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ECONOMICS

Topics Included

Introduction, Ways to classify the study of Economics, Why study Economics, Economic Problem- (Scarcity), Types of Economic System- (Socialist, Capitalist, Communist), Market Structure, Market Supply & Demand, Market Shocks & equilibrium, Economic Targets- (Economic Growth, Unemployment, Inflation, External Balances), Policy Tools- (Taxes, VAT, Government Expenditure, Interest Rates), Economic Theories and Time Line- (Neo-Classical, Keynesians, Monetarists) 

Introduction

Gone are days when one could understand a subject like Management, Economics or Finance without knowing much about subjects like Mathematics

It is no longer possible to become familiar with a subject without an inter disciplinary approach. A good manager is expected to know the different streams of knowledge. If you want to understand finance and appreciate its nuances you have to develop an understanding of certain interrelated disciplines

Five of them are chosen-Macro Economics, Micro Economics, Economic Legislation, Management and Accounting

Global Economic System

The global economic system comprises the central banks, banks, stock exchanges, companies and individuals

We expect of our economic system to have 

1. An opportunity for all people to develop to their full potential 

2. A means of conserving global resources 

3. A means of helping all countries to develop

The word Economics is derived from the ancient Greek words for "house" and "to manage." In the time of ancient Greece, as today, household management involved quite a range of activities. Food must be purchased (or grown) and prepared, the house must be cleaned and repaired, clothes must be washed, children must be cared for, any outside workers (cooks, gardeners, baby-sitters) must be hired and managed, any savings must be wisely invested, etc. As is the case today, heads of ancient Greek households had to complete these activities to the best of their ability given limited household income?

Economics is the study of the rational allocation of resources under constraints to meet objectives.
· Objectives can be financially- related, such as maximize profit, save enough money for retirement but objectives are not necessarily financial- the concept of economic objective is much broader. Objectives can be 

1. Physical

2. Ethical

3. Religious etc.


The various combinations of objectives that may be pursued are called alternatives. There are "pros" and "cons" associated with choosing each of the alternatives; economists call these pros and cons "benefits" and "costs, respectively.

· Resources refers to the 

1. Materials

2. Energy

3. Labor

4. Technology and

5. Human capital 

Available to decision makers for use in pursuing objectives. Resources can be advanced through research, but like exploration. Research is costly, so allocating resources to research means that we give up using those resources to pursue some other objective.

· Constraints refer to limits on decision makers' abilities to attain objectives. Constraints can be

1. Scarcity 

2. Technological 

3. Self-imposed ethical constraints. 

Hence, constraints lead to decisions involving tradeoffs among alternatives, where each alternative has associated benefits and costs.

· Allocation refers to how decision makers use resources to attain objectives; decision makers must determine the best way to use, or allocate, their resources to best attain their objectives.

· Rational in economics, describes how decision makers are assumed to make allocation decisions; rational means 

1. Being able to form objectives

2. Being able to rank objectives in terms of relative importance and 

3. Making decisions in ways that move you closer to your objectives, so that you attain more of what you subjectively consider desirable or "good," and you avoid what you subjectively consider undesirable or "bad." 
A fundamental assumption of economics is that individual decision makers behave rationally.
Ways to Classify the Study of Economics

1. Positive vs. Normative Economics

Positive Economics 

Considers questions like "What is going on in the economy," "How does the economy work," "What would happen in the economy if we changed what we are doing," "What would happen if we reduced taxes?" Positive economics uses the scientific method (gather data, form hypotheses, test hypotheses, draw conclusions) in an attempt to understand the economy and economic decision-making. Positive economics measures, describes and explains what is going on, but it does not make value judgments concerning what should be going on. Most of this class will be about positive economics.

Normative Economics 

Considers questions like "Is the current economic situation good or bad," " Should taxes be reduced," "Is the way in which the economy works good or bad," "Who should get more money and who should get less money." Normative economics concerns value judgments; it concerns evaluating whether what is going on in the economy is desirable or undesirable. To make a value judgment, one needs criteria, or standards, on which to base the judgment. Four criteria that are often used to judge economic outcomes are:

a) Efficiency--Efficiency means achieving objectives using as few resources as possible. Equivalently, efficiency means achieving objectives in ways that minimize waste. 

b) Equity--Equity means "fairness." An economic outcome may be efficient, but it may be unfair. If society has a concern about fairness, then it uses equity, as well as efficiency, to judge economic outcomes. 

c) Growth--Growth fundamentally means "progress over time." Is the economy making progress over time in terms of achieving our objectives? For example, is the economy becoming more efficient and more equitable over time? 

d) Stability--Stability means, "lack of extreme fluctuation." Is the economy growing over time in an orderly, stable way, or is it swinging wildly from periods of rapid growth to periods of no growth, or even negative growth! Most people prefer the peace of mind that comes with predictable, stable growth to the wild and risky experience of extreme economic fluctuations. 

Efficiency and equity of various economic outcomes are studied when we are engaging in normative economics. 

2. Microeconomics vs. Macroeconomics

Microeconomics

The economy is a very large and complex thing. The two main branches of economics, microeconomics and macroeconomics, correspond to two "points of departure" from which we can begin to analyze the economy:

Microeconomics is the branch of economics that examines the choices of individual decision-making units, i.e., individual households and businesses, and the functioning of individual industries. Microeconomics examines specifics; it takes a "start from the bottom and work up" approach to economics.

Macroeconomics

Macroeconomics is the branch of economics that examines the economic behavior of large collections, or aggregates, of decision-making units and the large-scale economic implications of aggregate behavior. Macroeconomics examines the "big picture;" it takes a "start from the top and work down" approach to economics.

Macro Economics is the big picture with aspects like Economic System, National Income, Business Cycle, Monetary Policy, and Fiscal Policy etc.

	Policy 
	Description 

	Fiscal 
	Changes in government expenditure and taxation 

	Monetary 
	Changes in the money supply and interest rates 

	Prices and incomes 
	Legal or voluntary limits on price and wage increases 

	Regional 
	Measures to help depressed areas 

	Industrial 
	Government planning of industry 

	Commercial 
	Quotas, tariffs, exchange controls or free trade 

	Exchange rate 
	Encouraging a depreciation or appreciation of sterling 


Objectives:

1. Low unemployment 

2. Low inflation 

3. A balance of payments surplus 

4. Economic growth 

Why study economics?

Investment opportunities, no matter how promising or strong, are not immune to the forces of the economy. Financial markets and the economy are like the ecosystem - all elements are interdependent, and changes that occur in one area can affect other areas, either directly or indirectly. Inflation, recession, the rate of unemployment, consumer spending, industrial progress and political power shifts are just some of the forces that influence investments. Thus the movement of the economy through various business cycles sometimes creates hardships for both businesses and consumers. Among these hardships are unemployment and rapid changes in the price of goods and services. The Central Bank of the country intervenes when the prices increase through its monetary policy. The Central Bank of the country often uses a monetary tool called the discount rate to affect the money supply and influence economic expansion or contraction. The discount rate is the interest rate the Central Bank of the country charges its member banks for certain very short-term loans. Raising the discount rate tends to counteract inflation by making it more difficult for member banks to increase their reserves - a negative influence on financial markets. Financial analysts, investors and the general public watch the Central Bank closely because the power the Central Bank of the country has over the money supply has considerable influence on the stock market, interest rates and the business cycle. What history has to teach is surprisingly simple: 

The financial markets are most likely to reward you if you stay with them for the long-term. However, past performance is never a guarantee of future results.

Economics is then the study of how the goods and services we want get produced, and how they are distributed among us. This part we call economic analysis. Economics is also the study of how we can make the system of production and distribution work better. This part we call economic policy. Economic analysis is the necessary foundation for sound economic policy.

Economic Problem

Scarcity

Wants are unlimited and resources are limited. Humans have many different types of wants and needs. These are satisfied by consuming (using) either goods (physical items such as food) or services (non-physical items such as heating). 

There are three reasons why wants and needs are virtually unlimited: 

1. Goods eventually wear out and need to be replaced. 

2. New or improved products become available. 

3. People get fed up with what they already own. 

Commodities (goods and services) are produced by using resources or sometimes called factors of production.

	Different types of resource

	Type 
	Description
	Reward 

	Land 
	All natural resources 
	Rent 

	Labour 
	The physical and mental work of people 
	Wages 

	Capital 
	All man-made tools and machines 
	Interest 

	Enterprise 
	All managers and organisers 
	Profit 


Types of commodities

1. A free good is available without the use of resources. There is zero opportunity cost, for example air. An economic good is a commodity in limited supply. 

2. Expenditure on producer or capital goods is called investment. 

The economic problem refers to the scarcity of commodities. There is only a limited amount of resources available to produce the unlimited amount of goods and services we desire. For example, do we make missiles or hospitals? Society has to decide how to make those commodities and who is going to use the goods that are eventually made?

Three Basic Economic Questions

Three basic economic questions about "allocating resources under constraints to meet objectives: 

1. Which goods and services members of society should produce? 

2. How will the goods and services be produced? 

3. Who will benefit from the goods and services that are produced? 

In trying to answer these questions, different societies have structured their economies in different ways. The three basic ways in which economies are structured, known as "economic systems," are outlined and compared below. 

Types of Economic Systems

An economic system is the way a society sets about allocating (deciding) which goods to produce and in which quantities. Different countries have different methods of tackling the economic problem. There are three main types of economy.
1. Socialist/Planned Market
: The government owns most capital. In this system the government owns and controls most of the natural and manufactured resources. The state decides what is made, when it is made, how many are made and where it is made. Planned economies are more self-sufficient and do not participate in international trade on a large scale. The USSR and North Korea are examples of command economies.
Economic system based on abolishing private ownership. Government owns most resources and decides on the type and quantity of a good to be made. Incomes are often more evenly spread out than in other types of economy. E.g.: USSR, North Korea, China, Albania, Cuba, Vietnam etc

2. Capitalist/Free Market/Market Economy
: Most capital is privately owned; Supply and demand determines the price of the product. Buyers and sellers make the decisions. Buyers will only buy if they think they get good value for money. USA and Hong Kong are new examples of market economies.Economic system based on private ownership of capital. Resources are allocated by prices without government intervention People on high incomes are able to buy more goods and services than are the less well off. E.g.: USA, UK, Germany, Japan, France, Australia, Canada, South Korea, Hong Kong, Taiwan, Singapore etc

3. Communist/Mixed Market
: (Hybrid of both the systems)Citizens control the means of production directly, in this system both planned and market conditions exist. Most countries have this system. However, there are countries whose economic policies fall largely in either a planned or market economy. However there are areas of their economy, which are government controlled such as defence and basic medical care. The UK has become increasingly market-based in recent years. Former state monopolies have been privatised such as British Gas. The former Soviet Union and Communist China are good examples of countries where the state has a great control and influence on the economyIn a mixed economy privately owned firms generally produce goods while the government organizes the manufacture of essential goods and services such as education and health care. The United Kingdom is an example of a mixed economy. 

Since the State Enterprise System have failed to deliver the goods all the East European countries have thrown the system and opted for the Free Enterprise System.

Market Structure
Market structure refers to the number of firms in an industry. Classifying markets

1. Number of firms

2. Freedom of entry to industry
3. Nature of product

4. Nature of demand curve
The four market structures

	Competition
	Players
	Prices

	1. Perfect
	Large number of firms in the industry
	Prices determined by market forces. No shortages. No surpluses.

	E.g.: Textile & Cement Industries. No one can manipulate prices.

	2. Monopoly
	1 or 2 suppliers. One firm supplies 25 per cent or more of a market
	High prices. Frequent and many buyers ‘shortages. Inefficient production and distribution.

	E.g.: Certain Airline services

	3. Imperfect
	Significant number of suppliers. No adequate competition. Presence of cartels. Large number of buyers
	Price agreements. Occasional shortages. Unfair trade practices

	E.g.: Automotive Tyre Industry, OPEC-Cartels are formed to control prices.


1. Perfect competition. In perfect competition there are a large number of small firms in the industry, each producing identical products? Very few markets are perfectly competitive but one example is wheat. 
2. Monopoly. Market in which there are many buyers but only one seller In a monopoly one firm supplies 25 per cent or more of a market. The Ford Motor Company is an example of a monopoly firm. A pure monopoly is a special type of monopoly where one firm supplies the entire market. British Rail is an example of a UK pure monopolist. 

3. Monopolistic competition. Competition because of having exclusive control over a commercial activity by possession or legal grant
4. Oligopoly. Market where there are so few suppliers that each supplier is able to influence pricing
Market Supply & Demand

Short Run Demand & Supply Curve
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	SRMC1
	SRMC2
	Short- Run Market Supply Curve

	PQ = 10 + 3Q1
	PQ = 10 + 2Q2
	Qmarket = Q1 + Q2

	PQ - 10 = 3Q1
	PQ - 10 = 2Q2
	Qmarket = (PQ - 10)/3 + (PQ - 10)/2

	Q1 = (PQ - 10)/3
	Q2 = (PQ - 10)/2
	To graph, rearrange for PQ

	 
	 
	6Qmarket = 2PQ - 20 + 3PQ - 30

	 
	 
	6Qmarket = 5PQ - 50 

	 
	 
	PQ = (50 + 6Qmarket)/5

	Demand1
	Demand2
	Market Demand Curve

	PQ = 10 - 3Q1
	PQ = 10 - 2Q2
	Qmarket = Q1 + Q2

	3Q1 = 10 - PQ  
	2Q2 = 10 - PQ 
	Qmarket = (10 - PQ)/3 + (10 - PQ)/2

	Q1 = (10 - PQ)/3
	Q2 = (10 - PQ)/2
	To graph, rearrange for PQ

	 
	 
	6Qmarket = 20 - 2PQ + 30 - 3PQ 

	 
	 
	6Qmarket = 50 - 5PQ  

	 
	 
	PQ = (50 - 6Qmarket)/5


Market Equilibrium

Short Run

In a perfectly competitive market, producers and consumers negotiate over prices until agreements are reached and contracts are signed regarding the quantity of the product traded, Q, and the price per unit of the product, PQ. When every producer and consumer has finished negotiating and has signed all the contracts each wishes to sign regarding how much Q will be exchanged and at what price PQ, then the market is said to be in Equilibrium. In equilibrium, there is neither "overproduction" nor "underproduction."  
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Long Run

In the long-run, firms may change the amounts of fixed inputs used in production, and firms may enter or exit the market.  A firm alters the amounts of fixed inputs used in production in order to select the lowest set of short-run cost curves.

Consider a perfectly competitive market for a newly introduced product Q.  Because Q is a relatively new product, firms may be unsure about the costs of producing Q or the price they will receive for Q when it is sold in the market.  Due to this uncertainty, let's suppose that each firm decides initially to produce a relatively small amount of Q in order to "test the waters" in this market.  Because each firm desires at first to produce only a small amount of Q, each firm  purchases relatively small amounts of any required fixed inputs. 
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In the long-run, each firm may choose to alter the amounts of fixed inputs used in production. 
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The total quantity produced by all firms together in long-run market equilibrium is Qmarket3.  Because each firm is producing  Q13 units, and the total number of units produced by all the firms together is Qmarket3, a rough estimate of the number of firms in the market is given by

Number of Firms in Long-Run Equilibrium =  Qmarket3 / Q13.

Market Shocks

The number of consumers in the market is an additional parameter of the Market Demand/ Supply Curve.  A change in a parameter of Market Demand/ Supply that causes the Market Demand/Supply Curve to shift is called a Shock to Market Demand/Supply.
If any one of the parameters in the Market Demand Curve changes value, the Market Demand Curve will shift.
Economic Targets

The four main macro economic targets are: 

A. A high level of Economic Growth (Growth in GDP) - improving living standards

B. A low level of Unemployment - keeping the dole queues down

C. A low level of Inflation - maintaining price stability

D. External balance (Balance between Exports and Imports) - competing against the rest of the world

Achieving one of these targets often means missing one of the others, as they often move in opposite directions. For example, a high level of economic growth will help improve living standards and create lots of jobs, but it may also cause inflation and attract a much higher level of imports. So there need to a balance among all these factors. This means that, in running the economy, the FM faces 'trade-offs' between the different economic targets.

A.
Economic Growth
Economic growth means higher incomes, and generally speaking higher incomes mean higher living standards. Economic growth is growth in the level of national income. There are various measures of national income; one is Gross Domestic Product (GDP)- See Index 1 for comparison between selected countries. 

GDP is a measure of the total value of goods and services produced by a domestic national economy during a given period, usually one year. Obtained by adding the value contributed by each sector of the economy in the form of profits, compensation to employees, and depreciation (consumption of capital). Only domestic production is included, not income arising from investments and possessions owned abroad, hence the use of the word "domestic" to distinguish GDP from gross national product. Real GDP is the value of GDP when inflation has been taken into account. In this book, subsistence production is included and consists of the imputed value of production by the farm family for its own use and the imputed rental value of owner-occupied dwellings. In countries lacking sophisticated data-gathering techniques, such as Uganda, the total value of GDP is often estimated. 
Gross Domestic Product (GDP) is the total value of all goods and services produced over a given time period (usually a year) excluding net property income from abroad. It can be measured either as the total of income, expenditure or output. 

We measure growth as the percentage change in GDP. However, it is very important that we only take the percentage change in real GDP. This means the change in GDP after inflation has been taken into account.

GNP is the total market value of goods and services produced by all citizens and capital during a given period (usually 1 yr). 

It is obtained by adding the gross domestic product and the income received from abroad by residents and then subtracting payments remitted abroad to nonresidents. Real GNP is the value of GNP when inflation has been taken into account. The objective of economic development is to improve the GNP, improving the people’s quality of life and narrowing the disparities of income and wealth.

Why Gross Domestic Product Instead of Gross National Product?
The switch in emphasis to Gross Domestic Product from Gross National Product as the key measure of aggregate economic activity in the national income and product account(s) was made for several reasons. GDP is more of a measure of domestic production than is GNP. Therefore, it more closely tracks other measures of domestic economic activity such as industrial production or employment. Gross national product is more of a measure of income since it reflects income from domestic production (GDP) plus net income from abroad.

Domestic measures relate to the physical location of the factors of production; they refer to production attributable to all labor and property located in a country. The national measures differ from the domestic measures by the net inflow -- that is, inflow less outflow -- of labor and property incomes from abroad.

Essentially, Gross Domestic Product includes production within national borders regardless of whether the labor and property inputs are domestically or foreign owned. In contrast, gross national product is the output of labor and property of US nationals regardless of the location of the labor and property. Gross National Product includes income earned by the factors of production (assets and labor) owned by a country's residents but excludes income produced within the country's borders by factors of production owned by nonresidents.

The estimates for GDP and GNP are derived from the same expenditure measures with the difference being income (net) from foreign sources. Gross National Product is equal to gross domestic product plus receipts of factor income from the rest of the world less payments of factor income to the rest of the world. As is the case for the United States, GNP exceeds GDP when a nation is earning more from its businesses, financial investments, and labor that are overseas than US nonresidents are earning on businesses in the United States that they own, plus returns on US financial investments, plus labor income for nonresidents in the United States. Receipts of this factor income consist largely of receipts by US residents of interest and dividends and reinvested earnings of foreign affiliates of US corporations. The payments are largely those to foreign residents of interest and dividends and reinvested earnings of US affiliates of foreign corporations.

For the United States, the dollar difference between GDP and GNP is very small-about one-half of 0.1 percent of real GDP in 1993. The difference between the nominal data was negligible. Hence, growth rates for these aggregates in the United States typically are very similar.

GDP By Product or Expenditure Categories
Gross domestic product is a measure of production within the national income and product accounts. There are three alternative ways of deriving GDP: sum of expenditures, sum of incomes, and sum of value added (either by industry, by firm or by establishment, depending on what data are available). In theory, GDP as measured by all three methods should be the same. This would be the case if perfect data were available. In actual practice, of the two methods primarily followed by the financial markets, it is easier to obtain reliable estimates for expenditures than for income components. Basically, expenditures are measured more directly than income. The expenditure components for GDP is also most closely followed by markets. This is partly due to most expenditure data being more readily available than some of the income data. While quarterly personal income data are released with the advance GDP release, corporate profits are not available until the following month. As stated previously, the expenditure approach to estimating GDP clearly is the method most closely followed by the financial markets. The major expenditure components are personal consumption (C), gross private domestic investment (I), government purchases (G), and net exports (X-M); they form the familiar identity of:

GDP = C + I + G + X - M.

As already mentioned, the export and import components no longer include income from abroad (in the old identity for GNP, X and M included factor income from abroad).

Personal Consumption Expenditures

The monthly personal income data and personal consumption figures are part of the NIPA framework, and the quarterly personal consumption numbers in GDP are merely quarterly averages of the monthly data. Monthly personal consumption levels are already seasonally adjusted and are on an annualized basis. The sources for personal consumption estimates are also discussed in the chapter on personal income.

Durables are the most volatile and services are the most stable. Durables are dependent on interest rates, which are cyclical, while both nondurables and services are more dependent on population trends. Overall personal consumption expenditures (PCEs) make up about two-thirds of GDP. However, this is somewhat of an awkward comparison, since some GDP components such as net exports and inventory investment are negative on an occasional basis.

National Income

NI is the barometer of the nation’s economic well being and is measured in terms of GNP (Gross National Product).The aim of national income accounting is to place a money value on this year's output. There are three methods of calculation.

1. Income Method

The income method adds together the total value of all incomes that have been earned in the relevant time period. These may include income from employment, income from self-employment, profits, surpluses of public (government) corporations and rent. Note that only incomes earned from supplying a factor service are counted. Transfer payments are ignored. 

2. Expenditure Method

The government adds up all the money spent in buying this year's output. This will be the total of Consumption, 
investment, government expenditure and net exports (exports - imports). This ignores: 

a) Indirect taxes and subsidies included in the selling price. 

b) Spending on second-hand goods. 

3. Output Method

The economy is broken up into twelve different sectors (e.g. manufacturing). The money spent on making the goods (inputs) is taken away from the money received from the sale of the goods (outputs) to give each sector's value added. Taking final output or adding up each sector's value added gives national income. Unpaid output such as the work of housewives is not recorded. 

National Income indicates :

1. Barometer of the nation’s economic well being 

2. Measured in terms of GNP (Gross National Product). 

GNP is the total market value of goods and services produced by all citizens and capital during a given period (usually 1 yr). The objective of economic development is to improve the GNP, improving the people’s quality of life and narrowing the disparities of income and wealth.

It is obtained by adding the gross domestic product and the income received from abroad by residents and then subtracting payments remitted abroad to nonresidents. Real GNP is the value of GNP when inflation has been taken into account. 

1. Gross Domestic Product (GDP) 

A measure of the total value of goods and services produced by a domestic national economy during a given period, usually one year. 

Obtained by adding the value contributed by each sector of the economy in the form of profits, compensation to employees, and depreciation (consumption of capital). Only domestic production is included, not income arising from investments and possessions owned abroad, hence the use of the word "domestic" to distinguish GDP from gross national product. Real GDP is the value of GDP when inflation has been taken into account

Why Gross Domestic Product Instead of Gross National Product ?

1. GDP is more of a measure of domestic production than is GNP. 

2. GDP tracks domestic economic activity such as industrial production or employment. 

3. GNP is a measure of income from domestic production (GDP) plus net income from abroad.

4. GDP includes production within national borders regardless of whether the labor and property inputs are domestically or foreign owned.

5. GNP is the output of labor and property of nationals regardless of the location of the labor and property. 

6. GNP includes income earned by the factors of production (assets and labor) owned by a country's residents but excludes income produced within the country's borders by factors of production owned by nonresidents.

GNP is equal to GDP plus receipts of factor income from the rest of the world less payments of factor income to the rest of the world

Standard of Living

Inflation increases the money value of national income but does not provide us with any more goods to consume. Real national income is found by applying the equation: 

Real national income = Money national income/Retail price index x 100.

The standard of living refers to the amount of goods and services consumed by households in one year and are found by applying the equation: 

Standard of living = Real national income/Population

A high standard of living means households consume a large number of goods and services. 

A second method of calculating living standards is to count the percentage of people owning consumer durables such as cars, televisions, etc. An increase in ownership indicates an improved standard of living. 

A third method of calculating living standards is by noting how long an average person has to work to earn enough money to buy certain goods. If people have to work less time to buy goods, then there has been an increase in the standard of living. 

India’s problem of low GNP is compounded due to the growing population for whatever economic progress is made is achieved is neutralized by the increasing millions.

When the per capita income starts to rise, there will be great demand in all consumer goods and services leading the domestic market to grow at exponential rate.

The sources of growth therefore include: 

1. Natural Resources 

If an economy has a plentiful supply of natural resources it may help it to expand. However, natural resources on their own are not enough. There also have to be the skilled people to exploit the opportunities. 

2. Capital 

More capital generally means more production, and more production means more growth. The quality of the capital is important as well. 

3. Rate of Savings 

To have more tomorrow you often have to have less today. This is true with savings as well. 

4. Technological Progress 

This is because technology makes it possible to produce more from the same quantity of resources (or factors of production. The pace of technological change will depend on: 

a. The scientific skills of the country 

b. The quality of education 

c. The amount of GDP devoted to research and development 

Economic growth tends to be cyclical (goes up and down in cycles over a period of time). To help the economy grow the FM needs to: 



Maintain the level of Demand in the economy.

Aggregate demand is the total level of demand in the economy. It is the total of all desired expenditure at any time by all groups in the economy. The main groups who spend are consumers (consumption), firms (who spend on investment), government (government expenditure) and overseas (exports). Total aggregate demand is therefore: 

AD = C + I + G + (X-M)
Where
    
C = consumption expenditure

I = investment expenditure

G = government expenditure

(X - M) = net exports (exports - imports) 

Demand Curve
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Trade Cycle

The trade cycle is the fluctuations in the rate of economic growth that take place in the economy. These fluctuations appear to occur around every five years and have probably occurred ever since economies have occurred! It is the aim of all governments to try to dampen the effects of the trade cycle and get more balanced long-term growth, but so far they have had limited success. The peak of the trade cycle is usually referred to as a boom, and the trough as a recession or depression.
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There are various theories as to the causes of the cyclical nature of economic growth. They are: 

1. Random shocks 

Events often occur that are relatively unpredictable, but have a significant effect on the economy. Examples are failure of banks. 

2. Policy-induced 

Politicians place policies to boost the economy and can lead to booms which lead to the incoming government having to deflate to slow the economy down again. 

3. Imported cycles 

If the rest of the world is growing in cycles, then this will affect on us. Our exports may fluctuate, which means that aggregate demand will change and therefore growth changes. 

4. Expectations 

Expectations can have a powerful effect on growth. For example if firms expect there to be a slowdown, they may delay investment plans.

5. Sunspot activity 

There have also been suggestions that growth cycles are linked to cyclical sunspot activity, but it's quite possible that people suggesting this have been themselves affected by sunspot activity. 

Not all growth in economy is good, excessive growth in economy can lead to:

1. Inequality of income 

Growth rarely delivers its benefits evenly. This may widen the income distribution in the economy. 

2. Pollution (and other negative externalities) 

The drive for increased output tends to put more and more pressure on the environment and the result will often be increased pollution. This may be water or air pollution, but growth also creates significantly increased noise pollution. Traffic growth and increased congestion are prime examples of this. 

3. Loss of non-renewable resources 

The more we want to produce, the more resources we need to do that. The faster we use these resources, the less time they will last. 

4. Loss of land 

Increased output puts further pressure on the available land. This may gradually erode the available countryside. 

5. Lifestyle changes 

The push for growth has in many areas put a great deal of pressure on individuals. This may have costs in terms of family and community life. 

Influencing the level of demand can be done by using the Macroeconomic policies which includes:

	Policy 
	Description 

	Fiscal 
	Changes in government expenditure and taxation 

	Monetary 
	Changes in the money supply and interest rates 

	Prices and incomes 
	Legal or voluntary limits on price and wage increases 

	Regional 
	Measures to help depressed areas 

	Industrial 
	Government planning of industry 

	Commercial 
	Quotas, tariffs, exchange controls or free trade 

	Exchange rate 
	Encouraging a depreciation or appreciation of sterling 


Fiscal Policy 

It refers to the Government Expenditure and Taxation to manage the economy. The main changes in fiscal policy happen once a year in the Budget.

Types of Fiscal Policies / Budgets

1. Reflationary fiscal policy 

A reflationary or deficit budget where government spending is greater than government income. Reflationary budgets increase total demand within the economy. It includes: 

a) Cutting the lower, basic or higher rates of tax 

Lowering indirect taxes (Indirect taxes are taxes on expenditure like VAT and taxes on alcohol, tobacco and petrol) lowers the prices of the taxed goods and encourage more demand. Alternatively they could lower direct taxes. (Direct taxes are taxes on incomes). This will raise people's disposable income and therefore encourage them to spend more. Either way the level of demand in the economy should rise and help encourage economic growth.
b) Increasing the level of personal allowances 

c) Increasing the level of government expenditure 

2. Deflationary fiscal policy 

It is most appropriate in times of economic boom. If the economy is growing at above its capacity this is likely to cause inflation and balance of payments problems. A deflationary or surplus budget where government income exceeds expenditure and total demand is falling within the economy.  It includes the reverse of Reflationary policies.
3. Fiscal policy as a Supply-Side tool

Fiscal policy usually acts on the level of demand in the economy through deflationary and reflationary policies often known as demand-side policies. However, it is also possible for fiscal policy to act on the level of supply as well.
Supply-side policies are policies that aim to increase the capacity of the economy to produce

Monetary Policy

Monetary policy is the use of interest rates and the level of the money supply to manage the economy. Interest rates always used to be set by the government. Monetary policy may be used either to

1. Reflate the economy 

It includes: 

a) Cutting interest rates 

Cutting interest rates will encourage people (and firms) to borrow more money. It will also give people who have mortgages more money to spend each month as their mortgage payments fall. The combination of these effects will increase the levels of consumption and investment. Since consumption and investment are two of the key components of aggregate demand, cutting interest rates should result in increased economic growth and reduced unemployment.
b) Allowing money supply to increase 

The government could also allow the money supply to increase to encourage spending, but monetarists argue that if this is allowed to happen too much inflation will result. This is predicted by the Quantity Theory of Money, which is derived from the Fisher Equation of Exchange. This equation says that: 

MV = PT
Where:
M is the amount of money in circulation, V is the velocity of circulation of that money, P is the average price level and T is the number of transactions taking place 

Classical economists suggested that V would be relatively stable and T would (as we have seen above) would always tend to full employment. Friedman developed this and tested it further, coming to the conclusion that V and T were both independently determined in the long run. Therefore they came to the conclusion that:
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In other words increases in the money supply would lead to inflation. The message was simple; control the money supply to control inflation.

2. Deflate the economy

Opposite of Reflation

3. Affect the rest of the economy 
If interest rates are cut then this should increase the level of investment. The amount by which investment increases depends on the interest elasticity of demand for investment. If investment is interest elastic then there will be a large increase in investment following an interest rate cut. 

Circular flow of Income
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When there is an increase in the level of injections a part of it will be received by a household as extra income. The households will probably act so that part of this extra income is then spent and part is saved. 

This extra consumer spending then gives rise to a series of further incomes and expenditures. The overall increase in spending is much higher than the initial injection. This effect is known as the multiplier effect. The greater the proportion of the extra income that is spent (the Marginal Propensity to Consume), the bigger the multiplier effect will be. 

Lorenz curve

The Lorenz curve is a way of illustrating the income distribution of a country. The horizontal axis measures the percentages of the population while the vertical axis shows the percentage of the national income that they receive. The Lorenz Curve will look like this: 
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The further the Lorenz Curve is from the line of perfect equality, the more unequal the distribution of income in that country.
Gini coefficient

The Gini coefficient is a precise way of measuring the position of the Lorenz Curve. To work out the Gini coefficient we measure the ratio of the area between the Lorenz Curve and the 45-degree line to the whole area below the 45-degree line. 

If the Lorenz Curve were the 45-degree line - then the value of the Gini Coefficient would be zero, but as the level of inequality grows so does the Gini Coefficient. In the most extreme possible scenario the Gini Coefficient would be 1. In the UK the figure is around 0.35 and during the 1980s grew as the level of inequality increased.

B.
Unemployment

Unemployment is very closely linked to the level of economic growth. If the economy is growing well, then there will be jobs created to satisfy this demand. 

Microeconomic effects and the Macro effects will include: 

1. Loss of output to the economy - the unemployed could be producing goods and services and if they aren't, then GDP is lower than it could be. 

2. Loss of tax revenue - unemployed people aren't earning and they therefore aren't paying tax. The government has lost out. 

3. Increase in government expenditure - the government has to pay out benefits to support the unemployed. Along with the loss of tax this is a 'double whammy'. 

4. Loss of profits - with higher employment firms are likely to do better and make better profits. If they make less profit because of unemployment, they may have fewer funds to invest. 

Types of Unemployment: 

	Type 
	Description 
	Cause 
	Remedy 

	Frictional 
	Workers temporarily between jobs 
	Delays in applying interviewing and accepting jobs 
	Improve job information, e.g. computerised job centers 

	Structural 
	Workers have the wrong skills in the wrong place 
	Declining industries and the immobility of labour 
	Subsidies and improve the mobility of labour 

	Cyclical 
	All firms need fewer workers 
	Low total demand in the economy 
	Increased government spending or lower taxes 

	Technological 
	Firms replace workers with machines 
	Automation and information technology 
	Retraining 

	International 
	Overseas firms replace UK producers 
	High-priced/low-quality UK goods 
	Tariffs quotas or sterling depreciation 

	Regional 
	High unemployment in one area 
	Local concentration of declining industries 
	Regional aid, e.g. relocation grants 

	Seasonal 
	Unemployment for part of the year 
	Seasonal variation in demand 
	Retraining 

	Voluntary 
	Workers choose to remain unemployed 
	More money 'on the dole' than from working 
	Remove the low-paid from the liability to pay income tax 


Philips Curve:

Professor A.W. Phillips found that there was a trade-off between unemployment and inflation, so that any attempt by governments to reduce unemployment was likely to lead to increased inflation. The curve sloped down from left to right and seemed to offer policymakers a simple choice - you have to accept inflation or unemployment. You can't lower both.
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Fill the following:

	Economic growth
	Unemployment
(High or low?)
	Inflation
(High or low?)
	PSNCR
(High or low?)

	Boom / High growth
	 
	 
	 

	Recession / Negative growth
	 
	 
	 


C.
Inflation

Inflation refers to the continual increase in prices. Inflation means the value of money is falling because prices keep rising.  It is measured as the annual percentage increase in prices but it can be measured as a monthly change also. The prices usually measured are retail prices. The index that measures inflation is called the retail price index. Inflation is changes in the RPI. There are other indices that measure different types of price changes, they are: 

1. Wholesale price index
2. Pensioner price index 

3. Tax and price index among others.

It tends to follow a cyclical pattern: increasing at boom periods of the trade cycle, and falling when economic growth slows down.

Effects of Inflation

Advantages of Inflation

Not everyone suffers from inflation. Some parts of society actually benefit: 

1. The government finds that people earn more and so pay more income tax. 

2. Firms are able to increase prices and profits before they pay out higher wages. 

3. Debtors (borrowers) gain because they have use of money now, when its purchasing power is greater. 

Disadvantages of Inflation

1. People on fixed incomes are unable to buy so many goods. 

2. Creditors (savers) lose because the loan will have reduced purchasing power when it is repaid. 

3. UK goods may become more expensive than foreign-made products so the balance of payments suffers. 

4. Industrial disputes may occur if workers are unable to secure wage increases to restore their standard of living. 

There are various causes of inflation, but there are two main ones: 

1. Demand-pull inflation 
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One of the principal causes of inflation is excessive demand - 'too much money chasing too few goods'. If demand is growing faster than the level of supply, then prices will increase. Demand-pull inflation will therefore usually occur along with a booming economy. This happens when the level of demand grows too fast. Firms cannot keep up with the growth in demand for their products and so prices increase (inflation) and more imports are brought into the country. To counter this and keep inflation down, you may need to reduce the level of demand. You can do this by using deflationary policies.

2. Cost-push inflation 
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This tends to happen when wages or prices rise too fast. This increases the firm's costs and they have to increase prices again - a wage-price spiral. To avoid this type of inflation, again ensure that economic growth doesn't rise too fast. If the economy grows too fast, this may put pressure on wages to rise. Low unemployment means that many employers will find it difficult to recruit and may have to offer higher wages to attract people. Cost-push inflation may arise from various sources: 

a) Wage increases - wages are a major proportion of costs for many firms and so if wages are increasing, this may well cause cost-push inflation. 

b) Government - if the government changes taxes, this may push up firms' costs. This is particularly true with excise duties on fuel and oil. Changes in interest rates can also affect firm’s costs if they have borrowed significant amounts. 

c) Abroad - exchange rate changes can affect firms' costs, particularly if they import many of their raw materials. Exchange rate depreciation will increase import prices and may therefore increase firm’s costs. 

Many economists argue that one of the main causes of inflation is excessive money supply growth. This theory of inflation draws on the Quantity Theory of Money to suggest that if the amount of money in the economy grows faster than the growth in the level of potential output, then this will feed through to prices. In other words if the money supply grows too fast there will be inflation.

Money

Money is something, which people generally accept in exchange for a good or a service. Money performs four main functions: 

1. Medium of exchange for buying goods and services; 

2. Unit of account for placing a value on goods and services; 

3. Store of value when saving; 

4. Standard for deferred payment when calculating loans

Money Supply

The money supply is the total amount of assets in circulation, which are acceptable in exchange for goods. Money supply is made up of cash and bank deposits. There are five main measures of the money supply known as M0 to M5. In order to regulate the money supply, the Central Bank need to:

1. Place a limit on the amount of deposits a bank can have. 

2. Force up interest rates to discourage customers from taking out loans. 

3. Reduce the amount of liquid assets held by a bank selling bills to the public. The public then writes out cheques to the government and money leaves the bank. 

D.
External Balances / Balance of Payments

The balance of payments is a record of one country's trade dealings with the rest of the world. Dealings, which result in money entering the country, are credit (plus) items while transactions which lead to money leaving the country are debit (minus) items. The balance of payments can be split up into two sections: 

1. Current account which deal with international trade in goods and services:

The current account consists of international dealings in goods (visible trade) and services (invisible trade). 

Invisible trade includes payments for overseas embassies and military bases: interest, profit and dividends from overseas investment; earnings from tourism and transportation. 
Table 1 The UK current account 1985: 

	Debits
	£M
	Credits
	£M
	Balance £m

	Visible imports
	80 140
	Visible exports
	78 072
	-2 086

	Invisible imports
	75 007
	Invisible exports
	80 027
	5020


By referring to Table1 you can see that in 1985: 
a) The difference between visible exports and imports is knows and the balance of trade or visible balance. The amounted to -£2 068 million. 

b) The difference between invisible exports and imports is called the invisible balance. This amounted to £5 020 million. 

Adding the balance of trade and balance on invisibles together gives the balance on the current account. A deficit on the current account means that more goods and services have been imported into the UK than have been sold abroad. A surplus on the current account means more goods and services have been exported than imported. 

2. Transactions in assets and liabilities which deals with overseas flows of money from international investments and loans:

The transactions in assets and liabilities section of the balance of payments show all movements of money in and out of the country for investment. This may be direct investment - investment in productive capacity, or portfolio investment - investment in shares or other assets.

External balance means that you want to try to keep the flows of money in to and out of the country roughly balanced over a period of several years. If there are significant outflows of money (because imports are higher than exports) then these have to be financed somehow. This may mean borrowing from overseas governments or banks, or perhaps attracting inward investment into the country. However this financing is done, it is difficult to sustain at very high levels for a number of years, and so you want to try to avoid significant balance of payments deficits over the long term.

There are a few things to look out for to ensure that you don't get too many balance of payments problems: 

1. If the economy grows too fast, this will lead to imports increasing quickly to satisfy the extra demand. 

2. Try to keep inflation low and stable. If inflation in the country is higher than abroad then this will put the country’s firms at a disadvantage and make them less able to compete with overseas firms. 

3. Continued borrowing of foreign currency; 

4. Increasing interest rates to attract overseas investors; 

5. Imposing exchange controls; 

6. Imposing tariffs and import quotas. 

Government Borrowing

Public Sector Borrowing Requirement

If the government spends more than its received income it will have to borrow the difference. The amount the government needs to borrow in a given time period is called the public sector borrowing requirement (PSBR).

The PSBR is met by: 

1. Selling National Savings certificates and Premium Bonds. 

2. Selling Treasury bills, which are IOUs, which will be bought, back in ninety-one days; time. 

3. Selling securities, which are IOUs paying interest yearly, which will be bought, back sometime in the future. Securities are sometimes called gilts, stocks or bonds. 

National Debt

The total amount owed by the government to UK citizens and foreigners at a particular moment in time is called the national debt. The money raised may have been spent on capital goods, which increase our ability to produce goods. Interest has to be paid on the debt. A large national debt is a problem if: 

Interest has to be paid to overseas citizens, so that the balance of payments suffers. Taxes have to be increased to meet interest payments

Debt Ratio

The debt ratio is equal to:

	Debt ratio    = 
	National debt (£bn)
GDP (£bn)
	 x 100


The debt ratio is a measure of how much the government has borrowed. The total amount of borrowing is called the national debt and the debt ratio is the national debt as a percentage of GDP.
Governments generally have to borrow money. This happens because they tend to spend more than they receive in tax revenue. As with any individual who spends more than they earn, the government has to borrow to fill the gap. This borrowing is known as the public sector net cash requirement (PSNCR).

The PSNCR increases, each year, the amount that the government owes. The total amount that the government owes to people and financial institutions are called the national debt the higher this percentage the more significant the debt is to the economy. This would be just the same for an individual. A debt of £5,000 would be very significant to someone earning only £10,000 - it would be a high percentage of his or her income. However to someone earning £50,000 it would be much less important. It is therefore the size of the debt compared with income that is important, not the size of the debt itself.

The debt ratio is important because the higher the debt ratio, the higher the interest payments that the government has to make. This takes up money that could be spent on providing other public services.

The diagram below shows this:
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If the national debt is growing faster than the economy, then the debt ratio will rise, and if the national debt grows more slowly than the economy then the debt ratio will fall.

To reduce debt the government can either:

1. Increase taxes 

2. Reduce government expenditure 

On a 1% tax cut work out the effects on the following:

	Year
	2002
	2003
	2005
	2007
	2010

	 
	Before policy change
	After policy change
	Before policy change
	After policy change
	Before policy change
	After policy change
	Before policy change
	After policy change
	Before policy change
	After policy change

	Growth (GDP %)
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	PSNCR 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Debt ratio (%)
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 


Policy Tools

---------

Economic Indicators

Population

A census is carried out because the government needs to plan ahead. The figures can be used to estimate the number of roads, schools, hospitals etc likely to be needed in the future. 

Public expenditure 

PE is the spending by central government, local government, and nationalized industries. 

Inflation

Inflation refers to the continual increase in prices. The value or purchasing power of money refers to the amount of goods or services one unit of currency can buy. Inflation means the value of money is falling because prices keep rising. The retail price index (RPI) is a monthly survey carried out by the government, which measures price changes. It is calculated by using the following procedure:

1. Price relative = Current price/Base price x 100 

2. RPI = Total weightings x Price relative/Total weightings 

Rate of inflation = (Current RPI - Last RPI)/Last RPI x 100 

International Trade 

International Trade is the exchange of goods and services between countries

Government Income

The government needs money to pay for public expenditure. Revenue can be raised through taxation, national insurance contributions, borrowing, charging for services or by selling off state-owned assets. 

1. Taxation

2. Government Borrowing

o Public Sector Borrowing 

o National Debt

Taxation

Aims of Taxation

1. To raise money to pay for government spending. 

2. To discourage people from buying harmful goods. 

3. To influence the level of total demand in the economy. 

4. To redistribute income from the rich to the poor. 

Principles of Taxation

1. Certain so that everyone knows the amount, method and time of tax payment. 

2. Convenient so that tax collection is at a time and in a form suitable to the payer. 

3. Economical with the cost of collection representing only a small part of the revenue raised. 

4. Equitable (fair) so that wealthy people pay more than poor people. 

5. Should not act as a disincentive and stop people from working. 

6. Flexible so that the government can use tax changes to help control the level of demand in the economy. 

Advantages and disadvantages of various taxes.

	Tax 
	Collection 
	Burden 
	Advantages 
	Disadvantages 

	Income 
	Direct 
	Progressive 
	* Fair
* Certain
* Economical
* Convenient (PAYE)
* Large revenue raiser 
	* Disincentive to work
* Disincentive to save
* Reduces demand 

	VAT 
	Indirect 
	Proportional 
	* Economical
* Convenient
* Avoidable
	* Inflationary
* Discourages consumption

	Duties 
	Indirect 
	Regressive 
	* Economical
* Convenient
* Avoidable 
	* Inflationary
* Regressive therefore unfair 

	Council Tax 
	Direct 
	Progressive 
	* Economical
* Certain
* Unavoidable 
	* Disincentive to invest

	Corporation 
	Direct 
	Progressive 
	* Economical
* Certain
	* Disincentive to invest


1. Progressive, where the percentage of income taken in tax rises as income rises. Income tax in an example of progressive taxation. 

2. Regressive, where the percentage of income taken in tax falls as income rises. Rates are an example of regressive taxation. 

3. Proportional, where the percentage of income taken in tax stays the same as income rises. VAT is an example of proportional taxation. 

Business Cycle

Nothing is the same always, so is Business cycle. It either grows in a boom or keeps shrinking in a recession due to variety of reasons like economic, natural, national and international factors.

When its boom (Boom Phase)

1. Excess demand for funds

2. Intensive competition

3. Vigorous price cutting

4. Rise in interest rates

Corporate Strategy 

o Increase market share

o Raise new sources of money

o Retained profits used to offer price competition

o Getting ready for recession

o Quit unprofitable segments

When there is a downturn (Slump Phase)

5. Low GNP

6. Unemployment increases

7. Several Units Close

8. No liquidity

Corporate Strategy 

o Keep operating viable units/segments

o Make capital expenditure – everything costs less.

o Look for sick units at bargain prices

When it is recession (Recession Phase)

9. Liquidity problems

10. Companies scale down their operation

11. Income fall

Corporate Strategy 

o Repay loans to reduce debts

o Cut cost

o Get ready for slump

When Economy picks up (Recovery Phase)

12. Interest rates reduce

13. Equilibrium in demand & supply

14. Revival of sick units

15. Employment opportunities high

16. Money Supply increases

Corporate Strategy 

o Expansion plans

o New products and services

o Gear up in terms of funds, man power and technology

Monetary policy

Central Bank controls the monetary policy. Monetary policy refers to the following:

1. Management of money supply (Currency held by the public plus money in accounts in banks)

2. Comprehending Credit policy

3. Interest Rate Policy

When the economy rises, lack of money supply hinders process of recovery. Also excessive money supply leads to inflation. Demand and supply of money supply is balanced by using interest rate mechanism. Therefore interest rates have to be adjusted from time to time. The Central bank of any country controls the interest rates. Interest rates have a direct bearing on the money markets, bank finance etc.

Fiscal Policy

The government controls the fiscal policy. Fiscal policy refers to the following:

1. Taxation policy 

2. Budgetary policy 

It helps to manage surplus and deficit.

The budgets are rarely balanced. When there is a deficit it is made up by way of fresh taxes and loans. Deficits create inflation, which results in money supply without asset creation.

Newly industrialized economies like Singapore, Hong Kong, Korea, Taiwan etc opted for low interest rates of tax both for companies and individuals and achieved economic miracles

----

A.
Taxes

Income tax is one of the key variables. Adjusting the level of taxes is a key part of the government's fiscal policy. It can use taxes both as a demand-side policy and as a supply-side policy. It is possible to change tax rates and see the effects of these changes both on the macro economy and on individuals and families with different income levels (the micro economy). 

Adam Smith said that a tax should be linked to 'ability to pay'. Income tax clearly ties in with this because, the higher a person's taxable income, the greater the rate they pay. There are different ways in which income can be taxed:

1. Progressive tax - A tax that represents a greater proportion of a person's income as their income rises. In other words, the average rate of taxation rises.

2. Regressive tax - A tax that represents a smaller proportion of a person's income as their income rises. In other words, the average rate of taxation falls.

3. Proportional tax - A tax where the percentage of income paid in taxation always stays the same. In other words, the average rate of taxation is constant.

The balance of these taxes can have a significant effect on income distribution in an economy. If a government chooses to switch the balance of taxation from progressive to regressive taxes then the less well off in society will be harder hit.

Advantages and disadvantages of various taxes:

	Tax 
	Collection 
	Burden 
	Advantages 
	Disadvantages 

	Income 
	Direct 
	Progressive 
	* Fair
* Certain
* Economical
* Convenient (PAYE)
* Large revenue raiser 
	* Disincentive to work
* Disincentive to save
* Reduces demand 

	VAT 
	Indirect 
	Proportional 
	* Economical
* Convenient
* Avoidable
	* Inflationary
* Discourages consumption

	Duties 
	Indirect 
	Regressive 
	* Economical
* Convenient
* Avoidable 
	* Inflationary
* Regressive therefore unfair 

	Council Tax 
	Direct 
	Progressive 
	* Economical
* Certain
* Unavoidable 
	* Disincentive to invest

	Corporation 
	Direct 
	Progressive 
	* Economical
* Certain
	* Disincentive to invest


Laffer Curve

The Laffer curve is named after Professor Art Laffer who suggested that as taxes increased from fairly low levels, tax revenue received by the government would also increase. However, there would come a point as tax rates where people would not regard it as worth working so hard. This lack of incentives would lead to a fall in income and therefore a fall in tax revenue. The logical end point is with tax rates at 100% where no one would bother to work (understandably!) and so tax revenue would become zero. Drawn on a diagram this gives the Laffer curve:
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T* represents the optimum tax rate where the maximum amount of tax revenue can be collected.
B.
VAT
VAT (value added tax) is a tax on spending and is therefore known as an indirect tax. VAT is an important method of raising revenue for the government. Adjusting the level of taxes is a key part of the government's fiscal policy.

There are two main types of indirect tax  

1. Per-unit tax 

A per-unit tax is one where the amount charged is always the same on each unit. Examples of these are the duties on alcohol and cigarettes.

2. Ad-valorem tax

An ad-valorem tax, by contrast is one where the tax is charged as a percentage of the value of the good. This is where VAT comes in, as it is always 17.5% of the value of the good

C. Government Expenditure

The level of government expenditure is a key component of aggregate demand

Any deliberate changes in the level of government expenditure in a Budget will therefore have a big effect on aggregate demand. Show on the diagrams below the effect of increasing or reducing the level of government spending.
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Effect on raising the government expenditure by 10% and 20% 

	 
	2001
	2002
	2003
	2006

	 
	Before change
	After change
	Before change
	After change
	Before change
	After change
	Before change
	After change

	Inflation (%)
	 
	 
	 
	 
	 
	 
	 
	 

	Unemployment (% of work-force)
	 
	 
	 
	 
	 
	 
	 
	 

	Economic growth (GDP growth) (%)
	 
	 
	 
	 
	 
	 
	 
	 

	PSNCR (£bn)
	 
	 
	 
	 
	 
	 
	 
	 


Public Sector Net Cash Requirement (PSNCR): This used to be called the Public Sector Borrowing Requirement (PSBR) and is the amount of money the government needs to borrow to meet their spending plans. In other words, if the government spends more than its received income it will have to borrow the difference. The PSBR is met by: 

1. Selling National Savings certificates and Premium Bonds. 

2. Selling Treasury bills, which are IOUs, which will be bought, back in ninety-one days; time. 

3. Selling securities, which are IOUs paying interest yearly, which will be bought, back sometime in the future. Securities are sometimes called gilts, stocks or bonds. 

Government expenditure in the UK for 2001/2002 is expected to be £394bn. The government pays for defence, education, social security, health, roads, museums, libraries, the police and courts etc. All these are vital public services and any changes in the government's spending policies will have a major impact on the economy. Adjusting the level of government expenditure is a key part of the government's fiscal policy. It is possible to change the level of government expenditure and see the effect both on the macroeconomic targets and on individual families.

The figures for each of these spending categories for the 2001/2 fiscal years are:

	Department
	Expenditure (£bn)

	Social security
	£109

	Health
	£72

	Housing and environment
	£18

	Defence
	£24

	Education
	£50

	Law and order
	£23

	Transport
	£10

	Industry, Agriculture and employment
	£16

	Debt interest
	£23

	Other
	£49


The theories considered here are: 

1. Transfer payments - who transfers what to whom? 

A transfer payment is a 'payment for which no good or service is exchanged'. In other words, money has simply been transferred from one person in society to another without anything being done for it. Most other government expenditure is not transfer payments, as the people receiving the payments are working in some way for them.

The main examples of transfer payments are: 

a) Benefits - unemployment and social security 

b) Pensions 

c) Lottery winnings 
2. Public goods and Merit goods - what are they and who gets them? 

In a free market economy goods and services will only be provided if firms can ensure they will receive payment for them. They will then provide whatever quantity is the most profitable. Public goods and merit goods are goods that would either not be provided at all or would not be provided in sufficient quantity, for these reasons.

a)
Public Goods

Public goods are goods that would not be provided in a free market system, because firms would not be able to adequately charge for them. This situation arises because public goods have two particular characteristics. They are: 

i. Non-excludable - once the goods are provided, it is not possible to exclude people from using them even if they haven't paid. This allows 'free-riders' to consume the good without paying. 

ii. Non-rival - this means that consumption of the goods by one person does not diminish the amount available for the next person. 

We can see this if we look at the case of street lights. If a firm provides a street light, then it cannot exclude people from benefiting from it. It is not possible to charge people who walk under it. When people walk under it, it is also true that they don't make it go dimmer - they don't diminish the amount available for the next person. Street lights are therefore non-excludable and non-rival - they are public goods.

b) Merit Goods

Merit goods are goods that would be provided in a free market system, but would almost certainly be under-provided. If the private sector won't provide these goods in sufficient quantity, then the only way more will be provided is either if the government encourages firms to produce more (perhaps by subsidising the good or service) or if provides them itself. A significant proportion of government expenditure arises from the government providing merit goods. The main examples are: 

i. Education 

ii. Health 

iii. Fire service 
3. Current spending vs. Capital spending - does it matter what the money is spent on? 

a) Current expenditure is recurring spending or spending on items that are consumed and only last a limited period of time. They are items that are used up in the process of providing a good or service. In the case of the government, current expenditure would include wages and salaries and expenditure on consumables - stationery, drugs for health service, bandages and so on. Current expenditure, however, doesn't have such a lasting impact. Once the money is spent, it is gone and the effect on the economy is simply a short-term one.

b) Capital expenditure is spending on assets. It is the purchase of items that will last and will be used time and time again in the provision of a good or service. In the case of the government, examples would be the building of a new hospital, the purchase of new computer equipment or networks, building new roads and so on. Capital expenditure has a lasting impact on the economy and helps provide a more efficient, productive economy. A new hospital, for example, will be much more efficient and allow more patients to be treated for many years into the future.

The government must be very careful to strike the right balance between current and capital expenditure.

4. Automatic spending vs. discretionary spending - who is really in control of spending? 

a) Automatic expenditure is expenditure that  the government doesn't have exact control over the level of this type of expenditure. Example of this is spending on benefits. The government sets regulations for who is entitled to benefits, and it sets the level of the benefits. However, the one thing that it cannot dictate is the number of people who may then be entitled to these benefits

b) Discretionary spending is, by contrast, spending the government chooses to make. In a time of recession, it may choose to spend more to try to boost the level of aggregate demand and therefore equilibrium output. At other times, it may choose to lower the level of expenditure to avoid 'crowding out' private sector spending. Either way, it is operating a discretionary fiscal policy
5. The multiplier - £10bn expenditure = £20bn income

When the government increases the level of it’s spending, the effects will often go well beyond the spending itself. There will often be knock-on effects in the economy as well. To illustrate this, consider the example of previously unemployed workers who are taken on by the government, say as construction workers. They will now be earning significantly more money. They will almost certainly spend most of this money, and the firms that they spend it with are also therefore better off. They in turn are likely to spend some of this extra money, and so the cycle begins again. At each stage of the cycle, the amount being passed on will become less and less. Some might not be passed on because it is saved. Some might be spent on foreign goods and so leave the country. Some will be lost in tax as the government takes its share of the extra income.

The initial increase in expenditure has therefore led to a bigger increase in the level of income of the economy. This is known as the Multiplier effect. The size of the Multiplier will depend on how much income gets passed on at each stage. If the unemployed workers were to save all their extra income, then there would be no Multiplier at all and the cycle would stop. However, if they and everyone who receives extra income spends the majority of it (on UK goods and services) then the multiplier will be much bigger.

D. Interest Rates

If there is an increase in interest rates, what will happen to each of the components of aggregate demand? Fill in the table below:

	Aggregate demand
	Increase or decrease?
	Why?

	Consumption (C)
	 
	 

	Investment (I)
	 
	 

	Government expenditure (G)
	 
	 

	Exports & imports (X - M)
	 
	 

	Aggregate demand
	 
	 


The interest rate can be considered as the price of money. When you borrow money, a percentage over and above the original loan has to be paid back. A large amount of economic activity (both consumption and investment) is done on borrowed money, and so if the interest rate is changed it will either encourage or discourage borrowing and therefore tend to increase or decrease economic growth.

Adjusting the interest rate is a key part of the government's monetary policy. The interest rate tends to be used as one of the main tools to control inflation.

The government set it inflation targets that it is required to meet and it changes interest rates, as it considers appropriate to achieve these targets. If it thinks there is a danger of inflation rising it may increase interest rates to discourage borrowing, and if it thinks inflation is falling it may reduce them. The Monetary Policy Committee of the Central Bank of the country makes this decision about interest rates. This situation where the Bank set interest rates is known as 'operational independence' of the Central Bank.

The theories considered are: 

1. Interest rate variation - why do interest rates vary? 

There is wide variation in interest rates in the UK. The actual interest rate will depend on a number of factors. These include: 

a) The length of time for which the money is borrowed (or saved) 

b) The security of the loan (or investment) 

c) The nature of the financial institution the money is borrowed from (or lent to) 

d) The amount of competition between financial institutions 

If a bank considers a particular loan to be a risky one, and there is little or no security for the loan then it is likely to charge a high rate of interest to compensate it for the risk it is taking. However, where there is security for the loan (as in the case of house purchase) then the interest will be relatively lower to reflect the lower risk.

The interest rate will be set by the equilibrium in the money market. As in other markets, this equilibrium depends on the levels of demand and supply. In the money market, the demand comes from people wanting to borrow and spend, while the supply of money depends on the government's monetary policy. We can see this in the diagram below:
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The equilibrium interest rate is at R*. If either the demand or supply of money changes, then this will tend to change the equilibrium interest rate in the markets, and the government may need to act to maintain the level of interest rates.

2. Monetary policy - how is the interest rate used? 

The only chance that the government has to alter the stance of its fiscal policy is once a year in the Budget. This can tend to make fiscal policy a fairly blunt instrument of economic management. Monetary policy and the alteration of interest rates are therefore important weapons in the government's economic armoury.

The Bank of England’s Monetary Policy Committee sets interest rates. They will set the rate according to the prevailing economic conditions and the inflation target they have been set. If they feel that there are significant inflationary pressures in the economy, then they will tend to increase the level of interest rates. This will tend to discourage borrowing and therefore reduce aggregate demand. The effect of this is shown in the diagram below as a shift from AD3 to AD2:
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As a result of the level of borrowing and therefore aggregate demand falling the inflationary pressures in the economy have been reduced. These inflationary pressures may have come from excessive growth in wages, excessive growth in lending by financial institutions or perhaps over-optimistic expectations in the economy.

3. Affecting demand - how does the interest rate affect demand? 

The key to using the interest rate to help economic management is the effect that interest rates have on demand. If the Central Bank feels that inflationary pressures are rising in the economy then they will increase the rate of interest to dampen down the growth of aggregate demand.

Demand falls when interest rates are raised through their effect on the components of aggregate demand. 

Aggregate demand = Consumption + Investment + Government expenditure + (Exports - Imports)
Of these, the first two in particular will be affected by interest rate changes.

a) Consumption

Consumption will fall when interest rates are raised. This happens for two reasons. The first is that it is now more expensive to borrow money. This will put people off borrowing, and lower borrowing means lower spending. However, it is not just new borrowing that is affected, but also people who are still paying off existing borrowing. For many people their main investment is their house. To buy this they are quite likely to have taken out a mortgage and higher interest rates means higher mortgage payments. This reduces their disposable income and so leaves them with less money each month to spend. The same will be true for people who have borrowed to buy other things as well.

b) Investment

To invest many firms will, like people, have to borrow. They will borrow if they think that the rate of return on their investment is greater than interest rates. If interest rates rise then fewer investment projects are likely to be viable, because with the higher cost of borrowing they are now less profitable. The rise in interest rates will therefore reduce the level of investment. The amount investment falls by depends on the interest elasticity of demand for investment
4. Maintaining interest - why do interest rates stay where they're set? 

As we have seen the level of interest rates is set by the Monetary Policy Committee of the Bank of England. However, they cannot just announce a change in interest rates and leave it at that. It has to ensure that this level of interest rates is not undermined by changes in the demand for money or in the supply of money. In other words they have to intervene in the money markets to ensure that this new level of interest rates remains the equilibrium level.

They do this through their dealings with banks and other financial institutions. The Bank of England will usually try to ensure that the markets are kept a little short of liquidity. This will happen automatically if the amount of tax paid in a given day (taken out of bank accounts) is less than the banks receive that same day in government expenditure being paid into accounts held by them. Even if this is not the case, sales of government debt (Treasury Bills and Gilt-edged securities) 

(Gilt-edged securities are a form of long-term government borrowing. They are a promise to repay in the future and usually have a fixed term (for example 5 years). They pay a fixed level of interest, which is determined when they are issued. Their value will vary inversely with changes in the level of interest rates. If interest rates rise, then the fixed interest gilt will appear less attractive to investors and their value will fall. However, they are always redeemed at the end for their face value (original value)) 

(Treasury Bills are a form of short-term government borrowing. When the government is a little short of funds temporarily they will make a Treasury bill issue. The size of the issue depends on how much they need. The Bills are a promise to pay (an IOU) and usually mature after 91 days. A weekly tender offers them to the money markets.)

Will leave the banks short of cash. This is because the people buying the debt will take the money out of their bank accounts to pay the government, leaving the banks with less money.

The banks being a bit short will turn to the Bank of England as 'Lender of Last Resort'. The Bank of England will provide the banks with the necessary liquidity (usually by 're-purchasing securities from them - a 'repo agreement') but at the interest rate they choose. This interest rate will be the interest rate they have set. In this way interest rates are maintained.

Micro economics

Microeconomics refers to the smaller picture in Macroeconomics or even better is if Macroeconomics is the forest, microeconomics refers to the individual trees in it.

It refers to the demand and supply position, factors of production, economic concepts like marginal costs and revenues, opportunity costs, sunk cost etc

Demand and Supply

The goods and services become in demand because of the perceived utility at a given price. Reduced price generate more demand up to certain point. Relevance of price and utility matches his supply and demand.

Eg.1: Demand for a Radio is 4 million at a certain price. A reduction in 10% price may increase the sales to additional 1 million. But further reduction may not increase the sales because of the cost-utility factor and because consumer durables are price sensitive

Eg.2: Demand for food products may not increase the price due to reduction in price.

Factors of Production & Incomes

There are 4 main factors of production and each expect 4 different incomes:

Factor



Incomes
Land



Rent

Labour



Wages

Capital



Returns (Interest/dividend)

Management


Profit (Other rewards)

Competition

Businesses face 3 different kinds of competition:

	Competition
	Players
	Prices

	1. Perfect
	Many suppliers and buyers
	Prices determined by market forces. No shortages. No surpluses.

	Eg: Textile & Cement Industries. No one can manipulate prices.

	2. Monopoly
	1 or 2 suppliers and many buyers’
	High prices. Frequent shortages. Inefficient production and distribution.

	E.g.: Certain Airline services

	3. Imperfect
	Significant number of suppliers. No adequate competition. Presence of cartels. Large number of buyers.
	Price agreements. Occasional shortages. Unfair trade practices

	E.g.: Automotive Tyre Industry, OPEC-Cartels are formed to control prices.


Pricing strategy is often followed by company’s competitive environment.

Marginal Costs & Revenues

It is very relevant to management decisions .It structures cost, revenues, demand, supply, and production. Cost is further classified to Fixed and Variable. It also includes further analysis of Break-even points, Cost-Volume-Profit analysis, Leverages.

Economic Legislation

For orderly economic growth, it is essential to have reasonably sound rules and regulations in the form of suitable economic legislation. This calls for periodic review and relevance.

Most countries have the following economic legislation:

Company Law:

It relates to provisions affecting Corporate Financial Management including Funds Management, dividend distribution, Mergers and Acquisitions etc.

Foreign Exchange Regulation Act (FERA):

It regulates the foreign investments in the country. It is due to FERA that the foreign companies and individuals are controlled in their investment in any nation’s holdings either by way of investment in fresh issue of equity shares in companies or disinvestments in of their foreign holdings.

Monopolistic and Restrictive Trade Practices Control Act (MRTPC):

It controls monopolies and unfair trade practices.

Direct Laws:

There are 3 direct laws:

 Income Tax Act

 Wealth Tax

 Gift Tax

Indirect Laws:

Indirect Laws comprise of the following at the Central Government Level:

 Excise Duty

 Import-Export Duty

Indirect laws comprises of the following at the State Government Level:

 Sales Tax

Different states levy different rates.

Finance & Management

Finance is an important function that across all the other areas of management simply because every activity needs money. It plays a useful role in various process of management like:

 Strategy formulation

 Planning

 Decision making

 Control

 Other related functional areas of management like Marketing, Manufacturing, Personnel, Research & development

Strategy Formulation:

o Long term financial goals in terms of assets, sales, profits, dividends, market price etc

o Growth strategies through expansion, new projects, takeovers, mergers, and acquisitions

Planning

 Financial inputs in long term planning at corporate, divisional levels

 Integrating cash flows and budgets

 Financial reports to review progress of planning

Decision-Making

 Capital Expenditure decisions using financial appraisal techniques

 Working capital decisions

 Operating Decisions

Control

 Budgetary Control

 Cost control and reduction

 Feedback and review of controls

Other related functional areas of management

 Budgeting

 Cash flow planning

 Control of Cost

 Cost analysis like pricing, discounts, promotions etc

 Incentive schemes
Accounting

A good working knowledge of Financial, Cost and Management Accounting helps to deepen the understanding of finance. It includes with respect to Balance Sheet, Cost Statements and Management Information Reports.

Branches of accounting includes:

 Financial Accounting

Focus of FA is to prepare records according to Regulatory bodies and management. Includes preparation of Cash Book, Ledgers and preparation of financial statements such as Profit & Loss statements and Balance sheets and computing financial ratios and understanding the financial health of an organization from different perspectives that of investor, banker, management.

 Cost Accounting

It determines the cost of products and services produced or rendered by the company. It involves identification of direct costs and allocating indirect costs (overheads). Costing data is used to control or reduce cost.

 Management Accounting

It draws its conclusion from Financial and Cost Accounting data. It draws its conclusion from managerial economics.

Marginal Costs & Revenues

It is very relevant to management decisions .It structures cost, revenues, demand, supply, and production. Cost is further classified to Fixed and Variable. It also includes further analysis of Break-even points, Cost-Volume-Profit analysis, Leverages.

Economic Legislation

For orderly economic growth, it is essential to have reasonably sound rules and regulations in the form of suitable economic legislation. This calls for periodic review and relevance.

Most countries have the following economic legislation:

Company Law:

It relates to provisions affecting Corporate Financial Management including Funds Management, dividend distribution, Mergers and Acquisitions etc. In Saudi, it relates to the Royal Decree for the Regulation of Companies No. M6 of 1965 

Foreign Exchange Regulation Act (FERA):

It regulates the foreign investments in the country. It is due to FERA that the foreign companies and individuals are controlled in their investment in any nation’s holdings either by way of investment in fresh issue of equity shares in companies or disinvestments in of their foreign holdings.

Monopolistic and Restrictive Trade Practices Control Act (MRTPC):

It controls monopolies and unfair trade practices.

Direct Laws:

There are 3 direct laws:

1. Income Tax Act

2. Wealth Tax

3. Gift Tax

Indirect Laws:

Indirect Laws comprise of the following at the Central Government Level:

1. Excise Duty

2. Import-Export Duty

Indirect laws comprises of the following at the State Government Level:

1. Sales Tax

Different states levy different rates.

Finance & Management

Finance is an important function that across all the other areas of management simply because every activity needs money. It plays a useful role in various process of management like:

1. Strategy formulation

2. Planning

3. Decision making

4. Control

5. Other related functional areas of management like Marketing, Manufacturing, Personnel, Research & development

Strategy Formulation:

1. Long term financial goals in terms of assets, sales, profits, dividends, market price etc

2. Growth strategies through expansion, new projects, takeovers, mergers, and acquisitions

Planning

1. Financial inputs in long term planning at corporate, divisional levels

2. Integrating cash flows and budgets

3. Financial reports to review progress of planning

Decision-Making

1. Capital Expenditure decisions using financial appraisal techniques

2. Working capital decisions

3. Operating Decisions

Control

1. Budgetary Control

2. Cost control and reduction

3. Feedback and review of controls

Other related functional areas of management

1. Budgeting

2. Cash flow planning

3. Control of Cost

4. Cost analysis like pricing, discounts, promotions etc

5. Incentive schemes

Accounting

A good working knowledge of Financial, Cost and Management Accounting helps to deepen the understanding of finance. It includes with respect to Balance Sheet, Cost Statements and Management Information Reports.

Branches of accounting includes:

1. Financial Accounting

Focus of FA is to prepare records according to Regulatory bodies and management. Includes preparation of Cash Book, Ledgers and preparation of financial statements such as Profit & Loss statements and Balance sheets and computing financial ratios and understanding the financial health of an organization from different perspectives that of investor, banker, management.

2. Cost Accounting

It determines the cost of products and services produced or rendered by the company. It involves identification of direct costs and allocating indirect costs (overheads). Costing data is used to control or reduce cost.

3. Management Accounting

It draws its conclusion from Financial and Cost Accounting data. It draws its conclusion from managerial economics.

Market Failure through Asymmetric Information

One of conditions necessary for a perfectly competitive market is that all producers and consumers have full information about all goods and services traded in the marketplace. Asymmetric Information is a situation in which either producers or consumers (or both) do not have full information about a particular good or service. Asymmetric information violates the "full information" condition necessary for a competitive market. As a result, Market Failure may arise, and this may lead to an inefficient allocation of resources.  If asymmetric information causes inefficiency, government regulation may be be able to improve upon the free market outcome.  There are two general types of asymmetric information: 

1. Adverse Selection:

A situation in which the presence of asymmetric information before a market transaction occurs causes inefficiency in the transaction. Suppose that some goods are of high quality and some goods are of low quality, and suppose further that producers can tell the difference but consumers cannot tell the difference. Producers have an incentive to offer the low quality goods for sale at the high prices appropriate for high quality goods. Consumers recognize this, so they don't believe that any good offered for sale can be of high quality. As a result, consumers will offer only low prices, which means that producers won't produce any high quality goods (the "selection" of goods produced will be "adverse" to consumers), even though some consumers might have been willing to pay a high price for the high quality goods. If producers don't produce any high quality goods, then some potentially mutually advantageous trades between producers and consumers involving high quality goods do not occur. If these mutually advantageous trades do not occur, then society will lose some Total Surplus it could have gained from producing and consuming the high quality product. This loss in Total Surplus is a measure of the inefficiency caused by Adverse Selection.

Examples of Adverse Selection: 

Used Car ("Lemon") Market, Buying a High Quality Television, Medicines, Organic Foods, Car Insurance Buyers who drive in environments having different risk levels.

Market Mechanisms to Correct Adverse Selection
Guarantees, Warranties, Consumer Reports magazine, etc.

Government Policies to Correct Adverse Selection
Government labeling requirements, (food labels, informative "stickers" on windows of new cars, etc.

2. Moral Hazard
A situation in which the presence of asymmetric information after a market transaction occurs causes inefficiency in the transaction. Suppose the benefit to either the buyer or the seller of a good or service depends on how the other party to the transaction behaves after the transaction occurs, and suppose it is difficult to determine how the other party will behave after the transaction. For example, the profit of a retail store depends in part on how sales people behave after they are hired (do they work hard or do they slack), and it is difficult for store owners to determine ahead of time who will work hard and who will slack-off. As another example, the profit of an insurance company depends in part on the riskiness of the behavior of an insurance buyer after the buyer has purchased insurance, and it is difficult for the insurance company to determine ahead of time who will behave carefully and who will behave in a risky manner. Unfortunately, it is often the case that the party who has a choice in behavior after the transaction has an incentive to choose actions that are detrimental to the other party. For example, the sales person has an incentive to slack (because working hard is difficult), and the insurance buyer has an incentive to behave in more risky ways (because driving carefully takes time and effort). Let's call the party who has a choice in behavior "Mr. Chooser" and the party who is affected by the behavior "Mr. Affected." Because Mr. Affected knows that Mr. Chooser has an incentive to act in ways that are detrimental to Mr. Affected, Mr. Affected may demand a higher price (if Mr. Affected is a seller) or a lower price (if Mr. Affected is a buyer) than he otherwise would if he were able to determine Mr. Chooser's behavior before the transaction. If Mr. Affected were able to determine the behavior of Mr. Chooser ahead of time, then Mr. Affected could select a price to "match" the behavior of Mr. Chooser. The difference in price between that demanded by Mr. Affected and the appropriate price that would "match" the behavior of Mr. Chooser leads to an inefficient allocation of resources (over- or underproduction or consumption) and a reduction in Total Surplus. This loss in Total Surplus is a measure of the inefficiency caused by Moral Hazard. 

Examples of Moral Hazard

Retail salespersons who change their level of work effort (slack-off) after they are hired, Business Executives who slack-off after they lock-in a contract, Car Insurance Buyers who change their driving behavior after they have insurance, etc.

Market Mechanisms to Correct Moral Hazard

Stock purchase plans for employees (give employees incentive not to shirk, because they have a stake in the firm's profit level), Stock option plans for business executives (give executives incentive not to shirk, because they have a stake in the firm's profit level), Deductibles & Co-payments on insurance policies (gives insurance buyers incentive not to change their behavior and act in more risky ways after they have insurance), etc. 

Government Policies to Correct Moral Hazard

Some government laws force individuals to behave in a certain way to reduce moral hazard.  For example, laws requiring seat belt usage in automobiles help ensure that when a driver tells an auto insurance agent that he will wear his seatbelt, the driver will actually do so.  Because the law increases average seat belt usage, the average risk of costly injury in an auto accident is lower.  With lower average costs, competition between insurance companies drives insurance premiums down, and more people can afford to buy auto insurance.
Economic Theories and TimeLine

Based on the data gathered by descriptive economists (Descriptive Economics is the study of raw economic data with the goal of observing, measuring and summarizing economic facts and phenomena. Descriptive economics doesn't try to explain what is going on in the economy, it simply tries to accurately measure and summarize it, to "take a picture" of the economy so that other economists can try to explain it.), economic theorists use inductive reasoning to develop economic theories. A theory is a description of a cause and effect pattern seen in data. A theory is an abstraction, a simplification, of the complex, real world around us. Although a theory is a simplification, a good theory captures the important elements of the situation or phenomenon under study. A theory neglects many details of the real world in order to focus on key elements and relationships. Economics uses many abstract theories, and in doing so, it is not alone. The other sciences also use abstract theories; for example, the theory of the atom in chemistry, the theory of evolution in biology, and the theory of electricity in physics. Each theory neglects many aspects of the real world in order to focus on fundamental relationships of cause and effect.
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Classical 
: 
Adam Smith, David Ricardo, Jean-Baptiste Say, Irving Fisher

Keynesian
:
John M.Keynes, Roy Forbes Harod, Sir John Richard Hicks

Monetarist
:
Friedrich August won Hayek, Milton Friedman

(NEO-) CLASSICAL ECONOMIST
The term 'Classical' refers to work done by a group of economists in the 18th and 19th centuries. Much of this work was developing theories about the way markets and market economies work. Modern economists have subsequently updated much of this work and they are generally termed neo-classical economists, the word neo meaning 'new'.

The Classical economists on whom we have focused on in the Virtual Economy are: 

1. Adam Smith 

2. David Ricardo 

3. Jean-Baptiste Say 

4. Irving Fisher

1.
Adam Smith

Adam Smith is often seen as the founding father of economics. Adam Smith was Scottish and after graduating from Glasgow at the age of 17, he was a fellow at Oxford and then he lectured back in Scotland again - first at Edinburgh and then Glasgow Universities. Surprisingly this was not in economics. Almost certainly this was not backpacking and sleeping out in stations as he spent much of this time meeting the influential thinkers of the day. It was this that helped him to formulate his ideas, and once he got back to Scotland again, he started writing.

He developed much of the theory about markets that we regard as standard theory now. Adam Smith's main work was 'The Wealth of Nations' (actually its proper title was 'An Inquiry into the Nature and Causes of the Wealth of Nations'). In the work he stressed the benefits of division of labour (specialisation) and its need, and outlined the workings of the market mechanism (price system).

Perhaps the concept most associated with him is the 'invisible hand'. He argued that the 'invisible hand' would organise markets and ensure that they arrived at the optimum outcome. This would all happen by individuals and firms pursuing their self-interest, yet despite this apparent selfishness, the invisible hand of markets still ensured the best outcome for all concerned. 
This was not a personal physical problem of Adam Smith's but referred to the operation of market forces. He argued that markets would guide economic activity and act like an invisible hand allocating resources. Prices would be the main means to do this. Prices would rise when there was a shortage of something and fall when it was plentiful. 

To illustrate his points about specialisation he used the example of pin making. If one man tried to carry out all the operation necessary to make a pin - drawing the wire, cutting it, and sharpening it  - he would be able to make very few. However, specialisation would lead to a much greater output of pins, as each part of the process would be carried out much quicker.

Adam Smith argues that it was market forces that ensured the production of the right goods and services. This would happen because producers would want to make profits by providing them. Without government intervention, thus forming a laissez-faire (The term "laissez-faire" is used to describe an economic system where the government intervene as little as possible and leave the private sector to organise most economic activity through markets) environment, public well-being would increase from competition organising production to suit the public.

This was the basis of the free market economy. Competition would mean producers trying to outsell each other and this would bring prices down to their lowest possible levels (making minimal profit). If there were not enough competition, this would mean that producers would make more profit. This would soon attract more firms to join this industry, bringing prices down. All this would end up benefiting the consumer without any necessary intervention.

This system had 2 requirements, however. One was that the market needed to be free of government intervention, and the other was that there had to be competition. Smith recognized immediately the danger of monopoly:

2.
David Ricardo

He was born in 1772 and was the third of 17 children. His parents were very successful and his father was a wealthy merchant banker. They lived at first in the Netherlands and then moved to London. David himself had little formal education (obviously not a modern role model!) and went to work for his father at the age of 14. However, when, at the age of 21, he married a Quaker (against his parents wishes) he was disinherited and so set up on his own as a stockbroker. He was phenomenally successful at this and was able to retire at 42 and concentrate on his writings and politics. He developed many important areas of economic theory and was great friends with other classical economists - Thomas Malthus and Jean-Baptiste Say. Along with Malthus he was fairly pessimistic about the long-term prognosis for society.

Because of his background in the money markets and Stock Exchange, much of his early work was on these subjects. Some of these works included: 

1. The high price of bullion, a proof of the depreciation of bank notes (1810) 

2. Reply to Mr Bosanquet's practical observations on the report of the Bullion Committee (1811) 

3. Proposals for an economical and secure currency (1816) 

His more significant works were on market economics though: 

1. Essay on the influence of the low price of corn on the profits of stock (1815) 

2. The principles of political economy and taxation (1817) 

It was in this latter work that he developed much of the theory we know about diminishing returns, and economic rent. 

Diminishing returns refers to a situation where a firm is trying to expand by using more of its variable factors, but finds that the extra output they get each time they add one gets progressively less and less. This usually arises because their capacity is limited in the short-run and the combination of the fixed and variable factors becomes less than optimal.

Economic rent is the difference between what a factor of production is earning (its return) and what it would need to be earning to keep it in its present use. It is in other words the amount a factor is earning over and above what it could be earning in its next best alternative use (its tra nsfer earnings).

Ricardo developed two key theories that are still important in economics courses today. They are: 

1. Distribution theory 

Along with Malthus, Ricardo was very concerned about the impact that rising populations would have on the economy. He argued that with more people, more land would have to be cultivated - nothing controversial so far! However, the return from this land would not be constant, as the amount of capital available would not grow at the same rate. In fact the land would suffer from diminishing returns. Extra land that was brought into cultivation would become more and more marginal in terms of profitability, and eventually returns would not be enough to attract any further capital. At this point the maximum level of economic rent

 would have been earned.

The level of economic rent that could be earned would therefore determine the allocation of each factor of production to each area of economic activity. As this gradually fell due to diminishing returns, capital would shift to more profitable activities.
2. International trade theory (Comparative Advantage) 

Ricardo's theory on international trade focused on comparative costs and looked at how a country could gain from trade when it had relatively lower costs (i.e. a comparative advantage). The original example focused on the trade in wine and cloth between England and Portugal. Ricardo showed that if one country produced a good at a lower opportunity cost than another country, then it should specialise in that good. The other country would therefore specialise in the other good, and the two countries could then trade. It's not too difficult to work out which good Portugal should specialise in - wine or cloth? The same would almost certainly be true today.

If all countries specialised where they had a comparative advantage, then the level of world welfare should increase.

3.
Jean-Baptiste Say

Say started out as a businessman, and developed an interest in economics in the early 19th century. He began lecturing in the subject at the Conservatoire National des Arts et Metiers where he was the Chair of Industrial Economy and then moved on to the College de France in 1831.

Jean Baptiste Say was an advocate, like Smith, of free markets. He even fell out with for promoting an extreme laissez-faire policy. Much of his work was based on the role of markets, and he is best known for his 'loi des débouchés' work, which is better, known as a 'law of markets' or more likely as Say's Law which states “Supply creates its own demand"
His main works are probably not very memorable, perhaps because they have French titles, but his work was very influential, perhaps even infamous. This fame may have derived from the fact that much of Keynes's criticism of Classical theory was directed at Say's view of market equilibrium. Say's main works were: 

1. Traité d'économie politique (1803) 

2. Cours complet d'économie politique pratique (1829) 

He classified the factors of production into three types -Land, Labour, Capital. He can also take some credit for introducing the concept of an entrepreneur into economics.

4.
Irving Fisher
He was born in New York State in 1867 and he first specialised in mathematics. He graduated from Yale with a BA in maths, but then he turned to economics, gaining a PhD, and was very influential in a variety of areas. One particular area was his development of index numbers - a mathematical technique that is invaluable in economics. Index numbers that we use today include the FTSE index to measure share values and the RPI to measure inflation.

He also wrote about and campaigned for world peace, healthy eating and a healthy lifestyle and was often regarded by his colleagues as something of an eccentric. His influence waned towards the end of his career, but he left behind a legacy of theory that is still very important to us. Much of the Classical and Monetarist theory of inflation is based on his (Fisher) Equation of Exchange
Irving Fisher developed the Fisher equation of exchange, surprisingly. The Fisher equation appears in various guises, but perhaps the most common is: 

MV = PT
Where:

M is the amount of money in circulation

V is the velocity of circulation of that money

P is the average price level and

T is the number of transactions taking place

This equation is in fact an identity as it will always be true. At its simplest level you could imagine an economy that has a money supply of £5. If this £5 is on average used 20 times in a year, it will have generated £100 of spending. In the Fisher equation above M would be equal to £5, V equal to 20 and PT would be £100. This £100 could be made up of, say 100 transactions of £1 each. PT can therefore be thought of as equivalent to National Expenditure.

He wrote extensively about all the issues he was concerned with, including health and lifestyle. In fact one of his best sellers was a work written in 1915: 

1. How to live: rules for healthful living based on modern science 

His initial training as a mathematician influenced his work a great deal and as can be seen from the titles of his works, he focused considerably on the links between maths and economics: 

1. Mathematical investigations in the theory of value and prices (1892) 

2. Nature of capital and income (1906) 

3. Rate of interest (1907) 

4. Purchasing power of money (1911) 

5. The making of index numbers (1922) 

6. Theory of interest (1930) 

KEYNESIANS 

Keynesian economists are advocates of the work of John Maynard Keynes. Much of his work took place at the time of the Great Depression in the 1930s, and perhaps his best-known work was the 'General Theory of Employment, Interest & Money’, which was published in 1936.The Keynesian economists are: 

1. John Maynard Keynes 

2. Roy Forbes Harrod 

3. Sir John Richard Hicks 
1.
John Maynard Keynes 

Keynes is perhaps one of the best known of all economists. Keynes' father was an economist and his mother was Mayor of Cambridge for some time. Keynes went to Eton (as a scholar) and then went on to King's College Cambridge to study Classics and Maths. He worked for a short time in the Civil Service but didn't like it much, and so left and went back to Cambridge as a Fellow. In 1911 he was made editor of the Economic Journal - Britain's foremost economics publication. He married a Russian ballerina and was for much of his time a member of the Bloomsbury Group - a group of intellectuals whose ranks included well-known names such as Virginia Woolf, E.M.Forster and Bertrand Russell. He speculated considerably and as Bursar of King's College made the college very rich! He also acted as an advisor to a number of companies. In the Second World War he made his peace again with the Treasury. As a result he was instrumental in providing the framework for post-war economic recovery.

Where he felt strongly he wrote works criticising the policies of the time. He was particularly critical of the amount of money demanded from Germany for war reparations after the First World War and this prompted him to write a pamphlet: 

The economic consequences of the peace (1919) 

He was later very critical of Churchill's decision to return to the Gold Standard at the same rate as before the war, and this prompted him to put pen to paper again: 

The economic consequences of Mr. Churchill 

However, the work he is best known for was his main book published in 1936. It is often considered that this book marked the birth of modern macroeconomics. Though certainly not an easy read, it has been a best seller and changed the face of not just the academic world of economics, but also the practical world of economic decision making. Many governments since the Second World War (including in the UK and USA) considered themselves to be Keynesian and pursued Keynesian demand-management policies (These are policies that Keynesians argued should be used to control the level of demand in the economy. If there was a shortage of demand governments should aim to boost demand (reflationary or expansionary policies), and when there was excess demand they should do the opposite (deflationary or contractionary policies). In other words the government should be aiming to do the opposite to the trade cycle. For this reason these policies were often called 'counter-cyclical demand management policies'.  ). It took the stagflation of the early 1970s to break the Keynesian consensus. The title of this earth-shattering work was: 

The General Theory of Employment, Interest and Money (1936)
In the General Theory Keynes comprehensively challenged the Classical orthodoxy. He argued that a slump was not a long-run phenomenon that we should all get depressed about and leave the markets to sort out. A slump was simply a short-run problem stemming from a lack of demand. If the private sector was not prepared to spend to boost demand, the government should instead. It could do this by running a budget deficit. When times were good again and the private sector was spending again, the government could trim it’s spending and pay off the debts they accumulated in the slump. The idea, according to Keynes, should be to balance your budget in the medium term, but not in the short run.

One of his best-known quotes summarises this focus on short-run policies:

'In the long-run we are all dead'
So his theory was that the government should actively intervene in the economy to manage the level of demand. These policies are often known as demand management policies, aptly named since the idea of them is to manage the level of aggregate demand
We can see these policies on the diagram below: 
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If aggregate demand in low (AD1) then the government should pursue reflationary policies such as cutting taxes or boosting government spending to push aggregate demand higher and boost employment and output. However, if aggregate demand is too high (AD4) and causing demand-pull inflation then the government should pursue deflationary policies. These may include increasing taxes or cutting government spending to reduce demand.

2.
Sir Roy Forbes Harrod

Sir Roy Harrod studied and later worked at Oxford University. He graduated from New College and then worked at Christchurch College teaching from 1922 until 1952. During the war he held various posts in the Prime Minister's office and the Admiralty, but then returned to Oxford to carry on teaching. In 1952 he was appointed the Nuffield Reader of International Economics. 

Sir Roy Harrod published work on a wide variety of subjects and over a large number of years. Much of his work was based around analysis of growth, but he also wrote on subjects as diverse as money, exchange rates and inflation. Some of his main works include: 

1. The trade cycle - an essay (1936) 

2. Essay in dynamic theory (1939) 

3. Towards a dynamic economics (1948) 

4. The life of John Maynard Keynes (1951) 

5. Policy against inflation (1968) 

6. Reforming the world's money (1965) 

7. Dollar-sterling collaboration (1968) 

8. Money (1969) 

One of his last works was entitled Economic Dynamics (1973). It is this work on economic dynamics that he is best remembered for and the link below gives more detail on this.

Sir Roy Harrod is perhaps best remembered for trying to look at growth not in terms of a simple static equilibrium, which had been the preoccupation of many economists up to that time, but as a changing dynamic situation. The model he developed is called the Harrod-Domar model. He also brought together in a mathematical framework the multiplier and the accelerator.
The multiplier was a concept developed by Keynes that said that any increase in injections into the economy (investment, government expenditure or exports) would lead to a proportionally bigger increase in National Income. This is because the extra spending would have knock-on effects creating in turn even greater spending. The size of the multiplier would depend on the level of leakages.

The accelerator theory suggests that the level of net investment will be determined by the rate of change of national income. If national income is growing at an increasing rate then net investment will also grow, but when the rate of growth slows net investment will fall. There will then be an interaction between the multiplier and the accelerator that may cause larger fluctuations in the trade cycle. 

1. Multiplier / Accelerator Interaction

Harrod brought together theory about the multiplier and accelerator to show mathematically how they may interact to change the pattern of growth, and exaggerate the trade cycle. The accelerator theory suggests that net investment depends on the rate of change of output. This means that if there is, say an increase in government expenditure this will boost incomes through the multiplier. This will, in turn, boost investment through the accelerator. Then, because of the increase in investment the multiplier takes over again. As growth reaches its peak the accelerator kicks in reverse, and investment then falls. This has a multiplied effect and the same process begins but heading downwards this time! The interaction of the multiplier and accelerator serves to create some of the cyclical fluctuations.

2. Harrod-Domar Model

This model is a model of long-term growth and was in fact developed independently by Harrod and Domar around the same time. The model tends to show that there will be no natural tendency for the economy to have a balanced rate of growth. Growth is split into different types and analysed accordingly.

The overall conclusion of the model is that the economy does not naturally find a full-employment equilibrium. This is very similar to the Keynesian belief and is perhaps the main reason why we are considering Harrod as a Keynesian. The policy implication of the conclusion is that the government has to intervene to try to manage the level of output with its policies.

3.
Sir John Richard Hicks

Sir John Hicks is a Nobel Prize winner in Economics. He shared the award of the prize with Professor J.K. Arrow in 1972. He attended Clifton College in Bristol, and from there went to Balliol College Oxford. However, after graduating he lectured at the London School of Economics from 1926 - 1935. He then carried on touring the UK anti-clockwise working at Cambridge for 3 years and then Manchester where he was the Chair of Political Economy. He waited a further 8 years before completing the circle and moving back to Oxford as an Official Fellow of Nuffield College, Oxford.

He then settled there for many years and was made the Drummond Professor of Political Economy in 1952. He remained in that post until 1965. Much of the work he did was on microeconomics and for the analytical tool of indifference curve analysis. Sir John Hicks focused for much of his time on the theory of demand, and was instrumental in developing indifference curve theory. As a contrast though, he also spent some time developing a macroeconomic framework to model the economy. In this he referred a good deal to the work of Keynes. This framework is known as IS-LM analysis, and is still a very useful tool in macroeconomics. His main works included: 

1. The theory of wages (1932) 

2. Value and capital (1939) 

3. A contribution to the theory of the trade cycle (1950) 

4. A revision of demand theory (1956) 

5. The crisis in Keynesian economics (1974) 

6. Causality in economics (1979) 

Sir John Hicks looked at the role of the accelerator theory in affecting growth and income and came to conclusions similar to those of Harrod that the accelerator may induce various fluctuations in the level of output.

He also developed the IS-LM model. This is a way of modeling equilibrium in the economy by looking at equilibrium in the goods and services markets (the IS curve) and equilibrium in the money markets (LM curve). Where both these markets are in equilibrium will be the equilibrium level of output. The IS-LM model looks at output against the rate of interest:
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Hicks used this model to explore the assumptions concerned with investment, savings and the supply and demand for money. It has become a widely accepted alternative framework to standard Keynesian analysis.
MONETARISTS

Monetarists are a group of economists so named because of their preoccupation with money and its effects. The most famous Monetarist is Milton Friedman who developed much of the Monetarist theory we learn. Their main contribution is in updating many of these ideas to fit them into a more modern context. The two key areas of Monetarist work that we will look at are: 

1. Quantity Theory of Money 

The Quantity Theory of Money was a bit of Classical theory based around the Fisher Equation of Exchange. This equation stated that:

MV = PT

Again the conclusion from this was that:
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If the money supply grew faster than the underlying growth rate of output there would be inflation. Inflation would be bad for the economy because of the uncertainty it created. This uncertainty could limit spending and also limit the level of investment. Higher inflation may also damage our international competitiveness. 

Monetarism is very closely allied with the classical school of thought. They re-evaluated the Quantity Theory of Money and argued that increases in the money supply would cause inflation. This view was backed up by a substantial body of empirical evidence. They would therefore argue that to reduce inflation, the growth in the money supply needs to be controlled.

It is essentially an extension of classical theory which was developed in the 1960s and 1970s to try to explain a new economic phenomenon – stagflation. Stagflation was an expression coined to try to explain two simultaneous economic problems - stagnation (This term refers to a negative level of economic growth - the economy shrinking. If this only happens in the short-term it may be called a recession, but if it lasts longer, then it may be referred to as stagnation) and inflation. Previously these two had not appeared together, it had been one or the other. Keynesian policy had no solution for this problem at the time. It could perhaps have been called 'inflanation' but that sounds more like a medical problem than an economic one.
2. Expectations-augmented Phillips Curve 

Friedman argued that there were a series of different Phillips Curves for each level of expected inflation. If people expected inflation to occur then they would anticipate and expect a correspondingly higher wage rise. Friedman was therefore assuming no 'money illusion' - people would anticipate inflation and account for it. We therefore got the situation shown below: 
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Say the economy starts at point U, and the government decides that it want to lower the level of unemployment because it is too high. It therefore decides to boost demand by 5%. The increase in demand for goods and services will fairly soon begin to lead to inflation, and so any increase in employment will quickly be wiped out as people realise that there hasn't been a real

 increase in demand. So having moved along the Phillips Curve from U to V, the firms now begin to lay people off once again and unemployment moves back to W. Next time around the firms and consumers are ready for this, and anticipate the inflation. If the government insist on trying again the economy will do the same thing (W to X to Y), but this time at a higher level of inflation.

Any attempt to reduce unemployment below the level at U will simply be inflationary. For this reason the rate U is often known as the natural rate of unemployment
They tend to believe that if you control inflation as the main priority, then this will create stability and the economy will be able to grow at its optimum rate.

The key policy is therefore control of the money supply to control inflation. The government should certainly not intervene to try to reduce unemployment, as the economy will automatically tend to the natural rate of unemployment. The only way to change the natural rate is through the use of supply-side policies
Supply-side policies

Supply-side policies can be used to reduce market imperfections. This should have the effect of increasing the capacity of the economy to produce (in other words the long-run aggregate supply). They should therefore reduce the natural rate of unemployment. This will be the only non-inflationary way to get increases in output.
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Using supply-side policies has increased the level of output from Qfe1 to Qfe2, but the price level has remained stable. Supply-side policies as we have said are ones that reduce market imperfections. They may include: 

1. Improving education & training to make the work-force more occupationally mobile 

2. Policies to make people more geographically mobile (scrapping rent controls, simplifying house buying to speed it up etc.) 

3. Reducing the power of trade unions to allow wages to be more flexible 

4. Getting rid of any capital controls 

5. Removing unnecessary regulations 

Money supply policies

The real key to Monetarist policy though is the control of monetary growth. In this way (as predicted by the Quantity Theory of Money) the Monetarists would be able to maintain low inflation. Policies might include: 

1. Open-market operations - Open-market operations refers to the buying and selling of government securities on the financial markets. If the government sells large amounts of gilt-edged securities, this will mean a transfer of funds from the private sector to the government. This will happen as people buy securities and so have to write cheques or transfer money to the Bank of England who sold them. This means that the banks have less in the way of liquid funds available, and so they are unable to expand their loans as quickly. Selling gilt-edged securities is therefore considered to be a contractionary monetary policy.
2. Funding - Funding is a situation that arises when the government convert short-term securities into long-term ones. If the government sells more long-term securities then this will reduce the banks' liquidity. This in turn will reduce their ability to lend more. Funding therefore acts as a contractionary monetary policy. Over-funding is when the government sells more securities than necessary. This also is a contractionary monetary policy.
3. Monetary-base control - The monetary base of the economy is usually taken as the stock of cash that an economy has. i.e. the level of notes and coins. The closest measure of the money supply that we have to this in the UK is M0. Some Monetarists argued that the level of the money supply in the economy could be controlled by strict control of the monetary base. By tightly limiting the level of notes and coins available, financial institutions would be unable to expand their assets too quickly. They would have to be sure they had enough cash to operate. This process is known as monetary base control.
4. Interest rate control 

Monetarists vary in their precise beliefs on expectations. Some believe that expectations adjust so quickly that any policy change will immediately be taken into account by people, and there will therefore be no short-term adjustment. This school of Monetarism is known as 'rational expectations'. More moderate Monetarists accept that there may be an adjustment period, and so policy changes may have temporary or short-term effects on the level of output.

Perhaps one of the best-known quotes from Friedman's work is that:

"Inflation is always and everywhere a monetary phenomenon"
Model Building

The process of building models to explain the world around us is common to all sciences. Understanding the process of model building is crucial to upper-level decision makers. Even if you do not plan to build models yourself, the ability to analyze, critique and discuss alternative models with model-builders is a highly valuable management skill. 

All sciences begin with observation and measurement of the world around us.

Inductive Reasoning is the process of trying to find patterns and trends in raw data and drawing generalizations, or inferences, from the patterns. All sciences use inductive reasoning to try to make sense out of the complex world around us.  When we graph data points in order to discover any patterns in the data, we are using inductive reasoning.  Statistics courses teach more powerful, formal, mathematical methods for finding patterns and trends in data.  Both graphing and statistics are examples of inductive reasoning.

Based on the data gathered by descriptive economists, economic theorists use inductive reasoning to develop economic theories.
A model is a formal, precise statement of a theory. A model attempts to describe a theory using the principle of Ockham's Razor (Ockham's Razor is named after the fourteenth century philosopher William of Ockham’s.) Ockham's Razor principle states that unimportant details should be discarded, or "cut away," from a model. In practice, applying Ockham's Razor means that a model-builder should attempt to create the simplest model possible that still manages to capture the key aspects of the situation under study. Once the model-builder understands how the simple model works, the model can be made more realistic by adding more detail.

Although bigger and more complicated models may be more realistic (i.e., they may describe every little detail of how something works), more realistic models are not always necessarily better. Often, the appropriate level of model realism depends on how the model will be used. A good illustration of this point is a road map. A road map is a model of the surface of the earth. However, a road map is not a very realistic model of the surface of the earth, rather, it is a very abstract model, because a considerable amount of detail (i.e., individual houses, lines on the pavement, blades of grass along the road) has been discarded in order to convey the important aspects of the situation: the location of roads, towns and cities and the mileage between towns and cities. Because the primary use of a road map is to help someone get from place to place, other details are discarded. Because other details are discarded, a road map is relatively easy to read, it is a relatively transparent (easy to understand) model. Although abstract models are usually less realistic, they are also usually more transparent, and the best model for a given situation usually strikes a balance between realism and transparency. Again, Ockham's Razor says that only the important details should be included in a model. The answer to the question, "Which details are important?" depends on the purpose of the model (i.e., on how the model will be used). Deciding which details to initially include in a model is often a judgment call--it is part of the "art" of model building. The value of developing a model is that it allows the decision-maker to work out the full implications of these judgment calls.
Models are usually composed of three elements: variables, parameters and operators. We examine each of these model elements in turn below.

A variable is an element of a model that can take on several different values, depending on circumstances. In other words, a variable is a thing that is not constant. It is important to note that a variable can remain at a constant value for a long time and still be a variable; the defining characteristic of a variable is that it has the potential to vary.

Some variables in a model are given special names. For example, a dependent variable is a variable whose value we would like to determine by using the model; a dependent variable is also called an "outcome variable." Usually, the dependent variable is the "unknown" that we attempt to "solve for" by using the model.

An independent variable is a variable that influences the dependent variable. Although we are usually not as interested in independent variables as we are in dependent variables, they are included in the model because they significantly affect the dependent variables.

Some special independent variables are called "choice variables." A choice variable is an independent variable that the decision-maker can directly control. As economists, it is very important to identify choice variables in a model, because choice variables are the things in the model that we, or our clients, have control over.

Example: Suppose you are working as an economist for a business client, and your job is to develop a model of the business' product sales. Product sales are the thing you are most interested in; it is the dependent variable in the model. Suppose only two factors significantly influence product sales: the price the business charges for its product and the price a competitor charges for a competing product. These prices are included in the model as independent variables. Since the business client has direct control over the price it charges, this independent variable is further considered a choice variable in the model. In contrast, the competitor's price is not considered a choice variable because it is not under the client's direct control. 

A parameter is a model element that is assumed to be constant. Almost nothing is ever really completely constant, and deciding whether a given model element is a variable or a parameter is a matter of judgment. Parameters are model elements that are relatively constant in comparison with model variables.

The world is a complex place, and essentially everything affects everything else. To focus on particular relationships between particular variables, we often build a model that assumes that everything else in the world is held constant. Once we understand how a simple model works, we can then make the model more realistic by adding more variables and relationships. The assumption that everything else in the world is held constant is called ceteris paribus, which is Latin for "all else held constant." In modeling terms, ceteris paribus is the assumption that everything in the world, except the things that we have defined as variables in the model, remains relatively constant and can be represented in the model by parameters. 

An operator is an element of a model that describes the relationships between variables and parameters in the model. Examples of operators are: addition, subtraction, multiplication, division, "take the logarithm of," "raise to the power of," "take the derivative of," etc.

Index 1

Comparison of GDP, Population & Literacy of Selected Nations

	July 2001 Figures

	Nation
	GDP per capita
	GDP
	Population
	Literacy
	% Of World GDP

	World
	$6,693 
	$40,700,000 
	6,080,671,215
	NA
	100%

	Luxembourg
	$33,609 
	$14,700 
	437,389
	100%
	0.04%

	United States
	$33,586 
	$9,255,000 
	275,562,673
	97%
	23%

	Monaco
	$27,451 
	$870 
	31,693
	NA
	0.00%

	Switzerland
	$27,126 
	$197,000 
	7,262,372
	99%
	0.48%

	Cayman Islands
	$26,753 
	$930 
	34,763
	98%
	0.00%

	Norway
	$24,837 
	$111,300 
	4,481,162
	100%
	0.27%

	Jersey
	$24,743 
	$2,200 
	88,915
	NA
	0.01%

	Denmark
	$23,930 
	$127,700 
	5,336,394
	100%
	0.31%

	Belgium
	$23,766 
	$243,400 
	10,241,506
	98%
	0.60%

	Singapore
	$23,607 
	$98,000 
	4,151,264
	91%
	0.24%

	Austria
	$23,441 
	$190,600 
	8,131,111
	98%
	0.47%

	Japan
	$23,311 
	$2,950,000 
	126,549,976
	99%
	7.20%

	Iceland
	$23,230 
	$6,420 
	276,365
	100%
	0.02%

	France
	$23,142 
	$1,373,000 
	59,329,691
	99%
	3.40%

	Canada
	$23,091 
	$722,300 
	31,281,092
	97%
	1.80%

	Aruba
	$23,009 
	$1,600 
	69,539
	97%
	0.00%

	Netherlands
	$22,973 
	$365,100 
	15,892,237
	99%
	0.90%

	Kuwait
	$22,700 
	$44,800 
	1,973,572
	79%
	0.11%

	Liechtenstein
	$22,666 
	$730 
	32,207
	100%
	0.00%

	Germany
	$22,513 
	$1,864,000 
	82,797,408
	99%
	4.60%

	Hong Kong
	$22,231 
	$158,200 
	7,116,302
	92%
	0.39%

	Australia
	$21,712 
	$416,200 
	19,169,083
	100%
	1.00%

	United Kingdom
	$21,676 
	$1,290,000 
	59,511,464
	99%
	3.20%

	Italy
	$21,029 
	$1,212,000 
	57,634,327
	98%
	3.00%

	Finland
	$21,016 
	$108,600 
	5,167,486
	100%
	0.27%

	Sweden
	$20,737 
	$184,000 
	8,873,052
	99%
	0.45%

	Ireland
	$19,409 
	$73,700 
	3,797,257
	98%
	0.18%

	Guam
	$19,402 
	$3,000 
	154,623
	99%
	0.01%

	Bahamas, The
	$18,916 
	$5,580 
	294,982
	98%
	0.01%

	San Marino
	$18,562 
	$500 
	26,937
	96%
	0.00%

	Israel
	$18,040 
	$105,400 
	5,842,454
	95%
	0.26%

	Andorra
	$17,958 
	$1,200 
	66,824
	100%
	0.00%

	Guernsey
	$17,946 
	$1,150 
	64,080
	NA
	0.00%

	United Arab Emirates
	$17,517 
	$41,500 
	2,369,153
	79%
	0.10%

	Macau
	$17,168 
	$7,650 
	445,594
	90%
	0.02%

	Gibraltar
	$16,960 
	$500 
	29,481
	80%
	0.00%

	Spain
	$16,939 
	$677,500 
	39,996,671
	97%
	1.70%

	Greenland
	$16,782 
	$945 
	56,309
	NA
	0.00%

	New Zealand
	$16,703 
	$63,800 
	3,819,762
	99%
	0.16%

	Brunei
	$16,648 
	$5,600 
	336,376
	88%
	0.01%

	Qatar
	$16,522 
	$12,300 
	744,483
	79%
	0.03%

	Man, Isle of
	$16,412 
	$1,200 
	73,117
	NA
	0.00%

	Taiwan
	$16,088 
	$357,000 
	22,191,087
	86%
	0.88%

	Faroe Islands
	$15,454 
	$700 
	45,296
	NA
	0.00%

	Portugal
	$15,067 
	$151,400 
	10,048,232
	87%
	0.37%

	Virgin Islands
	$14,886 
	$1,800 
	120,917
	NA
	0.00%

	New Caledonia
	$14,865 
	$3,000 
	201,816
	91%
	0.01%

	Greece
	$14,073 
	$149,200 
	10,601,527
	95%
	0.37%

	Bahrain
	$13,562 
	$8,600 
	634,137
	85%
	0.02%

	Korea, South
	$13,181 
	$625,700 
	47,470,969
	98%
	1.50%

	Malaysia
	$10,512 
	$229,100 
	21,793,293
	84%
	0.56%

	Mauritius
	$10,429 
	$12,300 
	1,179,368
	83%
	0.03%

	Argentina
	$9,931 
	$367,000 
	36,955,182
	96%
	0.90%

	Saudi Arabia
	$8,673 
	$191,000 
	22,023,506
	63%
	0.47%

	Mexico
	$8,625 
	$865,500 
	100,349,766
	90%
	2.10%

	Uruguay
	$8,398 
	$28,000 
	3,334,074
	97%
	0.07%

	Hungary
	$7,831 
	$79,400 
	10,138,844
	99%
	0.20%

	Venezuela
	$7,765 
	$182,800 
	23,542,649
	91%
	0.45%

	Oman
	$7,737 
	$19,600 
	2,533,389
	NA
	0.05%

	Libya
	$7,683 
	$39,300 
	5,115,450
	76%
	0.10%

	Seychelles
	$7,438 
	$590 
	79,326
	58%
	0.00%

	Poland
	$7,155 
	$276,500 
	38,646,023
	99%
	0.68%

	Fiji
	$7,087 
	$5,900 
	832,494
	92%
	0.01%

	South Africa
	$6,819 
	$296,100 
	43,421,021
	82%
	0.73%

	Thailand
	$6,348 
	$388,700 
	61,230,874
	94%
	0.96%

	Brazil
	$6,115 
	$1,057,000 
	172,860,370
	83%
	2.60%

	Iran
	$5,297 
	$347,600 
	65,619,636
	72%
	0.85%

	Algeria
	$4,732 
	$147,600 
	31,193,917
	62%
	0.36%

	Lebanon
	$4,528 
	$16,200 
	3,578,036
	86%
	0.04%

	Bulgaria
	$4,476 
	$34,900 
	7,796,694
	98%
	0.09%

	Peru
	$4,294 
	$116,000 
	27,012,899
	89%
	0.29%

	Russia
	$4,249 
	$620,300 
	146,001,176
	98%
	1.50%

	Namibia
	$4,008 
	$7,100 
	1,771,327
	38%
	0.02%

	Romania
	$3,900 
	$87,400 
	22,411,121
	97%
	0.22%

	Swaziland
	$3,877 
	$4,200 
	1,083,289
	77%
	0.01%

	China
	$3,804 
	$4,800,000 
	1,261,832,482
	82%
	12%

	Macedonia
	$3,723 
	$7,600 
	2,041,467
	NA
	0.02%

	Philippines
	$3,475 
	$282,000 
	81,159,644
	95%
	0.69%

	Kazakhstan
	$3,257 
	$54,500 
	16,733,227
	98%
	0.13%

	Jordan
	$3,201 
	$16,000 
	4,998,564
	87%
	0.04%

	Egypt
	$2,926 
	$200,000 
	68,359,979
	51%
	0.49%

	Indonesia
	$2,714 
	$610,000 
	224,784,210
	84%
	1.50%

	Samoa
	$2,702 
	$485 
	179,466
	97%
	0.00%

	Iraq
	$2,642 
	$59,900 
	22,675,617
	58%
	0.15%

	Sri Lanka
	$2,625 
	$50,500 
	19,238,575
	90%
	0.12%

	Solomon Islands
	$2,595 
	$1,210 
	466,194
	NA
	0.00%

	Syria
	$2,588 
	$42,200 
	16,305,659
	71%
	0.10%

	Zimbabwe
	$2,336 
	$26,500 
	11,342,521
	85%
	0.07%

	Georgia
	$2,331 
	$11,700 
	5,019,538
	99%
	0.03%

	Mongolia
	$2,301 
	$6,100 
	2,650,952
	83%
	0.02%

	Ukraine
	$2,228 
	$109,500 
	49,153,027
	98%
	0.27%

	Kyrgyzstan
	$2,198 
	$10,300 
	4,685,230
	97%
	0.03%

	Lesotho
	$2,193 
	$4,700 
	2,143,141
	71%
	0.01%

	Cameroon
	$2,043 
	$31,500 
	15,421,937
	63%
	0.08%

	Pakistan
	$1,992 
	$282,000 
	141,553,775
	38%
	0.69%

	Vietnam
	$1,817 
	$143,100 
	78,773,873
	94%
	0.35%

	Maldives
	$1,791 
	$540 
	301,475
	93%
	0.00%

	India
	$1,780 
	$1,805,000 
	1,014,003,817
	52%
	4.40%

	Cuba
	$1,669 
	$18,600 
	11,141,997
	96%
	0.05%

	Central African Republic
	$1,651 
	$5,800 
	3,512,751
	60%
	0.01%

	Kenya
	$1,486 
	$45,100 
	30,339,770
	78%
	0.11%

	Bangladesh
	$1,447 
	$187,000 
	129,194,224
	38%
	0.46%

	Burma
	$1,423 
	$59,400 
	41,734,853
	83%
	0.15%

	Laos
	$1,273 
	$7,000 
	5,497,459
	57%
	0.02%

	Guinea
	$1,232 
	$9,200 
	7,466,200
	36%
	0.02%

	Nepal
	$1,109 
	$27,400 
	24,702,119
	28%
	0.07%

	Bhutan
	$1,047 
	$2,100 
	2,005,222
	42%
	0.01%

	Korea, North
	$1,042 
	$22,600 
	21,687,550
	99%
	0.06%

	Uganda
	$1,038 
	$24,200 
	23,317,560
	62%
	0.06%

	Gaza Strip
	$1,034 
	$1,170 
	1,132,063
	NA
	0.00%

	Sudan
	$929 
	$32,600 
	35,079,814
	46%
	0.08%

	Liberia
	$901 
	$2,850 
	3,164,156
	38%
	0.01%

	Nigeria
	$896 
	$110,500 
	123,337,822
	57%
	0.27%

	Zambia
	$887 
	$8,500 
	9,582,418
	78%
	0.02%

	Afghanistan
	$813 
	$21,000 
	25,838,797
	32%
	0.05%

	Kiribati
	$804 
	$74 
	91,985
	NA
	0.00%

	Mali
	$795 
	$8,500 
	10,685,948
	31%
	0.02%

	Madagascar
	$742 
	$11,500 
	15,506,472
	80%
	0.03%

	Yemen
	$727 
	$12,700 
	17,479,206
	38%
	0.03%

	Cambodia
	$671 
	$8,200 
	12,212,306
	35%
	0.02%

	Ethiopia
	$519 
	$33,300 
	64,117,452
	36%
	0.08%

	Sierra Leone
	$478 
	$2,500 
	5,232,624
	31%
	0.01%


To summarize, we may extract the following facts: 

1. The G7 countries account for 67% of the world GDP. 

2. A group of 9 nations representing the highest per capita income account for 60% of the total world GDP. Extending this to 43 rich nations accounting for 20% of world population, they represent 84% of world GDP; 57 nations with 30% of world population account for 90% of world GDP. This amounts to saying that the poor 70% of world population receives only 10% of the total world income! 

3. The gap between the richest and poorest is represented by the rich Switzerland with a per capita income of $ 26,716 (7.56 times the weighted world average) and the poor Mozambique with and income of $ 95 (0.027 times the world average). The ratio between these extremes is 275 times. 

4. Even worse than the actual magnitude of the world economy maldistribution, is the continued tendency of the world economy to concentrate the wealth, thus to increase more the maldistribution. The combined condition of very high and ever increasing maldistribution is a clear indicator of the non-sustainability of the actual world economic order.  

5. The weighted Maldistribution index of the world nations income is 185.6%, the average world Gini index is 0.682, assuming that in each country there is a perfect internal income distribution; the economic Quality index of this Maldistribution level is 22.5%. 

	World GDP by regions for 1990 1995 1999 in current US$ billion

	US$ Billion (current)
	 1990
	  1995
	  1999
	Variation%

	WORLD GDP
	  22,088.70 
	  24,520.80 
	  27,357.90 
	 + 23.85 

	North America
	   6,647.10 
	   7,443.40 
	   8,744.00 
	        31.55 

	Central + South America
	      837.50 
	   1,011.40 
	   1,089.90 
	        30.14 

	Western Europe
	   7,204.00 
	   7,862.40 
	   8,621.70 
	        19.68 

	Eastern Europe + FSU
	   1,209.20 
	      811.50 
	      828.90 
	 -  31.45 

	Middle East
	      814.30 
	      986.50 
	   1,105.10 
	        35.71 

	Africa
	      453.40 
	      452.10 
	      510.60 
	        12.62 

	Far East + Oceania
	   4,923.20 
	   5,924.10 
	   6,475.70 
	        31.53 

	
	
	
	
	

	World Per Capita GDP by regions for 1990-95-99 in current US$

	 
	 1990  
	 1995
	 1999
	Variation %

	World Average
	   4,205.00 
	   4,326.00 
	   4,563.00 
	 +   8.5 

	North America
	  18,470.00 
	  19,461.00 
	  21,832.00 
	        18.20 

	Central + South America
	   2,362.00 
	   2,621.00 
	   2,656.00 
	        12.40 

	Western Europe
	  15,779.00 
	  16,824.00 
	  18,134.00 
	        14.90 

	Eastern Europe + FSU
	   3,103.00 
	   2,071.00 
	   2,115.00 
	 -  31.8 

	Middle East
	   6,261.00 
	   6,669.00 
	   6,796.00 
	 +   8.5 

	Africa
	      734.00 
	      680.00 
	      651.00 
	 -  11.3 

	Far East + Oceania
	   1,672.00 
	   1,860.00 
	   1,921.00 
	        14.90 


Index 2

INTERNATIONAL INSTITUTIONS  
1. The European Community (EU)

The European Community was established by the Treaty of Rome (1957) and is also called the European Union (EU). The fifteen members of the EU (Belgium, Denmark, France, Greece, Irish Republic, Italy, Luxembourg, Netherlands, Portugal, Spain, West Germany and the United Kingdom...) form a customs union, which aims for eventual economic and political unity. The EU has: 

a) Free movement of capital and labour within member countries; 

b) Free trade between member countries; 

c) Common tariffs against non-members; 

d) A Common Agricultural Policy (CAP) which guarantees minimum prices for farmers' output; 

e) standardised trade and customs procedures, e.g. metric measurements; 

f) Some members who are part of the European Monetary System (EMS), which aims to maintain exchange rate stability by, concerted government intervention. In January 1999 many of the members will adopt a single European currency - the EURO. Britain has elected to stay outside this until at least after the next election - 2002. 

2. The International Monetary Fund (IMF)

Established in 1944 at Bretton Woods, the main aim of the IMF is to stabilise exchange rates and to lend money to
 countries needing foreign currency. Over 140 member countries pay a sum of their own currency into a pool. The amount paid in depends on the size of their economy. Each country can then borrow foreign currency from the pool according to their contribution to settle temporary balance-of-payments problems. Countries can draw up to 25 per cent of their quota before the IMF begins to set conditions on the loan. In 1967 the IMF created a new international currency called special drawing rights (SDRs), which governments use to settle debts with other countries. 

3. The International Bank for Reconstruction and Development (IBRD)

Known as the World Bank. IBRD lends money to developing countries for capital projects such as power stations or roads. Loans are for about thirty years and carry a low rate of interest. 

4. The World Trade Organisation (WTO)

The World Trade Organisation was set up in 1995 and succeeded the General agreement on Tariffs and Trade (GATT). The aim of the WTO is to help trade flow smoothly, freely, fairly and predictably. It; 

a) Administrates trade agreements 

b) Acts as a forum for trade negotiations 

c) Settles trade disputes 

d) Reviews national trade policies 

e) Assists developing countries in trade policy issues 

5. The Organisation for Economic Co-operation and Development (OECD)

The OECD is made up of member countries that send a representative to a council. This offers an opportunity to discuss common policies to help stabilise exchange rates and encourage growth. The OECD also publishes surveys of individual economies. 

6. The Organisation of Petroleum Exporting Countries (OPEC)

This is an international group of many of the largest oil-producing nations, which tries to limit world production and so maintain the price of oil. In 1985 the price of a barrel of oil stood at over $30. By mid-1986 members had exceeded set production levels and the price of oil had fallen below $10 for the first time in a decade? Since then it has recovered, but never to the previous levels.

Economic indicators 

General

1. Number & % of population below the poverty line 

2. Demographic Statistics

3. Urban and rural population sex-wise 

4. Urban and rural population district-wise 

5. Birth and death rates  

6. Literacy rates 

Macro Aggregates

7. GNP and NNP 

8. Net state domestic product at current prices 

9. GDP at factor cost by industry of origin 

10. GDP by economic activity 

11. Gross domestic savings and capital formation 

12. Capital formation: Central Govt.& its financing

Subsidies

13. Details of subsidies by the central government 

14. Trade, Investment and Balance of Payments

15. Imports, exports and balance of payments 

16. Ratios of selected items of the balance of payment 

17. Balance of payments: key indicators 

18. Foreign investment flows by category

19. Foreign exchange reserves historical perspective  

20. Composition of exports 

21. Exports & Imports by commodity group

Debt

22. External debt and debt servicing indicators 

23. Debt service payments  

24. Outstanding liabilities of the Central Government 

25. Debt indicators for selected countries 

Prices

26. Index numbers of consumer prices 

27. Index numbers of whole sale prices

28. Annual (point to point) inflation rate 

29. Annual rate of inflation in essential commodities 

30. WPI: relative prices-manufactured & agricultural

Miscellaneous

31. Receipts and Expenditure of the Central Government 

32. Economic classification of total expenditure of CG 

33. Budget transactions of the Central, State Govt.& UT 

International

34. Profile on economy country-wise 

35. Profile on demography country-wise

36. External debt outstanding

37. Total ext. debt & debt GNP ratio

38. Foreign exchange reserves

39. Demographic data 

Plan Statistics

40. Sect oral Five Year Plans outlays 

41. Material balance for selected commodities 

42. Public sector plan exp.

43. Outlays/expend. On energy, environment & forestry 

Linkages with Energy

44. Total & per capita primary energy consumption

45. Per capita primary energy consumption in India

46. Per capita commercial energy consumption

47. Hydroelectricity consumption: country-wise

48. Primary energy consumption by fuel: 

49. Sect oral consumption of fuels

50. Growth in primary energy consumption. W.r.t. growth in GNP 

51. Commercial energy balance 

52. Final energy consumption.
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