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UNIT I  

BASIC ECONOMICS  

 

DEFINITION OF ECONOMICS - NATURE AND SCOPE OF ECONOMIC SCIENCE - 

NATURE AND SCOPE OF MANAGERIAL ECONOMICS - BASIC TERMS AND 

CONCEPTS - GOODS - UTILITY - VALUE - WEALTH - FACTORS OF PRODUCTION - 

LAND - ITS PECULIARITIES - LABOUR - ECONOMIES OF LARGE AND SMALL SCALE  

CONSUMPTION -WANTS - ITS CHARACTERISTICS AND CLASSIFICATION LAW OF 

DIMINISHING  MARGINAL  UTILITY - RELATIONBETWEEN ECONOMIC DECISION 

AND TECHNICAL DECIS ION.  
 

Managerial economics (meaning and nature) 
 

Managerial economics is economics applied in decision making. It is the branch of economics which 

serves as a link between abstract theory and managerial practice. 

 

It is based on the economic analysis for identifying problems,organizing information and evaluating 

alternatives. 

 

DEFINITIONS OF MANAGERIAL ECONOMICS  
 

ˈManagerial economics is the of economic modes of thought to analyse business situationớ 

 

-Mc.Nair and Meriam 

 

 

ˈManagerial economics is the integration of economic theory with business practice for the purpose 

of facilitating decision making and forwardplanning by the management.ớ 

 

NATURE OF MANAGERIAL ECONOMICS  
 

 

1. It is microeconomic in character as it concentrate only on the study of the firm not on the working of 

the economy  

 

2. It takes help from the macroeconomics to understand the environment in which the firm operatesó  

 

3. It is normative rather than positive i.e., it gives answer for the question what ought to be than what is 

,was.  

 

4. It is both conceptual and metrical.  

 

5. It focuses mainly on the theory of the firm than on distributionó  

 

6. Knowledge of managerial economics helps in making wise choices.i.e., choices among scarcity of 

resources.  

 

7. It is goal oriented i.e., aims at achievement of objectives.  
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SIGNIFICANCE OF MANAGERIAL ECONOMICS  
 

1. It helps in decision making  

 

2. Decisionmaking means a balance between simplification of analysis to be manageable and 

complication of factors in hand  

 

3. It helps the manager to become an more competent builder  

 

4. It helps in providing most of the concepts that are needed for the analysis of business problems,the 

concepts such as elasticity of demand ,fixed, variable cost, SR and LR costs, opportunity costs,NPV 

etc.,  

 

5. It helps in making decisions in the following.  

 

What should be the product mix? 

 

Which is the production technique? 

 

What is the i/p mix at least cost? 

  

What should be the level of output and price? 

 

How to take investment decisions? 

 

How much should the firm advertise 

 

Meaning and Definition of Managerial Economics 
 

The terms óManagerial Economicsô and óBusiness Economicsô are often synonyms and used 

interchangeably in managerial studies. It is also known as óEconomics for Managersô. Basically, 

Managerial Economics is an Applied Economics in the sphere of business management. It is an 

application of economic theory and methodology to decision-making problems faced by the business 

firms. Thus, it is the economics of business or managerial decisions or it is the process of application 

of principles, concepts and techniques. 

and tools of economics to solve the managerial problems of business organizations. Some important 

definitions of Managerial Economics are given below : 
 

ñManagerial Economics is economics applied in decision-making. It is a special branch of 

economics bridging the gap between the economic theory and managerial practice. Its stress is on the 

use of the tools of economic analysis in clarifying problems in organizing and evaluating information 

and in comparing alternative courses of action.ò -W. W. Haynes 
 

ñManagerial Economics is the integration of economic theory with business practice for the 

purpose of facilitating decision-making and forward planning by management.ò 
 
- Spencer &  Siegelman 
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ñThe purpose of Managerial Economics is to show how economic analysis can be used in formulating 
 
business policies.ò -Joel Dean 
 

By analyzing the various definitions of managerial economics given above, we come to the 

conclusion that managerial economics is the study of economic theories, logic, concepts and tools of 

economic analysis that are used in the process of business decision-making by the business managers 

in taking rational, correct and timely decisions. Managerial Economics is that part of economic theory 

which, in general, is concerned with business activities and in particular, concerned with providing 

solutions to problems arising in decision-making of business organizations. Indeed, it is an 

integration of economic theory and business practices. Therefore, Managerial economics lies on 

the borderline of Economics and Business Management act as complementarity and bridge between 

Economics and Management. From this point of view, managerial economics is that branch of 

knowledge in which the concepts, methods and tools of economic analysis are used for analyzing and 

solving the practical managerial problems with the purpose of formulating rational and appropriate 

business policies. Basically managerial economics concentrates on decision process, decision 

models and decision variables.This can be explained by the following schematic chart: 

 
Characteristics of Managerial Economics 
 

Prof. D .M .Mithani has mentioned the following broad salient features of Managerial 

Economics as a specialized discipline: 

 
 

(b) It involves an application of Economic theory ï especially, micro economic analysis to practical 

problem solving in real business life. It is essentially applied micro economics.  
 

(c) It is a science as well as art facilitating better managerial discipline. It explores and enhances 

economic mindfulness and awareness of business problems and managerial decisions.  
 

(d) It is concerned with firmôs behaviour in optimum allocation of resources. It provides tools to help 

in identifying the best course among the alternatives and competing activities in any productive sector 

whether private or public.  
 
For the sake of clear understanding of the nature and subject matter of managerial economics, the 

point-wise analysis of main characteristics of managerial economics is given below:  

(e) Micro economic analysis: The main part of the study of managerial economics is the behaviour of 

business firm/s, which is micro economic unit. Therefore, managerial economics is essentially a 

micro economic analysis. Under the study of managerial economics, the problems of firm are 

analyzed and solved through the application of economic methods and tools. It does not study the 

whole economy.  
 

(f) Economics of the firm: According to Norman F. Dufty, Managerial Economics includes, that 
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portion of ñEconomics known as the theory of firm, a body of the theory which can be of 

considerable assistance to the businessman in his decision-makingò. For instance, the study of 

managerial economics includes the study of the cost and revenue analysis, price and output 

determination, profit planning, demand analysis and demand forecasting of a firm. As already stated 

earlier, the another name of managerial economics is óEconomics of the Firm.ô  
 

(g) Acceptance of use & utility of macro economic variables: In understanding the overall 

economic environment of an economy and its influence on a particular firm, the study and knowledge 

of macro economic variables or macro economics is a must. For example, the study of Monetary, 

Fiscal, Industrial, Labor and Employment and EXIM policy, National Income, Inflation etc. is done 

in managerial economics as to know the influences of these on the business of a firm. The study of 

macro economic variables helps in understanding the influence of exogenous factors on business 

activities of a firm. Without the study of important macro economic variables, proper 

environmental scanning is not possible.  
 

(h) Normative approach: Managerial Economics is basically concerned with value judgment, which 

focusses on ówhat ought to beô. It is determinative rather than descriptive in its approach as it 

examines any decision of a firm from the point of view of its good and bad impact on it. It means that 

a firm takes only those decisions which are favourable to it and avoids those which are unfavourable 

to it. The emphasis is on óPrescriptiveô models rather than on óDescriptiveô models.  
 

(i) Emphasis on case study: In place of purely theoretical and academic exercise, managerial 

economics lays more emphasis on case study method. Hence, it is a practical and useful discipline for 

a business firm. It diagnises and solves the business problems. Therefore, it serves as lamp post of 

knowledge and guidance to business professionals / organizations in arriving at optimum solutions.  
 

(j) Sophisticated and developing discipline: Managerial Economics is more refined and sophisticated 

discipline as compared to Economics because it uses modern scientific methods of statistics and 

mathematics. Not only this, the methods of Operational Research and Computers are also used in 

it for building scientific and practical models for analyzing and solving the real business  

. 

problems under Business Economics: Managerial Economics is an application of economics into business practices 

and decision-making process; therefore, it is an applied economics/business economics.  

The concepts of economic theory that are widely used in managerial economics are the following:  
 

 Demand and Elasticity of demand   
 Demand forecasting   
 Production Theory   
 Cost Analysis   
 Revenue Analysis   
 Price determination under different market conditions/structures   
 Pricing methods in actual practice   
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 Break-even analysis   
 Linear Programing   
 Game Theory   
 Product and Project Planning   
 Capital Budgeting and Management   
 Criteria for public investment decisions  

 
Basic concepts of Managerial Economics/Economic concepts applied to  business analysis 

 
Å Marginalism / Marginal Principle   
Å Incrementalism / Incremental Principle   
Å Equi-Marginalism /Equi- Marginal Principle   
Å Discounting Principle   
Å Opportunity Cost principle   
Å Risk and uncertainty   
Å Profits   
Å Firm, Industry and Market   
Å Economic and Econometric Models   
Å Study of business environment: Business environment in present world has not only become more 

complex, but also more dynamic. In a very complex and rapidly changing environment, making 

correct and timely decisions is a tedious task. Managerial Economics helps in understanding the 

business environment of firm/s.   
Nature of Managerial Economics  
 

Generally, it is believed that Managerial Economics is a blend of science and art because on 

one hand, it is a systematic study of economic concepts, principles, methods & tools, which are used 

in business decision-making process and on the other hand, it is the study of how these are used and 

applied in best possible manner in analyzing and solving business problems. In fact, science is a 

knowledge acquiring discipline, whereas arts is a knowledge applying discipline. 
 
The following basic questions arise about the nature of Managerial Economics:  
Å Whether managerial economics is a science or an art or both; and   
Å If it is a science- then it is a positive science or a normative science or both  

 
We would examine these issues systematically one by one in the coming paragraphs. 
 

Managerial Economics is both knowledge acquiring and knowledge applying discipline. 

Thus, it can be concluded that managerial economics is science and arts both. 
 

The best method of doing a work is an art and managerial economics is also an art as it helps us 

in choosing the best alternative from among the many available alternatives. Not only this, it also 

implement best alternative with best possible method. 
 

After knowing the answer of first question, we would examine whether the managerial 

economics is a positive science or a normative science or a blend of both. Before knowing the answer 

of this question, we should understand the meaning of positive and normative science. 
 

Positive Science is a systematic knowledge of a particular subject wherein we study the cause 

and effect of an event. In other words, it explains the phenomenon as: What is, what was and what 
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will be. Under the study of positive science, principles are formulated and they are tested on the 

yardstick of truth. Forecasts are made on the basis of them. From this point of view, managerial 

economics is also a positive science as it has its own principles/theories/laws by which cause and 

effect analysis of business events/activities is done, forecasts are made and their validities are also 

examined. For instance, on the basis of various methods of forecasting, demand forecasts of a product 

is made in managerial economics and the element of truth in forecast is also examined/tested. 
 

 

Normative Science studies things as they ought to be. Ethics, for example, is a normative 

science. The focus of study is óWhat should beô. In other words, it involves value judgment or good 

and bad aspects of an event. Therefore, normative science is perspective rather than descriptive. It 

cannot not be neutral between ends. 
 

Managerial economics is also a normative science as it suggests the best course of an action 

after comparing pros and cons of various alternatives available to a firm. It also helps in formulating 

business policies after considering all positives and negatives, all good and bad and all favours and a 

disfavours. Besides conceptual/theoretical study of business problems, practical useful solutions are 

also found. For instance, if a firm wants to raise 10% price of its product, it will examine the 

consequences of it before raising its price. The hike in price will be made only after ascertaining that 

10% rise in price will not have any adverse impact on the sale of the firm. 
 

On the basis of the above arguments and facts, it can be said that managerial economics is a 

blending of positive science with normative science. It is positive when it is confined to statements 

about causes and effects and to functional relationships of economic variables. It is normative when it 

involves norms and standards, mixing them with cause and effect analysis. Managerial economics is 

not only a tool making, but also a tool using science. It not only studies facts of an economic 

problem, but also suggests its optimum solution. 
 

Business ethics forms the core of managerial economics as cultural values, social customs and 

religious sentiments of the people coin the normative aspect of business activities. These things 

matter in designing production pattern and planning of the business in a country/area. For instance, a 

modern multi-national corporation has to consider the socio-cultural and religious moods / sentiments 

of the people before launching its product. The main purpose is not to hurt the sentiments of the 

people but to promote the well-being of the people along with business. Thus, we can conclude by 

saying: 

 Managerial economics is a science as well as an art.  
 

 Managerial economics a positive and normative science both.  
 

 Being of the determinative/perspective nature, the focus is on what should be or business 

decisions are based an value judgment considering the beneficial and harmful aspects of such 

decisions.  
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Scope of Manegerial  Economics  
 

Economics has two major branches namely Microeconomics and Macroeconomics and both are 

applied to business analysis and decision-making directly or indirectly. Managerial economics 

comprises all those economic concepts, theories, and tools of analysis which can be used to analyze 

the business environment and to find solutions to practical business problems. In other words, 

managerial economics is applied economics 
 

The areas of business issues to which economic theories can be applied may be broadly divided 

into the following two categories: 
 
ÅOperational or Internal issues; and  
Å Environmental or External issues 
 
Micro Economics Applied to Operational Issues 
 

Operational problems are of internal nature. They arise within the business organization and 

fall within the perview and control of the management. Some of the important ones are: 
 
Å Choice of business and nature of product, i.e., what to produce;   
Å Choice of the size of the firm, i.e., how much to produce;   
Å Choice of technology, i.e., choosing the factor combination;   
Å Choice of price, i.e. ,how to price the commodity;   
Å How to promote sales, i.e., sales promotion measures;   
Å How to face price competition;   
Å How to decide on new investment;   
Å How to manage profit and capital;   
Å How to manage inventory, i.e., stock of both finished goods and raw material  

 
The above mentioned issues fall within the ambit of micro economics, therefore, the following 

constitute the scope of managerial economics: 
 
Theory of demand 
 
Å Consumer behaviour- maximization of satisfaction   
Å Utility analysis   
Å Indifference curve analysis   
Å Demand analysis and elasticity of demand   
Å Demand forecasting and its techniques/methods  

 
Theory of production and production decisions 
 

 Production function [Inputs and output relationship] in short-run and long-run   
 Cost and output relationship in short-run and long-run   
 Economies and diseconomies of scale   
 Optimum size of firm and determining the size of firm.   
 Deployment of resources [labor and capital] for having optimum combination of factors of 

production.  
 
Analysis of market structure and pricing theory 
 

 Determination of price under different market conditions   
 Price discrimination   
 Multiple pricing policy   
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 Advertising in competitive markets   
 Different pricing policies and practices  

 
Profit analysis and profit management 
 

 Nature and types of profit   
 Profit planning and policies   
 Different theories of profit  

 
Theory of capital and investment decisions 
 

 Cost of capital and return on capital-choice of investment projects   
 Assessing the efficiency of capital   
 Most efficient allocation of capital   
 Capital budgeting  

 
Macro Economics Applied to Business Environment 
 

Environmental issues relate to general environment in which business operates. They are 

related to overall economic, social and political environment of the country. The following are the 

main ingredients of economic environment of a country : 
 

 The type of economic system- capitalist, socialist or mixed economic system.   
 General trends in production, employment, income, prices, saving and investment.   
 Volume, composition and direction of foreign trade.   
 Structure of and trends in the working of financial institutions- Banks, NBFCs, insurance companies 

an other financial institutions.   
 Trends in labour and capital market.   
 Economic policies of the government- Fiscal policy, Monetary policy, EXIM- policy, Industrial 

policy, Price policy etc.   
 Social factors- value system, property rights, customs and habits.   
 Social organizations- Trade unions, consumer unions and consumer co-operatives and producers 

unions.   
 Political environment is constituted of the following factors:   
 Political system-democratic, socialist, communist, authoritarian or any other type.   
 Stateôs attitude towards private sector   
 Policy, role and working of public sector   
 Political stability.   
 The degree of openness of the economy and the influence of MNCs on domestic markets- 

Integrations of nationôs economy with rest of the world (Policy of globalization) 

 
The environmental factors have a far reaching influence on the functioning and performance of 

firm/s. Therefore, business managers have to consider the changing economic, social and political 

environment before taking any decision. Managerial economics is however, concerned with only the 

economic environment and in particular with those which form the business climate. The study 

of social and political factors falls out of the perview of managerial economics. It should, however, be 

borne in mind that economic, social and political factors are inter-dependent and interactive. 
 

The environmental issues mentioned above fall within fourwalls of macro economics, 

therefore the following constitute the scope of managerial economics: 
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Issues related to Macro Variables 
 
Å General trends in economic activities of the country   
Å Investment climate   
Å Trends in output   
Å Trends in price - level (state of inflation)   
Å Consumption level and its pattern   
Å Profitability in business expansion  

 
 

Issues related to Foreign Trade 
 
Å Trade relation with other countries   
Å Sector and firms dealing in exports and imports   
Å Exchange rate fluctuations   
Å Inflow and outflow of capital   
Å Trends in international trade- volume, composition, and direction   
Å Trends in international prices of various goods and services   
Å International monetary mechanism   
Å Rules, regulations and policies of WTO  

 
Issues related to Government Policies 
 
Å Regulation and control of economic activities of private sector business enterprises   
Å Enforcing the government rules and regulations for imposing of social responsibility   
Å Striking balance between firmôs objective of profit maximization and societyôs interest   
Å Policy and regulatory measure for reducing social costs in terms of environmental pollution, 

congestion and slums in cities, basic amenities of life such as means of transportation and 

communication, water, electricity supply etc.  

 

Managerial Economics related with other disciplines 
 

Managerial Economics and Traditional Economics 
 

 

Economics and Managerial economics both are facing identical problems,i.e., problem of 

scarcity and resource allocation. Since labour and capital are always limited it must find way for 

effective utilizing of these resources. 

 

MANAGERIAL ECONOMICS AND OPERATIONS RESEARCH  
 

Both operations research and managerial economics are concerned with taking 

effective decisions, managerial economics is a fundamental academic subject which seeks to 

understand and to analyse the problems of business decision making while OR is an activity carried 

out by functional specialist within the firm to help the manager to do his job of solving decision 

problems. 

 

ITS MAIN CONTRIBUTION TO MAN AGERIAL ECONOMICS  
 

OR models like queuing,linear programming etc.., are widely used in managerial economics 

Model building, economic models are more general and confined to broad economic decision 

making 
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MANAGERIAL ECONOMICS AND MATHEMATICS  
 

Mathematics is closely related to managerial because managerial economics ,being 

conceptual but also metrical.Its metrical property is used to estimate and predict the relevant 

economic factors for decision making and forward planning 

 

ITS MAIN CONTRIBUTION TO MANAGE RIAL ECONOMICS  
 

Geometry, algebra  and calculus 

 

Logarithms and exponential, vectors and determinants,input-output  tables etc., 

Even OR can be included as a part of mathematical exercise 

 

Statistics is widely used in managerial economics. It is mainly needed for a correct 

judgement and decision        making 

 

ITS MAIN CONTRIBUTION TO MANAGERIAL ECONOMICS  
 

To handle the unforeseen circumstances the theory probability is mainly used. 

 

MANAGERIAL ECONOMICS AND THE THEORY OF DECISION MAKING  
 

The theory of decision making is relatively a new subject that has significance for 

managerial economics. Much of economic theory is based on the single goal MAXIMISATION OF 

PROFIT, but theory of decision making recognizes the multiplicity of goals and the pervasiveness of 

uncertainity 

 

ROLE OF MANAGERIAL ECONOMIST IN BUSINESS  
 

The task of organizing and processing information and then making an intelligent 

decision based upon two general forms 

 

Task of making Specific decisions 

 

Task of making General decisions 

 

 

Specific decisions  include 

 

Production scheduling 

 

Demand forecasting 

 

Market research 

 

Economic analysis of the industry 

 

Investment appraisal 

 

Security management appraisal 
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Advice on trade 

 

Advice on foreign exchange management 

 

Pricing and related decisions 

 

General decisions include 

 

Analysing the general economic condition of the economy 

 

Analyzing the demand for the product 

 

Analysing the general market condition of the economy 

Law of Diminishing Marginal Utility  

Utility refers to the amount of satisfaction a person gets from consumption of a certain item.and 

marginal utility refers to the addition made to total utility, we get after consuming one more unit. 

 

An individual's wants are unlimited in number yet each individual's want is satiable. Because of this, 

the more we have a commodity, the less we want to have more of it. 

This law state that as the amount consumed of a commodity increases, the utility derived by the 

consumer from the additional units, i.e marginal utility goes on decreasing. 

 

 

The law of diminishing marginal utility explains the downward sloping demand curve 
 

Definition   
According to Marshall, ñThe additional benefit a person derives from a given increase of his stock of 

a thing diminishes with every increase in the stock that he already hasò 

 

Assumptions: 
All the units of a commodity must be same in all respects 

The unit of the good must be standard 

There should be no change in taste during the process of consumption 

There must be continuity in consumption 

There should be no change in the price of the substitute goods 

 

Explanation: 
As more and more quantity of a commodity is consumed, the intensity if desire decreases and also the 

utility derived from the additional unit. 

 

Suppose a person eats Bread. and 1st unit of bread gives him maximum satisfaction. When he will 

ead 2nd bread his total satisfaction would increase. But the utility added by 2nd bread(MU) is less 

then the 1st bread. His Total utility and marginal utility can be put in the form of a following 

schedule. 
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Plotting the above data on a graph gives 

 

 

¶ Here, from the MU curve we can see that MU is declinig as consumer consumes more of the 

commodity. 

¶ When TU is maximum, MU is Zero. 

¶ After that, TU starts declining and MU becomes negative. 

Exceptions: 

¶ Money 

¶ Hobbies and Rare Things 

¶ Liquor and Music 

¶ Things of Display 

Importance: 

¶ Basis of Law of Demand 

¶ Basis of Consumption Expenditure 

¶ The basis of Progressive Taxation 

http://2.bp.blogspot.com/_nWTlTPsBse4/SSHf8x_b6bI/AAAAAAAAAGA/48YfvoMQNK8/s1600-h/dmu.JPG
http://1.bp.blogspot.com/_nWTlTPsBse4/SSHnWMGdZoI/AAAAAAAAAGI/9oN6O_S43_0/s1600-h/tumu+curve.JPG
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Definition of Economies of Scale 

Economies of scale occur when its Long Run Average Costs fall with increasing output. 

Therefore increasing production leads to increasing returns to scale and there is greater efficiency. 

 

 

 

 

 

 

 

 

Diagram of Economies of Scale 

 

Increasing output from Q2 to Q1, we see a decrease in long run average costs 

Economies of Scale occur for various reasons. 

1. Specialization and division of labour:  

In large scale operations workers can do more specific tasks. With little training they can become 

very proficient in their task, this enables greater efficiency. A good example is an assembly line with 

many different jobs. 

2. Technical.  

Some production processes require high fixed costs e.g. building a large factory. If a car factory was 

then only used on a small scale it would be very inefficient to run. By using the factory to full 

capacity average costs will be lower. 
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3. Bulk  buying:  

If you buy a large quantity then the average costs will be lower. This is because of lower transport 

costs and less packaging. This is why supermarkets get lower prices from suppliers than local corner 

shops. 

4. Spreading overheads.  

If a firm merged it could rationalise its operational centres. E.g. it could have one head office rather 

than two. 

5. Risk Bearing economies. 

Some investments are very expensive and perhaps risky, therefore only a large firm will be able and 

willing to undertake the necessary investment. E.g. pharmaceutical industry needs to take risks in 

developing new drugs 

6. Marketing  Economies of scale. 

There is little point a small firm advertising on a national TV campaign because the return will not 

cover the high sunk costs 

7. The container principle.  

To increase capacity 8 fold it is necessary to increase surface area only 4 fold. 

8. Financial economies.  

A bigger firm can get a better rate of interest than small firms 

9. External economies of scale:  

This occurs when firms benefit from the whole industry getting bigger. E.g. firms will benefit from 

better infrastructure, access to specialized labour and good supply networks. E.g. micro chip 

producers often set up in Silicon valley 

Internal Economies of Scale. 

Most of the above economies of scale are internal. It means the economies benefit the firm when it 

grows in size 
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FACTORS PRODUCTION: 

 
 

 
 

 

 

 

 

 

 

 

 

 

 

http://lh6.ggpht.com/_iFIztPmvqg8/TPCHcFB9JuI/AAAAAAAADwk/5dDLLN-8RCc/4-Factors-of-Production-Land-Labour-Capital-Enterprise.jpg
http://lh3.ggpht.com/_iFIztPmvqg8/TPCHcDIKG8I/AAAAAAAADwo/s_PLLpBDVKU/Four-Main-Factors-of-Production-Economics-Chart.png
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UNIT ïII  

DEMAND  AND SCHEDULE 
 

DEMAND - DEMAND SCHEDULE - DEMAND CURVE - LAW OF DEMAND - 

ELASTICITY OF DEMAND - TYPES OF ELASTICITY - FACTORS DETERMINING 

ELASTICITY - MEASUREMENT - ITS SIGNIFICANCE - SUPPLY ï SUPPLY SCHEDULE 

- SUPPLY CURVE - LAW OF SUPPLY - ELASTICITY OF SUPPLY - TIME ELEMENT IN 

THE DETERMINATION  OF VALUE - MARKET PRICE AND NORMAL PRICE - 

PERFECT COMPETITION - MONOPOLY ï MONOPOLISTIC COMPETITION.  
 

 

 

Definition of demand 
 

The amount of a particular economic good or service that a consumer or group of consumers will 

want to purchase at a given price. 

 

The demand curve is usually downward sloping, since consumers will want to buy more as price 

decreases. Demand for a good or service is determined by many different factors other than price, 

such as the price of substitute goods and complementary goods. In extreme cases, demand may be 

completely unrelated to price, or nearly infinite at a given price. 

Along with supply, demand is one of the two key determinants of the market price. 

Meaning of Demand 
Demand:The term 'demand' is defined as the desire for a commodity which is backed by willingness 

to buy and ability to pay for it. 

 

The Law of Demand 
 

The law of demand states that, if all other factors remain equal, the higher the price of a good, the less 

people will demand that good. 

 

In other words, the higher the price, the lower the quantity demanded. The amount of a good that 

buyers purchase at a higher price is less because as the price of a good goes up, so does the 

opportunity cost of buying that good. 

 

As a result, people will naturally avoid buying a product that will force them to forgo the 

consumption of something else they value more. The chart below shows that the curve is a downward 

slope. 
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Determinants of demand 
 

General factors 

 

Å Change in the number of buyers  

 

Å Change in consumer incomes  

 

Å Change in consumer tastes  

 

Å Change in the prices of complementary   and substitute goods 

 

Additional factors related to luxury goods and durables 

 

Å Change in consumer expectations in future income  

Å Change in consumer expectations of future prices Additional factors related to market demand  

 

Population 

 Social, economic and demographic factors 

Price of the commodity 
 

The consumer will buy more of a commodity when its price declines and vice versa,because it 

increases his purchasing power. He can therefore buy more of it.Price and the Demand vary inversely. 

 

Income of the consumer 
 

The consumer will buy more of a commodity when his income increases and 

viceVersa. Both demand and income of the consumer move in the same direction.It may be reverse 

for inferior goods here demand will increase with decrease in the income and vice-versa. 

 

 

Price of the related goods 

 

When a change in the price of one commodity influences the demand of the other commodity 

and so the commodities are interrelated. These related commodities are of two types: substitutes and 

complements. 

 

When the price of one commodity and the quantity demanded of other commodity are move is 

same direction, it is called as substitutes 

 

When the price of one commodity and the quantity demanded of other commodity are move is 

opposite direction, it is called as complementary 

 

Taste and preferences 
 

If the consumer taste and preferences are favour of a commodity results in greater demand, And if it 

against the commodity it results in smaller demand for the commodity. 

 

Additional factors such as expectation  in income and prices 
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In case the consumer expects a higher income in future ,he spends more at present and 

thereby the demand for the good increases and vice versa. 

Similarly if the consumer expects future prices of the good to increase he would rather 

like to buy the commodity now more than on later, This will increase the demand for the commodity. 

 

FUNCTIONS OF DEMAND  
 

Demand function -- a behavioral relationship between quantity consumed and a person's maximum 

willingness to pay for incremental increases in quantity. It is usually an inverse relationship where at 

higher (lower) prices, less (more) quantity is consumed. Other factors which influence willingness-to-

pay are income, tastes and preferences, and price of substitutes 

 

Individual Demand function 
 

Qdx  = f(Px, Y, P1ééPn-1, T, A ,Ey, Ep, u) 

 

Where 

 

Qdx= qty demanded for the product X 

 

Px = price of the product 

 

Y = level of household income 

 

P1é.Pn-1 = price of all the other related products 

 

T = tastes of the consumer 

 

A = advertising 

 

Ey = consumerós expected  future income 

 

Ep= consumerós expected  future price 

 

U= all those determinants that are not covered in the list determinants 

 

Market Demand function 
 

Qdx  = f(Px, Y, P1ééPn-1, T, A ,Ey, Ep, P, D, u) 

 

Qdx,Px,Y,P1éPn-1,T,A, Ey,Ep,U are the same as the individual demand function 

 

P = population 

 

D = distribution of consumers  in various categories such as income, age, sex etc., 

 

 

ELASTICITY OF DEMAND  
 

If price rises by 10% - what happens to demand? 
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We know demand will fall 

 

By more than 10%? 

 

By less than 10%? 

 

Elasticity measures the extent to which demand will change 

 

 

elasticity is the ratio of the percent change in one variable to the percent change in another variable. It 

is a tool for measuring the responsiveness of a function to changes in parameters in a unit-less way. 

Frequently used elasticities include price elasticity of demand, price elasticity of supply, income 

elasticity of demand, elasticity of substitution between factors of production and elasticity of 

intertemporal substitution 

PRICE ELASTICITY OF DEMAND  
 

Price elasticity of demand 

 

 

Price elasticity of demand measures the percentage change in quantity demanded caused by a percent 

change in price. As such, it measures the extent of movement along the demand curve. This elasticity 

is almost always negative and is usually expressed in terms of absolute value. If the elasticity is 

greater than 1 demand is said to be elastic; between zero and one demand is inelastic and if it equals 

one, demand is unit-elastic.(Represented by 'PED' 

 

 

Proportionate change in qty demanded of good  x 

E= 

 

Proportionate change in price of good x 

 

Calculating the Percentage Change in Quantity Demanded 

 

The formula used to calculate the percentage change in quantity demanded is: 

 

[QDemand(NEW) - QDemand(OLD)] / QDemand(OLD) 

 

Calculating the Percentage Change in Price 

 

Similar to before, the formula used to calculate the percentage change in price is: 

 

[Price(NEW) - Price(OLD)] / Price(OLD) 

 

PEoD = (% Change in Quantity Demanded)/(% Change in Price) 

 

 

ELASTIC DEMAND - a change in price, results in a greater than proportional change in the quantity 

demanded ED>1. 

 

INELASTIC DEMAND - a change in price results in a less than proportional change ED<1. 
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UNITARY DEMAND - a change in price results in n equal proportional change ED=1. 

 

PERFECTLY ELASTIC DEMAND - demand changes even when price remains unchanged. ED= 

 

PERFECTLY INELASTIC DEMAND - change in price does not result in any change. 

 

ED=0 

 

Income elasticity of demand 
 

 

Income elasticity of demand measures the percentage change in demand caused by a percent 

change in income. A change in income causes the demand curve to shift reflecting the change in 

demand. YED is a measurement of how far the curve shifts horizontally along the X-axis. Income 

elasticity can be used to classify goods as normal or inferior. With a normal good demand varies in 

the same direction as income. With an inferior good demand and income move in opposite 

directions.(Represented by 'YED')[2] 

 

The Income Elasticity of Demand: responsiveness of demand to changes in incomes 

 

A positive sign denotes a normal good 

 

A negative sign denotes an inferior good 

 

MEASURING THE INCOME ELASTICITY  
 

 

Income elasticity of demand (Yed) measures the relationship between a change in quantity demanded 

and a change in real income 

 

Yed = % change in demand 

 

% change in income 

 

TYPES OF INCOME ELASTICITY 

 

POSITIVE INCOME ELASTICITY 

 

A rise in income will cause a rise in demand 

 

A fall in income will cause a fall in demand 

 

NEGATIVE INCOME ELASTICITY  
 

An increase in income will result in a decrease in demand. 

 

A decrease in income will result in a rise in demand. 

 

ALSO known as INFERIOR GOODS 

 

Diagram of negative income elasticity 
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Therefore income elasticities can be of For normal goods(Low income elasticity) 

 

i.e.,relative change in quantity demanded is less change in income that is E<1 BETWEEN 0 & 1 

 

+0.5 +0 

 

For luxury goods(high income elasticity) MORE THAN 1 

 

+2,+5,+27 

 

For inferior goods(Negative income elasticity) 

 

CAN BE A DECIMAL OR A VALUE LESS THAN 1 

 

ZERO INCOME ELASTICITIES  
 

This occurs when a change in income has NO effect on the demand for goods. 

 

A rise of 5% income in a rich country will leave the Demand for toothpaste unchanged 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

A RELATIONSHIP BETWEEN QTY DEMANDED AND INCOME  
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Cross price elasticity of demand 
Cross price elasticity of demand measures the percentage change in demand for a particular good 

caused by a percent change in the price of another good. Goods can be complements, substitutes or 

unrelated. A change in the price of a related good causes the demand curve to shift reflecting a 

change in demand for the original good. Cross price elasticity is a measurement of how far, and in 

which direction, the curve shifts horizontally along the x-axis. A positive cross-price elasticity means 

that the goods are substitute goods.(Represented by 'XED') 

 

Cross Elasticity: 
The responsiveness of demand of one good to changes in the price of a related good ï either a 

substitute or a complement 

In economics, the cross elasticity of demand or cross-price elasticity of demand measures the 

responsiveness of the demand for a good to a change in the price of another good. 

 

It is measured as the percentage change in demand for the first good that occurs in response to a 

percentage change in price of the second good. For example, if, in response to a 10% increase in the 

price of fuel, the demand of new cars that are fuel inefficient decreased by 20%, the cross elasticity of 

demand would be ī20%/10% = ī2. 

 

INFINITE Substitution elasticity  
 

Where the two goods are substitutes the cross elasticity of demand will be positive, so that as the 

price of one goes up the demand of the other will increase. For example, in response to an increase in 

the price of carbonated soft drinks, the demand for non-carbonated soft drinks will rise. In the case of 

perfect substitutes, the cross elasticity of demand is equal to positive infinity. 

 

ZERO SUBSTITUTION ELASTICITY  
 

Where the two goods are independent, the cross elasticity of demand will be zero: as the price of one 

good changes, there will be no change in demand for the other good. 

 

DEMAND FORECASTING ME THODS 
 

There are several assumptions about forecasting: 

 

2. There is no way to state what the future will be with complete certainty. Regardless of the methods 

that we use there will always be an element of uncertainty until the forecast horizon has come to pass.  

 

3. There will always be blind spots in forecasts. We cannot, for example, forecast completely new 

technologies for which there are no existing paradigms.  

 

4. Providing forecasts to policy-makers will help them formulate social policy. The new social 

policy, in turn, will affect the future, thus changing the accuracy of the forecast.  

 

OPINION POLLING METHODS  
 

EXPERTS OPINION METHOD  
 

Genius forecasting - This method is based on a combination of intuition, insight, and luck. Psychics 

and crystal ball readers are the most extreme case of genius forecasting. Their forecasts are based 
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exclusively on intuition. Science fiction writers have sometimes described new technologies with 

uncanny accuracy 

 

CONSUMER óS SURVEY METHOD 
 

In this method consumerós are contacted personally to disclose their future plans 

 

so that we can able to forecast the future because they are ultimate targeters/buyers 

 

COMPLETE ENUMERATION SURVEY  
Here all the units of consumers are taken into account without any cutshorts 

 

So here large number of consumers will be there to get the unbiased information .The main 

 

Advantage of this  method is its accuracy and its main drawback is it is time consuming one. 

 

SURVEY METHOD  
Here from the total population certain number of units will be selected as sample units, 

then the opinion collection will be made. This methopd is less tedious and less costly than the above 

method. 

STATISTICAL METHODS  
 

Fitting trend line by observation 

This method of estimating trend is elementary,easy and quick.It involves merely 

plotting of annual sales on graph and then estimating just by observation where the trend line lies. 

 

Trend extrapolation - These methods examine trends and cycles in historical data, and then use 

mathematical techniques to extrapolate to the future. The assumption of all these techniques is that 

the forces responsible for creating the past, will continue to operate in the future. This is often a valid 

assumption when forecasting short term horizons, but it falls short when creating medium and long 

term forecasts. The further out we attempt to forecast, the less certain we become of the forecast 

 

Simulation methods - Simulation methods involve using analogs to model complex systems. These 

analogs can take on several forms. A mechanical analog might be a wind tunnel for modeling aircraft 

performance. An equation to predict an economic measure would be a mathematical analog. A 

metaphorical analog could involve using the growth of a bacteria colony to describe human 

population growth. Game analogs are used where the interactions of the players are symbolic of 

social interactions 

 

Trend Analysis: Uses linear and nonlinear regression with time as the explanatory variable, it is used 

where pattern over time have a long-term trend. Unlike most time-series forecasting techniques, the 

Trend Analysis does not assume the condition of equally spaced time series. 

 

Nonlinear regression does not assume a linear relationship between variables. It is frequently used 

when time is the independent variable. 

 

Simple Moving Averages: The best-known forecasting methods is the moving averages or simply 

takes a certain number of past periods and add them together; then divide by the number of periods. 

Simple Moving Averages (MA) is effective and efficient approach provided the time series is 

stationary in both mean and variance. The following formula is used in finding the moving average of 

order n, MA(n) for a period t+1, 
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Exponential Smoothing Techniques: One of the most successful forecasting methods is the 

exponential smoothing (ES) techniques. Moreover, it can be modified efficiently to use effectively for 

time series with seasonal patterns. It is also easy to adjust for past errors-easy to prepare follow-on 

forecasts, ideal for situations where many forecasts must be prepared, several different forms are used 

depending on presence of trend or cyclical variations. In short, an ES is an averaging technique that 

uses unequal weights; however, the weights applied to past observations decline in an exponential 

manner 

 

Smoothing techniques are used to reduce irregularities (random fluctuations) in time series data. They 

provide a clearer view of the true underlying behavior of the series. Moving averages rank among the 

most popular techniques for the preprocessing of time series. They are used to filter random "white 

noise" from the data, to make the time series smoother or even to emphasize certain informational 

components contained in the time series. 

 

Exponential smoothing is a very popular scheme to produce a smoothed time series. Whereas in 

moving averages the past observations are weighted equally, Exponential Smoothing assigns 

exponentially decreasing weights as the observation get older. In other words, recent observations are 

given relatively more weight in forecasting than the older observations. Double exponential 

smoothing is better at handling trends. Triple Exponential Smoothing is better at handling parabola 

trends. 

 

Least-Squares Method: To predict the mean y-value for a given x-value, we need a line which 

passes through the mean value of both x and y and which minimizes the sum of the distance between 

each of the points and the predictive line. Such an approach should result in a line which we can call a 

"best fit" to the sample data. The least-squares method achieves this result by calculating the 

minimum average squared deviations between the sample y points and the estimated line. A 

procedure is used for finding the values of a and b which reduces to the solution of simultaneous 

linear equations. Shortcut formulas have been developed as an alternative to the solution of 

simultaneous equations.. 

 

Regression and Moving Average: When a time series is not a straight line one may use the moving 

average (MA) and break-up the time series into several intervals with common straight line with 

positive trends to achieve linearity for the whole time series. The process involves transformation 

based on slope and then a moving average within that interval. For most business time series, one the 

following transformations might be effective 

 

 

ARIMA METHOD  
 

A couple of notes on this model. 

 

The Box-Jenkins model assumes that the time series is stationary. Box and Jenkins recommend 

differencing non-stationary series one or more times to achieve stationarity. Doing so produces an 

ARIMA model, with the "I" standing for "Integrated". 

 

Some formulations transform the series by subtracting the mean of the series from each data point. 

This yields a series with a mean of zero. Whether you need to do this or not is dependent on the 

software you use to estimate the model. 

 

Box-Jenkins models can be extended to include seasonal autoregressive and seasonal moving average 
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terms. Although this complicates the notation and mathematics of the model, the underlying concepts 

for seasonal autoregressive and seasonal moving average terms are similar to the non-seasonal 

autoregressive and moving average terms. 

 

The most general Box-Jenkins model includes difference operators, autoregressive terms, moving 

average terms, seasonal difference operators, seasonal autoregressive terms, and seasonal moving 

average terms. As with modeling in general, however, only necessary terms should be included in the 

model 

 

There are five stages of analysis in this method: 

 

Removal of trend 

 

Model identification 

 

arameter estimation 

 

Verification 

 

Forecasting 

 

MEANING OF SUPPLY  
 

What is Supply? 

Supply is the quantity of a good or service a firm is willing to produce at all prices. What is the law of 

Supply? 

 

If nothing else changes, firms are willing to supply a greater quantity of good or service at higher 

prices than lower. 

Determinants of Supply 
 

Productivity (Improvements in machines and production processes of a good or service) Inputs ( 

Change in the price of inputs required to produce the good or service.) Government Actions 

(Subsidies, Taxes and Regulations) 

 

Technology (Improvements in machines and production processes of a good or service) Outputs ( 

Price changes in other products produced by the firm) 

 

Expectations (outlook of future prices and profits) Size of Industry (Number of firms 

 

Change in the number of suppliers 

Any factor that increases the cost of production decreases supply. Any factor that decreases the cost 

of production increases supply. 

 

SUPPLY FUNCTION  
 

Sx = f(Px,Py, Pz,éé..;Pf  ,O,T) 

 

Sx=Amount supplied of good x 

 

Px= Price of good X 
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Py,Pz= Prices of other goods in the market 

 

Pf = Prices of factors of production 

 

O = objective of the producer 

 

T = State of technology used by the producer to produce good x 

 

Elasticity of supply 
 

Responsiveness of producers to changes in the price of their goods or services. As a general rule, if 

prices rise so does the supply. 

 

Elasticity of supply is measured as the ratio of proportionate change in the quantity supplied to the 

proportionate change in price. High elasticity indicates the supply is sensitive to changes in prices, 

low elasticity indicates little sensitivity to price changes, and no elasticity means no relationship with 

price. Also called price elasticity of supply. 

 

Price elasticity of supply measures the relationship between change in quantity supplied and a change 

in price. The formula for price elasticity of supply is: 

 

Percentage change in quantity supplied / Percentage change in price 

 

 

The value of elasticity of supply is positive, because an increase in price is likely to increase the 

quantity supplied to the market and vice versa. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

FACTORS THAT DETERMINE ELASTICITY OF SUPPLY  
 

The elasticity of supply depends on the following factors 

 

 

The value of price elasticity of supply is positive, because an increase in price is likely to increase the 

quantity supplied to the market and vice versa. The elasticity of supply depends on the following 
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factors: 

SPARE CAPACITY 

How much spare capacity a firm has - if there is plenty of spare capacity, the firm should be able to 

increase output quite quickly without a rise in costs and therefore supply will be elastic 

STOCKS 

The level of stocks or inventories - if stocks of raw materials, components and finished products are 

high then the firm is able to respond to a change in demand quickly by supplying these stocks onto 

the market - supply will be elastic 

EASE OF FACTOR SUBSTITUTION 

Consider the sudden and dramatic increase in demand for petrol canisters during the recent fuel 

shortage. Could manufacturers of cool-boxes or producers of other types of canister have switched 

their production processes quickly and easily to meet the high demand for fuel containers? 

 

If capital and labour resources are occupationally mobile then the elasticity of supply for a product is 

likely to be higher than if capital equipment and labour cannot easily be switched and the production 

process is fairly inflexible in response to changes in the pattern of demand for goods and services. 

TIME PERIOD 

Supply is likely to be more elastic, the longer the time period a firm has to adjust its production. In 

the short run, the firm may not be able to change its factor inputs. In some agricultural industries the 

supply is fixed and determined by planting decisions made months before, and climatic conditions, 

which affect the production, yield. 

 

 

 

 

 

 

 

 

ILLUSTRATING PRICE ELASTICITY OF SUPPLY 
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When supply is perfectly inelastic, a shift in the demand curve has no effect on the equilibrium 

quantity supplied onto the market. Examples include the supply of tickets for sports or musical 

venues, and the short run supply of agricultural products (where the yield is fixed at harvest time) the 

elasticity of supply = zero when the supply curve is vertical. 

 

When supply is perfectly elastic a firm can supply any amount at the same price. This occurs when 

the firm can supply at a constant cost per unit and has no capacity limits to its production. A change 

in demand alters the equilibrium quantity but not the market clearing price. 

 

When supply is relatively inelastic a change in demand affects the price more than the quantity 

supplied. The reverse is the case when supply is relatively elastic. A change in demand can be met 

without a change in market price. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

UNIT -III  
 

ORGANISATION  

FORMS OF BUSINESS - PROPRIETORSHIP - PARTNERSHIP - JOINT  STOCK 

COMPANY  - COOPERATIVE ORGANIZATION  - STATE ENTERPRISE - MIXED 

ECONOMY - MONEY AND BANKING - BANKING - KINDS - COMMERCIAL BANKS -

CENTRAL BANKING FUNCTIONS - CONTROL OF  CREDIT  - MONETARY POLICY -

 CREDIT  INSTRUMENT.  
 

 

 

 

MEANING OF FIRM  
 

Definition of firm  
 

A firm is the small business unit involved in producing the profit Business (company, enterprise or 

firm) is a legally recognized organization designed to provide goods or services, or both, to 

consumers, businesses and governmental entities.[1] Businesses are predominant in capitalist 
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economies. Most businesses are privately owned. A business is typically formed to earn profit that 

will increase the wealth of its owners and grow the business itself. The owners and operators of a 

business have as one of their main objectives the receipt or generation of a financial return in 

exchange for work and acceptance of risk. Notable exceptions include cooperative enterprises and 

state-owned enterprises. Businesses can also be formed not-for-profit or be state-owned. 

 

The etymology of "business" relates to the state of being busy either as an individual or society as a 

whole, doing commercially viable and profitable work. The term "business" has at least three usages, 

depending on the scope ð the singular usage (above) to mean a particular company or corporation, 

the generalized usage to refer to a particular market sector, such as "the music business" and 

compound forms such as agribusiness, or the broadest meaning to include all activity by the 

community of suppliers of goods and services. However, the exact definition of business, like much 

else in the philosophy of business, is a matter of debate and complexity of meanings. 

 

Types of firms 
 

Sole proprietorship: 
A sole proprietorship is a business owned by one person. The owner may operate on his or her own or 

may employ others. The owner of the business has personal liability of the debts incurred by the 

business. 

 

Partnership: 
A partnership is a form of business in which two or more people operate for the common goal 

which is often making profit. In most forms of partnerships, each partner has personal liability of the 

debts incurred by the business. There are three typical classifications of partnerships: general 

partnerships, limited partnerships, and limited liability partnerships. 

 

Corporation:  
 

A corporation is either a limited or unlimited liability entity that has a separate legal personality from 

its members. A corporation can be organized for-profit or not-for-profit. A corporation is owned by 

multiple shareholders and is overseen by a board of directors, which hires the business's managerial 

staff. In addition to privately owned corporate models, there are state-owned corporate models. 

 

Cooperative: 
Often referred to as a "co-op", a cooperative is a limited liability entity that can organize for-profit or 

not-for-profit. A cooperative differs from a corporation in that it has members, as opposed to 

shareholders, who share decision-making authority. Cooperatives are typically classified as either 

consumer cooperatives or worker cooperatives. Cooperatives are fundamental to the ideology of 

economic democracy. 

 

Conventional theory of firm assumes profit maximization is the sole objective of business firms. But 

recent researches on this issue reveal that the objectives the firms pursue are more than one. Some 

important objectives, other than profit maximization are: 

 

(a) Maximization of the sales revenue 

(k) Maximization of firmós growth rate  

(l) Maximization of Managers utility function  

(m) Making satisfactory rate of Profit  

(n) Long run Survival of the firm  

(o) Entry-prevention and risk-avoidance  
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Profit Business Objectives: 
Profit means different things to different people. To an accountant ˈProfitớ means the excess of 

revenue over all paid out costs including both manufacturing and overhead expenses. For all practical 

purpose, profit or business income means profit in accounting sense plus non-allowable expenses. 

 

Economistós concept of profit is of ˈPure Profitớ called Ųeconomic profitó or ˈJust profitớ. Pure 

profit is a return over and above opportunity cost, i. e. the income that a businessman might expect 

from the second best alternatives use of his resources. 

 

Sales Revenue Maximisation: 
The reason behind sales revenue maximisation objectives is the Dichotomy between ownership & 

management in large business corporations. This Dichotomy gives managers an opportunity to set 

their goal other than profits maximisation goal, which most-owner businessman pursue. Given the 

opportunity, managers choose to maximize their own utility function. The most plausible factor in 

managerós utility functions is maximisation of the sales revenue. 

The factors, which explain the pursuance of this goal by the managers are following:. 

 

First: Salary and others earnings of managers are more closely related to sales revenue than to profits 

Second: Banks and financial corporations look at sales revenue while financing the corporation. 

Third: Trend in sales revenue is a readily available indicator of the performance of the firm. 

 

Maximisation of Firms Growth rate: 
 

Managers maximize firmós balance growth rate subject to managerial & financial constrains balance 

growth rate defined as: 

G = GD ï GC 

Where GD = Growth rate of demand of firmós product & GC= growth rate of capital supply of capital 

to the firm. 

In simple words, A firm growth rate is balanced when demand for its product & supply of capital to 

the firm increase at the same time. 

Maximisation of Managerial Utility function:  
 

The manager seek to maximize their own utility function subject to the minimum level of profit. 

Managers utility function is express as: 

 

U= f(S, M, ID) 

 

Where S = additional expenditure of the staff 

M= Managerial emoluments 

ID = Discretionary Investments 

The utility functions which manager seek to maximize include both quantifiable variables like salary 

and slack earnings; non- quantifiable variables such as prestige, power, status, Job security 

professional excellence etc. 

 

Long run survival & market share:  
According to some economist, the primary goal of the firm is long run survival. Some other 

economists have suggested that attainment & retention of constant market share is an additional 

objective of the firmós. the firm may seek to maximize their profit in the long run through it is not 

certain. 
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Entry-prevention and risk-avoidance, yet another alternative objectives of the firms suggested by 

some economists is to prevent entry-prevention can be: 

Profit maximisation in the long run  

 

     Securing a constant market share  

 

Avoidance of risk caused by the unpredictable behavior of the new firms  

 

Micro economist has a vital role to play in running of any business. Micro economists are concern 

with all the operational problems, which arise with in the business organization and fall in with in the 

preview and control of the management. Some basic internal issues with which micro-economist are 

concerns: 

 

i. Choice of business and nature of product i.e. what to produce  

 

ii.  Choice of size of the firm i. e how much to produce  

 

iii.  Choice of technology i.e. choosing the factor-combination  

 

iv. Choose of price i.e. how to price the commodity  

 

v. How to promote sales  

 

vi. How to face price competition  

 

vii.  How to decide on new investments  

 

viii.  How to manage profit and capital  

 

ix. How to manage inventory i.e. stock to both finished & raw material  

 
 
Medium of exchange of goods.  
 
A liquid form of store of value.  

 
A measurement unit for values of goods, and savings and debts of economic units.  

 
A discharge of debt, i.e. the final way to repay a loan.  
 

 

Statistical definitions of money (ECB) 
 

 
M1: Currency in circulation and overnight deposits. Currency = bank notes + coins.  
 
M2: M1 + deposits with agreed maturity of up to 2 years, and deposits redeemable at a period of 
notice up to 3 months.  
 
M3: M2 + repurchase agreements, money market fund shares, and units as well as debt securities 
with a maturity of up to and including two years. 
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Money and capital markets 

 

¶ Money market treats financial assets with maturity less than a year.  
 

¶ Capital market treats financial assets with maturity greater than one year.  
 

¶ These two òmarketsò do not actually exist in the real world, because financial assets in both markets 
are traded by the same financial intermediaries.  
 

¶ Money market instruments are, for example: Cash, demand deposits, and Treasury bills.  
 

¶ Capital market instruments are, for example: Loans, bonds, and equities.  
 

¶ Instrument means that financial assets can be used in changing the risk/return ïcomposition of a 
portfolio, because they have different risk/return -characteristics.  
 

¶ Portfolio: The collection of assets of an investor.  

 

Nonmonetary financial assets 
 

 

Shares of the common stocks of corporations.  
 
Government and corporate bonds.  
 
Loans.  

         Time deposits in banks.  
 
 
 If Sam gives a loan to Jane, Sam has a claim on Jane. Sam may also insist a document of the 
loan. This document is an asset for Sam, and a liability  for Jane. Thus a monetary transaction (money 
from Sam to Jane) creates an asset for Sam and a liability for Jane (loan document from Jane to Sam). 
These nonmonetary assets can be transformed to money with different speed and rate of decrease in 
value; we call this liquidity . 

 

 

Characteristics of financial assets 
 

x. Liquidity : How fast and without value decrease a nonmonetary asset can be converted to cash.  
 

xi. Default risk : Risk that the liability partner does not fulfill its obligations; pay interest of repay the 
capital.  
 

xii. Collateral: Property offered by the borrower to the lender to assure his repayment. Anything of value 
can serve as collateral if the lender accepts.  
 

xiii.  Mortgage: Debt obligations (loans) secured by pieces of property. Typically the collateral of a house 
mortgage is the house.  
 

xiv. Interest rate risk of a fixed interest asset: If the market interest rate increases, a fixed interest 
paying asset loses its relative profitability, and so has interest rate risk even though it pays a fixed 
interest rate.  
 

xv. Yield risk : Shares of the common stock of a corporation give uncertain dividend yield and capital 
gains depending on the profitability of the corporation and its expected future success 
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Principal financial assets 

 

Asset Issuer Maturity  Risk of loss 

    

1) Narrow money:    

Currency Central bank 0 None 

Demand deposits Banks 0 Little or none 

    

2) Time deposits Banks 0-3 years Little or none 

    

3) Money-market insrtuments:    

Federal funds Banks 1-7 days Very little 

Treasury bills Government 3-12 months None 

Bank CDs Banks 1-12 months Very little 

Commercial papers Corporations 1-6 months little 

    

4) Loans:    

Commercial Firms 0-25 years Little or much 

Individual Individuals 0-25 years Little or much 

    

5) Bonds:    

Treasury bonds Government 5-30 years None 

Municipals Local governments 5-30 years Little 

Corporate bonds Corporations 5-30 years Little 

    

6) Stock (Equity) Corporations Permanent Not meaningful 
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Å Demand deposits are bank deposits that can be raised from the account any time.  
 

Å Time deposits have a fixed maturity after which the deposits can be raised.  
 

Å Federal funds are the money banks lend to each other at the federal funds market. Federal funds work as a wholesale money market for 
banks.  
 

Å Treasury bills (T-bills) are non-interest bearing short-term goverment loans that can be resold at markets less than its maturity (face, 
nominal) value.  
 

Å Banksô Certificates of Deposit (CD) are short term bank deposits with a fixed maturity, and they can be resold at markets.  
 

Å Commercial papers are non-interest bearing short-term loans like òT-billsò, but issued by private firms.  
 

Å Loans are debt obligations that are usually not traded in markets, but hold into maturity. A loan contract specifies the interest rate and the 
maturity.  
 

Å Bonds are debt obligations issued by firms and governments usually with maturities of 5-30 years that pay annual or semiannual interest 
(coupon rate) and repay the capital at the time of maturity. Bonds can be resold at markets.  
 

Å Shares of common stocks of corporations are pieces of ownership of private corporations that give the holder the right for the profits and 
future income of the firms called dividend payments. Shares can be resold at stock markets.  

 

Central Bank 
 
 

Å Bank of banks: provides banking services for commercial banks and government.  
 

Å Has a unanimous right to issue bank notes and is responsible for the monetary system and monetary policy of the country or a monetary 
union.   

Å Controls the monetary base (and inflation).  
 

Å In Euro-system, European Central Bank (ECB) consists of 16 central banks in member countries.  
 

Å In US, the central bank called Federal Reserve (Fed) consists of 12 member banks around US.  
 

Å Both ECB and Fed operate as a single unit even though they are separated to several local (central) banks.  
 

Commercial Banks 
 
Collect money in the form of deposits from customers and by issuing bank CDs and bonds.   
Take care of their customers payment services.  
 
 Earn money by giving interest bearing loans to customers and by investing money in revenue giving assets. We call interest 
 marginal the positive difference between loan and deposit interest rates, which is the commission for banks.   
Make long-term loans from several short-term deposits   
(maturity transformation).  
 
 Collect information of savers and borrovers and take care of their needs.   
Sell and buy foreign currencies and financial instruments.  

Investment companies 
 

 Accept funds from investors who hold shares of the companyôs assets that consists of stocks, bonds, and other financial instruments.  
 

 Investments companies do not provide banking services for their customes, and they only invest the funds of the company.  
 

 Small investors benefit of being a part of a large diversified portfolio managed by specialists, rather than having only one or a few kinds 
of assets.  
 

 Brokers buy and sell securities according to the instructions of their customers and charge a commission of that.  
 

 Dealers make markets for new securities by buying new securities from the issuer and selling them foreward.  
 

 Insurance companies take care of their clientsô risks with an agreed price.  
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 Balance sheets 
 

 Balance sheet is a list of an individualôs or a firmôs assets (what is owned) and liabilities (what is owed).  
 

 Net worth is the difference between assets and liabilities.  
 
 

An example of the balance sheet of a person 
 

 

 Assets Liabilities  
    

 Cash (C) Loans to banks (L) 

 Bonds (B) Net Worth (W) 

    

 Total: C+B Total: L+W 

Balance sheet of a firm and a bank 
 

 

A non-financial firm  

 

Assets  Liabilities    

Cash (C)  Loans (L)   

Buildings, equipments (BE)  Net Worth (W)   

Total: C+BE 
 
Total: L+W 

  

   
 
 
 
A commercial bank 

 

Assets Liabilities  

Cash reserves (C) Deposits of customers (D) 

Loans to customers (LC) Loans from other banks (LB) 

Buildings, equipments (BE ) Loans from cenral bank (LCB) 

 Net Worth (W)   

Total: C+LC +BE Total: D+LB +LCB +W 
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The net worth is thus the difference between assets and liabilities . This explains why the net worth is set on the liability side of 
balance sheets. 
 

 

 

 

Monetary base 

 
The balance sheet of European Central Bank (ECB) 
 
 

Assets  Liabilities   

Loans to euro area residents (L)  Currency in circulation (C)  

Securities other than shares (S)  Deposits from euro area residents (D)  

Money market fund shares (M)  External liabilities (EL)  

Shares and other equities (E)    

Fixed assets (F)  Net Worth (W)  

Total: L+S+M+E+F 
 
Total: C+D+EL+W 

 

  

 

Financial transactions between economic units 
 
 
 

 Loan money  

Money flows: 

Deposit money 

 

  

Bank Customer  
 
 
 
 

Documents of deposits (assets) 
Asset flows: 
Documents of loans (assets) 

 

 

 

 

The figure shows two kind of financial transactions: 
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1)  Customer deposits money in the bank which gives a document of this to the customer. 
 

A) The customer loses cash money (assets) and gains deposits (assets), and so the total of his balance sheet stays constant and only his asset 
composition changes.  
 

B) The bankôs cash reserves in asset side increase by the deposited money, but deposits on the liability side increase by an equal amount. Thus 
the balance sheet balances  
at a higher total value (previous value +extra deposits) than before.  

 
2) The bank gives a loan to the customer, who gives a document of this to the bank, which is an asset for the bank. 
 
 
A: The bank loses its cash reserves (assets) by the amount of the loan, but its òloans givenò ïitem increases by an equal amount. Thus the 
total of the balance sheet of the bank stays constant, but the composition of the asset side changes. 
 

 

B: The customer gets cash money which increases his assets, but the liabilities side of the balance sheet of the customer increases by an 
equal amount. Thus the total of the balance sheet increases by the amount of the loan taken. 
 

 
These operation affect the monetary base of the economy as follows: 

 
1) The cash reserves in the bank increase, but money in circulation decreases by an equal amount. Thus the monetary base stays constant.  

 
2) The cash reserves in the bank decrease, but the customer gets cash money (money in circulation), and so the monetary base stays constant.  

 

Open market operations 
 
 
We call an open market operation a central bankôs purchases and sales of securities in a public (open) market. Let us suppose the following 
simplified situation. 
 
Central bank 
 
 
 

  Assets Liabilities   

  Securities: 100 Money in circulation: 50 

  Loans to banks : 100 Bank reserves: 50 

    Net Worth: 100  

  Total: 200 Total: 200 

  

 

 

Commercial bank 

Assets Liabilities   

Cash reserves: 10  Deposits of customers: 70 

Loans to customers: 70  Loans from central bank: 10 
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Securities: 20  Net Worth: 20 

      

Total: 100  Total: 100 
Now, suppose Central bank makes an open market operation by buying securities from the commercial bank  
 
 
 

 
 

Central Bank    

 Assets Liabilities    

 Securities: 120   Money in circulation: 50   

 Loans to banks : 100   Bank reserves: 70   

    Net Worth: 100   

       

 
Total: 220 

 

 Total: 220 
  

    
 
 
 
Commercial bank 

Assets 
 
Cash reserves: 30 Loans to customers: 
70 Securities: 0 
Total: 100 

 
 

Liabilities  
 
Deposits of customers: 70 Loans from central bank: 10 Net Worth: 20 
Total: 100
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UNIT ïIV  

FINANCING  

 

TYPES OF FINANCING - SHORT TERM BORROWING - LONG TERM BORROWING - 

INTERNAL GENERATION OF FUNDS -EXTERNAL COMMERCIAL BORROWINGS - 

ASSISTANCE FROM GOVERNMENT  BUDGETING SUPPORT ANDINTERNATIONAL 

FINANCE  CORPORATIONS - ANALYSIS OF  FINANCIAL STATEMENT  ï BALANCE SHEET  ï 

PROFIT AND LOSS ACCOUNT - FUNDS FLOW STATEMENT.  

 

 

 

 

Types of financing: 
There are two main sources of finance: 

¶ Equity Financing - money invested into your business in exchange for a share in its ownership. 

¶ Debt Financing - usually in the form of a loan where the principal amount borrowed and interest accumulated 

on the loan needs to be paid. 

There are a number of sources of equity finance available to business. This includes: 

¶ Personal Savings: money that you personally invest into the business. 

¶ Friends and Relatives: people that you personally know invest into the business to lend assistance. 

¶ Angel Investors: wealthy individuals who lend their personal finances to a business in return for a share in its 

ownership. 

¶ Venture Capital: applications to professionally managed third parties such as a superannuation fund who lend 

finance based on a good business plan. 

There are also a range of opportunities to secure debt financing such as: 

¶ Leasing: hiring out equipment for a regular fee for the duration of the lease term, with no outlay to actually 

purchase equipment. 

¶ Term Loans: paid back to a financial institution over an agreed period. 

¶ Credit Cards: easy to acquire financial institution loans that carry high interest rates. 

¶ Bank Overdrafts: where you withdraw more than your account contains, with interest calculated on your 

outstanding balance. 

¶ Commercial Bills: short term loans where the amount must be paid in full upon reaching expiry. 

¶ Loan Programs: short term loans set up to assist small business with initial start up expenses. 

¶ Trade Credit: deferred payment of goods and services purchased form a supplier. 

 

What is Short-Term Debt? 

 

Short-term obligations are any loan, negotiable note, time-bearing warrant or lease whose duration is 12 

months or less, regardless of whether or not it extends across more than one (1) fiscal year.  The measurement 

focus for government funds is the flow of current financial resources.  When a school district issues short-term 

debt that is to be repaid from government funds, the liability is to be recorded in the liability section of the 

Statement of Net Assets of the fund responsible for the repayment of debt.  Short term debt also includes any 

current portion of long term debt such as the amount of compensated absences or the current portion of lease 

payments  that will be paid within twelve (12) months of the balance sheet date. 
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What is Long-Term Debt? 
 

Long-term obligations are any loan, negotiable note, time-bearing warrant, bond or lease whose duration is 

more than 12 months.  Prior to GASB 34 non-current obligations of a school that will be repaid from revenues 

of the governmental fund would have been recorded in the school districtôs General Long-Term Debt Account 

Group.  However, after the District has complied with GASB 34, the obligation is recorded on the Statement of 

Net Assets. 

 

Long-term debt is not limited to liabilities from debt issuances.  Long-term debt also includes the non-current 

portion of lease-purchase agreements, capital leases, operating leases with scheduled rent increases, 

compensated absences, claims and judgments, pensions and special termination benefits.   

 

Bank Loans 

 

A district can obtain financing for a project through traditional bank financing.  In this method of financing, 

issuance costs are minimal.  However, banks may be less flexible in terms of the maturity of the loan, 

prepayments and other terms.  In the process of asset and liability management, a bank will attempt to match 

the loan maturity against certificates of deposit to ensure an interest rate spread or to otherwise hedge its 

position.  Most banks will not fix loan rates beyond seven years.  Banks are also limited in the amount they can 

lend to any one customer.  This limit is determined by the individual bankôs financial condition.  Small 

borrowings, generally under $1 million are the most viable candidates for bank loan financing.   

 

Bond Anticipation Notes (BANS) 

 

Bond Anticipation Notes (BANS) are notes with various maturities, which are issued with the anticipation of 

future bond sales.  These are usually issued when the school is waiting for better interest rates or when it has 

additional projects, which would require financing through bond issuance.  The school district must intend to 

refinance the BANS with long-term bonds, and the intent to refinance must be substantiated by either post-

balance sheet issuance of long-term bonds or an execution of an acceptable financing agreement.   

 

Demand Bonds 

 

Demand Bonds are bonds, which are due on demand.  The demand provision is referred to as a ñputò.  The 

demand provisions require the issuer to repurchase the bonds upon notice from the bondholder.  Not many 

school districts participate in this form of debt. 

 

Tax and Revenue Anticipation Notes (TRANS) 

 

The Local Government Unit Debt Act authorizes school districts to issue Tax and Revenue Anticipation Notes 

(TRANS) to meet its immediate cash needs in anticipation of the receipt of current taxes and revenues.  

TRANS are a one (1) year general obligation notes, exempt from federal income taxes. 

The Debt Act limits the size of the tax and revenue anticipation notes to a percentage of taxes and revenues 

anticipated during the current fiscal year and sets forth the procedures and documents required in the issuance 

of the TRANS.  The Internal Revenue Code of 1986 sets further limits on the size of the TRAN and the yield of 

the invested proceeds.  Compliance with arbitrage rebate requirements under the Internal Revenue Code of 

1986 is essential to maintaining the tax-exempt status of the borrowing.  The interest earned on the investment 

of the TRAN proceeds in excess of the cost of borrowing must be rebated to the federal government.  For more 
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information on the TRANS consult the PDE Accounting Manual, Chapter 12, Debt Management, Accounting, 

and Reporting.   

 

 

 

 

PROCEEDS FROM ISSUANCE OF DEBT 

When debt is issued and the proceeds are available to the General Fund, you should record the proceeds as part 

of ñother financing sources.ò  These proceeds are reported in the General Fund on the Statement of Revenues 

and Expenditures, under the ñOther Financing Sourcesò section of the statement.  These proceeds should not be 

reported in the General Fundôs operating revenues.   

If short-term debt is issued by the General Fund, i.e. debt to be paid off in one year or less, the debt liability is 

recorded in the General Fund because the payment of the debt will require current resources. 

    General Fund 

 

Machinery & Equipment     $250,000 

Lease Purchase Obligations (Principal)     $250,000 

Payments are recorded: 

Principal       $400 

Interest expense      $600 

Cash          $1,000 

Leases are classified as either operating or capital leases.  A capital lease is one (1) that transfers the benefits 

and risks of ownership of the leased asset to the lessee.  This happens if any one of the following conditions is 

met: 

1. The lease transfers ownership of the property to the lessee by the end of the lease term. 

2. The lease contains a bargain purchase option. 

3. The lease term is equal to seven (7) percent or more of the estimated life of the leased property. 

4. The present value of the minimum lease payments exceeds 90 percent of the fair value of the leased asset at the 

start of the lease. 

INTERNAL GENERATION OF FUNDS 

 

Stakeholders who are involved in the financing of development can be identified at various levels, including 

global, national, district and sub-district (community) levels. They also play various roles.  

 

Examples of Stakeholders in Development Financing 
Level Categories of Stakeholders Financing Roles 
Global/International o Multi -lateral Organizations o Grants and loans 

  
ð E.g. the World Bank; various agencies 
of the   

  UN; the EU; etc   

 o Bi-lateral Organizations o Mainly grants 
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ð E.g. GTZ (now GIZ), JAICA, USAID, 
DFID,   

  DANIDA, etc   

 
o  Private and International Financial 
institutions o Mainly loans 

  ð E.g. IMF; African Devt. Bank;   

 o Transnational corporations (TNCs) o 
Direct investments in 
profit- 

  ð E,g, AngloGold; Uniliver; Vodafone  making ventures 
    ð Source of tax revenues, 

    
employment generation, 
etc 

   o 
Charity (social 
responsibilities) 

 
o  International NGOs, Foundations, 
Religious o Charity, direct project 

  Organizations, Philanthropists, etc  implementation, service 

  
ð E.g. World Vision, Plan; Ford 
Foundation;  delivery, advocacy, etc 

  Rockefeller Foundation; etc   

National o Parliament o 
Approval of national 
budgets, 

    
taxes, government loans 
and 

    other financial policies 

   
o  Oversightðover spending 
by 

    executive and other state 
    agencies 

 o Executive (including MDAs) o 
Formulation, 
implementation 

    
and enforcement of 
financial 

    policies 
   o Revenue mobilization 
   o Disbursement 
   o Financial controls 

 o The Private Sector o 
Direct investments in 
profit- 

    making ventures 
    ð Source of tax revenues, 

    
employment generation, 
etc 

   o 
Charity (social 
responsibilities) 

 
o  National NGOs, Foundations/Funds, 
Religious o Charity, direct project 

  Organizations, Philanthropists, etc  
implementation, advocacy, 
etc 

  ð E.g.   
Sub-National o The District Assemblies o Resource mobilization 
(regional, district, 
sub-   o 

Budgeting and 
disbursement of 

district, community,    public funds 

etc)   o 
Enactment and 
enforcement of 

    by-laws 

   
o  Implementation of devt 
projects 

 
o  Sub-District Local Government 
Structures and o Resource mobilization 
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  Communities o 
Disbursement of public 
funds 

   o 
Enforcement of Assembly 
by- 

    laws 

   
o  Implementation of devt 
projects 

 o The Private Sector o 
Direct investments in 
profit- 

    making ventures 
    ð Source of tax revenues, 

    

employment generation, 

etc 

   o 

Charity (social 

responsibilities) 

 
o  Local NGOs, CBOs, Foundations/Funds, 
Religious o Charity, direct project 

  Organizations, Philanthropists, etc  implementation, service 

  ð E.g.  delivery, advocacy, etc 

Classification of Sources of Funding for Development  

 

The Two Main Sources of Funding 
 

(p) Two main sources of funding for development can be identified at both national and local levels, namely:   
ð   Internal Sources   
ð   External Sources  

Internal Sources of Funding for Development  

 

What are óInternal Sourcesô of Funding for Development?  
xvi.Sources within the jurisdiction of a given government  

 
ð They are the sources of óInternally Generated Funds (IGFs)ô o Both central and local governments have 

internal sources  

 

What is the main difference between Internal and External Sources? 

 

Examples of Internal Sources of Funding for Central Government o Various forms of taxes;  
o  Investment revenue;  

o Loans:   
ð   Borrowing from banks, individuals, etcðbank loans, bonds/treasury bills, etc  

 

Examples of Internal Sources of Funding for Local Governments  
o Taxes and other Charges:  

 
ð Taxes, user charges & fees, licences, fines, levies, etc o Investment revenue   

o  Loans  

 

Taxation   
What is a óTaxô? 
 

o A compulsory contribution made by individuals and organizations to the public purse (revenue) without any 
direct, personal claims (on the part of the taxpayer) to a good or service  
 

o Imposed by government on personal incomes, business profits, assets, consumption of certain goods and 
services, imports and exports, etc  
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o Used by government to provide some public goods (e.g. security, roads, etc) and perform other state functions 
(e.g. aid, execution of international obligations/functions, etc)  

 

Functions of Taxes  
o Allocation (Allocative Function):   
ð   When taxes are used to provide goods and services  
 
ð Most taxes are meant for this purpose o Re-distribution (Redistributive Function):    

ð   When taxation is used as a tool to redistribute wealth   
ð   Benefits one receives from government is not proportional to oneôs tax burden  
 

ð Sometimes, tax regimes are designed to take disproportionately more taxes from the rich and give 

disproportionately more benefits to the poor  

 
Regulation:   
ð   When taxation is used as a tool to regulate peopleôs behaviour  
 

ð E.g. special taxes imposed on certain goods (cigarettes, alcohol, certain imported goods, etc) with the aim of 

discouraging their consumption   
ð   What is a óSin Taxô?   
 A tax intended to discourage certain activities  

 
Common Examples of Taxes  

o Income Tax   
ð   There are two main types of income tax, namely:  
 
1. Individual Income Tax: imposed (as a %) on wages and salaries, dividends, capital (equity) 

gains, interest on savings, gifts and other forms of personal incomes earned by individuals   
2. Corporate Income Tax (Company Tax): Imposed on profits earned by companies and   

other business entities  
Å Social Insurance Tax:  

 
ð Imposed on residents (often on their wages and salaries) to provide certain welfare benefits to the population  

 
ð E.g. payments made by workers and/or companies towards Social Security (in many countries), Medicare (in the 

US), National Health Insurance (Ghana), Unemployment Insurance (mainly in the West), etc   
o Sales (or Service) Tax  

 
ð Imposed (as a %) on consumption of goods and services o Value-Added Tax (VAT):    

ð   Similar to sales tax  
 

ð Imposed on the amount by which the value of a good or service has been increased at each stage of its production.  
 

 Note: óProductionô here includes distribution and all associated services before the product reaches the 
consumer. 

 
 

ð   The consumer pays the tax while the producer/seller collects it on behalf of government 
 

 

o Property Tax:   
ð   Tax imposed on land, buildings and other privately owned properties   

ii.  Import, Export and Excise Duties:   
ð   Import Duty   
ð   Export Duty   
ð   Excise Duty   

(a) Specific-Benefit Taxes (Service Charges/User Fees)***:   
ð   Taxes imposed on users of certain publicly-provided goods and services   
ð   E.g. road tolls, market tolls, bridge tolls,   
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ð   These are sometimes regarded as taxes   
\endash  Tax in lieu of charges   
ð   Tax imposed on a good in lieu of the use of another (publicly-provided) good/service   
ð   E.g. road tax imposed on consumption of petrol and diesel  
 

ð Itôs a strategy to minimize the cost of collecting taxes directly from the users of the target good/service  
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o Earmarked tax  

 
ð Special tax whose proceeds are specifically reserved or earmarked (usually by law) for a specific purpose  

 
ð E.g.: National Health Insurance Levy, GET Fund Levy, tolls and petroleum taxes collected for the Road Fund, etc  

 

Classification of Taxes: Direct and Indirect  
o Direct Tax:   
ð   A tax levied directly on the income, profit or property of the taxpayer   
ð   E.g. personal income tax  
 
o Indirect Tax: o 

 

Classification of Taxes: Based on Proportion of Income  
o Progressive Tax:  

 
ð A tax for which people with higher incomes pay a higher proportion (%) of their income in tax than do people 

with lower incomes   
ð   What are examples of progressive taxes?   

o Proportional Tax:  
 

ð A tax for which people with lower incomes pay the same proportion (%) of their income in tax as do people with 

higher incomes   
ð   What are examples of proportional taxes?   

o Regressive Tax:  
 

ð A tax for which people with lower incomes pay a higher proportion (%) of their income in tax than do people 

with higher incomes   
ð   What are examples of regressive taxes?  

 

Criteria for Evaluating Taxes  
o The Benefit-Received Principle   
o The Ability-To-Pay Principle   
 The Horizontal-Equity Principle   
o Effect on Economic Efficiency   
o Attainment of Social Goals   
 Incidence of Tax   
o Administrative Cost   
o Political Acceptability  

 

1. Benefit-Received Principle:  
 

o A personôs tax burden should be in accordance with the benefits he/she receives from government   
ð   From those who receive more, more should be collected; from those who receive less, less   
should be collected. 
 

o However, in practice, the enjoyment of most public goods and services (e.g. security) is not explicitly based on 
how much one pays in taxes  
o  Most applicable in the case of Specific-Benefit Taxes 
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2. Ability -to-Pay Principle: 
 

o A personôs tax burden (i.e. contribution to government revenue) should be in accordance with his/her ability to pay irrespective of the distribution 
of the benefits produced from it.  
 

ð From those who have more, more should be collected; from those who have less, less should be collected.   
o It is a measure of equal sacrifice rather than equal (quantum) contribution.   
o Also called Vertical Equity Principle  

 

3. The Horizontal-Equity Principle  
 

o People in the ósame economic situationô (not the same income) should be treated equally as far as taxation is concerned  
 

o Hard to apply because of difficulty in determining whether two people are in the ósame economic situationô  

 

4. Effect on Economic Efficiency  
 

o An efficient tax is one with a small Excess Burden on the economy relative to the tax revenue raised   
o What is Excess Burden?  

 
ð The efficiency loss to the economy that results from a tax causing a reduction in the quantity of a good produced (or consumed).  

 
ð That is, when an artificial increase in price (due to tax) causes consumers to cut down demand and producers to cut down supply; the effect is called 

Excess Burden   
ð   Excess Burden is also known as Deadweight Loss  
 

o The size of the Excess Burden depends on price elasticity of demand for the good or activity in question  

 

5. Attainment of Social Objectives  
 

o A tax should have the efficacy to lead to the achievement of the social objective(public purpose) for which it is imposed   
o E.g. a tax imposed to discourage smoking or alcohol consumption should be able to do that  

 

6. Tax Incidence   
o It gives an indication of who actually bears the burden of a tax   
o In the case of taxes on goods and services:   
ð   Tax incidence is the distribution of the tax burden between the seller and the buyer  
 

ð The % of a tax the seller can shift to the buyer is influenced by price-elasticity of both supply and demand  
 

ð When price-elasticity of demand is less than price-elasticity of supply, buyers bear most of the tax burden   
ð   When price-elasticity of demand is greater than price-elasticity of supply, sellers tend to   
bear most of the tax  

o Who bears the burden (incidence) of each of the following taxes?   
ð   VAT   
ð   Sales tax   
ð   Personal income tax   
ð   Corporate income tax   
ð   Property tax on owner-occupied housing   
ð   Property tax on rented properties   
ð   Petroleum tax  

 

 
7. Administrative Cost 
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o This refers to the cost of collecting a given tax relative to the proceeds (revenue) accruing from it   
ð   Proceeds ï Cost = Yield  
 

o Based on this principle, a tax is not worth collecting if the administrative cost exceeds the proceeds  

 

8. Political Acceptability  

 

o Taxes usually require approval by a political authority (e.g. parliament, local government, etc)  
 

o A politically unpopular tax may not be approved or, if approved at all, may not be difficult to collect  
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Å Commercial Bank Loans : in the form of term loans from banks outside India  

 
Å Buyer's Credit  

 
Å Supplier's Credit  

 
Å Securitised instruments such as Floating Rate Notes (FRNs), Fixed Rate Bonds (FRBs), Syndicated Loans etc. Syndicated Loan, CP  

Å Credit from official export credit agencies  
 

Å Commercial borrowings from the private sector window of multilateral financial institutions such as International Finance Corporation 

(Washington), ADB, AFIC, CDC,   
Å Loan from foreign collaborator/equity holder, etc and corporate/institutions with a good credit rating from internationally recognised credit 

rating agency   
Å Lines of Credit from foreign banks and financial institutions  

 
Å Financial Leases  

 
Å Import Loans  

 

Å Investment by Foreign Institutional Investors (FIIs) in dedicated debt funds  
 

Å External assistance, NRI deposits, short-term credit and Rupee debt  
 

Å Foreign Currency Convertible Bonds  
 

Å Non convertible or optionally convertible or partially convertible debentures  
 

Å Redeemable preference shares are considered as part of ECBs  
 

5. As per Indian corporate law, all preference shares are mandatorily redeemable unless they are convertible  

6. Hence, convertible preference shares will not be ECB (will be Foreign Direct Investment)  
 

7. Non convertible, partly convertible or optionally convertible preference shares are treated as ECBs   
 Bonds, Credit notes, Asset Backed Securities, Mortgage Backed securities  

 
 Not expressly covered but Guidelines refer to securitised notes  
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z The current all-in-cost ceilings are as under:  
 

 All -in-cost ceilings over 6 months 

Maturity period  LIBOR*  

  

Up to 1 year 75 bps 

More than 1 year but less than 3 years 125 bps 

  

 

* for the respective currency of credit or applicable benchmark. 
 
AD banks are permitted to issue Letters of Credit/guarantees/Letter of Undertaking (LoU) /Letter of Comfort (LoC) in favour of overseas 

supplier, bank and financial institution, up to MUSD 20 per transaction for a period up to 1 year for import of all non-capital goods and up to 3 

years for import of capital goods.   
The period of such Letters of credit / guarantees / LoU / LoC has to be co-terminus with the period of credit, reckoned from the date of shipment.  

 

 Policy for ECB also applicable to Foreign Currency Convertible Bonds (FCCBs) in all respects read with Notification FEMA No. 120/RB-2004 

dated July 7, 2004, except in the case of housing finance companies for which criteria will be notified by RBI.  

 Preference shares only fully and mandatorily convertible instruments are now considered to be FDI.  

 Foreign investment in preference shares of any nature other than fully and mandatorily convertible, including non-convertible (that is, purely 

redeemable), optionally convertible or partially convertible preference shares and preference shares or any instrument with no definite period for 

conversion in equity would be considered as debt and shall require confirming to ECB guidelines.   
 Proceeds cannot be used for acquisition of existing shares (FEMA)  

 
 Issue of preference shares of any type would continue to conform to the guidelines of RBI/SEBI and other statutory bodies and would be subject 

to all statutory requirements.  
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ƴ Addition , the ECB proceeds can also be utilised for the following purposes with the prior approval of RBI ï   
ƴ Implementation of new projects and modernisation / expansion of existing production units by the companies engaged in the industrial sector 

including SME.   
ƴ Import of capital goods by service sector companies  
ƴ First stage acquisition of shares of PSUs in the disinvestment process by Government and also in the mandatory second stage offer to the public.   
ƴ Refinancing of an existing ECB  

 

Introduction - the Meaning of Profit 
 

The starting point in understanding the profit and loss account is to be clear about the meaning of "profit". 

Profit is the incentive for business; without profit people wouldn'tót bother. Profit is the reward for taking risk; generally speaking high risk = high 

reward (or loss if it goes wrong) and low risk = low reward. 

People wonót take risks without reward. All business is risky (some more than others) so no reward means no business. No business means no jobs, 

no salaries and no goods and services. 

 

This is an important but simple point. It is often forgotten when people complain about excessive profits and rewards, or when there are appeals for 

more taxes to pay for eg more policemen on the streets. 

Profit also has an important role in allocating resources (land, labour, capital and enterprise). Put simply, falling profits (as in a business coming to 

an end eg black-and-white TVs) signal that resources should be taken out of that business and put into another one; rising profits signal that 

resources should be moved into this business. Without these signals we are left to guess as to what is the best use of societyós scarce resources. 

People sometimes say that government should decide (or at least decide more often) how much of this or that to make, but the evidence is that 

governments usually do a bad job of this e.g. the Dome. 

 

The Task of Accounting - Measuring Profit 

 

The main task of accounts, therefore, is to monitor and measure profits. 

 

Profit = Revenue less Costs 

 

So monitoring profit also means monitoring and measuring revenue and costs. There are two parts to this:- 

 

1) Recording financial data. This is the Ųbook-keepingó part of accounting.  

2) Measuring the result. This is the Ųfinancialó part of accounting. If we say Ųprofits are highó this begs the question Ųhigh compared to what?ó 

(You can look at this idea in more detail when covering Ratio Analysis)  

 

Profits are Ųspentó in three ways. 

 

1) Retained for future investment and growth.  

 

2) Returned to owners eg a Ųdividendó.  

 

3) Paid as tax.  

 

Parts of the Profit and Loss Account 
 

The Profit & Loss Account aims to monitor profit. It has three parts. 

 

1) The Trading Account. 
This records the money in (revenue) and out (costs) of the business as a result of the businessó Ųtradingó ie buying and selling. This might be buying 

raw materials and selling finished goods; it might be buying goods wholesale and selling them retail. The figure at the end of this section is the 

Gross Profit. 
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2) The Profit and Loss Account proper 
This starts with the Gross Profit and adds to it any further costs and revenues, including overheads. These further costs and revenues are from any 

other activities not directly related to trading. An example is income received from investments. 

 

3) The Appropriation Account. This shows how the profit is Ųappropriatedó or divided between the three 

uses mentioned above. 

 

Uses of the Profit and Loss Account. 
 

1) The main use is to monitor and measure profit, as discussed above. This assumes that the information recording is accurate. Significant 

problems can arise if the information is inaccurate, either through incompetence or deliberate fraud.  

 

2) Once the profit(loss) has been accurately calculated, this can then be used for comparison ie judging how well the business is doing compared to 

itself in the past, compared to the managersó plans and compared to other businesses.  

 

3) There are ways to Ųfixó accounts. Internal accounts are rarely Ųfixedó, because there is little point in the managers fooling themselves (unless 

fraud is going on) but public accounts are routinely Ųfixedó to create a good impression out to the outside world. If you understand accounts, you 

can usually (not always) spot these Ųfixesó and take them out to get a true picture.  

 

Example Profit and Loss Account:   

An example profit and loss account is provided below:   

 £'000 £'000 

   

Revenue 12,500 10,000 

   

Cost of Sales 7,500 6,000 

   

Gross Profit 5,000 4,000 

   

Gross profit margin (gross profit / revenue) 40% 40% 

Operating Costs   

Sales and distribution 1,260 1,010 

Finance and administration 570 555 

Other overheads 970 895 

Depreciation 235 210 

Total Operating Costs 3,035 2,670 




