
INTRODUCTION TO MICRO ECONOMICS 
Economics – Definitions  

• Economics is a science which deals with human being , how they earn money and how they spend it  

• The term Economics was derived from the Greek word Oikos and Nemeian, which mean household 
management.  

• The present form of economics was born with the publication of Adams smith’s book An Enquiry in to 

the Nature and Causes of Wealth of Nations in 1776  

• Earlier Economics was known as Political Economy. The new name, Economics was given by Alfred 

Marshal. 

Wealth Concept (Adam Smith): defined Economics as Science of Wealth. This means that Economics 

studies production and consumption of wealth. 

Welfare Concept (Alfred Marshall): defined Economics as ‘The study of Man’s Action in Ordinary 

Business of Life.’  

Scarcity Concept (Lionel Robbins) defined Economics as a science, which studies human behaviour as a 

relationship between ends and scare means, which have alternative uses. Thus, scarcity of means in 

relation to unlimited wants leads to the problem of choice. That is, the economic problems.   

Growth Concept (Professor P.A. Samuelson) Economics should also make an enquiry to accelerate the 

rate of growth and promote social welfare 

  

 

 

 

 

 

Positive Science& Normative Science:  

Positive Science deals with the facts. it presents the real picture of a fact without any comments or suggestions.. 
There is no chance for value judgement  
Examples: India is an over populated country, India follows Mixed Economy, Marginal utility of money for rich is 
low, and there is inverse relationship between price and quantity demanded. 
Normative Science: deals with norms of fact and recommend what ought to be and what ought to have been. There 
is chance for value judgement 
Examples: Agricultural income should be taxed, India requires balanced growth in all sectors of the economy, 
Unemployment can be eradicated by wise economic policy, and there should be equitable allocation of resources 
between centre and states 
 

Economic Activity and Economy  

Economic Activity: is all those activities that are paid (Remunerated in Economics terminology)  

Economy: The sum total of all Economic activities of the society is called an Economy. According to 

Brown “Economy is the system of earning livelihood” 

 

Major Types of Economy  

Market Economy: - It is an economy in which goods and resources are bought and sold freely in the market  
Centrally planned Economy: - It is an economy in which all economic decisions are taken by the government or 
centrally planned authority. 
Mixed Economy: - It is an economy in which all economic decisions are taken by the government or centrally 
planned authority and Market forces (Price Mechanism) 
 

Planned Economy Market Economy 

All the materials means of production are owned by 
government. 

All the materials means of production are owned by  
private individuals. 

Main objectives of production is social welfare Main objectives of production are maximization of profit. 

Ownership of property is under government control There is no limit to private ownership of property. 

All the economic problems are solved as per direction of 
the planning  Commission. 

All the economic problems are solved through price 
mechanism i.e., demand and supply. 

 

Basic Economic Problems  

• Economic problems arise out of the scarcity. 

• By scarcity we mean that the means of production are always scare in relation to the demand for goods and 
services they produce.  

Adam Smith(Father of Economics ) Wealth of nations  1776 

Alfred Marshall Principles of Economics 1860 

Lionel Robbins Significance of  Economic Science 1938 

P.A. Samuelson Economics 1960 
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• Human wants are unlimited. Therefore all human wants cannot be satisfied with the limited means because 
resources are limited and resources available for production of goods and services have alternative uses.  

• Man has to choose which want should be satisfied with the limited resources at his disposal so as to get 
maximum satisfaction. Here the problem of choice arises 

• Making best use of available resources. is known as Economising Resources. 

Causes of Economic Problems 

Prof. Robbins has classified four basic causes of economic problems. Human wants are unlimited, Resources are 
limited, and Resources available have alternative uses and Problem of choice.  

Basic Economic Problems of an Economy 

All economies whether developed or underdeveloped faces the problem of an economy.  
What to Produce? There are two aspects for this problem. First, what should be produced? Second, what 
should be their quantity? The first problem is the problem of choice of goods and services to be produced and 
the second problem is the problem of determining the quantity of goods and services to be produced.  
How to Produce? The problem how to produce refers to the problem of selection of techniques of production in 
the process of producing goods and services. - labour intensive or capital intensive. 
Labour intensive techniques: - engaging more quantity of labour with less quantity of capital.  
Capital intensive techniques: - engaging more quantity of capital with less quantity of labour. 
Under Developed Economies where labour is abundant and cheep, use labour intensive techniques of production 
and Developed Economies where capital is abundant and cheep adopt capital-intensive techniques of 
production. 

Whom to Produce? The third problem is the problem of the distribution of national income. In capitalist 
economy the decision are taken on the basis of purchasing power of the consumers where as in socialist 
economy the decision are taken on the basis of requirement of the consumers through Planning. 
How to achieve fuller and efficient use of resources? The fourth problem of an economy is the problem of 
achieving optimum utilization of resources. Since the means of production are always scare in relation to the 
demand for goods and services they produce, every efforts has to be made to achieve fuller and efficient use of 
resources. That is, resources should not be kept idle or underutilized. 
The Problem of growth of resources: - Since the means of production are scare and will exhaust on being 
constant use, growth of resources has become another problem of an economy. The economy should strive for 
discovering new resources to substitute older resources.  
The Problem of economic Growth: - Every economy of the world intends to increase its rate of economic 
growth in order to achieve higher standard of living of the people. In order to achieve this objective it has to 
decide the rate of savings and investment and about the use of technology. It is therefore essential for the 
Economist to think about the problem of economic growth. 

 

Solution of central problems the Capitalistic/ Free Market Economy 

In a Market-Oriented or Capitalist Economy, problems are solved by the Price Mechanism.  
In a Planned Economy or Socialist Economy, all the economic decisions are solved by the state through planning.  
 

  Central Problems and Branches of Economics 

 

Micro Economics and Macro Economics  

Micro (Worms Eye View). Macro Economics (Birds Eye View) 

Studies individual units  Studies aggregate of economic unit 

It is also known as Price Theory I It is also known as Income Theory  

The method of study is Partial Equilibrium Analysis The method of study is General  Equilibrium Analysis 

It studies individuals units, which are mortal It studies society which is immortal 

concern with Theory of Consumer Equilibrium, Theory 
of Producer’s Equilibrium, Factor Pricing (Theory of 
Distribution )and Theory of Economic Welfare 

concern with -National Income accounting ,general price 
level, Full Employment and Economic Growth and  
Business Cycles ,international trade 

 

Economics (price theory). It deals with allocation of resources -what to, how to and whom to produce. 

Macro Economics (Income theory). It deals with Full Employment of resources.  

Developmental Economics. It studies the growth of resources 

Welfare Economics It deals with the efficiency in production and distribution. 



Production Possibility Curve 
A Production Possibility Curve is a curve, which 
be produced with given resources and technique 

commodities are in production wine and Cotton

From the above table it is clear that with the given resources and 
of wheat and machines that can be produced are A, B, C, economy has to choose one out of various combinations of 
Production Possibilities. All points on PPC or inside PPC are attainable with the given resources and 
Points on PPC Show Full Employment of 
 

Shift in PPC 

If the economy is able to increase the resources due to process of growth (advancement of technologies and 
availability of resources of the economy), the production possibility curve shifts rightward
can produce more of both goods than before. 
both goods than before.   Accordingly, the prod

Rotation of Production Possibility Curve 

When the technologies are efficient for commodity X, PPC rotates from aq to aq
of X. (Fig-1). When the technologies are 
the productivity of Y. (Fig-2) 

Concept of Opportunity Cost  

Our resources are scare. These resources can be put to alternative uses
example, if one acre of land produces rice worth Rs.5000/
forgo the production of rice worth Rs.5000/
producing wheat is Rs.5000/-, the cost of producing rice.

Opportunity or alternative cost of producing one unit of commodity X is the amount of commodity Y that 

must be sacrificed in order to use resources to produce commodity X rather than com

cost is also known as Transfer Earning

Opportunity Cost also means Opportunity Lost

Production Possibility Curve  
A Production Possibility Curve is a curve, which shows the various alternative production possibilities, which can 

be produced with given resources and technique of production.. For the sake of simplicity, we assume that two 
wine and Cotton 

Possibility Wine Cotton 

A 15 0 

B 14 1 

C 12 2 

D 9 3 

E 5 4 

F 0 5 

From the above table it is clear that with the given resources and techniques of production, the various combinations 
of wheat and machines that can be produced are A, B, C, economy has to choose one out of various combinations of 

ilities. All points on PPC or inside PPC are attainable with the given resources and 
Full Employment of Resources. The shape of PPC is concave to the origin.

 

 

If the economy is able to increase the resources due to process of growth (advancement of technologies and 
of the economy), the production possibility curve shifts rightward

can produce more of both goods than before.  Similarly if resources are reduced, the economy would produce less of 
both goods than before.   Accordingly, the production possibility curve shifts leftward (a2b

 
Rotation of Production Possibility Curve  

When the technologies are efficient for commodity X, PPC rotates from aq to aq1, as this will raise the productivity 
When the technologies are efficient for a commodity Y, PPC rotates from aq to a

. 
Fig-1                            Fig -2 

Our resources are scare. These resources can be put to alternative uses  This can be under stood with the help of an 
example, if one acre of land produces rice worth Rs.5000/- and wheat worth Rs. 8000/-
forgo the production of rice worth Rs.5000/-for the sake of wheat worth Rs. 8000/-. Then the opportuni

, the cost of producing rice. 

Opportunity or alternative cost of producing one unit of commodity X is the amount of commodity Y that 

must be sacrificed in order to use resources to produce commodity X rather than com

Transfer Earning of a factor of production or the cost of next best

Opportunity Lost 
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shows the various alternative production possibilities, which can 

. For the sake of simplicity, we assume that two 

of production, the various combinations 
of wheat and machines that can be produced are A, B, C, economy has to choose one out of various combinations of 

ilities. All points on PPC or inside PPC are attainable with the given resources and technology All 
The shape of PPC is concave to the origin. 

If the economy is able to increase the resources due to process of growth (advancement of technologies and 
of the economy), the production possibility curve shifts rightward (a1b1). Thus, the economy 

Similarly if resources are reduced, the economy would produce less of 
b2) 

as this will raise the productivity 
efficient for a commodity Y, PPC rotates from aq to a1q as this will raise 

can be under stood with the help of an 
-, the rational producer will 

. Then the opportunity cost for 

Opportunity or alternative cost of producing one unit of commodity X is the amount of commodity Y that 

must be sacrificed in order to use resources to produce commodity X rather than commodity Y. Opportunity 
cost of next best-forgone alternative. 
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Marginal Opportunity Cost 

Opportunity or alternative cost of producing one unit of commodity X is the amount of commodity Y that must be 
sacrificed in order to use resources to produce commodity X rather than commodity Y. the rate of this sacrifice is 
called Marginal opportunity Cost. In general, for increasing the production of one commodity, we will have to make 
sacrifice of another commodity. This can be under stood with the help of an example  

Possibility Wine  Cotton  MOC 

A 15 0 - 

B 14 1 1 

C 12 2 2 

D 9 3 3 

E 5 4 4 

F 0 5 5 

Marginal Opportunity Cost (MOC) the rate at which output of one commodity is sacrificed to produce one more unit 
of the other commodity. MOC=Unit of One Good Sacrificed / More Units of Other Good Produced 

 
 
 

Shape of Production Possibility Curve and Marginal Opportunity Cost 

Nature of MOC  Shape 

Increasing marginal opportunity 

 

concave to its origin 

Decreasing marginal opportunity cost 

 

Convex to origin  

Constant Marginal opportunity Cost  

 

Straight Line  

                                                                                   

Correct the following  

a) All points inside the Production possibility cure  shows efficient use of resources 
b) Price mechanism is an important feature of  Centrally planned economy 
c) Macro Economics is also known as Income Theory 
d) Production possibility curve may sometimes be convex to the origin 
e) Central problems of an economy are found only in those economies which  regulated by the 

government. 
f) Scarcity exists even when certain goods are available at zero prices. 
g) PPC is drawn on the assumption of constant technology 
h) Economizing the use of resources means saving the resources for future use. 
i) If resources are not efficiently utilized, we are outside PPC. 

Classify the following variables into two branches of economics: 

General Price level, Consumption, Rent for a house in the city, Per capita income, Salary of a doctor, 
Price of a book, National Income 

Fin odd man out: Planning, Price Mechanism, Socialism, welfare  
  

Fill In the Blanks  

a) Mixed economy is the one in which_________________________ 
b) In a capitalist economy, the problem of resource allocation is solved by____________ 
c) In a centrally planned economy, the decision regarding resource allocation is taken by 

the__________________ 
d) Marginal opportunity cost refers to the loss of output of Goods-1 when_____________ 
e) Growth of resources causes a shift in PPC to the_______________ 
f) When an economy is operating inside the PPC, it is a situation of____________ 
g) In a state of economic slowdown (or recession) when there is massive unemployment and the economy 

fails to operate on the PPC, it tends to operate___________________ 
h) Destruction of resources causes a shift in PPC to the__________________ 
i) Discovery of resources (or new technology) causes a shift in PPC to the____________ 

MOC =Δy/Δx 



THEORY OF CONSUMER BEHAVIOUR
We will study the behaviour of a individual consumer in a market for final goods. Economist assume that 

consumer choose the best bundle of goods they can afford. 

Consumer Budget  

 It is the real purchasing power of the consumer from which he can purchase the certain quantities of bundles of two 
goods at a given prices. In other words the consumption bundle available to a consumer depends on two things
prices of two goods and The Income of the consumer. (The consumer can afford to buy only those bundles which 
cost him lees than or equal to his income).

 Budget Set   

It is the set (collection) of all the bundles that the consumer can buy with his income at the 

For example Mr. Darshan’s income is 
(0,1 ), (0,2 ), (0,3 ), (0,4 ), (1,0 ), (2,0 ), (3,0 ), (4,0 ), (1,1 ), (1,2 ), (1,3 ), (2,0 )

Out of this bundles (0,4 ), (1,3 ), (2,2 ), (3,1 ), (4,0 ) cost exactly same and all other bundles cost less than 

Budget Line (or Price Line) 

A budget line represents all bundles (i.e. Combination of two 

income and prices of two goods. Suppose there are two goods good 
that of good- 2 is P2. If the consumer wants to buy 
to spend P1x1 + P2x2 amount of money. Suppose money income of the consumer is M, he can choose any bundle of 
two goods which cost equal to the money he has. Expressed in the form of an equation: 

P1x1 + P2x2 = M 

Change in Budget line 
A budget line is based on income (M) and prices (P

Preferences: what the consumer wants?

It means choosing one good over another.

Monotonic preferences 

Preference of “more is better”. Monotonic preference means that consumer preference between any two bundles of 
goods which has more of at least one of the good and no less of other goods compared to the 
A consumer with monotonic preference w
consumer with monotonic preference will prefer the bundle 

Indifference Curve Analysis 

Prof. J.R. Hicks and R.G.D Allen called utility
mental phenomenon can never be measured precisely. They, therefore, presented an alternative technique known as 
Indifference Curve Analysis (This is called 

Indifference Curve 

An indifference curve is a curve that represents all those combinations of two goods which give equal satisfaction to 
the consumer.   The   consumer   has   no   reason   to   prefer   one particular combination to any other combination 
on the same curve. So he is indifferent (neutral) towards various combinations of two goods giving same level of 
satisfaction and, therefore, such a curve is called indifference curve. If we show these combinations on a graph and 
join these points to form a curve, it is know

THEORY OF CONSUMER BEHAVIOUR
We will study the behaviour of a individual consumer in a market for final goods. Economist assume that 

consumer choose the best bundle of goods they can afford.  

It is the real purchasing power of the consumer from which he can purchase the certain quantities of bundles of two 
goods at a given prices. In other words the consumption bundle available to a consumer depends on two things

f two goods and The Income of the consumer. (The consumer can afford to buy only those bundles which 
cost him lees than or equal to his income). 

It is the set (collection) of all the bundles that the consumer can buy with his income at the 

P1 x1 + P2x2 ≤ M 

For example Mr. Darshan’s income is ₹ 20/- He can purchase two goods both are price at 
(0,1 ), (0,2 ), (0,3 ), (0,4 ), (1,0 ), (2,0 ), (3,0 ), (4,0 ), (1,1 ), (1,2 ), (1,3 ), (2,0 ), (2,1 ), (2,2 ), (3,0 ), (3,1 ),(4,0 )

Out of this bundles (0,4 ), (1,3 ), (2,2 ), (3,1 ), (4,0 ) cost exactly same and all other bundles cost less than 

budget line represents all bundles (i.e. Combination of two goods) which a consumer can buy with his entire 

Suppose there are two goods good - 1 and good - 2 and price of good 1 is P
. If the consumer wants to buy x1 units (quantity) of good -1 and x2 units 

amount of money. Suppose money income of the consumer is M, he can choose any bundle of 
two goods which cost equal to the money he has. Expressed in the form of an equation:  

 

A budget line is based on income (M) and prices (PX & Py). Thus, it changes when there is a change in M, P

what the consumer wants? 

It means choosing one good over another. E.g. Darshan prefer Coffee to tea. 

Preference of “more is better”. Monotonic preference means that consumer preference between any two bundles of 
goods which has more of at least one of the good and no less of other goods compared to the 
A consumer with monotonic preference will prefer the bundle (2, 3) to bundles (2, 1), (1, 3)
consumer with monotonic preference will prefer the bundle (2, 2) to (1, 1), (2, 1) and (1, 2)

Prof. J.R. Hicks and R.G.D Allen called utility approach unrealistic because satisfaction (utility) being subjective 
mental phenomenon can never be measured precisely. They, therefore, presented an alternative technique known as 

(This is called Ordinal Measure of utility 

An indifference curve is a curve that represents all those combinations of two goods which give equal satisfaction to 
the consumer.   The   consumer   has   no   reason   to   prefer   one particular combination to any other combination 

So he is indifferent (neutral) towards various combinations of two goods giving same level of 
satisfaction and, therefore, such a curve is called indifference curve. If we show these combinations on a graph and 
join these points to form a curve, it is known as an indifference curve  
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THEORY OF CONSUMER BEHAVIOUR 
We will study the behaviour of a individual consumer in a market for final goods. Economist assume that 

It is the real purchasing power of the consumer from which he can purchase the certain quantities of bundles of two 
goods at a given prices. In other words the consumption bundle available to a consumer depends on two things- The 

f two goods and The Income of the consumer. (The consumer can afford to buy only those bundles which 

It is the set (collection) of all the bundles that the consumer can buy with his income at the prevailing market prices.  

He can purchase two goods both are price at ₹ 5/- his budget set is( 0,0), 
, (2,1 ), (2,2 ), (3,0 ), (3,1 ),(4,0 ) 

Out of this bundles (0,4 ), (1,3 ), (2,2 ), (3,1 ), (4,0 ) cost exactly same and all other bundles cost less than ₹ 20/-  

goods) which a consumer can buy with his entire 

2 and price of good 1 is P1 and 
units of good- 2, he will have 

amount of money. Suppose money income of the consumer is M, he can choose any bundle of 

). Thus, it changes when there is a change in M, PX, & PY 

 

Preference of “more is better”. Monotonic preference means that consumer preference between any two bundles of 
goods which has more of at least one of the good and no less of other goods compared to the other bundle. 

to bundles (2, 1), (1, 3) and (2, 2) bundles or a 
to (1, 1), (2, 1) and (1, 2) bundles 

approach unrealistic because satisfaction (utility) being subjective 
mental phenomenon can never be measured precisely. They, therefore, presented an alternative technique known as 

An indifference curve is a curve that represents all those combinations of two goods which give equal satisfaction to 
the consumer.   The   consumer   has   no   reason   to   prefer   one particular combination to any other combination 

So he is indifferent (neutral) towards various combinations of two goods giving same level of 
satisfaction and, therefore, such a curve is called indifference curve. If we show these combinations on a graph and 



Thus an indifference curve is the locus of all points representing various .combinations (also called bundles) giving 
equal satisfaction towards which a consumer is indifferent.

Indifference Map  

An indifference map is a collection of indifference curves corresponding to different levels of satisfaction Thus it is a 
family of indifference curves. It gives a complete picture of a consumer's scale of preferences for two goods as it 
represents different levels of satisfaction 

  
 

Properties of indifference curves are: 

1. Indifference curves always slope down from left to the right.

2. Higher indifference curves represent higher level of satisfaction.

3. Indifference curves are always convex to the origin O.

4.  Indifference curves cannot intersect each other.

5. Indifference curve touches neither X

Consumer's   Equilibrium through   Indifference curves.

A consumer is in equilibrium at a point where budget line is tangent to indifference curve. At th

indifference curve (called MRS) is equal to slope of budget line

Marginal Rate of Substitution (MRS) 

The marginal rate of substitution (MRS) can be defined as how many units of good x have to be given up in order to 
gain an extra unit of good y, while keeping the same level of utility. It can be determined using the following 
formula: 

Important Questions 

• A consumer wants to consume two goods, The price of two goods are 
Consumers income is ₹80,Find 

1. Write down  the equation for budget line
2. How much of good -1 will be purchased 
3. How much of good -2 will be purchased if he spends his entire income on Good 
4. Find the Slope of the Budget line 
5. Draw budget line  

• Explain the concept of monotonic preference 

• Define MRS 

• Consumer Budget and Constraints 

• Properties of Indifference Curve 

• Explain Consumer Equilibrium with the help of Indifference Cure 
 

 

 

Thus an indifference curve is the locus of all points representing various .combinations (also called bundles) giving 
equal satisfaction towards which a consumer is indifferent. 

ction of indifference curves corresponding to different levels of satisfaction Thus it is a 
family of indifference curves. It gives a complete picture of a consumer's scale of preferences for two goods as it 
represents different levels of satisfaction  

 

Indifference curves always slope down from left to the right. 

Higher indifference curves represent higher level of satisfaction. 

Indifference curves are always convex to the origin O. 

Indifference curves cannot intersect each other. 

Indifference curve touches neither X-axis nor Y-axis 

Consumer's   Equilibrium through   Indifference curves. 

A consumer is in equilibrium at a point where budget line is tangent to indifference curve. At th

indifference curve (called MRS) is equal to slope of budget line 

 
 

The marginal rate of substitution (MRS) can be defined as how many units of good x have to be given up in order to 
of good y, while keeping the same level of utility. It can be determined using the following 

 
 

A consumer wants to consume two goods, The price of two goods are ₹8 and ₹10 respectively. The 
₹80,Find  

down  the equation for budget line 
1 will be purchased if he spends his entire income on Good -1  
2 will be purchased if he spends his entire income on Good -2 

Find the Slope of the Budget line  

the concept of monotonic preference  

Consumer Budget and Constraints  

Properties of Indifference Curve  

Explain Consumer Equilibrium with the help of Indifference Cure  
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Thus an indifference curve is the locus of all points representing various .combinations (also called bundles) giving 

ction of indifference curves corresponding to different levels of satisfaction Thus it is a 
family of indifference curves. It gives a complete picture of a consumer's scale of preferences for two goods as it 

A consumer is in equilibrium at a point where budget line is tangent to indifference curve. At this point; slope of 

The marginal rate of substitution (MRS) can be defined as how many units of good x have to be given up in order to 
of good y, while keeping the same level of utility. It can be determined using the following 

₹8 and ₹10 respectively. The 
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DEMAND ANALYSIS 
Demand for a commodity 

Demand for a commodity refers to that quantity of a commodity demanded in the market at a given price in a given 
period.. 

Constituents of Demand  

Demand in Economics implies both desire to purchase and ability to pay. Mere desire does not constitute demand 
unless it is backed by ability to pay 

Quantity Demanded = Need + Availability + Desire + Ability to Pay (Purchasing Power) 

 

 Household demand or Individual Demand 

The basic unit of consumption in an economy is the individual household. The demand for a commodity of the 
individual household is the quantity of that commodity that he is ready to purchase or take away from the market in a 
given moment of time at a given price. 

Factors affecting household demand 

They are many factors effecting household demand: 

1. Price of the commodity: The demand of a commodity is inversely and negatively related to its price 
2. The price of the related goods: The demand of a particular is related with the change in price of the other 
commodity (substitute and complementary goods). 
3. Income of the consumer. There is direct relationship between income of the consumer and quantity demanded. 

4. Taste, preference, habit of the consumer 

Demand Function 

Demand Function shows the functional relationship between demand for a commodity and its various determinants. 

Qd = f (P, Pr, Y, T & W) 

Where P is the price of the commodity, Pr is the price of related commodities, Y is the income of the consumer, T is 
Taste, preference, and habit of the consumer, W is Climate, fashion, population, etc. 

Kinds of Demand 

Price Demand 

Other things being the same, Price demand shows the functional relationship between price of the commodity and 
quantity of commodity demanded. It can be expressed as QD= f (P) 

Income demand 

Other things being the same, income demand shows the functional relationship between quantity of commodity 
demanded and income of the consumer who purchase it. It can be expressed as QD= f (y) 

Cross demand. 

Other things being the same cross demand shows the functional relationship between quantities of a commodity 

demanded and price of its related commodity. It can be expressed as QD= f (Pr)  

Household Demand schedule 

A Household demand schedule is a tabular statement that shows a full account of household demand of a particular 
commodity at different prices at certain time. 

 
Household demand curve 

Graphical representation of household demand schedule is called Household Demand Curve. In other words, the  
curve shows the various quantities of demand for a commodity by a particular household at various levels of price 
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Linear Demand  

 

Market Demand Schedule And Market Demand Curve 

The summation of all individual demand schedules in a market for a commodity is called Market Demand Curve. A 
curve that shows the demand of the whole market for a commodity at its various prices is known as market demand 
curve. Market demand curve is the horizontal summation of all individual household demand curves 

 

 
 
 

Law of demand 

Law of demand establishes the relationship between price and quantity of goods demanded. According to this Law, 

“other things being the same, when the price of the commodity increases the quantity demanded falls and when 

the price of the commodity falls, the quantity demanded increases”. It means that the price and quantity demanded 
move in the opposite direction. That is Price and Quantity demanded is negatively / indirectly related. 

 
Assumptions of Law of demand 

1. There is no change in the price of related commodities 2. There is no change in the income of the consumer. 3. 
There is no change in the Taste, preference, and habit of the consumer. 4. There is no change in the climate, fashion, 
etc. 5. There is no change in the population. 6. There is no change distribution of income and wealth 7. There is no 
change climate and seasons 8. There is no change government policy 
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Exceptions to the Law of demand 

The following does not obey the law of demand: - 1. Giffen goods. (a special category of inferior goods) 2. 
Conspicuous goods. 3. Expectation of future change in price of the commodity. 4. Necessities.   5. Ignorance of the 
Consumer.  6. Extra ordinary situation. 7. Change in fashion, habit, attitude etc.  

Reason for Law of Demand  

1. Income Effect : The effect on demand for a commodity due to change in real income of the consumer as a 

result of change in its price commodity is known as Income Effect  

2. Substitution Effect: the consumer starts to substitute this commodity in the place of other commodity 

when price of one commodity increases. 

The combined effect of income and substitution effect is called Price Effect 

Movements along the same demand Curve. (Extension / Contraction of demand) 

Extension and Contraction of demand:-When the quantity demanded increases with the fall in price, it is called 
extension of demand whereas when the quantity demanded falls with the rise in price, it is called contraction of  
demand 

.  

Shift in Demand Curve. (Increase or Decrease in Demand)  

When the change in demand is due to factors other than the price of the commodity, it is known as Shift of 

demand Curve. (Increase or decrease of demand) 

Increase in demand: If more quantity of a commodity demanded at the same price, due to favourable change in 

factors other than price of the commodity in question (change in income, change in the price of related commodity, 

taste habit preference etc.). It is called increase in demand.  

 
Decrease of demand: If less quantity of a commodity demanded at the same price, due to unfavourable change in 

factors other than price of the commodity in question (change in income, change in the price of related commodity, 

taste habit preference etc.). It is called decrease in demand. 

 
PRICE ELASTICITY OF DEMAND 

Elasticity of demand is the ratio between proportionate change in quantity demanded and proportionate change in its 

price. 

Proportionate change in quantity demanded 

E d = ------------------------------------------------------ 

Proportionate change in price of the commodity 

Δ�

Δ�
�

P

Q
= �	 
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Degrees of Price Elasticity of Demand or Kinds of Demand 

 

DEGREE  DIAGRAM Coefficient of Ed SHAPE 
Perfect 
 Elastic 
 Demand 

Perfect elastic demand for a commodity 
refers to that situation where the quantity 
demanded is perfectly dependent of price. 

 

 

The demand 
curve in this 
case is a 
straight line 
parallel to X-
axis 

Perfect  
Inelastic  
Demand 

Perfectly inelastic demand refers to that 
situation where quantity demanded is 
independent of change in the price of the 
commodity   

The demand 
curve in this 
case is a 
straight line 
parallel to Y- 
axis. 

Elastic  
Demand 

Elastic demand refers to that situation 
where proportionate change in quantity 
Demanded is greater than proportionate 
change in its price.   

The slope of 
the demand 
curve is smooth 

Inelastic 
 Demand  

Inelastic demand refers to that situation 
where proportionate change in quantity 
Demanded is less than proportionate 
change in its price.    

The slope of 
the demand 
curve is steep. 

Unit Elastic 
 Demand  

Unit Elastic quantity demanded refers to 
that situation where proportionate change 
in quantity demanded is equal to 
proportionate change in its price  

 

Shape of the  
Demand Curve 
is Rectangular 
Hyperbola  

 

Measurement of Elasticity of Demand  

1. Total Outlay (expenditure) method 

 

2. Percentage Method  

 

 
3. Geometrical Method 
Price elasticity of demand can be measured geometrically. Accordingly, to this method, elasticity of demand on 
each point of demand curve is different. It can be measured as. 

 

 
 



 
11  

 

Income Elasticity of Demand 

Income Elasticity of demand is the ratio between proportionate changes in quantity demanded and proportionate 
change in income of the consumer. 

 

 
 

Cross Elasticity of Demand 

Cross Elasticity of demand is the ratio between proportionate changes in quantity demanded of a commodity and 
proportionate change in price of the other commodity. 

 

 

 
Important Questions  

 
1. Qd1 = 10-2p, Qd2 = 15-3p Find the market demand function ? Construct market demand curve? for the price 

5,4,3,2,1, 
2. The demand for  Ice cream is Qd = 30-3p, Calculate the price elasticity of demand using the formula 

�	 =  −�


�
 

3. Draw a straight line demand curve. Locate  typical elasticities of demand on that demand curve  
4. When price of a good raise from ₹5 per unit to ₹6 per unit, its demand falls from 20 units to 10 0 units. Find 

elasticity of demand using expenditure method  

THEORIES OF PRODUCTION 
Production 

Production in Economics is defined as Creation of Utility i.e. the transformation of input into output. For 
example, the (inputs) raw cotton capital and labour result in the production of cloth (output). The term 
Production is used to denote Production of both goods and services. The services of Teachers, Doctors, 
Lawyers, Engineers, are the examples of services 

Production Function 

Production Function is the name of the relation between physical inputs and physical outputs of a firm (Watson) 
Or It is the functional relation between input and output under given state of technology. 
It can be expressed as follows: 

Q= f (F1, F2, F3…Fn) 

Where Q is the output and f1, f2, f3…fn. are the various factors of production. 

Isoquant or Isoproduct Curve 

An Isoquant may be defined as a curve showing all the various combinations of two factors that can produce a 
given level of output 

Isoquant Map 

An Isoquant map shows a set of Isoproduct curves. Each Isoquant in Isoquant map represents a different level of 
output. A higher Isoquant shows a higher level of output and a lower Isoquant represents a lower level of output.   

An Isoquant that lie above and to the right of another represents a higher output level 
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The Total Product 

Total product is the total number of a commodity Produced during a given period by a given number of factors of 
production. 

The Average Product 

Average product of a factor is the total product divided by the number of units of a factor AP= TP/N 

Marginal Product 

Marginal product is the change in total product resulting from the use of one more or one less unit of variable factor 
or it is the addition made to the total product by the addition of one more unit of variable factor. MP = TPN- TPN- 1 

Very Short Period 

Very short period is defined as the period of time that is so short that the output cannot be adjusted with the change 
in demand. 

Short Period 

Short period is defined as the period of time during which the output can be adjusted by changes the quantities of 
variable factor and not fixed factor. In other words, the scale of production is constant. 

Long Period 

Long period is defined as the period of time during which the output can be adjusted by changes the quantities of 
variable factor and fixed factor. In other words, the firm is able to change the scale of production 

Short Run Production Function Or Law Of Variable Proportion 

The law of variable Proportion exhibits the short run Production Function in which one factor is variable and other 
factors are fixed. An extra unit of output can be obtained by applying a unit of variable factor, which can be greater 
than, equal to, or less than the output obtained by previous unit. The law of variable Proportion is also named as 
Laws of Return or Laws to Variable Factor or Law of Diminishing Return 

Assumptions of the Law of Variable Proportion 

1. One factor is variable factor and other factors are fixed factor. 2. It is impossible to make changes in the factors of 
production. 3. No change in the technique of production. 4. All units of the variable factors are homogenous. 

Three Stages of the Law of Variable Proportion 

Stage I 

In the first stage, total product increases at increasing rate and average product increases. In the beginning of this 
stage marginal product also increases but after a point, it starts to decline. Average product continues to rise until the 
marginal product is greater than the average product. When Marginal Product becomes equal to Average Product, (at 

this point average product is maximum) the first stage ends. Since average product increases with the increase in 

the unit of variable factor, this stage is called Stage of Increasing Return. 

Stage II 

In this stage the total product continues to increase, but at a diminishing rate. This stage goes to the point when total 
product reaches maximum and marginal product becomes zero. In this stage, average product goes on diminishing, 
but never become zero. Since both average product and marginal product decline (but positive), this stage is known 

as Stage of Diminishing Return. 

Stage III 

In the third stage, total product starts to decline and marginal product becomes negative. Average product continues 
to fall, but never become zero. This stage is called the Stage of Negative Return.  

 
 

Long Run Production Function or Laws of Returns to Scale 

The relationship between quantities of output and the scale of production in the long- run when all inputs are varied 
in the same proportion is called Returns to Scale  

Stages of Returns to Scale  

Increasing Return to Scale (IRS) 

When we increase the scale of production in a proportion, the output also increases in the greater proportion. For 
example, if we increase the input at a rate of 100%, then the total product will increase at a rate of more than 100%. 

Constant Return to Scale (CRS) 
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When we increase the scale of production in a proportion, the output also increases in the same proportion. For 
example, if we double the input, then the total product will be doubled. 

Diminishing return to scale (DRS) 

When we increase the scale of production in a proportion, the output also increases in the lesser proportion. For 
example, if we increase the input at a rate of 100%, then the total product will increase at a rate of less than 100%. 

Reasons for the Operation of the Law 

The reason for increasing returns to scale of production is Economics of scale. 

Internal Economies 

Benefits obtained by the producers due to their individual efforts are known as Internal Economies.  
1. Technical Economies 2. Managerial Economies 3. Labour Economies. 4. Marketing Economies 5. Financial 

Economies  

External Economies 

Benefits obtained by the producers not due to their individual efforts but due to collective growth of a particular 
industry or industries are known as External Economies.  
1. Commercialization of Industries 2. Information: 3. Decentralization:  

Cobb Douglas Production Function 

In economics, the Cobb-Douglas functional form of production functions is widely used to represent the relationship 
between input and output. The simplest production function is the Cobb-Douglas model. It has the following form: Q 
= b. Lα Kβ,    Q = total production, L = Labour input, K = Capital input, b = Total factor productivity, α and β are the 
output elasticities of labour and capital, respectively.  

The Cobb-Douglas model shows 

If α + β = 1, Constant Returns to Scale (CRS) 

If α + β > 1, Increasing Returns to Scale (IRS) 

If α + β < 1, Diminishing Returns to Scale (DRS) 

Important Questions  

1. Let the production function of a firm be Q=5L1/2 K1/2. Find out the maximum possible  output that the firm can 

produce with 100 units of L and 100 units of K 

2. Let the production function of a firm be Q=2 L2K2. Find out the maximum possible output that the firm can 

produce with 5 units of L and 2 units of K. What is the maximum possible output that the firm can produce with 

zero unit of L and10 units of K 

3. Q=b. Lα Kβ find Maximum possible output that the firm can produce with zero unit of L and10 units of K 

4. Find out the maximum possible output for a firm with zero unit of L and 10 units of K when its production 

function is Q = 5L + 2K 

5. If Q = 2L1/2. K1/2 

(a) If L = 100, K = 100, what is the maximum level of output that can be produced here. 

(b) If the firm changes the amount of labour and capital by 10 times what will happen to the output? Why? 

 
 

 COST OF PRODUCTION 
Cost of Production 

All expenses incurred by the producer on the production of a commodity is cost of production 

Various Types of Costs 

 

Short run cost of production 

In the short run, one factor is a variable and other factors are fixed and hence fixed cost and variable Cost  

Fixed cost of production or supplementary cost or overhead cost 

Fixed costs are those costs of a firm that do not vary with the size of its output. They are same whether the output is 

small or large. Even when the output is zero, firm incur fixed costs. Examples of fixed costs are salaries, interest 

paid on borrowed capital, rent paid for the use of land, depreciation charges, tax paid to the government etc. 

Variable Cost of Production or Direct or Prime Cost 

Variable costs are those costs of a firm that vary with the size of its output. They are increases when the output 

increases and fall when the output falls. When the output is zero, firm incur zero variable costs. Examples: 

wages, payments made to raw materials, fuel, transportation etc 
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Total Cost  TC= TFC + TVC 

 

Total cost of production never become 
zero since fixed cost exist even when 
the output is zero 

Average Fixed Cost AFC= TFC / N 

 

When output increases AFC decreases 
since fixed cost is fixed but never 
become zero 

 

Average Variable Cost  AVC= TVC/ N 

 

AVC decline initially up to a point 
where it become minimum and 
thereafter it start raising Shape of 
AVC is U shape 

Average Cost  AC = AFC +AVC 

 

Average cost decline initially up to a 
point where it become minimum and 
thereafter it start raising Shape of AC 
is U shape 

Marginal Cost  MC= TCn -TCn-1 

 

the MC curve is U-shaped 

 

The behaviours of Average cost of production (A.C) and Marginal cost of production (M.C.) 

 
1. When AC is falling MC remains below it. 
2. When AC becomes constant, MC also becomes equal to it. 
3. When AC starts rising, MC becomes higher than it. 
4. MC curve always cuts AC curve (and AVC curve) at their minimum point. 
5. The minimum point of MC always comes before the minimum point of AC. 
6. When MC is falling, AC cannot rise. 
7. Both MC and AC are calculated from Total Cost of Production 

Long Run Cost Curve 

• In the long- run, a firm can vary its scale of production as and when it requires. All factors of production are 
thus variable in this period. Therefore, there is no fixed cost.  

• Both Long - run average cost curve (LAC) and long run marginal cost curve (LMC) are U -Shaped curves. 
However, they are more flat than the short- run cost curves 
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THEORY OF REVENUE 

The term Revenue refers to the amount of money obtained by a firm when its output is sold. 

Total Revenue (TR) 

The total revenue refers to the total amount of money obtained by a firm when its output is sold. Total Revenue 
varies with the size of output and price. 
Total Revenue = Q x P,Q is the quantity sold and P the price per quantity of output. It should be noted that revenue 
is not profit. Profit is included in revenue. Profit is obtained when we deduct cost of production from the revenue. 

Average revenue (AR) 

Average revenue AR is obtained by dividing total revenue by number of units of output sold. In other words, average 
revenue is the revenue per units of output sold. AR= TR / N. Price, AR curve and the demand curve are the same 

because average revenue means per unit revenue received by the seller from the sale of the commodity. 

Marginal Revenue (MR)  

It is the addition made to the total revenue by selling one additional unit of output. MR= TRn- TRn-1 

 

MARKET FORMS 
Market means all the places in which buyers and sellers are in contact with each other for the purchase and sale of a 
commodity. 

Classification of Markets: On the Basis of Competition 

Based on number of buyers and sellers, product differentiation, mobility of factors of production and commodities 
and degree of market knowledge, the markets are classified into 
1. Perfectly Competitive Market, 2. Monopoly, 3. Imperfect Competitive Market, 4. Monopolistic Competitive 
Market, 5. Oligopoly 6. and Duopoly 

Perfectly Competitive Market 

Perfectly Competitive Market is a market situation, which fulfils the following conditions or assumptions. 

1. Large Number of Buyers and Sellers 2.Homogenous products.3.Freedom of Entry and Exit 4.Perfect Knowledge 

about Market Conditions 5. Perfect Mobility of Factors of Production 6.No Transportation Cost 7.Uniform Price 

 Under perfect competition, the firm is a price taker because it has to accept the price determined by the demand and 
supply of goods in the market. It cannot change price by individual action. The seller may sell any amount of output 
at the given price as a result the demand curve facing a firm is perfectly elastic. Moreover AR and MR are equal and 
parallel to x-axis. 

 
Profit maximization in short run: 

The conditions for Equilibrium: a) MC = MR.  b) MC cuts MR from below. c) P≥AVC 

In short run firm may get abnormal profit, losses or Normal profit depends on the price. The firm never produces 

output below shut down point. 
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Profit maximization in Long run: 

The conditions for Equilibrium: a) MC = MR. b) MC cuts MR from below. c) P≥AC  

In long run the firm earns only normal profit. For instance, if the firm is making abnormal profit in the short run new 

firms enter into the industry, causing an outward shift in the market supply cure. Thereby reducing price to long run 

average cost curve. 

 
MONOPOLY 

Monopoly refers to that market situation where only a single producer controls the entire supply of the commodity, 
which has no substitutes. Absolute monopoly exists when there is only one seller or producer in the market. 

Features 
1. One Seller 2. No entry and Exit 3. No Close Substitute 4. Full Control over supply 5. Price discrimination 6. 
Demand Curve is downward sloping. 

Price and Output Determination under Monopoly. 

Normally the Monopolist aims at producing output that yields him maximum profit. The profit will be maximum 
when  

Profit maximization in short run: 

The conditions are a) MC = MR. b) MC cuts MR from below. c) P≥AVC. In short run firm gets abnormal profit, 

Profit maximization in Long run: 

The conditions are a) MC = MR.  b) MC cuts MR from below. c) P≥AC. In long run the firm earns only normal 
profit. 

 
Price Discrimination 

Price Discrimination means the practice of selling the same commodity or service at different prices at different 
markets. Types of Price Discrimination 

1. Personal Price Discrimination: - accordance with the intensity of desire or according to ability to pay. E.g. 
doctors, lawyers teachers etc. 

2. Local Price Discrimination: -. The monopolist may charge different prices at different localities 
3. Trade or Use Price Discrimination: - occurs when different prices are charged to different users. E.g., the 

Electricity Board charges low rate for industry and high rate for household. 
4. Dumping:- The system of selling the same commodity at higher prices in the domestic market and low 

price at foreign market is called Dumping. 

Monopolist Competition 

Monopolistic competition is a mixture of monopoly and perfect competition. Monopolistic competition occurs when 
there are large numbers of producers selling differentiated products and services So that the product of one firm is 
not regarded as a perfect substitute for the other firm. 

Features of Monopolistic Competition 

1. Existence of large number of firms: No individual producer has perceptible effect on the activities of other 
producer. 

2. Product differentiation: A product of one producer is differentiated from the other producers even though 
they are close substitutes. 

3. Elements of monopoly and Perfect competition: Monopolistic competition is a mixture of monopoly and 
perfect competition. 



 
17  

 

4. Freedom of entry and exit: Firms are free to enter or exit from the industry. There is free movement of 
factors of production. 

5. Selling cost 
6. Transportation cost 
7. No uniform price and No price competition 

Selling Cost 

The cost necessary to induce the consumer to purchase one product rather than another or to buy from one seller 
rather than the other is called selling cost. It includes advertisement charges, the discounts given by wholesaler to 
retailer, gifts, rebate etc. These expenditures are included in the price. 

Product Differentiation / Non-Price Competition 

The method of inducing the buyer by means of differentiating his products from other products is known as Product 
Differentiation / Non-Price Competition. Instead of creating demand by reducing price the producer differentiate his 
product from other product through advertisement, use of gifts, rebates, style of packing, colour, wrapper, and other 
special pre purchase and post purchase service.  

Price out put under monopolistic competition 

Profit maximization in short run: 

The conditions are a) MC = MR. b) MC cuts MR from below. c) P≥AVC 
In short run firm gets abnormal profit, 

Profit maximization in Long run: 

The conditions are a) MC = MR. b) MC cuts MR from below. c) P≥AC 
In long run the firm earns only normal profit. 
why it is often called competition among the few. 

 
OLIGOPOLY 

Oligopoly is a market situation in which there are few sellers selling either identical or differentiated products 

Features 

1. There are a few sellers 2. Inter dependence 3. Price rigidity 4. Indeterminate demand curve 5. Group behaviour 

Indeterminateness of the Demand Curve  

It is impossible to estimate the probable reaction of the rival firms. Hence, the demand curve or AR curve faced by 
an oligopolist firm is Indeterminate. The price and output of an oligopolist firm can be explained by Kinked 

Demand Curve developed Paul. M. Sweezy 

 
Duopoly 

If there exist only two sellers such a market situation is known as duopoly. It is a special case of oligopoly market 
structure. Here we assume that the two produces homogeneous products. 
Price and Output determination Cournot Model It is formulated by Augustine Cournot. 
Here we assume that the cost of production is zero. Here each firm in the duopoly market tries to maximise its profit 
assuming that the other firm would not change the quantity that it is supplying. In this case each firm in the Duopoly 
Market will produce one third of the market demand that is produced at zero price. 

QA = a+ bP, QB= a+ bP, 

Firms Quantity produced by A Quantity produced by B Price 

 a/3b a/3b a/3 
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Law of Supply and Elasticity of Supply 

Supply refers to the quantity of a commodity offered for sale at a given price in a given market at a given time. 

Supply and Stock 

The term supply is different from stock. Supply refers to the quantity of commodity offered for sale where as stock is 
the excess of commodity in the market over the quantity of commodity offered for sale.  

Supply Function 

Supply Function shows the functional relationship between Supply of a commodity and its various determinants. 

Qs = f (Px, Po, Fp, T & G) 

The Marginal Cost Curve Is the Firm’s Supply Curve 

Short run supply curve: It is the upward rising part of the marginal cost (MC) curve above AVC of a profit maxim 
sing firm. 

 
 

Long run supply curve: It is the upward rising part of the long run marginal cost curve above average cost of a 
profit maximising firm. 

 
FACTORS AFFECTING FIRMS SUPPLY CURVE 

1. Technological Progress: The technological progress affect the supply curve of a firm will shift to downward (to 
the right). Because a firm can produce same level of output using less of inputs with improved technology. Marginal 
cost fall due to the technological progress  
2. Unit Tax: A unit tax may be defined as the tax imposed by the government on per unit sale of output. The 
imposition of a unit tax shifts the marginal cost curve of the firm upward. As a result supply curve will shift to the 
left. 
3. Price of an Input An increase in the price of an input will shift the marginal cost curve upward. So, supply curve 
shifts to the left. Therefore, an increase in the input price negatively affects the supply of the firm. 



4. Increase in number of firms: If number of firms increase in a market, the market supply curve will shift to the 
right as there will be more number of firms supplying more amount of output

SHUT DOWN POINT 

The firm will shut down if it cannot cover average variable costs.
is greater than average variable cost. Once price falls below that point it makes sense to shut down temporarily and
save the variable costs. The shutdown point 

will by staying in business.  In other words 

 
 The Break - Even Point 

The point where total cost of production equal to tota
producer will have neither profit nor loss. The revenue will just cover the expenses. That is, the producer is getting 
Normal Profit. The following table and diagram will explain the Break 

Price determination is an important and basic economic activity in an economy. The forces of supply and 

demand act and react with each other and determine the price. 

Equilibrium of supply and demand

Effect of Changes in of Supply and Demand on the Equilibrium Price

Any change in the supply and demand of a commodity will affect the equilibrium price.
increase or decrease in demand. An increase in demand means an
in demand means a downward shift in

An increase in demand when the supply remains 
same leads to a new equilibrium. The
quantity supplied increases. 

An increase in supply when the demand remains 
same leads to a new equilibrium.
and the supplied and demanded increases.

If number of firms increase in a market, the market supply curve will shift to the 
as there will be more number of firms supplying more amount of output 

t down if it cannot cover average variable costs.  A firm should continue to produce as long as price 
variable cost. Once price falls below that point it makes sense to shut down temporarily and

shutdown point is the point at which the firm will gain more by shutting
other words shut down point is the minimum of LRAC Curve

The point where total cost of production equal to total revenue is called Break - Even Point
producer will have neither profit nor loss. The revenue will just cover the expenses. That is, the producer is getting 
Normal Profit. The following table and diagram will explain the Break - Even Point. 

 

Equilibrium Price 
Price determination is an important and basic economic activity in an economy. The forces of supply and 

demand act and react with each other and determine the price.  

Equilibrium of supply and demand 

 
 

Supply and Demand on the Equilibrium Price 

Any change in the supply and demand of a commodity will affect the equilibrium price.
increase or decrease in demand. An increase in demand means an upward shift in demand curve. Whereas dec
in demand means a downward shift in demand curve 

when the supply remains 
same leads to a new equilibrium. The price and the 

A decrease in demand when the supply remains 
same leads to a new equilibriu
quantity supplied decreases. 

 
when the demand remains 

same leads to a new equilibrium. The price falls 
and the supplied and demanded increases. 

A decrease in supply when the demand remains 
same, leads to a new equilibrium.
and the quantity supplied and demanded decreases.
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If number of firms increase in a market, the market supply curve will shift to the 

A firm should continue to produce as long as price 
variable cost. Once price falls below that point it makes sense to shut down temporarily and 

is the point at which the firm will gain more by shutting down than it 
down point is the minimum of LRAC Curve 

Even Point At this point, the 
producer will have neither profit nor loss. The revenue will just cover the expenses. That is, the producer is getting 

Price determination is an important and basic economic activity in an economy. The forces of supply and 

Any change in the supply and demand of a commodity will affect the equilibrium price. Change in demand means 
upward shift in demand curve. Whereas decrease 

when the supply remains 
same leads to a new equilibrium. The price and the 

 

when the demand remains 
new equilibrium. The price rises 

and the quantity supplied and demanded decreases. 
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Simultaneous changes in supply and demand take places in following ways; 

1. Both demand and Supply increases 
2. Both demand and Supply decreases 
3. Demand increases, while Supply decreases 
4. Demand decreases, while Supply increases 

 

Market Equilibrium: (Free entry and Exit) 

In long run, no firm can earn supernormal profit or incur losses by remaining in production. So that, the equilibrium 
price will be equal to Minimum AC of the firm. In equilibrium the quantity supplied will be determined by market 
demand. 

Applications of Equilibrium Price  

Price Ceiling: 

To protect the interest of the consumer govt fix maximum price of a good. Price ceiling give rise to excess 
demand. The consequence can be any of the following  

1. Rationing: to get minimum quantity to all the consumers  
2. Black marketing: Commodity is sold higher price than fixed by the government  
3. Dual marketing It is a system of having two prices for the same commodity. 

Price Floor: 

To protect the interest of the producers government fixes minimum price. It gives rise to excess supply. In such a 
situation govt may purchase large amount of excess supply at its fixed price to protect the interest of producers. 

Wage Determination: 

Wage rate is determined by demand for and supply of labour. The demand for labour depends on value of marginal 
productivity of labour. The supply cure of labour shows the trade of between desire for higher wage income and 
leisure 

Important Questions  

 
1. Draw a diagram showing circular flow of income in a two sector model economy. QD = 100- 2p and QS = 

10+2p Calculate equilibrium price & quantity 

2. Suppose the demand and supply curves of a commodity are given by Qd=1000-P and Qs=700+2p find the 

equilibrium price and quantity? 

3. Suppose the demand and supply curves of a commodity are given by Qd=700-P and Qs=500+3p find the 

equilibrium price and quantity? 

4. If Qd=200-4p and Qs=100+p from the above demand and supply functions, find equilibrium price and 

equilibrium quantity demanded and supplied. 

5. When supply of commodity x increases, its demand remains the same. What will be the effect of this on 

equilibrium price & quantity 

6. Owing to the heavy monsoon, rubber tapping delayed for some months in Kerala. Given the market 

demand, what effect this will cause over its equilibrium price and quantity? 

7. Calculate equilibrium price and equilibrium quantity for the following. QD=800-P & QS=480+P 

8. Suppose Government raised support price of coconut from the prevailing rate. 

a. Point out its effect on equilibrium price. 

b. Draw market equilibrium diagram. 

c. Point the effect of support price on market supply and price of coconut. 
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NATIONAL INCOME AND RELATED AGGREGATES  
NATIONAL INCOME 

• From PRODUCTION POINT OF VIEW, "National income is the sum total of money value of all the final 
goods and services produced by normal residents of a country during a period of account." 

• From INCOME POINT OF VIEW, "National income the sum total of factor incomes earned by normal 
residents of a country the form of rent, wages, interest and profit in an accounting year." 

• From EXPENDITURE POINT OF VIEW “National product is the net output of commodities and services 
flowing during the year from the country’s productive system into the hands of ultimate consumers or into 
the addition to the country's capital goods". 

• National Income is money value of all the final goods am services produced or sum total of all factor 
incomes earned or sum total final expenditure (consumption expenditure + investment expenditure) in a 
year 

Basic Economic Activities 

1. Production 2. Consumption 3. Capital formation 4. Government Transactions   5. Transactions with the rest of the 
world. 

Final Goods 

All goods which are meant either (i) for consumption by consumers or (ii) for investment by firms are called final 
goods. They are meant for final use and the final use of a product is only for consumption or investment. 

Intermediate goods 

Goods which are used up during process of production of other goods are called intermediate goods. Such goods 
always move from one stage of production to another in the manufacture of a final product. Example: In 
manufacturing of biscuits. Biscuits are final goods but flour, milk, sugar, salt, fuel etc. used in making biscuits are 
intermediate goods. 

Final Expenditure  

It is the expenditure made on purchase of goods and services for final consumption and investment. 

Intermediate Expenditure 

It is the expenditure made by a firm on purchase of goods and services from other firms to be used as raw material or 
for resale in the same year. 

Consumption goods 

Goods which are consumed by the ultimate consumers or meet the immediate needs of the consumer directly are 
called consumption (or consumer) goods. 

Durable, Semi-Durable Non-Durable and Services 

• Durable consumer goods (called consumer durables) have relatively long life and undergo wear and tear 
with gradual use. Example:- Cars, T.V. sets, Computers, fridge etc.  

• Semi-durable consumer goods are those goods which can be used for a period of one year or slightly 
more. Example:- Clothes, furniture, crockery, electric goods, etc 

• Non-Durable Consumer goods are those goods whose life time of use is comparatively small and are not 
high value Food, vegetables, clothes, shoes etc. Services such as rendered by hired servants, recreation, 
medical care, and transport services availed by consumers are like nondurable/ single use consumer goods.  

• Services are those non-material goods which directly satisfy ' wants. A few examples of services are the 
services of a doctor, lawyer, domestic servant, etc. 

Capital Goods 

Durable goods which are bought not for meeting immediate needs of the consumer but for producing other goods are 
called capital goods. These are tools, implements, plants, machines, buildings. 

Capital Formation (Investment). 

Capital formation is the important function of an economy. Capital formation is the net addition to the capital stock 
of an economy during a given period 

Stock Variables and Flow Variables 

A stock is a quantity which is measurable at a point of time.  e.g., 4 p.m., 1st January, Monday, 2007 etc. Capital 
is a stock variable. On a particular date (say, 1st April, 2007), Examples of stocks are: wealth, foreign debts, loan, 
inventories (not change in inventories), opening stock, money supply (amount of money), population water in a tank 
etc. 
A flow is a quantity which is measured over a period of time. Thus flows are defined with reference to a specific 
period (length of time), e.g., hours, days, weeks, months or years. It has time dimension. National income is a flow.  
 

The distinction between stocks and flows can be easily understood by comparing the actions of a still camera 

(which records position at a point of time) with that of video camera (which records position during a period of 

time). 
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Gross Investment and Net Investment 

Investment means addition to the stock of capital goods such as structures, equipment or inventory. It implies 
creation or addition of physical assets which are used to augment the productive capacity of the economy in future.  

Gross investment 

It is addition to the capital stock which also includes replacement cost for the wear and tear that the capital stock 
undergoes over a period of time is called gross investment of an economy. When investment is expressed as Gross 

Investment, it includes Depreciation. 

Depreciation or Consumption of Fixed Capital 

Depreciation means loss in the value of fixed asset due to its normal wear and tear in the process of production or 
Fall in value of fixed assets due to normal wear and tear, and expect, obsolescence is called consumption of fixed 
capital. This is sometimes also called current replacement cost.  

Normal Wear And Tear 

We know that during production process, capital goods like machines, tools, buildings, trucks, rail engines, roads 
etc. wear out. This depreciation or fall in value due to normal wear and tear is called consumption of fixed Capital 

Expected Obsolescence 

Obsolescence is another reason for depreciation. Obsolescence refers to the loss of value of a fixed asset due change 
in technology or due to change in demand for goods and services. 

Net Investment  

By deducting depreciation from gross investment, we get net investment. 

NET INVESTMENT = GROSS INVESTMENT – DEPRECIATION 

Domestic Territory 

Domestic territory or Economic territory is the geographical territory administered by a government within which 
persons, goods and capital circulate freely  

Domestic Territory Includes 

• Ships and aircrafts owned and operated by the resident between two or more countries.  

• Fishing vessels, oil and natural gas rigs and floating platforms operated by the residents of a country in the 
international waters or areas where the country has exclusive rights for operation.  

• Embassies, consulates and military establishments of the country located abroad.  
Domestic territory does not include. 

• Territorial enclaves (like embassies) used/administered by foreign governments. 

•  All International organisations which are physically located within geographical boundaries of a country. 
Their offices form a part of international territory. 

Normal Resident 

A normal resident is said to be a person (or an institution) who ordinarily resides in a country and whose centre of 
economic interest lies in that country. The period of stay should be at least one year or more 
Normal residents includes 

• Both nationals (i.e. citizens or passport holders of a country) and non-nationals residing in a country for 
more than a year.  

• International bodies (like World Bank, World Health Organisation or International Monetary Fund) are not 
considered residents of the country in which these organisations operate but are treated as residents of 
international territory. However, the staffs of these bodies are treated as normal residents of the country in 
which the international body operates.  

• Local employees working in foreign embassies located in their country are treated as normal residents. For 
Workers from across the border who cross border in the morning to work in the other country and return in 
the evening are treated as normal resident of the parent country. 

Exception:  
1. Students and medical patients staying abroad are treated as normal residents of their home country even if 

their stay in the host country is for more than one year 

National Income at Current Prices 

If goods and services produced in 1 year are valued at current prices, i.e., prices prevailing in that particular year, we 
get national income at current prices. National income at current  prices are called Nominal National Income 

National Income at Constant Prices or  Real National Income 

If goods and services produced in a year are valued at fixed prices, i.e., prices of the base year, we get national 

income at constant prices. Constant prices refer to the pried prevailing in the base year. A base year is carefully 

chosen year which is a normal year free from price fluctuations. (Note that in India now 2011-12 is treated as base 

year)  

Market Price 

Market price = Factor cost + indirect taxes - subsidies = Factor cost + Net indirect taxes 



 
23  

 

Net indirect tax is the difference between indirect taxes and subsidies 

Subsidies 

These are cash grants given by the government to the enterprises to encourage production of certain commodities or 

to promote exports or to sell goods at prices lower than the free market prices. Subsides are opposite of indirect taxes 

Net Factor Income from Abroad (NFIA) 

NFIA = factor income earned from abroad by normal residents or country - the factor income earned by non-

residents (foreigners) 

 Value of Output vs. Value Added 

Value of output 

Money value of output of an enterprise is obtained by multiplying its physical output of goods and services with its 

market price Symbolically: Value of Output = Quantity of Output x Price  or Value of output = Sales + Change in 

stock 

Value added 

 It refers to the addition of value to the raw material (intermediate goods) by a firm by virtue of its productive 

activities. Symbolically: Value added = Value of output - Intermediate Consumption  

Value of output minus intermediate consumption, depreciation and net indirect taxes we get NVA at FC 

Transfer Payment or Factor  Income 

Factor Payment (Income) Transfer payment (Income) 

Comprises rent, wages, interest and profit. Comprises gifts, subsidies donations, scholarships etc. 

Received in return for rendering productive services.  Received without providing any good or service in return. 

Earned income (earning concept). Unearned income (receipt concept). 

Bilateral payment. Unilateral payment. 

Included in national income. Not included in nation income. 

Sources of Domestic Income 

Domestic income is the sum of factor incomes generated by all the producing units located within domestic territory 

of a country in accounting year. Following are the three components of domestic income. 

Compensation of employees: It refers to all payments and other measurable benefits which the employees 

receive directly and indirectly in return for rendering productive services. Example: Wages and salary in 

cash, Compensation in kind (like rent free quarter, free ration etc.) Employer's contribution to social 

security schemes (like provident fund maternity benefits, Life insurance etc.) 

Operating   Surplus: Operating surplus is sum of rent, interest and profit. Alternatively, operating surplus is income 

from property (rent + interest) and income from entrepreneurship (profit). Royalty is also included in rent. 

Mixed Income of Self-Employed: Income of self-employed person and unincorporated enterprises which 

use their own resources (land labour, capital etc.) is called mixed income of self employed.  

Circular Flow of Income 

Circular Flow of Income refers to the unending flow of the activities of production, income generation and 

expenditure involving different sectors of the economy 

Money Flow It refers to the flow of money across different sectors of the economy. 

Real Flow It refers to the flow of goods and services across different sectors of the economy. 

Condition for Equilibrium in Four Sector Economy 

C + S + T = C + i+ G + (X-M) Here, C = Consumption S = saving I = Investment T = Tax revenue G = Government 

expenditure X= Exports, M= Imports (X-M) = Net Exports 

Injection It refers to the additions to the circular flow injections causes expansion of the circular flow. Example   

Government expenditure, export and investment 

Leakages It refers to the withdrawals from the circular flow leakages cause contraction of the circular flow. 

 
 
 

Circular Flow of Income  

Two sector economy  
(without savings) 

Simplified model involving two sectors namely - 
household sector and firm sector-No Govt.- 
Closed Economy-No saving -No investment 
 

 



Two Sector Economy 
(with savings) 
 

Household s
Closed Economy
 

Three Sector Economy Household sector and firm sector
Closed  Economy
and Govt sector
 

Four Sector Economy Household sector and firm sector
Closed Economy
Govt sector and foreign Sector 
Y = C+I+G+(X
 

Closed Economy v/s Open Economy 

Closed Economy 

A country which has no economic Relations with the 

rest of the world 

Here Y=C+I+G 

 

Difficulties of National Income  

1. Problem of double counting: Counting the value of commodities at every stage of production more than one 

time is called double counting. It can be avoided (a) by taking value added method in the calculation of the 

national income. (b) By taking the value

2. Imputation-All incomes and payments are measured in terms of money. But there are any goods and 

services which are which are difficult to measure in terms of money

3. Problem of measuring Capital Depreciation

4. Income earned through illegal Activities

Measurement of National Income  

Product Method 

Net Indirect Taxes  + 
Consumption of fixed 
capital(Depreciation) + 
Net Value added in primary 
sector at factor cost  + 
Net value added in secondary 
sector at factor cost + 
Net value added in tertiary 
sector at factor cost + 
GDP at Market Price + 
Net Factor income from 
abroad = GNP at Market Prices 

Net Indirect Taxes
Consumption of fixed
capital(Depreciation)
Compensation of
employees
Operating surplus
Mixed income 
Employed
GDP at Market Price
Net Factor income from
abroad

Items to be included 

Rent of Owner occupied houses, Production for self consumption

Items to be excluded 

All transfer Payments Illegal Incomes – Smuggling, black Marketing etc.  Corporate taxes Wind fall 

Income from the sale of second hand goods. Service of House wives, Works done as a hobby, Interest on National 
Debt.  Expenditure on old shares and bonds All expenditure on intermediate goods and services

Household sector and firm sector-No Govt.- 
Closed Economy-with saving -with investment 

Household sector and firm sector-No Govt.-  
Economy-with saving -with investment 

and Govt sector 

Household sector and firm sector-No Govt.-  
Closed Economy-with saving -with investment, 
Govt sector and foreign Sector  

C+I+G+(X-M) 

Open Economy 

A country which has no economic Relations with the A country which has economic relations

with the rest of the world 

Here Y=C+I+G+(X-M) 

Problem of double counting: Counting the value of commodities at every stage of production more than one 

time is called double counting. It can be avoided (a) by taking value added method in the calculation of the 

national income. (b) By taking the value of final commodity only while calculating N.I

All incomes and payments are measured in terms of money. But there are any goods and 

services which are which are difficult to measure in terms of money 

Problem of measuring Capital Depreciation 

Income earned through illegal Activities 

Income Method Expenditure Method

Net Indirect Taxes + 
Consumption of fixed 
capital(Depreciation) + 
Compensation of 
employees  + 
Operating surplus + 
Mixed income of Self 
Employed + 
GDP at Market Price + 
Net Factor income from 
abroad = GNP at Market Prices 

Private final 
consumption expenditure
Govt. final consumption
Expenditure + 
Gross Capital formation
Net Exports + 
Change in Stock
GDP at Market Price
Net Factor income from
= GNP at Market Prices

Rent of Owner occupied houses, Production for self consumption 

Smuggling, black Marketing etc.  Corporate taxes Wind fall 

Income from the sale of second hand goods. Service of House wives, Works done as a hobby, Interest on National 
Expenditure on old shares and bonds All expenditure on intermediate goods and services
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A country which has economic relations 

Problem of double counting: Counting the value of commodities at every stage of production more than one 

time is called double counting. It can be avoided (a) by taking value added method in the calculation of the 

of final commodity only while calculating N.I 

All incomes and payments are measured in terms of money. But there are any goods and 

Expenditure Method 

consumption expenditure + 
Govt. final consumption 

Gross Capital formation + 

 + 
GDP at Market Price + 

Factor income from abroad  
GNP at Market Prices 

Smuggling, black Marketing etc.  Corporate taxes Wind fall profits lotteries 

Income from the sale of second hand goods. Service of House wives, Works done as a hobby, Interest on National 
Expenditure on old shares and bonds All expenditure on intermediate goods and services 
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5. Difficulty of including Transfer Payments 

6. Price Change 

7. Abundance of Public Services 

8. Problem of inventory Adjustments 

Formulas of different concepts of NI and related Aggregate  

NNP at MP = GNP at MP – depreciation 

NDP at MP = NNP at MP - Net Factor Income from Abroad 

NNP at FC  

or 

National Income 

= NNP at MP - Net indirect Tax) 

Or  

Domestic factor income + Net Factor Income from Abroad 

NDP at FC = NDP at MP - Indirect Tax + Subsidy   

Compensation of Employees + Operating Surplus + Mixed Income 

Private Income 

Private Income is the total of factor income from all sources including net factor income from abroad and current 
transfers from the government and rest of the world plus interest on national debt accruing to private sector. 

������� ������ =  ������ ���� �������� ���	��� �������� �� �������  ����� 

+  "�� #����� ������ ���� �����	 

+  �$$ �%&� �� �������� ������ ���$�	��� "������$ ���� ��������  
or 

������� ������ =  "��#' −  ������ ���� 	������� &��	��� �������� �� &��$�� ������ 

+  �$$ ������� �������� ������� +  "#�� 

Personal Income  

Personal Income is the income actually received by persons from all sources in the form of current transfer payment 
and factor income. It does not include (i) Corporation tax and (ii) Corporate saving. Disposable Income 

�������$ ������ 

=  ������� ������ −  '��&����� ��(�� 
−  )�	���������	 &������ $��� �� ��� �������	 �������� �� ������� ���&����� 

Or 

�������$ ������ 

=  "� −   ��&$�� �� &��$�� ������ −  '��&������� ��(�� −  )�	���������	 &����� 
+  *������� ������ 

Personal Disposable Income  

Personal Disposable Income is defined as the income remaining with individuals after deduction of all taxes levied 
against their income and their property by the government 

�������$ ���&����$� ������ 
=  �������$ ������ −  �������$ ��(�� 

−  +����$$������ �����&�� �� �ℎ� ���������� '�����&���� +   ������ 

GNP Deflator 

It measures the average level of all prices of goods and services that make GNP 

-./ 01234567 =  
.689:43 -./  

;143 -./
 <=>> 

Green GNP: is defined as GNP which would help to attain a sustainable use of natural environment and equitable 
distribution of benefits of developments  

Important Questions 

1. A cycle producing firm started production in the current year with an unsold stock of 500 cycles. The firm 

produced 2000 cycles during the year and sold 1800 cycles, (a) Find out the change in the inventory during 

the year. (b) Also find out the total inventory at the end of the year. 

2. A footwear company started production with an unsold stock worth `. 2000 at the beginning of the year, 

during the year it had produced foot wears worth `4000 and managed to sell foot wears worth ` 6000. Find 

out the following. Change in the inventory during the year and Inventory at the end of the year  

3. A car company starts production during the year with 500 cars. The company produces 2000 cars this year. 

It expects to sell all the cars produced this year. The company sells only 1600 cars due to economic 

recession. Find out the change in inventory during the year., What was the planned inventory here?,How 

much is the inventory at the end of the year? What is the name given to the change in inventory at the end 

of the year? 
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4. A garment unit produces 500 shirts and sells it at Rs. 150 per shirt. Find out the value of output of the firm. 

5. A readymade cloth making produces 2000 Churidars in a year.  Among them 1500 Churidars are sold `.400 

per Churidars. Calculate the value of output of that unit. 

6. A firm sells 2000 units output in a local market at Rs. 10 per unit. It exports 500 units at the same rate. 100 

units are kept as inventory. Calculate the value of output of the firm. 

7. Calculate value of output from the following data.  Intermediate consumption = `. 10000 Wage = `. 5000, 

Rent = `. 500 Interest = `. 600, Profit = `. 1500 Depreciation = `. 750. Net indirect tax = `. 300. 

8. A firm produces 200 unit of a good and sells it at Rs. 15 in the market. If the intermediate consumption is 

Rs. 100, calculate the Gross Value Added. 

9. The gross value of output in an economy is `.1500 Cr. and intermediate consumption is `.150 Cr. Calculate 

the GDP of that  country and Give name to this method of calculating national income. 

10. Private final consumption expenditure in an economy is `. 500Cr. Final investment expenditure is 

`.300Cr.Government Expenditure is ` 200 Cr. Export is `. 30 Cr. Import is `. 50 Cr. Calculate the GDPMP 

of that economy and Give name to this method of calculating national income. 

11. In an economy GDP at current price is `1500 Crores. The GDP at constant price is `. 1300 Crores  Find the 

GDP deflator, and What does it mean  

12. Suppose the GDP at market price of a country in a particular year `1100 Crores. Net Factor Income from 

Abroad was 1100 crores. The value of Indirect taxes. Subsidies was`150 crores and National Income was ` 

850 crores. Calculate the aggregate value of depreciation. 

13. Net National Product at Factor Cost of a particular country in a year is ` 1900 crores. There are no interest 

payments made by the households to the firms/government to the households. The personal disposable 

income of the households is ` 1200 crores. The personal income taxes paid by them is ` 600 crores and the 

value of retained earnings of the firms and government is valued at ` 200 crores. What is the value of 

transfer payments made by the government and firms to the households? 

14. From the following data, calculate Personal Income and Personal Disposable Income. 
 

(a) Net Domestic Product at Factor Cost `. 8000 

(b) Net Factor Income from Abroad `. 200 

(c) Undisbursed Profit `. 1000 

(d) Corporate Tax `. 500 

(e) Interest Received by Households `. 1500 

(f) Interest Paid by Households `. 1200 

(g) Transfer Income `. 300 

(h) Personal Tax `. 500 

   

15. The value of the nominal GNP of an economy was ` 2500 crores in a particular year. The value of GNP of 

that country during the same year, evaluated at the prices of same base year, was ` 3000 crores. Calculate 
the value of the GNP deflator of the year in percentage terms. Has the price level risen between the base 
year and the year under consideration? 

 
 

MONEY AND BANKING            
Barter System 

System of exchanging goods for good is called Barter System 

Difficulties of Barter System  

1. Absence of double Coincidence of wants  
2. Lack of a Common Measure of Value: 
3.  Indivisibility of Certain Goods 
4. Lack of Standard of Deferred Payments 
5.  Lack of Efficient Store of Value  

Meaning of money 

Anything is Money, which is generally acceptable as a medium of exchange, and at the same time it must act as a 
measure and a store of value.  
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Functions of Money 

Primary Functions 

1. Medium of Exchange 
2. Measure of Value  

Secondary Functions 

1. Money also acts as a unit of account 
2. Standard of Deferred Payments 
3. Store of Value 
4. Transfer of Value 

Contingent Functions 

1. Distribution of National Income 
2. Maximization of Satisfaction 
3. Basis of Credit System 
4. Liquidity to Wealth 

Classification of Money 

Value of money and value of money as a commodity 
1. Value of money means the Face Value of Money. 
2. If face value and commodity value of coin are the same, it is known as Standard Coin.  
3. If face value is greater than the commodity value of coin, it is known as Token Coin. 

Now a day, coins are token coins. 

Categories of Money 

1. Legal Tender: It refers to the money which can be legally used to make payment of debts or other 
obligations.  examples Currency and Coins  

2. Fiat Money: It refers to the money which is backed with order of the government under law. It must be 
accepted for all debts. 

3. Commodity (Full-Bodied) money: Commodity money is that whose face value is equal to its commodity 
value.  

4. Representative (Full-Bodied) money: This kind of money is usually made of paper but equal to the face 
value of the money gold is kept in reserve.. 

5. Credit Money: Token coins and promissory notes are part of credit money. Besides these, there are other 
forms of credit money also.  

Various forms of credit money are the following 

1. Token coins 
2. Representative Token Money 
3. Promissory Notes issued by Central Banks 
4. Bank Deposit 

Liquidity Preference 

The preference of investors for holding liquid assets rather than securities or long-term interest-bearing investments 

Demand for Money 

1. The Transaction Motive: Individual demand money for his day-to-day transaction  
2. The Precautionary Motive: People demand to hold money with them to meet the unforeseen contingencies.  
3.  The Speculative Motive: People want to keep Money with them to take advantage of the charges in the price 

of bonds and securities.  

Money under the above three motives constitute the demand for money.  

Supply money: 

The aggregate supply of money in a community at any time is the sum of money stock of all the members of the 
society.  

Equilibrium Rate of Interest 

The rate of interest is determined by the demand for money and supply of money. The equilibrium rate of interest is 
fixed at that point where supply of and demands for money are equal. If the rate of interest is high peoples demand 
for money (liquidity preference) is low. The liquidity preference function or demand curve states that when interest 
rate falls, the demand to hold money increases and when interest rate raises the demand for money, diminishes.  



Speculative demand for money is inversely related to the rate of interest

Where r = market rate of interest, rmax = upper l
interest  Then we will have two extreme conditions
When r = rmax 

Liquidity Trap  

 Liquidity Trap It is a situation of very low rate of interest in the economy where every economic agent expects the 
interest rate to rise in future and consequently bond price falls, causing capital loss. 
where market rate of interest reaches r minimum the speculative demand curve will be parallel to x axis 
 

The India Monetary system   

The present currency system in India is m
currency system. The present system of issuing notes in India is based on the 
Minimum Reserve to be maintained by the Reserve Bank is Rs. 200 cores, of whic
should be kept in gold coins and bullion.

Money Supply in India 

It refers to total volume of money held by public at a particular point of time in an economy.
M1=Currency held by public + Demand deposits + other deposits with 
M2=M1+ Saving deposits with post office saving bank
M3=M1+Net time deposit with the bank
M4=M3 + Total deposits with post office saving bank excluding national saving certificate

Commercial Banks 

The commercial banks serve as the kin
services. The important functions of the Commercial banks can be explained with the help of the following chart.

Primary Functions  

1. Acceptance of Deposits  
2. Advancing of Loans  
3. Credit Creation  

Secondary Functions  

1. Agency Functions:  
2. General Utility Services:  

CENTRAL BANK 

An apex body that controls, operates, regulates and directs the entire banking and monetary structure of the country.

FUNCTIONS OF CENTRAL BANK:

1. Currency authority or bank of issue
2. Banker to the Government 
3. Banker’s bank and supervisor 
4. Custodian of cash reserves 
5. Lender of last resort 
6. Clearing House 
7. Custodian of foreign exchange reserves
8. Controller of money supply and credit 

 
Speculative demand for money is inversely related to the rate of interest 

M@
A =

rCDE − r.

r. − rCGHG

 

= upper limit of market rate of interest, rmini = lower limit 
Then we will have two extreme conditions 

Liquidity Trap It is a situation of very low rate of interest in the economy where every economic agent expects the 
equently bond price falls, causing capital loss. or Liquidity trap is a situation 

where market rate of interest reaches r minimum the speculative demand curve will be parallel to x axis 

 

is managed by the Reserve Bank of India and is based on inconvertible paper 
The present system of issuing notes in India is based on the Minimum Reserve Method

Minimum Reserve to be maintained by the Reserve Bank is Rs. 200 cores, of which not less than Rs 115 crores 
should be kept in gold coins and bullion. 

It refers to total volume of money held by public at a particular point of time in an economy. 
M1=Currency held by public + Demand deposits + other deposits with Reserve Bank of India.
M2=M1+ Saving deposits with post office saving bank 
M3=M1+Net time deposit with the bank 
M4=M3 + Total deposits with post office saving bank excluding national saving certificate 

The commercial banks serve as the king pin of the financial system of the country. They render many valuable 
services. The important functions of the Commercial banks can be explained with the help of the following chart.

An apex body that controls, operates, regulates and directs the entire banking and monetary structure of the country.

FUNCTIONS OF CENTRAL BANK: 

rity or bank of issue 

Custodian of foreign exchange reserves 
Controller of money supply and credit  
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= lower limit of market rate of 

Liquidity Trap It is a situation of very low rate of interest in the economy where every economic agent expects the 
Liquidity trap is a situation 

where market rate of interest reaches r minimum the speculative demand curve will be parallel to x axis  

anaged by the Reserve Bank of India and is based on inconvertible paper 
Minimum Reserve Method. 
h not less than Rs 115 crores 

Reserve Bank of India. 

g pin of the financial system of the country. They render many valuable 
services. The important functions of the Commercial banks can be explained with the help of the following chart. 

An apex body that controls, operates, regulates and directs the entire banking and monetary structure of the country. 
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Money Supply and Credit can be regulated by following measures  

Quantitative Instruments: 

1. Bank Rate policy:  
2. Open Market Operations 
3. Cash Reserve Ratio (CRR):  
4. Statutory Liquidity Ratio (SLR). 

Qualitative instruments: 

1. Margin Requirements 
2. Selective credit controls 

Reserve Bank of India 

The Reserve Bank of India Act of 1934 established the Reserve Bank. Since then, the Reserve Bank’s role and 
functions have undergone numerous changes, as the nature of the Indian economy and financial sector changed. 

Sterilization by RBI 

Intervention by the monetary authority of a country (RBI) in the money market to keep money supply stable against 
external shocks such as increasing foreign exchange inflow or outflow is known as sterilisation. 

Measures of Sterilization  

When foreign exchange comes into an economy the supply of money will increase. At this time RBI will engage in 
open market operations and will sell bonds worth the value of foreign exchange inflow. Thus by this process RBI 
will keep the supply of money in the economy constant. This process is known as sterilization by RBI. 

Money Multiplier  

Money multiplier may be defined as the ratio of the stock of money to the stock of high powered money in an 

economy. Money Multiplier = 
I

J
 ,Here, M = Stock of money, H = Stock of high powered money 

Currency deposit Ratio (cdr) 

The currency deposit ratio - cdr is the proportion between currency held by the public and the demand deposit made 

by them in an economy �	� =
KL

LL
 

Reverse Deposit Ratio rdr 

it is the portion of total deposits kept as reserves --   CRR and SLR 

High powered money 

It is the total liability of the monetary authority of a country (In India it is RBI). The High powered money includes 
all currencies and coins and also the reserve deposits of commercial banks and the government. 
If H = High powered money then H= CU +R + G, Where CU = currency and coins, R = Reserve Money and G = 
Government deposit in RBI, The currency and coins includes coins and currencies with the public as well as the 
vault cash 

Money multiplier 

If 'M' is the total stock of money supply in an economy and 'H' is the stock of high powered money, the proportion 

between them is known as money multiplier Money Multiplier =
I

J
 

Numerical Examples  

1. If rdr of commercial banks is 30%, how much money is available for fiving loan if the deposit is `100 

crs? 

Ans: When rdr is 30% and the deposit is ` 100 crs, then bank will keep `30 crs as reserve and `70 

crs will be given as loan 

2. If rdr of commercial banks is 25%, how much money is available for fiving loan if the deposit is `10 

crs? 

Ans: When rdr is 25% and the deposit is ` 10 crs, then bank will keep `2.5 crs as reserve and `7.5 

crs will be given as loan 
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GOVT. BUDGET AND ECONOMY 
The revenue - expenditure statement of the Govt. is termed as budget. 

Meaning of Budget 

"Budget is the statement of estimates of govt. receipts and expenditure during a financial year which runs from April 

1st to March 31". In India the budget is to be presented before the Parliament as per article 112 of the constitution. 

Objectives of the Budget 

a. Activities to secure reallocation of resources: - The Government has to reallocate resources with social and 

economic considerations. 

b.  Redistributive Activities: - The Government redistributes income and wealth to reduce inequalities. 

c. Stabilizing Activities: - The Government tries to prevent business fluctuations and maintain economic stability. 

d. Management of Public Enterprises: - Government undertakes commercial activities that are of the nature of 

natural Monopolies, heavy manufacturing etc., through its public enterprises. 

Parts of Budget 

The budget has two important parts and various components. This is clear from the chart given below. 

 
 

Tax Revenue: Includes direct and indirect taxes income tax, corporation tax (on firm’s profits), wealth tax gift tax 

and estate duty are examples of direct taxes. Customs duty (export and import duties) service taxes and excise duty 

sales tax are examples of indirect taxes. 

Non-Tax Revenue: Interest receipts on loans, dividends profits, fees, fines, penalties, escheats, grants etc are items 

of non tax revenue. 

Revenue Expenditure: Recurring expenditure like salaries, pensions, interest payments subsidies etc. 

Capital receipts: Those receipts which creates liability or reduce capital assets. e.g.: Market Borrowings, 

disinvestment etc 

Capital Expenditures: Those expenditures which creates physical or financial asset. E.g.  Expenditure on buildings, 

plant and machineries, loans to state government etc 

Plan Expenditure: It shows the provisions for projects, programmes and schemes included in the central plans. 

Non - Plan Expenditure: Items not included in the central plan like salaries, pensions are termed as non plan 

expenditure. 

Balanced, Surplus and Deficit Budgets. 

Balanced Budget: - It is one where the estimated revenue equals the estimated expenditure. 

Surplus Budget: - It is one where the estimated revenue is greater than the estimated expenditures. 

Deficit Budget: - It is one where the estimated revenue is less than the estimated expenditure. 

Different concepts of Budget deficit. 

Budget Deficit: - Budgetary deficit is the total receipts minus total expenditure of Government on both revenue and 

capital accounts.  Budgetary Deficit = Total Budgetary Receipts – Total Budgetary Expenditure 

Revenue Deficit: - revenue deficit is the excess of Government’s revenue expenditure over revenue receipts.   

Revenue Deficit = Revenue Receipts - Revenue Expenditure 

Fiscal Deficit: - Fiscal Deficit: Fiscal Deficit is the budgetary deficit plus borrowing and other liability. Significance 

of fiscal deficit is that it is a measure of total borrowing requirements of the Government. The Government should 

try to reduce the fiscal deficit. 

Primary Deficit: - Primary Deficit is the difference between fiscal deficit and interest   payments 
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Lumpsum tax  

If the tax amount is same for all the persons in the economy such a tax is known as lumpsum tax  

Tax Multiplier 

The tax multiplier is the ratio between changes in income to change in tax. The tax multiplier is a negative 

multiplier. If the amount of lumpsum tax decreases equilibrium income will increase. If the lumpsum tax increases 

equilibrium income will decrease. 

Tax multiplier =  
Z[

Z\
=

]^

_]^
  

Numerical Examples 

1. In an economy with lumpsum tax MPC =7. Find the tax multiplier 

Tax multiplier =  
`a

`*
=

−.7

1 − .7
=

−.7

. 3
=  −2.33 

2. In an economy where there is lumpsum tax the consumption function is C = 100 + .8YD. If tax is decreased 

by Rs: 500 what will be the change in income 

Tax multiplier =  
`a

`*
=

−.8

1 − .8
=

−.8

. 2
=  −4 

Tax multiplier =  
`a

`*
= 4 =

`a

−500
             

`a = −4x − 500 = 2000  

 If tax decrease by Rs: 500, the incomes will increase by Rs: 2000. 

 

Theory of Income Determination   
The Great Depression of 1930s’ rudely leaves behind the confidence in Full Employment.  

Full Employment  

It is a situation in which all factors of production in an economy are fully utilized. All the people who are willing to 
work at the existing wage rate will be employed. 
The Classical and Neo-Classical Economists believed that there would be always Full Employment in the economy 
which was based on “Says law of market.”  

Says law of market   states that “Supply Creates its Own Demand” that is, all that is supplied in the market must be 
equal to all that is demanded. 

John Maynard Keynes  

He rejected the following argument of Classical and Neo-Classical Economists in his book General Theory of 

Employment, Interest, and Money, (popularly known as General Theory) published in 1936.. 

CLASSICAL THEORY  KEYNES THEORY  

Supply creates its own demand  Supply can not create its own demand  

There is no over production  Some over production  

No need of Govt intervention  Need  Govt intervention 

Full employment equilibrium  Under employment equilibrium  

Analysis on supply side  Analysis on demand side  

Full employment is the common  Under employment is the common  

According to Keynesian Theory, employment depends on effective demand. Effective demand results in output. 
Output creates income, income provides employment, and employment generates effective demand. Thus, larger 
volume of the employment larger will be the national income. To Keynes only increasing employment can raise 
income. 

Effective Demand 

The logical starting point of Keynesian General Theory of Employment is Effective Demand. The core of this theory 
is that the volume of employment in an economy depends on the level of Effective Demand. Effective Demand is 
determined at the point where Aggregate demand is equal to Aggregate Supply. 

Aggregate Demand and its Components 

Aggregate demand is the total demand for the existing output at prevailing prices. That is, Aggregate Demand is the 
total demand or the total expenditure of the community on goods and services purchased. Aggregate demand consist 
of  
1. Household Consumption Demand or Consumption Function. 

2. Investment demand 

3. Government Demand for Goods And Services 

4. Net foreign demand. 
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Household Consumption Demand or Consumption Function 

The level of Household Consumption Demand depends on the level of disposable income of the household.  

Total Disposable Income = Total Personal Income – Total Direct Taxes 

The relationship between level of disposable income and level of consumption is called Propensity to Consume. 
There is direct relationship between the level of disposable income and level of consumption. As disposable 
income increases, total consumption expenditure also increases. Thus, we can say that consumption is a function of 
income.  C= f (Y) 

psychological law of Consumption. 

 The rate of increase in consumption expenditure is less than the rate of increase in disposable income. This is the 
psychological law of consumption. Even at zero level of income, there is consumption because individual and 
community cannot survive without minimum level of consumption. Consumption at zero level of income is called 

Autonomous Consumption. 

Propensity to Consume does not mean desire to consume. It means actual expenditure on consumption.  

Consumption above the autonomous consumption is called Induced Consumption.  
Propensity to Consume is more with the poor people than with the rich people. Due to their lower income, poor 
people spent their whole income for consumption as their income increases. 

Average Propensity to Consume (APC) 

Average Propensity to Consume (APC) is the total consumption expenditure of the people divided by the total 
income of the people. 

                               APC =
  lmnDo pmH@qCrnGmH

lmnDo GHpmCs
=

K

[
    

Marginal Propensity to Consume (MPC) 

Marginal Propensity to Consume is Increase in the consumption expenditure due to increase in income. In other 
words, it is the ratio between change in consumption and change in income. 

          MPC =
 tuDHvs GH pmH@qCrnGmH

tuDHvs GH GHpmCs
=

ZK

Z[
                                       

Average Propensity to Save (APS) 

Average Propensity to Save (APS) is the total savings of the people divided by the total income of the people. 

APS =
  Total Savings

Total income
=

 

a
 

Marginal Propensity to Save (MPS) 

Marginal Propensity to save is Increase in the savings due to increase in income. In other words, it is the ratio 
between change in savings and change in income. 

MPS =
 Change in Savings

Change in income
=

` 

`a
 

The following table will illustrate the above concepts 

 Disposable Income  Consumption Savings  APC MPC APS MPS APC+APS 

100 200 -100 2.00 0.5 -1 0.5 1 

200 250 -50 1.25 0.5 -0.25 0.5 1 

300 300 0 1.00 0.5 0 0.5 1 

400 350 50 0.88 0.5 0.125 0.5 1 

500 400 100 0.8 0.5 0.2 0.5 1 

600 450 150 0.75 0.5 0.25 0.5 1 

700 500 200 0.71 0.5 0.29 0.5 1 

800 550 250 0.68 0.5 0.31 0.5 1 

 
Relationship between MPC and MPS 

MPC is the complement of MPS. MPC can be derived from MPS 
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δa = δ' + δ  

Dividing both side by δY 
δ}

δ}
  =  

δK~δ�

δ}
  

1 =  
δ'

δY
+  

δ 

δY
 

1 = MPC + MPS   or MPS = 1 – MPC 
Propensity to Consume need not be constant throughout. It usually declines as the disposable income increases. 
Hence, MPC declines as the disposable income increases. 

Keynesian Investment Multiplier 

Multiplier implies the cumulative effect of investment upon income. Keynes borrowed this concept from R.F. Khan. 
Investment Multiplier is the ratio of total change in income due to initial change in investment.  
It can be expressed mathematically as  

δa =  �. δ � =    � =  
δ[ 

δ�
=

_

��
 because δI= δS 

Where K is the multiplier, δY change in income,δI change in investment. 

Multiplier, MPC, and MPS 

The value of the multiplier is determined by MPC. Whether the multiplier is large or small depends on the size of 
MPS. 

� =
_

��
  or. � =

_

_]�K
 

Multiplier can work in the reverse direction depending on the direction of initial investment. 

 Investment Function 

Investment means the expenditure to make man-made investment of production like, machines, equipments, 
buildings etc to increase the productive capacity of an economy. Investments are of two types:  

Autonomous investment 

Autonomous investment is the expenditure on capital formation, which is not influenced by the level of income and 
rate of interest. The level of income and rate of interest does not change the level of autonomous investment. 
Government expenditure on public utilities such as roads, railways communication etc. are the examples of 
Autonomous investment. 

Induced investment 

Production in a capitalist economy is profit oriented. Sine profit is the prime goal of the entrepreneur they are 
induced to invest only when they expect to get profit. To examine the profitability of an investment Keynes 
introduced the concept of Marginal Efficiency of Capital (MEC) 
Marginal Efficiency of Capital (MEC) refers to the expected rate of return or expected profitability. According to 
Kenneth Kunihara, marginal efficiency of capital is the ratio between prospective yield of additional capital asset 
and their Supply price. 
 That is, e =Q/P  
Where e is MEC, Q is prospective yield of additional capital asset and P is the supply price. 
MEC depend on two factors. They are Prospective Yield of Additional Capital Asset and Supply Price. 

 Investment Demand Schedule 

Investment demand schedule shows the functional relationship between MEC and the amount of capital invested. 

 

MEC and Rate of Interest 

MEC and Rate of Interest are the two factors determining the volume of investment. The factors are determined 
beforehand independently of each other. Marginal efficiency of capital is the ratio between prospective yield of 
additional capital asset and their Supply price while rate of interest is determined by liquidity preference and supply 
of money. A prospective investor will make investment only when Marginal Efficiency of Capital (MEC) is greater 
than the rate of interest .the volume of investment will continue as long as Marginal Efficiency of Capital (MEC) and 
rate of interest is equalised. 
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Government Demand  

 Present day government believe in the concept of welfare sate. It undertakes productive and unproductive 
expenditure. Marginal Efficiency of Capital (MEC) and rate of interest do not guide the Government investment. 

Net Foreign Demand 

The balance of export over import is called net foreign demand. Net foreign demand depends on factors like income, 
price elasticity of demand, foreign trade policy, foreign exchange rate etc. 

 Impact of Deficient and Excess Demand on output employment and prices 

Full Employment equilibrium: an economy is said to be in Full Employment equilibrium when Aggregate demand 

and Aggregate Supply are in equilibrium at Full Employment level. Full Employment equilibrium exists at the 
stage when the demand is just sufficient to ensure equilibrium at the level of Full Employment. In other words, Full 
Employment is a situation free from involuntary unemployment. Involuntary unemployment exists when those who 
are able and willing to work at the prevailing rate of wage are not able to find job.  

Excess Demand or Inflationary Gap  

Excess Demand refers to a situation in which Aggregate Demand exceeds Aggregate Supply at Full Employment 
level. The difference between Aggregate Demand and Aggregate Supply at Full Employment level is called 
inflationary gap. Inflationary gap in an economy exist when planned expenditure is more than the value of available 
output produced by making use of available resources. An increase in demand beyond the equilibrium level of Full 
Employment does not increase the output and employment. Hence, increase in demand would result in rise in prices. 

 
Deficient Demand or Deflationary Gap: 

 Deficient Demand or Deflationary Gap is the situation where Aggregate demand falls short of Aggregate Supply. 
The difference between Aggregate Demand and Aggregate Supply at Full Employment level is called Deflationary 
Gap. A fall in demand beyond the equilibrium level of Full Employment is insufficient to eliminate involuntary 
unemployment. Hence, fall in prices.  

Impact of Deficient and Excess Demand and Business Cycle; 

 
 
 
 

 
Business cycle refers to alternating periods of rising and falling levels of economic activity. A business cycle has 
four phases. They are Boom, recession, depression, and recovery. Boom represents the peak level of economic 
activity and depression represents the lowest level of economic activity. A boom is followed by recession unless 
checked leads to depression. Recovery picks up the economy from depression and takes it again to boom. Thus, the 
cycle is complete. 
Deficiencies in demand give rise to recession, unless checked leads to depression. Recession and depression are 
characterised by increase in unemployment, fall in output, fall in prices, etc. Excess demand on the other hand brings 
about boom. Boom is characterised by increase in employment, rise in output, rise in prices, etc. 

Measures to correct Excess Demand and Deficient Demand 

Excess demand result in inflation and inflation in turn create vast income, in equilibrium, social unrest, and loss in 
faith in Government while deficient demand leas to deflation which in turn leads to fall in employment, fall in prices 
etc. The following methods are suggested to correct the situation of excess demand and Deficient Demand. 

Monetary Policy 

Monetary policy refers to the policy of the central bank of a country to control the volume of money in circulation 
and credit of a country.  
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Fiscal Policy 

The policy taken by the Government in regards to Government revenue, expenditure, and debt are called fiscal 
policy. The Government controls the situation of excess demand and deficient demand by wise policy of taxation, 
expenditure, and borrowing. 

. 

Full Employment Equilibrium and Under Employment Equilibrium 

Full Employment Equilibrium It refers to that situation in the economy when AD = AS along with fuller utilisation 
of labour force. 
Under Employment Equilibrium It refers to that situation in the economy when AS = AD but without the fuller 
utilisation of labour force. 

Paradox of Thrift 

There is an assumption that as the saving of the people increases, the total saving of the economy will Increase. If all 
the people of the economy increase the proportion of income they save, the total value of savings in the economy 
will not increase. It will either decline or remain unchanged. This is known as the Paradox of Thrift. 
Reason for this is that, Increase in saving decreases the Consumption, which will decrease the demand for final 
goods. This results in excess supply. So the firms reduce the production of final goods and as a result the income and 
saving also decrease. In other words the paradox of thrift occurs due to the increase in marginal propensity to save 
(MPS) ie. The value of MPC decreases. So it eliminates the effect of multiplier. It reduces the increase in income 

Basic Concepts 

Ex-ante saving: means planned savings. It is the saving that savers intend to save during a particular year. 
Ex-post saving: It means actual savings or realised saving. . 
Ex-ante investment: is planned investment. It is the investment that the investors plan to invest during a particular 
year. 
Ex-post investment: It is actual investment. 
Ex-ante saving and ex-ante investment are equal only at equilibrium level of national income. At all other level, they 
differ. However, ex-post saving and ex-post investment are always equal. 

Numerical Problems 

1. Measure the level of ex-ante aggregate demand when autonomous investment and consumption 

expenditure (A) is `50 crores, and MPS is 0.2 and level of income (Y) is₹4000 crores. State whether the 
economy is in equilibrium or not 

2. In an economy MPC or c is .8 , autonomous consumption C is `150crs and autonomous investment I is 
₹100crs , Calculate the equilibrium level of income  

3. If value of MPS is 0.25, what is the value of multiplier? 
4. If value of MPC is 0.8, find out value of multiplier (K). 
5. In an economy investment increases by `10crore. As a result, income increases by 50crore. What is the 

value of multiplier?  
6. Calculate: Change in Income when MPC = 0.8 and Change in Investment =Rs 1,000    
7. Change in income δy = K δI = 5 x 1000 =`5000crs 
8. MPC in an economy is 0.8. If investment is increased by `5crore, how much would be increase 

in income? 
9. If MPC is 0.75, calculate value of multiplier (K). 
10. In an economy, actual level of income is `500 crores whereas the full employment level of income is 

`800 crore. The MPC is 0.75. Calculate the increase in investment required to achieve full employment 
level of income. 

 

 Inflation Deflation 

Monetary Policy    

Bank Rate High Bank Rate  Low Bank Rate 

Open Market Selling of bonds  Repurchase of Bonds 

C.R.R. High rate of C.R.R. Low Rate of C.R.R. 

Fiscal Policy   

Taxation High tax rate Low Tax Rate 

Public expenditure  Less Expenditure  Large Expenditure  

Public Debt Raising of Public Debt Redemption of Public Debt 
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Balance of Payments and Foreign Exchange Rate 
Balance of Payments: Meaning and Components 

Meaning: The balance of payments of a country is a systematic record of all economic transactions between 
residents of a country and residents of foreign countries during a given period of time. 

Balance of Trade and Balance Of Payments 

Balance of trade: Balance of trade is the difference between the money value of exports and imports of material 
goods (visible item) 
Balance of payments: Balance of payments is a systematic record of all economic transactions between residents of 
a country and the residents of foreign countries during a given period of time. It includes both visible and invisible 
items. Hence the balance of payments represents a better picture of a country’s economic transactions with the rest 

of the world than the balance of trade. 

Structure of Balance of Payment Accounting 

A balance of payments statement is a summary of a Nation’s total economic transaction undertaken on international 
account. There are two types of account. 
1. Current Account: It records the following three items. 

1. Visible items of trade: The balance of exports and imports of goods is called the balance of visible 
trade.  

2. Invisible trade: The balance of exports and imports of services is called the balance of invisible trade 
E.g. Shipping insurance etc. 

3. Unilateral transfers: Unilateral transfers are receipts which resident of a country receive (or) payments 
that the residents of a country make without getting anything in return e.g. gifts. 

The net value of balances of visible trade and of invisible trade and of unilateral transfers is the balance on current 
account. 
2. Capital Account: It records all international transactions that involve a resident of the domestic country changing 
his assets with a foreign resident or his liabilities to a foreign resident. 

Various forms of capital account transactions 

1. Private transactions: These are transactions that are affecting assets (or) liabilities by individuals. 
2. Official transactions: Transactions affecting assets and liabilities by the government and its agencies. 
3. Direct Investment: It is the act of purchasing an asset and at the same time acquiring and control of it. 
4. Portfolio investment: It is the acquisition of assets that does not give the particular control over the 

asset. 
The net value of balances of direct and portfolio investment is called the balance on capital account. 

Other Items in the Balance of Payment 

They are included since the full balance of payments account must balance. These items are as follows. 
1. Errors and Omissions: They may arise due to the presence of sampling and due to his honesty. 
2. Official reserve transactions: All transactions except those in this category may be termed as 

autonomous transactions. They are so called because they were entered into with some independent 
motive. Balance of payments always balances. 

Disequilibrium the Balance of Payments 

There are a number of factors that cause disequilibrium in the balance of payments showing either a surplus or 
deficit. These causes are categorized into 3 factors. 

1. Economic factors: Large scale development expenditure that may cause large imports. Cyclical 
fluctuations in general business activities such as recession or depression High domestic prices 
may result in imports. 

2. Political factors: Political instability may cause large capital outflows and hamper the inflows of 
foreign capital. 

3. Social factors: Changes in tastes, preferences and fashions may affect imports and exports. 

Foreign exchange  

It refers to all currencies other than the domestic currency of a given country. 
Foreign Exchange: - rate is the rate at which currency of one country can be exchanged for currency of another 
country. 
Foreign Exchange Market: - The Foreign Exchange market is the market where the national currencies are traded 
for one another. 

Functions of Foreign Exchange Market: 

1. Transfer function: It transfers the purchasing power between countries. 
2. Credit function: It provides credit channels for foreign trade 
3. Hedging function: It protects against foreign exchange risks. 



Fixed Exchange Rate System:  

Fixed exchange rate is the rate which is officially fixed by the government, monetary authority and not determined 
by market forces. 

Flexible Exchange Rate:  

Flexible exchange rate is the rate which is determined by forces of supply and demand in the foreign exchange 
market. 

Demand for and Supply of Foreign Exchange

Demand for foreign exchange:

1. To purchase goods and services from other countries
2. To send gifts abroad 
3. To purchase financial assets (shares and bonds)
4. To speculate on the value of foreign currencies
5. To undertake foreign tours 
6. To invest directly in shops, factories, buildings
7. To make payments of international trade.

Supply of foreign exchange: 

Foreign currencies flow into the domestic economy due to the following reason.
1. When foreigners purchase home countries goods and services through exports
2. When foreigners invest in bonds and equity shares of the home country.
3. Foreign currencies flow into the econom
4. When foreign tourists come to India
5. When Indian workers working abroad send their saving to families in India.

 

Equilibrium in the Foreign Exchange Market

The equilibrium exchange rate is determined at a point whe
Graphically interaction of demand and supply curve determines the equilibrium exchange rate 

Managed Floating: -  

The mixture of fixed and flexible exchange rate is known as Managed
exchange rate to adjust the deficit in the BOP by following certain guidelines issued by IMF

Dirty floating: -  

If the countries manipulate the exchange rate without following the guidelines issued by the IMF 
floating. 

Real Exchange Rate (RER)  

It is the ratio of foreign to domestic prices, measured in the same currency. It expresses the relative price of foreign 
goods in terms of domestic goods. 

E is Exchange rate , Pf= price of foreign good

Purchasing Power Parity (PPP) 

Purchasing power parity refers to the ratio of purchasing power of the currencies of trading partners. If 1 kg of apple 
cost rs.40 in India and 1 dollar in US the PPP exchange rate

Effective Exchange Rate 

Effective exchange rate (EER) is a measure of strength of one currency in relation to other currencies in international 
money market. It is of two types’ 

Nominal effective exchange rate (NEER) and real effective exchan

EER which does not take into account for changes in the price level while measuring average strength of one 
currency in relation to other is called NEER. 
EER which accounts for changes in the price level across different countries of the 
constant prices or real exchange rate.

Fixed exchange rate is the rate which is officially fixed by the government, monetary authority and not determined 

exchange rate is the rate which is determined by forces of supply and demand in the foreign exchange 

Demand for and Supply of Foreign Exchange 

Demand for foreign exchange: 

To purchase goods and services from other countries 

purchase financial assets (shares and bonds) 
To speculate on the value of foreign currencies 

 
To invest directly in shops, factories, buildings 
To make payments of international trade. 

currencies flow into the domestic economy due to the following reason. 
When foreigners purchase home countries goods and services through exports
When foreigners invest in bonds and equity shares of the home country. 
Foreign currencies flow into the economy due to currency dealers and speculators.
When foreign tourists come to India 
When Indian workers working abroad send their saving to families in India. 

Equilibrium in the Foreign Exchange Market 

The equilibrium exchange rate is determined at a point where demand for and supply of foreign exchange are equal. 
Graphically interaction of demand and supply curve determines the equilibrium exchange rate 

 

The mixture of fixed and flexible exchange rate is known as Managed Floating; Under this, country manipulates the 
exchange rate to adjust the deficit in the BOP by following certain guidelines issued by IMF

If the countries manipulate the exchange rate without following the guidelines issued by the IMF 

It is the ratio of foreign to domestic prices, measured in the same currency. It expresses the relative price of foreign 
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ce of foreign good ,P= Price of domestic good 

Purchasing power parity refers to the ratio of purchasing power of the currencies of trading partners. If 1 kg of apple 
cost rs.40 in India and 1 dollar in US the PPP exchange rate is `. 40=$1. 

Effective exchange rate (EER) is a measure of strength of one currency in relation to other currencies in international 

Nominal effective exchange rate (NEER) and real effective exchange rate (REER).  

EER which does not take into account for changes in the price level while measuring average strength of one 
currency in relation to other is called NEER.  
EER which accounts for changes in the price level across different countries of the world is REER. It is based on 
constant prices or real exchange rate. 
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Fixed exchange rate is the rate which is officially fixed by the government, monetary authority and not determined 

exchange rate is the rate which is determined by forces of supply and demand in the foreign exchange 

When foreigners purchase home countries goods and services through exports 

y due to currency dealers and speculators. 

 

re demand for and supply of foreign exchange are equal. 
Graphically interaction of demand and supply curve determines the equilibrium exchange rate  

Floating; Under this, country manipulates the 
exchange rate to adjust the deficit in the BOP by following certain guidelines issued by IMF 

If the countries manipulate the exchange rate without following the guidelines issued by the IMF is called as dirty 

It is the ratio of foreign to domestic prices, measured in the same currency. It expresses the relative price of foreign 

Purchasing power parity refers to the ratio of purchasing power of the currencies of trading partners. If 1 kg of apple 

Effective exchange rate (EER) is a measure of strength of one currency in relation to other currencies in international 

EER which does not take into account for changes in the price level while measuring average strength of one 

world is REER. It is based on 
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Currency Appreciation 

The rise in the value of a currency in terms of another is called currency appreciation. e.g.: suppose the rupee dollar 
exchange rate is 45:1 and it changes is 40:1. This means that now only 40 rupees is required to purchase one dollar. 
This means that the value if Indian rupee has appreciated. 

Currency Depreciation 

The fall in the value of a currency in terms of another currency is called currency depreciation. 
Factors affecting exchange rate 

1. Speculation: exchange rate is influenced by speculation as the demand for the currency increases with 
speculation. The trade in financial assets or currency expecting future gains is called speculation. 

2. Interest Rates: a high interest rate in a foreign country attracts investors to that country, thereby 
increasing the demand for the currency of that country. 

3. Income: as income increases consumption increases-domestic and foreign- leading to higher imports. 
This increases demand for foreign exchange. 

Pegged Exchange Rate System 

In pegged exchange rate system the exchange rate is maintained by monetary authority of a country and the rate of 
exchange is a policy matter. In short it may be changed under a policy change of the monetary authority. In other 
words devaluation or revaluation of the domestic currency is possible. 

Devaluation and Revaluation 

Under a pegged exchange rate system an increase in the exchange rate is called devaluation. In this case the value of 
the domestic currency decreases 
Revaluation means a decrease in the exchange rate and a rise in the value of domestic currency. 

Exchange Rate Management 

Gold Standard 

It is an exchange rate system in which gold is taken as the common unit parity between currencies of different 
countries in circulation. Each country defines the value of its currency in terms of gold and they are freely 
convertible into gold. Hence the value of one currency in terms of the other currency was fixed. 
E.g.: 1 pound = 4 g gold 
1 dollar = 2 g gold 
Hence; 1 Dollar = 2 Pound 
This system existed from 1870 up to II world war. 

The Bretton Woods System 

The establishment of IMF and World Bank brought about a fixed exchange rate system called Bretton woods system. 
There was a two tier system of convertibility in which different currencies are pegged to US dollar and US dollar 
was assigned gold value at a fixed price. Each IMF member was committed to convert their currency into dollar at a 
fixed price; which is called the official exchange rate. 

Special Drawing Rights 

Inadequate growth in gold production and the weakening of US dollar necessitated the search for a new international 
reserve. SDR, also known as paper gold is created with the intention of increasing the stock of international reserve 
and displaced gold in 1967. It is an accounting creation without any backing. Originally the value of SDR was 
defined as  
35 SDRs equal 1 ounce gold Today the value of SDR is calculated daily as the weighted sum of four major 
currencies, Euro, Dollar, Yen and Pound. 

Open economy multiplier 

�&�� ������% ��$��&$��� =
∆a

∆�
=

1

1 − c + m
 

Where c= MPC and m=MPI marginal propensity to import  
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The closed economy multiplier will be greater than open economy multiplier 

In an economy MPC = .75, MPI = .25. Find the open economy multiplier and closed economy multiplier 
c= .7   m = .25 
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Export Multiplier  

Ratio between change in export and change in income 

Import Multiplier  

Ratio between change in Import and change in income 

Investment Multiplier  

Ratio between change in investment and change in income 

Govt Expenditure Multiplier  

Ratio between change in Govt Expenditure 

Tax Multiplier  

Ratio between change in Tax and change in income 

Equilibrium Income 
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Public Goods & Private Goods 

Private Goods 
A private good or service has three main characteristics:

1. Excludability: Consumers of private goods can be excluded from consuming the product by the seller if 
they are not willing or able to pay for it. For exam
clearly a private good. When goods are excludable, the owners can exercise property rights.

2. Rivalry: With a private good, one person's consumption of a product reduces the amount left for others to 
consume and benefit from 
service. If you order and then enjoy a pizza from Pizza Hut, that pizza is no longer available to someone 
else. Likewise driving your car on a road uses u
another motorist.  

3. Reject ability: Private goods and services can be rejected 
you can use your money to buy something else!  All private goods and serv
consumer should their tastes and Preferences change.

Characteristics of Public Goods

As one might expect, the characteristics of pure public goods are the opposite of private goods:
1. Non-excludability: The benefits derived 

only those who have actually paid for it.
no financial cost to themselves 
temptation to consume without paying! 

2. Non-rival consumption: Consumption of a public good by one person does not reduce the availability of a 
good to everyone else – therefore we all consume the same amount of public goods even tho
and preferences for these goods (and therefore our valuation of the benefit we derive from them) might 
differ 

Examples of Public Goods 

There are relatively few examples of pure public goods. Examples of public goods include flood control sys
some of the broadcasting services provided by the AIR, public water supplies, street lighting for roads and 
motorways, lighthouse protection for ships and also national defence services.

Important Questions  

1. Suppose that 1 US $= ` 50, the price of pe

��� =
50(4

20
= 10 

2. Suppose that 1 US $= ` 50, the price of Doll in India is ` 500 and in USA is $10. Find the real exchange rate 

��� =
50(10

500
= 1 

between change in export and change in income  �(&��� ��$��&$��� =
∆[

∆�
=

_

_]p~C

between change in Import and change in income  ��&��� ��$��&$��� =
∆[

∆�
=
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_]p~C

between change in investment and change in income ����������  ��$��&$��� =
∆[

∆�

Govt Expenditure and change in income Govt Expenditure   ��$��&$���

and change in income Tax  ��$��&$����������& ��(� =
∆

∆

A private good or service has three main characteristics: 
: Consumers of private goods can be excluded from consuming the product by the seller if 

they are not willing or able to pay for it. For example a ticket to the theatre or a meal in a restaurant is 
clearly a private good. When goods are excludable, the owners can exercise property rights.

: With a private good, one person's consumption of a product reduces the amount left for others to 
onsume and benefit from - because scarce resources are used up in producing and supplying the good or 

service. If you order and then enjoy a pizza from Pizza Hut, that pizza is no longer available to someone 
else. Likewise driving your car on a road uses up road space that is no longer available at that time to 

: Private goods and services can be rejected - if you don't like the soup on the Hotel menu, 
you can use your money to buy something else!  All private goods and services can be rejected by the final 
consumer should their tastes and Preferences change. 

Characteristics of Public Goods 

As one might expect, the characteristics of pure public goods are the opposite of private goods:
The benefits derived from the provision of pure public goods cannot be confined to 

only those who have actually paid for it.  In this sense, non-payers can enjoy the benefits of consumption at 
no financial cost to themselves – this is known as the “free-rider” problem and it m
temptation to consume without paying!  

: Consumption of a public good by one person does not reduce the availability of a 
therefore we all consume the same amount of public goods even tho

and preferences for these goods (and therefore our valuation of the benefit we derive from them) might 

There are relatively few examples of pure public goods. Examples of public goods include flood control sys
some of the broadcasting services provided by the AIR, public water supplies, street lighting for roads and 
motorways, lighthouse protection for ships and also national defence services. 

Suppose that 1 US $= ` 50, the price of pen in India is ` 20 and in USA is $4. Find the real exchange rate 

Suppose that 1 US $= ` 50, the price of Doll in India is ` 500 and in USA is $10. Find the real exchange rate 
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: Consumers of private goods can be excluded from consuming the product by the seller if 
ple a ticket to the theatre or a meal in a restaurant is 

clearly a private good. When goods are excludable, the owners can exercise property rights. 
: With a private good, one person's consumption of a product reduces the amount left for others to 

because scarce resources are used up in producing and supplying the good or 
service. If you order and then enjoy a pizza from Pizza Hut, that pizza is no longer available to someone 

p road space that is no longer available at that time to 

if you don't like the soup on the Hotel menu, 
ices can be rejected by the final 

As one might expect, the characteristics of pure public goods are the opposite of private goods: 
from the provision of pure public goods cannot be confined to 

payers can enjoy the benefits of consumption at 
rider” problem and it means that people have a 

: Consumption of a public good by one person does not reduce the availability of a 
therefore we all consume the same amount of public goods even though our tastes 

and preferences for these goods (and therefore our valuation of the benefit we derive from them) might 

There are relatively few examples of pure public goods. Examples of public goods include flood control systems, 
some of the broadcasting services provided by the AIR, public water supplies, street lighting for roads and 

n in India is ` 20 and in USA is $4. Find the real exchange rate  

Suppose that 1 US $= ` 50, the price of Doll in India is ` 500 and in USA is $10. Find the real exchange rate  


