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Chapter 1 
Introduction to Macroeconomics and its Concepts 

 
 
INTRODUCTION AND STRUCTURE OF MACROECONOMICS 

 Macroeconomics is the part of economic theory that studies 
the economy as a whole, such as national income, aggregate 
employment, general price level, aggregate consumption, 
aggregate investment, etc. Its main instruments are 
aggregate demand and aggregate supply. It is also called 
the ‘Income Theory’ or ‘Employment Theory’. 
 

 Structure of macro economy: As we know, 
Macroeconomics is concerned with economic problems at 
the level of an economy as a whole. Structure of Macroeconomics implies study of 
different sectors of the economy. 

 An economy may be divided into different sectors depending on the nature of 
study. 

 Producer sector engaged in the production of goods and services. 
 Household sector engaged in the consumption of goods and services. 

 
Note  

 Households are taken as the owners of factors of production. 
 The government sector engaged in activities like taxation and subsidies 
 Rest of the world sector engaged in exports and imports. 
 Financial sector (or financial system) engaged in the activity of borrowing and 

lending. 
 
Circular flow of income 

 It refers to flow of money, income or the flow of goods and services across different 
sectors of the economy in a circular form. 

 There are two types of Circular flow: 
 Real/Product/Physical Flow 
 Money/Monetary/Nominal Flow 

http://www.upscconnect.com/


 

 
2 www.upscconnect.com               

9899781744, 8851330108 

 
 

 
 
 
 
 
 
Real flow  

 Real flow of income implies the flow of factor services from the household sector to 
the producing sector and corresponding flow of goods and services from the 
producing sector to the household sector. 

 Let us consider a simple economy consisting only of 2 sectors: 
 Producer Sector. 
 Household Sector. 

 
 
 
 
 
 
 
 

 
  

These two sectors are dependent on each other in the following ways: 
 Producers supply goods and services to the households. 
 Household (as the owners of factors of production) supplies factors of production 

(or factor services) to the producers. 
 This interdependence can be explained with the help of the diagram given here. 

 
Money Flow 

 Money flow refers to the flow of factor income, as rent, interest, profit and wages 
from the producing sector to the household sector as monetary rewards for their 
factor services as shown in the flowchart. 
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 The households spend their incomes on the goods and services produced by the 
producing sector. Accordingly, money flows back to the producing sector as 
household expenditure as shown in the flowchart. 
 

CIRCULAR FLOW OF INCOME IN TWO SECTOR MODEL 
The following assumptions with regard to a simple economy with only two sector of 
economics activity are: 

 There are only two sectors in the economy;  
 That is, household and firms. 
 Household supply factor services to firms. 
 Firms hire factor services from Households. 

 
 
 
 
 
 
 
 

 
 Households spend their entire income on consumption 
 Firms sell all that is produced to the households. 
 There is no government or foreign trade. 

 
Such an economy described above has two types of markets. 

 Market for goods and services that is product market. 
 Market for factors of production, factor market. 
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As a result we can derive the following, in the case of our simple economy: 
 Total production of goods and services by firms = Total consumption of goods and 

services by Household Sector. 
 Factor Payments by Firms = Factor Incomes of Household Sector. 
 Consumption expenditure of Household sector = Income of Firm. 
 Hence, Real flows of production and consumption of Firms and households = Money 

flows of income and expenditure of Firms and Households. 
 
PHASES OF CIRCULAR FLOW 
There are three types of phases of Circular flow 
Production Phase 

 It deals with the production of goods and services by the producer sector. 
 If we study it in term of the quantity of goods and services produced, it is a Real 

Flow. 
 But, it is a Money flow, if we study it in terms of the market value of the goods 

produced. 
 

Distribution Phase  
 It means the flow of income in the form of rent, interest, profit and wages, paid by 

producer sector to the household sector. It is a Money Flow. 
 
Disposition Phase 

 Disposition means expenditure made. This phase deals with expenditure on the 
purchase of goods and services by households and other sectors. 

 This is a Money Flow from other sectors to the producer sector. These phases are 
illustrated in the figure given here. 
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SOME BASIC CONCEPTS OF MACROECONOMICS 
Factor Income  

 Income earned by factor of production by rendering their productive services in the 
production process is known as Factor Income. 

 It is a bilateral [Two-Sided] Concept. 
 It is included in National Income as it contribute something in the flow of goods and 

services. Examples: Rent, interest, wages and profit. 
 
Transfer Income  

 Income received without rendering any productive services is known as transfer 
income. 

 It is a unilateral [one-sided] concept. 
 It is not included in National Income as it does not contribute anything in the flow of 

goods and services. 
 Examples: Old Age Pension, Scholarship, Unemployment allowance. 

 
There are two types of transfers: 

 Capital transfers 
 Current Transfers 
 Transfers made from the income of the payer and added to the income of the 

recipient (who receive) for consumption expenditure are called current transfers. 
 It is recurring or regular in nature. 

 
For example, scholarships, gifts, old age pension, etc 
Capital Transfers 

 Capital transfers are defined as transfers in cash and in kind for the purpose of 
investment to recipients, made out of the wealth or saving of the donor. 

 It is none recurring or irregular in nature. 
 For example, investment grant, capital gains tax, war damages, etc. 

 
Stock 

 Any economic variable which is calculated at a particular point of time is known as 
stock. 

 It is static in nature, i.e., it do not change. 
 There is no time dimension in stock variables. 
 For example, Distance, Amount of Money, Money Supply, Water in Tank, etc. 
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Flow 
 Any economic variable which is calculated during a period of time is known as flow. 
 It is dynamic in nature, i.e., it can be changed. 
 There is time dimension in flow variables. 
 For example, Speed, Spending of Money, Water in River, Exports, Imports, etc. 

 
Economic Territory or Domestic Territory 

 According to the United Nations, economic territory is the geographical territory 
administered by a government within which persons, goods and capital circulate 
freely. 

 The above definition is based on the criterion “freedom of circulation of persons, 
goods and capital”. Clearly, those parts of the political frontiers (or boundaries) of a 
country where the government of that country does not enjoy the above “freedom” 
are not to be included in economic territory of that country. 

 One example is embassies. Government of India does not enjoy the above freedom 
in the foreign embassies located within India. So, these are not treated as a part of 
economic territory of India. They are treated as part of the economic territories of 
their respective countries. For example the U.S. embassy in India is a part of 
economic territory of the U.S.A. Similarly, the Indian embassy in Washington is a part 
of economic territory of India. 

 International organizations like UNO, WHO, etc. located within the geographical 
boundaries of a country. 

 In layman terms, the domestic territory of a nation is understood to be the territory 
lying within the political frontiers (or boundaries) of a country. But in national income 
accounting, the term domestic territory is used in a wider sense. Based on ‘freedom’ 
criterion, the scope of economic territory is defined to cover: 

 Ships and aircrafts owned and operated by normal residents between two or 
more countries. For example, Indian Ships moving between china and India 
i regularly are part of domestic territory of India. Similarly, planes operated by 
Air India between Russia and Japan are part of the domestic territory of India. 
Similarly, planes operated by Malaysian Airlines between India and Japan are 
a part of the domestic territory of Malaysia. 

 Fishing vessels, oil and natural gas rigs and floating platforms operated by the 
residents of a country in the international waters where they have exclusive 
rights of operation. For example, fishing boats operated by Indian fishermen 
in international waters of Indian Ocean will be considered a part of domestic 
territory of India. 
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 Embassies, consulates and military establishments of a country located 
abroad. For example, Indian Embassy in Russia is a part of the domestic 
territory of India. 

 Consulate’ is an office or building used by consul (an officer commissioned by 
the government to reside in a foreign country to promote the interest of the 
countiy to which he belongs). 

 
Citizenship/Nationalship  

 Citizenship is basically a legal concept based on the place of birth of the person or 
some legal provisions allowing a person to become a citizen. 
 

It means, Indian citizenship can arise in two ways: 
 When a person is born in India, he acquires automatic citizenship of India. 
 A person born outside India applies for citizenship and Indian Law allows him to 

become Indian Citizen. 
 
Normal Resident/Resident 

 A Normal residenf, whether a person or an institution, is one whose centre of 
economic interest lies in the economic territory of the country in which he lives. 

 The centre of economic interest implies in two things: 
 The resident lives or is located within the economic territory for more than one 

year. 
 The resident carries out the basic economic activities of earnings, spending 

and accumulation from that location. 
 There is a difference between the terms normal resident (resident) and citizen 

(or national). 
 A person becomes a national of a countiy because he was born in the country 

or on the basis of some other legal criterion. 
 A person is treated resident of a country on the basis of economic criterion. 
 It is not necessary that a resident must also be the national of that country. 

Even foreigners can be the residents if they pass the above stated economic 
criterion. For example, a large number of Indian nationals have settled in 
U.S.A., England, 

 Australia, etc. as residents (and not as nationals) of these countries. For India, 
they are Non-resident Indians (NRI) but continue to remain Indian nationals. 
 

Following are not included under the category of Normal residents: 
 Foreign visitors in the country for such purposes as recreation, holidays, medical 

treatment, study tours, conferences, sports events, business etc. (they are 
supposed to stay in the host country for less than one year. In case they continue to 
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stay for one year or more in the host country, they will be treated as normal 
residents of the host countiy). 

 Crew members of foreign vessels, commercial travelers and seasonal workers in , 
the country (Foreign workers who work part of the year in the country in response 
to the varying seasonal demand for labour and return to their households and border 
workers who regularly cross the frontier each day or somewhat less regularly, (i.e. 
each week) to work in the neighbouring country are the normal residents of their 
own countries. Example: Nepal. 

 Officials, diplomats and members of the armed forces of a foreign country. 
 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. For example, international body like World 
Health Organisation located in India is not normal resident of India but Americans 
working in its office for more than a year will be treated as normal residents of India. 

 Foreigners who are the employees of non-resident enterprises and who have come 
to the country for purposes of installing machinery or equipment purchased from 
their employers. (They are supposed to stay for less than one year. In case they 
continue to stay for one year or more, they will be treated as normal residents of the 
host country). 

 
Final Goods 
These are the goods that are used for: 

 Personal Consumption (like bread purchased by consumer household), or (if) 
Investment or Capital Formation (like building, machinery purchased by a firm). 
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 In other words, final goods are those, which require no further processing and 

are available in an economy for consumption purpose or investment. These give 
direct satisfaction to a consumer. 

 According to production boundary, if a good crosses the imaginary line around 
the production unit and reaches to final consumer or investment made by a 
producer within the imaginary line of production unit is known as the final good. 

 
Intermediate Goods 
These are the goods that are used for: 

 Further processing (like sugar used for making sweets); or 
 Resale in the same year (If car purchased by car dealer for resale). 
 In other words, intermediate goods are the ones, which require further processing 

and are not available in an economy for the purpose of consumption. These goods 
give indirect satisfaction to a consumer. 

 According to the production boundary, if a good does not cross the imaginary line 
around the production unit and reaches to other firm within the production 
boundary, is known as intermediate good. 
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Point to Remember for Final Goods and Intermediate Goods 
Basis of Classification 

 If a good is used for 
 Personal consumption; or Investment Then it is a final good, whereas, if a good is 

used for: 
 Further processing; or Resale in the same year, then it is known as 

intermediate good. 
 Thus, the basis of classification between these two goods is not the 

commodity itself, but the use made of it. 
 For example, bread used by a consumer household is a final goods, but the same 

used by a bakery for making a sandwich is a intermediate goods. 
 
Production Boundary 

 Production boundary plays a vital role to differentiate between intermediate and 
final goods. The production boundary is the imaginary line around the production 
unit. 

 According to the production boundary, if a good crosses the imaginary line around 
the production unit and reaches to final consumer or investment made by a 
producer within the imaginary line of production unit, it is known as final good. 
As against it, if a good does not cross the imaginary line around the production unit 
and reaches to other firm within the production boundary, it is known as 
intermediate good. 

 
 
 
 
 
 
 
 
 
 

 
 In the given diagram, there are 3 production units. The thick border drawn around 

these three units is the Production Boundary. Within this limit, wheat and flour are 
intermediate goods. Bread is final good as it lies outside the purview of production 
boundary. 
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Important Points about Intermediate Goods 
 As far as intermediate consumption of general government is concerned, it’s 

purchased goods ranges from ordinary writing paper, pencils and pens to 
sophisticated fighter aircrafts. The goods and services purchased include both 
durable goods and non-durable goods and services. The intermediate consumption 
of the general government includes the following items: 

 Value of all Non-durable Goods and Services such as petrol, electricity, lubricants, 
stationery, soaps, towels etc. including repair and maintenance of capital stock: 
Non-durable goods and services are those which have an expected life time of use 
of less than one year. Repair and maintenance of capital stock mean expenditure 
incurred for maintaining fixed assets and keep them in good working order. This 
includes the expenditure on new parts of the fixed assets. The life of the new parts 
may be around one year or slightly more and the value should be relatively small. For 
example, replacement of the tyres of a truck is an intermediate consumption, but 
not the replacement of its engine. 

 Expenditure on Military Equipment missiles, rockets, bombs, warships, submarines, 
military aircrafts, tanks, missile carriers and rocket-launchers etc. whose function is 
to release weapons. Military vehicles and light weapons. 

 Value of goods received from foreign governments in form of gifts or as transfers. 
Examples of these transfers in kind are food, clothing, medicines, vegetable oils, 
butter, toys sent by the government of one country to the other in times of natural 
calamities or as a token of goodwill and friendship between two countries. 
However, the goods received for distribution to consumer households without 
renovation or alternation should not be included in intermediate consumption as 
these goods go into the final consumption of consumer households. 

 As we know, intermediate goods are purchased by one production unit from 
another production unit within the production boundary. However, it’s not 
necessary that all purchases by one production unit from other production units are 
intermediate purchases. For example, purchases of building, machinery, etc. are not 
intermediate purchases (if they are not meant for resale in the same year). Rather, 
these purchases are meant for investment and are termed as final product. 

 Research and development Commodities consumed. In research and exploratory 
activities (like oil exploration in different parts of India by the Oil and Natural Gas 
Commission) or improving the technology of a particular production process. 

 Commodities used in basic scientific research. 
 Advertisements, market research and public relationship meant for improving the 

goodwill of the business enterprises. 
 Business expenses of the employees on tours and entertainment. 
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Final Goods Can Be Classified Into Two Groups  
Consumption Goods 

 Meaning: Consumption goods are those which satisfy the wants of the consumers 
directly. For example, cars, television sets, bread, furniture, air-conditioners, etc. 

 
Categories of Consumption Goods 

 Durable goods: These goods have an expected life time of several years and of 
relatively high value. They are motor cars, refrigerators, television sets, washing 
machines, air-conditioners, kitchen equipments, computers, communication 
equipments etc. 

 Semi-durable goods: These goods have an expected life time of use of one year or 
slightly more. They are not of relatively great value. Examples are clothing, furniture, 
electrical appliances like fans, electric irons, hot plates and crockery. 

 Non-durable goods: Goods which can not be used again and again, i.e., they lose 
their identity in a single act of consumption are known as non-durable goods. These 
are foodgrains, milk and milk products, edible oils, beverages, vegetables, tobacco 
and other food articles. 

 Services: Services are non-material goods which satisfy the human wants directly. 
They cannot be seen or touched, i.e., they are intangible in nature. These are medical 
care, transport and communications, education, domestic services rendered by 
hired servants, etc. 

 
Capital Goods 

 Capital goods are defined as all goods produced for use in future productive 
processes. 
For example, all the durable goods like cars, trucks, refrigerators, buildings, aircrafts, 
air-fields and submarines used to produce goods and are ready for sale in the 
market 
are a part of capital goods. 

 Stocks of raw materials, semi-finished and finished goods lying with the producers 
at the end of an accounting year are also a part of capital goods. 

 Some more examples of capital goods are machinery, equipment, roads and 
bridges. 

 These goods require repair or replacement over time as their value depreciate over 
a period of time. 
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Differentiate between final goods and intermediate goods on the basis of end used 
classification of goods and services with example. 
 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 

http://www.upscconnect.com/


 

 
14 www.upscconnect.com               

9899781744, 8851330108 

Chapter 2 
National Income and Related Aggregates 

 

INTRODUCTION 
 This is a numerical based chapter to calculate national income by different methods 

(Income, expenditure and value added method, their steps and precautions). 
Numerically to determine private income, personal income, personal disposable 
income, National disposable income (net and gross) and their differences. 
 

GROSS AND NET 

 Gross means the value of product including depreciation. Net means the value of 
product excluding depreciation. 

 The difference between these two terms is depreciation. 
 Where depreciation is the expected decrease in the value of fixed capital assets due 

to its general use. 
 It is the result of production process. Gross = Net + Depreciation Net = Gross – 

Depreciation Note: Other names of depreciation are: 
 Consumption of fixed capital   
 Capital consumption allowance 

 Current replacement cost. 
 

NATIONAL INCOME AND DOMESTIC INCOME 

 National Income refers to net money value of all the final goods and services 
produced by the normal residents of a country during an accounting year. 

 Domestic Income refers to a total factor incomes earned by the factor of production 
within the domestic territory of a country during an accounting year. 

 The difference between these two incomes is Net Factor Income from abroad 
(NFIA), which is included in National Income (NY) and excluded from Domestic 
Income (DY). 

 Where NFIA is the difference between income earned by normal residents from rest 
of the world and similar payments made to Non residents within the domestic 
territory. NFIA = Income earned by Residents from rest of the world (ROW) – 
Payments to Non-Residents within Domestic territory. NY = DY + NFIA DY = NY – 
NFIA. 
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Note 

 Case I: Income paid to abroad is given, then to make NFIA inverse the sign. For this 
put income from abroad 0. Example, Income paid to abroad =100 NFIA = Income 
from Abroad – Income paid to abroad = 0 – 100 = -100 and vice versa. 

 Case II: Income from abroad is given, then NFIA = Income from abroad. For this put 
income paid to abroad 0. Example, Income from abroad =100 NFIA = Income from 
Abroad- Income paid to abroad = 100 – 0 = 100 and vice versa. 

 Case III: If income from abroad and income paid to abroad both are given, then NFIA 
is the difference between them, Example, Income from abroad =100 Income paid to 
abroad =120 NFIA = Income from Abroad- Income paid to abroad = 100 – 120 = (-) 
20 and vice versa. 

 Case IV: Net factor income to abroad be given, then to make NFIA inverse the sign. 
Net factor income paid to abroad (NFPA) = income to abroad – income from abroad. 
Example, Net Factor Income to abroad (NFPA = 100). In this NFPA is positive, which 
means that income to abroad is greater than income from abroad, which makes, 
NFIA = (-)100 Net Factor Income to abroad [NFPA = (-)100]. In this NFPA is negative, 
which means that income to abroad is less than income from abroad, which makes, 
NFIA = (+) 100. 
 

FACTOR COST AND MARKET PRICE 
 Factor Cost (FC): It refers to amount paid to factors of production for their 

contribution in the production process. 
 Market Price (MP): It refers to the price at which product is actually sold in the 

market. The difference between these two is Net Indirect Taxes (NIT) which is 
included in MP and excluded from FC. Where NIT is the difference between indirect 
taxes and subsidies. NIT = IT – Subsidies Where, Indirect Taxes are the taxes which 
are levied by the government on production and sale of commodity. Sales tax, excise 
duty, custom duty, etc. are some of the indirect taxes, and subsidies are the cash 
grants given by the government to the enterprises to encourage production of 
certain commodities, to promote exports or to sell goods at prices lower than the 
free market Price. In India, LPG cylinder is sold at subsidized rates. 

 MP = FC + NIT (Indirect Taxes – Subsidies) 
 FC = MP – NIT (Indirect Taxes – Subsidies) 
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Note 

 Case I: Subsidy is given, then to make NIT inverse the sign. For this put Indirect tax 
= 0. Example, Subsidy = 100 NIT = Indirect Tax – subsidies = 0-100 = (-) 100 and vice 
versa 

 Case II: IT is given, then NIT = IT (For this put subsidy 0) 
Example, IT = 100 NIT = Indirect Tax – subsidies = 100-0 = 100 and vice versa 

 Case III: If IT and subsidy both are given, then NIT is the difference. 
Example, IT = 100 Subsidy = 80 NIT = Indirect Tax – subsidies = 100-80 = 20 

 Case IV: If sales tax and excise duty are given, then by adding both, we get indirect 
taxes. Example, Sales tax = Rs. 1000 Excise duty = Rs.1000 Subsidy = Rs.500 NIT = 
Indirect Tax(sales tax + excise duty)-subsidies = (1000 + 1000) – 500 = 1500 

 Case V: If Net subsidy is given, then to convert it into Net Indirect tax, we have to 
inverse the sign, Net Subsidy = Subsidy – Indirect Tax Example, Net Subsidy = 100. 
In this, Net subsidy is positive, which means that indirect tax is less than subsidy 
which makes, NIT = (-) 100. Net Subsidy = (-) 100. In this Net subsidy is negative 
which means that Indirect tax is greater than subsidy which makes, 
NIT = 100 

 Case VI: If Net subsidy and Indirect tax both are given, then we have to ignore 
Indirect Tax and inverse the sign of Net subsidy. Example, Net Subsidy = 100 
Indirect Tax = 20 Net Indirect Tax = (-) 100 Numeribals Illustration on Basic Concept 
 

AGGREGATE OF NATIONAL INCOME 
Gross Domestic Product at Market Price (GDPMP)  

 GDPMP is defined as the gross market value of the final goods and services produced 
within the domestic territory of a country during an accounting year by all 
production units. 

 Gross’ in GDPMP signifies that depreciation is included, i.e., no provision has been 
made for depreciation. 

 Domestic’ in GDPMP signifies that it includes all the final goods and services 
produced by all the production units located within the economic territory 
(irrespective of the fact whether produced by residents or non-residents). 

 Market Price’ in GDPMP signifies that indirect taxes are included and subsidies are 
excluded, i.e., it shows that Net Indirect Taxes (NIT) have been included. 

 Product’ in GDPMP  signifies that only final goods and services have to be included 
and intermediate goods should not be included to avoid the double counting. 
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Gross Domestic Product at Factor Cost (GDPFC)  
 GDPFC is defined as the gross factor value of the final goods and services produced 

within the domestic territory of a country during an accounting year by all 
production units excluding Net Indirect Tax. 

 GDPFC = GDPMP  – Net Indirect Taxes 
 
Net Domestic Product at Market Price (NDPMP) 

 NDPMP  is defined as the net market value of all the final goods and services produced 
within the domestic territory of a country by its normal residents and non-residents 
during an accounting year. 

 NDPMP =GDPMP – Depreciation. 
 

Net Domestic Product at Factor Cost (NDPFC) 
 NDPFC refers to a total factor income earned by the factor of production within the 

domestic territory of a country during an accounting year. 
 NDPFC = GDPMP – Depreciation – Net Indirect Taxes NDPFC is also known as 

Domestic Income or Domestic factor income. 
 

Gross National Product at Market Price (GNPMP) 
 GNPMP refers to market value of all the final goods and services produced by the 

normal residents of a country during an accounting year. 
 GNPMP = GDPMP + Net factor income from abroad It must be noted that 
 GNPMP can be less than GDPMP when NFIA is negative. However, GNPMP will be 

more than GDPMP when NFIA is positive. 
 

Gross National Product at Factor Cost (GDPFC) or Gross National 
 Income GNPFC refers to gross factor value of all the final goods and services 

produced by the normal residents of a country during an accounting year. 
GDPFC  = GNPMP  – Net Indirect Taxes. 
 

Net National Product at Market Price (NNPMP) 
 NNPMP refers to net market value of all the final goods and services produced by 

the normal residents of a country during an accounting year. NNPMP = GNPMP – 
Depreciation. 
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Net National Product at Factor Cost (NNPFC) 
 NNPFC refers to net money value of all the final goods and services produced by the 

normal residents of a country during an accounting year. 
 NNPFC = GNPMP – Depreciation – Net Indirect Taxes It must be noted that NNPFC is 

also known as National Income. 

Real, Nominal Aggregates, Activities Excluded From GDP and Does GDP Measures 
Social Welfare: 

 National Income at Constant Price: If national income is calculated on the basis of 
base year price index, then it is known as National income at constant price. It is also 
called Real National Income as it fluctuates due to the fluctuation in the flow of 
goods and services and price remains constant. 
 

 National Income at Current Price: If National Income is calculated on the basis of 
current year price index, then it is known as national income at current price. It is 
also called Monetary National Income as it fluctuates due to the fluctuation in the 
flow of goods and services along with the price of the commodity. 

 
 GNP at current MP: When final goods and services included in GNP are valued at 

current MP, i.e., prices prevailing in the year for which GNP is being measured, it is 
called GNP at current MP or Nominal GNP. 

 
 GNP at constant MP: When final goods and services included in GNP are valued at 

constant prices, i.e. prices of the base year, it is called GNP at constant MP or Real 
GNP. 

 
 GNP Deflator: GNP Deflator measures the average level of the prices of all the final 

goods and services that are produced within the domestic territory of an economy 
including NFIA. GNP deflator is measured as the ratio of nominal GNP to real GNP, 
multiplied by 100. 
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GREEN GNP  
 Green GNP refers to GNP adjusted for loss of value due 

to, 
 Environmental degradation; and 
 Depletion of natural resources on account of overall 

production activity in the economy. 
 
Activities excluded from GDPMP:  

 The activities are as follows: 
 Purely financial transactions: It may be of three types: 

 Buying and selling of securities 
 Government Transfer payments 
 Private Transfer Payments 

 
Buying and selling of securities 

 In financial markets potential savers and investors buy 
and sell financial assets such as shares and bonds. 

 While someone buys a share, there is only a transfer of 
ownership right. It is a claim to ownership of assets. 

 Trading in financial instruments does not imply 
production of final goods and services. As such these 
are not included in the GNP. 

 

Government Transfer Payments 

 Transfer Payments are payments for which no goods and services are provided in 
exchange. 

 Pension payments employee’s social security measures, etc. are examples for  
Government Transfer Payment as there is no production of final goods and services 
in response to transfer Payment, transfer payments are not included in GNP. 

 

Private Transfer Payments 

 Items such as pocket money given by parents to their children, elders gifting money 
to the young ones are private transfer payments. 

 This is merely a transfer of money from one individual to another. Hence, this is not 
included in GNP. 
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Transfer of used goods 
 GNP refers to the value of the final goods and services produced in a given year. 
 Hence, goods produced in the previous time period cannot be included in the GNP.  
 For example, Mr A sells his old bike to Mr B for rs. 30,000 on 25th April 2011 which 

was purchased by Mr. A on 1st March 2010 for Rs. 45,000.  
 This transaction should not be included as it has already been included in the 2010 

GNP and if we again include it, then it will create the problem of double counting. 
 
Non-market goods and services 

 Many final goods and services are not acquired through regular market transaction. 
Vegetables can be grown in the backyard instead of buying them from the super 
market or an electrical fault can be repaired by the house owner himself instead of 
hiring an electrician. 

 These are examples of Non-marketed goods and services that have been consumed 
with using organized markets as GNP includes only those transactions that occur 
through market activities. 

 Illegal Activities: Activities like gambling, black-marketing etc., should be excluded 
because all unlawful activities are beyond the scope of NY and also because there is 
statistical problem of their estimation. 

 Leisure Time Activities: Activities like painting, growing of flowers in kitchen garden, 
etc. is not included as their aim is not to earn money but to pass away free time in 
one’s hobby or entertainment, again there is statistical problem of measuring their 
satisfaction derived in painting or any other leisure activities. 

 
Limitations of using GDP as an index of welfare of a country  

 There are many reasons behind this. These are: 
 Many goods and services contributing economic welfare are not included in GDP or 

None.  
 
Monetary exchanges 

 There are many goods and services which are left out of estimation of national 
income on account of practical estimation difficulties e.g., services of housewives 
and other members, own account production, etc. 

 These are left on account of non-availability of data and problem in valuation. 
 It is generally agreed that these items contribute to economic welfare. 
 So, if we depend only on GDP, we would be underestimating economic welfare. 
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Externality 
 When the activities of somebody result in benefits or harms to others with no 

payment received for the benefit and Na payment made for the harm done, such 
benefits and harms are called externalities. 

 Activities resulting in benefits to others are positive externalities and increase 
welfare; and those resulting in harm to others are called negative externalities, and 
thus decrease welfare. 

 GDP does not take into account these externalities. For example, construction of a 
flyover or a highway reduces transport cost and journey time of its users who have 
not contributed anything towards its cost. Expenditure on construction is included 
in GDP but not the positive externalities flowing from it. GDP and positive 
externalities both increase welfare. Therefore, taking only GDP as an index of 
welfare understates welfare. It means that welfare is much more than it is indicated 
by GDP. 

 Similarly, GDP also does not take into account negative externalities. For examples, 
factories produce goods but at the same time create pollution of water and air. River 
Yamuna, now a drain, is a living example. The pollution harms people. The factories 
are not required to pay anything for harming people. Producing goods increases 
welfare but creating pollution reduces welfare. Therefore, taking only GDP as an 
index of welfare overstates welfare. In this case, welfare is much less than indicated 
by GDP. 
 

Change in the distribution of income (GDP) may affect welfare: 
 All people do not earn the same amount of income. Some earn more and some earn 

less. In other words, there is unequal distribution of income. 
 At the same time, it is also true that in the event of rise in ‘per capita real income’ all 

are not better off equally. ‘Per capita’ is only an average. Income of some may rise 
by less and of some by more than the national average. In case of some it may even 
fall. 

 It means that the inequality in the distribution of income may increase or decrease. 
 If it increase it implies that rich become richer and the poor become poorer. 
 Utility of a rupee of income to the poor is more than to the rich. Suppose, the income 

of the poor declines by one rupee and that of the rich increases by one rupee. In 
such a case, the decline in welfare of the poor will be more than the increase in 
welfare of the rich. 

 Therefore, if the rise in per capita real income inequality increases, it may lead to a 
decline in welfare (in the macro sense). 
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All products may not contribute equally to economic welfare: 
 GDP includes different types of products, like food articles, houses, clothes, police 

services, military services, etc. 
 Some of these products contribute more to the welfare of the people, like food, 

clothes, houses, etc. Other products like police services, military services etc. may 
comparatively contribute less and may not directly affect the standard of living of 
the people. 

 Therefore, how much is the economic welfare would depend more on the types of 
goods and services produced, and not simply how much is produced. 

 It means that if GDP rises, the increase in welfare may not be in the same proportion. 
 
Contribution of some products may be negative: 

 GDP includes all final products whether it is milk or liquor. 
 Milk may provide both immediate and ultimate satisfaction to consumers. On the 

other hand, liquor may provide some immediate satisfaction, but because of its 
harmful effects on health it may lead to decline in welfare. 

 GDP include only the monetary values of the products and not their contribution to 
welfare. 

 Therefore, economic welfare depends not only on the volume of consumption but 
also on the type or goods and services consumed. 
 

METHODS OF NATIONAL INCOME AND HOW TO DETERMINE NATIONAL INCOME 
BY INCOME  
 
Method and Its Numericals, Steps and Precaution 

 There are three methods of calculating national income. 
 Income Method  
 Expenditure Method 
 Value Added Method/Product Method/Output Method 

 
National Income determination under income method 

 “Production creates income”. If we want to calculate National Income by Income 
method, then we have to add different factor incomes from the economy. 

 The addition of all these factor incomes gives us the calculation near by the 
National Income, i.e., Net Domestic Product at FC (NDPfc). 

 Components of Income Method 
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Compensation of Employees (COE)/Emoluments of employees:  
 The amount earned by employees from their employers, whether in cash or in kind 

or through any other social security scheme is known as compensation of 
employees. 

This is broadly divided into the following three components 
 Wages and Salaries payable in Cash: 

 Wages and salaries receivable by the employees in respect of their work. 
 Special allowances for working overtime. 
 Cost of travel to and from work, and car parking. 
 Bonuses 
 Commissions, gratuities, tips, cost of living (i.e., dearness allowance paid in 

our country) honorarium, vacation, sick leave allowance etc. 
 Pensions at the time of retirement (Deferred Wage):  

 Pensions at the time of retirement are related to factor services rendered by 
recipient prior to their retirement. It is also known as deferred wage. 
Any expenses incurred by the employees and thereafter reimbursed by the 
business enterprise should be excluded from Compensation Of Employees 
(COE) as such expenses are part of intermediate consumption of business 
enterprise. 

 Wages and Salaries in Kind: Remuneration in kind consists of goods and services 
that are not necessary for work and can be used by employees at their own 
discretion, for the satisfaction of their needs or wants or those of other members of 
their households.  

 
It includes 

 Meals and drinks including those consumed when travelling for business. 
 Accommodation 
 The services of vehicles or other durables provided for the personal use of the 

employees. 
 Goods and services produced as outputs from the employer’s own process of 

production such as free travel for the employees of railways or airlines, or free coal 
for miners. 

 Sports, recreation or holiday facilities for employees and their families. 
 Creches for children of employees. 
 Value of the interest foregone by employers when they provide loans to employees 

at reduced, or even zero rates of interest for the purposes of buying houses, 
furniture or other goods and services. 
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 It should be kept in mind that it does not include any facilities which are 

necessary for work and in which employees do not have any discretion. 
For example, uniforms or other forms of special clothing to be used for work only. 
Examples are uniforms for police, uniforms of drivers, and uniforms for nurses in the 
hospital. It’s so because such payments are intermediate consumption of business 
enterprises. 

  Employers’ Contribution to Social Security Schemes: Employers’ make payments to 
social security schemes like life insurance, causality insurance, pension schemes etc. 
For example, there is a Contributory provident Fund Scheme for employees of 
educational institutions and public sector undertakings. The contribution made by 
the employers for such schemes is a part of compensation of employees. 
The thing which has to be remembered is that, employers’ contribution towards 
social security scheme should be included whereas employees’ contribution 
towards Social Security Scheme should not be included as COE is that what the 
employer pays to employee and if anything borne by employee himself should not 
be included under COE. 
 

OPERATING SURPLUS  
 The CSO (Central Statistical Organization) has defined operating surplus as “value 

of gross output less the sum of intermediate consumption, compensation of 
employees, mixed income, depreciation and NIT.” 

 Operating Surplus = GVOMP – Intermediate consumption – COE – Mixed Income – 
Depreciation – NIT 

 In other words, it is the sum of income from property and income from 
entrepreneurship. Operating surplus have the following two components: 

 Income from property, It is the income which has been arisen from rent, interest and 
royalty. 

 
It is divided into three components 

 Rent: The income arising from ownership of land and building is known as rent. It also 
includes imputed rent. If a person living in his own house, then it is assumed in an 
economy that he is paying rent to himself. This concept is known as imputed rent. 

 Royalty: Royalties are the payments made for the use of mineral deposits such as 
coal, oil, etc. or for the use of patents, copyrights, trademarks, etc. 

 Interest: It is the amount earned for lending funds to the production units. It also 
includes imputed interest of funds provided by entrepreneur. But interest income 
includes interest on loan taken for productive services only. 
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The following categories of interest should not be included 
 Interest on national debt or interest paid by government on nation debt should not 

be included as it is assumed that such interest is paid on loan taken for consumption 
purpose. 

 Interest paid by one firm to another firm as it is already included in the profit of the 
firm which pays it. 

 Income from entrepreneurship: It is a return of entrepreneur after paying all the 
other factors of production. It is of the following three types: 

 Distributed Profit (Dividend): It is that part of total profit which is given to 
shareholders. 
The thing to be noted here is that profit earned by one firm to another should not be 
included under this head because it is already included in the profit of the firm which 
pays it. 

 Undistributed Profit (Saving of private corporate sector or Retained £arnings): 
It is that part of total profit which is not given to shareholders and kept as a reserve 
for future uncertainties. 

 Corporation Tax (Profit Tax): It is that part of total profit which is given by a firm to 
the government as Tax. 

 The concept of operating surplus is applicable to all producing enterprises, whether 
they belong to the private sector or to the government. The government enterprises 
also are expected to earn reasonable rate of profit on the funds invested. 
But, operating surplus does not arise in the general government sector as they 
produce goods and services for the social welfare of the country and not for profit 
motive i.e., why rent, interest and profit are zero in general government sector. 
 

Mixed Income  
 Income of own account workers (like farmers, doctors, barbers, etc.) and 

unincorporated enterprises (like small shopkeepers, repair shops) is known as mixed 
income. They do not maintain proper accounts. They do not generally hire factor 
services from the market rather use their own resources like land, labour, funds, etc. 
As the result of, it becomes difficult to classify their income distinctly among rent, 
wages, interest and profit. NDPFC Compensation of employees (COE) + Operating 
surplus (OS) + Mixed Income (MY) 
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METHOD FOR CALCULATING NATIONAL INCOME BY INCOME METHOD 
 If we want to calculate National Income by Income method, we have to add 

different factor incomes from the economy. 
 The addition of all these factor incomes gives us the calculation near by the 

National Income, i.e. Net Domestic Product at FC (NDPFC). 
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Important Note 
 Profit earned by one firm to another should not be included because it is a part of 

intermediate consumption. 
 If Profit after tax is given and corporate tax is given, then by adding them we get 

profit. Profit after tax = 1000 
 Corporate tax =100 Profit =1100 
 If Profit before tax and corporate tax are given, then ignore corporate tax. 
 Profit before tax = 1000 

 Corporate tax =100 Profit = 1000. 
 

STEPS FOR CALCULATING NATIONAL INCOME BY INCOME METHOD 
 Step 1: To identify enterprises which employ primary factors (Land, Labour, Capital, 

enterprise). 
 Step 2: To classify various types of factor income like: 

 Compensation of employees: The amount earned by employees from their 
employer, whether in cash or in kind or through any other social security 
scheme is known as compensation of employees. 

 Operating Surplus: It is the sum of income from property and income from 
entrepreneurship. 

 Mixed Income: Income of own account workers (like farmers, doctors, 
barbers, etc.) and unincorporated enterprises (like small shopkeepers, repair 
shops) is known as mixed income. 

 Step 3: To estimate amount of factor payments made by each producing unit. 
 Step 4: To add all factor incomes / payments within domestic territory to get 

domestic income, i.e., NDPFC. NDPFC = Compensation of employees + Operating 
Surplus + Mixed Income Step 5: Addition of NFIA to NDPFC to get NY, i.e., NNPFC. 

 

 
 

PRECAUTIONS OF INCOME METHOD 
 Avoid transfers: National income includes only factor payments, i.e., payment for 

the services rendered to the production units by the owners of factors. Any 
payment for which no service is rendered is called a transfer, not a production 
activity. Gifts, donations etc. are main examples. Since transfers are not a 
production activity it must not be included in national income. 

 Avoid capital gain: Capital gain refers to the income from the sale of second hand 
goods and financial assets. Income from the sale of old cars, old house, bonds, 
debentures, etc. are some examples. These transactions are not production 
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transactions. So, any income arising to the owners of such things is not a factor 
income. 

 Include income from self-consumed output: When a house owner lives in his 
house, he does not pay any rent. But infact he pays rent to himself. Since, rent is a 
payment for services rendered, even though rendered to the owner itself, it must 
be counted as a factor payment. Include free services provided by the owners of 
the production units: Owners work in their own unit but do not charge salary. 
Owners provide finance but do not charge any interest. Owners do production in 
their own buildings but do not charge rent. Although they do not charge, yet the 
services have been performed. The imputed value of these must be included in 
national income. 
 

How to Determine National Income by Expenditure Method and Its Numericals, 
Steps and Precautions: 
 
National income determination by Expenditure method: 

 “Production creates income, income creates expenditure”. If we want to calculate 
National Income by this method, we have to add different final expenditures from 
an economy. 

 The addition of all those final expenditure gives us the calculation near by the 
National Income, i.e. GDPMP 

COMPONENTS OF EXPENDITURE METHOD 
Government Final Consumption Expenditure (GFCE)  

 The expenditure made by a general government on current expenditure on goods 
and services like public health, defence, law and order, education, etc. These goods 
and services generate no income because it is produce by a general government 
without any profit motive. 

 These goods and services are valued at their cost to the government as they are not 
sold to the citizen and have been produced for the social welfare of the citizens. So, 
GFCE = Intermediate consumption of government + Compensation of employees 
(wages and salaries in cash and in kind) by government + Direct purchases made 
abroad by government (purchases made by embassies and consulates located in 
foreign countries) + Consumption of fixed capital (depreciation) – Sale of goods and 
services by government. 
 

Private Final Consumption Expenditure (PFCE)  
 Private final consumption expenditure is defined as consumption expenditure by 

consumer households (household final consumption expenditure) and private 
NPISH (Non-profit Institution serving households) on all types of consumer goods. 
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PFCE = Household final consumption expenditure + Private non-profit 
Institution serving households final consumption expenditure. 

 The value of following items is measured for getting private final Consumption 
Expenditure. 

 Purchases of currently produced goods and services in the domestic market by 
consumer households and NPISH. 

 Direct purchases made abroad by resident households are added but direct 
purchases in domestic market by non-resident households and extra territorial 
bodies are deducted. 

 PFCE = Purchases of currently produced goods and services in the domestic Market 
by consumer households and NPISH households + direct purchases made abroad by 
resident households – direct purchases in domestic market by non¬resident 
households. 

 
Note: If in the examination problem household final consumption expenditure is not given, 
it can be calculated as under, Household Final Consumption Expenditure = Personal 
disposable income – Personal (Household) Saving. 
 
Gross Domestic Capital Formation or Gross Investment or Investment Expenditure 

 It refers to additions to the physical stock of capital during a period of time. It 
includes building machinery, Housing construction, construction of factories, etc.  

 
It has been classified into the following categories. 

 Gross Domestic Fixed Capital Formation (GDFCF): It is the expenditure incurred 
on purchase of fixed assets. It is of three types: 

 Gross Business Fixed Investment: It is the amount that the business units spend 
on purchase of newly produced capital goods like plant and equipments. Gross 
business fixed investment is the gross amount spent on newly produced fixed 
capital goods. When depreciation is deducted from it, we obtain Net Business fixed 
Investment. Gross Business Fixed Investment = Net Business fixed Investment + 
Depreciation 

 Gross Residential Construction Investment: This is the amount spent on 
construction of flats and residential houses. The investment is said to be gross when 
depreciation is not deducted and net when depreciation is deducted. 

 Gross Public Investment: This includes capital formation by government in the 
form of building of roads, bridges, schools, hospitals, etc. This investment is called 
Gross when depreciation is not deducted and Net when depreciation is subtracted. 

 Change in Stock (Closing Stock – Opening Stock) Or Inventory Investment: It is 
the net change in inventories of final goods, finished goods, semi-finished goods 
and raw material. These are included as they represent currently produced goods, 
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which are not included in the current sale of final output. It is a difference 
between closing stock and the opening stock of the year. 

 Net Acquisition of Valuables: These are those high value durable goods like gold, 
silver, amtiques, etc. which are taken at market price. GDCF = Gross domestic fixed 
capital formation (GDFCF) + Change in Stock (Closing Stock – Opening Stock) + 
Net acquisition of valuables Or GDCF = Gross Business Fixed Investment + Gross 
Residential Construction + Gross Public Investment + Inventory Investment + Net 
Acquisition of Valuables. 

 Net Export (Export – Import): It shows the difference between domestic spending 
on foreign goods (i.e., imports) and foreign spending on domestic goods (i.e., 
exports). Thus, the difference between exports and imports of a country is called 
Net Exports. Net Exports = Export – Import GDPMP = Government final 
consumption expenditure + Private final consumption expenditure + Gross 
domestic capital formation + Net export, Numerical Problems on Expenditure 
Method. 
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Chapter 3 
Money  

 

INTRODUCTION 
 This chapter is a detailed version of barter system and its 

difficulties, how money has overcome its drawbacks, 
money supply and its measures. 
 

Barter System and Its Difficulties, Money and Functions of 
Money  

 Barter system of exchange is a system in which goods are 
exchanged for goods. 

 For example, wheat may be exchanged for cloth; house for horses, etc., or a teacher 
may be paid wheat or rice as a payment for his/her services. 
Such exchange exists in the C-C Economy (commodity to commodity exchange 
economy). 

 Note: In C-C Economy C stands for commodity. C-C economy is the one in which 
commodities are exchanged for commodities. C-C exchange refers to barter 
system of exchange. Hence, C-C Economy is an economy dominated by barter 
system of exchange. 
 

Difficulties of barter system are:-Barter system as a system of exchange is faced 
with the following difficulties: 

 Lack of double coincidence of wants: 
 Barter is possible only if goods produced by two persons are needed by each 

other. It is double coincidence of wants. 
 Double coincidence of wants means that goods in possession of two different 

persons must be useful and needed by each other. It is the main basis of barter 
system of exchange. But it is rare. 

 It is difficult to find such a person every time. In barter system, exchange 
becomes quite limited. 
 

 Lack of divisibility: 
 In commodity exchange, difficulty of dividing the commodity arises. 
 For example, if a car is to be exchanged for a scooter, then car can not be 

divided. Similarly, animals can not be divided into smaller units. 
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 Difficulty in storing wealth: 

 It is very difficult to store wealth for future use. 
 Most of the goods like wheat, rice, cattle etc. are likely to deteriorate with the 

passage of time or involve heavy cost of storage. 
 Further, the transfer of goods from one place to another place involves huge 

transport cost. 
 Transfer of immovable commodities (such as house, farm, land, etc.) becomes 

almost impossible. 
 

 Absence of common measure of value: 
 Different commodities are of different values. The value of a good or service 

means the amount of other goods and services it can be exchanged for in the 
market. There is no common measure of value under barter system. 

  In this situation, it is difficult to decide in what proportions are the two goods 
to be exchanged. 
 

 Lack of standard of deferred payment:  
 In a barter economy future payments would have to be stated in terms of 

specific goods or services. This leads to following problems: 
 There could be disagreement regarding the quality of the goods or services 

to be repaid. 
 There would be disagreement regarding which specific commodities would 

be used for repayment. 
 

 Money: Money is something which is generally acceptable as a medium of exchange 
and can be converted into other assets without losing its time and value. 

 
 Functions of money: Functions of money can be summed up as follow: 

 “Money is a matter of the following four functions: 
 A medium, a measure, a standard, a store”. 

 
 We can conclude these four functions under the following two functions: 

 Primary function 
 Secondary function 
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Primary function or Main function  
 Primary function includes the most important functions of money, which it must 

perform in an economic system irrespective of time and place. The following two 
functions are included under this category. 

 
Medium of exchange 

 Money when used as a medium of exchange helps to eliminate the basic limitation 
of barter trade, that is, the lack of double coincidence of wants. 

 Individuals can exchange their goods and services for money and then can use this 
money to buy other goods and services according to their needs and convenience. 

 Thus, the process of exchange shall have two parts: a sale and a purchase. 
 The ease at which money is converted into other goods and services is called 

“liquidity of money”. 
 

Measure of value /unit of account 
 Another important function of money is that it serves as a common measure of value 

or a unit of account. 
 Under barter economy there was no common measure of value in which the values 

of different goods could be measured and compared with each other. Money has 
also solved this difficulty. 

 As Geoffrey Crowther puts it, “Money acts as a standard measure of value to which 
all other things can be compared.” Money measures the value of economic goods. 

 Money works as a common denominator into which the values of all goods and 
services are expressed. 

 When we express the values of a commodity in terms of money, it is called price and 
by knowing prices of the various commodities, it is easy to calculate exchange ratios 
between them. 
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Secondary Functions 
Standard of deferred payments 

 Credit has become the life and blood of a modern capitalist economy. 
 In millions of transactions, instant payments are not made. 
 The debtors make a promise that they will make payments on some future date. In 

those situations money acts as a standard of deferred payments. 
 It has become possible because money has general acceptability, its value is stable, 

it is durable and homogeneous. 
 

Store of value 
 Wealth can be conveniently stored in the form of money. Money can be stored 

without loss in value. 
 Savings are secured and can be used whenever there is a need. 
 In this way, money acts as a bridge between the present and the future. 
 Money means goods and services. Thus, money serves as a store of value. 
 It is also known as asset function of money. 

 

 
CHARACTERISTICS OR FEATURES OF MONEY 

 Durability: Money must be durable and not likely to deteriorate rapidly with 
frequent handling. Currency notes and coins are being used repeatedly and shall 
continue to do so for many years. 

 Medium of exchange: Money is the thing that acts as a medium of exchange for the 
sale and purchase of goods and services. 

 Weight: Money must be light in weight. Paper money is better than metal coins 
because it is light in weight. 

 Measure of value: It not only serves as medium of exchange but also acts as a 
measure of value. The value of all the goods and services is expressed in terms of 
money. 

 Money has overcome the drawbacks of barter system: Barter system makes 
the exchange process very difficult and highly inefficient.  

 
Money has overcome the drawbacks of barter system in the following manners: 
Medium of exchange 

 Under barter system, there is lack of double coincidence of wants. 
 With money as a medium exchange individuals can exchange their goods and 

services for money and then use this money to buy other goods and services 
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according to their needs and conveniences. A buyer can buy goods through 
money and a seller can sell goods for money. 
 

 
Measure of value 

 Under barter system, there was no common measure of value. Money has also 
solved this difficulty. 

 As Geoffrey Crowther puts it, “Money acts as a standard measure of value to which 
all other things can be compared.” Money measures the value of economic goods. 

 Money works as a common denominator into which the values of all goods and 
services are expressed. 

 When we express the values of a commodity in terms of money, it is called price and 
by knowing prices of the various commodities, it is easy to calculate exchange ratios 
between them. 

 
Store of value 

 Under barter system it is very difficult to store wealth for future use. 
 Most of the goods are perishable and their storage requires huge space and 

transportation cost. 
 Wealth can be conveniently stored in the form of money. 
 Money can be stored without loss in value. 
 Money can easily be stored for future use. 

 

Standard of deferred payments 

 Under barter system, transactions on deferred payments are not possible. 
 With money, the debtors make a promise that they will make payments on some 

future dates. In these situations money acts as a standard of deferred payments. 
 It has become possible because money has general acceptability, its value is stable, 

and it is durable and homogeneous. 
 

LEGAL DEFINITION OF MONEY 
 Legally, money is anything proclaimed by law as a medium of exchange. 
 Paper notes and coins (together called currency) is money as a matter of law. 
 Nobody can refuse its acceptance as medium of exchange. 
 In other words, it is legal tender. It means people have to accept it legally for 

different payments. Currency is also called FIAT money because it commands ‘FIAT’ 
(order/authority) of the government. 
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FUNCTIONAL DEFINITION OF MONEY  
 Functional definition of money refers to money as anything that performs four basic 

functions, 
 It serves as a medium of exchange. 
 It serves as a standard unit of value. 
 It serves as a means for future / contractual payments or standard of deferred 

payments. 
 It serves as a store of value. 
 According to this, definition of money includes both notes and coins as well as 

chequeable deposits with the banks. 
 

NARROW DEFINITION OF MONEY  
 Functional definition of money is a narrow definition of money. It includes only notes, 

coins and demand deposits as money. In other words, in its narrow definition, money 
includes only those things that function as money in terms of: 

 Medium of exchange. 
 Measure of value. 
 Standard of future/Deferred payments. 
 Store of value. 

 

BROAD DEFINITION OF MONEY 

 A broad definition of money also includes time deposits/term deposits with the 
banks or post offices as a component of money. 

 These deposits can be converted into demand deposits on a short notice, and are 
“Near money assets”. Money assets and near money assets together make up a 
definition of money. 

 

MONEY SUPPLY AND MEASURES OF MONEY SUPPLY 
Money supply  

 The volume of money held by the public at a point of time, in an economy, is referred 
to as the money supply. Money supply is a stock concept. 

 
Measures of money supply  

 On the recommendation of the second working group on money supply, the RBI 
presented four measures of money supply in its 1977 issues of RBI Bulletin, namely 
M1, M2, M3 and M4. 
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Measures of M1 include  
 Currency notes and coins with the public (excluding cash in hand of all commercial 

banks) [C]. 
 Demand deposits of all commercial and co-operative banks excluding inter-bank 

deposits. (DD). 
 Where demand deposits are those deposits which can be withdrawn by the 

depositor at any time by means of cheque. No interest is paid on such deposits. 
 Other deposits with RBI [O.D]. 
 M1 = C + DD + OD 
 Where, other deposits are the deposits held by the RBI of all economic units except 

the government and banks. OD includes demand deposits of semi¬government 
public financial institutions (like IDBI, IFCI, etc.), foreign central banks and 
governments, the International Monetary Fund, the World Bank, etc. 
 

Measures of M2 

 M1 [C + DD + OD] 
 (if) Post office saving deposits 

 
Measures of M3 

 M1 
 Time deposits of all commercial and co-operative banks. 
 Where, Time deposits are the deposits that cannot be withdrawn before the expiry 

of the stipulated time for which deposits are made. Fixed deposit is an example of 
time deposit. 

 

Measures of M4 
 M3 
 Total deposits with the post office saving organization (excluding national savings 

certificates). 
 High-powered money: High-powered money is money produced by the RBI and 

the government. It consists of two things: (a) currency held by the public and (b) 
Cash reserves with the banks. 
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Chapter 4 
   Banking  

 

INTRODUCTION 
 This is a textual description of commercial bank, credit 

creation by commercial bank, central bank and its 
functions. 
 

Commercial Bank and Credit Creation by Commercial Bank 
 Commercial bank is a financial institution which performs the functions of 

accepting deposits from the public and making loans and investments, with the 
motive of earning profit. 

 Process of money creation/deposit creation/credit creation by the commercial 
banking system. 

 Let us assume that the entire commercial banking system is one unit. Let us call this 
one unit simply “banks’. Let us also assume that all receipts and payments in the 
economy are routed through the banks. One who makes payment does it by writing 
cheque. The one who receives payment deposits the same in his deposit account. 

 Suppose initially people deposit Rs.1000. The banks use this money for giving loans. 
But the banks cannot use the whole of deposit for this purpose. It is legally 
compulsory for the banks to keep a certain minimum fraction of these deposits as 
cash. The fraction is called the Legal Reserve Ratio (LRR). The LRR is fixed by the 
Central Bank. It has two components. A part of the LRR is to be kept with the Central 
bank and this part ratio is called the Cash Reserve Ratio. The other part is kept by 
the banks with themselves and is called the Statutory Liquidity Ratio. 

 Let us now explain the process, suppose the initial deposits in banks is Rs.1000 and 
the LRR is 10 percent. Further, suppose that banks keep only the minimum required, 
i.e., Rs.100 as cash reserve, banks are now free to lend the remainder Rs.900. 
Suppose they lend Rs.900. What banks do to open deposit accounts in the names 
of the borrowers who are free to withdraw the amount whenever they like. 

 Suppose they withdraw the whole of amount for making payments. Now, since all 
the transactions are routed through the banks, the money spent by the borrowers 
comes back into the banks into the deposit accounts of those who have received 
this payment. This increases demand deposit in banks by? 900. It is 90 per cent of 
the initial deposit. These deposits of Rs.900 have resulted on account of loans given 
by the banks. In this sense the banks are responsible for money creation. With this 
round, increased in total deposits are now Rs.1900 (=1000 + 900). 

 When banks receive new deposit of ?900, they keep 10 per cent of it as cash 
reserves and use the remaining Rs. 810 for giving loans. The borrowers use these 
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loans for making payments. The money comes back into the accounts of those 
who have received the payments. Bank deposits again rise, but by a smaller 
amount of Rs. 810. It is 90 per cent of the last deposit creation. The total deposits 
now increase to Rs.2710 (=1000 + 900 + 810). The process does not end here. 

 The deposit creation continues in the above manner. The deposits go on increasing 
round after round but Deposit Creation by Commercial Banks each time only 90 per 
cent of the last round deposits. At the same time cash reserves go on increasing, 
each time 90 per cent of the last cash reserve. The deposit creation comes to end 
when the total cash reserves become equal to the initial deposit. The total deposit 
creation comes to Rs.10000, ten times the initial deposit as shown in the table.  
 

 
 
 
 
 
 
 
 
 
 
 

 

It can also be explained with the help of the following formula: 
 

 

  

 
 
 
 
 
 
 
Banks required to keep only a fraction of deposits as cash reserves Banks are 
required to keep only a fraction of deposits as cash reserves because of the following 
two reasons: 
 

 First, the banking experience has revealed that not all depositors approach the 
banks for withdrawal of money at the same time and also that normally they 
withdraw a fraction of deposits. 
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 Secondly, there is a constant flow of new deposits into the banks. Therefore 

to meet the daily demand for withdrawal of cash, it is sufficient for banks to keep 
only a fraction of deposits as a cash reserve. 

 When the primary cash deposit in the banking system leads to multiple expansion in 
the total deposits, it is known as money multiplier or credit multiplier. 

 

CENTRAL BANK AND THEIR FUNCTIONS 
 The central bank is the apex institution of a country’s monetary system. The design 

and the control of the country’s monetary policy is its main responsibility. India’s 
central bank is the Reserve Bank of India. 
 

Functions of Central Bank 
Currency Authority: 

 The central bank has the sole monopoly to issue currency notes. Commercial banks 
cannot issue currency notes. Currency notes issued by the central bank are the legal 
tender money. 

 Legal tender money is one, which every individual is bound to accept by law in 
exchange for goods and services and in the discharge of debts. 

 Central bank has an issue department, which is solely responsible for the issue of 
notes. 

 However, the monopoly of central bank to issue the currency notes may be partial 
in certain countries. 

 For example, in India, one rupee notes and all types of coins are issued by the 
government and all other notes are issued by the Reserve Bank of India. 
 

Banker, Agent and Advisor to the Government:  
 Central bank everywhere in the world acts as banker, fiscal agent and adviser to 

their respective government. 
 As Banker: As a banker to the government, the central bank performs same 

functions as performed by the commercial banks to their customers. 
 It receives deposits from the government and collects cheques and drafts 

deposited in the government account. 
 It provides cash to the government as resumed for payment of salaries and wages 

to their staff and other cash disbursements. 
 It makes payments on behalf of the government. 
 It also advances short term loans to the government. 
 It supplies foreign exchange to the government for repaying external debt or 

making other payments. 
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As Fiscal Agent: As a fiscal agent, it performs the following functions: 

 It manages the public debt. 
 It collects taxes and other payments on behalf of the government. 
 It represents the government in the international financial institutions (such as World 

Bank, International 
 Monetary Fund, etc.) And conferences. 

 
 

As Adviser 
 The central bank also acts as the financial adviser to the government. 
 It gives advice to the government on all financial and economic matters such as 

deficit financing, devaluation of currency, trade policy, foreign exchange policy, etc. 
 

BANKER’S BANK AND SUPERVISOR  
 Banker’s Bank Central bank acts as the banker to the banks 

in three ways:  
 Custodian of the cash reserves of the commercial 

banks. 
 As the lender of the last resort. 
 As clearing agent. 

 As a custodian of the cash reserves of the commercial 
banks, the central bank maintains the cash reserves of the 
commercial banks. Every commercial bank has to keep a certain percent of its cash 
reserves with the central bank by law. 

 As Lender of the Last Resort: As banker to the banks, the central bank acts as the 
lender of the last resort. 

 In other words, in case the commercial banks fail to meet their financial 
requirements from other sources, they can, as a last resort, approach to the central 
bank for loans and advances. 

 The central bank assists such banks through discounting of approved securities and 
bills of exchange. 

  As Clearing Agent: Since it is the custodian of the cash reserves of the commercial 
banks, the central bank can act as the clearinghouse for these banks. 

 Since all banks have their accounts with the central bank, the central bank can easily 
settle the claims of various banks against each other simply by book entries of 
transfers from and to their accounts. 

 This method of settling accounts is called Clearing House Function of the central 
bank. 
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Supervisor 
 The Central Bank supervises, regulate and control the commercial banks. 
 The regulation of banks may be related to their licensing, branch expansion, liquidity 

of assets, management, amalgamation (merging of banks) and liquidation (the 
winding of banks). 

 The control is exercised by periodic inspection of banks and the returns filed by 
them. 

 

CONTROLLER OF MONEY SUPPLY AND CREDIT  
 Principal instruments of Monetary Policy or credit control of the Central Bank of a 

country are broadly classified as: 
 Quantitative Instruments or General Tools; and 
 Qualitative Instruments or Selective Tools. 
 Quantitative Instruments or General Tools of Monetary Policy: These are the 

instruments of monetary policy that affect overall supply of money/credit in 
the economy. These instruments do not direct or restrict the flow of credit to 
some specific sectors of the economy.  

 
They are as under 
Bank Rate (Discount Rate) 

 Bank rate is the rate of interest at which central bank lends to commercial banks 
without any collateral (security for purpose of loan). The thing, which has to be 
remembered, is that central bank lends to commercial banks and not to general 
public. 

 In a situation of excess demand leading to inflation, Central bank raises bank rate 
that discourages commercial banks in borrowing from central bank as it will increase 
the cost of borrowing of commercial bank. 

 It forces the commercial banks to increase their lending rates, which discourages 
borrowers from taking loans, which discourages investment. 

 Again high rate of interest induces households to increase their savings by 
restricting expenditure on consumption. 

 Thus, expenditure on investment and consumption is reduced, which will control the 
excess demand. 

 In a situation of deficient demand leading to deflation, Central bank decreases bank 
rate that encourages commercial banks in borrowing from central bank as it will 
decrease the cost of borrowing of commercial bank. 

 Decrease in bank rate makes commercial bank to decrease their lending rates, 
which encourages borrowers from taking loans, which encourages investment. 

http://www.upscconnect.com/


 

 
44 www.upscconnect.com               

9899781744, 8851330108 

 
 Again low rate of interest induces households to decrease their savings by 

increasing expenditure on consumption. 
 Thus, expenditure on investment and consumption increase, which will control the 

deficient demand. 
 

Repo Rate  

 Repo rate is the rate at which commercial bank borrow 
money from the central bank for short period by selling 
their financial securities to the central bank. 

 These securities are pledged as a security for the loans. 
 It is called Repurchase rate as this involves commercial 

bank selling securities to RBI to borrow the money with 
an agreement to repurchase them at a later date and at a predetermined price. 

 So, keeping securities and borrowing is repo rate. 
 In a situation of excess demand leading to inflation, Central bank raises repo rate 

that discourages commercial banks in borrowing from central bank as it will increase 
the cost of borrowing of commercial bank. 

 It forces the commercial banks to increase their lending rates, which discourages 
borrowers from taking loans, which discourages investment. 

 Again high rate of interest induces households to increase their savings by 
restricting expenditure on consumption. 

 Thus, expenditure on investment and consumption is reduced, which will control the 
excess demand. 

 In a situation of deficient demand leading to deflation, Central bank decreases Repo 
rate that encourages commercial banks in borrowing from central bank as it will 
decrease the cost of borrowing of commercial bank.  

 Decrease in Repo rate makes commercial bank to decrease their lending rates, 
which encourages borrowers from taking loans, which encourages investment. 
Again low rate of interest induces households to decrease their savings by 
increasing expenditure on consumption. 

 Thus, expenditure on investment and consumption increase, which will control the 
deficient demand. 

 
Reverse Repo Rate 

 It is the rate at which the Central Bank (RBI) borrows 
money from commercial bank. 

 In a situation of excess demand leading to inflation, 
Reverse repo rate is increased, it encourages the 
commercial bank to park their funds with the central bank 
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to earn higher return on idle cash. It decreases the lending capability of 
commercial banks, which controls excess demand.  

 In a situation of deficient demand leading to deflation, Reverse repo rate is 
decreased, it discourages the commercial bank to park their funds with the central 
bank. It increases the lending capability of commercial banks, which controls 
deficient demand. 
 

Open Market Operations (OMO) 
 It consists of buying and selling of government 

securities and bonds in the open market by Central 
Bank.  

 In a situation of excess demand leading to inflation, 
central bank sells government securities and bonds to 
commercial bank. With the sale of these securities, the 
power of commercial bank of giving loans decreases, which will control excess 
demand. 

 In a situation of deficient demand leading to deflation, central bank purchases 
government securities and bonds from commercial bank. With the purchase of 
these securities, the power of commercial bank of giving loans increases, which will 
control deficient demand. 

 

Varying Reserve Requirements 

 Banks are obliged to maintain reserves with the central bank, which is known as legal 
reserve ratio. It has two components. One is the Cash Reserve Ratio or CRR and the 
other is the SLR or Statutory Liquidity Ratio. 

 Cash Reserve Ratio: It refers to the minimum percentage of a bank’s total deposits, 
which it is required to keep with the central bank. Commercial banks have to keep 
with the central bank a certain percentage of their deposits in the form of cash 
reserves as a matter of law. 

 For example, if the minimum reserve ratio is 10% and total deposits of a certain bank 
is Rs. 100 crore, it will have to keep Rs. 10 crore with the Central Bank. 

 In a situation of excess demand leading to inflation, Cash Reserve Ratio (CRR) is 
raised to 20 per cent, the bank will have to keep Rs.20 crore with the Central Bank, 
which will reduce the cash resources of commercial bank and reducing credit 
availability in the economy, which will control excess demand. 

 In a situation of deficient demand leading to deflation, cash reserve ratio (CRR) falls 
to 5 per cent, the bank will have to keep Rs. 5 crore with the central bank, which will 
increase the cash resources of commercial bank and increasing credit availability in 
the economy, which will control deficient demand. 

 

 

http://www.upscconnect.com/


 

 
46 www.upscconnect.com               

9899781744, 8851330108 

 
 

The Statutory Liquidity Ratio (SLR)  

 It refers to minimum percentage of net total demand 
and time liabilities, which commercial banks are 
required to maintain with themselves. 

 In a situation of excess demand leading to inflation, the 
central bank increases statutory liquidity ratio (SLR), 
which will reduce the cash resources of commercial 
bank and reducing credit availability in the economy. 

 In a situation of deficient demand leading to deflation, the central bank decreases 
statutory liquidity ratio (SLR), which will increase the cash resources of commercial 
bank and increases credit availability in the economy. 

 It may consist of Excess reservesUnencumbered (are not acting as security for loans 
from the Central Bank) government and other approved securities (securities 
whose repayment is guaranteed by the government); and Current account balances 
with other banks. 
 

QUALITATIVE INSTRUMENTS OR SELECTIVE TOOLS OF MONETARY POLICY 
 These instruments are used to regulate the direction of credit. They are as under: 

 

Imposing margin requirement on secured loans 
 Business and traders get credit from commercial bank against the security of their 

goods. Bank never gives credit equal to the full value of the security. It always pays 
less value than the security. 

 So, the difference between the value of security and value of loan is called 
marginal requirement. 

 In a situation of excess demand leading to inflation, central bank raises marginal 
requirements. This discourages borrowing because it makes people gets less credit 
against their securities. 

 In a situation of deficient demand leading to deflation, central bank decreases 
marginal requirements. This encourages borrowing because it makes people get 
more credit against their securities. 

 

Moral Suasion 

 Moral suasion implies persuasion, request, informal suggestion, advice and appeal 
by the central banks to commercial banks to cooperate with general monetary 
policy of the central bank. In a situation of excess demand leading to inflation, it 
appeals for credit contraction. In a situation of deficient demand leading to 
deflation, it appeals for credit expansion. 
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Selective Credit Controls (SCCs) 

 In this method the central bank can give directions to the commercial banks not to 
give credit for certain purposes or to give more credit for particular purposes or to 
the priority sectors. 

 In a situation of excess demand leading to inflation, the central bank introduces 
rationing of credit in order to prevent excessive flow of credit, particularly for 
speculative activities. It helps to wipe off the excess demand. 

 In a situation of deficient demand leading to deflation, the central bank withdraws 
rationing of credit and make efforts to encourage credit. 
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Chapter 5 
Aggregate Demand and Its Related Concepts 

 
INTRODUCTION  

 This chapter gives an insight into the constructive key role of 
J.M. Keynes (John Maynard Keynes) during the period of 1929-
1933 towards the rectification of great depression in America, 
emphasizing mainly on aggregate demand, aggregate supply, 
propensity to consume and save and its types; including 
related Numericals. 
 

AGGREGATE DEMAND, AGGREGATE SUPPLY AND THREE COMPONENTS 
Aggregate Demand 

 Aggregate demand refers to the total demand for final goods and services in an 
economy during an accounting year. 

 Aggregate demand is aggregate expenditure on ex-ante (planned) consumption 
and ex-ante (planned) investment that all sectors of the economy are willing to incur 
at each income level. 

 Note: In terms of Keynes, aggregate demand refers to the total amount of money, 
which the buyers are ready to spend on purchase of goods and services, produced 
in an economy during a given period. It should be kept in mind that Keynes measured 
aggregate demand not in terms of physical goods and services but as a part of total 
income that society is ready to spend. 
 

Components of aggregate demand, the components of aggregate demand are 
 Private (or Household) consumption demand 

 The total expenditure incurred by all the households of the country on their 
personal consumption is known as private consumption expenditure. 

 Consumption demand depends mainly on disposable income and propensity 
to consume. 
 

 Private investment demand 
 Private investment demand refers to the demand for capital goods by private 

investors. It is addition to the existing stock of real capital assets such as 
machines, tools, factory – building etc. 

 Investments demand depends upon marginal efficiency of capital (Marginal 
efficiency of investment) and interest rate. 

 Investment is of two types, Autonomous Investment and induced investment, 
but in Keynes theory investment is assumed to be Autonomous. 
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 The basic difference between Induced Investment and Autonomous 
Investment. 

 
 
 

 Government demand for goods and services Its curve is upward sloping rises 
up to Right. 

 In a modern economy, the government is an important buyer of goods and 
services. 

 It is income inelastic, i.e., it is not affected by change in income level. The 
volume of autonomous investment is the same at all levels of income. 
Its curve is a straight line parallel to horizontal axis. 

 The government demand may be on account of public needs for roads, 
schools, hospitals, power, and irrigation etc, for the maintenance of law and 
order and for defence. 
 

 Demand for net export (X – M) 
 Net export represents foreign demand for goods and services produced by 

an economy. 
 When exports exceed imports, net exports is positive and when imports 

exceed, net exports is negative. 
 Exports and imports of a country are influenced by a number of factors such 

as foreign trade policy, exchange- rate, prices and quality of goods etc. 
Thus, aggregate demand consists of these four types of demand. 
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However, for the sake of simplicity Keynes included only two types of demand, 

 Consumption demand (C) 
 Investment demand (I) 

 
Aggregate demand can be explained with the help of AD schedule and AD curve. 
 

 
 
Aggregate Supply 

 The concept of aggregate supply (ΔS) is related with the total supply of goods and 
services by all the producers in an economy. Four factor of production like land, 
labour, capital and enterprise are required for the production of goods and services. 
Producers pay rent to land, wages and salaries to labour, interest to capital and 
Profits to the entrepreneur for their services in production. This payment is factor- 
cost from producer’s point of view and factor-income from factor-owner angle. 

 Thus, aggregate supply is the total amount of money value of goods and services, 
(which is paid to the factor of production against their factor services) that all the 
producers are willing to supply in an economy. In other words, it is the total cost of 
production of goods and services produced in a country or it is the value of net 
national product at factor cost (NNPFC). Thus, the main components of aggregate 
supply are: 
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 Keynes assumed his economy to be a closed capitalist economy and whenever any 

economy is closed capitalist, then Net Factor Income from Abroad (NFIA) is 0. 
National Income (NNPFC) = Domestic Income (NDPFC) + Net Factor Income from 
Abroad (NFIA) 

 National Income (NNPFC) = Domestic Income (NDPFC) + 0 In short, Aggregate Supply 
= NNPFC = NDPFC = Factor Income = Rent + Interest + Wages + Profit 

 As we know income is either consumed or saved, hence for the sake of simplicity 
Keynes has regarded only two main constituents of aggregate supply: 
 
 
 
 
 
 
 
 
 
 
 

Consumption Function (Propensity to Consume) and its types, Saving Function 
(Propensity to Save) And Its Types 

 Consumption function expresses functional relationship between aggregate 
consumption and national income. Thus, consumption (C) is a function of income 
(Y). C = F (Y) Where, C = Consumption; F = Function; Y = Disposable income 
Consumption at a point of time can be measured with the equation: 

 C = C + bY 
 Where, C = Consumption 
 C = Minimum level of Consumption when income is zero 
 B = Marginal Propensity to consume 
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 Y = level of income 
 

 According to Keynes, as income increases consumption expenditure also 
increases but increase in consumption is smaller than the increase in income. In 
other words, consumption lags behind income. This is called Keynes’ Psychological 
law of Consumption. According to Keynes, propensity to consume of the people 
remains stable in the short period. 

 Break-even point refers to that point in the level of income at which consumption 
is just equal to income. In other words, whole of income is spent on consumption 
and there is no saving. Below this level of income, consumption is greater than 
income but above this level, income is greater than consumption. In the given 
imaginary household schedule of consumption and saving, at annual income level of 
Rs.60, 000, consumption is Rs.60, 000 and in consequence there is no saving. This 
is break-even point. 

 
 
 
 
 
 
 
 
 
 
 
It is evident from the table and diagram that: 

 As the income increases, consumption also increases, but the increase in 
consumption remains less than the increase in income. 

 Income can be zero but consumption can never be zero in the economy. 
 When C > Y, saving are negative. 
 When C = Y, savings are zero. This is known as break-even point. This is shown by 

point E in the diagram. Thus break-even point indicates a point where consumption 
becomes equal to income or consumption curve cuts the income curve. 

 
There are two types of propensity to consume: 

 Average propensity to consume (APC) 
 The ratio of aggregate consumption expenditure to aggregate income is known , as 

average propensity to consume. It indicates the percentage (or ratio) of income 
which is being spent on consumption. It is worked out by dividing total consumption 
expenditure by total income (Y) A Consumption (C) 
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It can be explained with the help of following schedule and diagram: 
 
 
 
 
 
 
 
 
 
 
 
Important Points for APC 

 When APC is more than 1: When APC is more than 1, consumption is more than 
national income, i.e. before the break-even point. 

 APC = 1: When APC is equal to 1, consumption is equal to national income, which is 
known as to be break-even point. 

 When APC is less than 1: When consumption is less than national income, i.e. beyond 
the break-even point. 
 

Marginal Propensity to consume (MPC): 
 The ratio of change in consumption (C) to change in income (Y) is known as marginal 

propensity to consume. It indicates the proportion of additional income that is being 
spent on consumption. 

 
 
 

 
 It can be explained with the help of following schedule and diagram: 
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Important points for MPC 
 Value of MPC varies between 0 and 1: As we know that increase in income is either 

spent on consumption or saved for future use. 
 

 

 MPC falls with the successive increase in income: It happens because as an 
economy becomes richer, it has the tendency to consume smaller percentage of 
each increment to its income. 

 Propensity to save (or saving function) shows the functional relationship between 
aggregate savings and income. 
S = f (Y) 
In other words, the part of income which is not spent on current consumption 
is known as saving.  
By deducting consumption expenditure (C) From income (Y), we get savings 
(S). 
S = Y - C 
The saving function can be derived from the consumption function in the 
following manner: 

 
As we know, income is either consumed or saved:  
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Y = C + S or S = Y - C 
 
 

 
Where,  
- C = Dissaving or negative saving which is equal to the minimum consumption 
when income is zero. 
1-b = MPS or the rate at which saving increase. 
 

 It can be explained with the help of following schedule and diagram:  
 
 
 
 
 
 
 
 
 
 

 It is evident from the saving-function schedule and diagram that as income 
increases saving also increases. Saving can be both negative and positive. Prior to 
break-even point saving is negative, at break-even point saving is zero and after the 
break-even point saving is positive. 
 

Important points for saving function 
 Starting Point of Saving Curve: Saving curve (SS) starts from point _c on the Y-axis, 

indicating that there is negative saving (equal to amount of autonomous 
consumption) when national income is zero. Note: The saving curve will have a 
negative intercept on Y-axis of the same magnitude as the consumption curve has 
positive intercept on the Y-axis. It happens because if consumption is positive at 
zero level of income, then there would be dis-savings of the same magnitude. 

 Break-even point (S = 0). Saving curve crosses the X-axis at point R which is known 
as break-even point as at this point saving is zero (or consumption is equal to 
income). 

 Positive Saving: After the break-even point saving is positive. 
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Types of propensity to save 
Average propensity to save (APS): 

 The ratio of aggregate saving to aggregate income is known as average propensity 
to save (APS). By dividing aggregate saving by aggregate income, we get APS. 
Symbolically. 

 
 
 
 
 
 
 
 
 
Important Points for APS: 

 APS can never be 1 or more than one. 
 As saving can never be equal to or more than national income. 
 APS can be 0: APS is 0 when income is equal to consumption i.e., saving = 0. This 

point is known as break-even point. 
 APS can be negative or less than 1. 
 At income levels which are lower than the break-even point APS can be negative as 

there will be dis-savings in the economy. APS rises with increase in income. APS rises 
with the increase in income because the proportion of income saved keeps on 
increasing. Marginal Propensity to Save: The ratio of change in saving (ΔS) to change 
in income (ΔY) is called MPS. It is proportion of income saved out of additional 
(incremental) income, symbolically. 
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Chapter 6 
National Income Determination and Multiplier 

 
INTRODUCTION 

 This chapter is a numerical determination of national 
income under Aggregate demand— Aggregate supply 
and saving—Investment approach. Concept of 
Multiplier, based numerical on it and its working is also 
highlighted. 

 
National Income Determination under Aggregate Demand and Supply Approach and 
Saving, Investment Approach, Effective Demand 
 
Determination of equilibrium level of national income Or Keynesian theory of income 
and employment 

 It refers to that point which has come to be established under the given condition 
of aggregate demand and aggregate supply, and has tendency to stick to that level 
under this given condition: 

 Condition to get equilibrium level of NY 
 AD = AS 
 Investment = Saving 
 How is Investment = Saving? 
 Here, 
 AD = AS 
 C + I = C + S 
 I = C + S – C 
 I = S 

 If due to some disturbance, we divert from that position, then the economic forces 
will work in such a manner so as to drive us back to the original position, 

 e., aggregate demand is equal to aggregate supply. 
 Any movement from that point would be unstable. In short, it is a position of rest. 
 It can be explained with the help of following schedule and diagram: 
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 Figure B is derived from figure A. In figure A 

at point P, income is equal to consumption, 
which is known as to be breakeven point. 
Corresponding to point P, we derive point P1; 
in figure B, where saving is equal to zero. In 
figure A, the equilibrium level of national 
income is attained at point E, where 
aggregate supply = aggregate demand. 
Corresponding to point E, we derive the 
point E1, where saving = investment. 

 Determination of equilibrium level of 
national income through Aggregate 
demand-Aggregate Supply Approach 

 It refers to the point that has come to be 
established under the given condition of 
aggregate demand and aggregate supply, 
and has tendency to stick to that level under 
this given condition where Aggregate 
Demand = Aggregate Supply. 

 If due to some disturbance, we divert from 
that position, the economic forces will work 
in such a manner so as to drive us back to 
the original position, i.e., aggregate demand 
is equal to aggregate supply. 

 In the above mentioned figure, at point P, 
income = consumption, which is known as to 
be a break-even point. The equilibrium level of national income is attained at point 
E, where aggregate demand = aggregate supply. 

 If due to some disturbance we divert from our position, like when AD > AS [at Y2], 
then, production will have to be increased to meet the excess demand. 
Consequently, national income will increase. As we know positive relationship exists 
between national income and consumption, so consumption will increase, which will 
thereby increase the aggregate demand till we reach the equilibrium. 

 As against it, when AD < AS [at Y1], then there would be stockpiling and producers 
will produce less. National income will fall and as a result consumption will start 
falling, which will thereby fall the aggregate demand till we reach the equilibrium. 
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Ex-ante saving and ex-ante investment 
 In an economy what we plan (or intend or desire) to save during a particular period 

is called ex-ante saving. 
 Against it, what we plan (or intend or desire) to invest during a particular period is 

called ex-ante investment. 
 Ex-post saving and ex-post investment. 
 In an economy what we actually save or what is left after deducting consumption 

expenditure from income is called ex-post (or realized) saving. 
 As against it what we actually invest or what we actually add to the physical assets 

of an economy is called ex-post (or realized) investment. 
 
Determination of equilibrium level of national income through Saving-Investment 
Approach 

 It refers to the point that has come to be established 
under the given condition of aggregate demand and 
aggregate supply, and has tendency to stick to that 
level under this given condition where Aggregate 
Demand (AD) = Aggregate Supply (AS). AD = AS 
Consumption (C) + Investment (I) = Consumption 
(C) + Saving (S) I = S 

 If due to some disturbance, we divert from that 
position, the economic forces will work in such a 
manner so as to drive us back to the original position, 
i.e., saving is equal to Investment. 

 In the above figure, the equilibrium level of national income is attained at point E, 
where saving = investment which is derived from a point where AD = AS. 

 If due to some disturbance we divert from our position like when investment > 
saving [at Y2], then production will have to be increased to meet the excess demand. 
Consequently, national income will increase leading to rise in saving until saving 
becomes equal to investment. It is here that equilibrium level of income is 
established because what the savers intend to save becomes equal to what the 
investors intend to invest. 

  As against it, when saving > investment [at Y1], then there would be stockpiling and 
producers will produce less. .National income will fall and as a result saving will start 
falling until it becomes equal to investment. It is here the equilibrium level of income 
is derived. 
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Effective Demand: The level at which the economy is in equilibrium, i.e., where 
aggregate demand = aggregate supply, is called effective demand. It can also be 
explained with the help of the following table: 

  

 
 

 
 
 
 
 
 
 
 
 
Paradox of Thrift, It’s Reasons with Numirical Example 

 The term thrift means savings and the paradox of thrift shows how an attempt by 
the economy as a whole to save more out of its current income will ultimately results 
in lower savings for the economy. 

 If all the people in the economy make an effort to save more, then the total savings 
of the community will not increase, on the contrary they will decrease. This is called 
the paradox of thrift. 

 Reasons for “Paradox of thrift” to operate as we know that one person’s 
expenditure is another person’s income. If individual ‘A’ decides to save more by 
reducing his consumption expenditure, the income of individual ‘B’ will be less and 
individual ‘B’ in turn will spend less. Thus, if all individuals in the economy decide to 
save more, the income received by each individual will be less and overall income 
will fall and also lower will be the total savings. 

 Diagram Representation: The concept of paradox of thrift with the help of 
diagrams and mathematical illustration is as under: 
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When Investment is Autonomous When Investment is induced 
 Paradox of thrift fails in keyne’s theory (when Investment is autonomous):  

In figure A, society, households plan to save more at each income level. So, saving 
curve shifts up and left from S to Equilibrium national income falls from Y to Yr The 
thing which has to be remembered is that savings is equal to autonomous 
investment, that is, remains unchanged. 

 Paradox of thrift is possible when investment is induced: In figure B, we have 
induced investment function which makes the investment curve upward positively 
sloping. With the increase in savings, not only the equilibrium income falls, but also 
savings decline. 

 
Numerical Illustration: Suppose the original savings function is given as, 

 S = -50 + 0.5Y and investment (I) = 25 + 0.25Y. 
 Equilibrium level of income will be attained at the level where 
 Saving = Investment! -50 + 0.5Y = 25 + 0.25Y 25Y = 75 Y = 300 
 Therefore, savings at Y=300 will be S = -50 + 0.5 (300) = 100 
 Suppose, eveiy individual in the economy decides to save 25 more at each level of 

income. The new savings function will be S2 = -50 + 25 + 0.5Y – -25 + 0.5Y. 
 The new equilibrium income will be attained at the level where 

s2 = I -25 + 0.5Y = 25 + 0.25Y 0.25Y = 50 Y = 200 
 Therefore, savings at Y = 200 will be S = -25 + 0.5 (200) = -25 + 100 = 75 
 Thus, when everybody in the economy decides to save more, the equilibrium level 

of income falls and the total savings also fall. This is called the paradox of thrift. 
 Elements in Understanding Investment (Marginal Efficiency of Investment and 

Market Rate of Interest), Investment Demand Function 
 
Elements in Understanding Investment: A private investor’s demand for investment 
depends on two things: 

 The rate of return on investment or M.E.I: The expected rate of return from’an 
additional unit of investment is called marginal efficiency of investment (M.E.I). It is 
defined as the expected rate of return of an additional unit of capital goods. M.E.I is 
very important factor in determining the investment demand. M.E.I. is determined 
by two factors. 

  Supply Price: The cost of replacing the machine under consideration with a brand 
new machine is known its supply price. For example, if a machine of Rs.1 lakh is 
replaced in place of old machine, then Rs. 1 lakh is the supply price. 

 Prospective Yields: It refers to expected net returns (of all costs) from the capital 
asset over its lifetime. For example, if the given machine is expected to yield revenue 
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of Rs. 10,000 and running expenditure is Rs.2000, the prospective yield will be, 
10000 – 2000 = 8000. Formula of Marginal efficiency of investment: In the 
given examples, marginal efficiency of investment will be. 

  
 
 
 
 
 
 

 The Market Rate of Interest: It refers to cost of funds borrowed for financing the 
investment. There exists inverse relationship between rate of interest and 
investment demand. Higher interest implies lower level of investment demand. 

 Decision whether to invest or not 
 The investor goes on making additional investments until M.E.I becomes equal to the 

rate of interest. If M.E.I is greater than the rate of interest, the investors has to 
increase the investment and if the rate is higher than the M.E.I, no investment is to 
be made. 

 For example, if an entrepreneur has to pay 15% market rate of interest on the loan 
taken by him and he expected rate of profit i.e., M.E.I. is 30%, then he will surely go 
for the investment and will continue making investment till M.E.I. = Rate of Interest 
(ROI). 

 Investment demand function: Investment demand function is the relationship 
between rate of interest and investment demand. There exists inverse relationship 
between rate of interest and investment demand. Higher interest implies lower level 
of investment demand. 

 
CONCEPTS OF INVESTMENT MULTIPLIER 

 Investment Multiplier 
 Meaning: The ratio of change in national income (ΔY) due to a change in investment 

(ΔI) is known as multiplier (K). 
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Chapter 7 
Excess Demand and Deficient Demand 

 
INTRODUCTION 

 An illustration of meaning, diagram, reasons, impacts and measures to control 
excess demand (inflationary gap) and deficient demand (deflationary gap); basic 
definitions of full employment, over full employment, involuntary unemployment, 
voluntary unemployment is also dealt with in this chapter. 
 

EXCESS DEMAND AND ITS RELATED CONCEPTS 
Excess Demand and Inflationary Gap 

 When in an economy, aggregate demand exceeds “aggregate supply at full 
employment level”, the demand is said to be an excess demand. 

 Inflationary gap is the gap showing excess of current aggregate demand over 
‘aggregate supply at the level of full employment’. It is called inflationary because it 
leads to inflation (continuous rise in prices). 

 A simple example will further -clarify it. Let us suppose that an imaginary economy 
by employing all its available resources can produce 10,000 quintals of rice. If 
aggregate demand of rice is say 12,000 quintals, this demand will be called 
an excess demand, because aggregate supply at level of full employment of 
resources is only 10,000 quintals and the result of the gap of 2000 quintals will be 
called as inflationary gap. In the above diagram Inflationary gap is AB because at Full 
employment Y*, Aggregate demand (BY*) is greater than Aggregate Supply (AY*). 

 
 

 
 
 
 
 
 
 
 
Reasons or causes for excess demand: The main reasons for excess demand are  
apparently the increase in the following components of aggregate demand: 

 Increase in household consumption demand due to rise in propensity to consume. 
 Increase in private investment demand because of rise in credit facilities. 
 Increase in public (government) expenditure. 
 Increase in export demand. 
 Increase in money supply or increase in disposable income. 
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Impacts or effects of excess demand on price, output, employment 
 Effect on General Price Level: Excess demand gives a rise to general price level 

because it arises when aggregate demand is more than aggregate supply at a full 
employment level. There is inflation in economy showing inflationary gap. 

 Effect on Output: Excess demand has no effect on the level of output. Economy is 
at full employment level and there is no idle capacity in the economy. Hence output 
can’t increase. 

 Effect on Employment: There will be no change in the level of employment also. 
The economy is already operating at full employment equilibrium, and hence, there 
is no unemployment. 

 
Measures to control the excess demand: We can control the excess demand with the 
help of the following policy: 

 Monetary Policy   
 Fiscal Policy  

 
Monetary Policy:  Monetary policy is the policy of the central bank of a countiy to control 
money supply and availability of credit in the economy. The central bank can take the 
following steps: 
 
Quantitative Instruments or General Tools of Monetary Policy: These are the 
instruments of monetary policy that affect overall supply of money/credit in the economy. 
These instruments do not direct or restrict the flow of credit to some specific sectors of 
the economy. They are as under 
 
Bank Rate or Discount Rate (Increase in Bank Rate)  

 Bank rate is the rate of interest at which central bank lends to commercial banks 
without any collateral (security for purpose of loan). The thing, which has to be 
remembered, is that central bank lends to commercial banks and not to general 
public. 

 In a situation of excess demand leading to inflation Central bank raises bank rate 
that discourages commercial banks in borrowing from central bank as it will increase 
the cost of borrowing of commercial bank. 

 It forces the commercial banks to increase their lending rates, which discourages 
borrowers from taking loans, which discourages investment. 

 Again high rate of interest induces households to increase their savings by 
restricting expenditure on consumption.Thus, expenditure on investment and 
consumption is reduced, which will control the excess demand. 
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Repo Rate (Increase in Repo Rate) 
 Repo rate is the rate at which commercial banks borrow money from the central 

bank for short period by selling their financial securities to the central bank. 
 These securities are pledged as a security for the loans. 
 It is called Repurchase rate as this involves commercial bank selling securities to RBI 

to borrow the money with an agreement to repurchase them at a later date and at a 
predetermined price. 

 So, keeping securities and borrowing is repo rate. 
 In a situation of excess demand leading to inflation 
 Central bank raises repo rate that discourages commercial banks in borrowing from 

central bank as it will increase the cost of borrowing of commercial bank. 
 It forces the commercial banks to increase their lending rates, which discourages 

borrowers from taking loans, which discourages investment. 
 Again high rate of interest induces households to increase their savings by 

restricting expenditure on consumption. 
 Thus, expenditure on investment and consumption is reduced, which will control the 

excess demand. 
 

Reverse Repo Rate (Increase in Reverse Repo Rate) 
 It is the rate at which the central bank (RBI) borrows money from commercial bank. 
 In a situation of excess demand leading to inflation, Reverse repo rate is increased, 

it encourages the commercial bank to park their funds with the central bank to earn 
higher return on idle cash.  

 It decreases the lending capability of commercial banks, which controls excess 
demand. 

 
Open Market Operations (OMO) (Sale of securities) 

 It consists of buying and selling of government securities and bonds in the open 
market by central bank. 

 In a situation of excess demand leading to inflation, central bank sells government 
securities and bonds to commercial bank. With the sale of these securities, the 
power of commercial bank of giving loans decreases, which will control excess 
demand. 
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Increase in Varying Reserve Requirements or Legal Reserve Ratio 
 Banks are obliged to maintain reserves with the central bank, which is known as legal 

reserve ratio. It has two components. One is the Cash Reserve Ratio or CRR and the 
other is the SLR or Statutory Liquidity Ratio. 

 
Cash Reserve Ratio (Increase in CRR) 

 It refers to the minimum percentage of a bank’s total deposits, which  
it is required to keep with the central bank. Commercial banks have to keep with the 
central bank a certain percentage of their deposits in the form of cash reserves as a 
matter of law. 

  For example, if the minimum reserve ratio is 10% and total deposits of a certain bank 
is Rs.100 crore, it will have to keep Rs.10 crore with the central bank. 

 In a situation of excess demand leading to inflation, cash reserve ratio (CRR) is raised 
to 20 per cent, the bank will have to keep Rs.20 crore with the central bank, which 
will reduce the cash resources of commercial bank and reducing credit availability 
in the economy, which will control excess demand. 

 Statutory Liquidity Ratio (Increase SLR): 
 It refers to minimum percentage of net total demand and time liabilities, which 

commercial banks are required to maintain with themselves. 
 In a situation of excess demand leading to inflation, the central bank increases 

statutory liquidity ratio (SLR), which will reduce the cash resources of commercial 
bank and reducing credit availability in the economy. 

 
Qualitative Instruments or Selective Tools of Monetary Policy  

 These instruments are used to regulate the direction of credit. They are as under: 
 

Imposing margin requirement on secured loans (Increase) 
 Business and traders get credit from commercial bank against the security of their 

goods. Bank never gives credit equal to the full value of the security. It always pays 
less value than the security. 

 So, the difference between the value of security and value of loan is called marginal 
requirement. 

 In a situation of excess demand leading to inflation, central bank raises marginal 
requirements. This discourages borrowing because it makes people get less credit 
against their securities. 
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Moral Suasion 
 Moral suasion implies persuasion, request, informal suggestion, advice and appeal 

by the central banks to commercial banks to cooperate with general monetary 
policy of the central bank. 

 In a situation of excess demand leading to inflation, it appeals for credit contraction. 
 Selective Credit Control (SCC) [Introduce Credit Rationing]: 
 In this method the central bank can give directions to the commercial banks not to 

give credit for certain purposes or to give more credit for particular purposes or to 
the priority sectors. 

 In a situation of excess demand leading to inflation, the central bank introduces 
rationing of credit in order to prevent excessive flow of credit, particularly for 
speculative activities. It helps to wipe off the excess demand. 
 

Fiscal Policy  
 The expenditure and revenue policy taken by the general government to accomplish 

the desired goals is known as fiscal policy. A general government can take the 
following steps: 

 
Revenue Policy (Increase Taxes) 

 Revenue policy is expressed in terms of taxes. 
 During inflation the government impose higher amount of taxes causing the 

decrease in purchasing power of the people. 
 It is so because to control excess demand we have to reduce the amount of liquidity 

from the economy. 
 

Expenditure Policy (Reduces Expenditure) 
 Government has to invest huge amount on public works like roads, buildings, 

irrigation works, etc. 
 During inflation, government should curtail (reduce) its expenditure on public works 

like roads, buildings, irrigation works thereby reducing the money income of the 
people and their demand for goods and services. 
 

Increase in Public Borrowing/Public Debt 
 This measure means that government should raise loans from public and hence 

borrowing decreases the purchasing power of people by leaving them with lesser 
amount of money. So, government should resort to more public borrowing during 
excessive demand. Government should make long term debts more attractive so 
that public may use their excess liquidity amount of money in purchasing these 
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bonds, which will reduce the liquidity amount of money in the economy and 
thereby inflation could be controlled. 

 
Deficient Demand and Its Related Concepts 
Deficient Demand or Deflationary Gap: 

 When in an economy, aggregate demand falls short of aggregate supply at full 
employment level, the demand is said to be a deficient demand. 

 
 
 
 
 
 
 
 
 

 
 Deflationary gap is the gap showing Demand deficient of current aggregate 

demand over ‘aggregate supply at the level of full employment’. It is called 
deflationary because it leads to deflation (continuous fall in prices). 

 Let us suppose that an imaginary economy by employing all its available resources 
can produce 10,000 quintals of rice. If aggregate demand of rice is, say 8,000 quin 
Tals, this demand will be called a deficient demand and the gap of 2000 quintals will 
be called as deflationary gap. Clearly here equilibrium between AD and AS is at a 
point less than level of full employment. Keynes called it an under employment 
equilibrium. 
 

Reasons or causes for deficient demand: The main reasons for deficient demand are 
apparently the decrease in four components of aggregate demand: 

 Decrease in household consumption demand due to fall in propensity to 
consume. 

 Decrease in private investment demand because of fall in credit facilities. 
 Decrease in public (government) expenditure. 
 Decrease in export demand. 
 Decrease in money supply or decrease in disposable income. 
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Impacts or Effects of Deficient Demand 
 Effect on General Price Level: Deficient demand causes the general price level to 

fall because it arises when aggregate demand is less than aggregate supply at 
full employment level. There is deflation in an economy showing deflationary gap. 

 Effect on Employment: Due to deficient demand, investment level is reduced, 
which causes involuntary unemployment in the economy due to fall in the 
planned output. 

 Effect on Output: Low level of investment and employment implies low level of 
output. 
 

 Measures to Control the deficient demand: We can control the deficient demand 
with the help of the following policies 

 Monetary Policy: Monetary policy is the policy of the central bank of a country of 
controlling money supply and availability of credit in the economy. The central bank 
takes the following steps: 

 
Quantitative Instruments or General Tools of Monetary Policy  

 These are the instruments of monetary policy that affect overall supply of 
money/credit in the economy. These instruments do not direct or restrict the flow 
of credit to some specific sectors of the economy.  
 

They are as under 
Bank Rate or Discount Rate (Decrease in Bank Rate) 

 Bank rate is the rate of interest at which central bank lends to commercial banks 
without any collateral (security for purpose of loan). The thing, which has to be 
remembered, is that central bank lends to commercial banks and not to general 
public. 

 In a situation of deficient demand leading to deflation, 
 Central bank decreases bank rate that encourages commercial banks in borrowing 

from central bank as it will decrease the cost of borrowing of commercial bank. 
 Decrease in bank rate makes commercial bank to decrease their lending rates, 

which encourages borrowers from taking loans, which encourages investment. 
 Again low rate of interest induces households to decrease their savings by 

increasing expenditure on consumption. 
 Thus, expenditure on investment and consumption increase, which will control the 

deficient demand. 
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Repo Rate (Decrease Repo Rate) 
 Repo rate is the rate at which commercial banks borrow money from the central 

bank for short period by selling their financial securities to the central bank. 
 These securities are pledged as a security for the loans. 
 It is called Repurchase rate as this involves commercial bank selling securities to RBI 

to borrow the money with an agreement to repurchase them at a later date and at a 
predetermined price. 

 So, keeping securities and borrowing is repo rate. 
 
In a situation of deficient demand leading to deflation 

 Central bank decreases Repo rate that encourages commercial banks in borrowing 
from central bank as it will decrease the cost of borrowing of commercial bank. 

 Decrease in Repo rate makes commercial banks to decrease their lending rates, 
which encourages borrowers from taking loans, which encourages investment. 

 Again low rate of interest induces households to decrease their savings by 
increasing expenditure on consumption. 

 Thus, expenditure on investment and consumption increase, which will control the 
deficient demand. 
 

Reverse Repo Rate (Decrease Reverse Repo Rate) 
 It is the rate at which the central bank (RBI) borrows money from commercial bank. 
 In a situation of deficient demand leading to deflation, Reverse repo rate is 

decreased, it discourages the commercial bank to park their funds with the central 
bank. It increases the lending capability of commercial banks, which controls 
deficient demand. 
 

Open Market Operation (Purchase of Securities) 
 It consists of buying and selling of government securities and bonds in the open 

market by central bank. 
 In a situation of deficient demand leading to deflation, central bank purchases 

government securities and bonds from commercial bank. With the purchase of 
these securities, the power of commercial bank of giving loans increases, which will 
control deficient demand. 
 

Decrease in Varying Reserve Requirements  
 Banks are obliged to maintain reserves with the central bank, which is known as legal 

reserve ratio. It has two components. One is the Cash Reserve Ratio or CRR and the 
other is the SLR or Statutory Liquidity Ratio. 
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Cash Reserve Ratio (Decrease) 
 It refers to the minimum percentage of a bank’s total deposits, which is required to 

keep with the central bank. Commercial banks have to keep with the central bank a 
certain percentage of their deposits in the form of cash reserves as a matter of law. 

 For example, if the minimum reserve ratio is 10% and total deposits of a certain bank 
is Rs. 100 crore, it will have to keep Rs.10 crore with the central bank. 

 In a situation of deficient demand leading to deflation, cash reserve ratio (CRR) falls 
to 5 per cent, the bank will have to keep Rs. 5 crore with the central bank, which will 
increase the cash resources of commercial bank and increasing credit availability in 
the economy, which will control deficient demand. 
 

The Statutory Liquidity Ratio (SLR) (Increase) 
 It refers to minimum percentage of net total demand and time liabilities, which 

commercial banks are required to maintain with themselves. 
 In a situation of deficient demand leading to deflation, the central bank decreases 

statutory liquidity ratio (SLR), which will increase the cash resources of commercial 
bank and increases credit availability in the economy. 

 Qualitative Instruments or Selective Tools of Monetary Policy, These 
instruments are used to regulate the direction of credit. They are as under: 

 
Imposing margin requirement on secured loans (Decrease) 

 Business and traders get credit from commercial bank against the security of their 
goods. Bank never gives credit equal to the full value of the security. It always pays 
less value than the security.  

 So, the difference between the value of security and value of loan is called marginal 
requirement. 

 In a situation of deficient demand leading to deflation, central bank decreases 
marginal requirements. This encourages borrowing because it makes people get 
more credit against their securities. 

 
MORAL SUASION 

 Moral suasion implies persuasion, request, informal suggestion, advice and appeal 
by the central banks to commercial banks to cooperate with general monetary 
policy of the central bank. 

 In a situation of deficient demand leading to deflation, it appeals for credit 
expansion. 
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Selective Credit Controls (SCCs) 
 In this method the central bank can give directions to the commercial banks not to 

give credit for certain purposes or to give more credit for particular purposes or to 
the priority sectors. 

 In a situation of deficient demand leading to deflation, the central bank withdraws 
rationing of credit and make efforts to encourage credit. 
 

FISCAL POLICY  
 The expenditure and revenue policy taken by the 

general government to accomplish the desired goals 
is known as fiscal policy. A general government has to 
take the following steps: 
 

Revenue Policy (Decrease in Taxes): 
 Revenue policy is expressed in terms of taxes. 
 During deflation the government will impose lower amount of taxes so that 

purchasing power of the people be increased. 
 It is so because to control deficient demand we have to increase the amount of 

liquidity in the economy. 
 
Expenditure Policy (Increase in Expenditure): 

 Government has to invest huge amount on public works like roads, buildings, 
irrigation works, etc. 

 During deflation government should increase its expenditure on public works like 
roads, buildings, irrigation works thereby increasing the money income of the 
people and their demand for goods and services. 

 
Decrease in Public Borrowing / Public Debt: 

 At the time of deficient demand public borrowing should be reduced. 
 People will have more money and more purchasing power. 
 In brief, during period of deficient demand government should adopt the pricing of 

deficit budget. 
 Old taken debts from public should be finished and paid back to increase money in 

the market. 
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FULL EMPLOYMENT, VOLUNTARY UNEMPLOYMENT & INVOLUNTARY 
UNEMPLOYMENT 
Full employment 

 Full employment equilibrium refers to the situation where 
aggregate demand is equal to aggregate supply, and all 
those who are able to work and willing to work (at the 
existing wage rate) are getting work. 

 Full employment doesn’t means that there is no 
unemployment in an economy. Unemployment also exists 
at full employment level because of voluntary 
unemployment. 

 
Voluntary unemployment 

 Voluntary unemployment refers to the situation when a 
person is unemployed because he is not willing to work at 
the existing wage rate, even when work is available. 

 Suppose, if the market wage rate for MBA in the industries 
is Rs.8, 000 a month, but some of the qualified MBA’s 
refuse to accept job at Rs.8,000 a month, they will be 
considered as voluntarily unemployed. 

 
Involuntary unemployment 

 Involuntary unemployment refers to a situation in which all able and willing persons 
to work at existing wage-rate do not find work. 
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Chapter 8 
Foreign Exchange Rate 

 
INTRODUCTION 

 This chapter defines the meaning of foreign 
exchange and related terms, how foreign exchange 
rate is determined, study of foreign exchange rate 
regimes (fixed and flexible exchange rate) and their 
differences; thereafter hybrid systems of exchange 
rate and operation of foreign exchange market. 
 

FOREIGN EXCHANGE AND ITS RELATED CONCEPTS 
 Foreign exchange refers to all the currencies of the rest of the world other than the 

domestic currency of the country. For example, in India, US dollar is the foreign 
exchange. 

 The rate at which one currency is exchanged for another is called Foreign 
Exchange Rate. 
In other words, the foreign exchange rate is the price of one currency stated in 
terms of another currency. For example, if one U.S dollar exchanges for 60 Indian 
rupees, then the rate of exchange is 1$ = Rs. 60 or 1 Rs = 1/60 or 0.0166 U.S. dollar. 

 Foreign exchange market is the market where the national currencies are 
converted, exchanged or traded for one another. 

 
FUNCTIONS OF A FOREIGN EXCHANGE MARKET 

 Transfer Function: Transfer function refers to transferring of purchasing power 
among countries. 

 Credit Function: It implies provision of credit in terms of foreign exchange for the 
export and import of goods and services across different countries of the world. 

 Hedging Function: Hedging function pertains to protecting against foreign 
exchange risks. Where Hedging is an activity which is designed to minimize the risk 
of loss. 

 
SOURCES OF DEMAND OF FOREIGN EXCHANGE 

 The demand (or outflow) of foreign exchange comes from the people who need it 
to make payments in foreign currencies. It is demanded by the domestic residents 
for the following reasons: 

 Imports of Goods and Services: When India imports goods and services, 
foreign exchange is demanded to make the payment for imports of goods and 
services. 
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 Tourism: Foreign exchange is demanded to meet expenditure incurred 
in foreign tours. 

 Unilateral Transfers Sent Abroad: Foreign exchange is required for making 
unilateral transfers like sending gifts to other countries. 

 Purchase of Assets in Foreign Countries: It is demanded to make payment 
for purchase of assets, like land, shares, bonds, etc. in foreign countries. 

 Repayment of loans to Foreigners: As and when we have to pay interest and 
repay the loans to foreign lenders, we require foreign exchange. 

 Speculation: Demand for foreign exchange arises when people want to make 
gains from appreciation of currency. 

 
REASONS FOR ‘RISE IN DEMAND’ FOR FOREIGN CURRENCY 

 The demand for foreign currency rises in the following situations: 
 When price of a foreign currency falls, imports from that foreign country become 

cheaper.  
 So, imports increase and hence, the demand for foreign currency rises. For example, 

if price of 1 US dollar falls from Rs. 60 to Rs. 55, then imports from the USA will 
increase as American goods will become relatively cheaper. It will raise the demand 
for US dollar. 

 When a foreign currency becomes cheaper in terms of the domestic currency, it 
promotes tourism to that country. As a result, demand for foreign currency rises. 

 When price of a foreign currency falls, its demand rises as more people want to 
make gains from speculative activities. 

 
DEMAND CURVE OF FOREIGN EXCHANGE IS DOWNWARD SLOPING 

  Demand curve of foreign exchange slopes downwards due to inverse relationship 
between demand for foreign exchange and foreign 
exchange rate. 

 In figure, demand for foreign exchange (US dollar) 
and rate of foreign exchange are shown on the 
horizontal axis and vertical axis respectively. 

 The demand curve [US$] is downward sloping. It 
means that less foreign exchange is demanded as 
the exchange rate increase. 

 This is due to the fact that rise in the price of foreign 
exchange increases the rupee cost of foreign goods, which make them more 
expensive. As a result, imports decline. Thus, the demand for foreign exchange also 
decreases. 
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SOURCES OF SUPPLY OF FOREIGN EXCHANGE  
 The supply (inflow) of foreign exchange comes from the people who receive it due 

to the following reasons. 
 Exports of Goods and Services: Supply of foreign exchange comes through 

exports of goods and services. 
 Tourism: The amount, which foreigners spend in the home country, increases 

the supply of foreign exchange. 
 Remittances (unilateral transfers) from Abroad: Supply of foreign 

exchange increases in the form of gifts and other remittances from abroad. 
 Loan from Rest of the world: It refers to borrowing from abroad. A loan from 

U.S. means flow of U.S. $ from U.S. to India, which will increase supply of 
Foreign exchange. 

 Foreign Investment: The amount, which foreigners invest in our home 
country, increases the supply of foreign exchange. 

 Speculation: Supply of foreign exchange comes from those who want to 
speculate on the value of foreign exchange. 

 
REASONS OF‘RISE IN SUPPLY’ OF FOREIGN CURRENCY  
The supply of foreign currency rises in the following situations 

 When price of a foreign currency rises, domestic goods become relatively cheaper. 
It induces the foreign country to increase their imports from the domestic country. 
As a result, supply of foreign currency rises. For example, if price of 1 US dollar rises 
from Rs. 60 to Rs. 65, then exports to USA will increase as Indian goods will become 
relatively cheaper. It will raise the supply of US dollars. 

 When price of a foreign currency rises, foreign direct investment (FDI) from rest of 
the world increases, which will increase the supply for foreign exchange. 

 When price of a foreign currency rises, supply of foreign currency also rises as 
people want to make gains from speculative activities. 
 

Supply curve of foreign exchange is upward sloping 
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 Supply curve of foreign exchange slopes upwards due to positive relationship 

between supply for foreign exchange and foreign exchange rate, which means that 
supply of foreign exchange increases as the exchange rate increases. 

 This makes home country’s goods become cheaper to foreigners since rupee is 
depreciating in value. The demand for our exports should therefore increase as the 
exchange rate increases. 

 The increased demand for our exports will translate into greater supply of foreign 
exchange. 

 Thus, the supply of foreign exchange increases as the exchange rate increases. 
 
How Foreign Exchange Is Determine, Disequilibrium Conditions under Exchange Rate 
Determination of foreign exchange rate: 

 Exchange rate in a free exchange market is determined at a point, where demand 
for foreign exchange is equal to the supply of foreign exchange. 

 Let us assume that there are two countries – India and U.S.A – and the exchange 
rate of their currencies i.e., rupee and dollar is to be determined. Presently, there is 
floating or flexible exchange regime in both India and U.S.A. Therefore, the value of 
currency of each country in terms of the other currency depends upon the demand 
for and supply of their currencies. 

 In the above diagram, the price on the vertical axis is stated in terms of domestic 
currency (that is, how many rupees for one US dollar). The horizontal axis measures 
the quantity demanded or supplied. 

 In the above diagram, the demand curve [D$] is downward sloping. This means that 
less foreign exchange is demanded as the exchange rate increases. This is due to 
the fact that the rise in price of foreign exchange increases the rupee cost of foreign 
goods, which make them more expensive. As a result, imports decline. Thus, the 
demand for foreign exchange also decreases. 

 The supply curve [S$] is upward sloping which means that supply of foreign 
exchange increases as the exchange rate increases. 
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 This makes home country’s goods become cheaper to foreigners since rupee 

is depreciating in value. The demand for our exports should therefore increase as 
the exchange rate increases. 

 The increased demand for our exports translates into greater supply of foreign 
exchange. Thus, the supply of foreign exchange increases as the exchange rate 
increases. 

 
DISEQUILIBRIUM CONDITIONS UNDER EQUILIBRIUN EXCHANGE RATE: 
Change in demand: 

 Increase in demand for dollar: An increase in the demand for US dollar in India will 
cause the demand curve to shift to D1$ and the exchange rate rises to P1$. Note that 
increase in the exchange rate means that more rupees are required to buy one US 
dollar. When this occurs, Indian rupee is said to be depreciating. 
  
 
 
 
 
 
 
 
 
 
 

 
Change in Supply 

 Increase in supply for dollar: An increase in the supply of US dollar causes the supply 
curve to shift to S1$ and exchange rate falls to P1$. In this case, rupee cost of US 
dollar is decreasing and the Indian rupee is said to be appreciating. 
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 Decrease in demand for dollar: A decrease in the demand for US dollar in India will 
cause the demand curve to shift to D1$ and the exchange rate falls to P1$. Note that 
decrease in the exchange rate means that less rupees are required to buy one US 
dollar. When this occurs, Indian rupee is said to be appreciating. 
 
 
 
 
 
 
 
 
 
 
 

 
 Decrease in supply of dollar: A decrease in the supply of US dollar causes the supply 

curve to shift to S1$ and exchange rate rises to P1$. In this case, rupee cost of US 
dollar is increasing and the Indian rupee is said to be depreciating. 

  
 
 
 
 
 
 
 
 
 
 

Exchange Rate Regimes (Fixed, Flexible and Managed Floating Exchange Rate and 
Their Merits and Demerits) 
 
 
 
 
 
 

http://www.upscconnect.com/


 

 
85 www.upscconnect.com               

9899781744, 8851330108 

 
 

TYPES OF EXCHANGE RATE REGIMES 
Fixed exchange rate system (Pegged exchange rate system) 
Meaning 

 The system of exchange rate in which exchange rate is officially declared and fixed 
by the government is called fixed exchange rate system. 

 When domestic currency is tied to the value of foreign currency, it is known as 
pegging. 

 To maintain stability in fixed exchange rate system, government buy foreign 
currency when exchange rate appreciates and sell foreign currency when exchange 
rate depreciate. This process is called Pegging operation, i.e., all efforts made by the 
central bank to keep the rate of exchange stable. 
 

Note 
 Fixed exchange rate is not determined by the forces of demand and supply in the 

market. Such a rate of exchange has been associated with Gold Standard System 
during 1880-1914. 

 According to this system, value of every currency is determined in terms of gold. 
Accordingly, ratio between gold values of the two countries was fixed as exchange 
rate between those currencies. For example, Value of one dollar = 100 Gms of gold. 
Value of a rupee = 5 gms of gold. 

 Then, 1 dollar = 100/5 = Rs. 20 
 

Merits of fixed exchange rate system 
 Stability: It ensures stability, in the international money market/exchange market. 

Day to day fluctuations are avoided. It helps formulation of long term economic 
policies, particularly relating to exports and imports. 

 Encourages international trade: Fixed exchange rate system implies low risk and low 
uncertainty of future payments. It encourages international trade. 

 Co-ordination of macro policies: Fixed exchange rate helps co-ordination of macro 
policies across different countries of the world. Long term economic policies can be 
drawn in the area of international trade and bilateral trade agreements. 
 

Demerits of fixed exchange rate system 
 Huge international reserves: Fixed exchange rate system is often supported with 

huge international reserves of gold. This is because different currencies are directly 
or indirectly convertible into gold. 
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 Restricted movement of capital: Fixed exchange rate restricts the movement 

of capital across different parts of the world. Accordingly, international growth 
process suffers. 

 
 Discourages venture capital: Venture capital in the international money market 

refers to investments in the purchase of foreign exchange in the international 
money market with a view to earn profits. Fixed exchange rate system discourages 
such investments. Fixed exchange rate discourages venture capital in the 
international money market. 

 Devaluation of currency: Devaluation refers to decrease in the value of domestic 
currency in terms of foreign currency by the government. It is a part of fixed 
exchange rate. 

 Revaluation of currency: Revaluation refers to increase in the value of domestic 
currency by the central government. It is a part of fixed exchange rate. 

 
FLEXIBLE EXCHANGE RATE (FLOATING EXCHANGE RATE SYSTEM) 
Meaning 

 The system of exchange rate in which value of a currency is allowed to float freely 
as determined by demand for and supply of foreign exchange is called flexible 
exchange rate system. 

 Under this system, the central banks, without intervention, allow the exchange rate 
to adjust to equate the supply and demand for foreign currency. 

 The foreign exchange market is busy at all times by changes in the exchange rates. 
 
Merits of flexible exchange rate system 

 No need for international reserves: Flexible exchange rate system is not to be 
supported with international reserves. 

 International capital movements: Flexible exchange rate system enhances 
movement of capital across different countries of the world. This is due to the fact 
that member countries are no longer required to keep huge international reserves. 

 Venture capital: Flexible exchange rate promotes venture capital in foreign 
exchange market. Trading in international currencies itself becomes an important 
economic activity. 

 
Demerits of flexible exchange rate system 

 Instability: It causes instability in the international money market. Exchange rate 
tends to fluctuate like price of goods in the commodity market. 
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 International trade: Instability in foreign exchange market causes instability in 

the area of international trade. It becomes difficult to draw long period policies of 
exports and imports. 

 Macro policies: While fixed exchange rate helps coordination of macro policies, 
flexible exchange rate makes it a difficult proposition. Day to day fluctuations in 
exchange rate makes bilateral trade agreements a difficult exercise. 

 
CURRENCY DEPRECIATION 

 Currency depreciation refers to decrease in the value of 
domestic currency in terms of foreign currency. It 
makes the domestic currency less valuable and more of 
it is required to buy a foreign currency. It is a part of 
flexible exchange rate. 

 For example, rupee is said to be depreciating if price of 
$1 rises from? 60 to Rs. 65. 

 Effect of depreciation of domestic currency on exports: Depreciation of domestic 
currency means a fall in the price of domestic currency (say, rupee) in terms of a 
foreign currency (say, $). It means, with the same amount of dollars, more goods can 
be purchased from India, i.e., exports to USA will increase as they will become 
relatively cheaper 
 

CURRENCY APPRECIATION 
 Currency appreciation refers to increase in the value of 

domestic currency in terms of foreign currency. The 
domestic currency becomes more valuable and less of it 
is required to buy a-foreign currency. It is a part of 
flexible exchange rate. 

 For example, Indian rupee appreciates when price of $1 
falls from Rs. 60 to Rs. 55. 

 Effect of appreciation of domestic currency on imports: Appreciation of domestic 
currency means a rise in the price of domestic currency (say, rupee) in terms of a 
foreign currency (say, $). Now, one rupee can be exchanged for more $, i.e., with the 
same amount of money, more goods can be purchased from the USA. It leads to 
increase in imports from the USA as American goods will become relatively cheaper. 
 

MANAGED FLOATING RATE SYSTEM 
 Managed floating exchange rate is a mixture of a flexible exchange rate (the float 

part) and a fixed exchange rate (the Managed part). In other words, it refers to a 
system in which foreign exchange is determined by free market forces (demand and 
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supply forces), which can be influenced by the intervention of the central bank 
in foreign exchange market. 

 Under this system, also called Dirty floating, central banks intervene to buy or sell 
foreign currencies in an attempt to stabilize exchange rate movements in case of 
extreme appreciation or depreciation. 

 
KINDS OF FOREIGN EXCHANGE RATE (SPOT AND FORWARD MARKET) 
Spot market for foreign exchange 

 If the operation is of daily nature, it is called spot market or current market. 
 The exchange rate that prevails in the spots market for foreign exchange is called 

spot rate. 
 In other words, spot rate of exchange refers to the rate at which foreign currency is 

available on the spot. 
 
Forward market for foreign exchange 

 A market for foreign exchange for future delivery is known as forward market. 
 Exchange rate that prevails in a forward contract for purchase or sale of foreign 

exchange is called forward rate. 
 Thus, forward rate is the rate at which a future contract for foreign currency is 

bought and sold. 
 
OTHER TYPES OF EXCHANGE RATE SYSTEM 
Wider band System 

 It is a system that allows wider adjustment in the fixed exchange rate system. 
 It allows adjustment upto 10% around the “parity” between any two currencies in 

the internationahmoney market. 
 For example, if one US dollar is fixed as equal to fifty Indian rupees, 10% revision 

(upward or downward) is to be allowed in this exchange rate of 1: 50. Exchange rate 
may be revised as, 1: 60 + 10% = 1: 66 or as 1: 60 – 10% = 1 : 54. 

 
Crawling peg system 

 It allows “small” but regular adjustments in the exchange rate for different 
currencies. 

 Not more than (+) 1% adjustment is allowed at a time. Indeed, it is a small adjustment. 
 But it can crawl, i.e., it can be repeated at regular intervals. 
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SOME IMPORTANT TERMS 
Nominal exchange rate (NER)  

 The number of units of domestic currency required to purchase a unit of foreign 
currency is called nominal exchange rate. Thus, $1 = Rs. 60. It may move to $1 = Rs. 
65, and so on. 

 
Nominal effective exchange rate (NEER) 

 The concept is useful for an aggregative analysis. A nation has to deal with a number 
of countries, and hence a number of currencies. 

 For example, during a period Indian rupee may be losing value against the American 
dollar, but it may be gaining value against Euro. 

 Therefore, we would be interested in knowing what is happening in aggregate to our 
rupee i.e., is it gaining or losing. 

 For this purpose, we prepare a basket of all the currencies which we are interested 
in, and find out the average of the changes in these currencies in a given period. This 
gives us the nominal effective exchange rate (NEER). 

 So, finally NEER is the measure of average relative strength of a given currency with 
respect to other currencies without eliminating the effect of change in price. 

 
Real exchange rate (RER)  

 RER is the exchange rate which is calculated after eliminating the effects of price 
change. Therefore, RER is based on constant prices. 

 
Real effective exchange rate (REER)  

 REER is the measure of average relative strength of a given currency with respect 
to other currencies after eliminating the effects of price change. 

 
Parity value  

 In the context of exchange rate in foreign exchange market, parity value refers to 
the value of one currency in terms of the other for a given basket of goods and 
services. If a U.S. dollar buys 50 times the goods and services in India, compared to 
a rupee, the parity value of a US dollar should be 50 : 1. Accordingly, the exchange 
rate between rupee and a US dollar ought to be Rs. 50 : 1$. Any change in the parity 
value would imply a corresponding change in exchange rate. 
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Chapter 9 
Balance of Payment 

 
INTRODUCTION 

 This chapter gives a detailed account of balance of payment 
of an economy, it structure and categorisation into current 
and capital account.  

 Thereafter explaining balance of trade and its differences 
with the balance of payment, autonomous items, 
accommodating items and their differences, disequilibrium 
in balance of payment. 
 

BALANCE OF PAYMENT, ITS STRUCTURE AND COMPONENTS 
 The balance of payments of a country is a systematic record of all economic 

transactions between its residents and residents of the foreign countries during a 
given period of time. 

 Note: Economic transactions are the transactions which cause transfer of value. In 
the context of foreign transactions value is transferred by the residents of one 
country to the residents of other country.  

 Example: when exports of goods or services are made by country A to country B, 
value (= export receipts) is transferred by country B to country A. Between the 
countries, value is transferred in terms of foreign exchange (i.e. payments are 
received and made in terms of foreign exchange). 

 
Structure of balance payment accounting  

 Transactions are recorded in the balance of payments accounts in double-entry 
book keeping. 

 Each international transaction undertaken by country will results in a credit entry and 
debit entry of equal size. 

 As international transactions are recorded in double entry accounting, the BOP 
accounting must always balance i.e., total amount of debits must be equal to total 
amount of credits. 

 The balancing item Errors and omissions must be added to “balance” the BOP 
accounts. 

 By convension, debit items and credit items are entered with a minus sign and plus 
sign respectively. 
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Transactions in BOP are classified into the following five major categories: 
 Goods and services account   
 Unilateral transfer account 
 Long-term capital account  
 Short-term private capital account 
 Short-term official capital account 

 
For each of these given categories, specific types of transactions are shown as debits 
or credits. This is shown in below table: 

 
The above five categories are also divided into the following two major categories of 
accounts in the BOP account statement: 
Current Account (Category-I, Category-II)  

 Meaning: Current account records imports and exports of goods and services and 
unilateral transfers. 

 Components of Current Account: The main components of Current Account are: 
 Export and Import of Goods (Merchandise Transactions or Visible Trade): A major 

part of transactions in foreign trade is in the form of export and import of goods 
(visible items). Payment for import of goods is written on the negative side (debit 
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items) and receipt from exports is shown on the positive side (credit items). 
Balance of these visible exports and imports is known as balance of trade (or 
trade balance). 

 
 Export and Import of Services (Invisible Trade): It includes a large variety of non-

factor services (known as invisible items) sold and purchased by the residents of a 
country, to and from the rest of the world. Payments are either received or made to 
the other countries for use of these services.  
 

 Services are generally of three kinds:  
 Shipping,  
 Banking, and  
 Insurance. Payments for these services are recorded on the negative side and 

receipts on the positive side. 
 
Unilateral or Unrequisted Transfers to and from abroad (One sided Trans¬actions): 
Unilateral transfers include gifts, donations, personal remittances and other ‘oneway’ 
transactions. These refer to those receipts and payments, which take place without any 
service in return.  Receipt of unilateral transfers from rest of the world is shown on the 
credit side and unilateral transfers to rest of the world on the debit side. Income receipts 
and payments to and from abroad: It includes investment income in the form of interest, 
rent and profits. 
 
Capital Account (Category-Ill, Category-IV, Category-V): 

 Meaning: Capital account is that account which records all such transactions 
between residents of a country and rest of the world which cause a change in the 
asset or liability status of the residents of a country or its government. 

 Components of Capital Account: The main components of capital account are: 
 Loans: Borrowing and lending of funds are divided into two transactions: 

 
Private Transactions 

 These are transactions that are affecting assets or liabilities by individuals, 
businesses, etc. and other non-government entities. The bulk of foreign investment 
is private. 

 For example, all transactions relating to borrowings from abroad by private sector 
and similarly repayment of loans by foreigners are recorded on the positive (credit) 
side. 

 All transactions of lending to abroad by private sector and similarly repayment of 
loans to abroad by private sector is recorded as negative or debit item. 
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Official Transactions 
 Transactions affecting assets and liabilities by the government and its agencies 
 For example, all transactions relating to borrowings from abroad by government 

sector and similarly repayment of loans by foreign government are recorded on the 
positive (credit) side. 

 All transactions of lending to abroad by government sector and similarly repayment 
of loans to abroad by government sector is recorded as negative or debit item. 

 
Private and official transactions borrowing are of two components: 

 Commercial borrowings, referring to borrowing by a country (including government 
and private sector) from international money market. This involves market rate of 
interest without considerations of any concession.  

 Borrowings as External Assistance, referring to borrowing by a country with 
considerations of assistance. It involves lower rate of interest compared to that 
prevailing in open market. 

 
Foreign Investment (Investments to and from abroad):  

 It includes Investments by rest of the world in shares of Indian companies, real estate 
in India, etc. Such investments from abroad are recorded on the positive (credit) 
side as they bring in foreign exchange. 

 Investments by Indian residents in shares of foreign companies, real estate abroad, 
etc. Such investments to abroad be recorded on the negative (debit) side as they 
lead to outflow of foreign exchange.  
 

‘Investments to and from abroad’ includes two types of investments: 
 Foreign Direct Investment (FDI): It refers to purchase of an asset in rest of the world, 

such that it gives direct control to the purchaser over the asset. 
 For example, acquisition of a firm in the domestic country by a foreign country’s firm 
 Transfer of funds from the parent company abroad to the subsidiary company in the 

domestic country. 
  
Portfolio Investment 

 Portfolio Investment refers to the purchase of financial asset by the foreigners that 
does not give the purchaser control over the asset. A foreign Institutional 
Investment (FII) is also a part of portfolio investment. 

 For instance, purchase of shares of a foreign company, purchase of foreign 
government’s bonds, etc. are treated as portfolio investments. 
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Change in Foreign Exchange Reserves 
 The foreign exchange reserves are the financial assets of the government held in 

central bank. A change in reserves serves as the financing item in India’s BOP.  
 So, any withdrawal from the reserves is recorded on the positive (credit) side and 

any addition to these reserves is recorded on the negative (debit) side. 
 It must be noted that ‘change in reserves’ is recorded in the BOP account and not 

‘reserves’. 
 

Balance of Payments and Its Types 
 Balance: It means difference between the sum of credits and sum of debits. The 

BOP account records three balances: 
 Balance of trade 
 Balance on current account 
 Balance on capital account 

 
 Balance of trade: The term “balance of trade” denotes the difference between the 

exports and imports of goods in a country. Balance of trade refers to the visible 
items only. It is the difference between the value of merchandise (goods) exports 
and imports. Balance of Trade = Export of visible goods – Import of visible goods. 
 

 Balance on current account: It is the difference between sum of credits and sum 
of debits on current account. Balance on Current Account = Sum of credits on 
current account – Sum of debits on current account 

 Balance on capital account: It is the difference between sum of credits and sum of 
debits on capital account. Balance on capital account = Sum of credits on capital 
account – Sum of debits on capital account 

Autonomous and Accommodating Items, Deficit in Balance of Payment and 
Disequilibrium in Balance of Payment: 
Autonomous items 

 Autonomous items refer to those international economic transactions in the 
current account and capital account which take place due to some economic motive 
such as profit maximisation. 

 These transactions are independent of the state of BOP account. 
 These items are also known as ‘above the line items’. 
 For example, if a foreign company is making investments in India with the aim of 

earning profit, then such a transaction is independent of the country’s BOP 
situation. 
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Accommodating items 
 Accommodating items refer to the transactions that are undertaken to cover deficit 

or surplus in autonomous transactions, i.e., such transactions are determined by net 
consequences of autonomous transactions. 

 These items are also known as ‘below the line items’. 
 For example, if there is a current account deficit in BOP, then this deficit is settled 

by capital inflow from abroad.  
 

 
The sources used to meet a deficit in BOP, are:  

 Foreign exchange reserves;  
 Borrowings from IMF or foreign monetary authorities. 

 
Deficit in BOP 

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

 The transaction in the balance of payment account can be categorized as 
autonomous transactions and accommodating transactions. 

 Autonomous transactions are transactions done for some economic consideration 
such as profit. 

 When the total inflows on account of autonomous transactions are less than total 
outflows on account of such transactions, there is a deficit in the balance of 
payments account. 

 Suppose, the autonomous inflow of foreign exchange during the year is $500, while 
the total outflow is $600. It means that there is a deficit of $100. 
 

Disequilibrium in 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: 
 
Economic Factors 

 Large scale development expenditure that may cause large imports. 
 Cyclical fluctuations in general business activity such as recession or depression. 
 High domestic prices may result in imports. 
 Political Factors: Political factors instability may cause large capital outflows and 

hamper the inflows of foreign capital. 
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 Social Factors: Changes in tastes, preference and fashions of the people bring 

disequilibrium in BOP by inflowing imports and exports. 
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Chapter 1 
Introduction of Economics 

Part - II 
 
SIMPLE ECONOMY 

 Society consists of people and people in the society need many goods and services 
in their everyday life including food, clothing, shelter, transport facilities like, roads, 
railways and various other services like that of teachers and doctors. 

 In fact, the list of goods and services that any individual need is so large that no 
individual in society, to begin with, has all the things he needs. 

 For example, the teacher in the school has the skills required to impart education to 
the students and he can earn some money by teaching students in the school and 
use the money for obtaining the goods and services that he wants. 

 Economy is a system which provides people with the means to work and earn a 
living. 

 Economics is about studying economic problems arising due to limited means 
(having alternative uses) in relation to unlimited wants. 
 

ECONOMIC PROBLEM  
 Economic problem is a problem of choice involving 

satisfaction of unlimited wants out of limited 
resources having alternative uses. 

 Take an example of a piece of land. It can be used for 
constructing a house, a factory, a school, a park etc. 
It can also be used for growing wheat, rice, 
vegetables etc. The economic problem here is that 
for which purpose this piece of land should be used. 

 Similar problems may arise in making a choice in the use of other resources like 
labour, capital and enterprise. 

 Economic problem arises because of scarcity of resources in relation to demand for 
them. 
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Wants are unlimited 
 This is a basic fact of human life. Human wants are unlimited. 
 They are not only unlimited but also grow and multiply veiy fast. 

 
Resources are limited 

 The resources to produce goods and services to satisfy human wants are available 
in limited quantities. Land, labour, capital and enterprise are the basic scarce 
resources. 

 These resources are available in limited quantities in every economy, big or small, 
developed or underdeveloped, rich or poor. Some economies may have more of one 
or two resources but not all the resources. 

 For example, Indian economy has relatively more labour but less capital and land. 
The U.S. economy has relatively more land but less labour. No economy in the world 
is rich in all the resources. 
 

Resources have alternative uses 
 Generally a resource has many alternative uses. 
 A worker can be employed in a factory, in a school, in a government office, self 

employed and so on. 
 Like this, nearly all resources have alternative uses. But the problem is that which 

resource should be put to which use. 
 Scarcity” in economics is the short supply of resources in relation to the demand. 

Resources of the economy are scarce with the result that the economy can’t 
produce all that the society needs. 
 Greater Scarcity Higher Prices Ex: Petrol, Diamonds. 
 Lesser Scarcity Lesser Prices Ex: Water. 
 No Scarcity No Price Ex: Air we breathe. 

 Economising of resources means that resources are to be used in such a manner 
that the maximum output is realised per unit of input. It also means optimum 
utilization of resources. 
 

CENTRAL PROBLEMS OF AN ECONOMY 
 The problem of making a choice among alternative uses of resources is known as 

basic or central problem of an economy. 
 There are many central problems of an economy, but according to syllabus we have 

to do one, that is, Problem of Allocation of Resources, Every economy has limited 
resources which can alternatively be used to produce different goods and services. 
Hence, it has to allocate its available resources in the production of different goods 
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and services in such a manner that it ideally meets the needs of the society. 
While allocating resources optimally, the decisions the following three central 
problems of an economy are required to be taken: 

 What to produce? 
 How to produce? 
 For whom to produce? 

 
 
 
 
 
 
What to produce? 

 What to produce refers to a problem in which decision regarding which goods and 
services should be produced is to be taken. 

 Since its resources are limited, every economy has to decide what commodities are 
to be produced and in what quantities. 

 In view of limited resources when we produce more of a commodity, it means we 
will be able to produce less of another. Because more production of one commodity 
would force us to withdraw resources from the production of the other commodity. 

 So, the economy has to choose between capital goods (like machines, tools, etc.), 
civil goods (like cloth, watch, radio etc.), consumer goods (like wheat, cloth, shoes, 
sugar, etc.), military goods (like guns, bombs, tanks, etc.) necessities of life (such as 
food, clothing, housing, etc.) and luxury goods (such as car, colour TV, etc). 

 The guiding principle for an economy here is to allocate resources in such a way that 
gives maximum aggregate utility to the society. 

 
How to produce? 

 How to produce refers to a problem in which decision regarding which technique of 
production should be used is taken. 

 Goods and services can be produced in two ways: by using labour intensive 
techniques, and by using capital-intensive techniques. 

 Under labour intensive techniques, more of labour and less of capital per unit of 
output is used in producing goods and services, while in capital-intensive techniques 
more of capital and less of labour per unit of output is used. 

 Thus, the economy has to decide whether the chosen goods and services should be 
produced with the help of automatic machines or handicrafts. Every method of 
production has its own advantages and disadvantages. 

 For example, on one side use of more capital; i.e., automatic machines, increases the 
quantity and improves the quality of production but it results in unemployment as it 
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requires lesser number of labourers. On the other side, handicrafts generate 
more employment but produce smaller amount of production. 

  The guiding principle for an economy in such a case is to decide about the 
techniques of production on the basis of cost of production. Those techniques of 
production should be used which lead to the least possible cost per unit of 
commodity or service. 
 

For whom to produce? 
 For whom to produce refers to a problem in which decision regarding which 

category of people are going to consume a good, i.e., economically poor or rich. 
  As we know, goods and services are produced for those who can purchase them or 

have the capacity to buy them. 
 Capacity to buy depends upon how income is distributed among the factors of 

production. The higher the income, the higher will be the capacity to buy and vice 
Versa. So, this is a problem of distribution. 

 We know that the whole output is distributed among factors of production which 
have contributed to it. Since production is the combined efforts of all the four 
factors of production, viz, land, labour, capital and enterprise, it is distributed among 
them in the form of money income (i.e. rent, wages, interest and profits). Who 
should get how much is, thus, the problem. 

 The guiding principle is that the economy must see here that important and urgent 
wants of its citizens are being satisfied to the maximum possible extent or not. 
 

PRODUCTION POSSIBILITY FRONTIER 
 Production possibility frontier is a curve which depicts all possible combinations of 

two goods which can be produced with given resources and technology in an 
economy. 

 Production possibility frontier is also known as production possibility curve or 
transformation curve. 
 

 The concept of PP curve is based on the following assumptions: 
 First, the amount of resources in the economy is fixed. 
 Second, the technology is given and unchanged. 
 Third, the resources are efficient and fully employed. 
 Fourth, all the resources are not equally efficient in production of all goods. 
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 Production Possibility Frontier Schedule and Curve 

  

 

 

 

 It helps us to understand and solve the problem of what to produce and in what 
quantity. 

 Let us for the sake of simplicity assume that with given resources and 
technology, an economy can produce only two goods, namely Rice and Tanks as 
shown in the production possibility schedule. 
 

 By plotting the data, we get the following PP Curve 
  
  

 

 

 
 In the given diagram, Tank is measured on vertical axis whereas Rice is measured 

on horizontal axis. If the economy decides to use all its resources in the 
production of Tanks, OA quantity of Tanks will be produced but Rice cannot be 
produced. On the other hand, if resources are devoted exclusively to the 
production of Rice, OF amount of Rice will be produced but no Tanks can be 
manufactured. 

 These two are extreme possibilities. In between, there are many other 
possibilities. Another alternative is that the economy devotes a part of its 
resources to the production of Tanks and a part to the production of Rice. In that 
case there can be different possibilities of production as is indicated by the 
points B, C, D and E. By joining points A, B, C, D, E and F of a curve, we get 
Production Possibility Curve. 
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 Full Employment and Underemployment under PP Curve 

 

 

 

 

 

 
 Full Employment of Resources: It is represented along the PP-curve. The 

economy has to decide that which combination of good X and good Y should be 
produced. It means that the economy has to decide that how should resources 
be allocated in the production of good X and good Y. The desired allocation of 
the two goods must lie somewhere on the PP curve. For example, point A on the 
PP represents one such allocation. 

 
 Under Utilization of Resources: If resources are not fully and efficiently employed, 

may there be a problem of under utilization of resources. Under utilization of 
resources arises because of unemployment and inefficiency. 

 
 The Problem of Unemployment: If the actual combination of two produced goods 

lies below the PP curve, it means that the resources are not fully employed. If the 
resources are fully employed, the combination must lie somewhere on the PP 
curve. For example, the combination ‘U’ below the PP curve represents 
unemployment, i.e., the resources are not fully utilized. 

 
 The Problem of Inefficiency: Assuming that the resources are fully efficient, and 

if the actual combinations, say I, produced still lies below the PP curve, it means 
that resources are inefficiently employed. So, any combination that lies below the 
PP curve also indicates the problem of inefficient utilization of resources. 
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 Rightward and Leftward Shift of PP Curve 

  

 

 

 

 

 
 Rightward Shift (When both Intercept Changes) 

 When Resources Increase: Production possibility curve shows the combination 
of two pieces of goods which can be produced-by utilizing the resources 
efficiently. But, every economy tries to increase its resources so that more and 
more goods can be produced. PP curve is based on the assumption that the 
amount of resources in the economy is fixed. When resources are fixed, one or 
more goods can be produced only by sacrificing some quantity of the other 
good. We cannot produce more of both the goods. However, when resources 
increase, we can produce more pieces of both the goods. 
For example, Discovery of oil reserves in the GULF countries has caused a 
substantial shift to rightward in the PPC of these countries. 
 

 When Technology Changes: Generally, the change in technology is for the better. 
Better technology means that more quantities of both goods can be produced. 
In this situation also PP frontier shifts upwards. 

 
 Rightward Shift (When one intercept Changes): 

 In the given figure the improvement in technology, 
takes place only in one good, good X. There is no 
improvement in the technology’ of producing the 
good Y. Thus, more quantity of good X can be 
produced. Production possibility curve PP’ expands 
to PP’ showing economic growth. Similarly for good 
Y. 
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 Leftward Shift: 

 When Resources Decrease: Resources with the society may decrease due to 
unusual happenings like earthquakes, war, natural calamities like floods etc. In 
such situations the production capacity of the country decreases, and the PP 
frontier shifts downwards. 
 
 
 
 
 
 
 
 
 
 

 The concept of opportunity cost has occupied a very important place in 
economics. Modern economists have used the concept of opportunity cost in 
allocation of resources besides other fields. Simply, opportunity cost means 
opportunity lost. What is given up for getting something is called the opportunity 
cost of that thing. For instance, theoretically if a consumer has to forego 2 cups of 
tea for getting one glass of orange juice, opportunity cost of one glass of orange 
juice will be 2 cups of tea. Thus opportunity cost of any commodity is the amount of 
other goods which has been given up in order to produce that commodity. 
Alternatively opportunity cost of a given activity is the value of the next best activity. 
 

 Marginal opportunity cost is an addition to a cost in terms of a number of units of 
a commodity sacrificed to produce one additional unit of another commodity. 
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 Marginal rate of transformation is the ratio of number of units of a good 

sacrificed to produce one additional unit of another commodity. 
 
 
 
 

 PPC is concave to the point of origin because of increasing marginal opportunity 
cost (MOC). This behavior of the MOC is based on the assumption that all resources 
are not equally efficient in production of all goods. Rise in opportunity cost occurs 
when factors (resources) which are specialized or more adopted for production 
of a particular good (say, guns), is transferred to the production of another good 
(say, rice) for which they are less productive or less specialized. Thus, transfer of 
resources from more productive to less productive uses indirectly means fall in their 
productivity, with the result more of such resources are needed to produce an 
additional unit of the other commodity. Thus marginal opportunity cost goes on 
increasing making the PP curve concave in shape. 
 

  Properties or Characteristics of Production Possibilty Curve 
 PPC is downward sloping: The downward slope of PPC means that if the 

country wants to produce more of one good, it has to produce less quantity 
of the other goods. 

 PPC is concave to the point of origin: Concave shape of PPC implies that slope 
of PPC increases. Slope of PPC is defined as the quantity of good Y given up 
in exchange for additional unit of good X. 
 

 
 
 
 
 

 
 
 
 
 
 
 
 
 

http://www.upscconnect.com/


 

 

www.upscconnect.com               
9899781744, 8851330108 

107 

 
 Other shapes of PPC 

 MOC Decreasing: PPC would be Convex to the point of origin, as shown 
below. 
  

 

 
 
 
 
 
 
 
 
 
 
 
 
MICROECONOMICS AND MACROECONOMICS 
Microeconomics 

 Microeconomics studies the behaviour of individual economic 
units of an economy, like households, firms, individual 
consumers and producers etc. 

 Its main instruments are demand and supply. 
 It is also called ‘Price Theory’. 

 
Macroeconomics 

 Macroeconomics is that part of economic theory which 
studies the economy as a whole, such as national income, 
aggregate employment, general price level, aggregate 
consumption, aggregate investment, etc. 

 Its main instruments are aggregate demand and aggregate 
supply. 

 It is also called the ‘Income Theory’ or ‘Employment Theory’. 
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Chapter 2 
Consumer Equilibrium 

UTILITY 
 Utility is the power or capacity of a commodity to satisfy human wants. Alternatively, 

utility of a commodity means the amount of satisfaction that a person gets from 
consumption of a good or service. 
 

There are two types of Utility 
Cardinal Utility Approach (Marginal Utility Analysis or Marshall Utility Analysis): 

 It states that the satisfaction the consumer derives by consuming goods and 
services can be measured with a number. 

 Cardinal utility is measured in terms of utils (the units on a scale of utility or 
satisfaction). 

 According to cardinal utility the goods and services that are able to derive a higher 
level of satisfaction to a consumer will be assigned higher utils and goods that result 
in a lower level of satisfaction will be assigned lower utils. 

 Cardinal utility is a quantitative method that is used to measure consumption 
satisfaction. 
 

Ordinal utility Approach (Indifference Curve Analysis or J.R. Hicks analysis): 
  It states that the satisfaction the consumer derives from the consumption of goods 

and services cannot be measured in numbers. 
 Rather, ordinal utility uses a ranking system in which a rank is provided to the 

satisfaction that is derived from consumption. 
 According to ordinal utility, the goods and services that offer a customer a higher 

level of satisfaction will be assigned higher ranks and the goods and services that 
offer a lower level of satisfaction will be assigned lower ranks. 

 Ordinal utility is a qualitative method that is used to measure consumption 
satisfaction. 
 

Total utility  
 The total psychological satisfaction a consumer 

obtains from consuming a given amount of a 
particular good alternatively, total utility is the sum 
of marginal utilities obtained from consumption of 
successive units of a commodity. It is measured in 
utils. 
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 TU = MUj + MU2 + MU3 + MUN = IMU For example, Marginal utility is the additional 

utility derived from consumption of an additional unit of a commodity. 
 
 
 
 
 
 
 
 
 
 

  
 

 Law of diminishing marginal utility states that 
marginal utility derived from the consumption of a 
commodity declines as more units of that 
commodity are consumed. 

 It’s can be seen from the above schedule that total 
utility increases at a diminishing rate, when marginal 
utility falls. 

 Law of diminishing marginal utility will operate only 
when consumption is a continuous process. For example, if one sandwich is 
consumed in the morning and another in the afternoon, the second sandwich may 
provide equal or higher satisfaction as compared to the first one. 

 Law of diminishing marginal utility will not be applied with regard to education/ 
knowledge because every effort to get education/ knowledge increases the utility. 

 
Relationship between marginal utility and total utility: 

 When MU decreases, TU increases at a diminishing rate. 
(As shown in graph till consumption level OQ). 

 When MU is zero, TU is constant and maximum at P. 
  When MU is negative, TU starts diminishing. 
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Consumer Equilibrium under Marginal Utility Analysis (Cardinal Approach) 
 Consumer’s Equilibrium refers to a situation where a consumer gets maximum 

satisfaction out of his given money income and given market price. 
 Consumer’s equilibrium through utility analysis can be ascertained with reference 

to: 
 A single commodity 
 Two or several commodities 

 
Single Commodity Consumer Equilibrium: 

 When purchasing a unit of a commodity, a consumer compares its price with the 
expected utility from it. Utility obtained is the benefit, and the price payable is the 
cost. The consumer compares benefit and the cost. He will buy the unit of a 
commodity only if the benefit is greater than or at least equal to the cost. Equilibrium 
Conditions for Single Commodity Consumer Equilibrium 

 
Necessary Condition 

 Where, MU of one rupee refers to the utility obtained from the purchase of 
commodities with one rupee. 

 In particular, the condition (a) says that the marginal utility of a product in terms of 
money should be equal to its price. 

 Sometimes, this is loosely stated as Marginal utility is equal to price, i.e. 
MU = Price.   

 If MU > Price As a rational consumer, he keeps on going to purchase an additional 
unit of a commodity as long as MU = Price. 

 MU > Price implies when benefit is greater than cost and whenever benefit is greater 
than cost a consumer keeps on consuming additional unit of a commodity till MU = 
Price. It is so because according to the law of diminishing marginal utility, MU falls as 
more is purchased. As MU falls, it is bound to become equal to the price at some 
point of purchase. 

 If MU< Price 
 As a rational consumer he would have to reduce the consumption of a commodity 

as long as MU=Price. 
 MU < Price implies when benefit is less than cost and whenever benefit is less than 

cost, consumer keeps on decreasing the additional unit of a commodity till MU = 
Price. 

 It is so because according to the law of diminishing marginal utility, MU rises as less 
units are consumed. As MU rises, it is bound to become equal to the price at some 
point of purchase. 
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Sufficient Condition:  
 Total gain falls as more is purchased after equilibrium. It means that consumer 

continues to purchase so long as total gain is increasing or at least constant. 
 It can be explained with the help of the following schedule and diagram: 

 
 
 
 
 
 
 
 
 
 
 
  

 Suppose, the price of commodity X in the market is Rs.3 per unit. It means he has to 
pay Rs.3 per unit. Suppose, the utility obtained from the first unit is 5 utils (= Rs.5). 
The consumer will buy this unit because the utility of this unit is greater than the 
price.  

 Whether the consumer consumes second unit or not depends on the utility obtained 
from the second unit. Suppose, it is 4 utils (= Rs.4). He will buy the second unit also. 
Again, suppose the utility of the third unit is 3 utils (= Rs.3). The price paid is also Rs.3. 
Since the utility equals to price he will buy the third unit also. Consumer will not buy 
the fourth unit because utility of this unit is 2 utils (= Rs.2) which is less than the price. 
It is not worth buying the fourth unit. The consumer will restrict his purchase to only 
3 units. 

 The difference between utility and price of a unit of a commodity represents the 
gain to the consumer from that unit. For example, utility of first unit of X is Rs.5 and 
price paid is Rs.3, The gain is Rs.2 (= 5 – 3). Similarly, gain from the second unit is Rs.1 
and from the third unit is zero. The total gain from the three units is Rs.3 (= 2 + 1 + 0). 
Marginal Gain from the 4th unit is negative, i.e. -1 (= 2 – 3). Total gain from 4 units is 
Rs.2 (= 2 + 1 + 0 – 1). The consumer maximises gain when he buys only 3 units. 

 The conclusion is that in a single commodity case a consumer makes purchases only 
upto the point where MU = Price. 

 In the above diagram, consumption (demand) is recorded on the horizontal axis and 
marginal utility (price) is recorded on the vertical axis. 
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 The MU curve is downward sloping from left to right. It is because it is assumed 

that there is inverse relation between consumption and marginal utility. MU is 
measured in terms of rupee and it is assumed marginal utility in terms of one rupee 
(MUR). According to the theory, the consumer compares MU (the benefit) with the 
price (the cost) and makes purchase upto the MU = Price level. If we assume that 
market price is₹3 per unit, the consumer will buy exactly 3 units. The consumer 
maximizes gains at 3 units. The equilibrium purchase is at E. 

 In a single commodity case a consumer is in equilibrium when marginal utility equals 
to the price. 

 If Marginal utility of Rupee is not equal to one, then the consumer equilibrium with 
the help of schedule is: 

 
 
 
 
 
 
 
 
 
 
 

 Suppose that the price of apple is 8 and marginal utility of a rupee is 3 utils. 
It is clear from the above schedule that initially MU in terms of money is greater than 
the price of apple. For example, from consumption of the first apple, the consumer 
gets utility equal to 30 utils or utility worth Rs.10 (= 30 + 3) whereas he sacrifices 
utility of 8 in the form of price. Thus, he gets benefit of Rs.2 (= 10 – 8) from the first 
apple. So, he will buy it. 

 Making such comparisons for successive units till the consumption level of the 3rd 
unit at which MU in terms of money (i.e., 8) becomes equal to its price (i.e., 78). Thus, 
at the level of 3 apples, the consumer reaches the state of equilibrium because the 
above mentioned condition of equilibrium MU = P_ is met here. 
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Derivation of Demand curve through the MU = Price for single commodity 
consumer equilibrium: As we know a consumer purchases a good up to the 
point where marginal utility of the good becomes equal to the price of that good. 

 MU = Price Now, suppose that the price of the good falls and therefore, it becomes 
lower than the MU. It means that MU is now greater than price. 

 MU > Price Since MU is greater than the price, it means benefit is greater than the 
cost. It will induce the consumer to buy more units of the goods. In fact, the 
consumer must buy to reach equilibrium again. It shows that when price of goods 
falls, its demand rises and the consumer will continue to buy more units until MU falls 
enough to be equal to the price again.  

 It can be seen from the given diagrams that Figure B is derived from Figure A. In 
figure A, initially, consumer equilibrium is attained at point E, where MU (10) = Price 
(10).  

 Corresponding to point E, we derive point E1 in figure B. 
Due to fall in price (suppose from 10 to 8), MU > Price at the given quantity. So, we 
can say that benefit is greater than cost and the consumer increases the quantity till 
MU = Price condition is attained at F. Corresponding to point F, we derive the point 
F1( in figure B. So, by joining point E1 and F1 together, we derive the demand curve. 
 
 
 
 
 
 
 
 
 

 Given above is the utility schedule of a consumer for 
commodity X. The price of the commodity is Rs. 6 
per unit. How many units should the consumer 
purchase to maximize satisfaction? (Assume that 
utility is expressed in utils and 1 util = Rs. 1). 
We know that the equilibrium condition for a 
consumer, in case of a single commodity, is 
condition is satisfied, if the consumer purchases 4 
units. (At this level, MUx = 6 utils, MUR = 1 and Px = Rs. 6), i.e. 6/1 = 6. 

 The consumer will purchase 4 units as MU is equal to price at the 4th unit. The 
consumer will not purchase less than 4 units as MU will be greater than the price and 
there will be scope for increasing the total satisfaction by purchasing more units. If 
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the consumer buys more than 4 units, MU becomes less than the price is paid. 
Therefore, benefit is less than cost. So, the consumer decreases the quantity 
to increase the satisfaction. 

 
Two Commodities Consumer Equilibrium (Law of Equi-Marginal Utility or Law of 
Substitution or Gossen’s Second Law or Law of Maximum Satisfaction) 

 According to the two commodities consumer equilibrium or law of Equi-marginal 
utility, a consumer gets maximum satisfaction, when ratios of MU of two 
commodities and their respective prices are equal. 

 
Conditions of Consumer’s Equilibrium In case of Two Commodities: 

 Necessary Condition: Marginal utility of last rupee spent on each commodity is 
same. Suppose there are two commodities, X and Y respectively. So, for commodity 
X, the condition is: 

 
 

 Sufficient Condition: Expenditure on commodity X+Expenditure on commodity 
Y=Money Income. In other words, marginal utility falls as more and more units of a 
commodity are consumed. This condition must be satisfied to attain the necessary 
condition, similarly, for commodity Y, the condition is, 

 
 
 
  

 Putting equation (2) in (1), we get MUx, MUy X is more than marginal utility from the 
last rupee spent on commodity Y. So, to attain the equilibrium consumer must 
increase the quantity of X, which decrease the MUx and decrease the quantity of Y 
which will increase the MUy. Increase in quantity of X and decrease in quantity of Y 
continue till commodity X is less than marginal futility from the last rupee spent on 
commodity Y. So, to attain the equilibrium the consumer must decrease the quantity 
of X, which will increase the MUx and increase the quantity of Y, which will decrease 
the MU. Decrease in quantity of X and increase in quantity of Y continues till MUx= 
MUy . The consumer will spend all his income on one commodity, which is highly 
unrealistic. This can also be explained with the help of the following numerical 
example and diagram: 
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 Let us now discuss the law of equi-marginal utility with the help of a numerical 
example. Suppose, total money income of the consumer is Rs.6 which he wishes to 
spend on two commodities: ‘x’ and ‘y’ both these commodities are priced at Rs.1 per 
unit. So, the consumer can buy the maximum 6 units of ‘x’ or 6 units of ‘y’. In Table 
given below, has shown the marginal utility which the consumer derives from the 
various units of ‘x’ and ‘y’. 

 In the diagram, MU from commodity ‘x’ is taken on OY axis and MU of commodity ‘y’ 
on O1Y1 axis. MUx and MUy are the marginal Utility curves for commodities ‘x’ and ‘y’ 
respectively. 

 From the above table and figure, it is obvious that the consumer will spend the first 
rupee (shown in brackets) on commodity ‘x’, which will provide him utility of 26 utils. 

 The second rupee and the third rupee will again be spent on commodity ‘X, which 
gives him the utility of 24 utils and 22 utils respectively. The fourth rupee will be spent 
on commodity Y, which gives him the utility of 21 utils. To reach the equilibrium, 
consumer should purchase that combination of both the goods, in which MU of ‘x’ 
and ‘y’ are equal, i.e. MUx = MUy (as prices of both the goods are same). It happens 
at point ‘E’, when MU of 5th rupee spent on ‘y’ and MU of 6th rupee spent on ‘x’ or 
MU of 5th rupee spent on ‘x’ and MU of 6th rupee spent on ‘y’ are the same, i.e. 20 
utils of 133 utils will be obtained by spending his income of Rs. 6. It reflects the state 
of consumer’s equilibrium. If the consumer spends his income in any other order, 
total satisfaction will be less than 133 utils. 

 
 
 
 
 
 
 
 

http://www.upscconnect.com/


 

 

www.upscconnect.com               
9899781744, 8851330108 

117 

 
 Derivation of demand curve for two commodities consumer equilibrium: 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 The law states that a consumer is in equilibrium when the ratio of MU to price in case 
of each good consumed is the same. In two goods, X and Y, a consumer is in 
equilibrium when, 

  
 
 
 
 

 Given that the consumer is in equilibrium and price of X falls. Due to this change 
equilibrium equality converts into the following inequality. 
 
 
 
 

 It means, marginal utility from the last rupee spent on commodity X is more than 
marginal utility from the last rupee spent on commodity Y. So, to attain the 
equilibrium the consumer must increase the quantity of X, which decrease the MU 
and decrease the quantity of Y, which will increase the MU . Increase in quantity of 
X and decrease in quantity of Y continue till. 
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 It can be seen from the above diagrams that Figure B is derived from Figure A. In 
figure A, initially, the consumer equilibrium is attained at point E, where 
 

 
 
 
 

 =(Assuming, Px = 10). Corresponding to point E, we derive point E: 
in figure B. Due to fall in price (suppose from 10 to 8), 
 

 
 
  

 Quantity Qx. It means, marginal utility from the last rupee spent on commodity X is 
more than marginal utility from the last rupee spend on commodity Y. So, to attain 
the equilibrium the consumer must increase the quantity of X, which decreases the 
MUx and decreases the quantity of Y, which will increase the MUy. 
Increase in quantity of X and decrease in quantity of Y continue till 
 
 
 
 
 

 The new consumer equilibrium will be attained at point F. Corresponding to point F, 
we derive the point F; in figure B. So, by joining point E1 and F1; we derive the demand 
curve > Suppose a consumer has Rs. 36 to spend on purchase of two commodities 
X and Y, whose prices are Rs. 6 per unit and Rs. 3 per unit respectively. The marginal 
utilities of the two commodities to the consumer are given in table (a) and the 
marginal utilities of the last rupee on both commodities are given in table (b).  
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 Thus, given money income (Rs. 36) and given prices of the commodities X and Y (Rs. 
6 per unit and Rs. 3 per unit), we determine how the consumer allocates/distributes 
the total income on the purchase of both the goods. Marginal utilities of the last 
rupee spent on each commodity are equal [MUx/Px= MUy/Py] when the following 
combinations of X and Y are purchased. The consumer will however maximize his 
utility when he spends Rs. 36, on purchase of 3 units of X and 6 units of Y.  

 
 

 
 
 
 

 (3 x Rs. 6 per unit of X) + (6 x Rs. 3 per unit of Y) = Rs. 36. Thus, only when MUx/Px= 
MUy/Py = MUm = 7 utils, that the consumer will be in equilibrium and maximize his 
utility. The law of Equi-marginal utility is also called the Law of Maximum Satisfaction 
as the consumer maximizes his satisfaction, given the constraint of money income 
and prices of commodities. 

 
The Consumer Budget 

 Let us consider a consumer who has only a fixed amount of money (income) to 
spend on two goods the prices of which are given in the market. The consumer 
cannot buy any and every combination of the two goods that she may want to 
consume. The consumption bundles that are available to the consumer depend on 
the prices of the two goods and the income of the consumer. Given her fixed 
income and the prices of the two goods, the consumer can afford to buy only those 
bundles which cost her less than or equal to her income. 
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Budget Line 
 Budget line is a graphical representation which shows all the possible combinations 

of the two goods that a consumer can buy with the given income and prices of 
commodities. It is also called consumption possibility line. 

 Suppose, a consumer has Rs. 600 as his money income and decides to spend this 
entire income on the purchase of two commodities X1 and X2 where per unit price 
of X1 be Rs. 5 and that of X2 Rs.4 per unit and these prices remain unchanged during 
the period in which the consumer buys these commodities. 

 If the consumer decides to spend his entire money income of Rs. 600 on the 
purchase of commodity Xx, he can buy 120 units of X, and on purchase of X2 i. e., 
150 units of X2 (shown in given figure as point R and P). 
 

 
 
 
 
 
 
 
 
 
 

 Points P and R are two extreme possibilities of the combination of that the can 
purchase with his given money income and prices of commodities. By joining points 
P and R, we can know all the possible combinations of two commodities X1 
and X2, which can be purchased with Rs.600. We, therefore get the budget line RP. 
It is also called Price income line. Thus, the budget line is the set of bundles that costs 
exactly M. 

 The equation of budget line is P1 X1+ P2 X2 = M …(1) Where, P1 and P2 are the prices of 
two commodities: X1 and X2 are the quantities of two commodities P1 X1 is the 
expenditure on commodity X1 P2 X2 is the expenditure of on commodity X2 

 Budget constraint shows the combination of two commodities whose expenditure 
can be less than or equal to money income. So, there is possibility of saving. 
P1 X1 + P2 X2 < M. 

 Budget set is the collection of all bundles of pieces of goods that a consumer can 
buy with his income at the prevailing market prices. 

 Market rate of Exchange is the rate at which market requires to sacrifice one 
commodity to gain an additional unit of another commodity is called market rate of 
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exchange. Change in Quantity of Good Sacrificed (P1 X1 ) Change in Quantity 
of Good Gained (P2 X2), Price of Good Gained [P1 ] Price of Good Sacrificed 
[P2 ]. 

 
 
 
 
 
 

 
 
 
 
 
 

 This can be explained with the help of the following example and consumption 
possibility schedule. Let consumer’s Money Income is 10 and Price of commodity 1 
is 2 and price of commodity 2 is 1. i.e., M = 10, P, = 2 and P2 = 1. 
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Preferences of the Consumer (Ordinal Utility Analysis) 

 Ordinal Utility states that the satisfaction the consumer derived from the 
consumption of goods and services cannot be measured in numbers. 

 Rather, ordinal utility uses a ranking system in which a rank is provided to the 
satisfaction that is derived from consumption. Consumer’s preferences are 
assumed to be such that between any two bundles (x1,x2) and (y1,y2), if (x1,x2) has 
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more of at least one of the good and no less of the other good as compared to 
(y1,y2), the consumer prefers (x1,x2) to (y1,y2). Preferences of this kind are called 
monotonic preferences. Thus, a consumer’s preferences are monotonic if and only 
if between any two bundles the consumer prefers the bundle which has more of at 
least one of the pieces of good and no less of the other piece of good as compared 
to the other bundle. For example, 

 (x1 [5], xy2[4]) bundle is monotonic preferred bundle to (y1[4], y2[4]) bundle 
because we have more quantity of one good i.e., 5(x1) > 4(y1) and no less 
quantity of other goods i.e., 4(x2) = 4(y2). 

 Similarly, (x1[5], x2[5]) bundle is monotonic preferred bundle to (y1[4], y2[4]) 
bundle because we have more pieces/quantities of both the goods i.e., 5(x1) > 
4(y1) and 5(x2) > 4(y2). 

 But the (x1[5], x2[3]) bundle is not monotonic preferred bundle to (y1[4], yy2[4]) 
bundle because we have more pieces of one good i.e., 5(x1) > 4(y1) and less of 
other good i.e., 3(x2) < 4(y2) and condition states that we have atleast more of 
one good and no less of other good, but in this case 3(x2) < 4(y2). So, it is not 
monotonic preferred bundle. 
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IMPORTANT TERMS  
 Utility: Utility is the power or capacity of a commodity to satisfy human wants. 
 Cardinal Utility: Cardinal utility states that the satisfaction the consumer derives by 

consuming goods and services can be measured with number. 
 Ordinal utility: Ordinal Utility uses a ranking system in which a rank is provided to 

the satisfaction that is derived from consumption. 
 Total utility: Total Utility is the total psychological satisfaction a consumer obtains 

from consuming a given amount of a particular good. 
 Marginal Utility: Marginal utility is the additional utility derived from consumption 

of an additional unit of a commodity. 
 Law of diminishing marginal utility: It states that marginal utility derived from the 

consumption of a commodity declines as more units of that commodity are 
consumed. 

 Consumer’s Equilibrium: It refers to a situation where a consumer gets maximum 
satisfaction out of his given money income and given market price. 

 MU of one rupee: It refers to the utility obtained from purchase of commodities 
with one rupee. 

 Budget Line: Budget line is a graphical representation which shows all the possible 
combinations of the two goods that a consumer can buy with the given income and 
prices of commodities. 

 Budget constraint: It shows the combination of two commodities whose 
expenditure can be less than or equal to money income. 

 Budget set: It is the collection of all bundles of pieces of goods that a consumer can 
buy with his income at the prevailing market prices. 

 Market rate of Exchange: The rate at which market requires to sacrifice one 
commodity to gain an additional unit of another commodity is called market rate of 
exchange. 

 Monotonic Preferences: Consumer’s preferences are assumed to be such that 
between any two bundles (x1, x2) and (y1 , y2), if (x1, x2) has more of at least one of the 
good and no less of the other good as compared to (y1 , y2), the consumer prefers 
(x1,x2) to (y1 , y2). Preferences of this kind are called monotonic preferences. 

 Marginal rate of substitution: It is the rate at which a consumer is willing to 
sacrifice one commodity for an extra unit of another commodity without affecting 
his total satisfaction. 

 Indifference curve: It refers to the graphical representation of various 
combinations of the goods that provide the same level of satisfaction to the 
consumer. 
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Chapter 3  
      Demand 

 
DEMAND  

 Demand is a quantity of a commodity which a consumer wishes to purchase at a 
given level of price and during a specified period of time. In other words, demand 
for a commodity refers to the desire to buy a commodity backed with sufficient 
purchasing power and the willingness to spend. 

 Desire is just a wish for a commodity and a person can desire a commodity even if 
he does not have the capacity to buy it from the market whereas demand is desire 
backed by purchasing power that is to say whatever an individual is willing to buy 
from the market in a given period of time at a given price. A poor person can desire 
to own a car but that will not become a demand because he does not have the 
purchasing power to buy a car from the market. 
 

Factors affecting personal (individual) demand 
 Price of the commodity: Inverse relationship exists between price of the 

commodity and demand of that commodity. It means with the rise in price of the 
commodity the demand of that commodity falls and vice-versa. 

 
 
 
 
 
 
 
 
 
 
 
 
 

 Price of related goods: It may be of two types: 
 Substitute Goods: Substitute goods are those goods 

which can be used in place of another goods and give 
the same satisfaction to a consumer. There would 
always exist a direct relationship between the price of 
substitute goods and demand for given commodity.  
It means with an increase in price of substitute goods, the demand for given 
commodity also rises and vice-versa. For example, Pepsi and Coke. 
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 Complementary Goods: Complementary goods are 
those which are useless in the absence of another 
goods and which are demanded jointly. There would 
always exist an inverse relationship between price of 
complementary goods and demand for given 
commodity. 
It means, with a rise in price of complementary goods, 
the demand for given commodity falls and vice-versa. 
For example pen and refill. 
 

 Income of a Consumer: There are three types of 
goods:  

 For Normal Commodity: For normal commodity, 
with a rise in income, the demand of the 
commodity also rises and vice-versa. Shortly, 
direct relationship exists between income of a 
consumer and demand of normal commodity.  

 For Inferior Goods: For inferior goods, with a rise in income, the demand of 
the commodity falls and vice-versa. Shortly, inverse relationship exists 
between income of a consumer and demand of inferior goods. 

 For Necessity Goods: For necessity goods, whether income increases or 
decreases, quantity demanded remains constant. 
 

 Taste and Preferences of the Consumer: Tastes, preferences and habits of a 
consumer also influence its demand for a commodity. 
  
 
 
 
 
 
 
 
 

 For example, if Black and White TV set goes out of fashion, its demand will fall. 
Similarly, a student may demand more of books and pens than utensils of his 
preferences and taste. 

 Miscellaneous: Some of the other factors affecting the demand of a consumer 
are: Change in weather, change in number of family members, expected change 
in future price, etc. Market demand refers to the quantity of a commodity that all 
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the consumers are willing and able to buy, at a particular price during a given 
period of time. 
 

Factors affecting Market demand 
 Price of the commodity 
 Price of related commodity 
 Income of a consumer 
 Taste and preference of a consumer 
 Miscellaneous 
 Population Size: Demand increases with the increase in population and decreases 

with the decrease in population. This is because with the increase (or decrease) in 
population size, the number of buyers of the product tends to increase (or 
decrease). Composition of population also affects demand. If composition of 
population changes, namely, female population increases, demand for goods meant 
for women will go up. 

 Distribution of Income: Market demand is also influenced by change in distribution 
of income in the society. If income is not equally distributed, there will be less 
demand. If income is equally distributed, there will be more demand. 

 Demand function shows the relationship between quantity demanded for a 
particular commodity and the factors that are influencing it. 

 Individual demand function refers to the functional relationship between individual 
demand and the factors affecting the individual demand. 
 
 
 
 
 
 

 Market demand function refers to the functional relationship between market 
demand and the factors affecting the market demand. 

 Demand Schedule is a table showing different quantities being demanded of a 
given commodity at various levels of price. It shows the inverse relationship 
between price of the commodity and its quantity demanded. It is of two types: 
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 Individual Demand Schedule 
 Market Demand Schedule 

 Individual demand schedule refers to a table that shows various quantities of a 
commodity that a consumer is willing to purchase at different prices during a given 
period of time. 
 
 
 
 
 
 
 
 
 

 Market demand schedule is a tabular statement showing various quantities of a 
commodity that all the consumers are willing to buy at various levels of price. It is 
the sum of all individual demand schedules at each and every price. 
Market demand schedule can be expressed as, 
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Movement along the Demand Curve or Change in Quantity Demandend 
 It is based on Law of Demand which states that quantity demanded of the 

commodity changes due to the changes in price of the commodity. 
 The change in quantity demanded due to the change in price of the commodity is 

known as movement along the demand curve. It may be of two types; namely, 
 Expansion in Demand (Increase in quantity demanded) 
 Contraction in Demand (Decrease in quantity demanded). 

 
 Expansion in Demand (Increase in quantity demanded or downward movement 

along the demand curve): 
 It is based on Law of demand which states that quantity demanded of the 

commodity rises due to the fall in price of the commodity. 
 The rise in quantity demanded due to the fall in price of the commodity, is 

known as expansion in demand. 
 It is shown in the figure given below: 

 
 
 
 
 
 
 
 
 

 In the given diagram price is measured on vertical axis whereas quantity 
demanded is measured on horizontal axis. A consumer is demanding OQ 
quantity at OP price. 

 But, due to fall in price of the commodity from OP to OP1 the quantity 
demanded rises from OQ to OQ1 which is known as expansion in demand. 
 

 Contraction in Demand (Decrease in quantity demanded or upward movement  
along the demand curve): 

 It is based on Law of Demand which states that quantity demanded for the 
commodity falls due to the rise in price of the commodity. 

 The fall in quantity demanded due to the rise in price of the commodity is 
known as contraction in demand. 

 This is shown in the figure given below: 
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 In the given diagram, price is measured on vertical axis whereas quantity 
demanded is measured on horizontal axis. A consumer is demanding OQ 
quantity at OP price. 

 But, due to rise in price of the commodity from OP to OP1, the quantity 
demanded falls from OQ to OQ1 which is known as Contraction in Demand. 
 

 Shift in Demand Curve Or Change In Demand 
 It is based on factor other than price. If demand changes due to the change in 

factors other than price, it is known as shift in demand curve. 
 It may be of two types, 

 Increase in Demand (b) Decrease in Demand 
 Increase in Demand: An increase in demand means that consumers now 

demand more at a given price of a commodity.  
 

 It’s conditions are: 
 Price of substitute goods rises. 
 Price of complementary goods falls. 
 Income of a consumer rises in case of normal goods. 
 Income of a consumer falls in case of inferior goods. 
 When preferences are favourable. 
 In the given diagram, price is measured on vertical axis whereas quantity 

demanded is measured on horizontal axis. A consumer is demanding OQ 
quantity at an OP price. 
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 But, due to the change in factors other than price then demand curve shifts 

rightward from DD to D1D1. 
 With the rightward shift in demand curve from DD to D1D1 the quantity demanded 

rises from OQ to OQ1 which is known as increase in Demand. 
 Decrease in Demand: A decrease in demand means that consumers now demand 

less at a given price of a commodity. 
 Its conditions are: 

 Price of substitute goods falls. 
 Price of complementary goods rises. 
 Income of a consumer falls in case of normal goods. 
 Income of a consumer rises in case of inferior goods. 
 When a preference becomes unfavourable. 

 In the given diagram price is measured on vertical axis whereas quantity demanded 
is measured on horizontal axis. A consumer is demanding OQ quantity at an OP 
price. 
 
 

 
 
 
  

 But, due to the change in factor other than price, the demand curve shifts leftward 
to DD to D1D1 

 With the leftward shift in demand curve from DD to D1D1, the quantity demanded 
falls from OQ to OQ1 which is known as decrease in demand. 

 
Causes of Law of Demand and Exceptions to Law of Demand 

 There is a inverse relationship between price of the commodity and quantity 
demanded for that commodity which causes demand curve to slope downward 
from left to right. It is because of the following reasons: 
 

Income effect:  
 Quantity demanded of a commodity changes due to change in purchasing power 

(real income), caused by change in price of a commodity is called Income Effect. 
Any change in the price of a commodity affects the purchasing power or real 
income of a consumers although his money income remains the same. When price 
of a commodity rises more has to be spent on purchase of the same quantity of that 
commodity. Thus, rise in price of commodity leads to fall in real income, which will 
thereby reduce quantity demanded is known as Income effect. 
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 It refers to substitution of one commodity in place of another commodity when it 
becomes relatively cheaper. 

 A rise in price of the commodity let coke, also means that price of its substitute, let 
pepsi, has fallen in relation to that of coke, even though the price of pepsi remains 
unchanged. So, people will buy more of pepsi and less of coke when price of coke 
rises. 

 In other words, consumers will substitute pepsi for coke. This is called Substitution 
effect. 

 
Law of Diminishing Marginal Utility: 

 This law states that when a consumer consumes more and more units of a 
commodity, every additional unit of a commodity gives lesser and lesser satisfaction 
and marginal utility decreases. 

 The consumer consumes a commodity till marginal utility (benefit) he gets equals to 
the price (cost) they pay, i.e., where benefit = cost. 

 For example, a thirsty man gets the maximum satisfaction (utility) from the first 
glass of water. Lesser utility from the 2nd glass of water, still lesser from the 3rd 
glass of water and so on. Clearly, if a consumer wants to buy more units of the 
commodity, he would like to do so at a lower price. Since, the utility derived from 
additional unit is lower. 
 

Additional consumer: 
 When price of a commodity falls, two effects are quite possible: 

 New consumers, that is, consumers that were not able to afford a commodity 
previously, starts demanding it at a lower price. 

 Old consumers of the commodity starts demanding more of the same 
commodity by spending the same amount of money. 

 As the result of old and new buyers push up the demand for a commodity 
when price falls. 

 
Exceptions to the Law of Demand are: 

 Inferior Good or Giffen Goods 
 Giffen goods are a special category of inferior goods in which demand for a 

commodity falls with a fall in its price. 
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 In case of certain inferior goods when their prices fall, their demand may 
not rise because extra purchasing power (caused by fall in prices) is 
diverted on purchase of superior goods. 

 
 Goods expected to become scarce or costly in future: 

 These goods are purchased by the household in increased quantities even 
when their prices are rising upwards. 

 This is due to the fear of further rise in prices. 
 

 Goods of Ostentation: 
 Status symbol goods are purchased not because of their intrinsic value but 

because of status or prestige value. 
 The same jewellery when sold at a lower price sells poorly but offered at two 

times the price, sells quite well. 
 
Necessities: 

 The law of demand is not seen operating in case of necessities of life such as food 
grain, salt, matchstick, milk for children, etc. 

 A minimum quantity of these goods has to be bought whether the prices are high or 
low. In such cases, law of demand fails to operate. 

 
Ignorance:  

 Being ignorant of prevailing prices, a consumer may buy more of a 
commodity when its price has gone up. 

 
Emergency:  

 In times of emergency like flood, famine or war, the households do not 
behave in a normal way and consequently law of demand may not operate. 
 

IMPORTANT TERMS 
 Demand: Demand is a quantity of a commodity which a consumer wishes to 

purchase at a given level of price and during a specified period of time. 
 Substitute goods: Substitute goods are those goods which can be used in place of 

another goods and give the same satisfaction to a consumer. 
 Complementary Goods: Complementary goods are those which are useless in the 

absence of other good and which are demanded jointly. 
 Normal goods: For normal commodity, with a rise in income, the demand of the 

commodity also rises and vice-versa. 
 Inferior Goods: For inferior goods, with a rise in income, the demand of the 

commodity falls and vice-versa. 
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 Market demand: Market demand refers to the quantity of a commodity that 

all the consumers are willing and able to buy, at a particular price during a given 
period of time. 

 Demand function: It shows the relationship between quantity demanded for a 
particular commodity and the factors that are influencing it. 

 Cross Price effect: When demand for one commodity is affected by the change in 
the price of another commodity it is known as Cross Price Effect. 

 Law of Demand: It states that price of the commodity and quantity demanded are 
inversely related to each other when other factors remain constant (ceteris Paribus). 

 Movement along the demand curve: The change in quantity demanded due to the 
change in price of the commodity is known as movement along the demand curve. 

 Expansion in demand: The rise in quantity demanded due to the fall in price of the 
commodity, is known as expansion in demand. 

 Contraction in demand: The fall in quantity demanded due to the rise in price of 
the commodity is known as contraction in demand.\ 

 Shift in demand: If demand changes due to the change in factors other than price, 
it is known as shift in demand curve. 

 Increase in demand: An increase in demand means that consumers now demand 
more at a given price of a commodity. 

 Decrease in demand: A decrease in demand means that consumers now demand 
less at a given price of a commodity. 

 Income Effect: Quantity demanded of a commodity changes due to change in 
purchasing power (real income), caused by change in price of a commodity is called 
Income Effect. 

 Substitution Effect: It refers to substitution of one commodity in place of another 
commodity when it becomes relatively cheaper. 

 Law of Diminishing Marginal Utility: This law states that when a consumer 
consumes more and more units of a commodity, every additional unit of a 
commodity gives lesser and lesser satisfaction and marginal utility decreases. 

 Giffen goods: Giffen goods are a special category of inferior goods in which 
demand for a commodity falls with a fall in its price. In case of certain inferior goods 
when their prices fall, their demand may not rise because extra purchasing power 
(caused by fall in prices) is diverted on purchase of superior goods. 
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Chapter – 4 

Elasticity of Demand 
 

INTRODUCTION 
 This is a numerical based chapter on elasticity of demand, price elasticity of demand 

and its measurements, also discussing the factors affecting it. 

Elasticity of Demand  
 The degree of responsiveness of demand to the changes in determinants of 

demand (Price of the commodity, Income of a Consumer, Price of related 
commodity) is known as elasticity of Demand. 

It may be of three types:  
 Price elasticity of Demand. 
 Income elasticity of Demand, 
 Cross elasticity of Demand. 

  
 
 
 
 
 
 
 
 
 
 
 
 

 

 The degree of responsiveness of quantity demanded to changes in price of 
commodity is known as price elasticity of Demand. 

 It is quantitative statement, i.e., it tells us the magnitude of the change in quantity 
demanded as a result of change in price. 
The degree of responsiveness of demand to change in income of consumer is 
known as income elasticity of demand. 
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 The degree of responsiveness of demand to change in the price of related 

goods (substitute goods, complementary goods) is known as cross elasticity of 
demand. 

 Note: Income and cross elasticity of demand is outside the scope of 12 class syllabus. 
So, this chapter deal with price elasticity of demand. 

 Percentage Method/Flux Method for calculating price elasticity of demand, 
According to this method, price elasticity of demand is measured by dividing the 
percentage change in quantity demand by the percentage change in price. 
 
 
 
 
 
 
 
 
 

 Mathematically speaking, price elasticity of demand (ep) is negative, since the 
change in quantity demanded is in opposite direction to the change in price. When 
price falls, quantity demanded rises and vice-versa. But for the sake of convenience 
in understanding the magnitude of response of quantity demanded to the change 
in price, we ignore the negative sign and take into account only the numerical value 
of the elasticity.  

 Thus, if 5% change in price leads to 15% change in quantity demanded of good X 
and 30% change in that of Y, the above formula of elasticity will give the value of 
price elasticity of good X equal to 3 and of good Y equal to 6. It indicates that the 
quantity demanded of good Y changes much more than that of good X in response 
to a given change in price. But if we write minus signs before the numerical values 
of elasticities of two goods, that is, if we write the elasticities as – 3 and – 6 
respectively as strict mathematics would require us to do, then since – 6 is smaller 
than – 3, we would be misled in concluding that price elasticity of demand of Y is 
less than that of X. But as we have noted above, response of demand for Y to the 
change in price is greater than that of X, it is better to ignore minus signs and draw 
conclusions from the numerical values of elasticities. Hence by convention minus 
sign before the value of price elasticity of demand is generally ignored in economics. 

 

http://www.upscconnect.com/


 

 

www.upscconnect.com               
9899781744, 8851330108 

139 

 
 

There are five degrees of price elasticity of demand. 
 Unitary elastic demand: If percentage change in the quantity demanded is equal to 

percentage change in price of the commodity, then ED = 1 and the result is known 
as unitary elastic demand. 

 

 
 
 

 Negative sign indicates the inverse relationship between price and the quantity 
demanded, PED = 1 [Unitary elastic demand] 

  More than unitary elastic demand or elastic demand: If percentage change in 
quantity demanded is more than the percentage change in price of the commodity 
then, ED > 1 and result is known as more than unit elastic demand. 

 

 

 

 
 

 Less than unitary elastic demand or inelastic demand: If percentage change in 
quantity demanded is less than the percentage change in price of the commodity, 
then ED < 1 and the result is known as less than unit elastic demand. 
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 Perfectly elastic demand: If quantity demand changes and price remains constant, 
then ED = α and the result is known as perfectly elastic demand. 

 

 
 Perfectly Inelastic demand: If price is changed, and quantity demanded constant, 

then ED=0 and the result is known as Perfectly Inelastic demand. 
  

 Total outlay method or Total Revenue Method or Expenditure method for calculating 
price elasticity of demand. 

 Total expenditure method indicates the direction in which total expenditure on a 
product changes as a result of change in price of the commodity. 
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According to this method, there are three broad possibilities as shown below: 
Case I: Inelastic Demand: 

 When the total expenditure (Total revenue) varies directly with price, price elasticity 
of demand is less than one (i.e., demand is inelastic). 

 In other words, with the fall in price, total expenditure (Total revenue) decreases or 
with a rise in price, total expenditure (Total revenue) increases. 

 
 

 
 
 
 
 
Case II: Elastic Demand: 

 When the total expenditure (Total revenue) varies inversely with price, price 
elasticity of demand is greater than one, (i.e. demand is elastic). 

 In other words, with the fall in price, total expenditure (Total revenue) increases, or 
with a rise in price, total expenditure (Total revenue) decreases. 
  
 
 
 
 
 
 
 
 

Case III: Unitary Price Elasticity: 
 When the total expenditure (Total revenue) remains the same, whatever may be the 

change in the price level, price elasticity of demand is said to be unity. 
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Geometrical Method or Point Method for Calculating Price Elasticity of Demand: 
 According to point method, elasticity of demand at any point is measured by 

dividing the lower segment of demand curve with the upper segment of the demand 
curve at that point. It can be calculated by dividing the lower segment by upper 
segment. 
 
 

 

FACTORS DETERMINING PRICE ELASTICITY OF DEMAND FOR A GOOD 
Nature of Commodity  

 Elasticity of demand of a commodity is influenced by its nature. 
 The demand for necessities of life (commodities satisfying minimum basic needs) is 

less elastic. They are required for human survival and they have to be purchased 
whatever may be the price. Therefore, demand for necessities of life does not 
fluctuate much with price changes. 

 Whereas, demand for luxury goods is more elastic than the demand for necessities. 
When the price of luxuries falls, consumers buy more of them and when the prices 
rises, demand contracts substantially. 

 Please remember the term “luxury” is a relative term, as a luxury for a low-income 
earning worker may be a necessity for rich employer. 
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Availability of substitutes/Substitute goods 
 If close substitutes for the commodity are available, the demand for the commodity 

will be elastic. The reason is that even a small rise in its prices will induce the buyers 
to go for its substitutes. For example, Pepsi and Coke are considered fairly close 
substitutes. If the price of coke increases, Pepsi becomes relatively cheaper. 
Consumer will buy more of Pepsi and less of relatively expensive Coke. 

 However, the demand for a commodity (such as salt) having no close substitutes is 
inelastic. 

 
Income Level 

 Higher income level groups have less elasticity of demand for any commodity as 
compared to the people with low incomes. It happens because rich people are not 
influenced much by changes in the price of goods. 

 But, poor people are highly affected by increase or decrease in the price of goods. 
As the result of, demand for lower income group is highly elastic. 

 
Level of price/Own price of a good 

 Higher own price of a good or Costly goods like car, gold etc. have highly elastic 
demand as their demand is very sensitive to changes in their prices. 

 However, demand for inexpensive goods like thread, needle etc. is inelastic as 
change in prices of such goods do not change their demand by a considerable 
amount. 
 

Postponement of Consumption 
 Commodities like ice cream, soft drinks, etc. whose demand is not urgent, have 

highly elastic demand as their consumption can be postponed in case of an increase 
in their prices. 

 However, commodities with urgent demand like life saving drugs, have inelastic 
demand because of their immediate requirement. 
 

Number of Uses: 
 If the commodity under consideration has many alternative uses, its demand will be 

highly elastic. For example, electricity. 
 As against it, if commodity under consideration has only limited uses, its demand will 

be highly Inelastic. 
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Share in Total Expenditure 
 If a smaller proportion of consumer’s income is spent on a particular commodity, its 

elasticity is highly inelastic because lesser proportion of consumer income is spent 
on consumption of these commodities. Demand for goods like salt, needle, etc. 
tends to be inelastic as consum ers spend a small proportion of their income on such 
goods. When prices of such goods change, consumers continue to purchase almost 
the same quantity of these goods. 

 As against it, if a larger proportion of consumer income is spent on the commodity, 
elasticity of demand is highly elastic. 
 

Time Period  
 Price elasticity of demand for a commodity also affected by time period. 
 Demand is inelastic in the short period as consumers find it difficult to change 

their habits during short period. 
 As against it, demand is highly elastic during long period as their is availability of 

close substitutes in long period. 
 
Habits 

 The demand for those goods that are habitually consumed is inelastic. The reason is 
that such commodities become a necessity for the consumer, and even if prices 
change, consumers continue to purchase and consume the commodity.  

 Examples of habit-forming commodities include alcoholic beverages, tobacco (in its 
various forms) consumption and even tea and coffee. 

 As against it, if a person is not habitual, demand is elastic. 
 
IMPORTANT TERMS 

 Elasticity of Demand: The degree of responsiveness of demand to the changes in 
determinants of demand (Price of the commodity, Income of a Consumer, Price of 
related commodity) is known as elasticity of Demand. 

 Price elasticity of Demand: The degree of responsiveness of quantity demanded 
to changes in price of commodity is known as price elasticity of Demand. 

 Percentage Method/Flux Method: According to this method, price elasticity of 
demand is measured by dividing the percentage change in quantity demand by the 
percentage change in price. 

 Unitary elastic demand: If percentage change in the quantity demanded is equal to 
percentage change in price of the commodity, then ED = 1 and the result is known 
as unitary elastic demand. 
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 More than unitary elastic demand or elastic demand: If percentage change 

in quantity demanded is more than the percentage change in price of the 
commodity then, ED > 1 and result is known as more than unit elastic demand. 

 Less than unitary elastic demand or inelastic demand: If percentage change in 
quantity demanded is less than the percentage change in price of the commodity, 
then ED < 1 and the result is known as less than unit elastic demand. 

 Perfectly Elastic Demand: If quantity demand changes and price remains constant, 
then ED = α and the result is known as perfectly elastic demand. 

 Perfectly Inelastic Demand: If price changes, and quantity demand remains 
constant, then ED = 0 and the result is known as perfectly Inelastic Demand. 

 Total expenditure method: It indicates the direction in which total expenditure on 
a product changes as a result of change in price of the commodity. 

 Geometric method or point method: According to point method, elasticity of 
demand at any point is measured by dividing the lower segment of demand curve 
with the upper segment of the demand curve at that point. It can be calculated by 
dividing the lower segment by upper segment. 
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Chapter – 5 
       Production 

 
PRODUCTION FUNCTION (SHORT PERIOD AND LONG PERIOD) 

 The relationship between physical input and physical output of a firm is generally 
referred to as production function. The general form of production function is, q = f 
( x1, x2) where, q = output, x1 = 1 input like labour, x2= another input like machinery 

 Variable factors refer to those factors, which can be changed in the short run. They 
vary directly with the output. For example, Labour, raw material, etc. 

 Fixed factors refer to those factors which cannot be changed in the short run. They 
do not vary directly with the output. For example, Capital, land, plant and machinery, 
etc. 

 A short period refers to the period of time in which a firm cannot change some of 
its factors like plant, machineiy, building, etc. due to insufficiency of time but can 
change any variable factor like labour, raw material, etc. Thus, in short run, there will 
be some factors of production that are fixed at predetermined levels, e.g., a farmer 
may have fixed amount of land. 

 A long period is a time period during which a firm can change all its factors of 
production including machines, building, organization, etc. In other words, it is a 
period of time during which supplies can adjust itself to change in demand. Mind, 
here the terms long period and short period are functional and do not refer to a 
calendar month or a year. This distinction depends merely upon how quickly factor 
inputs can be change by producers in an industry. 

 Short run production function can be defined, when application of one factor is 
varied while all the other factors are kept fixed (constant). The law that operates 
here, is known as “law of returns to a factor”. In this factor ratio that is, land-labour 
ratio changes. For example, on 5 acres of land, 10 labour can be employed. So, 
initially factor ratio will be 5 : 1, when we employ another labour, the factor ratio 
changes to 5 : 2. So, factor ratio changes during short period. 

 Long run production function can be defined as, when application of all the factors 
is varied (changed) in the same factor proportion, the law that operates in such a 
situation is known as law of returns to scale’. 

 

TOTAL PRODUCT, AVERAGE PRODUCT AND MARGINAL PRODUCT 
Total product or total return to an input 

 It refers to total volume of goods and services produced by a firm with the given 
input during a specified period of time. In a short period of time if a firm wants to 
increase its total product then it can do so by increasing the variable factors of 
production only because fixed factors of production remain fixed and do-not 
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fluctuate with the fluctuation in production. However, in the long period, 
increase in all the factors of production can increase level of output. 

 Note: But mind it, in short period, total product can be increased upto a particular 
point only because after that point TP starts decreasing. 

 To calculate Total Product, we have to add Marginal Product: 
 
 
 
 
 
 
 
 

 To calculate Total Product, we have to use this farmula: Total product=APL x Units 
of variable factor. 
 
 
 
 
 
 
 
 

 Average product or Average return to an input: It is per unit total product of 
variable factors. It is calculated by dividing the total Product by the units of variable 
factor. 
 

 Marginal Product or Marginal Return to an Input: It is an addition to the total 
product when an additional unit of a variable factor is employed. 
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Total Product, Average Product and Marginal Product with the help of schedule and 
diagram are as follows: 
  
 
 
 
 
 
 

 

EXPLANATION OF A CURVES 
 TP increases continuously from points O to A. It increases at an increasing rate 

(convex shape) from O to P and at a diminishing rate (concave shape) from P to A. 
TP is maximum at A and remains so upto point B. After point B, Total product falls. 

 MP curve initially rises, reaches its maximum and ultimately declines taking the 
shape of inverted U. 

 Similarly, AP curve first rises, reaches its maximum and then declines taking the 
shape of an inverted U. 

 Return to a variable factor states that change in the physical output of a good when 
only the quantity of one input is increased, while that of other input is kept constant. 
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LAW OF VARIABLE PROPORTIONS 
The law of variable proportion  

 States that as we increase the quantity of only one input, keeping other inputs fixed, 
the total product increases at an increasing rate (convex shape) in the beginning, 
then increases at diminishing rate (concave shape) and after a level of output 
ultimately falls. 
 

Assumptions of Law of Variable Proportions  
 Only one input is variable, the other is held constant or fixed. 
 It is possible to change the proportion in which the factor units are combined. 
 It assumes a short run. 
 The state of technology is given and remains unchanged. 
 Price of factors of production do not change. 

 
It can be explained with the help of schedule and diagram 
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Explanation of Each Phase 
Phase I:  

 Phase of increasing return or Increasing Return to factor 
 It is called the stage of increasing returns. 
 The total product increases at an increasing rate (convex shape) up to point P. The 

marginal physical product of labour (MP) is increasing and reaches its highest point 
Pp vertically downwards to point P. 

 Point P is called the point of inflexion. At point P, the curvature of the TPP curve 
changes. It stops increasing at an increasing rate and starts to increase at a 
diminishing rate. 

 In the first stage, firm is moving towards achievement of ideal combination of 
factors in which TP is increasing at an increasing rate at every level of output. 

 So, instead of stopping its production, the firm will rather continue employing 
additional units of a variable factor. 

 
Phase II:  

 Stage of Diminishing Returns or Diminishing Return to factor 
 The total product (TP) continues to increase, but at a diminishing rate (concave 

shape) and eventually becomes the highest. 
 MP is diminishing but is positive. 
 The stage comes to an end, when Marginal Product (MP) = 0 and Total Product (TP) 

is maximum and constant. 
 The firm would like to operate in the second phase because TP is maximum and 

there is proper utilization of fixed factor. 
 
Phase III:  

 Phase of Negative returns or Negative Return to factor 
 In this stage the total product declines in absolute terms. 
 The marginal product becomes negative.  
 The firm cannot operate in the third stage where MP is negative and TP starts 

declining as we are moving beyond the optimum degree of specialisation. 
 
There are 3 important reasons or causes for the operation of increasing returns 

 Proper utilization of the fixed factor 
 In the initial stage of production the units of variable input i.e., labour) is so less that 

fixed inputs cannot be effectively utilized. 
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 Proper utilization of the fixed factor can be attained when more and more units 

of variable factor (labour units) are applied to the fixed factor (land), the fixed factor 
will be used intensively and output will increase rapidly. 

 Indivisibility of fixed factor 
 Indivisibility of fixed factor means that due to technological requirements a 

minimum amount of fixed factor must be employed, whatever the level of output, 
i.e., fixed factor cannot be divided into smaller units. 

 Thus, as more units of variable factors are employed with an indivisible fixed factor, 
output increases due to fuller and more effective utilization of the fixed factor. 

 Specialization and division of labour initially there was only one labour working on all 
the 5 acres of land ploughing, watering, etc. 

 As the number of labour units increases, each worker specialized in a particular 
activity leads to specialization of the variable units and this resulted in increased 
output. 

 
Reasons for diminishing returns 

 The non-optima! Combination of variable factor with the fixed factor 
 When a given quantity of a fixed factor is combined with more and more units of 

variable factor, the additional units of variable factor will have smaller and smaller 
quantity of fixed factor to work with them. 

 As many workers share the same fixed factor, the share of each would obviously fall. 
Therefore, the cooperation of the fixed factor is not available to the same extent. 
Thus, an increase in the variable factor would add less and less to total output. 

 
Imperfect Substitutes 

 Diminishing return to factor occurs because variable factor and fixed factor are 
imperfect substitutes to each other. 

 Technically speaking, there is a limit to which variable factor can be applied to fixed 
factor and that limit depends upon the efficiency of fixed factor. So, variable factor 
and fixed factor are imperfect substitutes to each other. 

 
Reasons for Negative returns 
Scarcity of Fixed Factor 

 During a short period, there is a limitation that we cannot change the fixed factor. 
 So, variable factor can be change upto a certain limit and that limit depends upon 

the efficiency of fixed factor. If we cross that limit, the total product starts falling. 
 
 
 

http://www.upscconnect.com/


 

 

www.upscconnect.com               
9899781744, 8851330108 

152 

 
 

Efficiency of Variable Factor Fall 
 In this stage the amount of variable factor becomes excessive relative to the fixed 

factor. This happens when too many LABOUR are engaged in cultivating on a given 
piece of land. 

 Instead of helping each other in production they cause overcrowding and chaos and 
thus hamper each other’s work. In such a case, the contribution of additional labour 
to production is bound to be negative. 

 Thus, the marginal returns become negative and the total returns start diminishing. 
 
Efficiency of Fixed Factor Fall 

 Too much of a variable factors may also lead to the inefficiency of the fixed factor 
as well. 

 In case of machine, which is a fixed factor, too much of labour may cause lot of wear 
and tear of machinery, frequent breakdowns and excessive cost of maintenance. 
This is bound to affect total production adversely. 

 In such a situation it is advisable to reduce the units of the variable factor than to 
increase it with a view for getting maximum production. 
 

Law of Diminishing Marginal Returns 
 The Law of diminishing marginal return states that when we applied more and 

more units of variable factor to a given quantity of fixed factor, total product 
increases at a diminishing rate and marginal product falls. 

 Law of diminishing marginal returns is a classical theory and classical economists 
treated it as a separate Law. But according to modern economists, this law indicates 
just one aspect (aspect of diminishing returns) of law of variable proportion. 

 
IMPORTANT TERMS  

 Production function: The relationship between physical input and physical output 
of a firm is generally referred to as production function.The general form of 
production function is, q = f ( x1 ,x2) where, q = output, x1 = 1 input like labour, x2 = 
another input like machinery 

 Variable factors: It refer to those factors, which can be changed in the short run. 
They vary directly with the output. For example, Labour, raw material, etc. 

 Fixed factors: It refer to those factors which cannot be changed in the short run. 
They do not vary directly with the output. For example, Capital, land, plant and 
machinery, etc. 
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 Short period: It refers to the period of time in which a firm cannot change 

some of its factors like plant, machinery, building, etc. due to insufficiency of time 
but can change any variable factor like labour, raw material, etc. 

 Long period: It refers to a time period during which a firm can change all its factors 
of production including machines, building, organization, etc. 

 Total product: It refers to total volume of goods and services produced by a firm 
with the given input during a specified period of time. 

 Average product: It is per unit product of variable factors. It is calculated by 
dividing the total Product by the units of variable factor. 
Average Product=Total Product/Unit of Variable Factor 

 Marginal Product: It is an addition to the total product when an additional unit of a 
variable factor is employed. 
MP=Change in output /Change in input =Δq/ΔL 

 Return to a factor: It states that change in the total output of a good when only the 
quantity of one input is increased, while that of other input is kept constant. 

 Law of variable proportion: It states that as we increase the quantity of only one 
input, keeping other inputs fixed, the total product increases at an increasing rate in 
the beginning, then increases at diminishing rate and after a level of output 
ultimately falls. 

 Law of diminishing marginal return: It states that when we applied more and more 
units of variable factor to a given quantity of fixed factor, total product increases at 
a diminishing rate and marginal product falls. 
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Chapter – 6 
Cost 

COST IN ECONOMICS 
Cost of producing  

 A good, in Economics is the sum total of all the, Direct expenditure (actual money 
expenditure of a firm on purchasing goods or hiring factor services, called explicit 
cost). 

 Indirect expenditures (imputed value of the owners estimated value of inputs 
provided, called ‘implicit cost’). 

 Certain minimum profit (refers to that amount of profit which a producer must get 
in the long run to continue to produce the given goods, called ‘normal profit’.) 
So, the sum total of explicit cost, implicit cost and normal profit is called economic 
cost. 

 
Explicit Cost 

 It refers to the actual money expenditure of a firm on purchasing goods or hiring 
factor services and non-factor inputs (like raw material, electricity, fuel etc.) 

 In other words, “explicit cost are those cash payments which the firm makes to 
outsiders for their goods and services.” 

 For example—explicit cost of biscuit factory consists of flour, milk, sugar etc. 
purchased from outside and rent, electricity, wages, interest etc paid to factor of 
production. 

 
Implicit Cost 

 Implicit cost is the imputed or estimated value of inputs supplied by the owner of 
the firm himself. 

 In other words, implicit costs are cost of self-supplied factors of production, which 
are generally not recorded in firm’s account book. 

 Implicit costs of a biscuit factory are imputed rent of owner’s own factory building , 
imputed wages for owner’s working as a manager himself, imputed interest on his 
money capital used in the factory, depreciation. 

 
SHORT RUN COST 
Cost function  

 Shows functional relationship between output and cost of production. It 
gives the least cost combination of inputs corresponding to different levels of 
output. Cost function is given as:C = f(X), ceteris paribus, where, C = Cost and X = 
Output. 
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Short Run cost   
 Those in which some factors of production are fixed and others are variable. So, it is 

divided into two parts: 
 Fixed costs  
 Variable costs 

 
Total Fixed Cost (Supplement/Indirect/Overhead Cost) 

 Fixed costs are those costs of production which do not change with a change in 
output. 

 These are the costs incurred on fixed factors, like rent of land and building, interest, 
etc. These are unavoidable contractual costs. 

 Fixed costs are also called overhead costs or general costs because these are 
common for all the units produced. These costs are also called supplementary costs 
or indirect costs. 

 The shape of Total fixed Cost is horizontal (Parallel to X-Axis). They have to be 
incurred when the output is large or small or even zero. 

  
 

 
 
 
 
 
 
 
 
Total Variable Cost (Prime/Direct Cost) 

 The cost incurred on variable factors of production is known as TVC. 
TVC = TC – TFC 

 TVC is very much related with the production and fluctuates with the fluctuation in 
production. In case of zero level of production, TVC would also be zero. 

 For example, Wages of casual labour, payment for raw material, etc. 
 The shape of Total Variable Cost is Inverse S-shape because of Law of variable 

Proportion. There are two phases on which shape of total variable cost depends. 
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 In the first phase, TVC increase at to lower cost of production. This is because of 
proper utilization of fixed factor by employing more units of variable factor, 
specialization and division of labour. diminishing rate, [concave shape] i.e., every 
additional unit of output produced leads 

 In the second phase, TVC increase at an increasing rate, [convex shape] 
i. e., every additional unit of output produced leads to higher cost of production. This 
is because of non-optimal combination of variable factor with the fixed factor. 

 
Total Cost 

 During production, the expenditure incurred on various factors of production is 
known as total cost. 

 The thing, is has to remember, is that enterprise is one of the factors of production 
and the return of enterprise is normal profit. So, normal profit is also included in total 
cost. 

 In other words, it is a sum of total fixed cost and total variable cost. 
TC = TFC + TVC 

 The shape of Total Cost is Inverse S- shaped because of law of variable Proportion. 
 TC is divided into two parts TFC and TVC such that TC = TFC + TVC. 

 
 
 
 
 
 
 
 

 TFC curve is a horizontal line parallel to the x-axis. 
 TVC is inverse S-shaped starting from the origin due to law of variable 

proportion. 
 TC is aggregate of TFC and TVC. TC curve is inverse S-shaped starting from 

the level of fixed cost. The reason behind it shape is the law of variable 
proportion. 
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Average Fixed Cost (AFC) 
 The per unit cost incurred on fixed factors of production is known as average fixed 

cost. 
 AFC falls as output increases because AFC 

 
 
 
 
 
 
 
 
 

 The shape of AFC curve is a rectangular hyperbola as area under AFC curve (i.e. total 
fixed cost) remains same at different levels of output. 

 
Average Variable Cost (AVC) 

 The per unit cost incurred on variable factors of production is known as AVC. 
 

 
Average Variable Cost  

 U-shaped because of Law of Variable Proportion. 
 As we know the shape of AVC depends upon the shape of TVC. Initially, TVC 

increases at diminishing rate (because Total Product Increases at increasing Rate), 
that makes the AVC to fall. 

 Thereafter, TVC increases at increasing rate (because Total Product Increases at 
diminishing Rate), that makes the average variable cost to rise. 

 So, from inverse S-shape, TVC curve, we derive the U shape AVC curve. It can also 
be explained with the help of the following schedule and diagram. 
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Average Total Cost/Average Cost (ATC) 
 The per unit cost incurred on various factors of production is known as average cost. 

In other words, it is the sum total of average variable cost and average fixed cost.  
 
 
 
 
 
 

 Average Cost is U-Shaped because of Law of variable 
proportion: 

 The shape of average cost (AC) depends upon 
total cost (TC). 

 Initially, total cost (TC) increases at a diminishing 
rate (Total Product increases at Increasing rate), 
which makes its average, i.e., average cost (AC) 
to fall, then reaches its minimum point. 

 Thereafter, total cost (TC) increases at increasing 
rate (Total Product increases at diminishing rate), which makes the average 
cost (AC) to rise. This type of production behaviour shows operation of law of 
variable proportion. 
 

 Average Cost is also U-shaped because of Average 
Variable Cost and Average Fixed Cost: 

 In the beginning, we find that as output increases 
both AVC and AFC fall, therefore AC curve falls 
sharply. 

 When AVC has started rising and AFC is falling, 
AC may continue to fall if the fall in AFC is more 
than the rise in the AVC curve. 

 But with further increase in output, AC would 
start increasing because the rise in AVC offsets the fall in AFC. 

 Therefore, the shape of the AC curve would be U-shaped—first falling and 
then rising. 

 Marginal Cost The cost incurred on additional unit of output is known as Marginal 
cost. 

 As we know the shape of MC depends on the shape of TVC or TC. Let us 
suppose TVC. 
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 Initially, TVC increases at a diminishing rate (Total Product increases at 
Increasing rate), which makes the gap of TVC, i.e. MC to fall. 

 Thereafter, TVC increases at an increasing rate (Total Product increases at 
diminishing rate) which makes the marginal cost to rise. 

 So, from inverse S-shape TVC curve, we derive U shape MC curve. It can be 
explained with the-help of following schedule and diagram. 
  

 

 

 

RELATIONSHIP BETWEEN THE COST AND CURVE 
Relationship between AC and MC 

 The relationship between marginal cost anci average costs can be shown with the 
help of schedule. 

 The table given below shows the marginal costs, total costs and average costs at 
different levels of output. 

  
  
 
 
 
 
 
 

 When MC is less than AC, AC falls (because MC pulls AC down). It can be seen from 
the first three units of the table. 

 When MC = AC, AC is constant and at its minimum. It can be seen from the fourth 
unit of the table. 

 When MC is more than AC, AC rises (because MC pulls 
up AC). It can be seen from the fifth unit of the table. 

 The relationship between marginal cost and ave]rage 
cost with the help of Diagram: 

 As long as MC is below AC, AC curve falls till 
intersection at point E. 

 When MC curve comes to fall, it falls more rapidly than 
AC curve and reaches its minimum point B earlier than 
the AC curve reaches its minimum point E. 
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Therefore, MC curve is rising from B to E whereas AC curve is still falling from 
A to E. 

 When MC curve is rising, it cuts the AC curve at its 
minimum point E and after that point MC is above than AC. 

 
Relationship between TC and MC 

 When Marginal Cost falls, Total Cost increases at a 
diminishing rate. 

 When Marginal Cost is minimum (at point P), Total Cost is 
at its inflexion point (at point P1). 

 When Marginal Cost rises, Total Cost increases at an 
increasing rate. 

 
Relationship between Average Cost, Average Variable Cost 
and Marginal Cost  

 As long as MC curve is below than AVC and AC Curve, AVC 
and AC curve fall till their intersection at a point E and E1. 

 When MC curve comes to fall, it falls much rapidly than 
AVC and AC curves and reaches its minimum point A 
earlier than AVC and AC Curve reaches their minimum 
point E and E1 

 Therefore, MC Curve is rising from A to E whereas AVC is 
still falling from B to E and similarly, MC is rising A to E1 and 
AC still falls from C to E1 

 When MC curve is rising it cuts the AVC and AC curves at their minimum point E and 
E1 

 Thereafter, AVC and AC curve rise because MC is above than AVC and AC curves. 
 
Relationship between Average Variable Cost and Marginal Cost 

 Both AVC and MC curve are U-shaped reflecting the law of 
Variable proportion. 

 The minimum point of AVC curve (point b) will always occur 
to the right of the minimum point of MC curve (point a). 

 When AVC is falling, MC is below AVC. 
 When AVC is rising, MC is above AVC 
 When AVC is neither falling nor rising, MC = AVC (point b). 
 There is a range over which AVC is falling and MC is rising. 

This range is between the v output levels Xa and Xb. 
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Chapter –7 
Supply 

INTRODUCTION 
 Stock refers to total quantity of a particular commodity that is available with the 

firm at a particular point of time. 
 Supply refers to the quantity of a commodity that a firm is willing and able 

to offer for sale, at each possible price during a given period of time. 
 In other words, supply is that part of stock which is actually brought into the market 

for sale. Stock can never be less than supply. 
 For example, a seller has a stock of 50 tonnes of sugar in the go down. If the seller is 

willing to sell 30 tonnes at a price of Rs. 37 per kg, then supply of 30 tonnes is a part 
of total stock of 50 tonnes. 

 Market supply refers to the quantity of a commodity that all firms are willing and 
able to offer for sale at each possible price during a given period of time. 
 

Factors affecting personal (individual) supply: 
 
 
 
 
 
 
Price of the commodity 

 Positive relationship exists between price of the commodity and supply of that 
commodity. 

 It means, with the rise in price of the commodity, the supply of that commodity also 
rises and vice-versa. 

 
Price of the factors of production 

 This also influences the supply since price of factors (rent, wages, interest, and 
profit) constitutes the cost of production of a commodity. 

 An increase in the price of a factor of production may lead to fall in production of a 
commodity shifting the supply curve to the left. 

 As against it, a producer may supply more of a commodity at a given price if the 
prices of factors fall shifting the supply curve to the right. 

 
State of technology 

 When there is technological progress in the firm, then cost of production will 
decrease, which leads to increase in the profit margin of the firm and thereby shifts 
the supply curve rightward. Supply of those goods which are being produced with 
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old and inferior technology causing increase in cost of production will decrease 
the total output and shift the supply curve to the left. 

 
Unit tax: 

 A unit tax is a tax that the government imposes per unit sale of output. 
 For example, suppose that the unit tax imposed by the government is? 3. Then, if the 

firm produces and sells 20 units of the goods, the total tax that the firm must pay to 
the government is 20 * 3 = 60. 

 So, if the unit tax increases, the firm’s cost of production increases which will shift 
the supply curve leftward. Similarly, if the unit tax decreases, the firm’s cost of 
production decreases, which will shift the supply curve rightward. 

 
Price of other goods: 

 Suppose a firm produces more than one product with its given resources. 
 An increase in the price of other goods induces the firm to produce more of other 

goods to earn more profit and less of goods whose prices remained unchanged. 
 
Objective of the firm: 

 Sometimes a firm may be induced to increase supply of a commodity not because 
it is more profitable, but because its supply is a source of status and prestige in the 
market. 

 Similarly, a firm may increase production just to achieve the goal of maximum sale 
or maximum employment. 

 
Factors affecting Market supply 

 Price of the commodity 
 Price of the factors of production 
 State of technology 
 Unit tax 
 Price of other goods 
 Objective of the firm 

 
Number of firms in the Market 

 When the number of firms in the industry increases, market supply also increases 
due to large number of producers producing that commodity. 

 However, market supply will decrease, if some of the firms start leaving the industry 
due to losses. 
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Future Expectation regarding price 
 If sellers expect a rise in price in near future, current market supply will decrease in 

order to raise the supply in future at higher prices. 
 However, if the sellers fear that the prices will fall in the future, they will increase the 

present supply to avoid losses in future. 
 Means of transportation and communication Proper infrastructural development, 

like improvement in the means of transportation and communication, helps in 
maintaining adequate supply of the commodity. 

 Supply function shows the relationship between quantity supplied for a particular 
commodity and the factor influencing it. 

 
Individual supply function  

 Refers to the functional relationship between supply and factors affecting the 
supply of a commodity. 

 It is expressed as, Sx = f (Px, P0, Pf, St, T, O) Where, Sx = Supply of the given commodity 
x. 

 Px= Price of the given commodity x. 
 P0 = Price of other goods. 
 Pf = Prices of factors of production. 
 St= State of technology. 
 T = Taxation policy. 
 = Objective of the firm. 

 
Market supply function  

 Refers to the functional relationship between market supply and factors affecting 
the market supply of a commodity. 

 As we know, market supply is affected by all the factors affecting the individual 
supply. 

 In addition, it is also affected by some other factors like number of firms, future 
expectations regarding price and means of transportation and communication. 
Market supply function is expressed as, Sx = f(Px, P0, Pf, St, T, O, N, F, M) 

 Where, Sx = Market supply of given commodity x. 
 Px= Price of the given commodity x. 
 P0 = Price of other goods. 
 Pf = Prices of factors of production. 
 St= State of technology. 
 T = Taxation policy. 
 O = Objective of the firm. 
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 N = Number of firms. 
 F = Future expectation regarding price of given commodity x. 
 M = Means of transportation and communication. 

 
Supply schedule  

 This is a table showing various quantities of a commodity offered for sale 
corresponding to different possible prices of that commodity. 

 Supply schedule is of two types: 
 Individual supply schedule 
 Market supply schedule 

 
 Individual supply schedule Refers to the supply schedule of an individual firm in the 

market.  
 Market supply schedule refers to supply schedule of all the firms in the market 

producing a particular commodity. It is obtained by adding all the individual 
supplies at each and every level of price. Market supply is calculated as,  SM= SA + 
SB + …. Where Sm is the market supply and SA + SB+ … are the individual supply of 
supplier A, supplier B and so on. Let us understand the derivation of market supply 
schedule with the help of Table (Assuming that there are only 2 producers A and B 
in the market). 

 
 
 
 
 

  
 
 
 
 

 As seen in table market supply is obtained by adding the supplies of suppliers A and 
B at different prices. At price of Rs. 10 market supply is 150 units. When price rises 
to Rs. 20, market supply rises to 300 units. So, market supply schedule also shows 
the direct relationship between price and quantity supplied. 

 Supply curve refers to a graphical representation of supply schedule. It shows 
direct relationship between price and quantity supplied, keeping other factor 
constant. Supply curve is of two types: 

 Individual Supply Curve  
 Market Supply Curve 
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 Individual supply curve refers to a graphical representation of individual 

supply schedule. With the help of information given in supply schedule (see table), 
the supply curve for an individual firm can be drawn as shown in figure: 

 
 
 
 
 
 
 
 
  

 In figure, quantity supplied is taken on the horizontal axis and price on the vertical 
axis. At each possible price, there is a quantity, which the firm is willing to sell. 

 Point ‘A’ shows that 50 units are supplied at the price of Rs. 10. Point ‘B’ shows that 
100 units are supplied at Rs. 20. 

 By joining all the points (A to E), we get a curve that slopes upward. The supply curve 
SS slopes upward due to positive relationship between price and quantity supplied. 

 Market supply curve refers to a graphical representation of market supply 
schedule. It is obtained by horizontal summation of individual supply curves.  

 Let us graphically convert the market supply schedule (table) into a market supply 
curve (see figure). 

 
 
 
 
 
 
 
 
 
 

 As seen in the diagram, quantity supplied is shown on the horizontal axis and price 
on the vertical axis. and SB are the individual supply curves. 
Market supply curve (SJ) is obtained by horizontal summation of the individual 
supply curves. 

 At the price of Rs. 10 per unit both the firms will supply a total number of 150 units. 
When price rises to Rs. 20 per unit, market supply rises to 300 units. 
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 Market supply curve is also positively slopeddue to positive relationship 

between price and quantity supplied. Quantity Supplied 
 Market supply curve is flatter than all individual supply curves. It happens because 

with a rise in price, the proportionate rise in market supply is more than the 
proportionate rise in individual supplies. 

 Other things being constant (Ceteris Paribus), based on price of the commodity; 
then it is known as Law of Supply. It means, quantity supplied of the commodity rises 
due to rise in price of the commodity and vice-versa.  

 Ceteris Paribus means: 
 Price of other commodity remains constant. 
 Technology of production should not change. 
 Cost of production remains constant. 
 Taxation policy of the government should not change. 
 Objective of the firm remains constant. 

 The law of supply makes a qualitative statement only and not quantitative. It 
indicates the direction of change in the amount supplied and it does not indicate the 
magnitude of change. 

 Law of supply is one sided. It explains only the effect of change in price on the 
quantity supplied. It states nothing about the effect of change in quantity supplied 
on the price of the commodity. 

 The schedule and diagram are as follows: 
  

 

 

 

 

Movement along the Supply Curve or Change in Quantity Supplied 
 It is based on law of supply which states that quantity supplied of the commodity 

changes due to the change in price of the commodity. 
 The change in quantity supply due to the change in the price of the commodity is 

known as Movement along the supply curve. It may be of two types; namely, 
 Expansion in supply (increase in quantity supplied) 
 Contraction in supply (decrease in quantity supplied) 
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 Expansion in supply (increase in quantity supplied or upward movement along 

supply curve): 
 It is based on law of supply which states that quantity supplied of a commodity 

rises due to the rise in price of the commodity. 
 The rise in quantity supplied due to the rise in price of the commodity is known 

as expansion in supply. 
 
 
 
 
 
 

 
 

 
 In the given diagram price is measured on vertical axis whereas quantity supplied is 

measured on horizontal axis. 
 A producer is supplying OQ quantity at OP price. But, due to the rise in price from 

OP to OP1, the quantity supplied increases from OQ to OQ1; which is known as 
expansion in supply. 

 Contraction in supply (decrease in quantity supplied or Downward movement 
along Supply Curve): 

 It is based on law of supply which states that quantity supplied of a commodity falls 
to the fall in the price of the commodity. 

 The fall in the quantity supplied due to the fall in price of the commodity is known as 
contraction in supply. 

 
 
 
 
 
 
 
 
 

 In the given diagram, quantity supplied is measured on horizontal axis and price is 
measured on vertical axis. A producer is supplying OQ quantity at OP price. 
But, due to fall in price from OP to OP1, the quantity supply falls from OQ to OQ1, 
which is called contraction in supply. 
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Shift in Supply Curve or Change in Supply 
 It is based on factor other than price. If supply changes due to the change in the 

factors other than price, then it is known as shift in supply curve. 
 

It may be of two types: 
 Increase in supply: An increase in supply means that producers now supply more at 

a given level of price of a commodity. 
 It’s conditions are: 

 Fall in the prices of remuneration of factors of production. 
 Fall in the prices of other commodities. 
 Improvement in technology. 
 Taxation policy of government falls. 

 Change in objective of producer (inducing them to increase supply at the same 
price.) 

 In the given diagram price is measured on vertical axis whereas, quantity supplied is 
measured on horizontal axis. A producer is supplying OQ quantity at OP price. 
But, due to the changes in the factors other than price, the supply curve shifts 
rightward from SS to S1S1. 

 
 
 
 
 
 
 
 

  
 With the rightward shift in supply curve from SS to S1S1, the quantity supplied rises 

from OQ to OQ1; which is known as increase in supply. 
 Decrease in Supply: A decrease in supply means that producers now supply less at 

a given level of price of a commodity. 
 

It’s conditions are: 
 Rise in the prices of remuneration of factors of production. 
 Rise in the prices pf other goods. 
 When the technology becomes outdated 
 Taxation policy of government rises. 
 Change in objective of producer (inducing them to decrease supply at the same 

price). 
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 In the given diagram, quantity supplied is measured on horizontal axis 
whereas price is measured on vertical axis. A producer is supplying OQ 

quantity at OP price. 
 

 
 
 
 
 
 
 
 

 But, due to changes in the factors other than price the supply curve shifts leftward 
from SS to S1S1 with the leftward shift in the supply curve from SS to 
S1S1 the quantity supplied falls from OQ to OQ1, which is known as decrease in 
supply. 

 
CAUSES AND EXCEPTIONS TO THE LAW OF SUPPLY 

 There is a positive relationship between price of the commodity and quantity 
supplied for that commodity which causes supply curve to slope upward from left 
to right. 

 
It is because of the following reasons: 
Change in stock: 

 With the increase in the price of the commodity sellers are ready to sell more from 
their old stock of goods. 

 On the other hand, when price of a commodity decreases, sellers would like to 
increase their stock to avoid losses. 

 
Profit and loss:  

 With the rise in price producers generally increase their production in view of higher 
profit possibilities and vice-versa. 

 Entry or exit of firms: When the price of a commodity increases, new firms enter into 
the industry with the view to earn profits which in turn increases the supply. 

 On the other hand, when price starts falling, marginal firms (or inefficient firms) 
leave the market to avoid expected losses which thereby decreases the supply. 
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Exceptions to law of supply are: 
 Future expectations: The law will not apply if there are future expectations for 

further change in prices.For example, if sellers expect further fall in prices in future, 
they would be ready to sell more even at low prices. 

 Agricultural goods: The supply of agricultural goods depends more on natural 
factors such as drought, floods, natural calamities etc. and less on their prices. 
Perishable goods: The supply of perishable goods, like milk, vegetables, fish, eggs, 
etc. is also not affected by their prices. Sellers cannot hold these goods for long. 

 Rare articles: In case of some precious and rare goods also, the law of supply does 
not apply. Artistic goods of high quality and poems written by top class poets come 
under this categoiy. Their supply cannot be increased even when their prices rise. 

 Backward countries: The law of supply loses its applicability in backward countries 
where production and supply cannot be increased merely because of rise in prices. 
Here resources which are urgently required for production are lacking. 

 
Elasticity of Supply and Price Elasticity of Supply (PES/ES) 

 The degree of responsiveness of quantity supplied due to the changes in 
determinants of supply (price of other commodity, price of factors of production, 
technology, etc.) is known as elasticity of supply. 

 The degree of responsiveness of quantity supplied due to the changes in price of 
the commodity is known as price elasticity of supply. 

 It is quantitative statement, i.e., it tells us the magnitude of the change in quantity 
supplied as a result of change in price. 

 Percentage method/flux method for calculating price elasticity of supply: 
According to this method, elasticity is measured as the ratio of percentage change 
in the quantity supplied to percentage change in the price. 

 Percentage change in quantity supplied = Injtw Quantity Supplie(J |Q) 
 Change in Quantity (AQ) = New Quantity (QJ – Initial Quantity (Q) 
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Factors Affecting Price Elasticity of Supply 
 Nature of the commodity: Elasticity of supply to some extent depends upon the 

nature of the commodity.For example, perishable goods have inelastic supply 
(because their supply cannot be increased or decreased) while the supply of durable 
goods is elastic. Likewise, the supply of agricultural goods is inelastic while it is 
elastic in case of industrial goods. 

 Cost of productionIf cost of production rises rapidly with the increase in output, 
there is less incentive to raise the supply with the increase in price. In such cases, 
supply will be inelastic. However, if cost of production increases slowly with the rise 
in output, supply will increase with the rise in prices. In this case, supply will be more 
elastic. 

 Time period in the market period, supply of a commodity is perfectly inelastic as 
supply cannot be changed immediately with the change in price. In the short period, 
supply is relatively less elastic as firm can change the supply by changing the variable 
factors. In the long period, supply is more elastic as all the factors can be changed 
and supply can be easily adjusted as per changes in price. 

 Technique of production if simple techniques of production are employed in the 
production of a commodity, its supply will be elastic. On the other hand, it becomes 
very difficult to change supply (in response to change in price) under complex 
techniques of production. 

 Availability of resources and facilities the production of a commodity requires 
adequate resources and other facilities like irrigation, power, transportation, 
banking, etc. The producers feel handicapped in their absence or shortage. Hence, 
supply becomes inelastic.On the other hand, if these resources and facilities are 
easily and adequately available, producers can easily respond to any change in price. 

 Time Horizons and Supply Curve Time period which is available to a firm to adjust 
its supply also plays an important role in the shapes of 
supply curves. 

 Short period: In the short period, supply is relatively less 
elastic as firm can change the supply by changing the 
variable factors only, as fixed factors cannot be change 
during short period. The supply curve during short 
period is inelastic, i.e., percentage change in quantity 
supplied is less than percentage change in price as 
shown in the adjacent figure. 
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 Long period: In the long period, supply is more elastic as all the 

factors can be changed and supply can be easily adjusted as 
per changes in price. The supply curve during long period is 
elastic, i.e., percentage change in quantity supplied is greater 
than percentage change in price as shown in the adjacent 
figure. 

 Very short period (Market Period): In very short period 
(Market Period), it becomes very difficult for a firm to increase 
its production level even if price of its commodity has increased 
because factor inputs like new machinery, technical labour, etc. 
do not become available immediately. Under such a situation, 
individual and market supply curve will take the shape of 
vertical line parallel to Y-axis as shown in the adjacent figure. 
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Chapter – 8 
Revenue 

INTRODUCTION 
 Revenue of a firm refers to receipts from the sale of output in a given period. 
 The total money receipt of a firm from the sale of given amount of output is known 

as Total Revenue. 
 Total Revenue = Price x Quantity 
 For example, if a firm sells 100 chairs at a price of Rs. 200 per chair, the total revenue 

will be 100 Chairs x Rs. 200 = Rs. 20,000. 
 TR is summation of MR: Total Revenue can also be calculated as the sum of marginal 

revenues of all the units sold. 
 It means, TRn = MR1 + MR2 + MR3 +………. + MRn the per revenue received from the sale 

of given amount of output is knows as Average Revenue. As, sellers receive revenue 
according to price, price and AR are one and the same thing. This can be explained 
as under,For example, if total revenue from the sale of 100 chairs at a price of Rs. 
200 per chair is Rs. 20,000, average revenue will be = Rs. 200 
  
 
 
 
 
 
 
 

 A buyer’s demand curve graphically represents the quantities demanded by a buyer 
at various prices. In other words, it shows the various levels of average revenue at 
which different quantities of the goods are sold by the seller. Therefore, in 
economics, it is customary to refer AR curve as the Demand Curve of a firm. 

 Marginal revenue is the additional revenue when an additional unit of output is sold. 
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 We know that MR is the change in TR when one more unit is sold. However, when 
change in units sold is more than one, then MR can also be calculated as Change in 
Total Revenue ATR Change in number of units AQ 

 For example: If the total revenue realised from sale of 100 chairs is Rs. 20,000 and 
that from sale of 110 chairs is Rs. 30,000. 

 
RELATIONSHIP BETWEEN REVENUE CURVES 
Case I: Relationship between Average Revenue and Marginal Revenue when Price is 
Constant 

 When price remains the same at all output levels, the firm cannot influence the 
prevailing market price of the commodity. The price is given to it. 

 It can sell any amount of the commodity at this given price. Under such a case firm’s 
average and marginal revenue remains equal and their curves coincide as shown in 
given schedule and diagram 

 It can be seen from the above schedule and diagram that price remains same and 
equal to MR at all levels of output. As the result of, demand curve (or AR curve) is 
perfectly elastic.  

 When a firm is able to sell more output at the same price, then AR = MR at all levels 
of output. 
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Case II: Relationship between Total Revenue and Marginal Revenue when Price is 
Constant 

 When price of the commodity is constant, then firms can sell any quantity of output 
at a given price. 

 So, MR curve (and AR curve) is a horizontal straight line parallel to the X-axis. Since 
MR remains constant, TR also increases at a constant rate (see Schedule). 

 

 

  Due to this reason, the TR curve is a positively sloped straight line (see Figure). As 
TR is zero at zero level of output, the TR curve starts from the origin. 
 

Case III: Relationship between Average Revenue and Marginal Revenue when Price Fall 
 When price falls, with rise in output, then AR falls, MR also falls but at a much faster 

rate. As a result, the revenue from every additional unit (i.e. MR) will be less than AR. 
 As a result, both AR and MR curves slope downwards from left to right. This can be 

explained with the help of given Schedule and Figure: 
 
 
 
 
 
 

 In the above schedule, both MR and AR fall with increase in output. However, the fall 
in MR is double than that in AR, i.e., MR falls at a rate which is twice the rate of fall in 
AR. As a result, MR curve is steeper than the AR curve. When the AR curve is 
extended till point B, then MR curve cuts the X-axis exactly halfway between the 
point of origin (O) and point B, so that OA = AB. 
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Case IV: Relationship between Total Revenue and Marginal Revenue when Price Falls 
When MR falls and remains positive, than total revenue increase at a diminishing rate. 

 As per Schedule, till the 5th unit of output, MR falls but remains positive and, thus, 
TR increases at diminishing rate. 

 In Figure, the TR curve increases at a diminishing rate (till point P) as long as MR is 
positive (till point P1). 
 

When MR is zero, then  
 
 
 
 
 
 
 
 
 
TR is maximum and constant. 

 As per Schedule, at the 6th unit, MR is zero and TR is at its 
maximum and constant. 

 In Figure, when MR is zero (point P1), Total Revenue 
reaches its highest point (point P). 

 
When MR is negative, then TR falls. 

 As per Schedule, after 6th unit, MR not only falls, but also becomes negative due to 
which TR starts declining. 

 In Figure when MR becomes negative (after point P1), then Total Revenue Falls (after 
point P). 
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Chapter – 9  
Producer Equilibrium 

 
INTRODUCTION 

 Profit refers to the excess of money receipts from the sale of goods and services 
(i.e, revenue) over the expenditure incurred on producing them (i.e, cost). 
For example, if a firm sells goods for Rs. 5 crores after incurring an expenditure of 
Rs. 3 crores, then profit will be Rs. 2 crores. 

 
 A producer is said to be in equilibrium when he produces that level of output at 

which his profits are maximum. Producer’s equilibrium is also known as profit 
maximisation situation. 

 
There are two methods for determination of Producer’s Equilibrium: 

 Total Revenue and Total Cost Approach (TR – TC Approach) 
 Marginal Revenue and Marginal Cost Approach (MR – MC Approach) 

 
A firm produces and sells  

 A certain amount of a good. The firm’s profit, denoted by π, is defined to be the 
difference between its total revenue (TR) and its total cost of production (TC). In 
other words, π= TR – TC 

 
 
 
 
 
 
 
 

 Producer’s equilibrium when price is constant with a rise in output under MR/MC 
approach is determined where, 

 MR = MC (b) MC must be rising According to Table, both the conditions of 
equilibrium are satisfied at 4 units of output. MC is equal to MR and MC is rising. MC 
is more than MR when output is produced after 4 units of output. So, Producer’s 

 Equilibrium will be achieved at 4 units of output. However, MR is equal to MC at 2 
units of output also.But, second condition is not fulfilled here. Let us understand the 
determination of equilibrium o with the help of a diagram. 
Producer’s Equilibrium is determined at OQ level of «P output corresponding to 
point E as at this point, MC MR and MC curve cuts MR curve from below. 
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 In Figure, output is shown on the horizontal axis and £ revenue and costs on the 
vertical axis. Producer’s Q Units Sold equilibrium will be determined at OQ level of 
output corresponding to point E because at this, the following two conditions are 
met: 

 MC = MR; MC curve cuts the MR curve from below. 
 When MR > MC, then producer will continue to produce as long as MR becomes 

equal to MC. It is so because firm will find it profitable to raise the output level. 
When MR < MC, then producer will cut down the production as long as MR becomes 
equal to MC. It is so because firm will find it Unprofitable to produce an extra unit. 
So, it starts reducing the level of output till MR = MC. 

 Producer’s equilibrium when price fall with a rise in output under MR/MC approach 
is determined where, 

 MR = MC (b) MC must be rising When price falls with the rise in output, MR curve 
slope downwards. Let us understand this with the help of following table: 

  
 
 
 
 
 
 
 

 According to Table, both the conditions of equilibrium are satisfied at 4 units of 
output. 

 MC is equal to MR and MC is rising. MC is more than MR when output is produced 
after 4 units of output. So, Producer’s Equilibrium will be achieved at 4 units of 
output. 

 Let us understand the determination of equilibrium ^ with the help of a diagram: 
 Producer’s Equilibrium is determined at OQ level of output corresponding to point 

E as at this point, MC = MR and MC curve cuts MR curve from below. 
 In Figure, output is shown on the horizontal axis and revenue and costs on the 

vertical axis. Producer’s equilibrium will be determined at OQ level of output g 
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corresponding to point E because at this, the following two conditions are met: 
OQ Units Sold 

 MC = M, and (b) MC curve cuts the MR curve from below. 
 When MR > MC, then producer will continue to 

produce as long as MR becomes equal to MC. It is so 
because firm will find it profitable to raise the output 
level. 

 When MR < MC, then producer will cut down the 
production as long as MR becomes equal to MC. It is 
so because firm will find it 

 Unprofitable to produce an extra unit. So, it starts 
reducing the level of output till MR = MC. 
So, the producer is at equilibrium at OQ units of 
output. 
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Chapter - 10 
Perfect Competition 

 

INTRODUCTION 
 Market refers to a region where the buyers and sellers of a commodity come in 

contact with each other to effect the transactions of purchase and sale of the 
commodity. 

 Market structure refers to number of firms and types of firms operating in the 
industry. 

 
Three basis on which different market are defined 

 Nature of commodity: If homogeneous goods are produced in a market, it is sold at 
a constant price. If commodity produce is of heterogeneous or differentiated in 
nature, it may be sold at different prices. If commodity has no close substitute, the 
seller can charge higher price from the buyer. 

 Number of buyer and sellers: If there are large number of buyers and sellers, then 
buyers and sellers are not in a position to influence the price of the commodity. If, 
there is a single seller of a commodity, then the seller has control over a price 

 Entry and exit of a firm: If there is a free entry and exit of a firm, then the price will 
be stable in the long run. It is so because then the new firm enter the industry 
induced by large profit, then abnormal profit will be wiped out and if inefficient firms 
incurring losses are free to leave the industry. In short due to free entry and exit, firm 
earns normal profit. If there is difficult entry of a new firm (because of patent rights), 
then a firm can influence the price as it has no fear of competition. 
 

Main forms of market are: 
 Perfect competition 
 Imperfect competition. 
 Monopoly 
 Monopolistic competition  
 Oligopoly. 

 
Features of Perfect Competition: 
Large number of sellers 

 The words ‘large number’ simply states that the number of sellers is large enough to 
render a single seller’s share in total market supply of the product is insignificant. 

 Insignificant share means that if only one individual firm reduces or raises its own 
supply, the prevailing market price remains unaffected. 
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 The prevailing market price is the one which was set through the intersection 

of market demand and market supply forces, for which all the sellers and all the 
buyers together are responsible. 

 One single seller has no option but to sell what it produces at this market determined 
price. This position of an individual firm in the total market is referred to as price 
taker. This is a unique feature of a perfectly competitive market. 

 
Large number of buyers 

 The words ‘large number’ simply states that the number of buyers is large enough, 
that an individual buyer’s share in total market demand is insignificant, the buyers 
cannot influence the market price on his own by changing his demand. 

 This makes a single buyer also a price taker. 
 To sum up, the feature “large number” indicates ineffectiveness of a single seller or 

a single buyer in influencing the prevailing market price on its own, rendering him 
simply a price taker. 

 
Homogeneous Products 

 Product sold in the market are homogeneous, i.e., they are identical in all respects 
like quality, colour, size, weight, design, etc. 

 The products sold by different firms in the market are equal in the eyes of the 
buyers. 

 Since, a buyer cannot distinguish between the product of one firm and that of 
another, he becomes indifferent as to the firms from which he buys. 

 The implication of this feature is that since the buyers treat the products as identical 
they are not ready to pay a different price for the product of any one firm. They will 
pay the same price for the products of all the firms in the industry. On the other 
hand, any attempt by a firm to sell its product at a higher price will fail. To sum up, 
the “homogenous products” feature ensures a uniform price for the products of all 
the firms in the industry. 

 
Free entry and exit of firms: 

 Buyers and sellers are free to enter or leave the market at any time they like. New 
firms induced by large profits can enter the industry whereas losses make inefficient 
firms to leave the industry. 

 The freedom of entry and exit of firms has an important implication. This ensures 
that no firm can earn above normal profit in the long run. Each firm earns just the 
normal profit, i.e., minimum necessary to carry on business. 

 Suppose the existing firms are earning above normal profits, i.e. positive economic 
profits. Attracted by the positive profits, the new firms enter the industry. The 
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industry’s output, i.e. market supply, goes up. The prices come down. New 
firms continue to enter and the prices continue to fall till economic profits are 
reduced to zero. 

 Now suppose the existing firms are incurring losses. The firms start leaving. The 
industry’s output starts falling, prices going up, and all this continues till losses are 
wiped out. The remaining firms in the industry then once again earn just the normal 
profits. 

 Only zero economic profit in the long run is the basic outcome of a perfectly 
competitive market. 

 
Perfect Knowledge about the market: 

 Perfect Knowledge means both buyers and sellers are fully informed about the 
market. 

 The firms have all the knowledge about the product market and the input markets. 
Buyers also have perfect knowledge about the product market. 

 The implication of perfect knowledge about the product market is that any attempt 
by any firm to charge a price higher than the prevailing uniform price will fail. The 
buyers will not pay because they have perfect knowledge. A uniform price prevails 
in the market. 

 Regarding the knowledge about the input markets the implicit assumption is that 
each firm has an equal access to the technology and the inputs used in the 
technology. 

 No firm has any cost advantage. Cost structure of each firm is the same. All the firms 
have a uniform cost structure. 

 Since there is uniform price and uniform cost in case of all firms, and since profit 
equals revenue less cost, all the firms earn uniform profits. 
 

Perfect mobility: 
 There is perfect mobility in the market both for goods and factors of production. 
 There should be no restriction on their movement. Goods can be sold at any place. 
 Similarly, factors of production can freely move from one place to another or from 

one occupation to another. 
 Absence of transportation and selling cost. 
 In perfect competition, it is assumed that there is no transport cost for consumers 

who may buy from any firm and also there is no selling cost. 
 This insures existence of a single uniform price of the product. 
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Demand Curve and revenue curves under perfect competition 

  
 
 
 
 
 
 
 
  

 As we know, in perfect competition homogeneous goods are produced. So, price 
remains constant, which makes the demand curve perfectly elastic. 

 In perfect competition, homogeneous goods are produced, that is why price 
remains constant, as price = AR, it means AR remains constant. And if, AR remains 
constant, then AR = MR as per the, In perfect competition, industry is the price 
maker and firm is the price taker. 

 As we know, in Perfect competition, homogeneous goods are produced. So, 

industry cannot charge different price from different firms. 
 So, industry will give that price to the firm where industry is in equilibrium, 

i. e., where Demand = Supply. Any movement from that point would be unstable. 
 In the above diagram, price, revenue and Cost is measured on vertical axis and units 

of commodity on horizontal axis. Industry will give OP price to the firm as at that 
point Demand = supply, i.e., industry is in equilibrium. 
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 The firms will follow the same price and charges same from the consumer. 
 
Relationship between  

 TR, AR and MR under perfect competition 
 In the perfect competition, a firm is a price taker. It 

has to sell its product at the same price as given 
(determined) by the industry. Consequently, price = 
AR = MR. 

 Hence, a firm’s AR and MR curve will be a horizontal 
straight line parallel to X axis. 

 Since price remains the same, i.e., MR is constant, 
therefore, TR increases at the constant rate as increase in the output sold. 

  As a result, TR curve facing a competitive firm is positively sloped straight line. 
Again, because at zero output Total Revenue is zero therefore, TR curve passes 
through the origin O as shown in the 

 
Break-even Point 

 Break-even point is the level of output at which total cost of production (Fixed Cost 
+ Variable Cost) per unit just equals to Total Revenue. 
At this point the firm has neither profit nor loss. In other words, firm gets only normal 
profit, which is included in total cost. 

 Normal profit is a minimum profit that a firm must get to remain in Production. 
 

Shutdown point  
 Shutdown point is a point where a firm is indifferent 

between whether to produce and shutdown. In other 
words, it is a situation when a firm is able to cover its 
variable costs only. 

 The condition of shutdown point is: 
 Price = Minimum of SAVC (Short run average 

variable cost) 
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 Multiply by output 
 Price x output = SAVC x output 
 TR = TVC 
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Chapter - 11 
Non-Competitive Market 

MONOPOLY 
 ‘Mono’ means single and ‘poly’ means seller, i.e., single seller. 
 Monopoly is a market situation where there is a single firm selling the commodity 

and there is no close substitute of the commodity sold by the monopolist. 
 
Reasons of Monopoly 
Grant of patent rights 

 When a company introduces a new product or new technology it applies to the 
government to grant it patent certificate by which it gets exclusive rights to produce 
new product or use new technology. 

 Patent rights prevent others to produce the same product or use the same 
technology without obtaining license from the concerned company. Patent rights 
are granted by the government for a certain number of years. 

 For example, Patent certificate was granted to Xerox Company for copying 
machines invented by it, thereby giving rights to monopoly. 

 
Licensing by Government 

 A monopoly market emerges when government gives a firm license, i.e. exclusive 
legal rights to produce a given product or service in a particular area or region. 

 For example Previously Delhi Vidyut Board (Govt. Board) had the exclusive right to 
distribute electricity in Delhi. Now after privatization the same rights have been 
given to two private companies with exclusive areas to serve. 

 
Forming a Cartel 

 A Cartel is a group of firms which jointly set output and prices so as to exercise 
monopoly power. 

 For example, In 1960, some oil producing companies formed a cartel, called OPEC 
(Organisation of Petroleum Exporting Countries). 

 
Features of Monopoly: 
Single Seller 

 There is only one seller or producer of a commodity in the market. 
 As a result, the monopoly firm has full control over the supply of the commodity. 
 The monopolist may be an individual, a firm, a group of firms or a government itself. 
 Naturally, a monopoly firm can exploit buyers by charging almost any price for its 

product because of exclusive control over the product. 
 Monopoly firm itself is the price maker and not the price taker. 

 

http://www.upscconnect.com/


 

 

www.upscconnect.com               
9899781744, 8851330108 

192 

 
 Absence of close substitutes of product 
 The product sold by the monopolist has no close substitute. 
 Though, some substitutes of the product may be available, yet they are not close 

substitutes in the sense that such substitutes are not identical products. 
 
Difficult entry of a new firm 

 The monopolist controls the situation in such a way that it becomes very difficult for 
a new firm to enter the monopoly market and compete with the monopolist by 
producing the same product. 

 The monopolist tries his utmost to block entry of a new firm. 
 
Price Discrimination 

 Price discrimination refers to the practice of charging different prices from 
different buyers at the same time for the same product. 

 
Price Maker 

 A monopoly firm has market power and is itself a price-maker. It can choose any 
price, it likes. 

 Unlike perfect competition where as output increases, price remains unchanged. 
 In monopoly as output increases or decreases, price changes according to what 

consumers are willing to pay along the demand curve. It produces and supplies a 
product to satisfy the entire market. 

 It is because a monopoly firm faces the entire demand of the market, that market 
demand curve is said to be a constraint facing a monopoly firm. 

 
Shape of demand curve under monopoly 

 As we know in monopoly there is a single seller or firm, 
that is why like an industry, single seller constitutes the 
entire market for the product, which has no close 
substitutes. 

 So, a monopolist has full freedom and power to fix price 
for the product. However, demand of the product is not 
in the control of monopoly firm. In order to increase the 
output to be sold, monopolist will have to reduce the 
price because of price discrimination. 

 Therefore, a monopoly firm faces a downward sloping demand curve. The elasticity 
of demand curve is inelastic because of no close substitute of a commodity.  
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Shape of Average revenue and marginal revenue curve under monopoly 
 A monopoly firm faces a downward sloping demand 

curve as more output can be sold only by reducing the 
price because of price discrimination. 

 As, we know, Price = Average revenue. So, when price 
falls means Average revenue falls and when Average 
revenue fall, then marginal revenue also falls but at a 
much faster rate. So, Marginal Revenue (MR) is less than 
Average Revenue (AR). 
 

MONOPOLISTIC COMPETITION 
 It refers to a market situation in which there are many firms which sell closely related 

but differentiated products. 
 Market for such products are toothpaste, soap, air conditioners etc. 
 The market is called monopolistic competition since it contains both the competitive 

element and monopoly element. 
 
Features of monopolistic competition 
A large number of firms: 

 The number of firms selling similar product is fairly large, but not very large as in 
perfect competition. 

 As a result, firms are in a position to influence the price of their product due to their 
branji names. 

 
Product differentiation: 

 In this type of market situation a producer can produce different products, but that 
products should be a close substitute to each other. 

 Product differentiation means differentiating the product on the basis of brand, 
colour, shape etc. 

 Due to product differentiation each firm under monopolistic competition is in a 
position to exercise some degree of monopoly (inspite of large number of sellers) 
because buyers are willing to pay different prices for the same product produced 
by different firms. 

 No doubt, producer has a control over a price, but he knows it very well to maximize 
the profit price has to be reduced. So, price falls under monopolistic competition 
due to product differentiation. 
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Selling cost: 
 It is the expenses which are incurred for promoting sales or inducing customers to 

buy a good of a particular brand. 
 This includes the cost of advertisement through newspaper, television and radio, 

and cost on each other sales promotional activities. 
 Persuasive Advertising It refers to advertising so as to lure (attract) consumers avail 

from one brand to another. 
 
Free entry and exit of firms: 

 New firms can enter the market, if found profitable. Similarly, inefficient firms 
already operating in the market are free to quit the market if they incur losses. 

 It is because of this feature that like perfect competition, monopolistic competition 
also gives rise to normal profit. 

 No firm receives abnormal profit in the long run as then new firms can emerge and 
old ones can expand output and adjust supply with changing demand. 

 
Shape of Demand Curve under Monopolistic Competition 

 The demand curve faced by a firm is negatively slope, (i.e. 
when price falls, demand rises) because the firm can sell 
more only by lowering the price of its product because of 
product differentiation. 

 The demand curve in monopolistic competition is highly 
elastic due to availability of close substitutes as a result, 
AR curve becomes more flatter. 

 
Shape of Average revenue and marginal revenue curve 
under Monopolistic Competition: 

 Like a monopoly firm, the firm under monopolistic 
competition also fixed the price itself subject to certain 
limitations. 

 No doubt, producer has a control over a price, but he 
knows it very well to maximize the profit, price has to be 
reduced.  

 Price reduce means Average Revenue reduces and 
average revenue reduces marginal revenue but at a much faster rate. So, under 
monopolistic competition MR < AR. 
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OLIGOPOLY 
 The term oligopoly is derived from two Greek words: ‘oligoi’ means few and ‘poleein’ 

means ‘to sell.’ 
 Oligopoly is a market situation in which an industry has only a few firms (or few large 

firms producing most of its output) mutually dependent for taking decisions about 
price and output. 

 William Fellner defines oligopoly as “Competition among the few”. 
 In India, markets for carbonated beverages, “National Newspapers” market, mobile 

services provider, washing products, automobiles, cement, aluminium, etc., are the 
examples of oligopolistic market. In all these markets there are few firms for each 
particular product. 

 
Types of Oligopoly 

 Pure or Perfect Oligopoly: In the case of pure oligopoly, firms produce 
homogenous products like copper, iron, steel and aluminium. So, decisions by 
consumers to purchase the goods of a particular firm are influenced by the price 
considerations. 

 Imperfect or Impure or Differentiated Oligopoly: In differentiated oligopoly, firms 
produce differentiated products such as toilet soap, cigarettes or soft drinks. The 
goods produced by different firms have their own distinguishing characteristics, but 
they are close substitutes of each other. 

 Collusive Oligopoly: If the firms cooperate with each other in determining price or 
output or both, it is called collusive oligopoly or cooperative oligopoly. 

 Non-collusive Oligopoly: If firms in an oligopoly market compete with each other, 
it is called a non-collusive or non-cooperative oligopoly. 

 
Features of Oligopoly 
Few Large Sellers: 

 The number of sellers in an oligopoly market is small – when there are two or more 
than two, but not many sellers. 

 What matters is that these few sellers account for most of the industry’s sales. 
 These “few” sellers consciously dominate the industry and indulge in intense 

competition. Each firm is aware of that it possesses a large degree of monopoly 
power. For example, the market for mobile service provider in India is an oligopolist 
structure as there are only few producers of mobile service provider. There exists 
severe competition among different firms and each firm tries to manipulate both 
prices and volume of production to outsmart each other. 
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Interdependence of Decisions 
 Interdependence means that actions of one firm affects the actions of other firms. 
 Since the number of sellers is small, each firm has to take into consideration the 

possible reaction of its competitors, when making decisions. 
 The business decision of a single seller will have a substantial impact on the product 

price, output and profits of the rival firms. 
 For example in the “National Newspapers” market, when the “Economic Times” 

introduced invitation pricing policy—they offered the newspaper at a price of 
Rs.1.50 on weekdays. The Hindustan Times was forced to reduce its prices from Rs. 
2.50 per copy to ? 1.50 Per copy on weekdays. When Hindustan Times was 
celebrating its 75 years of service, they offered the newspaper at Rs. 1/- weekdays. 
The Times of India responded by matching the price cut. 

 
Non-Price Competition: 

 Oligopoly firms try to avoid price competition for the fear of price war. 
 They use non-price competition methods like better services to customers, 

advertising, etc. to compete with each other. 
 Oligopoly firms are in a position to influence the prices. However, they follow the 

policy of price stability or price rigidity. 
 Price rigidity refers to a situation in which whether there is change in demand and 

supply the price tends to stay fixed. 
 If a firm tries to reduce the price the rivals will also react by reducing their prices. 

Likewise, if it tries to raise the price, other firms will not do so. It will lead to loss of 
customers for the firm which intended to raise the price. 

 So, firms prefer non-price competition instead of price competition. 
 

Barriers to the entry of firms: 
 The main reason why the number of firms is small is that there are barriers which 

prevent entry of firms into industry. 
 Patents, large capital, control over the crucial raw material etc., prevent new firms 

from entering into industry. 
 Only those who are able to cross these barriers are able to enter. 

 
Role of selling costs 

 Due to severe competition and interdependence of the firms various sales 
promotion techniques are used. 

 For example, T.V. commercials war between pepsi and coke. 
 It relies more on non-price competition. 
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Oligopoly firms may produce either a homogeneous or a differentiated 

product: 
 Oligopoly firms may sell homogeneous products such as steel, aluminium, LPG 

cylinders etc. They are called pure oligopolies, as the products of the respective 
firms are indistinguishable. 

 Firms producing differentiated products are called impure oligopolies. 
 In case of a pure oligopoly market situation rival firms will rely on “price” or 

“lowercosts” to compete in the market. 
 On the other hand, in case of impure oligopolies, with firms producing differentiated 

products, firms can use “product variations” and “promotional” strategies to 
compete. 

 
Group Behaviour 

 In an oligopoly situation, there are a few firms who control the entire market and 
each firm recognizes interdependence in their decision-making. 

 So, price-output decisions of a particular firm directly influence the competing 
firms. 

 Instead of independent price and output strategy, oligopoly firms prefer group 
decisions that will protect the interest of all the firms. 

 Group Behaviour means that firms tend to behave as if they were a single firm even 
though individually they retain their independence. 

 
Indeterminate demand curve facing an oligopoly firm 

 The most distinguishing feature of oligopoly is the “interdependence in decision 
making” of the rival firms. 

 The consequence of such interdependence is the high degree of uncertainty 
regarding the reaction pattern of rival oligopolists. 

 Interdependence and uncertainly result in “indeterminateness of the demand 
curve” facing an oligopolist. The firm cannot assume that his rivals will not react to 
its decision regarding change in its variables. 

 The demand curve facing an oligopoly firm keeps shifting as rival firms react to 
changes made by this firm. The demand curve thus loses its definiteness and 
determinateness. 
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Chapter – 12 
Market Equilibrium with Simple Applications 

 

DETERMINATION OF MARKET EQUILIBRIUM UNDER PERFECTLY COMPETITIVE 
MARKET 

 Market equilibrium refers to that point which has come to be established under a 
given condition of demand and supply and has a tendency to stick to that level, i.e. 
where Demand = Supply. 

 If due to some disturbance we divert from our position the economic forces will 
work in such a manner that it could be driven back to its original position, i.e., where 
Demand = Supply. In short it is the position of rest. 
 

It can be explained with the help of the schedule and diagram: 
 In the given schedule market equilibrium is determined at Price Rs. 3 where Market 

demand is equal to Market Supply. 
 At price 1 and 2, there is excess demand, which leads to rise in price, resulting 

tendency is expansion in supply. 
 Similarly, at price 4 and 5, there is excess supply, which leads to fall in price, resulting 

tendency is Contraction in supply. 
 
 
 
 
 
 
 
 

 In the given diagram, price is measured on vertical axis, whereas quantity demanded 
and supply is measured on horizontal axis. 

 Suppose that initially the price in the market is P1. At this price, the consumer 
demand P1B and the producer supply P1A, i.e. consumers want more than what the 
producer are willing to supply. There is excess demand equal to AB. So, price cannot 
stay on P1 as excess demand will create competition among the buyers and push the 
price up till we reach equilibrium. 
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 Due to rise in price from P1 to P2 there is upward movement along the supply curve 
(expansion in supply) from A to E and upward movement along the demand curve 
(contraction in demand) from B to E. 

 Similarly, at price supplied P2L. There is excess supply, equal to KL, which will create 
competition among the sellers and lower the price. The price will keep falling as long 
as there is an excess supply. 

 Due to fall in price from P2 to P there is downward movement along the supply curve 
(contraction in supply) from L to E and downward movement along the demand 
curve (expansion in demand) from K to E. 

 The situation of zero excess demand and zero excess supply defines market 
equilibrium 

 Alternatively, it is defined by the equality between quantity demanded and quantity 
supplied.  

 The price P is called equilibrium price and quantity Q is called equilibrium quantity. 
Effect of Change in Equilibrium due to Increase and Decrease in Demand and 
Supply. 

 
Case I: Increase in Demand 

 An increase in demand leads to rightward shift of demand curve as shown in the 
figure below: 

 You Must Know When demand increases, then shifting should be such that initial 
price remains constant. It is so because increase in demand is the part of the shift in 
demand in which other factor changes and price remains constant. 

 
Changes in Demand 

 A to B because of increase in demand (shift in demand) 
 B to C as price rises because of excess demand which 

leads to upward movement along the demand curve. 
 A to C as price rises because of excess demand which 

leads to upward movement along the supply curve. 
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 We assume that initial price is OP and equilibrium quantity is OQ as shown 

above: 
 In the above figure price is on vertical axis and quantity demanded and 

supplied is on horizontal axis. But due to increase in demand due to the 
following reasons the demand curve shifts rightward from DD to D1D1. 

 Price of substitute goods rises. 
 Price of complementary goods falls. 
 Income of a consumer rises in case of normal goods. 
 Income of a consumer falls in case of inferior goods. 
 When preferences are favourable. 
 With new demand curve D1D1, there is excess demand at initial price OP 

because at price OP1 demand is PB and supply is PA, so there is excess demand 
of AB at price OP. 

 Due to this excess demand, competition among the consumer will rise the 
price. With the rise in price, there is upward movement along the demand 
curve (contraction in demand) from B to C and similarly, there is upward 
movement along the supply curve (expansion in supply) from A to C. So, finally 
equilibrium price rises from OP to OP1, and equilibrium quantity also rises from 
OQ to OQ1. 

 
Conclusion 

 Due to increase in demand, 
 Equilibrium price rises from OP to OP1 
 Equilibrium quantity also rises from OQ to OQ1 

 
Case II: Decrease in Demand 
A decrease in demand leads to leftward shift of demand curve 
as shown in the below figure: 
 
You Must Know 

 When demand decreases, then shifting should be such 
that initial price remains constant. It is so because 
decrease in demand is the part of the shift in demand in 
which other factor changes and price remains constant. 
 

Changes in Demand 
 A to B because of decrease in demand (shift in demand) 
 B to C as price fall because of excess supply which leads to downward movement 

along the demand curve. 
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 A to C as price fall because of excess supply which leads to downward 

movement along the supply curve. 
 Price of substitute goods fall. 
 Price of complementary goods rise. 
 Income of a consumer falls in case of normal goods. 
 Income of a consumer rises in case of inferior goods. 
 When a preference becomes unfavourable. 
 With new demand curve D1D1, there is excess supply at initial price OP because at 

price OP demand is Pre and supply is PA so there is excess supply of AB at price OP. 
 Due to this excess supply, competition among the producer will make the price fall. 
 Due to fall in price there is downward movement along the demand curve 

(Expansion in demand) from B to C and similarly there is downward movement along 
the supply curve (contraction in supply) from A to C. So, finally, the equilibrium price 
falls from OP to OP1 and equilibrium quantity also falls from OQ to OQ1. 
 

Conclusion 
 Due to decrease in demand, 
 Equilibrium price falls from OP to OP1. 
 Equilibrium quantity also falls from OQ to OQ1. 

 
Case III: Increase in Supply 

 An increase in supply leads to rightward shift of supply curve as shown in the below 
figure: 
 

You Must Know 
 When supply increases, then shifting should be such that initial price remains 

constant. It is so because increase in supply is the part of the shift in supply in which 
other factor changes and price remains constant. 

 
Changes in Supply 

 A to B because of increase in supply (shift in supply) 
 B to C as price falls because of excess supply which leads to downward movement 

along the supply curve. 
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 A to C as price falls because of excess supply which 

leads to downward movement along the demand curve. 
 We assume that initial price is OP and equilibrium 

quantity is OQ as shown above: 
 In the above figure price is on vertical axis and quantity 

demanded and supplied is on horizontal axis. But due to 
increase in supply due to the following reasons: 

 Fall in the prices of remuneration of factors of 
production. 

 Fall in the prices of other commodities. 
 Improvement in technology. 
 Change in objective of producer (inducing them to increase supply at the same 

price. 
 Taxation policy of government falls. 
 The supply curve shifts rightward from SS to S1S1. With new supply curve S, S,, there 

is excess supply at initial price OP because at price OP1 supply is PB and demand is 
PA, so there is excess supply of AB at price OP. 

 Due to this excess supply competition among the producer will make the price fall. 
Due to this fall in price there is downward movement along the supply curve 
(Contraction in supply) from B to C and similarly, there is downward movement 
along the demand curve (Expansion in demand) from A to C. So, finally, equilibrium 
price falls from OP to OP1 and equilibrium quantity rises from OQ to OQ1 

 
Conclusion 

 Due to increase in supply, 
 Equilibrium price falls from OP to OP1. 
 Equilibrium quantity rises from OQ to OQ1. 

 
Case IV: Decrease in Supply 

 A decrease in supply leads to leftward shift of supply 
curve as shown in the below figure. 

 When supply decreases, then shifting should be such 
that initial price remains constant. It is so because 
decrease in supply is the part of the shift in supply in 
which other factor changes and price remains 
constant. 
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Changes in Supply 
 A to B because of decrease in supply (shift in supply) 
 B to C as price rises because of excess demand which leads to upward movement 

along the supply curve. 
 
Changes in Demand  

 A to C as price rises because of excess demand which leads to upward movement 
along the demand curve. 

 We assume that initial price is OP and equilibrium quantity is OQ as shown above: 
 In the above figure price is on vertical axis and quantity demanded and supplied is 

on horizontal axis. But due to decrease in supply due to the following reasons the 
supply curve shifts leftward from SS to S1S1. 

 Rise in the prices of remuneration of factors of production. 
 Rise in the prices of other goods. 
 When the technology becomes outdated. 
 Change in objective of producer (inducing them to decrease supply at the same 

price). 
 Taxation policy of government rises, with new supply curve S1S1 , there is excess 

demand at initial price OP because at price OP, supply is PB and demand is PA, so 
there is excess demand of AB at price OP. 

 Due to this excess demand competition among the consumer will rise the price. Due 
to this rise in price there is upward movement along the supply curve (Expansion in 
supply) from B to C and similarly, there is upward movement along the demand 
curve (Contraction in demand) from A to C. So, finally, equilibrium price rises from 
OP to OP1 and equilibrium quantity falls from OQ to OQ1. 
 

Conclusion 
 Due to decrease in supply, 
 Equilibrium price rises from OP to OP1 
 Equilibrium quantity falls from OQ to OQ1 

 
Simultaneously Increase and Decrease in Demand and Supply 

 Case I: Both Demand and Supply Increases: When both demand and supply 
increases, then there are three possibilities: 
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When Demand and Supply both Increase at the Same Rate, When demand and supply both 
increase at the same rate, equilibrium price remains constant and equilibrium quantity 
rises. It can be shown with the help of the following diagram. 
  
 

 

 

 When demand and supply both increase at the same 
rate, then equilibrium price remains constant. 

 We assume that initial price is OP and equilibrium 
quantity is OQ as shown above: 

 In the above diagram price is measured on vertical axis 
and quantity demanded and supplied is measured on 
horizontal axis. 

 But when, “demand and supply both increase at the same 
rate”, then, Equilibrium price remains constant at OP and 
Equilibrium quantity rises from OQ to OQ1. 

 
 
 
 
 
 
 
 
 

 When demand increases, supply also increases but at a much faster rate l.When 
demand increases, supply also increases but at a much faster rate, then equilibrium 
price falls and equilibrium quantity rises as shown below: We assume that initial price 
is OP and equilibrium quantity is OQ as shown above: 

 In the above diagram price is measured on vertical axis and quantity 
demanded and supplied is measured on horizontal axis. 

 But when “demand increases and supply also increases but at a much faster 
rate”, then, 
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 Equilibrium price falls from OP to OP1 and 
 Equilibrium quantity rises from OQ to OQ1 

 When supply increases, demand also increases but at a much faster rate. 
 When supply increases, demand also increases but at a much faster rate, then 

equilibrium price rises and equilibrium quantity rises as shown below: 
 
 
 
 
 
 
 
 

 We assume that initial price is OP and equilibrium quantity is OQ as shown 
above: 

 In the above diagram price is measured on vertical axis and quantity 
demanded and supplied is measured on horizontal axis. 

 But when “supply increases and demand also increases but at a much faster 
rate” then, 

 Equilibrium price rises from OP to OP1 and 
 Equilibrium quantity also rises from OQ to OQ1. 

 
Case II: Both Demand and Supply Decreases:  

 Case A: When both demand and supply decreases, 
then there are three possibilities: 
 When Demand and Supply both Decrease at the 

Same Rate When demand and supply both 
decrease at the same rate, equilibrium price 
remains constant and equilibrium quantity falls 
as shown below: When demand and supply both 
decrease at the same rate, equilibrium price 
remains constant. 

 Suppose demand and supply both decrease by 5%, then there is neither excess 
demand nor excess supply, i.e., why price remains constant. 

 We assume that initial price is OP and equilibrium quantity is OQ as shown above: 
 In the above diagram price is measured on vertical axis and quantity demanded 

and supplied is measured on horizontal axis. 
 But when “demand and supply both decrease at the same rate” then, 
 Equilibrium price remains constant at OP1 and 
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 Equilibrium quantity falls from OQ to OQ1. 
 

 Case B : When demand decreases, supply also decreases but at a much faster rate 
 When demand decreases, supply also decreases but at a much faster rate, then 

equilibrium price rises and equilibrium quantity falls as shown below 
 We assume that initial price is OP and equilibrium quantity is OQ as shown above: 
 In the above diagram price is measured on vertical axis and quantity demanded 

and supplied is measured on horizontal axis. 
 But when “demand decreases, supply also decreases but at a much faster rate” 

then, Equilibrium price rises from OP to OP1 and Equilibrium quantity falls from 
OQ to OQ1 
 

Case III: When supply decreases, demand also decreases 
but at a must faster rate. 

 When supply decreases, demand also decreases 
but at a much faster rate, then equilibrium price 
and equilibrium quantity both falls as shown 
below: 

 We assume that initial price is OP and equilibrium 
quantity is OQ as shown above. 

 In the above diagram price is measured on vertical axis and quantity demanded 
and supplied is measured on horizontal axis. 

 But when “supply decreases, demand also decreases but at a much faster rate” 
then. Equilibrium price falls from OP to OP1 and Equilibrium quantity falls from 
OQ to OQ1. 

 
Shift in Demand and Supply in Opposite Direction 
Case I: When demand increases and supply decreases at the same rate 

 When demand increases and supply decreases but at the same rate, then 
equilibrium price rises and equilibrium quantity remains constant as shown below: 
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 We assume that initial price is OP and equilibrium quantity is OQ as shown above: 
 In the above diagram price is measured on vertical axis and quantity demanded and 

supplied is measured on horizontal axis. 
 But when, “demand increase and supply decreases but at the same rate”, then, 
 Equilibrium price rises from OP to OP1 and 
 Equilibrium quantity remains constant at OQ. 

Case II: When demand decreases and supply increases at the same rate 
 When demand decrease and supply increases but at the same rate, then equilibrium 

price falls and equilibrium quantity remains constant as shown below: 
 

 

 

 

 

 
 We assume that initial price is OP and equilibrium quantity is OQ as shown above (a) 

in the above diagram price is measured on vertical axis and quantity demanded and 
supplied are measured on horizontal axis. 

 But when, “demand decreases and supply increases but at the same rate”, then, 
Equilibrium price falls from OP to OP1 and, Equilibrium quantity remains constant at 
OQ. 
 

Viable Industry and Non-Viable Industry 
 Viable Industry refers to an industry for which supply curve and demand curve 

intersect each other in positive axes. 
 Non-Viable Industry refers to an industry for which 

supply curve and demand curve never intersect each 
other in the positive axes. In India, commercial aircraft is 
an example of a non-viable industry. It means, aircraft 
cannot be produced at all. Note that an industry which is 
non-viable in one country may be viable for another 
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country. For instance, commercial aircraft are produced in countries like USA, 
UK, and France etc. 

Simple Applications of Tools of Demand and Supply 
Price Ceiling (Maximum Price Ceiling) 

 When the government imposes upper limit on the price (maximum price) of a good 
or service which is lower than equilibrium price is called price ceiling. 

 Price ceiling is generally imposed on necessary items like wheat, rice, kerosene etc. 
 

It can be explained with the help of given diagram: 
 In the given diagram, DD is the market demand curve and 

SS is the market supply curve of Wheat. 
 Suppose, equilibrium price OP is very high for many 

individuals and they are unable to afford at this price. 
 As wheat is necessary product, government has to 

intervene and impose price ceiling of Pt, which is below the 
equilibrium level. 

 When the government fixes the price of a commodity at a 
level lower than the equilibrium price (say it fixes the price at OP1, there would be a 
shortage of the commodity in the market.  

 Because at this price demand exceeds supply. Quantity demanded is P1S, while 
quantity supplied is only P1R.  

 There is, thus, a shortage of RS quantity at this price (i.e., OP1). In free market, this 
excess demand of RS would have raised the price to the equilibrium level of OP. But, 
under government price-control consumers’ demand would remain unsatisfied. 

 Though the intension of the government was to help the consumers, it would end up 
creating shortage of wheat. 

 To meet this excess demand, government may use Rationing system. 
 Under rationing system, a certain part of demand of the consumers is met at a price 

lower than the equilibrium price. Under this system, consumers are given ration 
coupons/ Cards to buy an essential commodities at a price lower than the 
equilibrium price from Fair price/Ration Shop. 

 Rationing system can create the problem of black market, under which the 
commodity is bought and sold at a price higher than the maximum price fixed by the 
government. 
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Price Floor (Minimum Price Ceiling) 
 When the government imposes lower limit on the price (minimum price) that may 

be charged for a good or service which is higher than equilibrium price is called price 
floor. 

 Price Floor is generally imposed on agricultural price support programmes and the 
minimum wage legislation. 

 Agricultural price support programmes: Through an agricultural price 
support programme, the government imposes a lower limit on the purchase 
price for some of the agricultural goods and the floor is normally set at a level 
higher than the market—determined price for these good. 

 Minimum wage legislation: Through the minimum wage legislation, the 
government ensures that the wage rate of the labourers does not fall below a 
particular level and here again the minimum wage rate is set above the 
equilibrium wage rate. 

 
It can be explained with the help of given diagram: 

 In the given diagram, DD is the market demand curve 
and SS is the market supply curve of Wheat. 

 Suppose, equilibrium price OP is not so profitable for 
farmers, who have suppose just faced Drought. 

 To help farmers government must intervene and 
impose price floor of P1; which is above than equilibrium 
price. 

 Since, the price P1 is above the equilibrium price P1 the 
quantity supplied P1B exceeds the quantity Quantity demanded and demanded P1A. 
There is excess supply. Supplied of Wheat 

 In case of excess supply, farmers of these commodities need not sell at prices lower 
than the minimum price fixed by the government. 

 The surplus quantity will be purchased by the government. If the government does 
not procure the excess supply, competition among its sellers would bring down the 
price to the level of equilibrium price. 
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