceiling. Do banks earn interest on CRR? 

Banks used to earn interest on their CRR deposits with RBI once upon a time. From 
March 31, 2007 onwards, RBI does not pay any interest on the CRR balances maintained 
by Scheduled Commercial Banks. 

5. Statutory Liquidity RatioSLR) 
The banks .and other financial institutions in India have to keep a fraction of their total 

net time and demand liabilities in the form of liquid assets such as G-secs, precious metals, 
approved securities etc. This fraction is called Statutory Liquidity Ratio (SLR). 

The banks and other financial institutions in India have to keep a fraction of their total 
net time and demand liabilities in the form of liquid assets such as G-secs, precious metals, 
approved securities etc. before providing credit to the customers. The Ratio of these liquid 
assets to the total demand and time liabilities is called Statutory Liquidity Ratio. 

This ratio was prescribed by the Section 24 (2A) of Banking Regulation Act 1949, which 
initially mandated for a 23% SLR. The components of SLR include cash in hand, gold owned 
by the bank, balance with RBI, Net balance in current account & Investment in Government 
securities. SLR has to be maintained at the close of business on every day. 

The SLR was very high in the 1980s, and highest in first two year of 1990s, when the 
first Narsimham Committee recommended bringing it down from 38.5% to 25%. At present, 
the SLR is 20.75% (February 2016). Statutory Liquidity Ratio is determined and maintained 
by the Reserve Bank of India in order to control the expansion of bank credit. 

The main objectives for maintaining the SLR ratio are: 
To control the expansion of bank credit. By changing the level of SLR, the Reserve Bank 

of India can increase or decrease bank credit expansion. 
To ensure the liquidity and solvency of commercial banks which is fundamental for 

the sound banking system. 
To compel the commercial banks to invest in government securities like government 

bonds. 
The implication of change in SLR is the same as CRR in regulating the expansion of 

bank credit. The SLR regulations are binding on, all the commercial banks in India. RBI is 
with the power to change the SLR rate. An increase in SLR rate means that commercial 
banks shall have to invest more money in government and other approved securities, which 
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decreases the lendable capacity of the banks. The decrease lendable resource of" banks has 
direct effect on the economy. When the banks lend less, the money supply in the economy 
becomes less, i.e., less money to spend on goods. Less demand of goods in the market 
decreases the price of the goods; which helps in curbing inflation. There will be vice versa 
effect when RBI decreases SLR to encourage bank lending, thereby increasing the bank 
lending to industriesand entrepreneurs, thus accelerating the economic activities. 

CRR and SLR have been the traditional instruments of Reserve Bank of India's monetary 
control policy. CRR indicates the quantum of cash that banks are required to keep with . the 
Reserve Bank as a proportion of their net demand and time liabilities (NDTL). SLR prescribes 
the amount of money that banks must invest in securities issued by the government. This 
is not kept with RBI but with banks themselves. Hence, Statutory liquidity Ratio (SLR) is 
the share of net demand and time liabilities that banks must maintain in safe and liquid 
assets, such as, unencumbered government securities, cash and gold. Changes in SLR often 
influence the availability of resources in the banking system for lending to the private sector. 

6. Open Market Operations 
In the case of excess liquidity, RBI resorts to sale of G-secs to suck out rupee from 

system. Similarly, when there is a liquidity crunch in the economy, RBI buys securities from 
the market, thereby releasing liquidity. 

Open Market Operations refer to the purchase and sale of the Government securities 
(G-Secs) by RBI from / to market. The objective of Open Market Operations is to adjust the 
rupee liquidity conditions in the economy on a durable basis. When RBI sells government 
security in the markets, the banks purchase them. When the banks purchase Government 
securities, they have a reduced ability to lend to the industrial houses or other commercial 
sectors. This reduced surplus cash, contracts the rupee liquidity and consequently credit 
creation / credit supply. When RBI purchases the securities, the commercial banks find them 
with more surplus cash and this would create more credit in the system. Thus, in the case 
of excess liquidity, RBI resorts to sale of G-secs to suck out rupee from system.—. Similarly, 
when there is a liquidity crunch in the economy, RBI buys securities from the market, 
thereby releasing liquidity. It's worth note here that the market for government securities 
is not well developed in India but still OMO plays very important. Hence, Open Market 
Operations (OMOs)include both outright purchase/sale of government securities for injection/ 
absorption of durable liquidity, respectively. 

Qualitative Instruments of Monetary Policy 
There are some qualitative measures also such as margin requirements, consumer 

credit regulation, guidelines, Moral suasion and direct action. 
1. Margin requirements: Margin Requirement refers to difference between the 

securities offered and amount borrowed 13y the banks. Under this method, the 
central bank effects a change in the marginal requirement to control and release 
funds. When the RBI feels that prices are rising on account of stockpiling or 
hoarding of some commodities by the traders, then the RBI controls credit by 
raising the marginal requirements. Marginal requirement is the difference between 
the market value of the assets and the maximum loan value. Let us suppose, a 
borrower pledged goods worth  1000 as security with a bank and gets a loan 
amounting to 800. Thus marginal requirement is Z 200 or 20 percent. If this 
margin is raised, the borrower will have to pledge goods of greater value to secure 
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loan of a given amount. This would reduce money supply and inflation would be 
curtailed. Similarly, in case of depression, central bank reduces margin 
requirement. This will in turn raise the credit creating capacity of the commercial 
banks. Therefore, margin requirement is a significant tool in the hands of central 
authority during inflation and depression. 

2. Consumer Credit Regulation: This refers to issuing rules regarding down payments 
and maximum maturities of installment credit for purchase of goods. During inflation, 
this method is followed to control excess spending of the consumers. Generally the 
hire purchase facilities or installment methods are used to reduce to the minimum 
to curb the expenditure on consumption. On the contrary, during depression period, 
more credit facilities are allowed so that consumer may spend more and more to 
pull the economy out of depression 

3. Rationing of credit: The RBI controls the credit granted /allocated by commercial 
banks. Under this method, the RBI fixes a limit for the credit facilities to commercial 
banks. Being the lender of the last resort, central bank rations the available credit 
among the applicants. 

Generally, rationing of credit is done by the folAying four ways. 

(i) RBI can refuse loan to any bank. 

(ii) RBI can reduce the amount of loans given to the banks. 

(iii) RBI can fix quota of the credit. 

(iv) RBI can determine the limit of the credit granted to a particular industry or 
trade. 

4. Moral Suasion: Moral Suasion refers to a request by the RBI to the commercial 
banks to take certain measures as per the trend of the economy.. For example, RBI 
may ask banks to not to give out certain loans. It includes psychological means and 
informal means of selective credit control. 

In the recent years, the RBI has used moral suasion also as a tool of credit control. 
Moral suasion is a general term describing a variety of informal methods used by 
the RBI to persuade commercial banks to behave in a particular manner. Moral 
suasion takes the form of Directive and Publicity. 

In-fact, moral persuasion is a sort of advice. There is no element of compulsion in 
it. The RBI focuses on the dangerous consequences of the credit expansion and seeks 
their cooperation. The effectiveness of this method depends on the prestige enjoyed 
by the RBI on the degree of co-operation extended by the commercial banks. 

5. Direct Action: This step is taken by the RBI against banks that do not fulfill 
conditions and requirements. This method is adopted when some commercial 
banks do not co-operate with the RBI in controlling the credit. Thus, RBI takes 
direct action against the defaulter. 

The central bank may take direct action in a number of ways as under. 

(i) It may refuse rediscount facilities to those banks that are not following its.  
directions. 

(ii) It may follow similar policy with the bank seeking accommodation in excess 
of its capital and reserves. 
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(iii) It may change rates over and above the bank rate. 
(iv) Any other strict restrictions on the defaulter institution. 

6. Publicity: Publicity is also another qualitative technique. It means to inform banks 
to follow only that credit policy which is in the interest of the economy. The 
publicity generally takes the form of periodicals and journals. RBI issues oral, 
written statements, appeals, guidelines, warnings etc. to the banks. Therefore, the 
main aim of this method is to bring the banking community under the monetary 
policy through soft speaking. 

4. MONETARY POLICY PROCESS 
The Reserve Bank's Monetary Policy Department (MPD) assists the Governor in 

formulating the monetary policy. Views of key stakeholders in the economy, advice of the 
Technical Advisory Committee (TAC), and analytical work of the Reserve Bank contribute 
to the process for arriving at the decision on policy repo rate. The Financial Markets 
Operations Department (FMOD) operationalises the monetary policy, mainly through day-
to-day liquidity management operations. The Financial Markets Committee (FMC) meets 
daily to review the consistency between policy rate, money market rates, and liquidity 
conditions. 

The amended RBI Act, 2016 provides a statutory basis for constitution of an empowered 
monetary policy committee (MPC). The Central Government shall notify the constitution " 
of the Monetary Policy Committee. The Governor, one Deputy Governor and one officer of 
the Bank would be the ex-officio members of the Committee. The other three members shall 
be appointed by the Central Government as per the procedure laid down in the amended 
RBI Act. The Committee will determine the policy interest rate required to achieve the 
inflation target. 

The framework aims at setting the policy (repo) rate based on a forward looking 
assessment of inflation, growth and other macroeconomic risks, and modulation of liquidity 
conditions to anchor money market rates at or around the repo rate. Repo rate changes 
transmit through the money market to alter the interest rates in the financial system, which 
in turn influence aggregate demand - a key determinant of inflation and growth. 

Once the repo rate is announced, the operating framework envisages liquid management 
on a day-to-day basis through appropriate actions, which aim at anchoring the operating 
target - the weighted average call rate (WACR) - around the repo rate. The operating 
framework is fine-tuned and revised depending on the evolving financial market and 
monetary conditions, while ensuring consistency with the monetary policy stance. The 
liquidity management framework accordingly was revised significantly in September 2014 
and again in April 2016. 

1. Primarily price stability, while keeping in mind the objective of growth. 
2. In India, subsequent to the recommendations of the Dr. Urjit Patel Committee 

Report, the Reserve Bank formally announced on January 28, 2014 a "glide path" 
for disinflation that explicitly stated the objective of keeping CPI inflation below 8 
per cent by January 2015 and below 6 per cent by January 2016. 

3. The Agreement on Monetary Policy Framework between the Government and the 
Reserve Bank of India dated February 20, 2015 defines the price stability objective 
explicitly in terms of the target for inflation - as measured by the consumer price 
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index-combined (CPI-C) - in the near to medium-term, i.e., (a) below 6 per cent by 
January 2016, and (b) 4 per cent (+/-) 2 per cent for the financial year 2016-17 and 
all subsequent years. 

4. The amended RBI Act, has replaced the Agreement on Monetary Policy Framework, 
which provides for inflation target to be set by the Government, in consultation 
with the Reserve Bank, once in every five years. The Government shall notify the 
inflation target in the official Gazette. 

5. Price stability is a necessary precondition to sustainable growth. The relative 
emphasis assigned to price stability and growth objectives in the conduct of 
monetary policy varies from time to time depending on the evolving macroeconomic 
environment. 

(Source- www.rbi.org) 

Table 12.1 Key Monetary Policy Rates as on October 2016 

Bank Rate 6.75% 
Repo Rate 6.25% 
Reverse Repo rate .75 )̀/0 
Marginal Standing Facility Rate 6.75% 
Cash Reserve Ratio 4.00% 
Statutory Liquidity Ratio 20.75% 

KEY DEFINMONS 

1. Monetary Policy. It is the use of instruments under the control of central bank to 
regulate the availability, cost and use of money and credit. RBI works as the monetary 
authority in India and thereby operates the monetary policy. 

2. Objectives of monetary Policy. The three main objectives of monetary policy in India 
are — 
(a) Price Stability (b) Economic Growth 

(c) Stability of exchange rate 

As mandated in RBI Act, amended in 2016, the primary objective of monetary policy 
is to maintain price stability while keeping in mind the objective of growth. 

3. Liquidity Adjustment Faculty. It is the primary instrument of RBI for adjusting liquidity 
and transmitting interest rate signals to the market. It is the difference between the two 
key rates repo rate and reverse repo. rate. 

4. Repo Rate. It is the rate at which the banks borrow money from RBI to meet short 
term needs by putting government securities as collaterial. Repo rate injects liquidity 
into the banking system. The current repo rate is 6.25%. 

5. Reverse Repo Rate. It is the rate at which RBi borrows money from banks by lending 
securities The reverse repo rate absorbs the liquidity from the banking system. RBI 
announces only Repo rate. The reverse repo rate is linked to Repo rate and is usually 
100 basis points (1%) below repo rate. But at present the difference between the rates 
is 50 basis points (0.05%). The current reverse repo rate is 5.75%. 
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6. Marginal Standing Facility (MSF). It is the rate at which the banks are able to borrow 
overnight funds from RBI against the approved government securities. This faculity is 
used by commercial banks in certain emergency condition when inter bank liquidity 
dries up completely and there is volatility in the overnight interest rates. The rate of 
interest on MSF is usually above 100 base points above the repo rate. The banks can 
borrow upto 1 percent of their net demand and time liabilities from this facility. The 
present between the repo rate and MSF rate is 50 basis points (0.5%) only. The current 
MSF rate is 6.75%. 

7. Cash Reserve Ratio (CRP). It is the ratio of cash that banks are required to keep with 
the Reserve Bank of India as a proportion of their net demand and time liabilities 
(NDTL). The current CRR is 4.00%. 

8. Statutory Liquidity Ratio (SLR). The banks and other financial institutions in India 
have to keep a fraction of their total set time and demand liabilities in the form of liquid 
assets such as government securities, precious metals, approved securities etc. before 
providing credit to the customers. SLR is determined and maintained by RBI to control 
the expansion of bank credit and also to ensure liquidity and solvency of commercial 
banks. The current SLR is 20.75%. 

9. Bank Rate (Discount Rate). It refers to the official interest rate at which RBI will 
provide loans to the commerecial/cooperative development banks by rediscounting the 
bills of commercial banks and treasury bills. •This rate has been aligned to the MSF 
and therefore changes automatically as and when the MSF rate changes alongside 
policy repo rate changes. The current bank rate is 6.75%. 

10. Open market operations (OMO). It refers to the purchase and sale of the government 
securities (G-secs) by RBI from/to market. The objective of OMO is to adjust the rupee 
liquidity conditions in the economy on a durable basis. 

11. Margin Requirements. It is the difference between the market value of the assets and 
the loan amount. 

12. Consumer Credit Regulation. It refers to issuing rules regarding down payments and 
maximum maturities of installment credit for purchase of goods. 

13. Rationing of credit. It means the rationing the available credit among the borrowers. 
RBI fixes a limit for the credit facilities to commercial banks. 

14. Moral Suasion. It refers to a request by the RBI to the Commercial banks to take 
certain measures as per the trend of the economy. 

15. Publicity. It means to inform banks to follow only that credit policy which is in the 
interest of the economy. 

O 
I. FILL IN THE BLANKS 

QUESTIONS 

1. The reverse repo rate is linked 	  
2. The ratio of the cash reserves that the banks are required to keep with RBI is known 

as  - - - - - - - - -  
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3. Bank rate is also called as 
4. The primary objective of monetary policy in India is to maintain  - - - - - - - - with  - - - - - - - - -  
5. The difference between the repo rate and reverse repo rate is called as 	 
6. The rate at which the banks borrow money from RBI is known as 	 
7. NTDL means 
8. MSF rate is usually 	  above the repo rate 
9. The difference between the market value of the assets and the loan amount is known 

as  - - - - - - - - 

II. MULTIPLE CHOICE QUESTIONS 

1. A decrease in Cash Reserve Ratio (CRR) can lead to which among the following : 

(a) Increase in cash availability 	 (b) Increase in repo rate of banks 

(b) Decrease in SLR 	 (d) Decrease in Bank rate 

2. Which of the following also acts as a mechanism for government linding ? 

(a) CRR 

(c) Reverse Repo Rate 

3. Monetary Policy affects 

(a) Inflation only 

(c) Both inflation and output 

(b) Repo Rate 

(d) SLR 

(b) Output only 
(d) Neither inflation output 

4. When RBI does OMO transaction, it wishes to regulate 

(a) Inflation (b) liquidity in economy 

(c) Flow of FDI (d) Borrowing of banks 

5. Which of the following term is not used in monetary policy 

(a) SLR (b) Credit rating 

(c) Repo (d) Bank rate 

6. When does Reserve Bank of India announces annual monetary policy statements ? 

(a) January (b) April 

(c) October (d) July 

III. SHORT ANSWER QUESTIONS 

1. Monetary Policy 

2. Statutory Liquidity Ratio 
3. Repo Rate 
4. Cash Reserve Ratio 
5. Bank Rate 
6. Objective of Monetary Policy 
7. Reverse Repo Rate 
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IV. LONG ANSWER QUESTIONS 

1. Define monetary policy. What are its objectives. 
2. Explain the quantitative and qualitative instruments of monetary policy. 
3. Write notes on : 

(a) Liquidity Adjustment Facility 
(b) Marginal Standing Facility 

4. Explain the impact of changes in SLR and CRR an the banking system 
5. What is the impact of changes in Repo Rate on the economy. 

ANSWERS 
I. 1. Repo Rate 	2. Cash Reserve Ratio 3. Discount rate 

4. Price Stability, Economic growth 5. Liquidity adjustment facility 
6. Repo Rate 7. Net  time and Demand Liabilities  8. 1 percent 

II. 1. (a) 2. (d) 3. (c) it (a) 5. (b) 6. (b) 

• • • 

9. margin 

http://7.Net
http://7.Net


FINANCE COMMISSION 

1. INTRODUCTION 

Finance Commission serves a constitutional body for the 
purpose of allocation of certain resources of revenue between the 
Union and the State Governments. The Finance Commission is 
constituted by the President under article 280 of the Constitution, 
mainly to give its recomiendations on distribution of tax revenues 
between the Union and the States and amongst the States 
themselves. Two distinctive features of the Commission's work 
involve jedressing the vertical imbalances between the taxation 
powers and expenditure responsibilities of the Centre and the 
States respectively and equalization of all public services across 
the States 

The Finance Commission of India was formed on 22nd 
November, 1951. The Finance Commission has been provided for 
by the Indian constitution as part of the scheme of division of 
financial resources between the two different sets of governments. 
The Commission was structured according to the world 
standards. The objective of forming the Finance Commission was 
to allocate resources of the revenue between the Union and the 
State Governments in India adequately. 
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2. FUNCTIONS OF FINANCE COMMISSION 

It is the duty of the Commission to make recommendations to the President as to 

• The distribution between the Union and the States of the net proceeds of taxes 
which are to be, or may be, divided between them and the allocation between the 
States of the respective shares of such proceeds; 

• The principles which should govern the grants-in-aid of the revenues of the States 
out of the Consolidated Fund of India; 

• The measures needed to augment the Consolidated Fund of a State to supplement 
the resources of the Panchayats in the State on the basis of the recommendations 
made by the Finance Commission of the State: 

• The measures needed to augment the Consolidated Fund of a State to supplement 
the resources of the Municipalities in the State on the basis of the recommendations 
made b y the Finance Commission of the State; 

• Any other matter referred to the Commission by the President in the interests of 
sound finance. 

The Commission determines its procedure and has such powers in the performance of 
their functions as Parliament may by law confer on them. 

3. FORMATION OF FINANCE COMMISSION OF INDIA 

The detailed set up and of the Finance Commission has been provided in Article 280 
of the Constitution of India. The Article states: 

• The President shall, within two years from the commencement of this Constitution 
and thereafter and at the expiration of every fifth year or at such time earlier time 
as the President considers necessary, by order constitute a Finance Commission 
which shall consist of a Chairman and four other members to be appointed by the 
President. 

• Parliament may by law determine the qualification, which shall be requisite for 
appointment as members of the Corrunission and the manner in which they shall 
be selected. 

• It shall be the duty of the Commission to make recommendations to the President 
as to the distribution of the net proceeds of taxes which are to be, or may be divided 
between them under this chapter and the allocation between the States of the 
respective shares of such proceeds. It is also the duty of the Finance Commission 
to define the financial relations between the Union and the State and it also caters 
to the purpose of devolution of non-plan revenue resources. 

Composition of Finance Commission of India 
The Finance Commission of India has a Chairman along with four other members and 

a Secretary. The Chairman is the person who heads the Commission and presides over its 
activities. The Indian Parliament is authorised to determine by law the qualifications of the 
members of the Commission and method of their selection. The Chairman of the Finance 
Commission is selected among persons who have had the experience of public affairs, and 
four other members are selected among persons who- are, or have been, or are qualified as 
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judges of High Courts of India, or have knowledge of finance, or have vast expene- _-_ -
financial matters and are in administration, or have knowledge of economics. The 
President makes all the appointments. A member can be disqualified on the folic , - 
grounds- when a member is found to be of unsound mind,, is involved in a vile act or _- _-
interests are likely to affect the functioning of the Commission. 

The President of India specifies the tenure of the office of the Member of the Finn: 
Commission and in some cases the members are also re-appointed. The members shall z-  - 
part time or whole time service to the Commission as scheduled by the President. The sae:, - 
of the members of the Finance Commission is according to the provisions led down by - 
Constitution of India. 

4. POWERS AND RESPONSIBILITIES-FINANCE COMMISSION 
Under the Constitution, the basis for sharing of divisible taxes by the Centre and - 

Stales and the principles governing grants-in-aid to the states have to be decided by 
Commission every five years. The President can refer to the Commission any other mater 
in the interest of sound finance. The recommendations of the Commission together with an 
explanatory memorandum as to the action taken by the Governmtkt on them are laid before 
each house of Parliament. The Commission has to evaluate the increase in the Consolidated 
Fund of a state to affix the resources of the Panchayat in the state. It also has to evaluate 
the increase in the Consolidated Fund of a state to affix the resources of the Municipalities 
in the state. 

The Commission has been given adequate powers in the exercise of its function and 
within its area of activity. It has all the powers of the Civil Court as per the Code of Civil 
Procedure, 1908. It can call any witness, or can ask for the production of any public record 
or document from any court or office. It can ask any person to give information or document 
on matters as it may feel to be useful or relevant. It can function as a civil court in 
discharging its duties. 

Till 1960, the commission also suggested the grants given to the States of Assam, Bihar, 
Orissa and West Bengal in lieu of assignment of any share of the net proceeds in each year 
of export duty on jute and jute products.. These grants were to be given for a temporary 
period often years from the commencement of the Constitution. 

The commission submits its report to the president. He lays it before both the Houses 
of Parliament along with an explanatory memorandum as to the action taken on its 
recommendations. 

Advisory Role of Finance Commission 
It must be clarified here that the recommendations made by the Finance Commission 

are only of advisory nature and hence, not binding on the government. It is up to the Union 
government to implement its recommendations on granting money to the states. To put it 
in other words, 'It is nowhere laid down in the Constitution that the recommendations of 
the commission shall be binding upon the Government of India or that it would give rise 
to a legal right in favour of the beneficiary states to receive the money recommended to be 
offered to them by the Commission. As rightly observed by Dr. P.V. Rajarnannar, the 
Chairman of the Fourth Finance Commission, "Since the Finance Commission is a 
constitutional body expected to be quasi-judicial, its recommendations should not be turned 
down by the Government of India unless there are very compelling reasons. 
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Till now, fourteen Finance Commissions have made their recommendations. They focus 
on the financial relations between the State government and the Central government. These 
recommendations steadily increase share of the state governments in the proceeds of the 
income tax. They also increased gradually the amount of grants-in-aids to be given to the 
states. As a result the states now enjoy considerable degree of financial autonomy so 
necessary for the proper functioning of the federation. 

The Chairman of the Fourteenth Finance Commission is Dr. Y.V. Reddy. He previously 
held the prestigious position of the Governor of Reserve Bank of India (RBI). The Fourteenth 
Commission has given more importance on demographic transition. It has also recommended 
that the government of coastal states should get appropriate share of taxes collected from 
the production of minerals of territorial waters. The Finance Commission as an autonomous 
body has served a splendid purpose. In as complex a polity as India is. it acted as an agency 
to bring about co-ordination and co operation that is so important in the working of a 
federal system. 

Table 13.1. Finance Commissions in India 

Finance Commission Constituted Year Duration Name of Chairman 

First 1951 1952-1957 Shri. K.C.Neogi 
Second 1956 1957-1962 Shri. K. Santhanam 
Third 1960 1962-1966 Shri. A.K. Chanda 
Fourth 1964 1966-1969 Dr. P.B. Rajamannar 
Fifth 1968 1969-1974 Shri. MahavirTyagi 
Sixth 1972 1974-1979 Shri. K.B. Reddy 
Seventh 1977 1979-1984 Shri J.M. Shelat 
Eight 1982 1984-1989 Shri Y.B. Chavan 
Ninth 1987 1989-1995 Shri N.K.P. Salve 
Tenth 1992 1995-2000 Shri. K.C. Pant 
Eleventh 1998 2000-2005 Shri A.M. Khusro 
Twelfth 2002 2005-2010 Dr. C. Rangarajan 
Thirteenth 2007 2010-2015 Dr. Vijay L. Kelkar 
Fourteenth 2012 2015-2020 Dr.Y. V. Reddy 

5. PROCEDURE OF WORKING OF FINANCE COMMISSION 

When the government announces its composition and terms of reference, the work of 
the commission starts soon after. In the first phase of its work, the commission addresses 
letters to the state governments asking them to submit estimates of their normal expenditure 
and revenue over the next five years. 

After receiving such estimates, the commission scrutinizes the reliability of these 
estimates and summons the concerned officers from the States to Delhi for seeking 
clarifications. The estimates of different states are reduced to a comparable basis by 
eliminating abnormal and unusual items. 



1. Finance Commission is purely an  - - - - - - - - - -  body. 
(a) Constitutional (b) Federal (c) Advisory (d) State 
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In the second phase, the commission tours all the states visiting mostly the state 
capitals. These visits are devoted to hearing the case of each state for financial assistance. 
Normally, the commission hears the chief minister and the finance minister of each state 
along with their aides. Each state submits a memorandum stating its case for increased 
assistance. The commission also receives and hears memorandam from individuals and 
associations. The public response to the commission has always been widespread and keen. 

In the final phase, the commission meets in Delhi to finalise its report. The report is 
submitted to the president a few months earlier than the presentation of the central budget 
in parliament. The president recommends its consideration for implementation by the 
central cabinet. 

Working of Finance Commission 
The. role played by finance commission is unique in many ways. It is one of the few 

commissions provided in the constitution. It has no parallel in established federal constitution. 
The only close substitute is the Australian Commonwealth Grants Commission which 
examines the please of the claimant states for assistance. It has, however, no powers to 
suggest changes in tax-sharing nor the basis for distribution inter4  whereas Indian Finance 
Commission has made various recommendations which have been accepted by the 
government, particularly regarding the specific purpose grants. 

KEY DEFINITIONS 

1. Finance Commission. It is set up every fine years by the President under Article 280 
of the constitution. Its main function is to recommend how the Union Government 
should share taxes levied it with the states. 

2. Composition of Finance Commission. It consists of a chairman along with four other 
members and a Secretary. 

O 
I. FILL IN THE BLANKS 

 

QUESTIONS 

 

1. article in the Indian Constitution provides for the Finance Commission. 

2. Finance Commission of India came into existence in 	  

3. 	  was the Chairman of the First Finance Commission. 

4. is the Chairman of the 14th Finance Commission 

5. Finance Commission is appointed by the 	  

6. Finance Commission is constituted every 	 years. 

II. MULTIPLE CHOICE QUESTIONS 



FINANCE COMMISSION 

2. What is the constitution of Finance Commission ? 
(a) Chairman and nine elected members 
(b) Chairman and four members appointed by the President 
(c) Ten elected members 
(d) Chairman, Vice Chairman and four other members 

3. Who is the chairman of 14th Finance Commission ? 
(a) K.C. Neogy (b) Y.V. Reddy (c) K. Santhenam (d) K.C. Pant 

4. Which of the following is not under the preview of Finance Commission ? 
(a) Sharing of taxes 	 (b) Principles governing grants in aids 
(b) Revision of electroal 	 (c) Matters related to Finance 

5. In which year did the Finance Commission of India came into existence 
(a) 1947 (b) 1948 (c) 1961 (d) 1951 

III. SHORT ANSWER QUESTIONS 

1. Finance Commission 
2. Functions of Finance Commission 
3. Role of Finance Commission 
4. Responsible of Finance Commission 

[V. LONG ANSWER QUESTIONS 

1. Explain the functions of Finance Commission. 
2. Explain the role and responsibility of Finance Commission. 
3. What are the role and objectives of Finance Commission ? 
4. Explain the working of Finance Commission in India 

ANSWERS 
I.  1. 280 2. 1951 

II.  1. (a).  2. (b) 3. (b) 
3. K.C. Neogy 4. Y.V. Reddy 5. President  6. Five 

4. (c) 5. (d) 

• • • 
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