
CHAPTER1INTRODUCTION

ECONOMY:-Aneconomyencompassesallactivityrelatedtoproduction,consumption,and

tradeofgoodsandservicesinanarea

Aneconomyisasystem oforganizationsandinstitutionsthateitherfacilitateorplayarolein

theproductionanddistributionofgoodsandservicesinasociety.Economiesdeterminehow

resourcesaredistributedamongmembersofasociety;theydeterminethevalueofgoodsor

services;andtheyevendeterminewhatsortsofthingscanbetradedorbarteredforthose

servicesandgoods.

ECONOMICS:-

“Economicsisthesciencewhichstudieshumanbehaviorasarelationshipbetweengivenends

andscarcemeanswhichhavealternativeuses.”

Economicisastudyabouthow individuals,businesses,andgovernmentsmakechoiceson

allocatingresourcestosatisfytheirneeds.Thesegroupsdeterminehow theresourcesare

organizedandcoordinatedtoachievemaximum output.Andtheyaremostlyconcernedwiththe

production,distribution,andconsumptionofgoodsandservices.

Economics is divided into two important sections, they are: microeconomics &

macroeconomics

microeconomicsfocusesonindividualconsumersandbusinesses.

macroeconomicsdealswiththebehaviouroftheaggregateeconomyasawhole.

MICROECONOMICS

Microeconomicsisdefinedasthestudyofindividuals,householdsandfirms'behaviorin

decisionmakingandallocationofresources.

Subjectmatterofmicroeconomicsareasfollow:

1.ProductPricing:-

The main principle in microeconomics is productpricing orprice mechanism.Prices of

individualcommoditiesaredeterminedbymarketforcesofdemandandsupply.

2.FactorPricingTheory:-

Microeconomicsdealswiththepricingoffactorsofproductionlikeland,labour,capitaland

entrepreneur.Allfactorscontributeinproductionprocess.Thesefactorsgetrewardsinthe

form ofrent,wages,interestandprofitrespectively.

3.TheoryofEconomicsWelfare:-

Microeconomicsalsodealswiththeoptimum allocationofresourcesandmaximisationof

socialwelfare.



MACROECONOMICS

Itisthatpartofeconomictheorywhichstudiestheeconomyinitstotalityorasawhole.

Itstudiesnotindividualeconomicunitslikeahousehold,afirm oranindustrybutthewhole

economicsystem.Macroeconomicsisthestudyofaggregatesandaveragesoftheentire

economy.

TheSubjectmatterofMacroeconomics

1. Macroeconomicsisconcernedwiththebehaviouroftheeconomyasawhole.Itisthe

studyofaggregatesandaveragesoftheentireeconomy.

2. Thesubjectmatterofmacroeconomicsisincomeandemployment,inflation,money

supply,pricelevel,investmentandeconomicgrowthanddevelopment.

Thepurposeofmacroeconomicsistopresentalogicalframeworkfortheanalysisofthese

phenomena.

3. Havingunderstoodthesephenomena,theaim ishow toensurethemaximum levelof

incomeandemploymentinacountry.

4. Sincethesubjectmatterofmacroeconomicsrevolvesarounddeterminationofthelevelof

incomeandemployment,therefore,itisalsoknownas‘TheoryofIncomeandEmployment’.

5. Correcteconomicpoliciesformulatedatmacrolevelmakeitpossibletocontrolbusiness

cycles(inflationanddeflation)intheeconomy.

DIFFERENCEBETWEENMICROECONOMICSANDMACROECONOMICS.

(1)Microeconomicsisthestudyofparticularmarkets,andsegmentsoftheeconomy.Itlooks

atissuessuchasconsumerbehaviour,individuallabourmarkets,andthetheoryoffirms.On

theotherhandMacroeconomicsisthestudyofthewholeeconomy.Itlooksat‘aggregate’

variables,suchasaggregatedemand,nationaloutputandinflation.



(2)Microeconomicsdealswithvariousissueslikedemand,supply,factorpricing,product

pricing,economicwelfare,production,consumption,etc., Macroeconomicsdealswithvarious

issueslikenationalincome,distribution,employment,generalpricelevel,money,etc.

(3)MicroeconomicsisappliedtointernalissuesandMacroeconomicsisenvironmentaland

externalissues

(4)Microeconomicsusefulinregulatingthepricesofaproductalongsidethepricesoffactors

ofproduction(labour,land,entrepreneur,capital,etc)withintheeconomybutMacroeconomics

perpetuatesfirmnessinthebroadpricelevelandsolvesthemajorissuesoftheeconomylike

deflation,inflation,risingprices(reflation),unemploymentandpovertyasawhole

(5)Microeconomicsisbasedonimpracticalpresuppositions,i.e.Inmicroeconomics,itis

presumedthatthereisfullemploymentinthecommunitywhichisnotatallfeasible.But

MacroeconomicshasbeenscrutinizedthatMisconceptionofComposition’incorporates,which

sometimesfailsto proveaccuratebecauseitisfeasiblethatwhatistrueforaggregate

(comprehensive)maynotbetrueforindividualstoo

INTERDEPENDENCEOFMICROANDMACROECONOMICS.

Microandmacroeconomicsarethetwosidesofthesamecoin.Thereiscloseinterdependence

betweenthetwo.Wecannotanalysetheindividualbehaviourwithouttheassumingtoaggregate

and likewise aggregate cannotbe effective unless individualvariables are keptunder

consideration.

1.Studyofeconomicfluctuations:-Businesscycleswhichareuniversalineverysector,are

influenced by both individuals and aggregate factors.Unless we review both micro and

aggregatevariables,wecannotprovideanappropriatesolutiontobusinesscycles.Thereforeto

studytradecyclesmicroandmacroeconomicscontributesignificantly.

2.Basisofeconomiclaws:-Microeconomicsactsasabasismacroeconomicsbecausemacro

isanaggregateofindividualunits.Thesuccessandaccuracyofaggregatesdependsonthe

individualunits.Similarly,macrotheoriesareusedbymicroeconomists.

3.Roleininternationaltrade:-Ininternationaltradeboththeapproachesareused.Economists

havedevelopedtheirtheoriesonthebasisofmicroeconomicspresumingfullemploymentof

resourcesandmobilityoffactorsofproduction.However,moderneconomistslookedonthe

economyasawholeandrecognizedtheroleofaggregates.Sogeneralequilibrium isnothing

butanextensionofequilibrium ofmicroeconomics.

4.Balanceofpaymentsandinterdependence:-Balanceofpaymentsproblem isalsoaburning

problem foreconomy.Anindividualsectormayhavefavorablebalanceofpaymentswhereas

othersectors,unfavorablebalanceofpayments.Ontheotherhand.theoverallpositionofan

economyistobeassessedfrom aggregatepositionofallsectors.

5.Theoryoftariffs:-Manyeconomistshavepropoundedthatmodernmacroapproachesof

imposingtariffswiththeintentionofcorrectingbalanceofpaymentspositionisvirtuallybased

onthetheoryofmonopoly.Somicroeconomicshasinfluencedthemodernmacroeconomics

theory.



CHAPTER2

THEORYOFDEMAND

DEMAND

Demandisaneconomicterm thatreferstotheamountofproductsorservices

thatconsumerswishtopurchaseatanygivenpricelevel.Demandisadesirefora

commodityatagivenpriceinthegiventimewhenanindividualhave

(1)Abilitytopayand

(2)Willingnesstopay

QuantityandQuantityDemanded;

Demandreferstodifferentpossiblequantitiestobepurchasedatdifferent

possiblepricesofacommodity.

QuantityDemandedreferstoaspecificquantitytobepurchasedagainsta

specificpriceofthecommodity

DeterminantsofDemand
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PriceofGood–X(P
x
):The lawofdemand statesthatwhenpricesrise,thequantityof

demandfalls.Thatalsomeansthatwhenpricesdrop,demandwillgrow.

MoneyIncome(M):Ariseinaperson’sincomewillleadtoanincreaseindemandafall

willleadtoadecreaseindemandfornormalgoods.

ConsumerTestand Preferences (TP):Favorable change leadsto an increase in

demand,unfavorablechangeleadtoadecrease.Personalitycharacteristics,occupation,

age,advertising,andproductquality,allarekeyfactorsaffectingconsumerbehavior

and,therefore,demand.

Population(NumberofBuyers)(PL):Themorebuyersleadtoanincreaseindemand;

fewerbuyersleadtodecreaseandviceversa.

Time:Timealsoaffectthedemandofthecommoditybecauseseasonalvariationand

morereasons.Demandincludesthepurchasingpoweroftheconsumertoacquirea

givenproductatagivenperiod

Priceofrelatedgoods(P
r
):

a.Substitutegoods(thosegoodsthatcanbeusedtoreplaceeachother):priceof

substituteanddemandfortheothergoodaredirectlyrelated.Example:Ifthepriceof

coffeerises,thedemandforteashouldincrease.

b.Complementary goods (those goods thatcan be used together):price of

complementaryanddemandfortheothergoodareinverselyrelated.Example:Ifthe

priceofcarsrises,thedemandfordieselwilldecreaseandviceversa.



TypesofDemand

 IndividualDemand:IndividualDemandisthatdemandofdifferentquantitiesofa

commoditythatoneparticularbuyerinthemarketisreadytobuyatdifferent

possibleprocessofthecommodityatapointoftime.

 MarketDemand:marketDemand is thatdemand ofdifferentquantities ofa

commoditythatallbuyersinthemarketisreadytobuyatdifferentpossibleprocess

ofthecommodityatapointoftime.

 Ex-antdemandreferstotheamountofgoodsthatconsumerarewillingtobutduringa

particulartimeperiod.Itistheplannedordesireamountofdemand.

 Ex-postDemandreferstotheamountofgoodsthatconsumeractuallypurchasedduringa

specificperiodoftime.Itistheamountofthegoodsactuallybought.

 Compositedemandmeanswhenthecommoditydemandedcanbeputintomanyuses,e.g.,

milkmaybeusedfordrinking,makingteaorcoffee,makingcurdandsweets,etc,any

extensionorcontractionofthecommodity'suseswillcorrespondinglychangethedemand.

DEMANDSCHEDULE

Thetablerelatingtopriceandquantitydemandediscalledthedemandschedule.

Conceptofdemandscheduleincludes.

 IndividualDemandSchedule

 MarketDemandSchedule

IndividualDemandSchedule:IndividualDemandScheduleisatableshowingdifferent

quantitiesofacommoditythatoneparticularbuyerinthemarketisreadytobuyat

differentpossiblepricesofthecommodityatapointoftime.

Itisatabularpresentationofindividualdemandaccordingtotheirprices.

MarketDemandSchedule:IndividualDemandScheduleisatabularpresentationof

marketdemandaccordingtotheirprices.

Itisatableshowingdifferentquantitiesofacommoditythatallbuyersinthemarketis

readytobuyatdifferentpossiblepricesofthecommodityatapointoftime.



DEMANDCURVE

DemandCurveissimplyagraphicalpresentationofthedemandschedule.

(1)IndividualDemandCurve

(2)MarketDemandCurve

IndividualDemandCurve:Itisagraphicalpresentationofindividualdemandschedule.

Note;ItisbasedonIndividualDemandschedule

IndividualdemandSchedule:
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MarketDemandCurve:Itisagraphicalpresentationofmarketdemandschedule.Itisa

horizontalsummationofindividualdemandschedule.

Note;ItisbasedonMarketDemandschedule

LAW OFDEMAND:

Thereisaninverserelationshipbetweenquantitydemandedofacommodityandits

ownprice,otherthings(determinants)remainconstant.

Assumptions:

 Testandpreferencesoftheconsumerremainsconstant.

 Nochangeintheincomeofbuyer.

 Priceoftherelatedgoodsdoesnotchange.

DemandCurve:
DemandSchedule:
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MOVEMENTALONGADEMANDCURVEANDSHIFTINDEMANDCURVE

 MovementAlongtheDemandCurve:Itreferstoextensionandcontractionof

demand.Thesearecausedbychangeinownpriceofthecommodity.

EXTENSIONOFDEMAND(MOVINGDOWNTHEDEMANDCURVE):

Whenwithafallinprice,Quantitydemandedofcommodityraises,otherthingsbeingequal.It

iscalledExtensionofDemand.

Price

(Rs.)

Quantity

(Units)

Description

8

2

100

400

Fallinownpriceofthe

commodity

Riseinquantity

demanded

ChangeinQuantityDemanded

ExtensionofDemand ContractionofDemand

Causedbydecreasedinown

priceofsamecommodity
Causedbydecreasedinown

priceofsamecommodity

ExtensionofDemand:



CONTRACTIONOFDEMAND(MOVINGUPTHEDEMANDCURVE):

Whenwithariceinprice,Quantitydemandedofcommoditydecrease,otherthingsremain

same.ItiscalledContractionofDemand.

Price
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 ShiftinDemandCurve:ItreferstoForwardandBackwardshiftindemand.These

arecausedbychangeinfactorsotherthanownpriceofthecommodity.

ContractionofDemand:

ChangeinQuantity

Demanded/Shiftingin

DemandCurve

BackwardShift

Decrease in demand or

backward shiftin demand

curves (Demand curve

shiftingtotheleft)

ForwardShift

Increaseindemandorforward

shift in demand curves

(Demandcurveshiftingtothe

right)

Causedbychangeinfactorsotherthan

ownpriceofthecommodity



 FORWARDSHIFTINDEMANDCURVE–(INCREASEINDEMAND)

Itreferstoasituationwhenquantitydemandedofacommodityincrease,evenwhen

ownpriceofthequantityisconstant.

CausesofIncreaseinDemand:

 Whenincomeoftheconsumerincrease.

 Whenpriceofthesubstitutegoodsincrease.

 Whenpriceofcomplementarygoodsfalls.

 Whentestandpreferencearechangeduetochangeinfashion.

 BACKWARDSHIFTINDEMANDCURVE–(DECREASEINDEMAND)

Itreferstoasituationwhenquantitydemandedofacommoditydecrease,even

whenownpriceofthequantityisconstant.

ForwardShiftinDemand;
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CausesofDecreaseinDemand:

 Whenincomeoftheconsumerfalls.

 Whenpriceofthesubstitutegoodsdecrease.

 Whenpriceofcomplementarygoodsincrease.

 Whentestandpreferencearechangeduetochangeinfashion.

REASONSFORDOWNWARDSLOPEOFDEMANDCURVE.

(i)LawofDiminishingMarginalUtlty:Uilityofacommodityisawantsatisfyingpower

ofacommodity.Thelawofdiminishingmarginalutilitystatesthatwhenthereisal

continuousconsumptionofacommoditytheadditionalutilityderivedfrom thei

additionalunitofcommoditywillgoondecreasingthusconsumerswillprefertobuy

largerquantityofthatcommodityatlowerpricesonly.

(ii)IncomeEffect:withthechangeinthepriceofthecommodityrealincomeorthe

purchasingpoweroftheconsumeralsochangesduetothattherewillbechangeinthei

quantitydemandedofthatcommodity.Higherwillbetheprice,lowerwillbethereall

incomeandthequantitydemandedwilldecreaseandvice-versa.

(ii)SubstitutionEffect:Itistheeffectthatthechangeinrelativepricesofsubstitute

goodsIhasonquantitydemanded.Whenthereisincreaseinthepriceofacommodity

keepingthepriceofitssubstitute'sconstantthedemandforthecommoditykeeping

thepriceofitsisubstitute'sconstantthedemandforthecommoditydecreasesandif

thereisfallinthelpricekeepingthesubstitutespriceconstantthedemandofthe

commodityincreases.Thesum totalofincomeandsubstitutioneffectisknownas

priceeffect.

(iv)NewConsumers:Fallinthepriceleadstoanincreaseinthequantitydemandedof

commodityduetoincreaseinnumberofconsumersofthatparticularcommodityinthe

market.Ontheotherhand,ifthereisincreaseinthepriceofacommoditysome

consumerswillstopbuyingthatcommodityandthenquantitydemandeddecreases

thusithedemandcurveisdownwardsloping.

(v)DifferentusesoftheCommodity:Thelawofdemandoperatesduetotheprinciple

ofdifferentuses.Somecommoditieslikemilk,electricity,etc.haveseveraluses,some

ofwhicharemoreimportantthantheothers.Whenpriceofsuchagood(say,milk)

increases,itsusesgetrestrictedtothemostimportantpurpose(say,drinking)and

demandforlessimportantuses(likecheese,khoya,butteretc.)getsreduced.However,

iwhenthepriceofsuchacommoditydecreases,thecommodityisputtoallitsuses,i

whetherimportantornot.



QUESTIONSANDANSWERS

(2MarksQuestions)

Q.1.WhatisDemand?

Ans.Quantityofacommoditythataconsumerisableandwillingtopurchaseinagivenperiod

atagivenprice.

Q.2.Howdoesdemanddifferform desire?

Ans.Desireismarelyawishtoobtainacommodityandisnotbackedbytheabilitytopay,.

Whereasdemendrefertothedesirewhichisbackedbypurchasingpoweraswellaswillingness

topay.

Q.3.Whatismeantbycompositedemand?

Ans.Compositedemandmeanswhenthecommoditydemandedcanbeputintomanyuses,

e.g.,milkmaybeusedfordrinking,makingteaorcoffee,makingcurdandsweets,etc,any

extensionorcontractionofthecommodity'suseswillcorrespondinglychangethedemand.

Q.4.Whatarethenormalgoods,inferiorgoods,substitutiongoods,giffengoods,

complementarygoods?

Ans.NORMALGOOD:-Anormalgoodisonewhosedemandincreasewithincreaseinincome.

INFERIORGOOD:-Aninferiorgoodisone,thedemandforwhichtendstofallwithan

increaseintheincomeoftheconsumer.

GIFFENGOODS:-Giffengoodsarethoseinferiorgoodsonwhichtheconsumerspenda

largepartofincome.Theirdemandfallswithfallintheitprices.

SUBSTITUTEGOODS:-Substitutegoodsarethosegoodswhichcanbeusedinplaceof

eachotherforthesatisfactionofsametypeofwants.Forexampleteaandcoffee.

COMPLEMENTARYGOODS:-Complementarygoodsreferthosegoodswhicharejointly

usedtosatisfyaparticularwant.Forexamplepenandink.

Q.5.WhatisDemandFunction?

Ans.DEMANDFUNCTION:-Functionalrelationshipbetweendemandandit'sdeterminantsis

knownasdemandfunction.

Dx.=f(px,pr,y,...........n)



Q.6.Whatdoyoumeanbydemandscheduleanddemandcurve?

Ans.DEMANDSCHEDULE:-Itisatabularpresentationwhichshowstherelationshipbetween

priceofthecommodityandquantitypurchased.

DEMANDCURVE:-Itisagraphicalpresentationwhichshowstherelationshipbetweenpriceof

thecommodityandquantitypurchased.

Q.7.Defineex-anteandex-postdemand.

Ans.Ex-antdemandreferstotheamountofgoodsthatconsumerarewillingtobutduringa

particulartimeperiod.Itistheplannedordesireamountofdemand.

Ex-postDemandreferstotheamountofgoodsthatconsumeractuallypurchasedduringa

specificperiodoftime.Itistheamountofthegoodsactuallybought.

(3-4MarksQuestions)

Q.1.Givethefactorsresponsiblefortherightwardshiftofthedemandcurve?

Ans.Demandcurveshiftstowardsrightbecauseof:

Increaseinthepriceofsubstitutegoods.

Decreaseinpriceofcomplementarygoods

Increaseinincome

Increaseinpopulation

Tasteinfavourofthecommodity

Expectationofthefutureincreaseinprice.

Q.2.Givethefactorsresponsiblefortheleftwardshiftofthedemandcurve.

Ans.Factorsresponsiblefortheleftwardshiftofthedemandcurve:

Fallintheincomeoftheconsumer.

Fallonthepriceofthesubstitutegoods

Riseinthepriceofcomplementarygoods.

UnfavorableChangeinthetasteandpreferenceoftheconsumer.



Q.3.Givetheassumptionsofthelawofdemand.

Ans.Whilestatingthelawofdemand,weusethephrase'keepingotherfactorsconstantor

ceterisparibus'.Thephraseisusedthefollowingassumptiononwhichthelawofdemandis

based:

Priceofsubstitutegoodsdonotchange.

Priceofcomplementarygoodsremainsconstant.

Incomeoftheconsumerreaminsconstant.

Testsandpreferenceoftheconsumerremainsthesame.


