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A SHORT NOTE ON:  
WHAT ECONOMICS IS ALL ABOUT 

 
Often when we turn to our friends, the discussion turns out to be about the price one commodity or the other 
or whether we have enough memory to buy them or about the state of the economy. Turn on TV; we may 
listen to a discussion on inflation, unemployment and poverty alleviation etc. All these require a study of 
ECONOMICS. These thoughts also imply that Economics, affect our daily lives. Our desire to improve our 
own living and make efforts in that direction are the concerns of Economics. We do not, however, have 
enough money to buy all that we WANT (biological and socially determined ends). Nor we have enough 
resources to solve the problems of inflation, unemployment and / or alleviate poverty. Our wants are 
unlimited. The resources are limited. There is a problem! The resolution of the problem requires a study of 
ECONOMICS. 
 
The word “Economics” is derived from the Greeks word “Oikonomas” that means  to “manage the 
house” so it means “the management of a household especially  in those matters that are relating to the 
income and expenses of the family”.  After sometime political economy term was also used for this topic and 
slowly  political economy adopted the shape of economics.  
  
There are numerous definitions of economics offered from time to time but there  is no clear concise 
definition. Keeping in view this situation. J.M. Keynes has rightly stated that political economy is said to 
have strangled itself with definition. 
 
DEFINITIONS: 
Over the years, several definitions have been evolved to address our complex problems. A few of the 
prominent definitions are: 
 

1. Wealth – “Economics is the Science of Wealth.” (Adam Smith / 1723-1790) 
 

2. Material Welfare – “Political Economy or Economics is a study of mankind in social action which is 
most closely connected with the attainment and with the use of material requisites of well-being. 
(Alfred Marshall 1842-1890) 

 
3. Scarcity – “Economics is the science which studies human behavior as a relationship between 

multiple and ends and scare means which have alternative uses.” (Lionel C Robbins / b. 1898) 
 

4. Growth: Economics is the study of how men and scarcity choose, with or without money, to employ 
scares productive resources which have alternative uses, to produce various commodities over time, 
and distribute them for consumption now and in future among various people and groups of society.” 
(Paul A Samuelson / b. 1915) 

 
John Maynard Keynes (b.1883), the greatest 20th Century economist, described economics as a technique of 
thinking. He stated: 
 

“The theory of economics does not furnish a body of settled conclusions immediately applicable to 
policy. It is a method rather than a doctrine, an apparatus of the mind, a technique of thinking which 

helps its possessor to draw correct conclusions.” (J M Keynes / b. 1883) 
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ECONOMIC PROBLEMS: In a complex world, every one of us is faced with innumerable problems 
correctly and exactly; our task of solving them will become easier. We should be able to present as clearly as 
possible both our choices as well as their implications keeping in view our resources. This relationship can 
best be understood by a step-by-step study of human behavior, that is: 

1. How we think as an Economist? 
2. How we make our economic decisions? 
3. How our economics decisions affect those of others? 

 
Three fundamental economics problems are faced by any economy: 
 
a. What to produce? 
b. How to produce? 
c. For whom to produce? 
 
The above three problems though appear to be simple yet confront us time and again due to existence of 
scarcity. These are worked out according to an Economic System that a country may follow. 
 
ECONOMIC SYSTEM: 
An Economic system is nothing more than a collection of people and a set of institutions such as individuals, 
firms and governments. Capitalism where all economics decisions are taken by individual households and 
firms with no government intervention. Centrally planned economy where all economic decisions are taken 
by the central authorities. Mixed economy where economic decisions are made partly by the government 
and partly through the market. 
 
ECONOMIC ANALYSIS: 
It is the process of breaking something down into its basic components parts so as to determine what its 
essential features are To understand the working of an economic system it is necessary to be able to isolate 
the effect of one factor from all others. This requires holding of everything else constant while changing the 
factor concerned and seeing what would happen. For example, in analysing the causes of unemployment it is 
necessary to say how unemployment would change if interest rates were to rise; assuming that nothing else 
were to change. This is called the ceteris paribus assumption meaning ‘other things remaining the same.’ 
 
In most cases the analysis of a problem require a model. A model is defined as a format and rigorous 
framework of is, the conclusion necessarily follows from the analysis. Rigorous without errors’ and logical, 
that is, the conclusion necessary follow the analysis. The purpose is to focus on the essential elements of a 
problem and ignore the unimportant. 
 
All economic analysis uses and is based upon a number of basic concepts: 
 
i) Maximisation: 
Choices call for a decision and a decision has its own consequence. Individuals, firms and governments, all 
decisions makers, will usually be interested in more than one thing. They usually seek as much as possible 
of what they want. This is called Maximisation. For example, two alternatives are available: Pizza and Beef 
Burger. We must calculate the benefit of each and compare them. To choose Pizza mean foregoing the 
benefit of Beef Burger and vise-versa. Thus either course of decision-making involves the sacrifice of 
possible benefits of alternative decision-making, Economists call it trade-off choice and decision-making 
cannot be avoided. This trade-off is normally explained in terms of Opportunity Cost. 
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ii) The Opportunity cost is what must be sacrificed to obtain one of the alternatives facing the decision 
maker. The opportunity cost is expressed in terms of next best or preferred alternative. Opportunity cost is 
often called the economic cost, that is, cost incurred in terms of time and money. For example, the 
opportunity cost of watching a cricket one-dayer is 6 hours (in terms of time) and Rs.1000/= (as entrance 
fee). 
 
iii) Efficiency: 
It is defined in terms of the relationship between inputs (or cost) and outputs (objectives). Outputs are all 
many goods and services which are produced by society, including such intangible once as education and 
leisure. Inputs are all resources, which contribute to output, such as workers time and the services of 
machines. Conventionally these resources are referred to as factors of production. 
 
iv) The Margin: 
The concept of margin is crucial to economic analysis. All decisions should be made at the margin. The 
word ‘margin’ is defined in a precise way which is different form the way it is often used in our daily speech 
in economics ‘marginal’ always refers to the difference when one extra or one less unit is considered. Term 
like marginal utility, marginal productivity, marginal cost, marginal revenue, marginal rate of substitution, 
marginal propensity to consume, marginal propensity to save and marginal propensity to invest etc. will 
form part of our discussion as we go on and on. 
 
v) Surplus: 
A surplus is defined as difference between Total Benefit and Total Cost. The best-known example is Profit. 
In the case of a firm the ‘total benefit’ of its operation is precede from selling goods and services: it total 
revenue. Total Revenue minus Total Cost is the definition of Profit or producers surplus. 
 
FORMULATING ECONOMIC POLICY: 
Economists are called upon to formulate principles, which are useful in the establishment of policies 
designed to solve economic problems. Deriving principles is called economic theory or economic analysis. 
This task is also called descriptive or empirical economics, which is concerned with gathering the fax 
relevant to a specific problem or aspect of the economy and with testing hypothesis against facts to validate 
theories. More specifically it is the ability of Economists recognize a problem, carve out the substance for 
the situation at hand and create a solution or a course of action. 
 
The general knowledge of economic behaviour which economic principles provide can then be used in 
formulating POLICIES, that is, remedies or solutions, for correcting or avoiding the problem under scrutiny. 
This final aspect of field is sometimes called ‘Applied Economics’ or ‘Policy Economics’. 
 
OBJECTIVES OF THE POLICY: 
Most widely known goals of an Economic Policy. 

a. Economic growth 
b. Full employment 
c. Price stability 
d. Balance of payment 
e. Economic efficiency 
f. Economic freedom 
g. Equitable distribution of income 
h. Economic security 

MICROECONOMICS AND MACROECONOMICS: 
There are two levels of economic analysis at which the economist may drive principles concerning 
economic behaviour. 
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Microeconomics deals with specific economic units and a detail consideration of these individuals units. 
Here we talk of an individual industry, firm or household and concentrate on such magnitudes as the output 
or price of a specific product, the number of workers employed by a single firm, the revenue or income of a 
particular firm or household or the expenditure, the general level of prices and so forth in analysing various 
economic problem. 

PRICE MECHANISM 
Price Mechanism or price system or market economy is an economic system in which relative 
prices constantly change to reflect changes in supply and demand of different goods. Price of 
commodities are signals to every one within the system as to what is relatively scarce and what is 
relative abundant. It is the signaling aspect of price system that provides information to buyers 
and sellers about what should be bought and what should be produced. 
 

 CHARACTERISTICS OF PRICE MECHANISM 
1 What and how much should be produced?
2 How should it be produced? 
3 For whom goods are to be produced? 
4 Determination of money income. 

 
 
 
 1. WHAT AND HOW MUCH TO PRODUCE? 
  In a price system interaction of demand and supply for each good  determines as to 
what and how much to prodice. If highest price that  consumers are willing to  pay for a good is 
less than the lowest cost of  production, then output will be negligible or zero. 
 
 2. HOW TO PRODUCE? 
  A firm can use various combinations of labor and capital to produce the same 

amount of output. In price system, least cost combination technique is chosen because it 
maximizes profit. Firms using this technique will be able to offer for sale their goods at a 
lower price and will make profit. Lower price will induce consumers to shift their demand 
from high priced goods to low priced goods. Inefficient firms will be forced to close their 
inefficient business and will induce consumers to shift their demand from high priced goods 
to low priced goods. 

 
 3. FOR WHOM GOODS AR PRODUCED? 
  In a market system, choices about what is to be produced are made by  individual 
firms, but their this choice is determined by distribution of money  incomes in the society. Those 
people who will have higher income, they would  demand different commodities than those 
who have less income. Those  consumers who are able to pay the price of good can obtain it, 
otherwise poor  people who cannot afford, will not have burgers of McDonald’s. 
 
 4. DETERMINATION OF MONEY INCOME 
  When a person is selling his labor services then his money income is based  on 
his wages, which he can get in labor market. If a person owns land and  capital then rent of land 
and interest of his capital will determine his ability to buy  consumer goods. If his income from 
wages, interest and rent is less then his  demand for goods will be less. 
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NATURE & SCOPE OF ECONOMICS 
 
Q1. “Economics is a Science of Wealth” Discuss definition of Economics given by classical school of  

 thoughts? 
 
INTRODUCTION: 
Adam Smith wrote a book in 1776 untitled “An inquiry into the Nature and Causes of Wealth of Nation”. He 
was born on June 5, 1723. He died in Edinburgh, Scotland on July 17, 1790; He is universally regarded as 
“Father of Economics”. 
 
Definition: 
According to Adam Smith “Economics is a Science of Wealth”. 
 
Explaination: 
To analyze this definition we will discuss the world “wealth” and its four aspects. Wealth means goods and 
services transacted with the help of money. But the question is: Why and how is transaction of goods and 
services taking place? To know the answer of this question we are required to look into the four aspects of 
wealth. 
 
1. Production of Wealth: 
This means the production of goods and services by combining four factors of production i.e. land, labour 
capital and organization or enterprises. 
 

LAND: 
It includes all the natural resources such as Soil, Sea, Minerals, Live Stock and Forests etc. 

 
LABOR: 
It is the mental or physical work. Which is done for the sake of reward. 

 
CAPITAL: 
Means man-made resources, which help to produce good and services, whereas organization is the 
act of combining the other three factors of production for producing and marketing the good and 
services for the sake of profit. Hence production of wealth means production of good and services. 

 
2. Exchange of Wealth: 
Entrepreneurs usually produce more goods and services than their own requirement. Why do they do so? 
Simply to get their surplus. Output exchange with market with the surplus goods and services produced by 
others. The process of exchanging of wealth continues through out the year and, as a result, people get the 
required good and services, this enables every one in the society to satisfy his multiple wants. 
  
3. Distribution of wealth: 
When goods are produced in the factory and raw material is converted into finished good then it is handed 
over to suppliers. After that the suppliers distributes these goods in the market i.e. shopkeeper. One by one 
all the goods are distributed to shopkeeper exchange these with the customers. The goods are not directly 
given to buyers. This process is known as distribution of wealth. 
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4. Consumption of Wealth: 
The ultimate objective of production, exchange and distribution is the Consumption of Wealth. When people 
get their share from the national output they use it to satisfy their warts. Hence, the using up of the utility of 
good and services for the satisfaction of warts is known as the Consumption of Wealth. 
 
CRITICISM:  
The definition given by “Adam Smith” and his followers became very  popular because wealth is very 
important concept, which satisfies human  wants,  but his definition was strongly criticized by “Carlyle” 
and “Ruskin”. 
  
Carlyle and Ruskin called economics as: 
 “Economics is dismal science and science of bread and butter, because it relates to wealth and not to 
human morality. By using the word  “material wealth“ the classical economists narrowed the scope of 
Economics activities which are related to the production of  non –material goods and services.” 
 
CHARGE OF MATERIALISM: 
British society was a religious society during the 18th century. Religious  minded people criticized the 
subject of economics on the ground that it will take  them away from spiritual values like love and 
brotherhood. It will make the  people selfish and materialistic.  
 
DISMAL SCIENCE: 
Carlyle and Ruskin, two literary figures called economics the Dismal science that teaches mammon worship. 
Carlyle even called economics as the Pig philosophy. Some others said that it is the science of bread and 
butter and teachers selfishness. 
 
CONCLUSION: 
The criticism was not justifiable at all. The reason was that they saw only the negative side of the picture. 
However, gradually people discovered through observation that economics helped them to eliminate 
poverty, and raise their standard of living soon they realized that material wealth played a vital role in their 
lives. 
 
Q2. “Economics is a Science of Welfare”? Explain this statement in the light of the definition given  

 by Alfred Marshall? 
 
INTRODUCTION: 
Alfred Marshall was born in a London, on 26th July 1842. He died at Balliol Craft, on 13th July 1924, at the 
age of 81. He was the founder of the Cambridge School of Economics. Marshall wrote a book “Principles of 
Economics” in 1890. 
 
DEFINITION: 
In his book, he defined economics as the study of mankind in the ordinary business of life from these 
definitions, we get three main points. 

i) Economics studies people in their ordinary business of life. In other words, economics is a Social 
Science. 

ii) Attainment and use of material requisites or production and consumption of wealth are the major 
areas of interest in Economics. 

iii) Economics is concerned with the well being or welfare of Society. 
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Explaination: 
1. Economics as a Social Science: 
According to Marshall, Economics behaviour of the people living in a Society. Economic activities of the 
people outside the Society are, therefore not considered in Economics does not study the isolated individual. 
 
2. Attainment and Use of Material Requisites or Production and consumption of Wealth: 
In the ordinary business of life, human being perform different type of activities, sports activities, economic 
activities which are related with the attainment and uses of material requisites or in other word production 
and consumption of wealth as stated by Adam Smith. 
3. Well Being or Welfare of Society: 
The attainment is not the main objective of economics but its objective is welfare of society. What is to be 
produced should be guided by the motive of welfare of the people. For e.g. food, Shelter and Clothing 
should be produced on priority basis. 
 
MAIN POINTS OF THIS DEFINITION:  
 i. It deals with ordinary business of life.  
 ii. Attainment and use of Material needs 
 iii. Wealth and human welfare.  
 
MERITS  
 1. COMPREHENSIVE:  

Professor Marshall’s definition is better and comprehensive as compared to the Adam Smith 
definition.  

 2. SUBJECT MATERIAL OF ECONOMICS: 
According to Marshall subject Matter of Economics is attainment and use  of material needs 
for human beings that is material welfare.  

 3. STUDY OF HUMAN LIFE: 
According to this definition economics studies the human life, so there is a particular 
objective of this subject that is human life.  

 4. SOCIAL SCIENCE: 
Economics is a social science. It studies the activities of the person who  lives in society. It 
excludes the activities of that person whose activities are not beneficial for society.  

 5. TO PROMOTE MATERIAL WELFARE: 
To be a study of wealth not for its own sake, but for the material welfare  non-material 
activities are excluded from the study of economics.  

 6. AN ORDINARY MAN DISCUSSED: 
Economics is a social science that studies man’s social life. Those people  who do not 
perform social activities like saints and mad will not be studied in  economics.  

 7. IMPORTANCE OF WELFARE: 
Economics does not relate to wealth but wealth is used for human welfare. Hence wealth is 
regarded to a secondary position.  

 8. UNEQUAL DISTRIBUTION OF WEALTH PROBLEM: 
  Professor Marshall also discussed to solve the problem of unequal  distribution of wealth.  
 9. IMPORTANCE TO MAN: 

In this definition man has given primary importance and wealth has given  secondary 
importance.  

 10. WELFARE THE AIM: 
According to this definition the aim and objective of this subject is the welfare of human 
being.  

 11. CORRESPONDS TO MODERN ECONOMICS:  
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In modern world planning is very important to develop economy. Marshall has given 
importance of well being through planning. In this way the definition corresponds with the 
modern economics.  

 
CRITICISM OR DEMERITS 

For a long time this definition was accepted but in 1930 Robbins criticized it on the following 
grounds.  

 1. IT DOES NOT COVER ALL ECONOMICS PROBLEMS: 
According to Marshall, in Economics we study only those people who are  living in society 
and their efforts for material –requisites only. It ignores a lot of  other problems. Which 
must be brought under discussion in economics.   

 2. WELFARE IS A VAGUE IDEA: 
Robbins also criticizes the use of the word “welfare “. It is difficult to decide what is welfare 
and what is not welfare is vague concept because it differs  from person to person, place to 
place and time to time.  

 3. NON-MATERIAL SERVICES IGNORED: 
It ignores the non-material services like the services of teacher that has an important 
contribution to economic welfare.  

 4. NOT CLEAR: 
The distinction made in this definition between ordinary business of life and extra ordinary 
business of life is not clear. 

 5. SOCIETY IS DISCUSSED ONLY:  
According to this definition, economics deals with persons living only in society. It ignores 
others who may also have an economics problem. 

 6. CONCEPT OF WELFARE DIFFERS: 
There is no unanimity about the concept of welfare. Ideas about welfare vary from time to 
time, place to place and person to person.  

 7. NON-MEASURABLE CONCEPT: 
Welfare varies from individual to individual. A good may give pleasure to a person but it 
may be harmful for the others. Welfare is subjective concept and it cannot be measured.  

 8. WEALTH CONCEPT IS NOT CLEAR: 
  Prof. Marshall has not explained the meaning of wealth clearly.  
 9. LIMITED CONCEPT OF WEALTH CONSUMPTION: 

Man spends his income on two kinds of necessities. Some are materialistic while the others 
are non-materialistic. But according to this definition non- materialistic necessities are out of 
subject. 

 10. CLASSIFICATORY DEFINITION: 
Robbins criticized the distinction between material and non – material things as stated by 
Marshall, in Economics all materials and non-material activities are discussed. 

  11. QUESTION OF LIKES AND DISLIKES: 
Porf. Robbins says that this definition creates the question of likes and dislikes and we are 
bound to do only those actions that are helpful in the material welfare.  

12. INVOLVES VALUE JUDGMENT:  
In this definition the word welfare involves value judgment but according   to Robbins 
economists are forbidden to pass any verdict.  

  
 13. THE QUESTION OF MORAL JUDGMENT ARISES: 

If welfare made the basis of study of Economics, the problem of liking and disliking arises 
and we have to make a moral judgment. Robbins pointed out that  Economics is a neutral 
science and we cannot make any moral judgment.  
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 14. ECONOMICS IS A SOCIAL SCIENCE: 
According to Marshal Economics is a social science “A study of men as  they live and 
move and think in the ordinary business of life”. Robbins does not  agree with Marshall 
because according to Robbins the central problem of Economics is that of valuation that is 
one of allocation scarce means among alternative ends.  

 15. IGNORE SERVICES: 
Marshall has ignored all non-material services. There are several goods which are highly 
conductive to human welfare, but which have nothing material in them e.g. services of 
doctors, teachers, engineers and lawyers etc. 
 
 
 
 

4. Explain the definition of Loinell Robins with its Criticism & Conclusion. 
 
ROBINS DEFINITION OF ECONOMICS: 
The Scarcity definition of Economics was given by Professor Loinell Robins in his book “The nature and 
Significance of Economic Science”. 
According to him, 
“Economics is a Science which studies human behaviour as a relationship between multiples ends and Scare 
means which have alternative uses. Three main points of definition are: 

i) Multiple ends 
ii) Scares means 
iii) Alternative uses 

 
i) Multiple Ends: 
Multiple Ends means “many or limited wants” Human wants (or ends) are limited. Human keep on 
satisfying them but they arise again and again. This means that they do not come to an end even if they are 
once satisfied e.g. we need it again in the moon and then again in the evening. Since human wants are 
unlimited, once is compelled to choose between more urgent and less urgent wants, which make Economic a 
Science of choice. 
 
ii. Scare Mean: 
There may be no limit to human wants, but the means to satisfy then are definitely limited. The means or 
resources in the production sector of the economy. i.e. land, labour, capital and entrepreneurship are quite 
limited because the prices of these four factor of production are determined in the market. Secondly 
consumer good and services are also limited because they are also priced in the market. Money income 
represent command on the real resources available in the form of good and services. Since income are 
always limited. 
 
iii. Alternative Uses: 
One of the properties of the limited means is also that they don’t have a particular use but could be used as 
substitute of one another for instance purchase both bread and cloth, water can be used for drinking as well 
as for irrigation. 
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MERITS 
 1. WIDER SCOPE: 

According to this definition economics has much wider content. It takes into account all types 
of human wants; material or non-material as well as a all types of persons living in society or 
not.  

  2. SCIENCTIFIC DEFINITION: 
Robbins has made Economics a scientific subject. Instead of vague and immeasurable idea of 
welfare, he has introduced a better idea of scarcity.  Scarcity is measurable.  

 3. IT IS COMPREHENSIVE AND CLEAR: 
Robbins has based his definition on some hard facts of life. No body can deny that ends 
(wants) are unlimited or means are “Limited”. We daily face the problem of “Scarcity” and 
“Choice.” 

 4. IT IS NEUTRAL: 
According to Robbins definition, Economics is a positive science. It has no normative aspect. 
An economist is not concerned whether ends and wants are  good and bad. He is a neutral 
scientist. His function is not to give moral advise on any economics problem but only to 
analyze a problem on facts.  

 5. IT HAS UNIVERSAL APPLICATION: 
The definition is universal in the sense that it is true for all times and all places. It applies 
equally to the activities of men living in society as well as isolated individual. The concept of 
welfare that has different meanings in different societies and situations is not included. It also 
applies equally under  capitalists as well as socialist society. Our Economics also holds goods 
under  barter as will as under money exchange.  

 6. IT WIDENS THE SCOPE OF ECONOMICS: 
Robbins extended the scope of Economics because he discussed all the problems of that 
person whether living in society or not, and all type of wants whether material and non-
material that are related to scarcity and choice. 

 7. ANALYTICAL DEFINITION: 
Marshall divides human activities into material and non-material but Robbins analyses the 
Economics problems of the people whether material or non  –material. This analytical 
approach can  help the Economics problems of the  people as far as possible.  

 8. POSITIVE SCIENCE:  
Robbins made economics positive science, while the earlier economist regarded it normative 
science. 

 9. NO RESPONSIBILITY OF SELECTING ENDS: 
It takes no responsibility for selecting ends. These may be god or bad economics is not 
concerned with it. Robins has made economics neutral between ends.  

 
DEMERITS OR CRITICISM  
 Some recent writers have criticized this definition on the following grounds: 
 1. ECONOMICS IS NOT A POSITIVE SCIENCE: 

Robbins has made Economics an impartial science like physics and chemistry. But 
economists like Wooton and Macfic do not agree with Robbins that Economics is a pure 
science but Economics is a normative science.  

 2. NOT A PURE SCIENCE: 
Robbin’s definition makes economics pure science like physics and chemistry, while in 
reality it is not true.  

 3. ONLY A VALUATION THEORY:  
Another objection on Robbins definition is that he has made economics merely a valuation 
theory but in fact it has its practical importance.  
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 4. HUMAN LOVE MISSING: 
  Human love is entirely missing in Robbins definition of economics. 
 5. IGNORES MACRO ASPECT: 

Robbins definition has been criticized on the ground that it only studies  the macro aspect 
of Economics, which deals, with individual behaviour. But  Economics is not concerned with 
individual behaviours of firm and consumer  because our economics problem is related to 
social rather than individual  behavior. 

 6. NO NORMATIVE ASPECT:  
According to Robbins economics has no normative aspect while it is not correct. Economist 
has also the duty to give his opinion about the matter.  

 7. DOES NOT COVER ECONOMICS PLANNING & DEVELOPMENT: 
Economics planning is very important to develop the undeveloped  economy, limited 
resources demand that there should be proper utilization that is impossible in the absence of 
Economics planning. Robbins only explains  allocation of resources but does not explain 
method of planning.  

 8. PROBLEM OF UNEMPLOYMENT IGNORED: 
According to modern economists unemployment is the most serious  problem in all countries 
but Robbins fails to explain the problem of  unemployment. Under employment is caused 
not by scarcity of resources but by  their abundance. Like in Pakistan manpower is surplus. 
Resources are in abundance in such countries but they are either utilized or under utilized. 

  
 
9. MUCH WIDER SCOPE: 
 

It covers the whole of human life. According to this definition. If you want  to choose 
between the worship of God and that of Men it will be an economic  problem.  

 10. UNLIMITED LABOUR: 
According to Robbins all types of resources are limited. But in the third  world countries 
we find that labor is not limited because rate of unemployment is  very high.  

 
CONCLUSION: 
 In spite of the above objection raised by modern economists like Samuelson, Keynes etc, the fact 
remains that Robbins’s definition is scientific, comprehensive, universal and purpose full. 
 
The Existence of an Economic Problem: 
The definition of Robin has been criticized seriously by Wooten, Pegow, Beverage, Wazor of Cannon, The 
Criticism contain four conditions which are given as follows: 

i. Supposing that human wants are limited instead of being unlimited. Therefore these would be only 
few warts to be satisfied. No more warts would arise and people will remain satisfied and therefore 
would be no economic problem. 

ii. Suppose all human warts are considered equal their no problem will arise because they do not have 
choice for more important wants. 

iii. Suppose if resources are unlimited instead of being limited. The people can fulfill all these needs and 
no economic problem will take place. 

iv. Suppose if there is no alternative use of resources and one resource is directed to one want only. In 
this case people are  
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Q3. Compare the definition of Marshall and Robbin? 
 

ALFRED MARSHALL LOINELL ROBBIN 
“Economics is a Science of Material welfare.” Economics is the Study of abundance of wants and 

Scarily of means. 
1. SCOPE OF ECONOMICS 

The center of Economics studies are the activities 
that are related to have material welfare only other 
activities are not concerned with economics. In this 
way, makes the scope of economic very limited. 

All the human activities will be the Center of 
Economic Study concerning with the problem of 
abundance of wants and scarcity of means. In other 
word, Robbin expended the scope of Economics. 

2. MEASUREMENT 
The sense in which Marshall has used the term 
‘Material’ welfare is not necessary for other people 
to understand in the same sense because this term is 
vague. Welfare is the mental phenomenon, which 
can’t be measured. 

Robins has clarified his definition through the 
concrete facts of life. The term means is not only 
concrete but also measurable. 

3. PARTIAL SUBJECT 
Economics is a social science, has not cleared that 
this subject relates research with the concept of 
‘Material Welfare’. In this sense, economics 
becomes a partial subject as it concentrates and 
‘Material Welfare’. 

Economics is a partial subject as it stress on the facts 
of life. In other words, with what aught to be. 

4. INDIVIDUAL PROBLEMS 
Economics is a social science; it is concerned with 
individual problems but the social (collective) 
problems. 

Economics deals not only with the collective but also 
the individual problems. If a person lives but side the 
society but he confront with the problems of 
abundance of wants & scarcity means, he will be 
concerned with economic problem. 

5. MODERN ECONOMICS 
In modern age, big projects are initiated for 
economic success; in other words, material welfare 
is basic objective of individual and nation. It would 
be said that the definitions of economics confirm 
modern economic objectives. 

As Robin’s definition stresses the theory of price 
with reference to abundance of wants and scarily of 
means, it does not introduce with modern human 
needs on development plan & economic success. 
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Q5. Describe Nature and Space of Economics? 
 
Scope of Economics: 
By the term ‘Scope of Economics’ we understand the field actually covered by the subject Economics. This 
can be well conceived by7 examining its: 
 

(a) Subject Matter 
(b) Nature 
(c) Limitation 

 
A) SUBJECT MATTER OF ECONOMICS: 

 
Adam Smith’s definition: 
The classical economists Adam Smith considered wealth as a subject matter of Economics. According to 
him Economics deals with the activities of man in earning his income and in spending it among different 
objects in order to obtain the maximum benefit for the satisfaction of his wants. 
 
Alfred Marshal’s definition: 
The non-classical economists Al Fred Marshall regarded material welfare to be the subject matter of 
economics. According to him the activities of man kind as a social being and in the ordinary business of life 
which are related to the attainment of economic well being through the use of the material requisites are to 
be considered the subject matter of economics. 
 
Prof. Robin’s definition: 
According to Robins those activities, which originate because of the imbalance relation between human 
want and available resources, which are scare and are capable of alternative use. 
 
According to Keynese: 
According to Keynese, economic problems constitute the subject matter of economic. To deal with these 
problems, Micro Economics and Macro Economics have been taken as modern approach. 
 
Micro Economics: 
It means the Micro approach (Micro meaning small) towards the study of economics by means of its small 
units like saving, consumption, supply, demand and questions like what to produce, how to produce, foe 
whom to produce etc. 
 

B) NATURE OF ECONOMICS: 
In this part of enquiry, one has to discuss the problem weather economics is a science or art. If it is a 
science, whether is a positive science or a normative science or both? 
 
Economics as Science: 
Most of the economists regard economic as a science because it is body of knowledge. It includes facts and 
rule and studies their causes and effects e.g. it states the general principle of social behaviour, it indicates 
how and why economic problem arise. 
 
Economics as a Positive Science: 
Most of the English economists regard economics as a positive science since it examines the relationship 
between causes and effects. It studies economic problem which are there in reality and are effecting human 
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life e.g. in economics we study that if the price of a commodity goes up the demand for it goes down. It is 
seen that it happens so in reality. 
 
 
Economics as a Normative Science: 
Economic is also a Normative Science. It tells us whether a particular thing is desirable or not. An 
economist, while discussing the effect of unequal distribution of wealth says that it is undesirable. The aim 
of economics is to promote human welfare so it will obviously study the factors ‘what ought to be’. 
 
Economics as an Art (Applied Science): 
All sciences have an art aspect; so does economics. Economics not only states hoe economic problem arises 
but it also recommends positive measures to end those troubles e.g. It not only states that when cost exceeds 
revenue loss has to be faced but nor it also prescribes ways by which an equilibrium between cost and 
revenue can be maintained. The purpose of economic is to lead towards welfare and satisfaction so until and 
unless it states principles underlying a particular situation as well as guide action, its aim cannot be achieve. 
 
Conclusion: 
To conclude we may say that economics is a science as well as an art. It is a science as far as its methods of 
investigation are concerned. But those who prove it cannot remain natural scientists. They must carry out the 
solutions to make economist socially fruitful. 
 

C) LIMITATIONS OF ECONOMICS: 
Limitations of Economics are well depicted by the examination of those matters, which are not studied in 
economics. 
 

1. Economics is not a complete study of all human activities. It studies only economic activities, which 
are related to wealth. 

 
2. Economics is not a complete study of all human activities. It is not concerned with the activities of 

other creatures. 
 

3. Economics does not study the activities of those human beings who are not members of the society, 
However, Prof. Robins does not agree with these criteria. According to him it is immaterial whether 
man lives in a society or from it in a jungle, his activities are to be studied in economics. 

 
4. Economics studies the activities of real human beings. Older economists thought that economics the 

activities of economic men who are always moved with the object of getting as rich as possible. 
Modern economists do not believe in the concept of economic men. They study men as he is. 

 
5. Economics studies the activities of normal men. The activities of insane and drunkard are not studied 

in economics. 
DEDUCTIVE METHOD   
  Ricardo, Malthus, and Marshall used deductive method in their theories. In deductive 
method some indisputable facts are considered and accepted about human nature and then 
inferences/result are drawn about individual cases. For example it is believed that self-
interest alone guides men in their daily life, thus human behavior of self-interest is inferred 
from this situation. The deductive method takes a few simple general principles and applies 
them to draw conclusion in complicated cases. If we accept the general proposition that 
man prefers a greater gain to a lesser gain, then the conclusion that Mr. Atta will work for 
maximum profit automatically follows. Thus it is very simple and easy method. There is no 
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need for collecting elaborate statistical information. One can take some well-known and 
accepted generalizations and draw inferences by applying to a particular case. This is less 
time consuming and less expensive. 
 
If we observe that with increase in price of a good, many sellers are producing and 
supplying that product in the market for having a greater profit, this situation is a general 
phenomena here from this we can conclude from this general situation to a particular and 
specific law that is law of supply which says that with increase in price of a product, there 
will be more supply of goods and with fall in price there will be less supply of goods. In 
economic field where we have to study human behavior – observations and experiments 
are simply out of question. Also the data are either not available at all or are inadequate. In 
such a situation only deductive method can be replied upon. 

 
 
 
INDUECITVE METHOD 
In inductive method, economic generalizations are derived on the basis of experiences and 
observations. It insists on examination of facts and then laying down general principles. In 
it we move from particular to general, for example if we observe that Mr. Atta is buying 
more mangoes because the price of mangoes has gone down, Mr. Karim is buying more 
mangoes due to fall in price and Mr. Fareed is also buying more mangoes due to fall in 
price of that good, all these activities of buying mangoes in the market are general 
phenomena and after observing this situation in the market, we can draw a conclusion that 
with fall in prices of a product its demand increases and with rise in price its demand 
decreases. This makes a famous law of demand of economics. In inductive method we go 
up from particulars to generals whereas in deductive method we come down from generals 
to particulars. 

 
 

 
 
 
Q6. Discuss the importance of Economics in details? 
THEORETICAL IMPORTANCE: 
Theoretical importance of study of economics refers to the light bearing aspect of the subject. It throws 
Light on the nature of human wants a number of complex problems associated with it. They study of 
economics theory gives us an insight into the forces underlying the working of an economic system. With 
the knowledge of economics we can avoid making decisions, which are inconsistent with each other. It 
makes us understand the rule of government in the national prosperity. It is a good training foe the mind 
since if forces logical reasoning about complicated problems, which improves wisdom and knowledge. 
PRACTICAL IMPORTANCE: 
It refers to the fruit bearing aspect of the subjects. 
UTILITY TO THE SOCIETY: 
Poverty can be reduced:Many countries are involved in the various circle of poverty. They need money to 
develop, to form in industries, to increase output, to promote mechanization of effective and suitable use of 
money, saving and consumption through the study of economics. 
 
 
 

In deductive method, we proceed from general observation to a particular law. 

In nutshell inductive & deductive both methods are needed for economic 
analysis as right and left feet both of them are needed for walking. 
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Unemployment can be reduced: 
Economic can help devising methods to reduce un-employment through division of labor, large-scale 
production etc. 
 
Distribution of Money: 
Economics teaches equal distribution of money among all the people to discriminate the difference of rich 
and poor through laws of taxation etc. Economics studies and solves many other problem of the society like 
saving and consumption; use of resources, economic development to wards the achievement of a more 
prosperous and well-to-do society. 
 
QUALITY TO INDIVIDUALS: 
 
Utility to consumers: 
The study of economics is of great importance to capitalists (businessmen or entrepreneurs). It can help 
them to achieve co-operation of the working classes, utilize the available factors of production and resources 
to their best and maximize the output and profit. Buying and selling principles, supply, consumption and 
demand, determination or price, taxation and many other such factors are to be solved through the study of 
economics. 
 
Utility to Laborers: 
The study of economic is also useful to laborers. It encourages him to claim appropriate return for his work. 
It enables him to perform his duty more efficiently and be mobile in order to earn high wages. 
 
Utility to Statesmen: 
The study of economics is very useful for government officials. It helps them in framing policies, preparing 
plans for economic development in reducing necessary expenditure, improving finances, solving economics 
problems and improving the standard of living of the people. 
 
Utility to Social Reformers: 
The aim of the Social Reformers is to promote the welfare of the people. Economics helps them in this 
respect. It suggest them ways to eradicated social and economic evils from the society and promote 
prosperity. 
 
Q7. Describe the nature of Economics law and its importance? 
 
ECONOMIC LAWS 
 
Defined: 
Economic laws refer to those principles, which explain and describe impact of economic phenomena. 
Human tendencies are observed through the study of cause and effect relationship of human behaviour. They 
are then stated in a generalised form and are called Economic Law. In other word Economic laws are 
generalised related to human tendencies, which govern human actions in ordinary business (production and 
consumption of wealth) of life. For instance, a tendency, which is found in the consumers all over the would, 
is that “a fall in price increases the demand for a commodity and a rise in price reduces its demand and.” 
This generalised statement is an economic law and is called the Law of Demand. 
ACCORDING TO MARSHALL: 

“An economics law is a statement that a certain course  of action may  be expected under certain 
conditions from the member of society.” 

 ACCORDING TO NE-VIN 
 “Economics law is statements of tendencies that are likely to result form certain  causes.” 
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In the words of Alfred Marshall, “Economic Laws or economic tendencies are social laws relating to 
branches of conduct in which the strength of the motives chiefly concerned can be measured by a money 
price.” According to this definition Economic Laws relate to those human motives, which can be behaviors, 
which are social in character. 
 
NATURE OF ECONOMIC LAWS: 

1. Economic Laws are scientific is character because they are established through a rational 
approach and are capable of being proved logically. 

 
2. Again Economic Laws are the statements of general human actions and consequently, they are 

universal and invariable in application to the extent of identical situations. 
 

3. Economic Laws are the most exact laws of all the social science s because of the reason that the 
economic motives behind the economic laws can be measured in term of money. 

 
4. Economic laws are said to be hypothetical in nature. They are true only under certain given 

conditions and as such, their invariability of application is limited to the extent that the given 
conditions continue to remain unchanged. However, there are laws in economics, which need no 
such qualification. For instance, Law of Diminishing Returns, Law of Substitution etc. is free for 
any qualification and has exactness. 

 
5. Economic laws are neutral in the sense that under similar results. The neutrality of these laws 

stands when they are applied most rationally to any economic situation. 
 
LIMITATIONS OF ECONOMICS LAWS: 
Economics laws are related to human tendencies, which are ever changing, and consequently, they lack 
exactness as regards to their effectively in explaining and predicting the economic event. Economic laws are 
valid only when: 
 

1. Time remain unchanged. 
 

2. Income of individual remains constant. 
 

3. Preference for or liking of goods of individual remains stable. 
 

4. Circum stances of individuals remain unaltered. 
It may be noted here that the above condition seldom exists in practical life and accordingly the practical 
utility of economic laws become insecure. 
 
IMPORTANCE OF ECONOMIC LAWS: 
Importance of Economic Laws lies in the fact that they are taken as a basic for drawing conclusions relating 
to economic phenomena. They are also useful for reasoning out a certain human tendency related to 
satisfaction of wants. They are used for predicting the economic events to follow and for prescribing the 
course of action towards the achievement of an economic goal. In short, economic laws have fruit bearing 
aspects in the sense they help in finding devices to solve economic issues in the ordinary business of life. 
They have also light bearing aspect because they guide us to escape and avoid unpleasant economic events 
in our life. 
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Differentiate between MICRO and MACRO Economics 
 
MICRO ECONOMICS 
Microeconomics is that part of economic analysis which studies decisions of individuals and firms in 
economy. It is microeconomics that tell us how a free market economy with its millions of consumers and 
producers work to decide about allocation of productive resources among thousands of goods and services. 
It tells us how goods and services produced are distributed among various people for consumption through 
price mechanism. It is like looking through a microscope to focus in small parts of economy. In it we study 
demand of one consumer for a good and from there we go to derive market demand for that good. In 
microeconomics we study following issues. 
 
1 Individual consumer’s behavior. 
2 One product’s price. 
3 Study of individual firm’s location, cost, revenue and profit. 
4 Remuneration of individual factors of productions. 
While conducting economic analysis on micro basis we assume that in economy there is full employment. 
Microeconomics explains how consumers and producers take their decisions regarding allocation of 
productive resources among various goods and services. How through market mechanism goods and 
services produced in economy is distributed and how prices of goods and remuneration of factors of 
production is determined. 
 
MACRO ECONOMICS 
It is primarily concerned with the behavior of economic system as a whole. In using aggregates, it seeks to 
obtain an overview or general outline of the structure of economy and the relationships of major aggregate. 
It deals with economy-wide phenomena such as changes in unemployment, general price level & national 
income etc. Macro analysis is helpful in understanding the functioning of economic system because one 
individual’s economic study is not helpful for framing any policy, hence whole economy’s study and its 
analysis is important. Macro economics deals with the following: 
 
1 National income and national output. 
2 Balance of Trade and Balance of Payments. 
3 External value of money (foreign exchange). 
4 Savings and Investment relationship. 
5 Employment and economic growth. 
6 Fluctuations in national income/Trade cycles in economy. 
7 Fiscal & Monetary policies. 
8 General price level. 
9 Aggregate output & aggregate supply of goods & services. 
 
BLENDING MICRO AND MACRO ECONOMICS 
There is blending of microeconomics and macroeconomics in modern economic theory. Modern economists 
are increasingly using microeconomic analysis the study of decision-making by individuals and by firms --- 
as the basis of macroeconomic analysis. They do this because even though in macroeconomic analysis 
aggregates are being examined, those aggregates are made up of individuals and firms. Consider an 
example. Some economists believe that reducing income tax rates will lead to greater total output. Why? 
Because, using microeconomic analysis, they predict that individuals will respond to lower income tax rates 
by working longer, taking fewer vacations and taking on second jobs and using the extra take-home pay to 
buy more goods and services. 
 
 

In Microeconomics we examine the sand, rocks and shells and not thebeach. 
In Macroeconomics we examine the beach, not the sand, rocks, and shells. 

Microeconomics is concerned with choice making processes of individuals  &  firms, 
Whereas Macroeconomics focuses on performance of economy of country as a 

whole. 
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DIFFERENCE BETWEEN MICROECONOMICS AND MACROECONOMICS 
DIFFERENCE BETWEEN MICROECONOMICS AND MACROECONOMICS 

 
There are few points of differences between Micro and Macroeconomics, which are as 

follows: 
 
1. DIFFERENCE BETWEEN THE DEGREE OF AGGREGATES: 

The consideration of Microeconomics is an individual identity  consumer, firm 
or  industry where as Macroeconomics deals at  communal level of the 
economy. It  deals with national income,  national saving and investment etc. 

 
2. DIFFERENCE IN OBJECTIVES: 

The objective of microeconomics is to intend policies regarding  allocation 
ofresources and problems related to it. Where as  macroeconomic policies 
related to the employment level, growth etc. 

 
 
3. DIFFERENCE IN THE SUBJECT MATTER: 

The subject matter of Microeconomics is the measurement of  consumer 
equilibrium and welfare. Where as in Macroeconomics we  deal with general price 
level, business cycles, employment, national  income and economic welfare etc. 

 
4. DIFFERENCE IN THE METHOD OF STUDY: 

Microeconomics works with certain assumption under that  assumption that theory 
holds its validity other wise its fails. In  Microeconomics method of partial  
equilibrium analysis adopted,  whereas in Macroeconomics general equilibrium 
analysis approach is use. 

 
5. DIFFERENT ASSUMPTIONS: 

A basic assumption of Microeconomics is “the economy is at full employment level” 
on the bases of this assumption Microeconomi investigate the efficient  allocation 
of factor of production.  Macroeconomics tries to investigate that  allocation 
of resources  which brings the economy at full employment level. 

 
6. DIFFERENCE IN FORCES OF EQUILIBRIUM: 

Microeconomics studies the equilibrium of a firm or consumer t through the 
individual’s demand and supply for a specific commodity.  Macroeconomics 
considers the economy as a whole and finding the  equilibrium with the help of 
aggregate demand and aggregate supply. 
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MEANING OF EQUILIBRIUM 
Equilibrium is a scientific term, which means a state of balance, where in  demand acting 

on an object from opposite directions are exactly equal,  the object is said to be in 
equilibrium. 

 
 

SHORT TERM AND LONG TERM EQUILIBRIUM 
A firm is in short run equilibrium when its supply is adjusted to change in  demand with the 

existing plants and equipments only, there being no time  to vary the size of plant and other 
fixed factors. 

 
In the case of long run equilibrium, a firm has sufficient time to adjust its  supply fully to a 

change in demand by varying all the factors of  productions including the plant and other fixed 
equipment. 

 
PARTIAL EQUILIBRIUM ANALYSIS 

DEFINITION 
Partial equilibrium analysis may be defined as  
 
“The analysis of equilibrium positions for a sector of the economy in isolation or 

for one several partial groups of an economic units relating to  a particular set of 
data”. 

 
EXPLANATION 
This analysis involves a process of simplification as it considers the change in one or two 

variables, which are most closely paribus (other things being equal) is the very essence of partial 
equilibrium analysis. The equilibrium of a single consumer or producer, firm or single industry, are 
example of partial equilibrium analysis. 

 
IMPORTANCE 
1. Partial equilibrium analysis is the threshold to the general  equilibrium analysis. 

 Having conducted the partial analysis, we can  add one variable after the other  into the 
model until all variables are  incorporated the working of the entire  system. 

 
2. It has the great merit of being simple. Infect, we can have a better  understanding of 

interdependence with the help of partial analysis than  we can do from the highly 
complicated mathematics procedures for  general equilibrium. 

 
3. It can provide a better understanding of the causes of say, change  the product  or 

factor prices and also enables to predict the  consequences of such changes. 
 
LIMITATIONS 
Partial equilibrium analysis suffers from serious drawback of making  unrealistic 

assumption of ceteris paribus or of studying a market or sector  in isolation from the rest of 
the economy. Actually, however all the sectors  and markets are so inter-dependent that a change 
in one market or sector  generates chain of causation traveling from one market to the other 
that it  ultimately engulfs the entire economy. Hence there is a need for general  equilibrium. 
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GENERAL EQUILIBRIUM ANALYSIS 

 
DEFINITION 
An analysis that treats the various individual economic units and markets  as inter-related 

and attempts to trace the ramification of an economic  event to bring out their mutual 
determinations. 

 
EXPLANATION 
Pioneered by the 19th century French economist, Leon Walras, general analysis requires the 

harmony of multitude of forces emanating from the multitude of decision-making units so as to 
equate the demand for and supply of each product and each factor at completely inter-related and 
consistent set of prices. General equilibrium analysis attempts to deal explicitly with the inter-
relationship between all sectors of the economy. It takes account of the basic mechanism of the 
whole economic system. 

 
NEED FOR GENERAL EQUILIBRIUM ANALYSIS 
Basically, prices of goods and factors are inter-related. This is because of the fact that all 

goods and factors are either substitutes or complements. Thus the demand for and the price of 
the product or the factor depend upon the price of its substitutes or compliments. Also the price of 
product or factor depends upon each other because the firm enters the factor market as buyers. 
On the other hand, households are buyers in product market and supplier in the factor market. 

But in would be wrong to assume that the product prices are determined first and then 
consumer decided the quantity to be purchase and vice-versa. This is so because the product 
prices cannot be determine till the firms have decided about the level of output, and the level of 
output to be produce cannot be decided unless the prices are known. Infect no market can adjust 
in isolation. The various aspects of the economic system are closely related and the whole process 
hangs together. 
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CONSUMPTION 
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1. UTLITY: 
 
The definition of Utility is: 

“Wants satisfying power is known as Utility.” 
Utility is a power of a product by which a human wants is satisfied the want for clothes and TV, satisfies the 
want for entertainment. For e.g. we use cheques and ATM card, satisfies the want for withdrawing money. 
A consumer is always interested in the maximization of utility because he has limited resources to spend on 
consumer goods. 
 
There are different aspects of utility: 
 
i. Initial Utility:  
The utility that the first unit of consumption gives us is the initial utility. 
 
ii. Marginal Utility: 
The utility above zero is the positive utility. 
 
iii. Zero Utility: 
When the consumer has fully satisfied his want and is not interested to use more units of the product its 
marginal utility would become zero. 
 
iv. Point of Satiety: 
When the marginal utility of the consumer is zero, his total utility will be maximum. This will be his point of 
Satiety or the satisfaction of his want. 
 
v. Negative Utility: 
If anyone continues consuming more units of consumption are after the point of Satiety, his marginal utility 
would be negative. 
 
2. MARGINAL UTILITY: 
The utility we get from the last additional unit of consumption is the marginal utility. Up to first few units of 
consumption the marginal utility decreases but remains positive, but it become zero on fifth unit. 
 
3. TOTAL UTILITY: 
The sum of utility of all the units of consumption will be total utility. When total utility is at its maximum 
marginal utility is zero. Total utility cannot be negative. 
 
Units of Consumption Marginal Utility (Utils) Total Utility (Utils) 

1 (8) Positive Utility (Initial Utility) 8 
2 (6) Positive Utility 8 + 6 = 14 
3 (4) Positive Utility 14 + 4 = 18 
4 (2) Positive Utility 18 + 2 = 20 
5 (0) Zero Utility 20 + 0 = 20 
6 (–2) Negative Utility 20 – 2 = 18 
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Q1. Define and explain the law of Diminishing Marginal Utility with the help of table and diagram?  

Discuss the assumption of the law? 
 
Law of Diminishing Marginal Utility: 
 
When we use many units of products satisfying our wants and at that time marginal utility is zero. When it 
reaches zero it arrives at point of satiety. With any more use of that product it becomes negative it is known 
as “Law of Marginal Utility”. 
Professor Marshal has defined this law in the following words: 
“The additional benefit, which a person derives form an increase of his stock of a thing diminishes with 
every increase in the stock that he already has.” 
 
a. Schedule: 
We will define this law with the help of table and a diagram. 
 
Units of Consumption (Apples) Marginal Utility (Utils) Total Utility (Utils) 

1 20 20 
2 15 20 + 15 = 35 
3 10 35 + 10 = 45 
4 5 45 + 5 = 50 
5 2 50 + 0 = 50 
6 –5 50 – 5 = 45 

 
b. Diagram: 
 
 
 
 
 
 
Assumption the law: 
i. Suitable units of consumption: 
Consumer goods should be used in suitable units. Thus the size of units should neither be big nor to small. 
For e.g. if we are taking cock, a glass of cock is suitable but if we take a jug of coke it would be too big. In 
this case thirst of consumer would be satisfied before unit of consumption comes to an end. 
ii. Nature of product remains same: 
It means that the nature of a product should not differ with each other, other wise would not be applicable. 
For e.g. if we take a good orange and a bad orange. In this marginal utility of second orange would be more 
than the first orange, so it will not prove this law. 
iii. Consecutive use of the product: 
This law would be applicable if consumption is one after the other. In case we use one orange in the 
morning and other in afternoon marginal utility will not fall. 
iv. Same mental status: 
Mental status of a person should not fall at any moment but must remain same. For e.g. if he first unit of 
consumption and he comes to know that it is useful for health, his mental status will differ and marginal 
utility would rise. 
v. Income of the consumer: 
For application of this law income of the consumer should remain same. If it will increase he will spent 
more money on units and marginal utility would rise. 



 

www.thresholdcollegiate.webs.com 
www.facebook.com\threshold-collegiate 

www.twitter.com\threshold1999 
 

LAW OF EQUI – MARGINAL UTILITY 
 
There is one defect in the law of diminishing marginal utility. This is that it only explains the behaviour of 
the consumer regarding a particular commodity at each time. It does not explain the consumer behaviour as 
a whole. Therefore, the law of equi-marginal utility was developed which is an extension of the law of 
diminishing marginal utility. This is used for maximizing total utility. 
 
Explain of the law with Table and Diagram 
 
Let us suppose a consumer 

(1) Has five rupees. 
(2) Wants to purchase orange and 7UP whose price are Rs.1 each.   
(3) Can measure utility in units or cardinal terms (e.g 1, 2, 3 – etc)   
(4) can divide both the items of consumption in certain or suitable unit of consumption.  
(5) Is a Rational personal. 
 

Units of money Rs. Oranges (MU) 7UP (MU) 
1 
2 
3 
4 
5 

25 
20 
15 
10 
5 

20 
15 
10 
5 
0 

Total utility 75 50 
 
Let us now study the table: 
 
The consumer has Rs.5 to spend and he wants to purchase these two items and derive maximum utility from 
them. Therefore, if he spends a certain amount of money on oranges the rest he must spend on 7UP. 
 

1) If he spend Rs.1 on oranges he will benefit 25 units and from the remaining Rs.4 on 7UP. He will 
benefit a total of 50 units. (20+15+10+5) Hence the total utility from this expenditure will be 75. 

 
2) If spend Rs.2 on oranges. Benefit = 45 units (25+20) = 45 units. Spend 3Rs. on 7UP Benefits = 

(20+15+10) = 45. Total utility = 90 utils. 
 

3) If spend on Rs.3 on oranges. Benefit (25+20+15) = 60 spend Rs.2 on 7UP. Benefit (20+15) = 35. TU 
= 95utils. 

 
4) If spend Rs.4 on oranges. Benefit = 70utils spend Rs.1 on 7UP. Benefit 20. TU = 90utils. 

 
5) If spend Rs./5 on oranges. Benefit = 75utils. Spend 0Rs. on 7UP. Benefit = 0utils. TU = 75. 

 
Therefore, if the consumer wants to benefit maximum satisfaction from these two items and also wants to 
make full use of his purchasing power, it is advisable for him to take the third combination i.e. he would 
consume Rs.3 on oranges and Rs.2 on 7UP. 
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Law of Equipment Utility 
 
 
 
 
 
 
(Figure) 
 
 
 
 
 
 
Along horizontal axis we measure quantity demand of oranges and 7UP. Along vertical axis we measure 
marginal utility of both the goods. Consumer drive maximum satisfactory by spending Rs.3 on oranges and 
Rs.2 on 7UP. This is because MU of 3rd orange is equal to that of the 2nd 7UP. i.e. 15 utils suppose he spend 
Rs.4 on orange and Rs.1 on 7UP in this case his total utility fall because MU of the goods are not equal. 
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INDIFFERENCE CURVE 
 
The Marshallian utility analysis of the consumer’s behavior have been  rejected by some 

modern economists on the basis of unrealistic  assumptions like. 
1. Utility can be measured cardinally or quantitatively and that utilities  can be 

added and subtracted. 
2. As a consumer spends more or more of his money, the marginal  utility of money 

remains constant. 
 
Actually, utility is something subjective and therefore incapable being  measured 

quantitatively. Besides, utility of money does remain constant.  It increases as consumer 
spends more and more of money. 

 
Prof. J. R. Hicks, Paerto, Edgeworth and others have therefore interdicted  an alternative 

approach, which does not suffer from above shortcomings.  It is called the indifference curves 
technique.  

 
An indifference curve is defined as a graphic representation of the various combinations of 

two goods, which yield the same level of satisfaction to the consumer. 
 
SCHEDULE 
The various combinations of two goods that leave the consumer equal well off constitute 

the indifferent schedule. The indifference curve constructed from the indifference schedule. 
 

Commodity Combinations
Commodity  X Commodity  Y 

A 1 6 
B 2 3 
C 3 2
D 4 1.5

 
ILLUSTRATION 
Suppose consumer buy two commodities, say X and Y at some prices Px and Py 

respectively. Combination A, i.e. one unit of X and six units of Y, yield the same level of 
satisfaction to consumer as combination B two units of X and three units of Y and so on. The 
consumer is thus indifferent among points A, B, C and D and fells equal well of at any of these 
points. A curve can be drown through joining all points which represent all possible trade offs that 
keep the consumer at the same level of satisfaction (utility level). This curve is called an 
indifference curve of an individual, apart from four mention points all points on the curve yield the 
same level of satisfaction even through the consumption pattern is different at each point. 

 
An indifference curve is downward sloping because as long as both goods yield satisfaction, 

more is better then less. The only way for consumer to stay at same level of satisfaction, that if he 
consumes more of one good he should reduces the consumption of other good. 
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PROPERTIES OF INDIFFERENCE CURVES 
 
1. DOWNWARD SLOPING OR NEGATIVELY SLOPED 
 An indifferent curve sloping downward from left to right. This must be so  because 

in order to compensate for reduction in the quantity of one good consumed, the consumption of 
other goods must be increased in order to keep the utility level constant. 

 
 
2. CONVEX TO THE ORIGIN 
 An indifference curve is always convex to origin, which means that it is above its 

tangent at each point. The convex curvature of an indifference curve follows from the law of 
diminishing marginal rate of substitution. As more of X is consumed, the consumer is willing to 
give up less and less units of Y for one unit of X. Thus indifference curve gets flatter and flatter. 

 
3. NON INTERSECTING 
 The fact that different indifference curves show different level of satisfaction mean 

that indifference curves cannot intersect each other. Here they draw in this faction that cut each 
other at point M. Lets say K and M are at same indifference curve IC2  

 
4. INDIFFERENCE MAPS 
 There are an infinite number of indifference curves for each consumer one for 

 every level of satisfaction. 
 
5. DISTANCE FROM THE ORIGIN 
 Indifference curves located further from the origin are associated with higher 

 levels of satisfaction. In the above indifference map level of satisfaction  associated with 
4 is higher than 3, 2 and those are comparatively closer to the  origin. 

 
6. Every point on an indifference curve represents the same level of satisfaction. 
 
7. Indifference curve do not moves as a result of market circumstances (change in  the 

income and prices). 
 

Combination Apples Oranges MRS of apples 
for oranges 

1 1 20  
2 2 15 5/1 
3 3 11 4/1 
4 4 08 3/1 
5 5 06 2/1 
6 6 05 1/1 

The above schedules shows that while moving from the first combination to second 
combination consumer is prepared to forego. 5 oranges in order to have another apple. In other 
words, the MRS between the 1st and 2nd combination is 5/1, while moving from 2nd combination to 
3rd he is willing to forego little less and it is continue for next coming combinations. Thus MRS of 
apples for oranges goes diminishing as more and more of apples are substitutes for oranges. 
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The above figure shows that as the consumer slides down indifference curve from point A 
to B he foregoes Δ Y of Y to obtained Δ X. Hence in this case MRS of X for Y is equal to Δ Y/Δ X. 
We can see as consumer slides down further and further on the indifference curve Δ Y become 
shorter and shorter while Δ X remains constant. Thus mathematically we can say Δ Y1>Δ Y2>Δ
Y3>Δ Y4>Δ Y5 and so on. 

 
REASONS FOR DIMINISHING MRS 
STABILITY OF WANTS 
Since wants are stable, intensity of want for a good is reduces as consumer has more and 

more of it. 
And on the other hand 4 units of X. This line represents all combination of both goods that 

an individual is able to consume by spending all of his money income (Rs. 6). 
Thus budget constraint shows all combination that feasible for a consumer to achieve. 
 
SLOPE OF A BUDGET LINE 
The slope of a budget line is the price ratio of prices of two commodities. Slope of above 

mention budget line is 
Px/Py=1.5/1=1.5 
 
This slope indicates that if the consumer wants to consume one more unit of X the 

consumer must gie up 1.5 units of Y. 
 
Algebraically point N in the figure income (I) divided by price of X (1/Px) because this point 

indicate the maximum possible units of X that an individual can consume by spending all of his 
income on X, similarly point M is (I/Py). 
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CONSUMER EQUILIBRIUM 
MEANING 
A consumer is said to be in equilibrium when he has no chance to bring him about any 

change in his present plane of expenditure, every rational consumer aims at deriving maximum 
satisfaction or utility. He will obviously have no desire to change that plan of expenditure, which 
yield him maximum satisfaction. 

 
“Consumers equilibrium is refers to the position of having maximum satisfaction 

with the given money income and given prices of goods in the market”. 
 
EQUILIBRIUM WITH INDEFFERENCE CURVES 
The analysis of consumer’s equilibrium with the help of an indifference curve approach 

based on the following assumptions: 
1. The consumer has an indifference map showing his/her  preferences for various 

 combinations of two goods. 
2. He/she has a given and constant amount of money income to  spend on two 

goods and if he/she does not spend it on one  commodity  he must spend it on the other one. 
3. The prices of the goods in the market are given. 
4. The different units of each commodity are homogenous and  perfectly divisible. 
5.  The consumer is rational i.e. he/she seeks to maximize his/her  utility. 
 
In view of he above assumptions the consumer’s equilibrium can be  explained by 

means of the following diagram. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 

Figure 
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INCOME EFFECT 

“Income effect may be defined as measure of the change in consumer equilibrium and in 
the quantity of good purchased due to change in his money income, keeping price of goods 
remains unchanged.” 

EXPLANATION 
It is observed as a result of a change in income of the consumer his/her utility will increase 

or decreases, he/she now spend comparatively large or smaller amount of money income. But 
how or want extent quantity of each of the goods is effected will also depend on the nature of the 
good i.e. weather both are normal goods or one of them is inferior or superior. 

 
INCOME EFFECT (NORMAL GOOD CASE) 
In case when both goods are normal income effect is explained with the help of the 

following diagram. 
We 

observed that with 
the price line P1L1 
the consumer is at 
equilibrium at E1 

where the P1L1 is 
tangent to the 
indifference curve 
IC1. Now suppose 
that the income of 
the consumer is 
increases that 
cause the price 
line to shift 
upward from P1L1 

to P2L2 as a result of this he/she reaches to new equilibrium point E2 at higher indifference curve 
IC2 where he/she can posses the ability of purchasing more quantity of both goods. As his/her 
income increases further, his/her new price line P3L3 with new equilibrium point E3 at higher 
indifference curve IC3 and so on. If all the equilibrium points E1 E2 E3 etc. are joint together by a 
line passing from the origin we get the income consumption curve (ICC). 

 
In case of both normal goods, ICC sloped upward to the right, more or less bisecting the 

XY plan. It suggests that the increase in income is more or less equally distributed between goods 
X and Y. 

 
 
INCOME EFFECT (INFERIOR GOODS) 
It is a mater of common observation that when one’s income is low he/she is obliged to use 

inferior goods subsistence, but as his/her income is increases gradually he/she use lass and less of 
inferior goods, which are substituted for the superior ones. Thus the income effect is negative or 
unfavourable in case of inferior goods. As illustrated in the following figures, 

 
In the above diagram the consumer is in equilibrium at E1 where price line PL1 is tangent to 

IC1 and consumer purchases OM1 units of X and ON1 units of good Y assume that price of Y 

 
 
 
 
 

Figure 
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remains unchanged the consumer’s price line will move from PL1 to PL2 enable him to reach a 
higher indifference curve IC2. Now applying the compensating variation in income technique, we 
draw a hypothetical price line RS parallel to PL2 tangent to same indifference curve IC1. Now with 
the price line RS consumer is in equilibrium at E2 on IC1 at this point his/her level of satisfaction is 
same as at point E1 yet he get M1M2 units of X more simply because X now relatively cheaper. The 
movement of the consumer’s equilibrium from E1 to E2 is due to the substitution effect, which 
enables the consumer to get M1M1 amount more of X. Therefore M1M1 is the measurement of 
substitution effect. 

 
 
 
 
 
 
 
 
 
 
 
 

CONSUMER’S EQUILIBRIUM UNDER DIFFERENT EFFECTS 
 
The equilibrium of the consumer would depend upon the change in his income, or change in the price of one 
good where as the price of other good remains unchanged or changes in the price of two goods. 
Accordingly, we have to discuss income effect, substitution effect and price effect. 
 
1. INCOME EFFECT – INCOME CONSUMPTION CURVE – ICC 
 
 Income effect is one of the most influential effects which affect a consumer’s demand significantly. 
 
Income effect is the quantity demanded effect as a result of change in money-income of the consumer, while 
prices of the goods remaining unchanged. 
 
If the income of the consumer changes, while the price of the two goods remains constant, the satisfaction 
level of the consumer will either increase or decrease. It will increase with increase in income and decrease 
with the decrease in income. The resultant effect of this kind is termed as income effect. 
 
When the income of the consumer increases, it enables him to buy more both goods he intends to buy. His 
level of satisfaction increases and he moves to a higher indifference curve than before. His budget line shifts 
upward to the right, parallel to the old budget line. Contrarily, a fall in the income pushes consumer’s budget 
line inward to the left. The budget lines will be parallel to each others because relative prices of the goods 
remain constant. However, income effect may have either positive effect or negative effect. Nevertheless, it 
is the nature of the concerned goods which determines nature of income effect. 
 
INCOME EFFECT WHEN BOTH GOODS ARE NORMAL OR SUPERIOR 
 
When quantity of purchased goods increases with increase of consumer’s income, such goods are termed as 
normal or superior goods. The income-consumption curve, which traces their income effect, has a positive 
slope, as has been shown in diagram. 

 
 
 
 

Figure 
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Suppose, a consumer with given price line or budget line AB is initially in equilibrium at point Q located at 
IC1. At this equilibrium point he is getting OQ quantity of good X and OM quantity of good Y. Now, 
suppose the income of the consumer increases while the price of the two goods X and Y remains unchanged. 
Owing to increase in income, consumer’s budget line will shift from AB to ED, and his equilibrium point 
will also move to a new higher point R which is located at IC2 and he will be able to buy OQ1 quantity of 
good X and OM1 quantity of good Y. Hence, the consumer will be able to move on higher levels of 
satisfaction as his income goes on increase further and further. 
 
In diagram, three equilibrium points Q, R and S have been shown located on three different ICs. If these 
three points are joined together by a line, we get income consumption curve – ICC. This ICC curve shows 
how the consumer will behave or the consumption of two goods he wants to buy will be affected if his 
income increases but the prices of two goods do not change and all the other things like tastes, fashion etc. 
also remain unchanged. 
 
It is to be remembered, the goods whose quantity demanded increase with increase in the income of the 
consumer, are termed normal or superior goods and the income effect of such goods is positive. 
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SUBSTITUTION EFFECT 
 

Substitution effect occurs when the relative prices of the two goods change in such a way that the consumer 
is neither better-off than he was before. Stonier and Hague explain the concept of substitution effect in the 
following words. 
 
 “When the relative prices of goods change in such a way that the consumer in 
  question is no better off or worse off than he was before, but has to rearrange  
 his purchases in accordance with new relative prices.” 
 
Give a particular money-income, a change in the relative prices of two goods would force the consumer to 
rearrange his purchasing scheme. He may rearrange his purchases of the two goods in such a way that his 
total satisfaction, which he was attaining before, would remain unchanged. This kind of effect is known as 
substitution effect. When the price of one good, out of the two goods, falls it becomes cheaper than before, 
but the other good whose price though remains the same, becomes dearer than before. Thus, the cheapness 
of one good and dearness of the other cancels each other and the consumer remains on the same level of 
satisfaction as before. Diagram is illustrating the concept of substitution effect. 
 
The consumer initially is in equilibrium at point E where his budget line AB is touching indifference curve 
IC1. The consumer at this equilibrium point is obtaining OM quantity of good X and ON quantity of good Y. 
When the price of good X falls, while the price of good Y remains unchanged, the budget line of the 
consumer shifts from AB to AD and the consumer moves to new equilibrium point R where his new budget 
line AD is touching his new indifference curve IC2. To find out the substitute effect, a hypothetical budget 
line GH, parallel to AD line, has been drawn. The slope of AD and GH lines is showing the changed relative 
prices of both goods. According to the diagram, AG or HD is the amount of money that should be taken 
away from the consumer so that the addition in his real income or purchasing power which has risen from 
the fall in the price of good X could be cancelled out. With new budget line GH, the consumer is in 
equilibrium at point F, located at indifference curve IC1. At point F, the consumer is obtaining the same total 
amount of satisfaction, which he was attaining at point E, because both points (E and F) are located on the 
same indifference curve IC1. At point F, consumer is obtaining OL quantity of good Y and OH quantity of 
good X. Thus, due to substitute effect, the consumer is neither better off not worse off than before. He has to 
rearrange his purchases in accordance with his new relative prices of the goods. 
 

PRICE EFFECT AND THE NATURE OF PRICE CONSUMPTION CURVE – PCC 
 
Price effect shows how the consumer’s 
equilibrium shifts when the price of one good 
changes while his money-income, tastes, 
preferences and price of other good 
remaining unchanged. Diagram has been drawn to 
explain this situation. 
 
Suppose the consumer initially is in 
equilibrium at point R in diagram 2-23. The price 
of good X falls. The budget line AB will extend 
further out to the right as AE line is showing. 
The consumer will buy more quantity of good X 
than before as good X has become cheaper. 

Price Price 

PCC 
IC3 

D X 
Q2 Q1 Q 

S 
T 

R 

IC2 

IC1 

E B 

O 

M 

M1 
M2 

Y 

A 
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The budget line AD indicates a further fall in the price of good X. Each of the budget line is branching out 
from point A is a tangent (touching) to indifference curves IC1, IC2 and IC3 at points R, S and T, 
respectively. The curve PCC connecting the locus of these equilibrium points is named as price-
consumption curve. The PCC is indicating the price effect of a change in the price of good X on the 
consumer’s purchases of the two goods X and Y, given his income, tasted and preferences. 
 
In the above diagram, the price consumption curve is sloping downward which is showing that the two good 
X and Y are substitute for one another. The cross-elasticity of demand between them is positive. 
 
The PCC may have different nature of slope depending upon the nature of demand of the goods being 
purchased. 
 
If the price-consumption curve is horizontal, as has been shown in diagram, the cross-elasticity of demand 
between good X and good Y will be zero, which means, good X and good Y are unrelated goods. A fall in 
the price of good X though causes to increase its purchases; from OB to OD and from OD to OE, yet there is 
no effect on the demand for good Y which remains the same as before (OA). 
 
If the price-consumption curve slopes upward, it will indicate that goods X and Y are complementary goods. 
The consumer buys large quantities of both the goods at new equilibrium points as has been shown in 
diagram where PCC is sloping upward. It is indicating that both goods X and Y are complementary goods. 
As the price of good X is falling, both the goods are being purchased in larger quantities. Points Q, R, S and 
T are representing emerging equilibrium points as a result of falling in price of good X. 
 
If the price-consumption curve has a backward slope toward the Y-axis, the cross-elasticity of demand 
between goods X and Y will be negative, as has been shown in diagram. The demand for good X is 
declining further and further with every fall in its price and that of good Y rising. It shows that the good X is 
a Geffen good in this case, the consumer is purchasing less of it as it is becoming cheaper. 
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DEMAND 
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Q.1 (a) Define term Demand in Economics? 
 
Definition of Demand 
 

It is a desire backed by the ability and willingness to have the commodity. 
 
The benefit a person gets from a product depends on his goals. These goals are referred to in many ways in 
discussion of demand. The words ‘tastes’, ‘wants’, ‘needs’, ‘preference’ and ‘usefulness’ all refers to goals.  
 
When peoples goals change, the amount of benefits they get from the good changes and this will cause them 
to change the amount of the good they want to change the amount of the good they want to change. Goals 
(or preferences or tastes) depend on many factors, such as the age of people and the amount of education 
they have. 
 
(b) Explain the law of demand with the help of schedule and diagram? 
 
Law of Demand: 
The Professor Alfred Marshall has defined the law of demand as follows: 

“Other things being equal, the amount demanded (of a product) 
Increases with fall in price and diminishes with rise in price.” 

 
The relationship between price and the amount of a product people want to buy is what economists call the 
demand curve. This relationship is inverse on indirect because price gets higher, people want less of a 
particular product. This inverse relationship is almost always found in studies of particular products. 
A more elementary way to capture a relationship is in the form of table. The number in the table are what 
one expects in a demand curves as price goes up, the amount people are willing to buy decreases. 
 
Mathematically: 
  Qd ∝ 1/p 
 If: P↑ => Qd↓ 
 Or P↓ => Qd↑ 
 
a. Schedule: 
 

Price (Per Unit) Quantity Demanded 
20 2 
15 4 
10 6 
5 8 

 
b. Diagram: 
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Other things remain constant, the higher the price the low is the quantity demanded and lower the price, 
higher the quantity demanded. 
The demand curve always slops down ward form left to right. This characteristic is caused by the demand 
law, which explains that more of goods will be demanded at lower prices and less or few goods will be 
demanded or bought at higher price. 
It is also shown in this diagram and schedule that when the price was Rs.15, demand was 2. But when the 
price decreased and comes at Rs.2 then demand increase to 8. 
 
RISE AND FALL IN DEMAND: 
Rise: 

1. Quantity demand increases at the same price. 
2. Quantity demand remains the same at a higher price. 

Point Price (Per Book) Quantity Demand 

OR 

Point Price (Per Book) Quantity Demand 
A 
↓ 
B 

2 
 
2 

10 
 

15 

A 
↓ 
C 

2 
 
3 

10 
 

10 
(Diagram) 
 
 
 
 
 
 
 
 
From the above diagram it is clear that when the price increases quantity demand remains same or if there is 
any change in quantity demand then price remains same. 
2. Fall: 

i. When quantity demanded decreases at a same price. 
ii. Quality demanded remains the same at a lower price. 
 

Point Price (Per Book) Quantity Demand 

 

Point Price (Per Book) Quantity Demand 
A 
↓ 
B 

2 
 
2 

10 
 
5 

A 
↓ 
C 

2 
 
1 

10 
 

10 
 
(Diagram) 
 
 
 
 
 
 
 
 



 

www.thresholdcollegiate.webs.com 
www.facebook.com\threshold-collegiate 

www.twitter.com\threshold1999 
 

 
From the above diagram we can say that when price decreases the quantity demand remains constant or if 
the price remains constant quantity demand will decrease. 
 
 
 
 
 
 
 
 
 
d. Explain the factors on which demand depends? 
 
1. Price of commodity: 
The changes of commodity price affect the amount of commodity to be demanded, when its price falls more 
of it will be bought because consumer by the cheap commodity and when price increases the quantity 
demand falls. 
 
2. Price of other commodity: 
Price of other commodities affect the quantity demand of a commodity so they are assumed to remain 
constant so that application of law of demand can take place these are two types of goods: 
 
i) Substitute Goods: 
These are the goods, which can satisfy the same desire of demand, thus, increase of the price of one 
substitute commodity increase the quantity demanded of the other substitute goods, because its price will 
lower for e.g.: Fish and meat 
 
ii) Complimentary Goods: 
These are the goods or commodities, which are jointly demanded, for example cars & patrol. Increase in the 
price of one compliment commodity decreases the quantity demanded of other complimentary commodity. 
 
iii. Income: 
The incomes the consumer also man load to the changes in the quantity demanded. The rise in income is 
expected to cause arise in the quantity demanded on normal goods. 
 
iv. Taste: 
It may be defined as the preference on goods. Taste depends on habits, age, sex, time and education when 
people have favourable tastes on a certain commodity its quantity demand will increase and when there are 
unfavourable tastes the quantity demanded decreases. For e.g. during the rain season quantity demand of 
raincoats increases and falls the dry season. 
 
v. Fashion & Whether: 
Similarly, consumers purchase more of goods in fashion even if their price increases. These factors negate 
the operations of law of demand. Hence, these factors are assumed to remain constant. 
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CHAPTER – 4 
ELASTICITY OF DEMAND 
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Q1.(a) Define Elasticity of demand? 
 
Elasticity Of Demand: 
Elasticity is a measure of price responsiveness of a good demanded. It is the rate at which quantity 
demanded varies with a change in price. In elasticity we want to know as to how much change in the price of 
a good will cause how much change in its demand. Price elasticity means the degree of responsiveness of 
quantity demanded of a good in response to a relative change in its price. Law of demand states that quantity 
demanded and prices are inversely related; therefore price elasticity of demand is always negative. 
 
The Elasticity of Demand tells us the proportion of change in quantity demand of a product in response to a 
change in its price. Thus, elasticity of demands is: 

“The degree of responsiveness on sensitivity of quantity demanded of a product to a change in its 
price.” 

 
(b) Explain the different kinds of elasticity of demand? 
 
Kind Of Elasticity Of Demand: 
Change in quantity demand of a product takes place as a result of change in its price, consumer’s income & 
substitutes. In this way, there are three kinds of elasticity of demand: 
 

i) Price elasticity of demand 
ii) Income elasticity of demand 
iii) Cross-Price elasticity of demand 
iv) Point Elasticity of demand 
v) Arc Elasticity of demand 

 
i) Price Elasticity of Demand: 
Price elasticity of demand as defined above is: 
“The degree of responsiveness in the quantity demanded of a product in response to change in its price.” 
Professor Marshall says that elasticity of demand is either equal to unity, moiré than unity or less than unity. 
To arrive at this result we have to measure the elasticity of demand. 
 
ii) Income Elasticity of Demand: 
The demanded of a consumer is not influenced by only change in price. It is also influenced only by a 
change in income of a consumer. Assuming that price of a product remains constant, quality demanded of 
the product will increase as a result of an increase in the income of a consumer and vice-versa. 
Income elasticity of demand can be properly defined as: 
“Degree of responsiveness of quantity demanded to a change in Income, cetris peribus, is the income 
elasticity of demand.” 
 

Income e/d = Percentage change in Quality demanded 
Percentage change in quantity demanded 

 
 1. ZERO INCOME ELASTICITY:  
  It means that a given increase in income does not at all lead to an  increase in 
quantity demanded nor a decrease in income reduces its  consumption. Good in question is 
quite unresponsive to changes in income  of a consumer; therefore,  change in elasticity is 
zero.  
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  INCOME    DEMAND FOR SALT  
   Rs. 100    2 Kg 
  Rs. 110    2 Kg  
 
 2. POSITIVE INCOME ELASTICITY: 
  It means that a given increase in income results in increase in quantity of  good, 
 which a consumer already uses. These types of goods are called Normal  goods, whose 
demand increases with increase in income of a consumer.  
  
  INCOME    DEMAND FOR SALT  
   Rs. 100    5 Kg 
  Rs. 110    6 Kg  
 
 3. NEGATIVE INCOME ELASTICITY: 
  It means that a given increase in income results in decrease in quantity of  a 
good, which a consumer already has. These types of goods are called inferior  goods, whose 
demand decreases with increase in income of a consumer. Since  consumer becomes well off 
with increase of his income he now moves form an  inferior good to a superior good. If income 
elasticity is less than zero it is  negative good is said to be an inferior good.   
 
  INCOME    DEMAND FOR SALT  
   Rs. 100    3 Kg 
  Rs. 110    2 Kg  
 
iii) Cross-Price Elasticity of Demand: 
 
The demand of a product is so often influenced by a change in the price of its substitutes or complementary 
product. Assuming that the price of a product and income of the consumer remains constant, a change in the 
quantity demanded of a product as a result of change in price of substitutes a complementary product would 
be cross elasticity of demand. 
Cross elasticity of demand can be technically defined as: 
 
“The degree of responsiveness in the quantity demanded of a product to a change in price of a substitute or 
complementary goods, cetris peribus, is the cross elasticity of demand.” 

 

PyinchangePercenatge
QdxinchangePercenatgeEdxy =  

 
 1. CROSS ELASTICITY OF SUBSTITUTES: 
  Substitute goods are considered to be economically inter-changeable by  buyers, 
for example, if an increase in price of coffee causes buyers to switch  away from it and buy 
more quantities of tea, then these goods can be regarded  as substitutes for one another. If 
there is an increase in price of beef but no  change in price of chicken, consumer will buy less 
beef and will demand more  chicken, which is a close substitute of beef. The demand of 
chicken will go up  though its price has not gone down. Cross elasticity for substitutes is positive.  
    
  Price of beef (B)    Demand for chicken (A) 
  Rs. 10 per kg     50 kg 
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  Rs. 12 per kg     70 kg 
 
 
 
 
 2. CROSS ELASTICITY OF COMPLIMENTARY GOODS  
  Complimentary goods demand is inter-related (it is a joint demand). An  increase 
in price of one god causes a fal in demand of another good for example,  if price of motor cars 
increases, this will not only decrease demand of motor cars  but it will also decrease the demand 
of petrol, as less cars will require less petrol  than before, as both items are used together. If 
price of tennis rackets goes  down this will not only increase demand of tennis rackets but 
will also increase  demand of tennis balls, through price of tennis balls has not decreased Cross 
 elasticity for compliments is negative.    
  
  Price of rackets (B)   Demands for balls (A) 
  Rs. 50 per racket     10 balls 
  Rs. 40 per racket     15 balls  
 

iv) POINT ELASTICITY:  
 When elasticity of demand at a given point on a demand curve is measured, it is called 
point elasticity. In point elasticity changes in price and demand are very small, and a fraction or a 
segment represents it.  
 
 Formula : -  
  
   
 
         
    
                 
              
              
              
      
 
 
 
 
 
 

v) ARC ELASTICITY: 
 Arc elasticity is a rough measure of the responsiveness of demand to changes in price. In 
the case of price elasticity of demand it is the ratio of the percentage change in quantity 
demanded to the percentage change in price over a price range. In the following formula PI is 
original price, P2 is new price, Q1 is original quantity, Q2 is new quantity. Because arc elasticity 
measures the elasticity of demand over a price range or arc of the demand curve it is only an 
approximation of demand elasticity at a particular price.    
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Price    Quantity Demanded 

   P1 Rs.10  Q1  8 
   P2 Rs. 6  Q2  10  
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CASES OR DEGREES OF ELASTICITY 
1. Perfectly inelastic demand or zero elasticity. 
2. Perfectly elastic demand or infinite elasticity. 
3. Elasticity equal to unity or Unit elasticity. 
4. Elasticity more than unity or elastic. 
5. Elasticity less than unity or inelastic. 
 
1.  PERFECTLY ELASTIC DEMAND 
  It is also called Infinite elasticity of demand and is extreme one in price  elastics of 
demand. It represents total responsiveness of quantity demanded  to price changes. At price Rs.2 
consumers will demand an unlimited quantity of a  good. In this demand curve becomes a 
horizontal straight line parallel to OX axis. 
 

Price Demand 
Rs. 2 4 items 
Rs. 2 6 items 
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2.  PERFECTLY INELASTIC DEMAND 
  It is also called Zero elasticity of demand. It represents total un-responsiveness of 
quantity demanded to price changes. It exhibits zero responsiveness; no matter whatever price is, 
quantity remains the same. It may be applicable to people who are hard-drug addicted and have 
no financial problems to purchase those drugs. Even a big change in price followed only by a small 
change in demand, it is inelastic demand. If price of salt varies too much, people continue to buy 
same quantity of salt; hence demand elasticity for salt is inelastic. Demand curve becomes a 
straight line parallel to OY  axis. 
 
 
 
 
 
 

Price Demand 
Rs. 2 4 items 
Rs. 3 4 items 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 3.  ELASTICITY EQUAL TO UNITY 
  In equal to unity demand elasticity the proportionate change in demand is 
 same  as that of change in price. Generally goods of comforts of life have  elasticity equal 
to unity. In it there is 1% change in price and same 1%  change in demand. It is also called 
Price Unit elastic demand. 
 
 
 
 
 
 
 
 
 
 

Price Demand Total Expenditure 
Rs.10 6 units Rs.60 
Rs.6 10 units Rs.60 

 
 

Figure 
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 4. ELASTICITY LESS THAN UNITY: 
  In less than unity demand elasticity or price inelastic demand, the  proportionate 
change in demand is less than that of change in price. The  best  price policy of a seller for any 
good is to increase its prices when demand for  that good is less elastic or inelastic; in that case, 
revenue and profits would  be greater. Goods of necessities of life have elasticity less than unity. 
In  it  there is 1% change in price but less than 1% change in demand. 
 
  Price   Demand   Total expenditure 
  Rs. 10  8 Units    Rs. 80 
  Rs. 6  10 Units    Rs. 60 
 
     
 
 
 
 
 
 
 
 
 
 5. ELASTICITY MORE THAN UNITY: 
  In more than unity demand elasticity or price elastic demand  proportionate
 change in demand is more than proportionate change in price.  Goods of luxuries of life 
have elasticity more than unity. In it there is 1%   change in price but more than 1% change 
in demand or 1% increase in  price  but 5% decrease in demand. (1% increase in price and 
more than 1%   decrease in demand is elasticity more than unity.) 
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  Price   Demand   Total expenditure  
  Rs. 10  8 Units    Rs. 80 
  Rs. 6  20 Units    Rs. 120 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
PRACTICAL IMPORTANCE OF ELASTICITY OF DEMAND: 
 1. FIXATION OF PRICES 
  While fixing prices of products, firms keep into consider elasticity of  demand. 
If demand of a good is elastic, the increase in price will result in  decrease in demand and total 
revenue of firm will reduce. Therefore instead of  gaining by increasing prices, firms will be 
lose and vice versa.  
   
 2. TAX REVENUE  
  Concept of elasticity of demand is very important for Finance Minister. Tax  is 
imposed by him on that good, demand of which is inelastic because due to  increase in price 
of that good, demand do not decrease and Govt. gets a lot of  revenue.  
 
 3. MONOPOLY PRICE  
  If demand of a monopolist product is inelastic, he can increase price and  makes a 
lot of profit and if demand is elastic then increase in price reduces  consumption  of monopolist’s 
product, his total revenue and profit declines.  Therefore before fixing price monopolist 
undertakes research about demand  elasticity of his product.  
 
 4. FOREIGN TRADE 
  If demand of exports is inelastic, a decrease in prices of exportable goods  will not 
improve country’s foreign exchanges earnings. Fall in price will not  increase exports and country 
any suffer on account of overall reduction in  total  xport  earnings. 
 
 5. DISCOURAGING USE OF HARMFUL GOODS 
  Govt. often imposes taxes on cigarettes and alcohol to discourage  consumption  of 
these goods, which are considered harmful for heath. Sellers  pass on the tax to consumers. 
The degree to which taxes are shifted on  buyers  depends on  elasticity of demand 
and supply. If demand of tobacco and alcohol  is elastic to  some consumers, then with increase 
in prices, demand will  decrease and people will avoid consuming such items. 
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 6. OUTPUT: 
  Elasticity of demand affects industrial output therefore elasticity of  demand for 
 individual as well as that of whole market should be taken into  consideration. 
  
 7. WAGES: 
  If demand for a particular type of labor is inelastic, then wages rate of  that 
particular labor increases and if the demand is elastic, then wage rate  decreases.  
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CHAPTER – 5 
SUPPLY 
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SUPPLY 
 
 
 
 
 
Q1. (a) Differentiate between Supply & Stock? 
 

SUPPLY STOCK 
 
1. Definition 
It is offered for sale in the market. It is not offered for sale in the market. 
 
2. Price 
It has a certain price of goods. It does not have a certain price right now. 
 
3. Availability 
It is available for a given area. It is in the warehouses, which can be available for 

anywhere. 
 
4. Time Limit 
It is offered for sale for a particular time period. It has no time limit, especially durable goods. 
  
 
Q1. (b) Explain the law of Supply with the help of schedule & diagram? 
 
LAW OF SUPPLY: 
Supply is the amount of commodity produce are willing and able to bring in to the market at various price 
per period of time. Technically, the law of supply has been defined is follows: 
“If all other things remain equal, the quantity supplied of a product increases as a result of an increase 
in price and vice-versa.” 
 
The relationship between the quantity sellers wants to sell during sometime period (quantity supplied) and 
price is what economists call the ‘supply curve’. Though usually the relationship is positive, so that when 
price increases so does quantity supplied, there are exception. Hence there is no law of supply that parallels 
the law of demanded. It can also be illustrated in the form of a table or graph: 
 
i) Schedule: 

PRICE QUANTITY SUPPLIED 
5 10 kgs. 
10 20 kgs. 
15 30 kgs. 

 
ii) Diagram: 
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Form the above diagram we can understand the law of supply that when the price increases, supply also 
increases and vice-versa. This change is caused because when the price increases; Profit of sellers also 
increases and vice-versa, so they increases their supply as in above diagram when the price was Rs.5 per Kg, 
supply was 10 Kgs but when it increases to Rs.15, supply also increases to 30kgs. 
 

Qs ∝ P 
If Qs↑ = P↑ 
a  Qs↓ = P↓ 

 
Q1. (c) Explain the factors on which supply depends? 
 
Factors Of Supply: 
Qs – f (Price, cost of production, State of Technology, Demand, Government policy etc.) 
 
i. Price Of Commodity: 
At higher prices producers produce more of goods and supplied them into the markets and less of goods will 
by supplied into the market at lower prices. 
 
ii. Cost Of Production: 
When wages of labourers increase, cost of production also increases. Due to this supply of goods falls, on 
the other hand, when cost of production increases due to technology, supply of output rises even though 
there may not be change in price. 
 
iii. State Of Technology: 
Efficient technology leads to increased quantity supplied for goods into market where as an inefficient 
technologies leads to a decrease in quantity supplied. 
 
iv. Demand: 
High demand will calls for increased supply of the commodities into the market where as low demand leads 
to decrease in supply. 
 
 
v. Government Policy: 
This may be in the form of taxation or subsidization and other legislations. Taxation leads to an increase in 
cost of production, which eventually leads to low product on thus, low quantity of goods supplied in the 
market. Subsidization leads to increase in quantity supply because it reduces the production costs, which 
encourages products to produces more goods at low costs. 
 
vi. Prices And Availability Of Factors Of Production: 
When prices are low it becomes profitable to produce the commodity therefore the lower the prices of 
factors of production in the higher the quantity supplied of a commodity. 
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EQUILIBRIUM OF DEMAND AND SUPPLY AND PRICE 

DETERMINATION 
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Q3. Explain the Determination of Equilibrium Level of Quantity and Price through market forces  
of Demand and Supply? 

 
EQUILIBRIUM OF DEMAND AND SUPPLY: 
Demand and Supply are the forces, which operate in the opposite direction with reference to price for e.g.: 
 
When  P↓ = Qs↑ 

P↑ = Qs↓ 
 
And vice-versa ultimately quantity demanded of a product become equal to its quantity supplied which is 
called “Equilibrium Price” and the quantity demanded and supplied is called “Equilibrium Quantity”. When 
the equilibrium prices of all products are determined in the market this situation is called “Market 
Equilibrium”. 
Now we explain Equilibrium of Demand and Supply with the help of tales and diagrams. Supposing that 
quantities demanded of potatoes at different prices and the quantities supplied of potatoes are given as 
below: 
 

DEMAND OF POTATOES  SUPPLY OF POTATOES 
Price Qd  Price Qs 

3 1000  3 200 
6 800  6 400 
9 600  9 600 
12 400  12 800 
15 200  15 1000 

 
These two tables show clearly that demand for potatoes have co-relationship with price and supply is 
positive. We combine the two tables to know about equilibrium price and quantity. 
 

Price Qd Qs 
3 1000 200 
6 800 400 
9 600 600 
12 400 800 
15 200 1000 

 
From the table we gather that equilibrium per Kg of potatoes is determined at Rs.9 and the equilibrium 
quantity of potatoes is 600Kg. We now make a diagram of equilibrium. 
 
(Diagram) 
 
 
 
In the above diagram we find again that Rs.9 is the equilibrium price of potatoes and 600Kg is the 
equilibrium quantity demand and supply when price was Rs.12kg quantity demanded will be 400Kg and that 
supply will be 800Kg and will be 400kg and that supply will be 800kg.  (This shows that surplus supply of 
potatoes by 400Kg. Hence, price will fall down to Rs.9/Kg. If price is 6/Kg this shortage shows of potatoes 
by 400Kg. Thus price is bound to increase and the equilibrium price will be restored Rs.9/Kg. This is 
determined price in the market under perfect competition in which force of demand and supply operate 
freely. 
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Business Organization 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



 

www.thresholdcollegiate.webs.com 
www.facebook.com\threshold-collegiate 

www.twitter.com\threshold1999 
 

 
Q. Different form of Business Organization. 
 
Ans. Business can be deal with in many ways. Basically, there are five main versions of organization. 
They are as follows: 
 

i) Sole Proprietorship 
ii) Partnership 
iii) Join Stock Company 
iv) Cooperatives 
v) State Entrepreneurship 

 
i) Sole Proprietorship: 
This simply means that the whole business is run on a one-man basis or a one man show altogether. He will 
be the manager and ensures the purchases and sale of goods. He will face all the risk on his own. Thus, he 
will benefit 100% profit without having to share it with any one else. 
 
 
ii) Partnership: 
Partnership is slightly a larger scale of business than the individual one. It is a voluntary organization of 2 to 
20 persons fond for the purpose of carrying one the business with the objective of profit in view. All liability 
and responsibility is equal distributed. Profit derived from the business is also equally divided amongst the 
members. 
 
MERITS: 
 

i) Business is run on large scale: 
  The business is run on large scale; therefore the economies of scale can be achieved,  

whereas the sole property could not achieve the economies of scale as he run a on small scale. 
 

ii) Efficiency in work: 
  Each person is devoted in his duties so that he may end up with a large sum of profit. 
 

iii) Flexible business: 
  It is flexible organization, which allows a great degree of specialization then the one- 

person business. They can divide their business i.e. one may be responsible for buying, one 
for production etc. 

 
 
DEMERITS: 
 

i) More often the member of partnership do less work than other but get equal share which is 
unfair to those who work harder and get the same reward. 

 
ii) Partnership must be dissolved if one member dies, retires, and declared bankrupt etc. the 

whole incorporation business come to an end. 
 

iii) The decision-making in less flexible, everyone has to be consulted and personal differences 
may arise. 
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iii) Joint Stock Companies: 
This version of business is most popular now days. This type business is derived on the basis of sale and 
purchase of share. People in this type of business are usually highly intevectual and hold degrees such as 
IABA, Charted Accountant and others. It is formed floating shares in the stock exchange forms it. 
 
MERITS: 
 

i) Extensive Business: 
Business is run on large scale. It enjoys all economies of large-scale production, both  
internal and external e.g. specialized labour, modern equipment etc. 

 
ii) Stable Business: 

Manager, businessmen, investors etc. Come and go but there is no dissolution of the  
business as it is the partnership and the sole proprietorship. If a shareholder dies, his share 
become the property of his heirs; If he does not like the way the company is being run he can 
sell his shares the company is no way effected. 

 
iii) Limited responsibility and liability: 

Being on a joint-stock business basis, responsibility is therefore widely distributed  
and the same with liability. Therefore any major loss is not so scarcely felt. 

 
 

iv) Encouragement to save & invest: 
Due to limited liability, shares are transferable which induce many people to subscribe to the 
share Capital. Risks are worth taking due to the lamination of liability and responsibility. The 
shareholders may sell their shares any time in the open market. 

 
DEMERITS: 
 

i) Favoritism: 
Managers are basically self-elected and they may close any one they wish to work for  
with them. The shareholders have least to say. 

 
ii) Corruption: 

This factor is quite common in the papers. If business is run by incompetent management, 
runs business, corruption and mismanagement will gradually let down the performance of 
organization. 

 
iii) Monopoly or Oligopoly: 

The manager is monopolizing the business or perhaps one manager i.e. the General Manager, 
Money of the investors is used super floes and some times irrational ideas are made. 
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iv)  Cooperatives: 
  Basically there are four main kinds of cooperatives i.e.: 
 

i) Consumer Co-op: 
It is usually situated in cities and limited. It has a long record of success. Consumer get 
together is small number and contribute small shares to start a store of their own. Profits are 
equally distributed. This Coop buys goods from wholesalers and sells these goods to their 
member at the original market price. 

 
ii) Credit Co-op: 

It is based in rural areas. It is usually setup by the poor people of the community usually set it 
up. Loan is provided by Commercial bank. 

 
iii) Marketing Co-op: 

It is basically involved in agricultural product; e.g. pooling up resources for farming. 
 
v)  Government Enterprise: 

Example of these is Shipping and Airline industry. Banking as well as military duty free shop 
are also the government enterprises. 
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CHAPTER – 8 
PRODUCTION,  
SCALE OF PRODUCTION  
AND  
LAW OF RETURNS 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



 

www.thresholdcollegiate.webs.com 
www.facebook.com\threshold-collegiate 

www.twitter.com\threshold1999 
 

 
PRODUCTION 

 
MEANING OF PRODUCTION: 

In Economics production means 
 “Creation of Utility in good and services by which human wants are satisfied”.  

For e.g. manufactured goods like shoes, clothes furniture etc. 
 
The term production refers to the actions, which result in the creation of goods and services to be used to 
satisfaction of wants. Goods are produces by the application of human efforts on matter, which are created 
by nature. It means that production includes those human efforts, which create utility in the matter and add 
exchange value to it by either changing its form or by changing its place or by a change in time. For 
instance, the form of a piece of iron is changed into a knife, coal is processed and brought over to the surface 
and it acquires utility and commands a price. Change in time is said to have been effected when goods are 
preserved to be used in future. For instance wool has been preserved in summer and is used in winter. 
Preservation, therefore, has created time utility in wool, which has enhanced its exchange value. Further, 
satisfaction of wants is made possible not only by production of goods but its also needs some services to be 
rendered before and after and after the production of goods. Production, therefore, includes creation of 
goods out of matter and rendering of services to make consumption possible. 
 
FACTORS OF PRODUCTION: 
All goods and services are produced by the combination of four factors of production i.e. Land, Labour, 
Capital and Organization. 
 
LAND: 
It is basic factor of production. Land is economics means “Natural resources in the command of human 
being for use in the production of wealth i.e. goods and services”. For e.g. Soil, Mountain, Live Stock, 
Forest, Minerals, Rivers and Seas etc. 
Only those natural resources are included in Land which are also used in production process and are also 
price in the market. Thus natural resources which are not in the control of human beings are not included in 
Land. 
 
LABOUR: 
Labour can be defined as “any mental or physical work, which is done for the Sake of reward is Labour”. 
Those who are doing Labour for rewards are labourers for e.g. Labourers, Tenants, Carpenters and Black 
Smith Barber etc. Any work which is done free of reward is not Labour. For e.g. repair of Car by one self, 
cocking of food by house wines etc, is not labour because such a labour is not priced in the market and 
labour does not get any reward. 
 
CAPITAL: 
Capital means “The capital goods which are used to produced more goods (or to earn income) is called 
Capital for e.g. machinery, equipment, raw material etc. are capital goods and hence Capital. Besides these 
assets like bonds, Share are also Capital because assets generate income. 
 
Part of income, which is not spent on consumer goods is saved. Saving are used to make investment. 
Therefore savings are also called Capital. 
The amount of money, which is lying at home and is not used for return in capital. This amount of money is 
termed as hoarding. 
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ORGANIZATION: 
The art of combining four factors of production is called Organization or Entrepreneurship. The one who 
does the organization is called Organizer or Entrepreneur. The Entrepreneur makes a plan of business, 
employee’s factor of production, determines the quantity of output to be produced bears the cost of 
production and he is also responsible for marketing and profit and loss in business. 
Entrepreneur plays the role of a leader in an economy. He is responsible for maintaining high level of 
production in the economy and is also responsible for the growth of the economy. 
 
RELATIVE IMPORTANCE OF FACTORS OF PRODUCTION: 
All the factors of production are equally important for production is the sense that if any one is missing the 
others become infective. Presence of each one is a must in the combination constitutes for production. Their 
proportion, however, may differ from combination to according to the size and nature of production process. 
For instance, there may be combinations which may requires more units of labour than that of capital and 
vice-versa. Another very important fact to be noted here is that capital can be substituted for land and labour. 
For example, in place s of labour, machines (capital) can be used. Similarly, capital is substituted for land. In 
big cities where there is scarcity of land, histories buildings are constructed on a piece of land with the help 
of iron, cement and other man-made materials, which are nothing but capital.  
 
It means that capital has been used in place of land, which would have been need to create so much 
accommodation had there been no capital available. Again, in these days of automation through machines, 
computers are doing even the function of organization and as such capital is being substituted for. 
Organization as well as. It seems that capital is the most important factor as it can be substituted for any 
factor, However, capital alone can produce nothing it can product nothing, rather it is ineffective. It becomes 
productive and acquires the character of a factors namely, land, labour and organization. 
 
In the light of above fact it is clear that all the factors of production are equally important and among them 
capital is the only factor which increases the responsiveness of other factors to each. Such in increase in the 
mutual responsiveness of other factors maximize the output of the given resources by eliminating the waste 
of time, energy and materials capital therefore excels other factors in arousing mutual responsiveness of 
each of the remaining factors. It, therefore, occupies a significant position among hem. 
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LAND 
 
LAND DEFINED: 
The word land in the ordinary language means simply the surface of earth. In economics however, it is used 
in a wider sense and refers to earth surface, sunshine, running water, streams, minerals and all other things. 
Which are found above and below the earth surface. They are provided by nature and are available to 
mankind without any mental and physical exertion to used for satisfaction of wants. 
Alfred Marshall, in his famous book, “Principles of Economics” observed, “By Land is meant not merely 
land in the strict senses of the word but, whole of the materials and the forces, which Nature gives freely for 
man’s use and, in land, water, in air, light and heat. 
 
CHARACTERSTICS OR PECULIARITIES OF LAND: 
Land processes the following important characteristics or qualities: 
 
1. It is fixed in Quantity: 
The supply of land is fixed by name. We cannot increase or decrease it. Our productive activities must be 
limited by the natural resources. New coalmines may be discovered, but they cannot be made. New land can 
be brought under cultivation only when it exists somewhere. 
 
2. Land is Indispensable Factor: 
Land is very essential for production. No wealth can be produce, if there is no land. We require land for 
standing, building factories and for growing of raw materials. 
 
 
3. It is Passive Factor of Production: 
Land is passive factor of production. It cannot produce anything by it self. It must be assisted by some other 
factor of production. 
4. It is Immobile: 
Land cannot move from one place to another. IT is fixed to a particular locality from where it cannot move 
to another places under any circumstances. 
5. Fertility of Land Differs: 
It’s productively and responsiveness to other factors of production differs from place to place depending 
upon internal and external conditions. 
6. Land is Free Gift of Nature: 
Land is not created by man, but is freely given to man. Thus, land is not the result of any human effort or 
sacrifice. It is an original factor of production created by nature and is available to man for using it for 
satisfaction of wants. 
7. Land is Indestructible: 
It is not possible to destroy land. We can only change its form. We cannot destroy it completely. 
8. The Value of Land Depend on its Situation and Fertility: 
The value of land depends on its situation and fertility. For example, a piece of land situated near a market 
has more value than a land, which is away, from it. The value of a fertile land is more than a land, which is 
not fertile. 
9. Subject to the Law of Diminishing Returns: 
The productivity of land is subject to the law of Diminishing Returns. Its output per unit decrease as more 
and more unit of capital and labour are applied to it. This tendency develops after a certain level of output is 
reached where its responsiveness to capital and labour are maximum. 
 
EFFICIENCY OF LAND: 
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Land when used in the senses of the surface of earth, its efficiency is conceived by the variation in its 
reproductively. In other words, efficiency of land means its productivity is influence by at the internal and b) 
the external condition. 
 
a) Internal Condition: 
Internal conditions include the following: 
 
Mechanical Composition of Soil: 
The mechanical composition of soil differs from place to place and from region. In case, chemical 
composition is of superior quality, the productivity of land is higher than when it is of inferior type. When 
the deficiency is made good by the applications of manures and fertilizers, the productivity rises and 
accordingly, its efficiency improved. 
 
Quantity of Water: 
The quantity of water available in the sub-soil also influences the efficiency of land. In case, there is 
deficiency of it, the efficiency of land will be low and if it adequate, the efficiency will be high. However, 
the deficiency of water in the sub-soil is made good through irrigation. In case, there is surplus reserve of 
water in the sub-soil, the efficiency of the land will go down. 
 
Weather Conditions: 
Sometimes unsuitable weather conditions is however, improved by applying the techniques of weather 
control such as a forestation, artificial rain etc. 
b) External Conditions: 
They refer to the location of land and the way it is being used in production. If the location of land is such 
that is easily accessible, its efficiency will be high compared to the one which accessible after difficulties. 
The way the land is also used determines its efficiency. Efficiency of land is comparatively higher when it is 
intensively used and it is otherwise used extensively. 
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LABOUR 
 
MEANING / CONCEPT OF ECONOMIC LABOUR: 
In ordinary speech labour is taken as the exertion involved in the performance of work. In economics the 
word is not used in this sense. Any effort weather manual or mental, which, contributes to wealth 
production, is labour. Exertion made without any economic motive but simple to get pleasure or as a hobby 
is not undertaking labour. On the other hand a gardener comes in the category of labourer. The British 
economist, Alfred Marshall define labour as, “any exertion of body or mind, undergone partly or wholly 
with a view to producing some good other than the pleasure derived directly from the work. According to 
Thomas, “Labour cannot all human efforts of body or mind, which are undertaken in the expectation of 
reward.” 
 
EFFICIENCY OF LABOUR:  
As defined by Marshall, at a particular time, the ability of worker to do better or much better and more work 
is deemed as the efficiency of. 
Efficiency of labour is a comparative concept. For example, if a carpenter can make 3 chairs a day and 
another carpenter can make only 1 chair a day when the efficiency of the first carpenter is three times 
depending upon their efficiency. 
 
FACTORS AFFECTING EFFICIENCY OF LABOUR: 
Efficiency of labour depends upon a large number of factors discussed as follows: 
 

i) Racial characteristic: 
The quality of one’s race determines one’s efficiency to a great extent. Some races are better 
endowed with physical and mental capacity than others. Every individual inherits some qualities 
from the racial stock to which he belongs. 

 
ii) Power work: 

Efficiency of labour depends upon power to work regarding the following factors: 
 

a) Physical Fitness: 
A worker needs to possess good and sound health in order to be efficient in his work. 

 
b) Intellectual Fitness: 
Intelligence and intellect makes a man clearer in his though quicker in action and enact in 
judgment. 

 
c) Technical Fitness: 
Skilled and trained workers prove to be more efficient than the untrained ones. The technical 
fitness depends upon the opportunities for training of labour. 

 
d) Moral Fitness: 
A worker will obviously be interested in those industries where higher wages are available to 
him. A well-paid worker is contented and thus puts his heart in his work especially if he is 
promptly and punctually paid. 
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iii) Fair and Prompt Payment: 
A worker will obviously be interested in those industries where higher wages are available to 
him. A well-paid worker is contented and thus puts his heart in his work specially if he is 
promptly and punctually. 

 
iv) Political Factors: 

The social should allow labourers to work according to their aptitude political security schemes 
guarantee freedom from wants and fear increasing the incentive and efficiency of the labourers. 

 
v) Working Conditions: 

Good lighting, ventilation, sanitation, a calm, quiet and bright atmosphere enables a person to 
concentrate on his work a produce more. 

 
vi) Distribution of Working hours: 

Short working hours create the interest and zeal of the labour community. Long hours, living no 
time for relaxation bring down the efficiency of labourers. 

 
vii) Nature of Work: 

Efficiency of labour is also affected by the nature of work. Where the work is very monotonous, 
the labourer ceases to take interest in his work. Also the use of bad raw material brings down his 
efficiency. 

 
viii) Hope for Future Prospects: 

Labourers desire to work in those firms where chances of promotion are available. Workers, who 
have no hopeful prospects, even at good reputation, cease to take interest to their work. 

 
ix) Efficiency of Organizer: 

Efficiency of a labourer also depends upon the ability of the organizers. The manner in which he 
makes the labourer work, his behaviour, his management, his choice of machines and raw 
materials, introduction of labour organizations and the way he employs his man affect the 
efficiency of the labourer. 

 
x) Division of Labour: 

Division of labour greatly influences its efficiency. When a whole task is split up into various 
parts and different parts are entrusted to different worker, such workers become expert in 
performing their respective duties. 

 
xi) Climatic Factors: 

A cool, bracing, climate is conducted to hard work, whereas the tropical climate is enervating. 
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DIVISION OF LABOUR 

Division of labour refers to the splitting up of the process of production into its component 
processes. Each process entrusted to a separate set of workers so that all of them cooperate in turning 
of a singe furnished product. Division of labour results from specialization. Different workers who 
are assigned specific operations are skilled in other work. Division of labour today is an important 
characteristic of the system of production. In fact, there is hardly any producing unit of a respectable 
size, which does not organized production on the basis of division of labour. The division of labour 
is not a quaint practice of 18th century pin factories. It is a fundamental principle of economic 
organization. (Benjumin Franklin) 

 
ADVANTAGES OF DIVISION OF LABOUR: 
 

i) Increase in Output: 
Division of labour increases productivity as work is divided into groups of people e.g. a carpenter 
make one chair a day. Now if his work is divided between 5 carpenters, 1 making the back, other 
making the seat etc. then they will beable to make more than 1 chair working to get large scale 
production. 

 
ii) Increase in Speed and Dexterity: 

Practice makes a man perfect. After repeating the same task again and again the worker becomes 
expert and skilled in his work. His speed also increases thus increasing production. 

 
iii) Saving of Time: 

Division of labour encourages saving of time in the training of a particular operation. A worker 
has to do only one process or a part of a process. He thus uses less time to learn the skill. 

 
iv) Quality of Production: 

Quality of output also improves as a result of division of labour since specialist individually 
prepares every part of the product. 

 
v) Physical Staring: 

The physical staring in the workers is reduced to an extent by dividing the labour among different 
workers. As a result efficiency of labour increases. 

 
vi) Right Man in the Right Place: 

Under division of labour the workers are so distributed among the various jobs that each other 
worker is put in the right place. 

 
vii) Saving Tools and Implements: 

When a worker has to perform a part time job only e.g. making the legs of a chair, he need to be 
supplied with a complete set of tools. One set of tools may have many workers at a time. 

 
viii) Use of Machinery: 

Division of labour makes possible a much greater use of machinery. When a complex process has 
been broken down into a series of separate simple process it is possible to devised machinery to 
carry out each individual operation. 
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ix) Inventions are Facilitated: 
In division of labour the movement become mechanical and the worker can freely think while at 
a job. Now ideas often occur leading to invention. 

 
x) Social Advantage: 

Division of labour encourages labour to work together. As a result of qualities of co-operation, 
unity, unselfishness and trust develop in the society. 

 
DISADVANTAGES OF DIVISION OF LABOUR: 
 

i) Monotony: 
Under division of labour, a worker has to do the same job over and over again. This causes strain 
and fatigue. The work becomes monotonous and ceases to be interesting. 

 
ii) Loss of Craftsmanship: 

The master craftsman looses skill. He knows only either spinning or weaving, making the legs of 
a chair or its seat. He does not know how to make the whole chair. Under division of labour, the 
use of technical equipment lessens the manual craftsmanship of a labourer. 

 
 

iii) Risk of un-employment: 
The more highly specialized labour becomes, the greater is the risk of unemployment following 
changes in demand for industrial products. If a worker happens to lose his present job, he may 
not be able to get another job elsewhere because of his narrow industrial training. 

 
iv) Disruption of Family Life: 

Division of labour fluctuates employment of women and children. The influx of women into the 
factory disrupts domestic life and the employment of children involves the deterioration of 
valuable human resources of the nation. 

 
v) Interruption and Discontinuity: 

The interdependence of different processes of production on the different groups leads to 
increased difficulties sometimes. If a particular group or one part of the factory is on strike or is 
not working due to any other reason the entire production involving entire production involving 
entire workers is interrupted and disturbed. 

 
vi) Retards Human Development: 

A person’s development, physical and mental is greatly effected by the job he is engaged in. 
under division of labour, a worker has to repeat the same movement over and over again. This 
cramps a person’s mind and narrows his outlook. Monotony is soul killing. 

 
vii) Industry de-humanized: 

Under division of labour many people combine to produce an article. Everybody’s business is 
nobody’s business. The worker loses all senses responsibility and prides his work. The industry is 
thus de-humanized. 

 
TYPES OF DIVISION OF LABOUR 

 
i) Simple Division of Labour: 



 

www.thresholdcollegiate.webs.com 
www.facebook.com\threshold-collegiate 

www.twitter.com\threshold1999 
 

This means division of society into major sections, each specialized in its occupation e.g. 
carpenter, weavers, blacksmiths etc. it may also be called functional division of labour. 

 
ii) Complex Division of Labour: 

In this case no group of worker make a complete article. Instead making of an article it split up 
into a number of processes and sub-processes and each process or sub-process is carried out by a 
separate group of people. 

 
iii) Territorial Divisional of Labour: 

This form refers to certain localities, cities or towns, specializing in production of a particular 
commodity. It is also called localization of industries  

 
 

MOBILITY OF LABOUR 
 
The term “mobility of labour” refers to the capacity of labours to move form one place to another or from 
one occupation to another e.g. the workers from interior of Pakistan generally move towards the big cities 
for the sake of employment. 
KNIDS OF MOBILITY OF LABOUR: 
Mobility of labour may take one or the other of the following forms: 

i) Geographical mobility:The movement of worker from one locality to another in search of 
employment is called the geographical mobility of labour. For example, if a person moves from 
Pakistan to Dubai in search of labour then this movement is geographical mobility of labour. 
If this movement is within the country (from one city to another) then it will be known as 
“National Mobility of Labour”. The movement from one country to another country is however 
called “The movement from one country is however called “International mobility of labour”. 

 
ii) Occupational mobility: 

This is also called the professional mobility of labour or change in trade. It means the change of 
occupation or profession may be the sake of greater value or better salary etc. e.g. if a person 
changes his profession from a barber to an hotelier, his mobility will be occupational mobility. 
Occupational mobility may be classified as under: 

 
iii) Horizontal mobility of labour: 

It is also known as parallel mobility of labour. It means that workers move from one employment 
to the other without any change in his grazed or salary e.g. a clerk is transferred to the university 
office with the same salary and facilities. 

 
iv) Vertical mobility of labour: 

It refers to that mobility in which a person is transferred from lower grade to higher grade with an 
increase in salary and another facilities e.g. a clerk is promoted to the post of a “section officer”. 

 
DETERMINATION OF MOBILITY: 
The mobility of labour is determined by the following factors: 
 

i) Wage rate: 
Labours tent to move to industries and places where the wages are high e.g. from Pakistan moves 
to Middle East countries because the wage rates there are higher than in Pakistan. 

 
ii) Terms and conditions of work: 
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Labour moves from employment where terms and conditions of work (like working hours and 
nature of work) are hard to places where they are less hard. For instance European countries offer 
attractive terms and conditions so that labour constantly flows in that direction. 

 
iii) Peace and tranquility: 

Peace and tranquility within and the outside the country assist mobility of labour. When unstable 
political conditions exist, the life and property is endangered within the result that the pace of 
labour tranquility, people can freely move from one place to another thus enhancing mobility of 
labour. 

 
 

iv) Availability of transport of labour: 
In countries where transport and communication system is not well developed or it is not 
available to every part of the country at a responsible rate, the mobility of labour is very much 
restricted and is confined to those areas only where such facilities exist and is made cheaply 
available. 

 
v) State of economic development: 

Economic development creates job opportunities in different parts of the country. Labours move 
from place to place and get the job of their liking. Thus economic development makes the 
labours mobile within the country. 

 
vi) Government policy: 

Sometimes the government restricts the movement of the people because of the social, economic 
and political reasons. Sometimes because of the same reasons, the government encourages the 
movement of the people within or outside the country and accordingly mobility of labour is 
enhanced. 

 
vii) Education standard: 

Education standard of the people also determines their mobility. Educated labours are more 
mobile than the illiterate ones. Higher the percentage of literate people the more mobile is the 
labour in a country. 

 
viii) Existence of employment exchanges: 

Employment exchanges are the institutions, which collect the information regarding job 
opportunities available in the country or outside the country. They pass on such information to 
those who need a job. They create a link between the employers and labours thus enhancing 
mobility of labour. 

 
ix) Psychology of the people: 

Some people are enterprising by nature and they freely move from one employment to other or 
from one place to another. There is other who lack in this sprit and they move reluctantly from 
one place to another. The more interpreting the nature of the people, the greater is the mobility of 
labour in a country. 

 
ADVANTAGES OF MOBILITY OF LABOUR: 
 

i) Reduction in unemployment: 
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By mobility of labour, unemployment can be reduced in a country provided the workers move 
from that region which faces unemployment to another region where more chances are available 
for employment e.g. people from interior of Pakistan move to big cities. 

 
ii) Payment according to the capacity: 

Every technical efficient desires for higher payment according to his ability. Thus the workers 
often move to0 those firms where they can prove their talents and the same time they get 
handsome wages e.g. people from indo-Pakistan move towards the Middle East countries for the 
sake of high salaries. 

 
 
 
 

iii) Social equity: 
All the workers belong to different places and if some industry needs them then due to mobility 
of labour they are collected on one platform irrespective of cast, creed and religion. Thus it 
creates equity among the people of different countries. 

 
 

iv) Backward countries can have technical hands: 
It is the mobility of labour, which provides chances to the backward countries to have technical 
assistance e.g. Saudi Arabia is now importing labour from other countries in order to increase its 
own efficiency in technical section. 

 
v) Greater production: 

Mobility of labour helps production greatly if there is free mobility of labour, the labourer the 
labourers who are sitting idler on account of unemployment can easily remove them selves to a 
place where their services are needed and thus helping enhancing production. 

 
vi) Ameliorating the monotony: 

Mobility from one trade to another helps greatly in the matter of ameliorating monotony of the 
workers occasioned by the temporary or permanent depression of an industry or trade. 

 
vii) Improvement of skill: 

Mobility from one grade to another within the same trades serves as an inducement to the 
labourers for improving their skill. 

 
viii) Equal distribution of labour: 

Mobility encourages equal distribution of labour. Workers move from over-populated and 
saturated areas to places where their services are required. Thus, the mobility of labour 
encourages its equal distribution. 

 
DISADVANTAGES OF MOBILITY OF LABOUR: 
 

i) Pressure or population: 
When some countries provides certain facilities, which attract the labourers all the workers like 
to go and work there thus due to mobility of labour, those countries will have to face the problem 
of over-population. 

 
ii) Housing problem: 
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Due to mobility of labour some countries became over-populated. These countries them have to 
face residential problems and other problems such as shortage of food and water supply etc. 

 
iii) Lack of social adjustment: 

The people who move the other countries for the sake of employment often fail to adjust 
themselves according to the new local society. As a result the society does not stand them and 
communal riots take place. 

 
iv) Loss of citizens: 

When people migrate from one country to another, on one hand they make the other country 
over-populated and on the other hand their own country loses its national cities. 

 
 
 
 
POPULATION THEORIES: 
 
Malthusian theory of population: 
The most well known theory is the Malthusian theory of population that Robert Malthus propounded as 
early as 1798, a British Economist. It was published under the title “An Essay on the Principle of 
population”. 
The concept of the theory in the words of Prof. Malthus is “By nature human food increases in a slow 
arithmetical ratio, man himself increases in a quick geometrical ratio unless want and vive stop him”. “The 
increase in number is necessarily limited by means of sustenance. Population invariably increases when the 
means of sustenance increase, unless prevented by powerful and obvious checks.” 
 
Propositions of the theory: 
The theory propounded by Malthus can be reduced to the following four propositions: 
 

i) Food is necessary to the life of man and therefore, exercises the strong check on population. In 
other words, population is necessarily limited by the means of sustenance (i.e. food). In other 
words, the size of population is determined by the availability of food the greater the food 
production, the greater the size of population which can be sustained. 

 
ii) Human population increases faster than food production. Whereas population increases in 

geometric progression (1, 2, 4, 8, 16) the food production increases in arithmetic progression (2, 
4, 6, 8, 10). Hence the growth of population with outruns the increase in food production. 

 
iii) Population always increases when the means of subsistence increases unless prevented by some 

powerful and obvious checks. 
 

iv) There are two types of checks, which can keep population in a level with the means of 
consistence. They are the preventive and positive checks. 

 
Preventive checks exercise their influence on the growth of population by bringing down the birth rate they 
are applied by man himself. They arise from man’s wisdom and foresight. Late marriages and self-restraint 
during married life are the examples of preventive checks applied by man to limit the size of his family. 
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Positive checks exercise their influence on the growth of population by increasing the death rate. They are 
applied by nature Unhealthy occupations, hard labour exposure to the inclemency of weather, extreme 
poverty, bad nursing of children; epidemics, wars and famines are some of the examples of positive checks. 
 
Malthus recommended the use of preventive checks if mankind was to escape from the impending misery. If 
preventive checks were not effectively used, positive checks would come into operation. As a result the 
population would be reduced to the level, which can be sustained, by the available quantity of food supply. 
 
CRITISM OF THE MALTHUSIAN OF POPULATION: 
 

i) Dack of historical proof: 
It was conceded that the conditions prevailing during the day when Malthus wrote his thesis 
warranted such as impression, but later history had completely falsified his conclusion. The 
industrial Revolution, leading to the application of machinery to agricultural and manufacturing 
industries, had brought about a tremendous increase in production. As a matter of fact, the 
situation had just been reversed. 

 
 
 

ii) Inaccuracy of the mathematical formula: 
It was further argued that it was hard to prove that the population increased on the basis of 
geometrical progression, while means of subsistence were subject to arithmetical progression. 
The most that could be said was that population has a tendency to increase faster than foodstuffs. 

 
iii) Inadequate scope: 

Again, the critics maintained that the growth of population should be viewed not in relation to the 
increase of food supply alone, but also in relation to the increase in the total wealth of a country 
as a whole. Great Britain, for instance, could not produce so much of foodstuffs, but by means of 
her manufacturing industries she was able to exchange her manufactured goods for foodstuffs 
with foreign countries thus could get as much of foodstuffs as she needed. 

 
iv) Pessimistic conclusion: 

It was argued that the conclusion at which Malthus arrived as a result of his investigation, e.g. a 
dark future awaiting humanity was too pessimistic. In the twentieth century it was said, the 
people were much better off than they were in the eighteenth century. 

 
v) Based on the law of diminishing returns: 

It is pointed out that the imbalanced relation between food supply and population growth is there 
because of the application of law of diminishing returns in production. Application of this law 
has been held up in many countries by means of scientific improvement in the fertility of soil and 
techniques of cultivation. As such, the theory based on it has lost its validity. 

 
 

vi) Reliance on quantitative aspect of population: 
This theory ignores the qualitative aspect and relies entirely on the quantitative aspect of 
population. It is, however, a fact that with the improvement in the quality of people, the 
productive efficiency also rises, which tends to multiply food supply at a faster rate than the 
growth rate of population. In such a situation, the theory loses its significance. 

 
APPLICATION TO PAKISTAN: 
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Pakistan is an under development country. Its people are illiterate and conservative. Their standard of living 
is very low. Early (age) marriages are very common here and consequently, the rate of growth of population 
is higher computed to that of food supply. Local production of food is insufficient to prove a reasonable per 
capita consumption of food and other goods to meet the ever-rising requirements of the increasing 
population. Food supply, therefore, falls short of requirement and people die because of starvation and 
shortage of other necessaries of life. Outbreak of contagious diseases every year is a regular future in the 
country. 
Thus, all the conditions, which are taken as base in Malthusian theory on her. 
 
 
 
 
 
 
 
 
 
 
 
 
 
OPTIMUM OR MODERN THEORY: 
 
According to this theory, given a certain amount of resources, the state of technical know-how and a certain 
stock of capital, a country must have a certain size of population at which the real income (goods and 
services) per capita is the highest. This size of population is called optimum population. In other words, 
optimum population refers to a size of population at which the real income per capital is the maximum. In 
case, population exceeds the optimum size, real income per capita diminishes. The country is then said to be 
over-populated. Such a conditions develops in a country when its available resources are fully exhausted and 
their exists no chance of their further exploitation. It is necessary at this stage that the country must practice 
preventive checks to escape the misery of positive checks as conceived by Malthus. There may be a case in 
which an increase in the size of population coincides with a rise in real income per capita. It so happens 
because there remain untapped resources awaiting exploitation. Increase in the size of population makes 
exploitation of such resources possible and, consequently, there is a rise in real income per capita with the 
increase in the size of population. The country having such a situation is said to under populated. 
 
In other words, according to this theory there are three phases of population in a country. Under population: 
at which real income per capita rises with a rise in the size of population. From this phase, the country 
moves to the level of optimum population, at which real income per capita is the highest. Then it moves, 
unless preventive checks are applied, to the level of over-population, at which the real income per capita 
diminishes. The theory, however, correlates the size of population to the productive efficiency of the people. 
In other words, it may be said that the size of population a country with the given resources and the skill of 
the people, varies of the productive efficiency of the people. 
 
 
COMPARISON: 
From the study of these theories of population we may notice some important differences between the two: 
 

i) Malthus focused his attention of food production, whereas, the optimum theory takes into 
consideration economic development in all its aspects. 
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ii) Malthus seemed to be thinking of a maximum number for a country, which exceeded would spell 

misery. According to the optimum  
 

iii) The Malthus, Famine, war and disease were the indices of over-population. But the optimum 
their tells us that, even in the absence of such distressing phenomena there can be over-
population, provided it can be shown that per capital income has gone down, or that with a 
decrease in population per capital income will go up. 

 
iv) The modern theory is optimistic, whereas the Malthusian Theory is pessimistic in outlook. 

Malthus was haunted by the fear that population would out stripes food supply and spell misery. 
The modern economists do not suffer any such apprehensions. They say that the development of 
the country’s resources can brighten the prospects. “Malthus was obsessed by the fear of an 
impending economic hell, the profounder of a coming Paradise”. (Chatter Jrr) 

 
 

 
CAPITAL 

 
MEANING OF CAPITAL: 
In ordinary language the term ‘capital’ is used in the sense of money or wealth. But in economic this term is 
not used in this sense. In Economic it means “that part of wealth of individuals or communities, other than 
land, which is used or intended to be used for further production of wealth. In other words, capital is that 
wealth (other than land) which aids in the production of further wealth or which yields an income.” 
In the words of Thomas, “Capital is the part of wealth of individuals and communities, other than land, 
which is used in the production of further wealth.” 
In the words of Chapman, “Capital is wealth which yields an income or aids the production of an income or 
is intended to do so.” 
 
FORMS OF CAPITAL: 
In the order to perform its various functions, capital assumes different forms. Important forms, which it 
assumes, are the following: 
 

i) Fixed and Circulating Capital: 
Fixed capital is one, which exists in a durable form and can be used over and over again, while 
circulating capital can be used but once. For example, factory building and plant represent fixed 
capital and raw materials, circulating capital. 

 
ii) Production and Consumption Capital: 

Capital which is used directly foe producing more material, i.e. raw materials, buildings and 
implements, is known as production capital and that which is used for direct consumption i.e. 
food materials, clothes and residential houses, is called consumption capital. 

 
iii) Sunk and Floating Capital: 

Capital is used to be sunk when it has assumed a specialized form which cannot be changed at 
will, e.g. capital invested in the construction of roads, drains of city, etc. floating capital is one, 
which is not specialized and, therefore, can be changed at will, i.e. money stocks, bonds and 
shares. 

 
iv) Remuneratory and Auxiliary Capital: 
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Remuneratory capital is used in the payment of wages and Auxiliary capital helps labours in the 
productive process, e.g. tools, implements, machinery etc. 

 
v) National and Private Capital: 

National capital consists of means of production belonging collectively to the nation as a whole 
or the state and it is also known as public capital, e.g. railways, roads, post and telegraph facility. 
Private capital is that which do private individuals or institutions own, e.g. your bank balances, 
your factory, etc. 

 
vi) Material and Personal Capital: 

Tangible goods, which can be easily transferred and are used as agents of production, are 
classified as material capital, e.g. a sewing machine. Personal capital refers to an individual’s 
personal ability, skill or faculty, which cannot be transferred, e.g. a surgeon’s skill, a singer’s 
voice etc. 
 
 
 

 
MOBILITY OF CAPITAL 

 
DFINITION: 
By mobility of capital we means its capacity to move from one ind8ustry to another, from one locality to 
another, e.g. if an entrepreneur closes down an enterprise and transfers the so generated funds to another 
organization or capital is invented by U.K and U.S.S.R into Pakistan firms. 
 
CLASSIFICATION: 
The mobility of capital can be classified as under: 
 

i) Industrial Mobility: 
It is that sort of movement of capital, which is conducted from one industry to another, taking 
and entrepreneur for granted who may lose down his existing industry or business and he may set 
up it at another place, then it is regarded as industrial mobility of capital. 

 
ii) Geographical Mobility (Regional or Territorial Mobility): 

It refers to that mobility of capital, which takes palace from one region to another. For instance, if 
capitalists closes his business at Karachi and starts some other business at Hyderabad, then it is 
called as regional mobility of capital. It is actually a movement of capital with in the region. 

 
iii) National Mobility: 

By national mobility of capital, we mean that movement of capital which takes place in various 
parts of a country or which moves freely with in the country for e.g. if the entrepreneurs of 
Karachi shift their capital to Baluchistan for the sake of economics development, then it is 
defined as national mobility. 

 
iv) International Mobility: 

It refers to the mobility of capital, which takes place from one country to another for e.g. 
Belgium and China have forwarded their capital for the sake of investment into Pakistan. This is 
termed as international mobility of capital. 

 
FACTORS PROMOTING THE MOBILITY OF CAPITAL: 
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There are certain factors, which are responsible for promoting mobility of capital, stated as below: 
 

i) Security of Capital: 
As a matter of fact, if an entrepreneur is assured of his capital by the government, then he will 
zealously utilize his capital for investment. 

 
ii) Stock Exchange: 

It is very essential for the mobility of capital, which a stock exchange should, exists in the 
economy of a country so that shares of joint stock companies may be purchased and disposed off 
easily 

 
iii) Higher Returns: 

If the industrialists expect higher profits through the movement of their capital, then of course 
they will move their capital in order to have greater benefits. 

 
iv) Political Stability: 

If a country is political stable, naturally, the foreign countries will move their capital to that 
country for the sake of investment. 

 
 
Sound Banking System: 
The flight of capital can be induced, if a sound banking system exists in the economy of a country. In other 
words, a sound banking system and facilities of banking stimulate the movement of capital from one place to 
another. 
 
FORMATION OF ACCUMULATION OF CAPITAL: 
Capital is to produce means and it comes into existence when wealth is used for further production. The 
formation of capital in another depends upon: 
 
i) ABILITY TO SAVE AND INVEST: 
Ability to save and invest of the people upon the excess of income over expenditure. Taking the people as a 
whole it can be said that the ability to save and invest of a nation is determined by excess of production over 
consumption. In case, production is just equal to consumption, there will be no saving. 
 
ii) WILLINGNESS TO SAVE AND INVEST: 
Willingness to save and invest of the people is influenced by two sets of consideration, namely the 
subjective considerations or personal factors and the objective consideration. 
Subjective consideration includes the factors, which are associated with the individuals who save. They 
include the following: 
 

a) Foresightedness: 
People save a certain portion of their income by way of foresightedness. They save for rainy days 
or to meet social obligations like education and marriages of their children in later part of their 
lives. 

 
b) Social and Political Consideration: 

A social and political consideration refers to the fact the people save in order to have a prestige in 
the eyes of others. A wealthy man in respected in the society and, therefore, people save to 
become wealthy and have social prestige. 
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c) Economic Considerations: 
Economic considerations refer to the ideas of receiving income from savings. People save to 
make further earning. Entrepreneurs make saving in order to use it for expansion of their 
undertakings or to cover the gaps between receipts and expenditure in the course of their 
business. 
 

d) Temperamental consideration: 
Temperamental considerations refer to the fact that there is people who are saving minded and 
they make savings as a matter of habit. They save a certain portion of their income without any 
motive behind it. 
However it may be very clearly noted that the above factors have their influence only when the 
income of the people is of reasonable size. In case, the size of income is very small the subjective 
factors have little influence on the size of saving. 

There are certain considerations, which are not personal and include the following: 
i) Peace and Tranquility: 

Peace and tranquility influence the willingness of people to save and invest. In case, there exist 
social or practical disturbance future become certain and as such, people have no incentive to 
save and invest. 

 
ii) Security: 

Security is another consideration which motivates saving and investment. If lawlessness prevails 
in the country, properly and life of the people are endangered and people in such a situation, have 
no incentives to save because they are afraid of being exposed to danger of their, robbery and 
murder and vice-versa. 

 
iii) Adequate Return on Investment: 

Adequate return on investment also plays an important role in providing incentive for saving. 
When investment opportunities are there and such opportunities yield adequate returns, saving is 
encouraged and its size raised. Opposite happens, when the investment does not bring adequate 
returns. 

 
iv) Existence of an Organized money-market: 

Existence of an organized money market also influences the willingness of the people to save and 
invest. Money market consists of banks. Insurance Companies, Stock Exchange etc. Presence of 
these institutions provides a market for saving. 

 
EFFICIENCY OF CAPITAL: 
All capital is productive, but some forms of it are more productive than others, and the same capital goods 
may be more productive under one set of circumstance than under another. Thus, efficiency of capital refers 
to the effectiveness with which it can be applied in production. 
 
FACTORS PROMOTING THE EFFICIENCY OF CAPITAL: 
 

i) Combination of Factors of Production: 
Too much or too little of capital in proportion to other factors would decrease its efficiency. For 
instance, an expensive tractor may not be economical when you have to plough a farm of only 
one or two acres. It will be a waste to use such capital. 

 
ii) Skilled Labour: 
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A very delicate machine operated by an unskilled worker may give poor results. It would be run 
un-economical to employ cheap labour to handle expensive machinery. 

 
iii) Degree of Innovation: 

Efficiency of a capital good also depends on its age or discovery of new forms. Many tools get 
obsolete a technology advantages. It is un-economical to go on using and old machine for fear of 
losing money which ahs been spent on it, if more efficient machines are being used by rival 
producers. 

 
iv) Suitability: 

The efficiency of capital also depends upon it suitability to the job in hand. For instances, when 
you want to weigh charcoal, it would be waste to employ a fine balanced used for weighing gold, 
or conversely. 

 
v) Economy of the material: 

Where capital takes the form of stocks of raw material, the idea of efficiency appears in the form 
of economy of the material. Under such conditions, efficient use will mean not to allow any 
waste of the material, however insignificant it may be. If some waste products result, attempts 
should be made to manufacture by products out of them. 

 
 
 
 
 

ORGANIZATION 
 
Q.1: What is Organization? 
 
Ans: Land alone, capital or labour alone cannot produce much. All of them must be brought together in 

order to carry out the process of production more successfully. 
Organization is a factor of production and in this sense it includes the activities of selecting and 
combining the units of factors of a co-coordinated action to produce goods and services. It also 
includes the act of determining the sizes of output and that of the techniques to be applied to 
production process. 
Organization if carried on effectively makes production a success both in respect to cost and quality 
of output. Inefficient organization increases the cost and degrades the quality, which ultimately 
brings loss to entrepreneurs. 

 
A FIRM: 
A firm is an organizing unit or the unit of control in an industry. It is an industrial or commercial 
organization run by certain entrepreneur. An industry may consist of one or more firm. A firm in turn 
consists, of one or more plants. For instance, Pakistan Sugar Industry consists of many firms e.g. Habib 
Sugar Mills, Mardan Sugar Mills etc. These firms then have branches, which are its plants. 
 
AN INDUSTRY: 
By industry, we mean a line of production. It is a collection of many firms engaged in the process of 
production of a particular commodity. The name of any industry may be related to the commodity, which is 
being produce by its firms e.g. cotton industry producing goods with the help of cotton as raw material. 
 
A PLANT: 
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A plant is a unit of production. A firm may consist of one or more plants. In common words it is a factory a 
shop e.g. Ghulam Ali & Sons is a firm in the book selling and publishing industry, but the have their shops 
in Lahore, Hyderabad and Karachi. Each of these shops is a plant. Similarly in the banking industry Habib 
banks, is a firm and each of its branches is a plant. 
 
AIM OF FIRM: 
The firm is the most important of the three concepts because it is the firm, which makes decisions regarding 
what to produce, how to produce, where to produce, how much to produce etc. All the activities of a firm are 
directed towards making profits. Profit motive is the rule followed in the business world. Thus the aim of the 
firm is to make the profits reach the extent of maximization where if it must face loss, the lost are the lowest. 
 
EQUILIBRIUM POINT: 
A rational entrepreneur will expend output if he thinks he can increase his profits by doing so and he will 
likewise contract output if he thereby he can avoid losses and thus increase profits. However, if he is earning 
maximum money profits he will have no inducement either to expend or contract his output. The level of 
output at which money profits are the maximum is called the equilibrium point. a firm can reach its 
equilibrium point (level of maximum profit) by two ways. 

i) Total Revenue and Total Cost approach. 
ii) Marginal Revenue and Marginal Cost approach. 

 
i) Total Revenue and Total Cost Approach: 
Profits are the difference between total revenue and total cost. 

TR – TC = Profit 
 
The point where this difference is maximum the equilibrium point of the firm. 
A cost-revenue situation of a hypothetical firm is depicted in the above figure. TC is the total cost curve 
where TR is the total revenue curve. TR starts from the origin whereas TC starts a little above from the 
origin, at point F. this is because the firm is assumed to bear certain costs even if it produces nothing due to 
some fixed factors. 
It is clear the figure that at any output smaller than OM′, total cost exceeds total revenue and the firm faces 
loss. Similarly at any output or enter then OM′′, total revenue is less than the total cost and on the other hand 
at the output OM′ and OM′′, total cost equal total revenue and the firm is having neither loss nor profit. Thus 
point M′ and M′′ are called “Breakeven Points”. 
The maximum profit will be where revenue cost spread is the largest. The maximum profit in the above 
diagram is at point M where PS is the longest vertical distance between the two curves. Hence at this point 
the firm is in an equilibrium position and is earning maximum profits PS by producing OM output. The 
equilibrium point is thus the point bears the tangents to the total cost and total revenue curves respectively 
are parallel as shown in the figure. 
 
ii) Marginal Revenue and Marginal Cost Approach: 
When a firm increases its output for sale every additional unit produced and sold increases its revenues as 
well as its cost. The addition made to the total revenue by selling the additional unit is Marginal Revenue. 
The addition made to the total cost by producing such a unit is marginal cost. 
A firm is in equilibrium when it is earning profits. For a firm to make profits two conditions are essential: 

i) MR = MC 
ii) MC curve cuts MR curve from below at the equilibrium point. 

 
In the above figure, price, which determines a straight line, shows MR because market forces constantly 
settle the price faced by a firm under perfect competition. It is clear from the figure that any output greater 
than OM′ will reduce revenue more than the cost, hence reducing profit in the net. Similarly and output 
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greater than OM will add more to the cost than to revenue, again reducing net profits. MC intersects MR are 
two places that is MC = MR at P and P′. Thus the first condition is satisfied at two points. But as far as the 
second condition is concerned, the point P′ fails to satisfy it. Since at this point, MC curve is cutting MR 
curve from above rather than from below. Therefore at this point the firm can further increase its output 
without facing loss since: 

MC < MR 
However point P satisfies both conditions for maximum profit. MC = MR and the MC curve are cutting the 
MR curve from below. The firm will thus be in equal position when it produces OM output. 
 
 
 
 
The Entrepreneur: 
In the modern business world the task of organization or directing production so as to secure the greatest 
possible returns is carried on by an organization. He has been given various names, the undertaker, the 
manager, the _____, and employer etc. the most commonly used name is the _____, a French word. It is the 
entrepreneur who brings together the _____, of production and who assumes the responsibility for the 
ultimate execution of the project. He plans the enterprise and utilities the factors of production to a high state 
of efficiency and productivity. The success or failure of the business depends to a large extend upon his 
organizing abilities. 
 
FUNCTION OF AN ENTREPRENEUR: 
The entrepreneur performs significant functions that can be classified as under: 
 
i) Initiating the Business: 
The entrepreneur initiates a business enterprise by mobilizing and harnessing the necessary productive 
resources. Initiating the business involves many steps that can be classified as follows: 
 
a) Outlines of the Business: 
 

Line of Productions: 
The entrepreneur selects the line of production. He chooses that particular industry from which he 
expects the highest returns in view if his own qualifications and resources. 

 
 Question of Localization: 

His next decision is where to setup his plant. He will take in account many factors like personal taste, 
consideration of process, transportations and other facilities, nearness to market etc. 

 
 Volume of Output: 

He will next decide the volume of output to be produce, taking in to consideration the available 
resources and sizes of the prospective market. The entrepreneur will also decide the kind of methods 
to be used and the quality of product etc. 

 
b) Combination of Factors of Production: 
The entrepreneur is supposed to do the work of the enterprises does it is he who will buy the land employ 
the labour provide the capital, fixed the machinery etc. In other words the entrepreneur utilize the suitable 
factors of production to maximize the output and profit. 
ii) Managerial Functions: 
Managerial functions relate to the day to day running of the business. The entrepreneur in order to control 
the policy of the business has to perform the following sub-functions: 



 

www.thresholdcollegiate.webs.com 
www.facebook.com\threshold-collegiate 

www.twitter.com\threshold1999 
 

a) Supervision: 
The entrepreneur is responsible for the supervision of the business. Supervision includes ensuring smooth 
working of various persons, allotting jobs to people, controlling labour relations and ensuring perfect use of 
factors of productions etc. 
b) Distribution of Money Income: 
The entrepreneur has same distributor functions. The whole income of the business comes to him. He has to 
pay contractual remuneration to every agent of, production-wages to labourers, interest to capitalists and rent 
to the landlord. 
c) Advertising Responsibility: 
The entrepreneur ahs to make arrangements regarding the publicity of the goods through different media. 
 
iii) Risk Taking Function: 
This is the most important function of the entrepreneur. Risk is inherent in every form of productive activity. 
In this regard the entrepreneur performs the following functions: 
 
a) Price Variation: 
The factor of price is of price is of great importance since it can change the consumer’s demand. The 
entrepreneur has to take care that the price of his goods be such as to attain maximum demands, the firm will 
have to face loss. 
 
b) Consumer’s Demand: 
There is always a risk of shift of demand for certain products. The entrepreneur must take care of the 
consumers demand and alter the quantity, quantity, price etc. of his output accordingly in order to save 
himself from loss. 
 
iv) Innovation: 
The entrepreneur is also the innovator. He is the pioneer is his own line of business. He undertakes new 
tasks, adopts new processes and tries to go ahead of others in introducing inventional improvements. 
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LARGE SCALE PRODUCTION: 

 
Production is said to be on large scale when a large number of labourers are employed and the amount of 
capital is invested is sufficiently high. There exists division of labour and machines are extensively used. 
The size is output is large enough to utilize the maximum capacity of the factor of the production engaged. 
Large-scale production involves a huge investment and, consequently, the production units, which conduct 
large-scale production, are mostly the joint Stock Companies and the Public Corporations. The process and 
the technique applied, in such scale of production are round about and complicated ones. It, therefore need a 
very efficient organization and a team of specialize persons to arrange, control and supervise the operation. 
Organizational problems and scarcity of specialized personnel serve as the limiting factor to the size or scale 
of production. 
 
The cost per unit in large-scale production is comparatively low than that of the small-scale production. It is 
so because of the fact that is large-scale production; units operate to the maximum of their capacity under 
the efficient organization. The cost of low also because of the distribution of the fixed cost to the large 
number of units produced. Beside large-scale production has the benefit of external and internal economies, 
which reduce the cost per unit of output. 
 
ADVANTAGES OF LARGE SCALE PRODUCTION: 
Besides the economies of scale, the following advantages are said be associated with large-scale production: 
 
i) Reduction in Risk: 
It diversifies the goods and reduces the risk of production. Reduction in production risk encourages the 
entrepreneur under takes new adventures. If a result produces activities are accelerated. 
 
ii) Increase in Employment Opportunities: 
It increase the size of output and accordingly, the employment level is raised. 
iii) Standardization: 
Standardize the production because of expensive use of machines and introduction of division of labour in 
production. Standardization widens the market of productions on its part facilitate foreign trades. 
 
iv) Exploitation of Domestic Resources: 
In facilities the exploitation of ______ secures which helps in raising the level of domestic ______ higher 
living standard to the people. 
 
v) Increase in Export & Import: 
In facilitates economic growth by increasing the level of export and import. 
 
vi) Equitable Distribution of National Earning: 
If facilitates the growth of join stock companies or public corporations. Such institutions distribute widely 
the ownership of enterprises, which lead to equitable distribution of national earning. 
 
vii) No Waste of Resources: 
It minimizes the waste of resources through by products. It is made possible by adding additional plants to 
the productions unit. Such a facility can only be had when the scale of production is large. 
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viii) Research and Experiments: 
There is a greater opportunity for research and experiment and large-scale production. They are helpful in 
improving the quality, increasing the variety and reducing the cost of goods. 
 
ix) Economies of Labour & Skills: 
In order to realize possible economies of production, it is essential not only that each worker should be 
constantly employed on a task at which he can display his skill best. This is possible only under large-scale 
production where division where division of labour is carried its farthest unit leading to extreme 
specialization of functions. 
 
x) Economies of Capital: 
A firm operation on a large-scale can used specialized machinery for performing each little task and can 
afford to purchase the best and up-to-date machinery. Likewise it can secure loans at more favourable terms  
then a small-scale producer. 
 
xi) The Benefits of Increasing Return: 
Up to a certain point in large-scale of production, the greater the use of labour and capital, the less will be 
the cost per unit of product and longer of output; provide the intelligence and capacity of the management is 
of required standard. 
 
DISADVANTAGES OF LARGE SCALE PRODUCTIONS: 
Large-scale productions are also responsible for a number of problems, which we have to face in daily life. 
Such problems constitute its advantages, which are the following: 
 
i) Over or Under Productions: 
There occurs over or under productions due to ill-conceived demand for goods by the entrepreneurs. 
Domestic price level in such a situation is distributed which on its part brings fluctuation in the level of 
employment. Such a fluctuation causes distress in brings suffering for the peoples. 
 
ii) Problems of Non-Management: 
Sometimes, the output under profit incentive is pushed to such an extent that it crosses the manageable 
limits. In such a situation, resources are wastage and inefficiently used. As a result, the cost rises and the 
quality of output deteriorates. 
 
iii) Need for Publicity: 
Huge expenses are incurred on publicity and advertisement because competition among the producers 
producing on large scale basis. Publicity, therefore, one the one side raises the cost and on the other side 
influences the decision of the consumers relating to the selection of goods for consumption. 
 
iv) Lack of Personal Touch: 
There exist no direct contact between the employers and employees when production is on large-scale basis. 
As a result, disruption in production due to strikes and lock out is a common feature in production units 
operation on large-scale. 
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SMALL SCALE PRODUCTION: 
 

The scale of production is said to be small when the size of output is small to the extent that the division of 
labour is not profitably applicable. Because of the small size of output, the factors employed do not get a 
chance of working to their maximum capacity and accordingly, the cost of comparatively higher. Besides, 
the invisible character of the productivity of the factors enhances the cost in small-scale production. There is 
also not available, the benefit of external and internal economies in it. Again, because of all the small size of  
output the distribution of fixed cost per unit is higher compared to large-scale production. 
 
Further, the capital outlay is small in this scale of production and therefore the diversifications of 
productions, to minimize the risk of production, is not possible in it. 
 
In small-scale production, the facility of experiments and research is very limited and accordingly, the 
improvement in the quality and variety of product is very limited compared to large-scale production. 
 
DISADVANTAGES OF SMALL SCALE PRODUCTION: 
The small-scale producer cannot reap those economies, which are available to a big concern. His drawbacks 
can be enumerate thus: 
 
No Usage of Modern Technology: 
There is less scope for the use of modern machinery and labour saving. Hence cost per unit is high. 
 
No Division of Labour: 
There is little scope for division of labour. The advantages of division of labour are, therefore, lost to him. 
Hence production is uneconomical. 
 
Lack of Economy in Cost of Production: 
The small-scale producer is at disadvantage in the purchase of raw materials and other accessories. This 
pushes up the cost. 
 
No Research and Experiments: 
He cannot afford to spend to large sums of money on research and experiments. Hence he cannot make 
innovations and thus, reduce costs. 
 
Higher Overhead Charges: 
Cost of rent, interest and advertisement etc. per unit of output is higher. That is, he had higher overhead 
charges. 
 
Instability: 
With his limited resources he cannot meet bad times. This means instability. 
 
Lack of Facilities of Credit: 
He cannot secure cheap credit. This means higher costs. 
 
Waste of Resources: 
By products have to be thrown away and so much goes to waste. 
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EXTERNAL ECONOMICS: 
 

External economies include those economies, which are available to a production unit under a large-scale 
production, due to external factors. Beneficial effects to external factors are equally available to all 
production units localized in a particular area and belonging to a same industry. In other words, external 
economies belong to the industry and are shared by all the production units, which from the industry. 
External economies includes: 
 
i) Economic in the Marketing Cost: 
The economies in the marketing cost due to the availability to transport and communication facilities 
develops there because of localization of industry. 
 
ii) Financial Economies: 
The financial economies mean the economics in transactional cost, which are there due to availability of 
banking facilities in the area because of localization of industry. 
 
iii) Economy of information: 
Economy of information relate to the technique and methods, which are made available through magazines 
and journals published by the organizations related to the industry. In case, such information is not made 
available, the production units have to obtain them through experiments and research, which involves an 
additional cost. 
iv) Economy of Concentration: 
Localization of industry leads to the development of local market for raw materials, labour and capital. In 
such a situation, the production units get the requirements of input locality. They save in the marketing cost 
and escape the inconveniencies and wastage of time in arranging these things from distant places. 
 

INTERNAL ECONOMIES: 
Internal economies include the benefits derived from internal factors which refers to the efficiency of the 
internal organization of a production unit, benefits of internal economies are available to a particular 
production unit and not in general to all production units constituting the industry. Internal economies are 
however classified as under: 
 
i) Technical Economies: 
Technical economies refer to the benefits of production and cost due to use of machines and technological 
skills, which are made available under large-scale production. They can also be profitably use when the size 
of output in enough to justify there need when they are use in production, they eliminate the wastage of time 
and material and in the given time, more quantity of goods are produce compared to the situation when they 
are not used. 
 
ii) Managerial Economies: 
Under large-scale of production the size of output is enhanced with the same quantity of labour input. As a 
result the managerial cost id widely distributed and its burden per unit of output is reduced this benefits of 
reduction in cost is called the managerial economies. 
 
iii) Commercial Economies: 
Commercial economies relate to re4duction in purchasing and selling expenses, which are available to 
production unit because of the concessions they obtain in freight, loading and unloading charges, 
advertisement charges etc. again, the total cost of purchasing and selling is distribution among a large 
number of unit of goods produce and as such, cost per unit is reduced. 
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iv) Financial Economies: 
Financial economies refer to the benefits of availability of credit at a low rate of interest. This made possible 
under large-scale production of the reasons that the production units have sound financial base and there 
credits worthiness is high enough to persuade creditors. Creditors, therefore, give loan to production units 
working on large scale at a low rate of interest. 
 
v) Risk Bearing Economies: 
Risk bearing economies refer to the benefits to minimization of production risk. It is made possible by 
diversification of goods produced. Loss in one grand is covered up by the gain in the other brand and 
consequently production risk is minimized. 
 
 
 
EXTERNALITIES 
 Externality or Spillover is an activity that imposes involuntary costs or benefits on others. It 
is an activity whose effects are not completely reflected in prices and market transactions. It is a 
situation in which a benefit or a cost associated with an economic activity affects third parties. 
Market failure is a situation in which the operation of supply and demand fails to produce a 
solution that truly reflects all of costs and benefits that go into producing and consuming a good 
or service. One such market failure involves pollution. In course of production of steel by a steel 
mill, the price it charges for the steel products reflects only the costs that the steel mill has 
incurred. In the course of production smoke dispersal is a by-product and it is the people in 
community who pay that cost in the form of dirtier clothes dirtier houses and more respiratory 
illnesses. This is a spillover effect or an externality, which is an external cost. In this case some 
costs  
associated with the production of steel have spilled over third parties, parties other than buyers 
and seller of steel products. Externalities are un-intended by –products.   
 
 
TYPES OF EXTERNALITIES 
 1. POSITIVE EXTERNALITY 
  Positive Externality or external economies means production or  consumption 
yields positive benefits to others without those other spaying any  thing. A firm that hires a 
security guard scares thieves from the neighborhood,  thus providing external security services.  
 
 2. NEGATIVE EXTERNALITY  
  Negative Externality or external dis-economies means production or 
 consumption imposes uncompensated costs on other parties. Steel mills that emit 
 smoke and sulfurous fumes harm local property and public heath  yet the injured 
 parties are not paid any amount for the damages of health of the residents.  
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Q2. State the laws of return and their reverse laws of cost? 
 
Laws of Return: 
Laws of return means the law under which return in the form of good and services are obtained by using the 
four factors of production i.e. land, labour capital and organization. In short run land, capital and 
organization generally remain constant and labour is the only variable factor whose number is increased in 
order to rise the production level of output. In this way sometimes this production than the increase in 
variable factor, sometimes marginal product increases to a greater production remains constant and 
sometimes is falls. These three tendencies are called the three different laws namely, law of increasing 
returns, law of constant returns and law of diminishing return. Now we explain these laws one by one. 
 
Laws of Increasing Returns: 
When in the production process with additional process with each additional unit of a variable factor 

i.e. labour it will be said that production is being carried out under law of increasing return. 
 
In order to explain this law we take example of shoe factory. Where there are 5 machines upon which units 
of labour. 
 
Q3. Why law of increasing return operates in manufacturing industries? 
 
The law of increasing returns operates specially in manufacturing industries on account of the following 
reasons: 
 

i) Economies are made available: 
All the internal and external economies of large-scale production are made available in the 
manufacturing industry. This reduces the cost per unit. 
 

ii) Factors of production can be combined: 
In the manufacturing industry the various factor can be combined in an ideal proportion. 
 

iii) New inventions: 
New inventions and new processes of production appear frequently and regularly in the sphere of 
manufacturing industries. They push further away the points of diminishing returns. 
 

iv) Interruptions on a minor scale: 
Natural disturbance like changes in weather and reasons do not interrupt the work of a 
manufacturing concern. And on account of this, there are not costly breakdowns in a 
manufacturing concern. Their work runs smoothly and economically. Smooth and economical 
work reduces cost per unit. 
 

v) Supervision is easy and effective: 
The work of a manufacturing concern is carried on within a small area. On account of this expert 
guidance and advice as always on hand. This avoids wastage of materials and spoiling of 
machines. And thus, production is carried on an economical basis. 
 

vi) Some over head charges remain the same: 
Some overhead charges remain the same inspite of an increase in the output. 
 



 

www.thresholdcollegiate.webs.com 
www.facebook.com\threshold-collegiate 

www.twitter.com\threshold1999 
 

vii) Continuous use of machinery: 
There is a large scope for the introducing of machinery in the manufacturing industries. 
Machinery can be kept continuously at work and this diminishes the cost per unit of output. 
 

viii) Division of labour can be introduced: 
A large manufacturing industry can introduce division of labour. Division of labour yields more 
than proportionate return. 

 
LAW OF CONSTANT RETURNS 
 
Law of constant returns refers to the tendency, which is noted in production when the units of various 
factors i.e. land and capital, are increase to have a bigger size of output, the output under the influence of 
this tendency increases in the same proportion as the unit of other factors increase. Law of constant Returns 
therefore, describes the relationship between the increase in the successive units of variable factors and the 
return per unit obtained. According to this law, the return per unit of factors applied increases at a constant 
rate. 
 
SCHEDULE: 

Units of Labour & Capital Unit of Return 
(Unit of goods) 

Increases per 
Labour & capital 

1 10 zero 
2 15 5 
3 20 5 
4 25 5 

 
It is evident from the above schedule that the return of every additional unit of labour and capital is the same 
all over the period. The above figure when plotted, gives the following curves. 
(diagram) 
 
 
 
 
 
 
 
 
 
 
 
 
 
ILLUSTRATION: 
Let OX axis represent units of labour and capital applied to production. OY axis represents the return per 
unit. Plotting the figure of the above schedule we get CR. The curve of Constant Returns. The law, when 
expressed in term of cost, is called the law of constant cost. 
 
LAW OF CONSTANT COST: 
The alternative name of the law of constant return is the law of constant cost. It is also because the cost on 
each unit of labour and capital remain constant and the marginal product also remains constant and therefore 
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marginal cost per unit of output naturally remains constant. The law of constant return mostly applies in the 
field of handicraft where the return of each labour generally remains constant. 
 
LAW OF DIMINISHING RETURS: 
The law of diminishing returns is the statement of a tendency, which perceivable in production when one or 
more factors remain constant, while the units of other factors is increased in succession to a bigger size 
output. The tendency perceived, is that the output increases with every increase in units of labour and capital 
but at diminishing rates. The above tendency is well marked in agriculture and other extracting industries 
because of the fixing of land. As a result, more and more units of labour and capital are applied to the same 
unit of land to increase the output. This tendency of diminishing returns is there because of the fact that the 
application of the first unit of labour and capital exhaust the productivity of land to some extends. When 
second unit is applied the productivity of land available to it is less compared to first one. Similarly, as the 
unit of labour and capital increased, less and less productivity of land is available. As a result, every 
successive unit of labour and capital fetches less return then the previous unit. Situation is expressed by term 
diminishing returns; therefore, describe the diminishing tendency of returns. According to this law, if one or 
more factors remain constant and units of other factors applied, are increased in succession, the return or the 
output increases at a diminishing rate. 
 
SCHEDULE: 

Fixed Factor Variable Factor 
(Unit of Labour & Capital) 

Marginal Product 
(Rice in Kg) 

Total Product 
(Rice in Kg) 

5 1 22 = 22 
5 2 25 22 + 25 = 47 
5 3 20 47 + 20 = 67 
5 4 15 67 + 15 = 82 
5 5 10 82 + 10 = 92 

 
(diagram) 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
According to this diagram the optimum production level is 25 Kg, which is attend by the second unit of 
Labour and Capital. After this the marginal product of each additional unit of labour and capital falls as 20, 
15 and 10 respectively. 
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Let OX is represent the units of labour and capital applied to land and OY exist represent the return per unit 
of labour and capital applied in succession. Plotting the figure of the above schedule we got the curve CR 
showing the diminishing tendency of returns. 
 
LIMITATION OF THE LAW: 
   The Marshall statement of the law of diminishing returns operates if amount of labour 
and capital employed on a plot of land or adequate to use a fully the productive capacity of the land. If they 
are not adequate to use up the productive capacity of land, Law of Diminishing Returns, but Increasing 
Returns. 
 
No Improvement In The Art Of Agriculture 
The law is true only under static condition. The law operates if agricultural skill and knowledge and methods 
of cultivation remain the same. Improvement in the art of agriculture may increase the productive capacity 
of land. And thus, on account of improvement in the art of agriculture the operation of the law may be 
entirely contracted for the time being. The operation of the law is not completely stopped. 
 
Law applies to the quantity of the produce: 
The law does not apply to the price of the produce raised. It applies only to the quantity of the produced 
raised. 
 
In the law we presume that land is fixed: 
In the statement of the law it has been presumed that land is fixed. The law will not operate if the quantity of 
land is increased with an increase in the quantity of labour and capital. In that case the return due to each 
successive unit of labour and capital will go on increasing. 
 
Law of diminishing return in a general form: 
The law of diminishing returns is not peculiar to agriculture only. It has got a general application. It can 
apply to all industry. The law operated when variable factors are combined with a fixed factor. In such cases 
the application of every additional does of variable factor being diminishing returns. 
 
New soil: 
When a virgin soil is brought under cultivation, the additional return for each excessive does of labor and 
capital may increase for time. But, after a point the tendency to diminishing returns will difference in the 
case of a new soil, the Law of Diminishing Returns does not apply in the beginning. 
 
Insufficient Capital: 
In capital applied --------------------- not been sufficient, increased application will, at first, ----------- more 
then proportionate returns later. However, the marginal return will decrease. The stage is an exception to the 
law of diminishing returns. 
 
Application of the law: 
Besides agriculture, the law ---------------------- applies to extractive industries like mining, fisheries and also 
the handling industries. The law operates when mining operations are extended to interior, distant or deeper 
minds, when finishing operations are concentrated in one place and when more and more stories are raised 
on a building. 
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Q. Why the law specially applies to agriculture? 
 
The law of diminishing returns specially applies to agriculture and another extractive industries. One thing 
that is common to all these industries is the supremacy of nature. It is, therefore, often remark that the part 
that nature place in production corresponds to diminishing returns and the path which man place confirms to 
the law of increasing returns. 
There are several reasons why agriculture is subject to the law of diminishing returns: 
 

i) The agriculture operations are spread out over a wide area, a consequently supervision 
cannot be effective. 

 
ii) Scope for the use of specialized machinery is also very limited. Therefore, economies of 

large-scale production cannot be reaped. 
 

iii) Agricultural operations are likely to be interrupted by rain and other climatic changes. Man 
is not a complete master of nature and no wonder that the law of diminishing returns 
operates in agriculture. 

 
But it is wrong to say that agriculture is always subject to diminishing returns. The law of diminishing 
returns applies everywhere. If the industry is expended too much and becomes un widely, supervision will 
become less and the costs will go up. The law of diminishing returns will, therefore, set in. The only 
difference is that in agriculture it sets in earlier and in industry much later. A prudent industrialist may not 
allow that stage to come at all. Agriculture, too, in the beginning has increasing return. 

The law of increasing return is also called the law of increasing cost. It is so when a firm use 
successive unit of variable factor to fixed factor the marginal product begins to decline and resultantly the 
marginal cost of each additional unit of output keeps on increase. 
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CHAPTER – 9 
MARKET 
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We know that prices of different products are determined in a market by the forces of demand and supply. 
Therefore, in order to understand the behaviour of demand and supply more accurately, we are required to 
know clearly about the market. 
 
MEANING OF MARKET: 
Market is an area, where buyers and sellers come in contact with each other to determine a single price of a 
product in the whole of area at a time. This means that: 
 

i) Market is an area and do not a plays where buyers and sellers contact each other by any mean of 
communication and transportation e.g. telephone, telegraph, postal service and personal meeting. 

 
ii) They contact each other to allow the forces of demand and supply to operate freely for the 

determination of prices of different product. 
 
It should be noted here that the price of a product determined in the whole of area remains a same at a time 
provided the transport cost on the product is not included in price. For example, if the price of wheat in 
Lahore is Rs.20 per kg. And its price is Rs. 30 per kg in Rawalpindi and transport cost is calculated to be  
Rs. 10 per kg. This would mean that the price of wheat is the same at both places. Hence, the whole area 
between Lahore and Rawalpindi will be the market of wheat. 

 
KINDS OF MARKET: 
Market can be classified according to: 

(1) Time  (2) Space      (3) Commodities  (4) Competition 
 

1) ACCORDING TO TIME: 
Following are the kinds of market according to time: 

 
i) Day To Day Market: 
This is market of perishable commodities, which are required to be sold in a very short time, e.g. vegetable, 
meat, mile, ice, fruit, fish etc. The supply of perishable commodities remains fixed in day-to-day market. 
Hence, the price is mainly determined by demand and rice and fall of demand brings a change in price. 

 
ii) Short Period Market: 
This is the market of durable commodities purchased and sold in the short run. Since, in the short run, 
supply of a product cannot be increased to a larger extent due to the fixity of some factors of production, 
therefore, demand of the product plays an effective role in the determination of price. 

 
iii) Long Period Market: 
This is the market in which demand and supply play their role equally effectively. When, over a long period 
of time demand of a product increases, entrepreneurs likewise increase the supply of the product and vice-
versa in this way. Long run price of a product remains stable. 
(All these kinds of market according to time have been discussed with the help of diagram in the preceding 
chapter.) 

 
2) ACCORDING TO SPACE: 
Following are the kinds of market according to Space: 

 
i) Local Market: 
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It is the market of goods and services, which are demand and supplied in the local area or by the local 
people. Generally, the local market consists of perishable commodities. For example: milk, vegetable, meat, 
fruit etc. Local market also includes those products, which are heavy in weight and low in value e.g. bricks. 
It involves high transport cost due to which its market cannot be extended. 

 
ii) Regional Market: 
When the market of a product is confined to a certain region market of that product is called the Regional 
Market. Generally, the product, which are brought and sold only in a region are deeply related to the 
customs and traditions of the region. For example: the market of Kohati Chapal is confined to NWFP region 
/ province. 

 
iii) National Market: 
The market of a product, which is demanded and supplied in whole, is called National Market. For example: 
Pakistan is the market of vegetable ghee and desi wheat. 

 
iv) International Market: 
The market of product, which are brought and sold throughout the whole world, is called International 
Market. For example: The market of radio, cars, refrigerators and air-conditioners is called the international 
market. The market of durable products is generally international in nature. 

 
3) ACCORDING TO COMMODITIES: 

 
i) General Market: 
It is the market of products, which are generally used by the people. For example: Super Market, Anarkali 
Lahore etc. where all types of consumer goods are available. 

 
ii) Specialized Market: 
In this market specific products are brought for sale. For example: rice market, salt market, fruit market etc. 

 
iii) Capital Market: 
It is a market of new term bonds and securities in which people make investment. 

 
iv) Stock Exchange: 
It is a market of old securities and bonds in which people financial investment. 

 
v) Factor Market: 
It is the market of factor of production i.e. land, labour capital and organization in which their rewards are 
determine by the equilibrium of their respective demand and supply. 

 
vi) Money Market: 
This market includes all the financial institutions, which deal in the borrowing and lending of money. 

 
vii) Foreign Exchange Market: 
This is the market in which currencies of different countries are demanded and supplied and their relative 
prices are determined. 

 
4) ACCORDING TO COMPETITION: 

 
i) Perfect Market: 
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Perfect market is the market in which perfect competition exists and perfect competition in a market takes 
place with the following conditions. 
 
a) Homogeneous Products: 
These units of a product, which are sold in the market, are perfectly identical with each other. This means 
that the units of that product are the same in colour, weight, label, size, contents and formation. The buyers 
and sellers are all aware of this fact. Thus, there prevails only a single price of the product in the whole of 
market. 
 
b) Large Number of Buyers and Sellers: 
There are large numbers of firms (but small in size), which produce the product brought for sale in the 
market. Likewise, there are large numbers of buyers in the market. In this way vigorous competition takes 
place between the forces of demand and supply. Thus, neither any buyer nor any seller can influence the 
price by the individual action the reason is that firms are large in number but small in size. Hence, the 
change in the output of a firm does not influence the aggregate supply of output in the market and so it does 
not influence the price. Similarly, there are large numbers of buyers and each buyer demanded only a small 
fraction of the total demand. Therefore, a change in his quantity demanded does not bring a change in price. 
Hence only a single price prevails in the market which continuous to be same. 
 
(In the presence of these two conditions, the nature of competition in the market is called pure competition. 
Therefore, we have to add four more conditions to make the competition prefect.) 
 
c) Free Entry and Exit of Firms in the Industry: 
There are not any restrictions on the firms to enter the industry. This means that when there is incentive for 
firms to enter the industry other firms do not create artificial barriers in their way. Similarly, firms are free to 
quit the industry in case they do not find business condition favourable. Free entry and exit of firms 
establishes that only one price prevails in the market. 
 
d) Perfect Knowledge of the Market: 
It is presumed that all buyers and sellers have the perfect knowledge of market. Thus, no seller sells the 
product at a price below the market price and no buyers pays higher price than the prevailing price by sheer 
ignorance. When buyers and sellers know perfectly about the market price does not change. 
 
e) Free Mobility of Factors of Production: 
In the perfect market factors of production i.e. land, labour capital and organization are perfectly free to 
move from one place to another and from one industry to another. Due to free mobility of factors of 
production their rewards are equalized. This means that for entrepreneur’s costs of production of a product 
produced by different forms for firms are equalized. In this way a single price of the production is 
determined. 
 
f) Free Operation of the Forces of Demand and Supply: 
The forces of demand and supply operate in a free and unfettered way to adjust with each other for the 
determination of price. This means that there is no Government interference i.e. through rationing, taxes, 
subsidies etc. in the market. Thus, price is determined in the market by perfect competition between demand 
and supply. 
 
Generally, we find that the conditions of perfect competition are hard to find in real life. Therefore, in 
practice perfect competition exists no-where. However, the market of agricultural products is closed to 
perfect competition / market. For example, the market of wheat, rice, cotton etc. is closed to perfect 
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competition because there are large numbers of firms which produce them, the product is homogonous 
product and so on. 
 
MERITS AND DEMERITS OF PERFECT COMPETITION: 
MERITS: 
Following are the merits of perfect competition: 
 
 
 
1) Appropriate use of Resources: 
Under perfect competition factors of production i.e. land, labour, capital and organization are supposed to be 
perfectly mobile in search of better reward. In this way, they are optimally used. As a result of this, the 
production in a country increases tremendously and the country develops. 
 
2) Availability of Cheaper and Better Quality Products: 
Due to competition in the market the price of the products remain low. In order to say in the market with a 
competitive position entrepreneurs maintain better quality of their products. So cheaper and better quality 
products are available to consumer in the market and thereby their total utility is maximized. 
 
3) Encouragement for Inventions and Innovations: 
Under perfect competition the profits of the entrepreneurs generally remain low. In order to enhance their 
profit they introduce inventions, which are also helpful for the economic development of country. 
 
4) Solution to the Problem of Unemployment: 
Due to the free mobility of factors of production from one place to another and also from one industry to 
another, more job opportunities are available to them. In this way, idle resources are employed, due to which 
level of employment in the country goes up. 
 
5) Equal Distribution of Wealth: 
It is also due to free mobility of factors of production that their marginal productivities tend to be equalized. 
In this way, national wealth is fairly distributed among different sections of the society. 
 
DEMERITS: 
Following are the demerits of perfect competition: 
 
1) Wastage of Resources: 
Under perfect competition a product is produced by large number of firms due to which supply curve of the 
industry shifts to the right. Hence, price of the product falls and firm suffer from losses. Some firms face so 
much losses that they shutdown. This results in the wastage of human and material resources in case of 
economic crisis. 
 
2) Absence of External and Internal Economies of Scale: 
Under perfect competition large number of firms but small in size produce a product to be sold in the 
market. This means that no firm produces a product on a large scale. Thus, no firm under perfect 
competition obtains the economies of large-scale production. 
 
3) Fluctuation in Price: 
Whenever the demand of a product rises under perfect competition its price goes up. Hence, new firms enter 
the industry. Consequently, the supply of the product increases to such extent that price falls and firm suffer 
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from losses. Thus, under perfect competition prices keep on fluctuating due to the free play of demand and 
supply in the market. 
 
4) Unsuitable for Social Welfare Projects: 
Perfect competition cannot be allowed for the production of goods and services, which are require 
promoting public welfare, for example, water, gas and electricity. If these goods and services are allowed to 
be produced under perfect competition, there would be electric wires and pipe-lines of gas and water 
spreading around which would be dangerous and hazardous for the society. 
 
ii) Imperfect Market: 
Imperfect market is the one in which imperfect competition exists. In real life perfect competition does not 
exists because there are always imperfections in the market mechanism. Thus, imperfect competition in the 
market is the reality of our economic life. 
 
Following are the pre-conditions for the imperfect competition to exist in the market. 
 
a) Product Differentiation: 
The product, which is sold by different firms under imperfect competition, is always differentiated on the 
basis of colour, label, packing, weight, contents etc. for example, soap is produced by different firms under 
different brands names, for example, Palm-Rose, Capri, Lux, etc. The different brands of the same product 
are always close substitutes of each other because the nature of the product is the same. 
 
b) Small Number of Buyers and Sellers: 
Under imperfect competition a few firms but large in size produce the product. Hence, each firm is in a 
position to influence the price. Similarly, buyers are also small in number and are also in a position to 
influence the market price of the product. 
 
c) Imperfect Knowledge of the Market: 
Buyers and sellers do not know exactly the market situation for the product. Buyers do not know the price at 
which all sellers are selling the product and similarly a seller does not know the price at which other sellers 
are selling the products. 
 
d) Barriers to Entry of Firm in Industry: 
Firms under imperfect competition are not free to enter the industry. They face natural as well as artificial 
barriers in their way to enter the industry. Natural barriers are the physical and climatic conditions to 
produce a particular product and artificial barriers are price cuts, advertisement and salesmanship of the old 
experienced firms. 
 
e) Imperfect Mobility of Factors of Production: 
Under imperfect competition factors of productions are not perfect mobile i.e. they so often do not move 
from one place to another or firm one industry to another. Consequently, the cost of production of different 
brands of a product is not equalized. Hence, different brands of product are sold at different prices. 
 
f) Forces of Demand and Supply Do Not Operate Freely: 
Under imperfect competition the forces of demand and supply are not free to operate. They face many 
restrictions in their way to operate. Hence, there are variations in the prices of different brands of product. 
 
KINDS OF IMPERFECT COMPETITION: 
Imperfect competition can be observed in the market in three different forms: 
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i) Monopoly 
ii) Monopolistic Competition 
iii) Oligopoly 

 
 
MONOPOLY: 
Monopoly is a situation in the market in which a single firm controls major proportion or total supply of the 
output and there is no close substitute of the product. Thus, the firm determines the quantity is output as well 
as price of the product. For example, Govt. of Pakistan has a monopoly position over electricity, gas, 
railway, air service, telephone and telegraph etc. because government controls total supply of the goods / 
services and determines their price and there is no close substitute of these goods and services in the market. 
A monopolist is always interested in the maximization of profit. Since he dominates or has a power to 
determine the price of the product, therefore, he obtains super normal profit in the short run as well as in the 
long run. Sometimes, he charged different prices of the same product from different customers, which is 
called “Price Discrimination”. The monopolist also evolves this mechanism for the maximizations of profit. 
 
 
KINDS OF MONOPOLY: 
Monopoly exists in the following forms: 
 
1) Natural Monopolies: 
When the climatic condition of a country is such that it produces a large proportion of the total world 
production of a product and supplies it in the international with an authority to influence dominate the price 
of that product. For example, Bangladesh has natural monopoly on jute, Malaysia on rubber, Brazil on 
coffee and Sri Lanka has natural monopoly on tea. 
 
2) Social Monopoly: 
When the sole power is given to a firm for the production and distribution of a product in the public interest 
it will be the social monopoly of that firm. For example, Pakistan WAPDA has social monopoly to produce 
and distribute electricity. Similarly T&T department supplies telephone and telegraph facilities as a 
monopolist. 
 
3) Legal Monopolies: 
When a person produces a new brand of a product or invests a machine he gets it registered with the 
registration authority. Thus, he achieves legal monopoly over the product. For example, an author has legal 
monopoly on the book written by him. Thus, no body is allowed to copy that book, partly or wholly without 
his permission. 
 
4) Implied Monopoly / Voluntary Monopoly: 
When a firm wins a price war by cutting down the price of its product to the lowest level on the basis of the 
internal and external economies of large-scale production enjoy by it, its leads to the formation of business 
collusions among the firms. This is called implied or voluntary monopoly. 
 
MERITS AND DEMERITS OF MONOPOLY: 
 
MERITS: 
Following are the merits of monopoly: 
 
1) Internal and External Economies of Scale: 
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Unlike a firm under perfect competition a monopolist firm produces goods and services at a large-scale. In 
this way it enjoys economics of large-scale production e.g. availability of raw material at cheaper rates, 
credit facilities from commercial banks etc. this helps monopolist to reduce the cost of production of the 
output. 
 
 
2) Increase in Investment: 
A monopolist does not waist his resources on advertisement and publicity. This increases the rate of profit 
on the product an enables the entrepreneur to setup new plants of that product. This leads to growth of 
investment in the country. 
 
3) Price Stability: 
A monopolist does not so often change the price of the product to adjust quantity supplied of the product 
with its quantity demanded. This helps to achieve price stability in the country. 
 
4) Research Facilities: 
A monopolist can handsome amount of money for research in the product produced by him. In this way new 
inventions and innovations come into existence. In Pakistan, almost all monopolist firms have their research 
departments. 
 
 
5) Suitable for Social Welfare: 
Some goods and services are socially desired to be produced under monopoly, so that public welfare may be 
maximized. For example, Govt. of Pakistan has social monopoly on the goods and services like telephone, 
telegraph, water, power, rail and air-service etc. this has enabled the public to get the get the services at 
cheaper rates. Moreover, it has protected public from the hazards of competition, which may cause wide 
range spreading of electric wires and rail tracks etc. 
 
 
DEMERITS: 
Following are the demerits of monopoly: 
 
1) Retards Economic Development: 
A monopolist deliberately restricts the supply of output to raise the prices of product. In this way he attains a 
large amount of profit. Since a monopolist discourages and denies competition in the market, it in fact 
retards economic development of the country. 
 
2) Concentration of Wealth: 
With the pace of development major proportion of the national wealth concentrates in the hands on a few 
monopolists and majority of population is force to live in poverty. This inequality of income distribution 
creates social and political problems for the country, which pose a threat to its solidarity. 
 
3) Lack of Mobility of Labour: 
Factors of production are employed by a monopoly firm, which does not have any substitute in any part of 
the country. In this way they cannot move to another firm or place due to which their reward remain low. 
 
4) Discouragement of New Entrepreneurs: 
A monopolist dominates the product market to such an extent that it becomes rather impossible for the new 
and young entrepreneur to compete away the monopoly situation. In this way, young talented entrepreneur 
cannot make use of their talents to serve the country. 
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5) Retards Innovations: 
Investment and innovations come into existence in the environment of competition. Since monopoly is a 
denial of competition. Monopolist does not feel the need to introduce innovations. Thus, production level in 
the country remains low. 
 
6) Consumer’s Sense of Deprivation: 
There are no substitutes of the product produced by monopolists. Thus, consumer choice remains limited. 
Moreover, a monopolist restricts the supply of the product due to which its price remains high and 
consumers are bound to purchase it. Thus, they find themselves helpless in a monopoly situation. 
 
RESTRAINTS ON MONOPOLIES: 
By comparing the merits and demerits of monopoly we can easily ascertain that the demerits of monopoly 
are well founded whereas its merits are not for sure but can only be expected. Thus, monopoly from business 
is undesirable. Generally monopolists export the consumer as well as labourers. They discourage the young 
talented entrepreneurs to emerge in the market and they are also responsible for the inequality of income 
distribution. Thus, government is always required to put restraints on monopolies. Government and people 
can take the following measures. 
1) Introduction of Substitutes: 
In order to discourage monopolies, government should courage private entrepreneurs by giving them loans 
for the discovery of substitutes of the product produced by a monopolist. In this way monopoly be turned 
into imperfect competition. 
 
2) Competitiveness: 
Competitiveness is the answer of all economic ills brought in the market by a monopolist. To encourage 
competition, government can import the substitutes of the product and can also produce the product in the 
public sector. 
 
3) Fixation of Price: 
Government can fix the price of the product produced by a monopolist. Generally it is fixed at the average 
cost of the product. Any monopolist violating the government orders is punished. 
 
4) Nature of Demand: 
The demand of the product monopoly is generally inelastic due to which price of the product is always high. 
Thus, the demand of the product should be made elastic as far as possible. This depends upon the behaviour 
of the consumers as well as their taste. 
 
5) Consumer’s Reaction: 
Consumers should organize them selves to raise voice against the exploitation of monopolists. They should 
boycott the product. 
 
6) Administrative Measures: 
Government should take administrative measures against the monopolists so that they do not create shortage 
of the product and charge suitable price. 
 
7) Nationalization: 
If all the above measures fail to force the monopolists to work in 
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FIRMS PRODUCT & COST 
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FIRM’S PRODUCT: 
There are three different aspects of a firm’s product. 
 
Total Product: 
It is the quantity of output, which is produced by any combination of four factors of production. For 
example, if a firm produces one thousand meters of cloth per month it will be total product of that firm. 
 
Marginal Product: 
A change in total product, which is brought by an additional unit of variable factor employed in the 
production process, is called the Marginal Product. For e.g. 10 labourers in a firm produce 1000 meters of 
cloth per month and if 11 labourers are employed the total output of cloth goes up 1050. 
 
Average Product: 
Total product divided by units of a variable factor determines average product per unit of variable factor for 
e.g. if 10 labourers produce 1000 meters of cloth, the average product per labour will be 1000/10 = 100 
meters. 
 

Fixed Factor 
(Land) 

Variable Factor 
(Labour) 

Total Product 
(Kg) 

Marginal Product 
(Kg) 

Average Product 
(Kg) 

10 0 0 0 0 
10 1 4 4 4 
10 2 12 8 6 
10 3 18 6 6 
10 4 20 2 5 
10 5 20 0 4 
10 6 18 2 3 
10 7 14 4 2 

 
 
 
 
 
 

(diagram) 
 
 
 
 
 
 
 
 
 
 

(diagram) 
i) When MP is positive, total product keeps on increasing. 
ii) When MP is zero, TP reaches its highest level. 
iii) When MP become negative, total product fall. 
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iv) When AP increases, MP also increases but remains above the average product. 
v) When AP reaches its highest point MP falls to become equal to AP. 
vi) When AP falls, MP also falls but remains less the AP. 

 
COST OF PRODUCTION: 
A firm combines four factors of production i.e. Land, Labour, Capital and Organization to produce good and 
services. They are paid their reward in the form of rent, wages, interest and profit. The sum total of these 
rewards is the total cost of production, which is born by entrepreneur. 
 There are three aspects of the costs, which are: 

i) Total Cost 
ii) Average Cost 
iii) Marginal Cost 

 
Total Cost: (TC) 
Total cost of production is the total of rewards to the factors of production i.e. rent, interest, wages and 
profit. Which the entrepreneur bears on the production of total quantity of output, total cost of production 
can be divide into two parts i.e. Total Fixed Cost and Total Variable Cost. 
 
Total Fixed Cost: (TFC) 
This cost takes place in the form of the fixed factors of production. For e.g. salaries of the payment 
employee of the factory, maintenance cost of the fixed. Capital and rent of the building. Fixed cost of 
production remains fixed regardless of the level of output. 
 
Total Variable Cost: (TVC) “Prime Cost” 
These are the costs, which vary with the variation in the level of output i.e. variable cost increases as output 
increases and vice-versa. For e.g. wages to the labour and interest on the money capital borrowed etc. 
 
 
 
Average Cost: (AC) 
It is also called (ATC). It is calculated by dividing total cost of production by total unit of out put product. 

Output
TCor

Q
TCAC =  

 
Average cost of production can be divided into two parts i.e. average fixed cost and average variable cost. 
 
Average Fixed Cost: (AFC) 
Average fixed cost of production is calculated by dividing total fixed cost by total quantity of the output 
produced. 

Output
TFCAFC =  

 
Average Variable Cost: (AVC) 
In order to calculate average variable cost, total variable cost is dividing by total quantity of output 
produced. 

Output
TVCAVC =  

 
 

TC = TFC + TVC 
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Marginal Cost: (MC) 
Change in total cost of output on the production of one more unit of output is called Marginal Cost. 

TCinChange
QuantityinChangeMC =  

 
Output (Q) TFC TVC TC AFC AVC AC MC 

0 24 0 24 ⎯ ⎯ ⎯ ⎯ 
1 24 28 52 24 28 52 28 
2 24 54 78 12 27 59 26 
3 24 75 99 8 25 33 21 
4 24 96 120 6 24 30 21 
5 24 126 150 4.8 25.2 30 30 
6 24 168 192 4 28 32 42 
7 24 214 238 3.43 30.57 34 46 
8 24 264 288 3 33 36 50 

 
Relationship between AC & MC curve: 
 
(figure) 
 
 
 
 
 
 
 
 
 
 
(figure) 
 
 
 
 
 
 
 
 
 
 
 
 
Relationship between AC & MC: 

i) When average falling Marginal is always less than average. In other word when average curve is 
moving down word M curve lies under. 

ii) When average is constant Marginal is also constant and both are represented by the some 
horizontal curve. 

iii) When average is rising Marginal rises more sharply than average. In other words, when average 
curve is moving upward Marginal curve lies above it. 
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REVENUES OF FIRM: 
The profit of a firm is determined by the difference between its cost and revenues. There are three aspects of 
firm’s revenue, which are as follows: 
 
Total Revenue: (TR) 
It is the total amount of money obtained by a firm on the sale of its total output. For example, a firm produce 
100 meters of cloth and sells it at Rs.5 per meter, its total revenue will be 100×5=500Rs. Thus, the total 
revenue is equal to price time quantity sold. Q = Output 
 

TR = Price × Quantity Sold 
 

     or 
 
Marginal Revenue: (MR) 
The change in total revenue on the sale of additional unit of output will be marginal revenue. For e.g. a firm 
gets Rs.500 on the sale of 100 meters of cloth and get Rs.504 of the sale of 101 meters of cloth. Thus, the 
change in total revenue on the sale of 10 centimeter of cloth is 504 – 500 = Rs.4. this is marginal revenue of 
the firm. 
 
Average Revenue: (AR) 
Total revenue divided by total unit of out put sold determines the average revenue of a firm. 

Q
TRAR =  

 
Revenues of a Firm Under Perfect Competition: 
Under perfect competition there are large number of small size firm, which sell product in the market and 
there are large number of buyers who buy these products. Thus, if a firm or a seller or a buyer brings a 
change in the quantity of output sold or bought it does not influence the prevailing price, which remains the 
save. 
Therefore, under perfect competition price or average revenue (AR) of a firm is equal to marginal revenue 
(MR) of a firm. 
 
Revenues of Firm Under Perfect Competition: 
 
Price (P) per unit 

of Output 
Unit (Q) of 

Output TR MR AR 

Rs.4 1 4 4 4 
Rs.4 2 8 4 4 
Rs.4 3 12 4 4 
Rs.4 4 16 4 4 
Rs.4 5 20 4 4 

This table shows that under perfect competition (P = AR = MR) therefore TR increase at constant rate. 
According to the above table, following are the revenue curve of a firm under perfect competition. 
Revenues of Firm Under Perfect Competition: 
(diagram) 
 
 
 

TR = P × Q 
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Diagram (a) shows that demand for output under perfect competition is infinitely elastic (ηd = ∝). That is 
why AR Curve = MR Curve and is parallel to the horizontal axis. 
 
Diagram (b) shows that TR Curve starts from the origin and slopes upward to the right, this shows that TR is 
zero when output is zero and TR increases at a constant rate as output increases. 
 
Q. How firm achieve Equilibrium under perfect competition in short and in long run? 
 
Ans. Marginal Revenue and Marginal Cost approach: 
 
 
 
 
 
 
(diagram) 
 
 
 
 
 
 
 
 
Under perfect competition a firm is in equilibrium at a pt. where rising MC Curve crosses the horizontal MR 
Curve i.e. the firm is producing under diminishing return on increasing cost. In other word a firm is in 
equilibrium under perfect competition when MC Curve crosses the MR Curve below i.e. MC must be rising 
at or near the point of equilibrium. 
 
Although MR = MC at point A, yet it will not be the equilibrium point of the firm because here MC curve 
cuts MR curve from above and no firm stop producing the output. When its marginal cost is falling. Thus, B 
will be equilibrium point where the rising MC curve cut MR curve from below. 
 
(diagram) 
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IN SHORT RUN: 
 
a) Equilibrium at Normal Profit: 
(Save as above) E is the equilibrium point, by drawing perpendicular we find that the equilibrium output of 
the firm is OQ and price determined is OP, we also notice that OP is not only average revenue but it is also 
the average cost of firm. Therefore, firm is earning normal profit. 
 
 
 
 
 
 
(diagram) 
 
 
 
 
 
 
b) Equilibrium at Super Normal Profit: 
In this diagram, MC curve MR curve from below at point E. which is the equilibrium point by drawing 
perpendicular we find that equilibrium output level is OQ and price is OP. at OQ level of output we find that 
average cost of the firm is BQ or OC. Since average revenue OP is greater than its average cost OC 
therefore firm’s super normal profit per unit of output is PC. Thus, total super normal profit is PCBE i.e. 
(PC × CB) 
 
 
 
 
 
 
(diagram) 
 
 
 
 
c) While Suffering Loss: 
In case of loss firms AR<AC in this diagram E is the equilibrium point by drawing price perpendicular OQ is 
equilibrium level of output for which OP or EQ is the price or average cost of output average revenue OP is 
less than average cost OC. Since firm produces OQ or PE level of output, therefore PCBE is the total loss of 
the firm. 
 
 
 
 
 
 
(diagram) 
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d) Shutdown or abnormal loss to a firm: 
In this diagram E is the equilibrium point we find that equilibrium level of output is OQ and OP or EQ is the 
price. At OQ level of output KQ is the average variable cost of the firm. We can see that firm is not in a 
position to cover even its average variable cost. Thus the loss is so heavy that the firm closes down. It is 
clear that any point below K will be the firm shutdown point. 
 
Long Run Equilibrium of Firm under Perfect Competition: 
In the long run a firm can adjust itself in the industry properly. If firm in an industry are making super 
normal profits in the short run new firms enter in the industry. This result in an increase in the supply of 
output of the industry. Thus price of the product falls in the market and super normal profit of firms are 
eliminated. On the other hand if firm facing losses in the short run some of the firm quit industry. This result 
in decrease of the supply of output in the industry. Thus price of the product rises in the market and losses of 
firms are eliminated in the long run. Hence it is established that firm can earn only normal profit in the long 
run. This means that long run equilibrium of the firm takes place when it MC = MR = AC = AR = P as 
shown in the following diagram. 
 
 
 
 
 
 
(diagram) 
 
 
 
 
 
 
In the diagram, long run marginal cost curve LMC cut long run marginal revenue curve MR at point E, 
which is the equilibrium point. By drawing perpendicular we find that equilibrium output of the firm in the 
long run is OQ and the price is OP. Since EQ is the long run average revenue as well as the average cost of 
the firm it is making only normal profit. 
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How are the rewards of the factors of production determine with the help of Marginal  

Productivity theory? Explain? 
 
Ans. What does distribution mean? 
 

Distribution means the division of total revenue earned by an individual firm into wages, rent, 
interest and profit. 
 
 How are the rewards distributed? 
 
 Two theories have been developed for the distribution of reward to the factor of product: 

i) Marginal productivity theory or classical theory of distribution. 
ii) The demand supply theory or the modern theory of distribution. 

 
THE MARGINAL PRODUCTIVITY THEORY: 
 According to this theory each facto of product is paid according to its marginal product. 
With other factor remaining constant and with an increase in the unit of one variable factor (say labour), 
there will be an increase in the total production, which is known as marginal product. This can be explaining 
with the help of table. 
 

Unit of Labour 
(Labourers) 

Total Product 
(Kg) 

Marginal Physical 
Product 

(Kg) 

Marginal 
Revenue Product 

(Rs.2 per Kg) 

Average Physical 
Product 

(Kg) 

Average Revenue 
Produced 

(Rs.2 per Kg) 
1 12 12 24 12 24 
2 32 20 40 16 32 
3 66 34 68 22 44 
4 88 22 44 22 44 
5 100 12 24 20 40 
6 108 8 16 18 36 
7 112 4 8 16 32 

 
 This table shows that Marginal Physical Product are the Marginal Revenue Product (MRP) first rises, 
reaches up to Rs.68 and then falls down to Rs.8 similarly, average product or the average revenue product 
(ARP) first rises to Rs.44 and then fall down to Rs.32. 
 
The Theory: 
 Under the assumption of perfect competition and full employment, the reward to each factor of 
production is determined in accordance with its marginal productivity. Under perfect competition in the 
factor market, wage rate remains constant. We also assume that production is taking place under the law of 
diminishing return. Therefore, employment of labour is stopped when the marginal productivity is equal to 
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the wage rate. To explain this we assume that labour is the only variable factor where as the other factors are 
hold constant. 
 

Unit of Labour Marginal Revenue Product Wage Rate (Rs.) 
21 50 30 
22 40 30 
23 30 30 
24 20 30 
25 10 30 

(figure) 
 
 
 
 
 
 
 
 
 
 
 
The wage rate becomes equal with the employment of the 23rd labourer. This determines the level of 
employment. Supposing that MRP> wage rate. It would be suitable for the enter preneur to employee more 
labour, e.g. the 22nd labourer is giving MRP which is equal to Rs.40 whereas his wage is Rs.30. Thus, the 
entrepreneur is getting a surplus of Rs.10 and hence increases employment. However, if MRP< wage rate 
the entrepreneur is at loss, e.g. the 24th labourer is producing only Rs.20 worth of MRP while his wage is 
Rs.30. Thus, it would be suitable stop further employment where MRP is equal to wage rate. This approach 
can be applied to the other factors of production as well. Under the assumption of perfect mobility and 
perfect substitution of factor of production, it is obvious that the marginal productivity of each factor would 
then be equal to each other. Thus, these two points (Perfect mobility and perfect substitution) will enable the 
entrepreneur to be in equilibrium and achieve a least cost combination of the factors of production. 

Pn
Mpn

Pc
MPc

Pb
MPb

Pa
MPa

=−−−==  

 
MP is the marginal productivity of the factors, P is the price of each factor of production and a, b, c they are 
variable factors of production. 
 
Assumption of the Theory: 
 

i) The efficiency of the various units of the same factors of production has to be identical e.g. 
efficiency of all labourers must be same. 

 
ii) The various factors of production must be perfect substitute for each other i.e. they can be 

replaced by one another. 
 

iii) All factors of production should be perfectly mobile. 
 

iv) There is perfect competition in the market. 
 

v) Finally, production operates under the law of diminishing return. 
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Chapter No. 1 
NATIONAL INCOME 

 
INTRODUCTION 
Just  like  individuals  a  country  also  generates  certain  net  value  during  a  year which  is  called  national 
income. In other words a country with the help of its labor and capital, produces annually a certain amount 
of goods & services, this flow of goods and services which become available to a country during a year  is 
called national income of that country. 
 
DEFINITION 
 

• Professor Marshall 
                                                 “The  labor  and  capital of  a  country,  acting on  its  natural  resources, produce 
annually  a  certain net  aggregate of  all  kinds of  goods  and  services.  This  is  the national  income of  that 
country”. 

 
• Simon Kuznets 

                             “The aggregate of all goods & services produces in a flowing during one year from 
productive system in the hand of ultimate consumer”.  

 
 
CONCEPTS OF NATIONAL INCOME 
 
1) GROSS DOMESTIC PRODUCT ….. GDP 
Gross domestic’s product (GDP) is the market value of final goods and services, which are produced within 
the country during a year. What  is produced or earned outside the country by a country’s workers  is not 
included  in  (GDP) of  the country  to which  they belong.  Its means  the remittances earned  from overseas 
workers are excluding from GDP. 

 
Sector of economy  Values of goods & services produced in a year 
Total agricultural production 
Total Industries production 
Total Mineral production 
Total Services 
 
 

Rs. 60000
Rs. 40000 
Rs. 20000 
Rs. 30000 
G D P        Rs. 150000 
 

 
NOMINAL GDP 
When all the components of GDP are valued at their current prices in the market it is called nominal GDP. 
Calculation of nominal GDP given below 
2001 Rs. l per pen, production of pen 100 (1 x l00 =100) 
2002 Rs. 2 per pen, production of pen 150 (2 x 150 =300) 
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REAL GDP 
When all the components GPD used at their constant prices in the Market it is called real GDP calculation 
of real GDP given below 
2001 Rs. l per pen, production of pen 100 (l x l00 =100) 
2002 Rs. 2 per pen, production of pen 150 (1x150 =150) 
 
2) GROSS NATIONAL PRODUCT ……. GNP (GROSS NATIONAL INCOME) 
Gross National product is the total market value of final goods and services a nation or a country produces 
during a year. The remittances sent by the national workers abroad are also  included  in the GNP of that 
country which they belong. Its means GNP include domestic production as well as foreign remittances.  
 
 GNP = GDP + remittances sent by the nationals workers abroad b 
 
3) NET NATIONAL PRODUCT ……NNP (NET NATIONAL INCOME) 
Net National product‐NNP  is the total net market value of final goods and services a nation or a country 
produces during a year. If we deduct the value allowances for deprecation of capital goods from GNP get 
NNP. Since in the process of production of GNP during a year, we have to use various capital goods, these 
are  subjected  to wear &  tear being used.  Thus, while  computing NNP,  allowances  for depreciation  are 
deducted. 
 
NNP = GNP ‐ allowances for deprecation 
 
4) NATIONAL INCOME …..NI (NATIONAL INCOME AT FACTORS COST)  
National income means the money value of the total flow of goods and services produced in an economy 
in  a  year.  Or  in  other  words  national  income  at  factors  cost  means  aggregation  of  four  factors  of 
production  that  is  land  labour  capital  and  organization.  If  indirect  taxes  like  sales  tax  are  deducted & 
subsidies added in NNP it becomes national income.  
 
 NI = NNP — Indirect taxes + subsidies  
Or  
NI = rent + wages + interest + profit 
 
5) PERSONAL INCOME‐‐‐‐PI 
Personal income is the income, which is actually received by individuals of a country from all the resources 
during a year. Several deductions are made from national  income before  it distribution to the  individuals 
like social security contributions; corporate income taxes etc.  
Personal income is different than the national income, if we deduct Social security contribution, corporate 
income  taxes,  and  undistributed  corporate  profits  and  add  Transfer  payments  in  national  income  it 
becomes personal income. 
 
Personal income = National Income ‐ Social security contribution ‐ Corporate income taxes 
‐ Undistributed corporate profits — Transfer payments.  
 
(6) DISPOSABLE PERSONAL INCOME‐‐‐‐DPI 
A certain part of personal  income  is paid to government  in the  form of direct taxes  (personal taxes)  like 
Income tax, property tax etc. if we deduct these amount from the personal Income it become Disposable 
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Income.  It  is  an  income  to which  an  individual  can  save  or  consumed  therefore  it  is  called  disposable 
personal income DPI. 
 
Disposable personal income = Personal income — direct taxes 
 
 
MEASUREMENT OF NATIONAL INCOME OR MEASURING GNP 
 
National income can be measured by three ways. 
 
PRODUCTION METHOD OR NATIONAL INCOME AT MARKET PRICE METHOD 
According  to  this method  first  economy  is  divided  into  different  sectors  such  as  agriculture,  industrial, 
mining, and other services etc. at the second stage, the market value of goods and services produced each 
sector aggregated and then Gross National Product  (GNP)  is achieved. After that total depreciation cost, 
indirect taxes are deducted and subsidies are added in GNP and then we get National Income. 
 
Formula:       NI = GNP – D.A – INDIRECT TAXES + SUBSIDIES 
 
Sector of economy  Values of goods & services produced in a year 
Total agricultural production 
Total Industries production 
Total Mineral production 
Total Services 
Remittances come from abroad  
 
 

Rs. 50000
Rs. 50000 
Rs. 50000 
Rs. 50000 
Rs. 50000 
G N P          Rs. 250,000 
Less: ‐ Allowances for depreciation         Rs. (20000) 
Less: ‐ Indirect taxes             Rs. (20000) 
Add: subsidies                                                    Rs.  10000 
                                                     N.I              Rs.  220,0000 
 

 
INCOME METHOD OR NATIONAL INCOME AT FACTOR COST METHOD 
This method approaches national  income  from  its distribution  side when  it has been distributed  to  the 
factors  of  production  in  the  form  of  rent, wages,  interest &  profit,  amongst  the  various  factors  of  the 
production in a country. If we aggregate rent, wages, interest & profit received by the people during a year 
we get national income Therefore national income can also be measured as: 
 
National income = rent + wages + interest + profit 
 
 
EXPENDITURE METHOD 
This method arrives at National Income by adding up all the expenditures made good and services during a 
year  in a country. National  Income  can get by adding up all consumption expenditures, and  investment 
expenditure made by  individuals  as well  as  govt. of  a  country during  a  year.  That’s  expenditures  given 
below 
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• PRIVATE CONSUMPTION EXPENDITURE 
The  amount, which was  spent  on  consumer  goods  and  services  by  private  sector  (individual),  is  called 
private consumption expenditure. 
 

• PRIVATE INVESMENT EXPENDITURE 
The amount, which was spent on replacement, renewals and new investment by private sector (individual), 
is called private investment expenditure. 
 

• PUBILC CONSUMPTION EXPENDITURE 
The amount, which was  spent on  consumer goods and  services by public  sector  (government),  is called 
public consumption expenditure. 
 

• PUBLIC INVESTMENT EXPENDITURE 
The  amount,  which  was  spent  on  replacement,  renewals  and  new  investment  by  public  sector 
(government), is called public investment expenditure. 
 

• NET FOREIGN INVESTMENT 
• NET EXPORT 

 
EXPENDITURE METHOD 
(It means expenditure on the purchase of fi8nal goods and services) 

Consumption 
Expenditure (C) 

1. Durable goods such as car, furniture 
2. Non durable goods such as food, petrol 

 
Rs 2,000 

Private 
Investment (I) 

1. New plant and machinery 
2. Inventory/ Stocks investment 

Rs 1,500 

Government 
Expenditure 
(G) 

1. Non Development expenditure such as Salaries to employees 
2. Development expenditure such as Construction of roads and 
dams 

Rs 1,000 

Foreign 
Expenditure 
(X – m) 

1. Exports = Rs 800 minus 
2. Imports = Rs 300  Rs 500 

Total Expenditure or Gross National Product   Rs. 5,000 
 
DIFFICULTIES IN MEASURING NATIONAL INCOME   
 
1. LACK OF STATISTICAL DATA 
In developing countries, the accurate figures about the various sectors of economy are not available; due 
to this we are unable to estimate the real national income of the country. 
 
 
2. PROBLEM OF DOUBLE COUNTING 
While computing the national income there is always a danger of double counting. If the care is not taken, 
the national income is over estimated. 
 
3. LACK OF PUBLIC CO – OPERATION 
Public is also not ready to provide the correct figures about the income due to the fear of income tax. 
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4. NO ACCOUNT 
Some people do not keep any proper account about their business income, so this income is not including 
in the national income. 
 
5. DIFFICULTY IN ASSESSMENT 
Some goods and  services value cannot be assessed easily. For example  the value of different Cows and 
Sheep’s is very difficult. 
 
6. UNPAID SERVICES 
In national income only those services are included for which the payment is made. The unpaid services are 
excluded 
 
7. ASSESSMENT OF DEPRECIATION 
The assessment of depreciation allowance repair and replaced charges is a very difficult job. 
 
8. TRANSFER EARNINGS 
The transfer income earnings like pensions are excluded from the national income and it feels problem. 
 
9. DIRECT EXCHANGE 
In the  less developing areas people exchange the commodities with the commodities and do not use the 
money. So the value of these goods cannot be estimated. 
 
10. INCOME OF FOREIGN COMPANIES 
The  income of  the  foreign  investment  is not  included  in  the national  income because  these  companies 
send some portion of their profit to their own countries. 
 
SIGNIFICANCE OF STUDY OF NATIONAL INCOME 
The study of national  income  is of paramount  importance due  to various reasons. The  following are  the 
causes, which highlight the significance of the study of national income. 
 
1. ASSESSMENT OF POSITION OF COUNTRY 
The estimation of national  income  reveals  that where we stand economically. We can know that what amount of 
quality of goods and services are available to use, what  is the disparity between the demand for the supply of the 
goods and if this situation is alarming, what and where the steps could be taken to come out of it? 
 

2.  YARDSTICK OF LIVING  STANDARD 
Per capital  income could be estimated by dividing the national  income over the existing population, which reflects 
the living standard of a country. If the living standard of an American is 40 times higher, it is due to the fact that the 
per capital  income of USA  is higher  than Pakistan. This  fact  reveals  that how much a country as compared  to  the 
other back ward economically and how this backwardness can be predicated. 

 
3. EVALUATION OF PRICE OF DEVELOPMENT 
The estimation of national  income  tells about  the  comparative pace of economic development  in  the  country.  In 
other words, whether  the population  increasing more  than or  less  than proportional  increase  in  the  income. The 
national  income should  increase with dominating proportion over the increase in population because this  indicates 
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that the  living standard of a country  is  improving. This situation suggests that we should make our utmost efforts 
either to increase the income or to control the population. 

 
4. IT REVEALS AN OVERALL PERFORMANCE OF THE ECONOMY 
National  income estimates reflect an overall performance of the economy. Whether economy  is growing, constant 
or declining 

 
5. IT INDICATES CONTRIBUTION OF VARIOUS SECTORS TO ECONOMY 
Estimation  of National  income  also  reveals  the  contribution made  by  different  sectors  of  the  economy  such  as 
agriculture, manufacturing industry, services and trade etc. Such data is very helpful in economic planning. 

 
6. IT HELPS IN FRAMING ECONOMIC POLICY 
National  income data  serve  a  very useful  guideline  to  frame economic policy. By  looking  at  the national  income 
figures and  facts  the policy‐makers can decide which of  the sectors of  the economy need particular  incentives  to 
develop. 

 
7. IT HELPS IN PREPARING BUDGETARY POLICIES 
Budgetary policies play  a  vital  role  in  economic development of  the  country  as well  as  economic welfare of  the 
people. National income estimates help in formulating appropriate taxation and borrowing policies, allocating rates 
of development and non‐development expenditure etc. 
‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐XX‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐XX‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐XX‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐ 
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MONEY 
 
Q.1(a): Define money and discuss the effects of changes in the value of money on different sections of  

 society? 
 
Q.1(b): Describe briefly the Quantity Theory of Money? 
 
Q.2:  Short note on Function of Money? 
 
Q.3(a): Write down the characteristics of good money? 
 
Q.3(b): Discuss the function of money? 
 
Q.3(c): What are the main objections of Quality Theory? 
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MONEY: 
 Different economists have defined money in different ways. Professor Crowther gives the most 
accepted definition of money. He says, “Any thing which is generally accepted as a medium of exchange 
and also perform the function of a standard of value and store of value is money.” 
 
Functions of Money: 
 
i) A Medium of exchange: 
The primary function of money is its use as a medium of exchange. Under the batter system goods were 
exchange with goods directly but, with the evolution of money as a medium of exchange, goods are now 
exchanged with each other with the help of money. For example, a person having wheat to exchange it with 
cloths sells. Wheat for money and gave money to get cloth. Labourers render their productive service and 
get their wages / income in the form of money. 
 
ii) A Standard of Value: 
Money is a Yard Stick by which value of different goods and services is measured in terms of their prices. 
The product whose price is high its value will also be high and vise-versa. The determination of the value of 
a product in exchange process has been possible only due to money. 
 
iii) A Store of Value: 
People get their incomes in the form of rent, interest, wages and profits by rendering services as factors of 
production i.e. land, labour, capital and organization. They spend part of their income on consumer good to 
satisfy their current wants and save the remaining part of their income. Saving are deposited in a bank so 
that they are used to purchase goods in future. This means that value of money is stored for use in future 
time. This has been possibility only due to money other wise storablity of value was not possible under the 
batter system of exchange because most of the good at that time were perishable. 
 
iv) A Unit of Account: 
Everywhere in the world money is used as a unit of account. It means that every where value of good and 
services. Calculated in terms of money. For e.g. we say daily wage of labour is Rs.100. In this way all 
accounts in business are prepared in term of money. 
 
v) A Standard of Deferred Payments: 
The payment for an amount of money remains deferred for a certain period of time. Hence deferred 
payments take place in case of borrowing and lending has become a regular business. Banks and 
moneylenders advance loans to businessmen are service the deferred payments of the principle amount 
along with interest. Under the batter system of exchange it was not possible to repay the loan exactly in the 
form it was received. 
 
CHARACTERISTICS OF GOOD MONEY: 
Following are the characteristics of good money: 
 
i) General Acceptability: 
The basic characteristic of good money is its general acceptability as a medium of exchange. People accept 
metallic coin, paper notes and cheques as a medium of exchange without any hesitation because there are 
issued by Federal Government and Central Bank. 
 
ii) Transferability: 
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Good money is the one, which can be transferred from one place to another for payments. Paper notes and 
cheques of commercial banks are good money because they can easily transferred to far-off places to make 
money. Metallic money is not a very good money because its lack this characteristic. 
 
iii) Durability: 
Good money is the one, which is made of durable thing so that it could be stored for sometime for use in 
future. 
 
iv) Reconcilability: 
Good money can easily be recognized. Its various unit are different from each other in design, weight, size 
and value even an illiterate person can distinguish between genuine and forged unit of money. 
 
v) Homogeneity: 
Good money is the one whose all unit of same value are homogeneous in form, weight and size particularly. 
When money is in the form of gold and silver coins. 
 
vi) Divisibility: 
Good money has the characteristic of divisibility which means that it is divided into small unit. For example, 
a dollar coin is divided in 5, 10, 25 and 50 cents, this help the consumer to buy good carrying small values. 
 
vii) Stable Value: 
The value of money must remain stable so that it brings economic stability to the nation. This mean unit of 
money should not change so frequently. If the value of money goes up and down quickly economy becomes 
unstable which retard its growth. 
 
QUANTITY THEORY OF MONEY 
Quantity Theory of Money asserts that the value money depends largely on the quantity on money. If the 
quantity of money is increased, which out corresponding increase in volume of production, the value of 
money will decrease and vice-versa. In the words of Tossing, “double the quantity of money, while other 
things remain exchanged, price will be twice as high as before, half the quantity of money, price will be one 
half of what they were before”. 
Irwing Fisher was represented this theory in 1911, in his book “Purchasing power of Money” According to 
Fisher, the function of money primarily is to serve as medium of exchange, it has an indirect demand 
because it is demanded for its purchasing power and not for its own sake. Therefore, the value of money 
entirely depends upon its quantity in circulation with in the country it is also called Fisher’s approach. 
According to Irwing Fisher: 
“Other things remaining the same, value of money falls in proportion to increase in quantity of money in 
circulation quality of money is increased by 25% whereas other things remain unchanged, the value of 
money will fall by 25% and vice-versa. Thus, the quantity of money and its value are inversely related. 
Fisher explains the relationship between the quantity of money and its value in the form of an equation of 
exchange. 

 
VMMVPT ′′+=  

(OR) 

T
VMMVP
′′+

=  

 
Where, P stands for general price level, or P = the value of money. 

T stands for total transaction (total amount of goods and services) exchanged for. 
 M stands for actual money. 
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 M′ stands for credit money. 
 V stands for velocity (rate of exchanging hands) of actual money. 
 V′ stands for velocity of credit money. 
 
This equation of exchange equates the supply of money (MV + M′ V′) to the demand for it. Price level 
multiplied by the transactions (volume of goods and services) gives the total values of transaction e.g. 
demand for money PT. This is equal to money M and credit money M′ with their velocities V + V′. 
 Fisher contents that, in the short period T, V and V′ remain constant, like wise proportion of M to M′ 
also remains constant. Thus, P various directly with M. In other words, P or value of money varies inversely 
with M or quantity of money. 
 To explain the theory with the help of the above equation. We suppose that 100Kg rice is produced 
in a country. The quantity of actual money M and Rs.200 and the quantity of credit money circulating in the 
country Rs.400. It is also suppose that velocity of circulation of actual money is 2 and the credit money is 4. 
Putting these values in the equation: 
 

T
VMMVP
′′+

=  

20.Rs
100
2000

100
)4400()2200(P ==

×+×
=  

 
The generally price level in the country is Rs.20. Now according to assumption T (100 Kg rice) V = 2, V = 4 
remain constant. M (Rs.200) and M′ (Rs.400) are being doubled to see change in price. 
 

40.Rs
100
4000

100
)4800()2400(P ==

×+×
=  

 
We find that by doubling the quantity of legal tender money M and M′, while keeping the proportion M to 
M′ constant the price level has doubled and the value of money has down to one half. 
 By keeping T, V and V′ constant again cutting down the money supply to one half we find that the 
general price level. 
 

10.Rs
100
1000

100
800200

100
)4200()2100(P ==

+
=

×+×
=  

 
It is obvious that when the quantity of money is one halved general price level is also halved and the value 
of money is doubled. 
 
 
CRITICISM ON THE THEORY: 
i) Proportional Relationship Does Not Exist: 
     According to the theory, any increase or decreases in the quantity of 
money bring about the proportional change in general price level. That is also not correct, because prices of 
all the commodities do not change at the same rate even in the short period. 
ii) Ignores the Effects of Unemployed Resources: 
      The theory is based on the assumption of full employment of 
resources. J.M Keynes has pointed out that so long as there are unemployed resources in a country, an 
increase in the supply of money will be absorbed in utilizing these resources into production. So the price 
level may not rise at all. 
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iii) Ignores the Influences of Rate of Interest: 
      Another serious objection leveled against this theory is that it 
does not have into account the influence of the rate of interest on cash balance. 
iv) Fails to Explain the Role of Money During Depression: 
       The theory also does not explain as to why during 
depression the increase in the supply of money fails to bring a corresponding increase in the price level. 
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CHAPTER  
INTERNATIONAL TRADE 
 
Q.1: Distinguish between National Trade and International Trade? 
 
Q.2: Differentiate between Balance of Trade and Balance of Payments? 
 
Q.3: Write down the advantages and disadvantages of International Trade? 
 
Q.4: Theory of comparative costs? 
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THEORY OF COMPARATIVE COSTS: 

Classical economists had a opinion that fundamental cause of international trade is the difference in 
cost of production. Difference in cost of production depends upon differences in climatic condition, 
availability of minerals and other natural resources. A country can produce a number of goods. But it will 
not produce all the since it will not be equally profitable to it. It should prefer to produce only those good, 
which it can produce at comparative by lesser cost or in which it enjoys greater relative advantages. This 
way productive resource of the country can be utilized. 

 
The theory of comparative cost is simply an application of the principle of division of labour to 

different countries. A person can do a number of job but he is unable to do then all alike. Principle of 
division of labour can be also applied to international specialization. A country tends to specialize in the 
production of those goods in which it enjoys greater comparative advantage or lower comparative cost. 
Classical Economist, Adam Smith had a opinion that it was total or absolute advantage which pave the way 
for international trade. 
 
Total or absolute difference in costs: 
 

Pakistan can produce: 
Bales of Cotton Bales of Jute 

    12         or     6 
     6         or    12 Bangladesh can produce: 

 
Pakistan with the cost of one unit of labour either can produce 12 bales of cotton or 6 bales of jute 
Bangladesh with same cost can produce either 6 bales of cotton or 12 bales of jute. Pakistan enjoy absolute 
advantage in production of cotton over Bangladesh, Bangladesh has absolute advantage in production of jute 
over Pakistan. Now in this given situation Pakistan should specialize in the production of cotton and 
Bangladesh should specialize in jute in this way they get gain by trading each other. 
If Pakistan send 2 bales of cotton to Bangladesh it can get in exchange 4 bails of jute, since in Bangladesh 4 
bales of jute cost as much as 2 bales of cotton. Without specialization Pakistan can get at home 2 bales of 
jute if it for goes 2 bails of cotton. 
Similarly, Bangladesh will also gain from specialization. Now suppose both countries have 2, 2 units of 
labour to produce both the goods in this situation: 
 

Pakistan can produce: 
Bales of Cotton Bales of Jute 

    12          +     6 
     6          +    12 Bangladesh can produce: 

Total Product 18 18 
 
Thus in the absence of specialization, with 4 units of labour in total output of the two goods in both 
countries will be 18 bails of cotton +18 bails of jute after specialization Pakistan devote 2 units of labour 
only to produce cotton, while Bangladesh only to produce jute. Hence: 
 
 

Pakistan can produce: 
Bales of Cotton Bales of Jute 

    24          +     0 
     0          +    24 Bangladesh can produce: 

Total Product 24 24 
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Thus after specialization, the total output of the two good will be 24 bails of cotton +24 bales of jute, which 
in greater then that in the absence of specialization. 
 
 
 
COMPARATIVE DIFFERENCE IN COST: 

David Ricardo had an opinion that if there are comparative differences in cost of goods in the two 
countries even then the international trade become gainful. Suppose with one  
 

Pakistan can produce: 
Bales of Cotton Bales of Jute 

    12         or     6 
     4         or     3 Bangladesh can produce: 

 
The table shows that Pakistan can produce both the goods cotton and jute more cheap than Bangladesh. In 
other words Pakistan has got absolute advantage over Bangladesh in producing both the goods. But in reality 
Pakistan has got absolute advantage in production of cotton because Pakistan can produce cotton three times 
greater than by Bangladesh, but can produce jute twice than by Bangladesh with one unit of labour cost. No 
doubt, Pakistan can produce more efficiently both the goods. But when Pakistan specialize in the production 
of cotton its efficiency in the production of cotton is much greater than that in jute of after specialization 
Pakistan send 2 bales of cotton to Bangladesh. It can get 1½ bales of jute in exchange from 1 bales of late. 
(Because in Bangladesh 4 bales of cotton = 3 bales of jute) thus there is gain to Pakistan from specialization. 
Since in the absence of specialization Pakistan could get 1 bale of jute in place of 2 bales of cotton similarly 
Bangladesh will also gain from specialization.  
 
Q.1: Distinguish between National and international or interregional trade? 
 
Ans: Interregional trade means trade with in the nation, International trade means trade between the  

nation. 
There are six reasons, which differentiate international trade to interregional trade: 

 
i) Different taste: 
Within the nation taste is identical but cross the geographical boundary than taste different. 
 
ii) Different Currency Unit: 
Each country has a different currency. International trade involves the conversion of one currency to 
another. This gives rise problem of foreign exchange. 
 
iii) Difference of mobility of factors of production: 
Factor of production is easily mobile with in the nation e.g. job you can find easily but between the nation is 
not possible. Similarly Capital also does not move freely from one country to another due to industrial and 
political policies followed by different countries. 
 
iv) Difference of natural resources: 
Different countries are endowed with different kind of natural resources. Hence, a country tends to 
specialize in the production of those goods in which it is richly endowed and trade with others. 
 
v) Difference of Markets: 
International markets are different to each other with the difference in their language, customs habits etc. 
Thus the difference of markets also proves to be a great hurdle in international trade. 
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vi) Restrictions on trade: 
Within the country you can freely trade goods and services. But between the countries we have to face 
number of restrictions like imposition of custom duties, exchange restrictions, quotas and tariff fixation etc. 
 
 
 
Q.2: Define advantages and disadvantages of International Trade? 
 
i) Advantages of International Trades: 
Following type of advantages may be gained from international trade: 
 

a) International trade can help a country to get those goods, which it does not produce it self or can 
produce with higher cost. For example, we see Saudi Arabia gets me of her foodstuffs from other 
countries. 

 
b) International trade also helps the under developing countries to industrialized their economies. 

For they can important required machinery and raw material from the developed countries. 
 

c) International trade makes people realize the dependency of one country on other such a feeling 
compels them to live in peace. 

 
d) International trade also helps in increasing total production of varied kinds of products of the 

world. Ii can lead to a fall in cost of production. This advantage is share by the countries all over 
the world. 
It also helps in increasing employment opportunities. 
These day each country in the world is trying to achieve specialization the production of those 
goods and services in which it has the comparison advantages. Therefore, it produces and 
supplies them at large-scale due to which international market of goods and services has 
extended to a large extend. 
 

e) Due to competition in the world market each country tries to introduce invention and innovations 
to stay in the market in this way good quality innovation has come into existence which are 
benefits the consumer across the world. 

 
ii) Disadvantages of International Trade: 
 International trade also causes some disadvantages some of them may be of the following nature: 
 

a) International trade is based on competition depend upon other even for the essential good or raw 
material to be used for manufacture of consumer good or capital good. This is not always good if, 
for any reason, the supply of these goods id cutoff, the country has to suffer a lot particularly at 
the time of war. 

 
b) Some countries exploit their raw materials for export and this may look advantages in the 

beginning. But in the long run, it is dangerous because these countries cannot develop their own 
industries in future fir want of the same raw materials. 

 
c) In some cases, the international trade may involve political domination of on country over 

another. Past history of the world is full of such examples. Britishers came to India as distinguish 
traders. But gradually became the rulers of the sub-continents. 
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Q.3: Difference between Balance of trade and Balance of Payments? 
 
Balance of Trade: 
  The balance of trade of a country indicates its trade transactions with the rest of world during 
a certain year. It takes into account only the aggregate value of visible export and import. The visible exports 
and imports are those, which are recorded at the parts. They are inform of exports is greater than the money 
value of imports, then the balance of trade is said to be favourable to the country. Contrarily, if the money 
value of import is greater than the money value of exports, the balance of trade is said to be unfavourable for 
the countries. 
 
Balance of Payments: 
  The balance of payments gives a comprehensive picture of a country, it besides the total 
value of visible exports and imports, also includes various type of invisible exports and imports, or non-
commodity items. The invisible items are those, which are not recorded at the parts, these items are the 
services rendered by shipping, insurance and banking companies, debit payment and payment of interest and 
expenditure done by tourists, payment of dividends on capital invested by foreigner investors. Thus, balance 
of trade is part of balance of payment. 
 
i) Balance of Payments on Current Account: 
     Both visible and invisible items of import and export are included in 
current account. Current accounts deal with payment for currently produced goods and services. 
 
ii) Balance of Payments on Capital Account: 
     There is certain capital transaction, which include such items as short-
term as well as long-term borrowing and lending of capital, repayments of capital and sale and purchase of 
assets to and from foreigners. Gold transaction taking place between countries is also included in capital 
account. The capital account deals with payments of debts and claims. 
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CHAPTER NO: 2  
CONSUMPTION  

 
CONSUMPTION: 
Consumption is a part of our income which is consumed to meet the daily expenses. For example a person 
income is RS. 5000/‐ and he consumed Rs. 3500/‐ to meet his expenses so his consumption is 3500. 
 
PROPENSITY TO CONSUME/CONSUMPTION FUNCTION: 
It is common observation that changes in income change the consumer’s behavior also. Whenever income 
increase,  the consumption also  increases and whenever  income decreases, consumption also decreases. 
But  the  percentage  increase  in  consumption  is  always  less  than  the  percentage  increase  in  income. 
Therefore,  Marginal  Propensity  to  Consume  (MPC)  and  Average  Propensity  to  Consume  (APC)  are 
decreasing.  This  direct  or  positive  functional  relationship  between  income  and  consumption  is  called 
Propensity to Consume or Consumption Function. To clear the whole concept of propensity to consume 
we must understand these two things. 
 
AVERAGE PROPENSITY TO CONSUME (APC): 
APC refers to the proportion found between the different given level of income and consumption as shown 
in the equation (APC = Consumption / Income) or (APC = C / Y). If person income is Rs. 2500/‐ out of which 
he consumes Rs. 2250/‐ then according to the formula, the APC will be (2250 / 2500) = 0.90 or 90%. 
 
MARGINAL PROPENSITY TO CONSUME (MPC): 
As a result of change in income a proportionate change in the consumption is called Marginal Propensity 
to  Consume  (MPC).  For  example  income  of  a  person  increases  from  Rs.  2000  to  Rs.  2500  and  his 
consumption change from Rs. 2000 to Rs. 2250/‐. Now, MPC will be (250 / 500 = 0.5 or 50%). MPC can be 
calculated by this formula. 

 
MPC = Change in Consumption 

Change in Income 
 
SCHEDULE SHOWS PROPENSITY TO CONSUME / CONSUMPTION FUNCTION: 
 

INCOME 
Y 

CONSUMPTION 
C 

APC 
C/Y 

MPC 
dc/dy 

   2000  2000  2000 / 2000 = 1.0  ‐ 
2500  2250  2250 / 2500 = 0.9  250 / 500 = 0.5 
3000  2450  2450 / 3000 = 0.8  200 / 500 = 0.4 
3500  2600  2600 / 3500 = 0.7  150 / 500 = 0.3 
4000  2700  2700 / 4000 = 0.67  100 / 500 = 0.2 
4500  2750  2750 / 4500 = 0.61  50 / 500 = 0.1 

  
EXPLANATION OF ABOVE SCHEDULE: 
This schedule reveals that increase in income increases the consumption also. But the percentage increase 
in  consumption  is  always  less  than  the  percentage  increase  in  income.  Therefore, MPC  and  APC  are 
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decreasing. In other words, consumption increases with the diminishing rate. The above table can also be 
converted into the following diagram. 
‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐XX‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐XX‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐XX‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐ 

DIAGRAMMATIC  
 
EXPLANATION OF DIAGRAM: 
In  this  diagram,  income  and  consumption  have  been  shown  on OX  and OY  respectively.  Curve OY  =  C 
divides triangle YOX into two equal parts. At point E, no saving takes place because the income is equal to 
the consumption. After point E, income is greater than consumption because curve OY = C lies above CC. 
 
Curve CC  is  showing Propensity  to Consume according  to which as  income  increases,  consumption also 
increases  but  the  percentage  increase  in  consumption  is  always  less  than  the  percentage  increase  in 
income. Therefore, curve OY = C lies above curve CC. 
‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐XX‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐XX‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐XX‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐ 
 

FACTORS DETERMINE PROPENSITY TO CONSUME 
(A) EXTERNAL FACTORS 

FISCAL POLICY: 
If the taxation policy of the government  is direct tax oriented having “impact” as well “incidence” on the 
same  person,  then  propensity  to  consume  will  be  low  because  person  purchasing  power  has  been 
decreased by the government. 
 
 
 
 
INCOME DISTRIBUTION: 
Pattern  of  income  distribution  also  influence  the  prosperity  to  consume.  If  the  income  is  inequitably 
distributed,  rich  people  consume  less  as  compared  to  the  poor.  Since  the  income,  in  this  situation,  is 
concentrated in few hands so aggregate consumption decreases. 
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EXPECTED INCOME: 
If  the  people  are  expecting  a  raise  in  their  income  in  future,  they  increase  their  purchasing  which, 
enhancing the propensity to consume. But, if it is suspected that the income will fall in future, they become 
cautions and start to save and the propensity to consume falls. 
 
RATE OF INTEREST: 
As a  consequence of  increase  in  the  rate of  interest  the propensity  to  consume decreases because  the 
people save rather to consume. If the rate of interest is low, the people consume rather to save. 
 

(b) INTERNAL FACTORS 
ACCIDENTAL NEEDS: 
If the people are more sensitive to have protection against accidental needs, they save for the hot period 
to face rather to consume. 
 
HABITUAL TO SAVE: 
Sometimes, the people as a nation become habitual to save like Jews and Hindu Banyans. In this situation, 
propensity to consume will fall. 
 
MOTIVATTION FOR SOCIAL STATUS AND PRESTIGE: 
Sometimes,  the  people  save  to  acquire  the  social  status  and  prestige  in  the  society  as  the  richness  is 
honored in our materialistic society. In this situation, propensity to consume will be low. 
 
EDUCATED AND FORESIGHTED: 
Sometimes,  the  short‐sightedness  and  illiteracy  of  the  people  make  them  extravagant  and  so  the 
propensity  to  consume  increases.  On  the  contrary,  if  the  people  are  educated  and  foresighted,  the 
prosperity to consume will low. 
 
LIQUIDITY PREFERENCE: 
If people are habitual to have their savings as cash with them, the propensity to consume should be high 
because liquid savings motivate them to consume. On the contrary, if the people deposit in the bank then 
propensity to consume will low. 
‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐XX‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐XX‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐XX‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐    
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INVETMENT FUNCTION 
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INVESTMENT: 
In ordinary language investment means to buy shares, bonds and factories etc. which already exist in the 
market. But in economics terminology, investment means construction and launching of new enterprise or 
increasing of the capacities of business already in existence. In other words, Investment is the increment in 
the stock of capital. 
Joan Robinson explains it as; 
“Investment means making an addition to stock of capital in existence. It is a real investment which refers to 
the increase in the capital stock of the economy.” 
KINDS OF INVESTMENT: 
1. INDUCED INVESTMENT: 
It is an investment, which is totally depends on national income. Whenever national income increases it 
increases to the individual purchasing power as well as their demand for goods and services. To fulfill this 
demand whatever investment made is called Induced Investment. Induced investment and the national 
income go together in the same direction. If the national income falls, reciprocal will be the result. It means 
induced investment is depends on national income.  
Professor Edward Shapiro explains it as; 
“Induced investment is the investment which depends on the level of national income.” 
2. AUTONOMOUS INVESTMENT: 
It is an investment, which is not depends on national income as well as consumer demand. It is the 
investment, which is made automatically due to the inventions, growth of population, researches and 
weather changes. For example, weather changes which increase the demand of rain coat, to meet this 
demand an investment made or a new luxurious car is developed and car plants established these are the 
kind of autonomous investment because there were no demand for the car at all. The investors invested these 
plants in hope and on the confidence that the demand for cars will be increased in the future. In other words, 
autonomous investment is not influenced by the increase or decrease in national income. Both induced and 
autonomous investments can also be explained through the following schedule; 
 
 
 

Induced Investment Autonomous Investment 
National Income Investment National Income Investment 

20 05 20 5 
30 10 30 5 
40 15 40 5 
50 20 50 5 
60 25 60 5 

EXPLANATION OF SCHEDULE: 
This schedule reveals that when national income increases induced investment is also increases while 
autonomous investment does not change with the change in national income. It means induced investment is 
depending on national income. 
FACTORS AFFECTING INVESTMENT: 
The level of investment is determined by two factors; rate of interest and marginal efficiency of capital. 
A. RATE OF INTEREST: 
Rate of interest is the cost of production. High interest rate reduces profit margin, therefore businessmen do 
not take interest in investment activities and whereas lower interest rate increases profit margins hence lot of 
investment is undertaken by the private sector. 
b. MARGINAL EFFICIENCY OF CAPITAL OR EXPECTED RATE OF PROFIT: 



 

www.thresholdcollegiate.webs.com 
www.facebook.com\threshold-collegiate 

www.twitter.com\threshold1999 
 

The investment is largely depends on marginal efficiency of capital. If the business expectations are good or 
if the marginal efficiency of capital is high more investment will be made. 
c. TECHNICAL PROGRESS: 
Technical progress also affects current level of investment. For example, a new invention may render the 
capital stock of a firm obsolete and adversely affect its ability to compete. In this case further investment 
will be made. 
d. POLITICAL STABILITY AND SECURITY: 
Investment is very sensitive. It requires stable political Government peace and security. The greater these 
elements more will be investment and vice versa. 
 
 
 
MARGINAL EFFICIENCY OF CAPITAL (MEC): 
The marginal efficiency of capital is the rate of return on the last unit of capital employed. Investment 
depends upon rate of interest and MEC, which is also called rate of profit. If the MEC is greater than or at 
least equal to the rate of interest, then firm will expand the capital stock. 
SCHEDULE SHOWING MARGINAL EFFICIENCY OF CAPITAL: 

INVESTMENT (Rs.) MARGINAL EFFICIENCY 
10,000 12 
12,000 10 
14,000 08 
16,000 06 
18,000 04 
20,000 02 

EXPLANATION OF SCHEDULE: 
According to this table, MEC at the investment of Rs. 10,000/- is 12% and when the investment increases to 
20,000/- MEC is only 2%. The whole of the analysis reveals that the rate of interest and the marginal 
efficiency of capital go to the opposite directions. 

 
 

Explanation of Diagram: 
In the diagram the rate of interest and the 
volume of investment have been shown along 
with OY and OX respectively. Curve MEC is 
showing marginal efficiency of capital. Curve 
MEC shows that every successive increase in 
investment decreases the efficiency of capital. 
The point where the volume of investment and 
the rate of interest are equal is the stable point 
for investment.  
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FACTORS WHICH INFLUENCE MARGINAL EFFICIENCY OF CAPITAL OR PROFIT 
EXPECTATION: 
1. RATE OF INTEREST: 
Rate of interest is most important factor for affecting MEC because interest is cost of production, if interest 
rate increases, cost of production increases, hence profit margin reduces, therefore investment reduces and 
vice versa. 
2. NON – ECONOMIC FACTORS: 
Political events such as threat of war, election and global political rivalries effect business prosperity hence 
profit margins also changes. 
3. RISK TAKING: 
In many cases investment is undertaken on the basis of ad-hoc decisions of risky entrepreneurs. In such a 
situation exact calculations of profit are not possible. 
MULTIPLIER: 
“Income Multiplier tells us that a given increase in investment ultimately creates total income, which is 
many times the initial increase in income resulting from that investment”. That is why it is called Income 
Multiplier or Investment Multiplier. 
EXPLANATION: 
The Multiplier Effect denotes that some initial increase or decrease in the rate of investment will bring about 
more than proportionate increase or decrease in national income. The initial expenditure of one person or 
institution becomes the income of another person. The second person’s expenditure becomes the income of 
the third person and so on forth. In each round a proportion of additional created income is saved. The saved 
money leaks from circular flow of income, failing to get passed on as additional consumption expenditure in 
the next round. The total saving (which are leakage) equals to the initial increase in spending, hence 
multiplier process stops and the economy reaches to a new level of equilibrium. 
FORMULA:  

K = ____1_____ 
1 – MPC 

 
 
SCHEDULE SHOWING EFFECT OF MULTIPLIER: 

Different Levels Change in Income 
Y 

Change in 
Consumption C 

Change in Saving S 
 

1st  500 375 125 
2nd  375 281 94 
3rd  281 211 70 
4th 211 158 53 
5th 158 119 39 

All later Figure 475 356 119 
Total 2000 1500 500 

Here, we suppose that MPC of the society is 0.75 or ¾ means consumption is 75% of income. Then MPS 
will be 0.25 or 1/4.  
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INCOME AND EMPLOYMENT THEORY 
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UNEMPLOYMENT 
Unemployment is the number of adult workers who are not employed and are seeking of jobs. 
 

TYPES OF UNEMPLOYMENT 
 
FRICTIONAL UNEMPLOYMENT 
This  is caused by the time  individuals spend searching  for a suitable  job, the time between the  jobs. For 
example, having left a job in a certain industry, it will take time to find and secure another suitable job. 
 
STRUCTURAL UNEMPLOYMENT 
Structural  changes  in  economy  cause  some workers  to become unemployed permanently or  for  a  long 
period of time because they cannot find  jobs of their particular skills. They cannot find any  job that they 
can do. 
 
SEASONAL UNEMPLOYMENT 
Seasonal Unemployment comes and goes with seasons of the year in which the demand for particular jobs 
rises and falls. Summer resort workers usually get jobs in resorts only during the summer season. They are 
seasonally unemployed in winter. 
 
CYCLICAL UNEMPLOYMENT 
When an economy experiences a downturn, or otherwise, experiences a  fall  in aggregate demand, Firm 
will respond with a fall in the demand for labor. This will result in a fall in the average wage level, and a fall 
in  the  level  of  employment.  A  fall  in  the  level  of  employment  usually  lads  to  a  similar  rise  in 
unemployment. Alternatively, an economic boom will most  likely result  in a  fall  in unemployment  levels. 
This  process  is  known  as  cyclical  unemployment,  variation  in  the  levels  of  unemployment  over  the 
economic cycle. 
 
AGGREGATE DEMAND 
Aggregate demand  is  the sum of  the quantities of consumption goods and services demanded by house 
holds, investment goods demand by firms, goods and services demanded by government and net exports 
demanded by  foreigners. Thus  the aggregate demand depends on decision made by households,  firms, 
government and foreigners. 
 
AGGREGATE SUPPLY 
The  total  goods  and  services  produced  in  an  economy  less  export,  plus  import.  Prior  to  Keynes  it was 
believed that national  income was determined by aggregate supply. Keynes shifted the emphasize on  to 
aggregate demand with supply. 
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KEYNES  EQUILIBRIUM  OF  NATIONAL  INCOME  /  KEYNES  THEORY  OF  INCOME  AND 

EMPLOYMENT 
 

AGGREGATE DEMAND AND AGGREGATE SUPPLY METHOD 
According to Keynes employment is a function of income, greater the level of national income, greater will 
be  the  volume  of  employment  in  the  economy.  This means  that  every measure  should  be  adopted  to 
increase  level of Y. National  Income can be  increased provided there  is greater employment, thus both Y 
and  employment  are  inter‐dependent.  National  income  and  employment  again  depend  on  Aggregate 
demand  and  Aggregate  supply.  Therefore  demand  as  well  as  supply  of  goods  should  be  increased. 
Equilibrium  of  Y  and  employment  is  determined  at  a  point where  Aggregate  demand  and  Aggregate 
supply are equal. Consumption depends upon the level of consumer’s income and propensity to consume. 
A propensity to consume  is good  for employment  level because higher propensity  to consume  increases 
demand  in  the  economy.  Investment  activity  is  very  sensitive.  Investment  depends  upon  the  rate  of 
interest and prospective rate of profit. Prospective rate of profit is also called marginal efficiency of capital. 
 
DIAGRAMMATIC PRESENTATION OF KEYNES THEORY OF INCOME AND EMPLOYMENT 
 
 

 
 

 
EXPLANATI
ON  
In  above 
figure,  the 
equilibrium 

level  of 
National 

income  is 
determined 
at  point  E 
where  C+I  = 

C+S. 
Accordingly, 
OY2  is  the 
equilibrium 

of  National 
Income. This equilibrium doesn’t  take place at OY1 because, here C+I > C+S. This would have  the effect 
increasing the income. Again the level of national income will not be determined at OY3. It is because that 
C+I<C+S. This would have the effect of reducing the income of the country. Thus we find that it is OY2 level 
of  income where aggregate demand  is equal to aggregate supply. The point E  is also represent Effective 
Demand point because here C+I = C+S = OY2.  In other words, at  the point E,  the national  income,  the 
expenditure, and output of the economy have been equalized. 
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INFLATIONARY GAP AND DEFLATIONARY GAP INFLATIONARY GAP 
Inflationary Gap means excess of total money spending or aggregate demand at the employment level of 
real national income (i.e. output of goods and services). As it is not possible to increase output further, the 
excess demand causes price to rise. The real output remains the same but the money value to that output 
inflates.  To  counter  and  to  control  this  excess  spending,  government  adopts  Fiscal  Policy  as  well  as 
Monetary Policy. 
 
DIAGRAM OF INFLATIONARY GAP 
 
 

 
 
Deflationary Gap 
Deflationary Gap excess of total supply or aggregate supply at the  full employment  level of real national 
income. As it is not possible to increase output further, excess supply causes prices to fall. The real output 
remains  the  same  but money  value  of  that  output  depreciates.  To  counter  and  to  control  this  excess 
demand, government adopts Fiscal policy as well as monetary policy. 
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Diagram of Deflationary Gap 
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ECONOMIC POLICY 
 
Monetary Policy 
 
Meaning 
In the words of Brown Wolfe, 
“Monetary policy involves the manipulation of money supply and interest in an attempt to produce the 
desired results National Income, Production and Employment”. 
 
And as Gerson Antell states, 
“By monetary policy we mean the actions taken by the federal research system to control the supply of 
money and credit in order to influent the level of economic activity”. 
The monetary policy embraces banking and credit policy. It influences the volume of bank credit and, thus 
the general level of prices and economic activity. More specifically monetary policy entails increasing the 
money supply during a recession to stimulate spending and conversely restriction the money supply during 
inflation to constrain spending. 
 
Objectives of Monetary Policy 
A country must always formulate an appropriate monetary policy to save the economy from both recession 
and inflation. The main objectives monetary policies are: 
 
1. Safeguarding Gold Reserves 
 The need to safeguard the Country’s Gold reserve arises in a country operating on gold standard. In 
such countries gold can be freely exported and imported and too much credit expansion is harmful for the 
economy. Through monetary policy the government must seek to contract credit, bring prices down and stop 
the internal and external drain of gold. 
 
2. Abolition of Trade Cycles 
 The upward and downward movement of trade cycles is largely an outcome of expansion and 
contraction of credit. To reduce the shock of alternative boom and depression, monetary policy arises at 
achieving income stabilization by mitigating cyclical fluctuation through stabilization of prices and 
reduction in the amplitude of fluctuations. 
 
3. Price Stability 
 Price instability causes disturbance in economic – relationship, maladjustment and serious social 
consequences. The aim of the monetary policy is to manage internal price structures and bring about 
stability of price with suitable adjustment necessitate by large changes in productivity when these take place. 
 
4. Exchange Stability 
 Bank rate is an important influence on the rate of exchange. When it is high in relation to other 
countries, exchange rates moves up and vice versa. By stabilizing bank rates the government can encourage 
stable exchange rates with the rest of the world. 
 
5. Control of Inflation 
 Inflation exists when money income is expanding more than in proportion to income earning activity 
and puts an adverse effects on the economy, monetary policy is an effective tools for controlling inflation, in 
a large majority of country central banks have raised the rates of interest to control the inflationary pressure. 
 
6. Full Employment 
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 Some economists consider full employment of the productive resources of the country to be the aim 
of monetary policy. “The main aim of monetary is to create conditions for full employment’. 
 
7. Economic Growth with Stability 
 Keney’s strongly favored the use of monetary policy to keep the level of economic activity at the 
highest possible level. To achieve economic growth with stability, the monetary policy seeks to maintain a 
normal steady growth of business activity and prevents booms or slumps. 
 
8. Increase in Income and Production 
 An increase in money supply will cause a decline in interest rates. Lower interest rates will lead to a 
rise in investment sending while via the multiplier will generate, a multiple increase in income and 
production. Thus monetary policy aims at rising the level of income and production. 
 
9. Equilibrium in the Balance of Payments 
 When due to internal price inflation, imports are increased and pressure falls on the balance of 
payments, monetary policy aims at bringing about equilibrium in the balance of payments. 
 
10. Monetary Equilibrium 
 Investments spending largely depend on the interest rates. Monetary policy aims at bringing about 
monetary equilibrium by equalization savings with investment and demand for and supply of money. 
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Fiscal Policy 
 
Meaning: 
Fiscal policy means the use of taxation, public borrowing, and public expenditure by government for 
purposes of ‘stabilization’ or ‘development’. The use of government policies for the express purposes of 
influences employment and national income is called Fiscal Policy. The role of Fiscal Policy in advance 
economics is the stabilize the rate of growth. In context of underdeveloped economy, the role of fiscal policy 
is  accelerate the rate of capital formation. In under-developed countries extensive use of fiscal policy is 
indispensable for economic development. 
 
Objective of Fiscal Policy 
 
a) To increase the Rate of Investment: 
 Fiscal policy aims at the promotion and acceleration of the investment in the private and public 
sectors of the economy. This be achieved by checking actual and potent a consumption and raising the 
incremental saving ration. Fiscal policy should also be used to encourage some and discourage other forms 
of investment. 
 
b) To Encourage Socially Optimal Investment: 
 Fiscal Policy should encourage the flow of investment into those channels, which are considered 
socially desirable. This relates to the optimum patterns of investment and it is the responsibility of the state 
to promote investment in social and economic overheads. These two categories of investments tend to widen 
the market, raise productivity, and reduce the cost of production. 
 
c) Increase Employment Opportunities: 
 The state expenditure should be directed towards providing social and economic overheads. Such 
expenditure creates more employment and increases the productive efficiency of the economy in the long 
run. In under-developed countries with a larger base of rural population, the state should undertake local 
public works of community development involving more and less capital per head. 
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ECONOMIC SYSTEMS 
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Qno.1 “Economic System of Islam is an ideal Economic System”. Give arguments. 

ISLAMIC ECONOMIC SYSTEM 
 
INTRODUCTION 
Islam  is  a  complete  code  of  life  and  offers  a  definite  economic  system  which  based  on  equality,  Zakat,  Ushr, 
Baitulmal, dignity of labor, interest‐free economy, legitimate income and avoidance of extravagance. It is the system 
free from exploitation. It allows every person to earn his or her  livelihood from  legitimate sources and discourages 
concentration of wealth and extravagance. 
 

CHARACTERISTICS OF ISLAMIC ECONOMIC SYSTEM 
 

• INDIVIDUAL FREEDOM 
Islam guarantees all human rights.  It emphasizes human and  individual  freedom and Un‐necessary restrictions are 
discouraged. Every individual enjoys the right to work or do business. Business is disallowed only for prohibited good 
and services.  
 

• LIMITED NATIONAL PROPERTY 
Islam does not prohibit  creating  sate property. The  state  can nationalize  some necessary  institution or  industries 
after paying their prices.  
 

• BAITULMAL AND RESTRICTIONS 
The religion recommends the establishments of the baitulmal, which source of incomes are as Zakat, Jazia, Plunder, 
Gifts and Kharaj. Islam specifies conditions on the use of funds.  

I) Its management and expenses should be with the advice and counseling of the people’s representatives. 
II) All expenses should be religiously and legally permissible. 
III) All the accounts must be maintained and audited. 

 
• ZAKAT / USHR 

Zakat refers to a compulsory annual payment by those Muslim having wealth at  least equivalent to worth 7.5 tola 
gold or 40 tola silver. The rate of zakat is 2 ½ percent of the property that must be paid to the poor annually. Ushr 
refers to the tenth part which is payable on agricultural property by the landlord.  
 

• INTEREST‐FREE ECONOMY 
Islam does not allow  interest. Interest  is referred to as money paid for the use of money at a certain rate. Interest 
and rent  look alike. Both must be paid, are  fixed, and obtained without physical or mental efforts. But one  factor 
separates them from each other. Interest is paid on cash, while rent is paid on property other than cash.  
 

• DISCOURAGING WEALTH CONCENTRATION 
Quran  and  Sunnah  discourage wealth  concentration  in  any  form.  They  encourage  the  circulation  of wealth  the 
examples of which are zakat, Ushr, spending for the welfare of a common man and society a whole. 
 
 
 

• PROHIBITION OF GAMBLING 
Islam  disallows  gambling  speculation,  and  act  of  bookies.  Unlike  capitalism  which  stands  on  speculations  the 
example are stock, cotton, and gold exchanges. 
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• HOARDING PROHIBITED 
Harding refers to holding back the goods to create an artificial shortage  in an effort to raise their prices  in favor of 
the stockiest. Islam disallows such activities because they bring miseries to a common man.  
 

• TRANSFER OF WEALTH 
Wealth can be transferred from one person to another on certain conditions which are as follows: 
(1) Inheritance  (2)  Work  (3)  Gift (Hiba) 
In other words; bribery,  interest, black marketing, hoarding, and other  illicit sources of  income are strictly banned 
and haram. 
 

• TWO‐PARTY RIGHTS RECOGNIZED 
In all commercial activities two parties are involved. For example Buyer and seller, employer and employee, people 
and government, Islam recognizes all right and duties that must be recognized and practiced by all parties involved.  
 

• FITRA 
According to Islamic tenet, Fitra should compulsorily be paid by every Muslim. Irrespective of his or her age it should 
be paid once in a year on the occasion of Eid‐ul‐Fiter before Eid prayers. Its amount is 2.5 Kilo of wheat or flour or its 
equivalent in cash. The receiver should be poor.  
 
-----------------------------XX----------------------XX----------------------XX-------------------XX---------------- 
Qno2: Describe the aims and objective of Islamic Economic System? 
 

AIMS & OBJECTIVE OF ISLAMIC ECONOMIC SYSTEM 
The philosophy of  Islam  is based on the principle of Al‐Adl al Ehsan’ therefore, the Economic System of  Islam also 
revolves around this center. Holy Quran says:  
 
  “ALLAH DOSE ADL (JUSTICE) TO THE PEOPLE AND HE IS MEHARBAN (KIND) TO THEM”. 
 
Both these two pillars of Islam make the economic system of Islam balanced. According to Islamic system, the justice 
in provided specially to the weak and poverty suffering cases of the society, Quran in fact, allows the poor to share in 
the ‘maal’ (wealth) of richer. For economic implementation of this Quranic order, a revolutionary new distribution is 
required from rich to the poor. In this way, with reference to the Islamic Economic system, two strategic points are 
of paramount importance. 
 

1. The Islamic system creates balance amongst the consumption, production and distribution. This goal can be 
achieved through Adl (justice). 

2. Amongst the Orders of Allah, the second important order is Ehsan (kindness). In other words, the economic policies 
in an Islamic society should be in the interest of the poor. The poor should be given support to the extent that they 
secure a safe and respectable place in the society.  

The  Islamic system can’t be  implemented whit  it real sprit as  long as the economic policies do not 
give the guaranteed of achieving the following aims and objectives.  
 

1‐   SOCIAL JUSTICE:   
 Justice is not possible without creating the balance between various social and political powers; therefore the social 
justice  can be achieved  through  the Adl which  should prevail  in all  the  field of  life but especially  in  the  financial 
matters. Allah says in Quran:  

“…….. AND GIVE THE PEOPLE FULL IN WEIGHT AND MEASURMENT 
AND DON’T BE UNJUST TO THEM PERTANING TO THE GOODS” 
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In social  life  ‘Adl’ and  justice means  fair performance of duties and prompt  fulfillment of  rights. Can do  ‘Adl’ and 
justice in his personal, social and business dealings. 
Moreover,  concentration  of  wealth  has  been  looked  down  upon  in  Islam.  If  Adl  is  established  in  the  society, 
equitable distribution of wealth will come into being automatically. 
 

2. GENERAL EDUCATION:   
For establishing Adl, education  and particularly  the primary education  is  a must. Education  is not only a  tool  for 
distribution of wealth but  it provides equal opportunities for awakening the hidden capabilities of man. This  is the 
reason that acquiring education is treated as ‘Ibaadat’ (worship) in Islam.    
 

3.  MAXIMUM EMPLOYMENT:  
It  is  essential  for  increasing  the  human  welfare  that  the  employment  should  be  increased  to  the  maximum. 
Nevertheless,  the distribution of wealth  should be  very effective  if  this purpose  is  to be  served  and  for  this,  the 
proportion between the capital and  labor should be very effective  if this purpose  is to be served and  for this, the 
proportion between the capital and labor should be in accordance with the existing resources of the country. Islam 
advises for the maximum employment opportunities. 
 

4. ECONOMIC GROWTH:  
In  the  Islamic  perspective,  for  social  justice,  the  economic  progress  becomes  indispensable.  The  economic 
development and equality is required to be achieved not only for the present generation but for the generations to 
come. Therefore, the economic development can’t discard the Islamic principle in other words the scarce resources 
of  the  society  can  neither  be  consumed  fully  on  present  generation  not  it  can  be  saved  for  future  generations 
beyond a reasonable limit. The flow of consumption should be for a longer period. In this way, we can escape from 
miser Ness and extra vagence. Adl determines that upper and lower level which is necessary for balanced economic 
development. 
 

5. IMPROVEMENT IN LIVING STANDARD: 
The necessity of Ehsan will give the boost automatically to the Adl because social justice requires to lift the poor up 
and to bring the richer down. According to Quran 
WHOEVER ARE RICH, SHOULD SACRIFICE AND THOSE WHO ARE POOR SHOULD GET. 
If all the people of the society are to be provided with equal opportunities and the  living standard of all  is to bring 
almost at par, the richer will have to sacrifice for the poor.  
‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐X‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐X‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐X‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐X‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐ 

 
 
Qno3: Briefly discuss the Characteristics, merits and demerits of Capitalism? 
 

CAPITALISM 
INTRODUCTION 
Capitalism is an economic system, which is, based on capital that is the private property of someone else 
(capitalist). In capitalist society such as United States of America, individuals and businesses are free to do 
as they please with their capital without fear of government interventions. Therefore it is also called free 
economic  system.  Because  individuals  are  free  under  this  system  so  they  invest  their  capital  in  those 
activities where  they  expect maximum  benefits.  Due  to  their  self  interest  all  individual  help  not  only 
themselves but also automatically all of the society improved.  
 
Adam smith who was  the  father of modern capitalism stated  it  in his  famous book wealth of  the nation 
1776 as 
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Under  this  system  every  individual  employ  his  capital  so  that  its  produce 
may be of the greatest value. He generally neither  intends to promote the 
public  interest nor knows how much he  is promoting it. He intends only his 
own  security,  only  his  own  gain.  By  pursuing  his  own  interest  he 
automatically  promotes  society  interest  more  effectively  than  when  he 
really intends to promote it. 

              Adam smith  
             Wealth of the nation 1776 
 

CHARACTERISTIC OF CAPITALISM 
• PRIVATE OWNERSHIP 

In  capitalist  society  such  as  USA  recognizes  individual  property  rights.  Individuals  are  allowed  to  own 
property in their own names. Every citizen has freedom to form any firm or company and set up a factory 
anywhere he likes. 
 

• FREE ECONOMY 
Everyone is free to employee their capital where he wanted and free to choose his profession according to 
his  talents and capacities without  fear of government  interventions.  It provides  the  freedom of contract 
according to which the people are free to contract with one another.  
 

• PRICE MECHANISM 
One of  the most  important characteristics of capitalism  is the price mechanism. The prices of  the goods 
and services are determined by the equitation between the demand and supply forces in this system. 
 
 
 

• CONSUMER DOMINATED  
The most important characteristic of capitalism is freedom of choice to maximize consumer satisfaction. It 
is system where consumers decide what right  is. And all the goods are produced according  to  liking and 
disliking of the consumers.  
 

• TOUGH COMPETITION 
Because in this system thousand of firms involve in similar kind of businesses therefore tough competition 
seem. Which produce quality goods at the lowest cost 
 

• CLASS‐CONFLICT        
In capitalism society divided  into  two classes upper  (rich) and  lower  (poor), When capitalism  reaches  its 
peak, the wealth of the nation is concentrated in few hands (capitalists’ rich class) and the majority of the 
nation is entangled in poverty.  
 

• ECONOMY UNEQUALITIES  
A few are very rich including all the store of conceivable luxuries, whereas the masses are not able to get 
even two square deals a day. The different between the rich and poor is over widening. 
 

• BEST ALLOCATION OF RESOURCES: 



 

www.thresholdcollegiate.webs.com 
www.facebook.com\threshold-collegiate 

www.twitter.com\threshold1999 
 

The resources are properly allocated in capitalism because individuals are free to employee their capital so 
they invest in activities where sufficient demand is presented.  
 

MERITS OF CAPITALISM 
 

• CONSUMER DOMINATED: 
The most important advantage of capitalism is freedom of choice to maximize consumer satisfaction. It is 
system where  consumers decide what  right  is. And  all  the  goods  are produced  according  to  liking  and 
disliking of the consumers.  
 

• BEST ALLOCATION OF RESOURCES: 
The resources are properly allocated in capitalism because individuals are free to employee their capital so 
they invest in activities where sufficient demand is presented.  
 

• PRICE MECHANISM: 
The main  advantage  of  capitalism  is  the  price mechanism.  The  prices  of  the  goods  and  services  are 
determined by  the equation between  the demand and  supply  forces  in  this  system.  So people pay  the 
prices as they should pay 
 

• INNOVATIVE SOCIETY: 
Due  to  tough  competition producers’  tries  to  introduce new  varieties of  the goods  and  services, which 
make the society innovative and facilitate their life.  
 

• FREEDOM TO ACT: 
Everyone  is free to employ their capital where he wanted and free to choose his profession according to 
his talents and capacities without fear of government interventions.  
 

• QUALITY GOODS AND SERVICES: 
Because in this system thousand of firms involve in similar kind of businesses therefore tough competition 
seem. Which produce quality goods at the lowest cost.  
 

DEMERITS OF CAPITALISM 
 

• DIVIDED SOCIETY 
In  capitalism  society  divided  into  two  classes  upper  (capitalists)  and  lower  (labors). When  capitalism 
reaches  its peak,  the wealth of  the nation  is  concentrated  in  few hands  (capitalists’  rich  class)  and  the 
majority of the nation is entangled in poverty.  
 

• OVER PRODUCTION (UNEMPLOYMENT) 
In  Capitalism  there  is  tough  competition  among  the  various  firms, which  are  involving  in  same  kind of 
business. Therefore  they  spend huge amount on publicity  to eliminate  rival producers  from  the market. 
The resources are unproductive.  If these resources could have used  in the  improvement of the quality of 
produce, the benefits of it could have transferred to the consumers.  
 

• WEALTH WORSHIP: 



 

www.thresholdcollegiate.webs.com 
www.facebook.com\threshold-collegiate 

www.twitter.com\threshold1999 
 

The right of property is over emphasized in the capitalism due to which the human rights are ignored and 
the man becomes wealth worshiper.  
 

• CRITICAL VIEW: 
The seeds of the destruction of capitalism are embodies in capitalism itself. When it reaches its peak, the 
wealth of the nation is concentrated in few hands, the monopolies emerge and the majority of the nation 
is  entangled  in  poverty.  Consequently,  the  suffers  come  in  confrontation with  the  capitalists  and  as  a 
consequence, the capitalism come to end and replaced by the socialism.  
‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐XX‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐XX‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐XX‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐XX‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐ 
Qno4: Briefly discuss the Characteristics, merits and demerits of Socialism? 

SOCIALISM 
INTRODUCTION 
Socialism  is an economic system, which  is base on  the concept of social welfare or collective welfare or 
state welfare. Under  this  system  all  resources  of  production  owned  by  the  government  and  income  is 
equally distributed amongst the individuals in a manner to achieve the collective benefits. Income through 
the productive resources  is consumed for the welfare of the nation. Thus economy  is run for the sake of 
social benefit rather than private profit. 
  

 
CHARACTERISTICS OF SOCIALISM 

 
• STATE OWNERSHIP 

In socialism all productive sources are the property of the state and not private individuals. Socialism does 
not allow anyone to own property in his name and all profits of productive resources go to the state. 
 

•  ECONOMICS EQUALITY 
Under  this  system  income  is equally distributed  through  the government  therefore  it  is  free  from  class 
conflict problem and whole society look united such as socialist republic of china.  
 

• ECONOMICS PLANNING SYSTEM 
Under  this  system allocation of  the productive  resources determines by  central authority. Socialism has 
concept of long term economic planning therefore the pace of the economic development increases.  
 

• GOVERNMENT MONOPOLY 
Under this system all sources of production owned by the state and government has monopoly over every 
kinds of businesses therefore there is no competition. 
 

• STATE RESPONSIBILITY FOR JOBS 
Because  all  resources  of  production  owned  by  the  government  therefore  the  state  assumes  the 
responsibility of provision of the employment to the every citizen.  
 

• PRICE FIXATION BY THE GOVERNMENT 
Under  this  system government has monopoly over every kind of businesses and  there  is no  concept of 
competition therefore prices of the goods and services are determined by the government.  
 

• INTEREST FREE ECONOMY 
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The main characteristic of socialism  is  that  it  is  interest  free economic system  just  like  Islamic economic 
system.  
 

• CONTROLLED ECONOMY  
Capitalism is called free economy system while socialism called controlled economy system because under 
this system all resources of production owned by the government. 
 

• FREE FROM NON‐PRODUCTIVE EXPENDITURES 
Socialism  is  free  from  competition  therefore  there  is no  concept of advertising and  it  is  free  from non‐
productive expenditures.  
 

• FREE OR LOW COST BASIC FACILITIES 
As the public well being is the centre concept of this system so basic facilities such as education & health 
facilities provided to the people either free of cost or at nominal cost. 
 
 

• HELPLESS CONSUMER: 
The consumers are not free to use the goods according to their liking but they are bound to use only those 
goods that are produced by the government. 
 

MERITS OF SOCIALISM 
 

• ECONOMICS EQUALITY 
Under  this  system  income  is equally distributed  through  the government  therefore  it  is  free  from  class 
conflict problem and whole society look united such as socialist republic of china.  
 

• ECONOMICS PLANNING SYSTEM 
Under  this  system allocation of  the productive  resources determines by  central authority. Socialism has 
concept of long term economic planning therefore the pace of the economic development increases.  
 

• STATE RESPONSIBILITY FOR JOBS 
Because  all  resources  of  production  owned  by  the  government  therefore  the  state  assumes  the 
responsibility of provision of the employment to the every citizen.  
 

• INTEREST FREE ECONOMY 
The main characteristic of socialism  is  that  it  is  interest  free economic system  just  like  Islamic economic 
system.  
 

• FREE FROM NON‐PRODUCTIVE EXPENDITURES 
Socialism  is  free  from  competition  therefore  there  is no  concept of advertising and  it  is  free  from non‐
productive expenditures.  
 

• FREE OR LOW COST BASIC FACILITIES 
As the public well being is the centre concept of this system so basic facilities such as education & health 
facilities provided to the people either free of cost or at nominal cost. 
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DEMERITS OF SOCIALISM 

 
• GOVERNMENT MONOPOLY 

Under this system all sources of production owned by the state and government has monopoly over every 
kinds of businesses therefore there is no competition. 
 

• PRICE FIXATION BY THE GOVERNMENT 
Under  this  system government has monopoly over every kind of businesses and  there  is no  concept of 
competition therefore prices of the goods and services are determined by the government.  
 

• CONTROLLED ECONOMY  
Capitalism is called free economy system while socialism called controlled economy system because under 
this system all resources of production owned by the government. 
 
 

• PEOPLE RIGHTS AND FREEDOM: 
Individuals’  economic  and  social  freedom  confiscated  and  all  rights  and  power  given  to  the  state  and 
people feel themselves the slaves of the state. In other words socialism is like a “big jail”. 

• HELPLESS CONSUMER: 
The consumers are not free to use the goods according to their liking but they are bound to use only those 
goods that are produced by the government. 
 

• LOW MORALE: 
In socialism state is responsible to provide the jobs to the every citizen of the country. So people feel job 
security therefore they have low morale.  
 

• CORRUPTION: 
It  is seem  that  in socialist society  (socialist’s countries) corruption  is very command specially  in Pakistan 
when this system adopted in 1972 corruption spread very fast in nationalized institutions.  
‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐XX‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐XX‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐XX‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐XX‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐‐ 
Qno5: Compare the characteristics of Capitalism & Socialism? 

COMPARASION 

Between Capitalism & Socialism 

• INTEREST: 

The main characteristic of socialism is that it is interest free economic system while capitalism totally base 
on the concept of interest.  
 

• PRIVATE OWNERSHIP: 

Socialism  does  not  allow  anyone  to  own  property  in  his  name  while  capitalism  recognizes  individual 
property rights and Individuals are allowed to own property in their own names. 
 

• PRICE DETERMINATION: 
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In capitalism prices of the goods and services are determined by the demand and supply forces while in 
socialism prices of the goods and services are not determined by the demand and supply forces but the 
government fixes it. 
 

• NATURE OF ECONOMY: 

Capitalism is free economic system and everyone is free to employ their capital where he wanted without 
fear of government interventions. While in socialism Individuals economic and social freedom confiscated 
and all rights and power given to the state and therefore it is called controlled economic system.  
 
 
 

• RESPONSIBILITY FOR JOBS: 

In socialism state assumes the responsibility of provision of the employment to the every citizen while  in 
capitalism state is not responsible to provide jobs to every citizen. 
 

• CONCEPT OF ADVERTISING: 

Socialism is free from competition therefore there is no concept of advertising while in capitalism there is 
tough competition among the various firms, which are involving in same kind of business. Therefore they 
spend huge amount on advertising.  
 

• CONSUMER STATUS: 

In socialism consumers are not free to use the goods according to their  liking but they are bound to use 
only  those  goods  that  are  produced  by  the  government  consumers  while  capitalism  is  consumer 
dominated system where he decides what right is. And all the goods are produced according to liking and 
disliking of the consumer.  
 

• CLASSES CONFLICT: 

In Socialism income is equally distributed through the government therefore it is free from class conflicts 
problems while Capitalism divided society into two classes’ upper (capitalists) and lower (labors) and class 
conflicts are very command.  
 

• COMPETITION: 

In  capitalism  thousand  of  firms  involve  in  similar  kind  of  business  therefore  tough  competition  seem. 
Which produce quality goods at the lowest cost. While in socialism government has monopoly over every 
kind of businesses therefore there is no competition.  
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Qno6: Briefly discuss the Characteristics, merits and demerits of Mixed Economy? 
MIXED ECONOMY 

Background:   There were many  individuals, economists, and countries not favouring either capitalism or 
socialism.  They were  of  the  view  that  both  the  economic  systems  are  on  the  extremes, 
would bring no good  to  the masses, or  fail  in  the  long  run. They kept  in view  the evils of 
both the systems, and consequently, they evolved an economic system that contains good 
points  of  both  capitalism  and  socialism.  Hence,  the  system  became  popular  as  mixed 
economy emphasizing the nationalization of basic and large industries. 

Definition:  It  is  the economic system  that carries  the characteristics of both capitalism and socialism. 
The system works well when the evils of both systems are excluded. It was gradually introduced by those 
who  
were against socialism, capitalism, or both. 

 
 

CHARACTERISTICS OF MIXED ECONOMY 
• NATIONAL  OWNERSHIP: 

Under  the  system  key  and  basic  industries  are  nationalized.  In  addition,  public  utility  companies  as 
electricity,  gas,  and  phone  remain  in  the  public  (Government)  sector.  Long‐Range  Planning:  Mixed 
economy  follows  socialism  in  that  the  former  adopts  the  system  of  long‐range  planning.  In  formerly 
U.S.S.R.,  seven‐year  plans were made.  In  Pakistan,  five‐year  plans were  devised. Now  this  practice  has 
come to an end. 
 

• PRIVATE INVESTMENT 

This blended economic system is divided into two parts.  
(a) Public / government sector  
(b) Private sector  

Public  sector  does  not  allow  the  interference  of  the  private  sector  but  the  government  can  enter  the  private 
segment  of  the  society.  It  is  a  common  practice  of  the  government  to  allocate  separate  sectors  for  private 
investment. 
 

• BETTER ECONOMY SYSTEM: 

The system can become  ideal  if all the good attributes of both socialism and capitalism are adopted and 
evils dropped.  
 

• MIDDLE OF THE ROAD POLICY: 

Middle of the Road Policy: Capitalism and socialism are extremely opposite to each other. Mixed economy 
offers a mild system abandoning the extremities of both capitalist and socialist economics. 
 

• POSSIBILITIES OF EVILS: 

Possibilities of Evils: rulers and bureaucrats may infect the system in their personal interest. Such cases are 
common in most of the developing countries. 
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• DEMOCRACY OR DICTATORSHIP: 

Mixed  Economy  flourished  under  democratic  setup  of  the  government.  Countries with  long  history  of 
dictatorship cannot progress under the mixed economic system as the success of the economy depends on 
democracy. 
 

• GOVERNMENT RESOURCES: 

Government resources are  increased under capitalism. The government generates  its  income  from  taxes 
from  the  private  sector.  It  also  owns  a  substantial  part  of  the  economy.  These  two  sources,  added 
together, bring more money to the government.  
 
 
 

• COUNTRIES WITH SOCIALISM, CAPITALISM, AND MIXED ECONOMY:  

Under  the  concepts of open market  economy  and  globalization of  trade  evolved  and nurtured by  IMF, 
World  Bank,  and WTO  (World  Trade  Organization)  socialism  and mixed  economic  system  losing  their 
foothold. Open market economy which  is a new name given  to capitalism  is gaining gradual acceptance 
especially by  the  countries with  socialism and mixed economy. East Germany, East‐European  countries, 
India, Pakistan, and China can be quoted as examples.  
  However,  following  are  the  typical  countries with  capitalism,  and  those  still  under  socialism,  or 
mixed economy. 
Countries with Capitalism: Under capitalism the following are typical countries. 
In Asia:     Japan, Malaysia, Singapore. 
In America:     U.S.A 
In Europe:     Germany 
  These  are  the  countries  which  adopted  capitalism  in  its  true  spirit  to  give  free  boost  to  their 
economy with a view  to brining prosperity  to  their masses. These  countries have  railways, post‐offices, 
ordnance factories, utility companies, airways, shipping lines, radios, TV channels all in the private sector. 
Countries with Socialism: Till 1988 a substantial number of countries adopted socialistic way of life which 
included the whole of East Europe, China, Cuba, Vietnam, North Korea, and the U.S.S.R., in 1988, the whole 
East Europe abandoned socialistic economy and started embracing open market economy. The USSR also 
abolished  socialism  and  opened  the  venue  to  free  economy. During  the  transition  the  country  lost  its 
existence and was reduced to Russia excluding Central Asian states.  
  Currently  Peoples  Republic  of  China,  Cuba,  Vietnam,  and  North  Korea  are  still  working  under 
socialistic way of economy but gradually abandoning it with the exception Cuba. 
Countries with Mixed Economy: The typical countries that embraced mixed economy are as under: In the 
Asian continent,  India when bank,  insurance, railway, airlines, coal mines, steel, and other key  industries 
and utilities were nationalized. All these public sector  industries have been working shoulder to shoulder 
with the other industries in the private sector.  
  In  Europe,  Great  Britain  is  an  exemplary  country  following mixed  economy where  60  per  cent 
industries have been in public sectors. Coal, steel, railway, post‐office and other basic industries are in the 
public sector. Now countries following mixed economy are also moving to free market economy privatizing 
their public sector industries and utilities. 
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Qno7: Define Economic System and explain in detail basic problems of an economy? 
ECONOMIC SYSTEM: 
 
Different economists have defined Economic System differently given below: 

• “Economic  System  expresses  a  combination  of  the members  of  the  society which  exploits  the 
natural resources for the fulfillment of their economic needs”. 

• “Economics System  is a  logical connection amongst  the  individuals according  to which  they keep 
themselves  busy  in  production,  distribution  and  exchange  of  wealth  to  achieve  goods  and 
services”. 

CENTRAL PROBLEMS OF AN ECONOMY 
. The central problems of an economy may be referred as under: 
 

• WHAT TO PRODUCE? 

The economy, in response to this question, is supposed to decide whether butter or bullet is to produce? 
Whether the food crops should be concentrated or the cash crops? The decisions in connection with this 
issue are taken in the light of the collective and common demand of the country. 
 

• HOW MUCH TO PRODUCE? 

This question relates to the quantity of products of goods and services are also decided in the light of the 
volume of  the demand.  If an economy has greater demand  than production  level will be high and  low 
demand decreases the production level. 
 

• FOR WHOM TO PRODUCE? 

This decision has the link to the different sections and classes of the society. The economy should decide 
whatever is to produce for rich class or poor class or the middle class? In the light of this decision,  it can 
easily  be  determined what  types  of  the  goods  are  being  produced  in  an  economy; whether  they  are 
necessities or comforts or luxurious? 
 

• HOW TO PRODUCE: 

This problem  is related  to  the answer  to  the question  that which resources and  in what manner should 
they be utilized? Should the production be carried on small or large or medium scale? 
 

• HOW TO USE RESOURCES EFFECTIVELY? 

This question determines that what would be the ‘optimum’ utilization of the limited human and material 
resource which an economy possesses because  if they are used at the place or for the purpose whether 
they should not, it would be nothing but the waste of precious resource. 
 

• IS THE PACE OF ECONOMIC GROWTH SATISFACTORY? 

It  is very  important and basic problem because  if all the previous 5 problems have properly been solved 
the  pace  of  economic  development  in  the  economy  should  be  satisfactory  otherwise  it  would  be 
unsatisfactory. In other words, this question is the ‘test’ of economic success. 
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