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The Constitution of India

Preamble

WE, THE PEOPLE OF INDIA, having
solemnly resolved to constitute India into a
SOVEREIGN SOCIALIST SECULAR
DEMOCRATIC REPUBLIC and to secure to
all its citizens:

JUSTICE, social, economic and political ;

LIBERTY of thought, expression, belief, faith
and worship;

EQUALITY of status and of opportunity;
and to promote among them all

FRATERNITY assuring the dignity of
the individual and the unity and integrity of the
Nation;

IN OUR CONSTITUENT ASSEMBLY this
twenty-sixth day of November, 1949, do HEREBY
ADOPT, ENACT AND GIVE TO OURSELVES
THIS CONSTITUTION.



NATIONAL ANTHEM

Jana-gana-mana-adhinayaka jaya hé
Bharata-bhagya-vidhata,

Panjaba-Sindhu-Gujarata-Maratha
Dravida-Utkala-Banga

Vindhya-Himachala-Yamuna-Ganga
uchchala-jaladhi-taranga

Tava subha nameé jage, tava subha asisa magg,
gahé tava jaya-gatha,

Jana-gana-mangala-dayaka jaya hé
Bharata-bhagya-vidhata,

Jaya hé, Jaya hé, Jaya he,
Jaya jaya jaya, jaya hé.

PLEDGE

India is my country. All Indians
are my brothers and sisters.

Ilove my country, and I am proud
of its rich and varied heritage. I shall
always strive to be worthy of it.

I shall give my parents, teachers
and all elders respect, and treat
everyone with courtesy.

To my country and my people,
I pledge my devotion. In their
well-being and prosperity alone lies

my happiness.
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Dear Students,

We welcome you to Std. XII. You have already been acquainted with the subject of
Economics as a separate discipline in Std. XI.

The textbook of Std. X1 includes various important changes that have taken place in Indian
economy in the recent times. This textbook has also introduced many terms and concepts in
Economics. The revised syllabus of Std. XII is also based on the maxims of teaching such as simple
to complex, concrete to abstract etc. with *constructivism’ as the most important goal of education.

Thisbook prepared by the Maharashtra State Bureau of Textbook Production and Curriculum
Research, incorporates both Micro and Macro approach to the study of Economics. It covers a
detailed explanation of micro-economic concepts such as utility, laws of demand and supply,
different market structures etc. For the first time, macro-economic concepts such as public finance,
money market and capital market in India, foreign trade etc. have been introduced to the students.
Index Numbers from Statistics have been included as a remarkable change in the revised syllabus.
This will significantly benefit the students to pursue their advanced studies. Statistics has been
introduced intentionally, to prepare the students to face new challenges in this competitive age
based on Information and Technology.

The study of Economics is of utmost importance to understand the process of development
of a country. Units in this book are logically arranged with the purposeful intention of providing
comprehensive introduction as well as developing interest for the subject among the students of Std.
X1 and XII. Following the practice similar to Std. XI, no compromise has been made whatsoever
with respect to the use of economic language. A list of abbreviations and glossary of economic
terms is provided towards the end of the textbook. Use QR code given in the text book for extra
information and reference.

The units in the syllabus are innovative and have practical application. They are selected
without hindering the basic principles and goals of education. This will enable the students to be
alert and capable to face the challenges of 21st century. Innovative exercises at the end of each unit
will motivate the students to prepare for the competitive examinations in future.

We look forward to a positive response from the teachers and students. A
Our best wishes to all! f
},u ,
-
Vivek Gosavi
P Director
une Maharashtra State Bureau of

Date : 21 February 2020 Textbook Production and
Bharatiya Saur : 2 Phalguna 1941 Curriculum Research, Pune
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Competency Statement

Explains the subject matter of Micro and Macro Economics.

Explains the features of Micro and Macro Economics.

Explains the importance of the study of Micro and Macro Economics in practice.
Defines Total utility and Marginal utility.

Explains the Law of Diminishing Marginal Utility with the help of a table and diagram.
Examines cardinal approach to the measurement of utility.

Defines the concept of Demand.

Explains the Law of Demand with the help of a demand schedule and a demand curve.
Defines the concepts of Price, Income and Cross-elasticity of demand.

Analyses the various types of price elasticity of demand with illustrations.

Applies quantitative skills to measure price elasticity of demand.

Defines the concept of Supply.

Explains the Law of Supply with the help of a supply schedule and a supply curve.
Defines various Revenue and Cost concepts and derives their calculations.

Defines Market.

Defines Perfect Competition, Monopoly, Oligopoly and Monopolistic Competition.
Explains the features of different market structures.

Explains Equilibrium Price with the help of a suitable illustration.

Defines Index Numbers and examines its features.

Differentiates between Simple and Weighted Index Numbers.

Explains the steps in the construction of Index Numbers.

Applies quantitative skills to calculate Simple and Weighted Index Numbers.
Defines National Income.

Explains the concepts of GDP, GNP, NDP and NNP.

Explains the Output, Income and Expenditure methods of computing National Income.
Examines the structure of Public Finance.

Defines Public Revenue, Public Expenditure and Public Debt.

Analyzes the Tax and Non-Tax Sources of Public Revenue.

Examines the causes of rising Public Expenditure in India.

Defines Fiscal policy and Budget.

Explains the meaning and classification of Financial Markets.

Explains the structure of Money market and Capital market in India.

Defines Central Bank and Commercial Bank.

Explains the functions of Central Bank and Commercial Bank.

Examines the role and problems of Money market and Capital market in India.
Explains the reforms introduced in the Money and Capital markets in India.
Explains the role of Foreign Trade with reference to India.

Explains the Composition and Direction of India’s foreign trade.

Defines the concepts of Balance of Payments and Balance of Trade.




- For Teachers -
o

Dear Teachers,

We are happy to introduce the revised
textbook of Economics for Std. XII. This
book is a sincere attempt to follow the
maxims of teaching as well as develop a
‘constructivist’ approach to enhance the
quality of learning. Demand for more
activity based, experiential and innovative
learning opportunities is the need of the hour.
The present curriculum has been restructured
so as to bridge the credibility gap that exists
between what is taught and what students
learn from direct experience in the outside
world. Guidelines provided below will help
to enrich the teaching-learning process and
achieve the desired learning outcomes.

To begin with, get familiar with the textbook
yourself.

The present book has been prepared for
constructivist and activity-based teaching.
Teachers must skillfully plan and organize
the activities provided in each chapter to
develop interest as well as to stimulate the
thought process among the students.
Always teach with proper planning.

Use teaching aids as required for the proper
understanding of the subject.

Follow the tentative number of periods
mentioned in the page of 'Contents' to give
due justice to the topic.

Follow the order of the chapters strictly as
listed in the contents because the units are
introduced in a graded manner to facilitate
knowledge building.

Statistics is placed as the sixth unit to
facilitate integrative learning through
interdisciplinary approach.

Ask questions on statistical information
related to trends and patterns. Efforts have
been made to provide the latest data
available. Teachers must explain to the

students the importance of data collection
and data analysis.

Major concepts of economics have a
scientific base and they deal with abstractions.
Encourage group work, learning through
each other’s help etc. Facilitate peer learning
as much as possible by reorganizing the
class structure frequently.
Teaching-learning interactions, processes
and participation of all students are very
necessary and so is your active guidance.
Do not use the boxes titled ‘Do you know?’
for evaluation. However, teachers must
ensure that students read this extra
information.

Information provided in boxes with the title
“You Should Know’ should be considered
for evaluation.

Exercises provided after each unit are
prepared using different parameters such as
observation, co-relation, critical thinking,
analytical reasoning etc. Evaluation pattern
should be based on the given parameters.
Equal weightage should be assigned to all
the topics. Use different combinations of
questions. Stereotype questions should be
avoided.

Use QR Code given in the textbook. Keep
checking the QR Code for updated
information.

Certain important links, websites have been
given for references. Teachers as well as the
students can use these references for extra
reading and in-depth understanding of the
subject.

Economic terms included in the Glossary are
highlighted in blue colour in each chapter.
List of abbreviations is provided towards the
end of the textbook for further clarification.
Best wishes for a wonderful teaching
experience!




Contents

Sr. No.

Name of the Chapter

Tentative number

of periods

1 INTRODUCTION TO MICRO AND MACRO 1.7 10
' ECONOMICS
2. UTILITY ANALYSIS 8-16 10
3.A DEMAND ANALYSIS 17 - 26 10
3.B ELASTICITY OF DEMAND 27 - 36 10
4, SUPPLY ANALYSIS 37 - 45 12
5, FORMS OF MARKET 46 - 52 10
6. INDEX NUMBERS 53 - 60 10
7. NATIONAL INCOME 61 - 69 16
8. PUBLIC FINANCE IN INDIA 70 - 80 16
MONEY MARKET AND CAPITAL MARKET
9. IN INDIA 81-92 16
10. FOREIGN TRADE OF INDIA 93-98 10
e GLOSSARY OF ECONOMIC TERMS
— | o LIST OF ABBREVIATIONS 99 - 104 Total : 130

e REFERENCES, IMPORTANT WEBSITES/LINKS

DISCLAIMER Note : All attempts have been made to contact copy right/s (©) but we have not heard from them. We will
be pleased to acknowledge the copy right holder (s) in our next edition if we learn from them.

Front Page : Students of Std. XI have now come to Std. XII. They are going to study Economics as an independent
subject. The front cover is a visual presentation of different economic concepts discussed in the textbook.

Back Page : It shows various economic activities and symbolic representation of different financial institutions.




1 } Introduction to Micro Economics and Macro Economics

Let's recall : @

You have already studied in Class XI,
the meaning and definitions of economics
given by different economists.

Fig. 1.1

Introduction :

Micro economics and Macro economics are
the two main branches of modern economics.
The term “micro’ is derived from the Greek word,
‘Mikros’ which means small or a millionth part.
The term ‘macro’ is derived from the Greek
word, ‘Makros’ which means large. These terms
were coined by Norwegian Economist Ragnar
Frisch of Oslo University in 1933.

Main Branches of Economics

Micro Economics Macro Economics

Do you know? J
Ragnar Anton Kittil Frisch (1895-1973),
a Norwegian econometrician
and economist was a joint
winner with Jan Tinbergen
of the first Nobel Prize for
Economics in 1969. He was
a pioneer of econometrics-
the application of mathematical models and
statistical techniques to economic data and
theories. He coined many economic terms.
In an article on business cycles, Frisch was

likely the first person to have referred to the
study of individual firm and producer as
“Microeconomics.” Moreover, he referred
to the study of the aggregate economy as
“Macroeconomics.”

You should know :

Historical review of Micro Economics :
Micro Economic analysis was developed
first. It is a traditional approach. Origin
of this approach can be traced back to the
era of Classical Economists- Adam Smith,
David Ricardo, J. S. Mill etc.

It was popularized by Neo-Classical
Economist, Prof. Alfred Marshall in his
book, 'Principles of Economics', published
in 1890. Other economists like Prof. Pigou,
J. R. Hicks, Prof. Samuelson, Mrs. Joan
Robinson, etc. have also contributed to the
development of Micro Economics.

Historical Review of Macro Economics :
Macro Economics did exist in the past
before the evolution of Micro Economics.
In the 16" and 17" century, followers
of Mercantilists (a group of English
merchants) advocated policies to the
government which were based on macro
approach. In the 18" century, Physiocrats
(French Thinkers) tried to analyse the
concept of national income and wealth.
Even the Classical Economic theories
of Prof. Adam Smith, Prof. Ricardo and
Prof. J. S. Mill discussed the determination
of national income and wealth. But their
macro analysis was combined with micro
analysis. Thus, micro analysis ruled the
world of economics till the Great Depression
of 1930s.

After the Great Depression, Lord John



Maynard Keynes published his famous
book the "General Theory of Employment,
Interest and Money" in 1936. Keynes
used macro economic approch to analyse
economic problems. The credit for the
development of macro economic approach
goes to Lord Keynes. Besides Keynes,
Malthus, Wicksell, Walras, Irving Fisher
are other economists who have contributed
to the development of macro economics.

Meaning of Micro Economics :

Micro means a small part of a thing. Micro
economics thus deals with a small part of the
national economy. It studies the economic
actions and behaviour of individual units such
as an individual consumer, individual producer
or a firm, the price of a particular commodity or
a factor etc.

Definitions of Micro Economics :

You have already studied some important
definitions of micro economics, let us review
some more definitions :

1) Maurice Dobb - “Micro economics is in
fact a microscopic study of the economy.”

2) Prof A. P. Lerner - “Micro economics
consists of looking at the economy through

a microscope, as it were, to see how the

millions of cells in the body of economy —the

individuals or households as consumers and
individuals or firms as producers play their
part in the working of the whole economic
organism.” The following chart gives an

idea of the scope of micro economics.
Scope of Micro Economics

Thegry of The%)ry of Thegry of
Product Pricing  Factor Pricing  Economic
Rent Welfare
Demand  Supply Wages
Analysis Analysis Interest
Profit

Overall Econtmic
Efficiency

Efficie*cy in
Consumption

Efficie*wcy in
Production

(a) Theory of Product Pricing : The price of
an individual commodity is determined by
the market forces of demand and supply.
Micro economics is concerned with demand
analysisi.e. individual consumer behaviour,
and supply analysis i.e. individual producer
behaviour.

(b) Theory of Factor Pricing : In Micro
economics, land, labour, capital and
entrepreneur are the factors that contribute
to the production process. Micro economics
helps in determining the factor rewards for
land, labour, capital, and entrepreneur in
the form of rent, wages, interest, and profit
respectively.

(c) Theory of Economic Welfare : Theory of
Welfare basically deals with efficiency in
the allocation of resources. Efficiency in the
allocation of resources is attained when it
results in maximization of satisfaction of
the people. Economic efficiency involves
three efficiencies :

» Efficiency in production : Efficiency in
production means producing maximum
possible amount of goods and services from
the given amount of resources.

« Efficiency in consumption Efficiency
in consumption means distribution of
produced goods and services among the
people for consumption in such a way as to
maximize total satisfaction of the society.

» Overall economic efficiency : It means the
production of those goods which are most
desired by the people.

Micro economic theory shows under what
conditions these efficiencies are achieved.

Thus, the focus of micro economics
is mainly confined to price theory and
resource allocation. It does not study the
aggregates relating to the whole economy.
This approach does not study national
economic problems such as unemployment,




poverty, inequality of income etc. Theory of
growth, theory of business cycles, monetary
and fiscal policies etc. are beyond the limits
of micro economics.

Features of Micro Economics :

1)

2)

3)

4)

5)

6)

Study of Individual Units Micro
economics is the study of the behaviour
of small individual economic units, like
individual firm, individual price, individual
household etc.

Price Theory : Micro economics deals with
determination of the prices of goods and
services as well as factors of production.
Hence, it is known as price theory.

Partial Equilibrium Equilibrium is
the balance between two factors. Micro
economic analysis deals with partial
equilibrium which analyses equilibrium
position of an individual economic unit
i.e. individual consumer, individual firm,
individual industry etc. It isolates an
individual unit from other forces and studies
its equilibrium independently.

Based on Certain Assumptions : Micro
economics begins with the fundamental
assumption, “Other things remaining
constant” (Ceteris Paribus) such as perfect
competition, laissez-faire policy, pure
capitalism, full employment etc. These
assumptions make the analysis simple.
Slicing Method : Micro economics uses
slicing method. It splits or divides the whole
economy into small individual units and
then studies each unit separately in detail.
For example, study of individual income
out of national income, study of individual
demand out of aggregate demand etc.

Use of Marginalism Principle The
concept of Marginalism is the key tool
of micro economic analysis. The term
'marginal’ means change brought in total by

7)

8)

an additional unit. Marginal analysis helps
to study a variable through the changes.
Producers and consumers take economic
decisions using this principle.

Analysis of Market Structure : Micro
economics analyses different market
structures such as Perfect Competition,
Monopoly, Monopolistic  Competition,
Oligopoly etc.

Limited Scope : The scope of micro
economics is limited to only individual
units. It doesn’t deal with the nationwide
economic problems such as inflation,
deflation, balance of payments, poverty,
unemployment,  population, economic
growth etc.

Importance of Micro Economics :

1)

2)

3)

4)

Price Determination : Micro economics
explains how the prices of different
products and various factors of production
are determined.

Free Market Economy : Micro economics
helps in understanding the working of a free
market economy. A free market economy
is that economy where the economic
decisions regarding production of goods,
such as ‘What to produce?, How much to
produce?, How to produce? etc.” are taken
at individual levels. There is no intervention
by the Government or any other agency.

Foreign Trade : Micro economics helps
in explaining various aspects of foreign
trade like effects of tariff on a particular
commodity, determination of currency
exchange rates of any two countries, gains
from international trade to a particular
country etc.

Economic Model Building Micro
economics helps in understanding various
complex economic situations with the help

©



of economic models. It has made a valuable
contribution to economics by developing
various terms, concepts, terminologies, tools
of economic analysis etc. Economic models
are built using various economic variables.

5) Business Decisions Micro economic
theories are helpful to businessmen for
taking crucial business decisions. These
decisions are related to the determination
of cost of production, determination of
prices of goods, maximization of output
and profit, etc.

6) Useful to Government : It is useful to
government in framing economic policies
such as taxation policy, public expenditure
policy, price policy etc. These policies
help the government to attain its goals
of efficient allocation of resources and
promoting economic welfare of the society.

7) Basis of Welfare Economics Micro
economics explains how best results can
be obtained through optimum utilization
of resources and its best allocation. It also
studies how taxes affect social welfare.

Meaning of Macro Economics :

Macro economics is the branch of
economics which analyses the entire economy.
It deals with the total employment, national
income, national output, total investment, total
consumption, total savings, general price level
interest rates, inflation, trade cycles, business
fluctuations etc. Thus, macro economics is the
study of aggregates.

Definitions of Macro Economics :

1) J. L. Hansen - “Macro economics is that
branch of economics which considers the
relationship between large aggregates such
as the volume of employment, total amount
of savings, investment, national income
etc.”

2) Prof Carl Shapiro - “Macro economics
deals with the functioning of the economy
as a whole.”

The following chart gives an idea about

the scope of macro economics.
Scope of Macro Economics

Theo+ry of Theo*y of Theor+y of Macro
Income and  General Economic  Theory of
Employment  Price Growth and Distribution
Level and  Development
Inflation
\J Y
Theory of Theory of
Consumption Investment
Flection Functlion
Theo+ry of

Business Cycles

i) Theory of Income and Employment :
Macro economic analysis explains which
factors determine the level of national
income and employment and what causes
fluctuations in the level of income, output and
employment. To understand, how the level of
employment is determined, we have to study
the consumption function and investment
function. Theory of Business Cycles is also a
part and parcel of the Theory of Income and
Employment.

i) Theory of General Price Level and
Inflation : Macro economic analysis shows
how the general price level is determined and
further explains what causes fluctuations
in it. The study of general price level is
significant on account of the problems
created by inflation and deflation.

iii) Theory of Growth and Development :
Macro economics consists of the theory
of economic growth and development. It
explains the causes of underdevelopment
and poverty. It also suggests strategies for
accelerating growth and development.

iv) Macro Theory of Distribution : Macro
theory of distribution deals with the relative




shares of rent, wages, interest and profit in
the total national income.

Features of Macro Economics :

1)

2)

3)

4)

5)

6)

Study of Aggregates : Macro economics
deals with the study of economy as a whole.
It is concerned with the aggregate concepts
such as national income, national output,
national employment, general price level,
business cycles etc.

Income Theory : Macro economics studies
the concept of national income, its different
elements, methods of measurement and
social accounting. Macro economics deals
with aggregate demand and aggregate
supply. It explains the causes of fluctuations
in the national income that lead to business
cycles i.e. inflation and deflation.

General Equilibrium Analysis : Macro
economics deals with the behaviour of
large aggregates and their functional
relationship. General Equilibrium deals
with the behaviour of demand, supply and
prices in the whole economy.

Interdependence : Macro analysis takes
into account interdependence between
aggregate economic variables, such as
income, output, employment, investments,
price level etc. For example, changes in
the level of investment will finally result
into changes in the levels of income, levels
of output, employment and eventually the
level of economic growth.

Lumping Method : Lumping method is the
study of the whole economy rather than its
part. According to Prof. Boulding, “Forest
IS an aggregation of trees but it does not
reveal the properties of an individual tree.”
This reveals the difference between micro
economics and macro economics.

Growth Models : Macro economics studies

7)

8)

various factors that contribute to economic
growth and development. It is useful in
developing growth models. These growth
models are used for studying economic
development. For example, Mahalanobis
growth model emphasized on basic heavy
industries.

General Price Level : Determination and
changes in general price level are studied in
macroeconomics. General price level is the
average of all prices of goods and services
currently being produced in the economy.

Policy-oriented : According to Keynes,
macro economics is a policy oriented
science. It suggests suitable economic
policies to promote economic growth,
generate employment, control of inflation,
and depression etc.

Importance of Macroeconomics :

1)

2)

3)

4)

Functioning of an Economy : Macro
economic analysis gives us an idea of the
functioning of an economic system. It helps
us to understand the behaviour pattern
of aggregative variables in a large and
complex economic system.

Economic Fluctuations : Macro economics
helps to analyse the causes of fluctuations
in income, output and employment and
makes an attempt to control them or reduce
their severity.

National Income Study of macro
economics has brought forward the immense
importance of the study of national income
and social accounts. Without a study
of national income, it is not possible to
formulate correct economic policies.

EconomicDevelopment: Advancedstudies
in macro economics help to understand the
problems of developing countries such as
poverty, inequalities of income and wealth,
differences in the standards of living of the

©



5)

6)

7)

people etc. It suggests important steps to
achieve economic development.

Performance of an Economy : Macro
economics helps us to analyse the
performance of an economy. National
Income (NI) estimates are used to measure
the performance of an economy over time
by comparing the production of goods and
services in one period with that of the other
period.

Study of Macro economic Variables : To
understand the working of the economy,
study of macro economic variables are
important. Main economic problems are
related to the economic variables such
as behaviour of total income, output,
employment and general price level in the
economy.

Level of Employment : Macro economics
helps to analyse the general level of
employment and output in an economy.

You should know :

Micro Economics and Macro Economics
at a glance
Basis for Micro Macro
comparison [ economics economics
Meaning | Micro Macro
economics economics
studies the studies the
behaviour of | behaviour of
individual aggregates of
unit of an the economy
economy as awhole

Tools Individual Aggregate
Demand and | Demand and
Individual Aggregate
Supply Supply
Scope Demand, National
supply, prod- [ income,
uct pricing, general
factor pricing, | price level,
production, employment,
consumption, | money etc.
economic
welfare, etc.
Importance | Price Economic
determination, | fluctuations,
Model Study of
building, national
Business income,
decisions etc. | Economic
development
etc.
Theory |Price Theory |Income and
Employment
Theory
Examples | Individual National
income, income,
Individual National
output etc. output etc.
Try this :

1) Visit the vegetable market in the nearest
area and try to get information about
income and expenditure items of a
particular seller




EXERCISE

Q. 1. Choose the correct option :

1) The branch of economics that deals with the

allocation of resources.
a) Micro economics b) Macro economics
d) None of these
2)aandb

4) None of these

¢) Econometrics
Options :1)a,band c
3)only a
2) Concepts studied under Micro economics.
a) National income b) General price level
¢) Factor pricing
Options :1) bandc
3)a,bandc

d) Product pricing

2)b,candd

4)candd

3) Method adopted in micro economic analysis.
a) Lumping method b)Aggregative method
¢) Slicing method d) Inclusive method

2)a,bandd

4) only a

Options :1) a,candd
3)onlyc
4) Concepts studied under Macro economics.
a) Whole economy  b) Economic development
¢) Aggregate supply d) Product pricing
2)b,candd
4)a, b,candd

Options:1)a,bandc
3)only d

Q. 2. Complete the correlation :
1) Micro economics : Slicing method : : Macro

economics ;[ ]

2) Micro economics : Tree : : Macro economics :

[ 1

3) Macro economic theory Income and
employment : : Micro economics:[ ]

4) Makros : Macro economics : : Mikros: [ ]

5) General equilibrium : Macro economics ::

[ ]: Micro economics

Q. 3. Identify and explain the concepts from the
given illustrations :

1) Gauri collected the information about the
income of a particular firm.

2) Ramesh decided to take all decisions related to
production, such as what and how to produce?

3) Shabana paid wages to workers in her factory
and interest on her bank loan.

Q. 4. Answer the following :
1) Explain the features of Micro economics.
2) Explain the importance of Macro economics.

3) Explain the scope of Macro economics.

Q. 5. State with reasons whether you agree or
disagree with the following statements :

1) The scope of micro economics is unlimited.

2) Macro economics deals with the study of
individual behaviour.

3) Macro economics is different from micro
economics.

4) Micro economics uses slicing method.

5) Micro economics is known as Income theory.

Q. 6. Answer in detail :
1) Explain the importance of Micro economics.
2) Explain the concept of Macro economics and
its features.

Q00O




‘2) Utility Analysis

Let's recall : @

1) Want denotes a feeling of lack of
satisfaction.

2) Wants are unlimited.

3) They are recurring in nature.

4) They differ with age, gender, seasons,
habits and culture.

5) Utility is the capacity of a commodity
to satisfy human wants. In other words,
utility is the want satisfying power of a
good.

Introduction :

You have been already introduced to the
concept of utility in class XI. This unit gives a
detailed explanation of consumer’s behaviour.

In practice, every individual tries to
satisfy his wants with available resources.
It is true that all human wants cannot be
satisfied fully at a specific time. Utility analysis
explains a consumer’s behaviour in relation to
maximization of satisfaction.

Try this :
1) Make a list of 10 commodities which
satisfy your wants.

2) Make a list of 10 commodities which
satisfy the wants of particular individuals
performing specific activities. For
example, A chalk has utility for a teacher.

Features of Utility :
Following are the features of utility :

1) Relative concept : Utility is related to
time and place. It varies from time to
time and place to place. For example, (i)
woollen clothes have a greater utility in the
winter. (ii) sand has greater utility at the
construction site than at the sea shore.

2) Subjective concept : It is a psychological
concept. Utility differs from person to
person. This is due to differences in taste,
preferences, likes, dislikes, nature, habits,
profession etc. For example, stethoscope
has utility to a doctor but not to a layman.

3) Ethically neutral concept : The concept of
utility has no ethical consideration. It is a
morally colourless concept. The commodity
should satisfy any want of a person without
consideration of what is good or bad,
desirable or undesirable. For example, a
knife has utility to cut fruits and vegetables
as well as it can be used to harm someone.
Both wants are of different nature but are
satisfied by the same commodity. Thus,
utility is ethically neutral.

4) Utility differs from usefulness : Utility
is the capacity of a commodity to satisfy
human wants, whereas usefulness indicates
value in use of the commaodity. For example,
milk has both utility as well as usefulness to
a consumer, while liquor has utility only to
an addict, but has no usefulness.

5) Utility differs from pleasure : A
commodity may possess utility but it may
not give any pleasure to the consumer. For
example, injection for a patient has utility
because it cures the ailment but it hardly
gives any enjoyment or pleasure to him.

6) Utility differs from satisfaction : Utility
is a cause of consumption, satisfaction is
the end result of consumption. They are
interrelated but still different concepts. For
example, a thirsty person drinks a glass
of water since water has the capacity to
satisfy thirst. Utility of water is the cause of
consumption and the satisfaction derived is
the end result of consumption.
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7)

8)

9)

Measurement of utility is hypothetical :
Utility is an abstract concept. Cardinal or
numerical measurement of utility is not
possible. For example, a thirsty person
after drinking water, may derive higher or
lower level of utility. Thus, utility can only
be experienced and found either positive,
zero or negative. Negative utility is called
disutility.

Utility is multi-purpose : A commodity
can satisfy the want of more than one
person, it can also be put to several uses.
For example, electricity can be used to
serve many purposes and for many people
at some point of time.

Utility depends on the intensity of want :
Utility depends on the intensity of a want.
More intense the want, greater will be the
utility. As and when the urgency of want
declines, utility diminishes. For example,
a hungry person finds more utility in food,
than a person who is not hungry.

10) Utility is the basis of demand : A person

will demand a commodity only if it gives
utility to him. For example, a sick person
has utility in medicines hence, he demands
medicines.

Types of Utility :
Following are some of the different types of utility

1) Form utility : When utility is created due

to a change in the shape or structure of an
existing material, it is called form utility.
For example, toys made of clay, furniture
from wood etc.

2)

3)

4)

Place utility : When utility of a commodity
increases due to a change in its place, it is
called place utilities. For example, woollen
clothes have more utility at cold places than
at warm places. Transport creates place
utility.

Fig. 2.2

Service utility : Service utility arises when
personal services are rendered by various
professionals. For example, services of
doctors, teachers, lawyers etc.

Fig. 2.3

Knowledge utility : When a consumer
acquires knowledge about a particular
product, it is called knowled uitility. For
example, utility of a mobile phone or a
computer increases when a person knows
about its various functions.

Fig. 2.4




5)

6)

Possession utility : Possession utility arises
when the ownership of goods is transferred
from one person to another. For example,
transfer of goods from the sellers to the
buyers.

Fig. 2.5

Time utility When the utility of a
commodity increases with a change in its
time of utilization, it is called time utility.
For example, a student has more utility for
text books during examinations than in the
vacations. Time utility is also observed
when goods are stored and used at the time
of scarcity. For example, Blood bank.

Fig. 2.6 A

Try this :

Following are the various types of utility
and their respective examples. Arrange the
information in the form of pairs:

Types of utility : Time utility, possession
utility, service utility and place utility.
Examples : 1) A dentist giving dental
treatment to a patient.

2) A mountaineer using oxygen cylinder at

a high altitude.

3) A farmer selling rice stored in the
warehouse at the end of the season.

4) A retail trader purchasing 100 chairs
from the wholesale trader.

Concepts of Utility :

Following are the two main concepts of

utility :

1)

2)

Total Utility (TU) : Total utility refers
to the aggregate of utility derived by the
consumer from all units of a commodity
consumed. It is an aggregate of utilities
from all successive units of a commodity
consumed.

Marginal Utility (MU) : Marginal utility
refers to the additional utility derived by
a consumer from an additional unit of a
commodity consumed. In other words, it
is the addition made by the last unit of a
commaodity consumed.




You should know :

Formulae explaining the relationship
between total utility and marginal utility :
TU =X MU or
TU=MU, + MU, + MU, ........... +MU,
MU =TU -TU_,

Where TU = Total Utility

MU = Marginal Utility

MU,, MU,, MU, = Marginal Utility of each unit.
MU, = Marginal Utility of n unit.

TU_= Total Utility at n"level.

TU,,= Total Utility at previous level.

Relationship between Total
Marginal Utility :

Marginal utility derived from various
units of a commodity and its total utility are
interrelated. This can be easily followed from
the hypothetical example given in the table 2.1

Table 2.1 Utility Schedule

Utility and

Units of x Total utility Marginal utility
1 10 10
2 18 8
3 24 6
4 28 4
5 30 2
6 30 0
7 28 -2

Table 2.1 explains the relationship between
total utility and marginal utility.

On the basis of Table 2.1 Total utility and
Marginal Utility curves (TU and MU) can be
derived with the following diagram.

Y ! E
Point of satie
32 v Y

28
24
20
16
12

Total and Marginal utility

Disutility cyrve

Units of Commaodity x Fig. 2.7

TU Curve = Total Utility Curve
MU Curve = Marginal Utility Curve

X axis measures the units of the commodity
consumed while Y axis indicates the figures of
total and marginal utility.

Fig. 2.7 shows that total utility curve slopes
upwards whereas marginal utility curve slopes
downwards. Marginal utility curve shows zero
and negative levels of marginal utility whereas
total utility curve shows maximum and constant
total utility level.

1) Total utility and marginal utility of the very
first unit of x consumed, are the same.

2) As the consumer consumes further
units of x, the total utility increases at a
diminishing rate and marginal utility goes
on diminishing. (TUT MUJ)

3) Ata particular stage, total utility reaches to
its maximum and remains constant whereas
marginal utility becomes zero. This is called
the point of satiety. (TU highest, MU = 0)

4) After this point, any additional unit
consumed further results in a decline in the
total utility, while marginal utility becomes
negative. (TU! MU negative)

5) After reaching the point of satiety, a rational
consumer should stop his consumption
since the maximum limit of satisfaction is
reached and there is no addition to total
utility by any further increase in the stock
of a commodity.

6) Consumption beyond the point of satiety
transforms satisfaction into dissatisfaction.
In other words, a consumer starts
experiencing ill effects of consumption.

Try this :

Complete the following chart with proper
statement and bring about the difference
between the two concepts i.e total utility
and marginal utility.




Total Utility

Marginal Utility

1) Total utility is the
sum total of the
individual utilities
derived from the
consumption of a
single unit of good.

1) Marginal utility
is the addition
made to the total
utility from every
additional unit
consumed.

2) Total utility 2)
increases at a
diminishing rate.

3) 3) At the point of
satiety MU =0
4) Total utility 4)
declines if
consumption
continues.

5) Total utility deter- |5)
mines value in use
of a commodity.

6) 6) Marginal utility

can be positive,

negative, zero.

7) Diagram :

7) Diagram :
yAL

2T
o TU curve

0ol Units X

Law of Diminishing Marginal Utility :
Introduction :

This law was first proposed by Prof. Gossen
but was discussed in detail by Prof. Alfred
Marshall in his book ‘Principles of Economics’
published in 1890.

The law of diminishing marginal utility
is universal in character. It is based on the
common consumer behaviour that utility derived
diminishes with the reduction in the intensity of
a want.

Statement of the Law :
According to Prof. Alfred Marshall, “Other
things remaining constant, the additional benefit

which a person derives from a given increase
in his stock of a thing, diminishes with every
increase in the stock that he already has.”

In other words, marginal utility that any
consumer derives from successive units of a
particular commodity goes on diminishing as
his or her total consumption of that commaodity
increases. In short, the more of a thing you have,
the less you want to have more of it.

Assumptions :
Following are the assumptions of the law of
diminishing marginal utility :

1) Rationality : Consumer is assumed to
be rational. It means that his behaviour
is normal and he tries to maximize his
satisfaction.

2) Cardinal measurement : The law assumes
that utility can be cardinally or numerically
measured. Hence, mathematical operations
are easily possible to know and compare
the utility derived from each unit of a
commodity.

3) Homogeneity : All units of a commodity
consumed are exactly homogeneous or
identical in size, shape, colour, taste etc.

4) Continuity : All units of commodity are
consumed in quick succession without any
lapse of time.

5) Reasonability : All the units of acommodity
consumed are of reasonable size. They are
neither too big nor too small.

6) Constancy : All the related factors like
income, tastes, habits, choices, likes,
dislikes of a consumer should remain
constant. Marginal utility of money is also
assumed to be constant.

7) Divisibility : The law assumes that the
commodity consumed by the consumer is
divisible so that it can be acquired in small
quantities.

8) Single want : A given commodity can
satisfy a single want of a person. The law
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assumes an experience of a single want
which is completely satiable at a given
point of time.

Table 2.2 explains the Law of Diminishing
Marginal Utility.

Table : 2.2
Units of x Marginal Utility (MU)
1 10
2 8
3 6
4 4
5 2
6 0
7 -2

The table shows that marginal utility keeps
on diminishing with increase in consumption,
further it becomes zero and then negative.

YA
10 | MU MU = Marginal Utility Curve
8 .
=
S b
5
S 4
>
St
‘0
2 Disutility
Units of Commodity x
Fig. 2.8

Explanation of the Diagram :

In the above diagram, units of commodity x
are measured on X axis and marginal utility is
measured on Y axis. Various points of MU are
plotted on the graph as per the given schedule.
When the locus of all the points is joined, MU
curve is derived.

MU curve slopes downwards from left to
right which shows that MU goes on diminishing
withevery successive increase inthe consumption
of a commodity.

When MU becomes zero, MU curve intercepts
the X axis. Further consumption of a commodity

brings disutility (negative utility) which is shown
by the shaded portion in the diagram.

Exceptions to the Law of Diminishing
Marginal Utility :

Following are the exceptions to the law of
diminishing marginal utility :

1) Hobbies : In certain hobbies like collection
of various stamps and coins, rare paintings,
music, reading etc., the law does not hold
true because every additional increase in the
stock gives more pleasure. This increases
marginal utility. However, this violates the
assumption of homogeneity and continuity.

2) Miser : In the case of a miser, every
additional rupee gives him more and more
satisfaction. Marginal utility of money
tends to increase with an increase in his
stock of money. However, this situation
ignores the assumption of rationality.

3) Addictions : It is observed in case of a
drunkard that the level of intoxication
increases with every additional unit of
liquor consumed. So MU received by
drunkard may increase. Actually it is
only an illusion. This condition is similar
to almost all addictions. However, this
violates the assumption of rationality.

4) Power : This is an exception to the law
because when a person acquires power, his
lust for power increases. He desires to have
more and more of it. However, this again
violates the rationality assumption.

5) Money : It is said that the MU of money
never becomes zero. It increases when the
stock of money increases. This is because
money is a medium of exchange which is
used to satisfy various wants. However,
according to some economists, this law
is applicable to money too. For example,
marginal utility of money is more to a poor
person than to a rich person.
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However, these, exceptions are only
apparent. Since they violate some or the
other assumptions of the law and hence,
they are not real exceptions.

Criticisms of the Law :
The law of diminishing marginal utility is
criticised on the following grounds.

1) Unrealistic assumptions : The law of
diminishing marginal utility is based upon
various assumptions like homogeneity,
continuity, constancy, rationality etc. but
in reality it is difficult to fulfil all these
conditions at a point of time.

Cardinal measurement : The law assumes
that utility can be expressed cardinally so
it can be added, compared and presented
through a schedule. In reality cardinal
measurement of utility is not possible
because utility is a psychological concept.

Indivisible goods The law is not
applicable to indivisible and bulky goods
like refrigerator, car, TV sets etc. which are
normally purchased in single unit at a time.

2)

3)

4) Constant marginal utility of money : The
law assumes that MU of each unit of money
remains constant. However, critics argue
that MU of money differs from person to
person. It is influenced by changes in prices,

stock of money etc.

5) A single want : The law is restricted to
the satisfaction of a single want at a point
of time. However, in reality, a man has to

satisfy many wants at a point of time.

Significance of the Law :

In spite of the criticisms, the law of
diminishing marginal utility is a very popular
and an important law in Economics because of
its universal application.

1) Usefulness to the consumers : This law
creates awareness among the consumers.
To obtain maximum utility from the limited

resources, it is necessary to ‘diversify’ the
consumption.

2) Useful to the government : The law is
useful to the government in framing various
policies such as progressive tax policy,

trade policy, pricing policy etc.

3) Basis of paradox of values : The law
of diminishing marginal utility helps us
to understand the paradox of values. It
includes goods that have more value-in-use
and zero or less value-in-exchange such as
air, water, sunshine etc. as well as goods
that have more value-in-exchange and less

value-in-use such as gold, diamonds etc.

Basisof law of demand : The law of demand
is based on the law of diminishing marginal
utility. According to the law of demand, the
quantity demanded of a good rises with a
fall in price and falls with an increase in
price. When a consumer purchases more
and more units of a good, its marginal
utility steadily declines. Hence, he would
buy additional units of a commodity only
at a lower price.

4)

Try this :
Write an informative note on paradox of
values along with examples.

Relationship between Marginal Utility and
Price :

Let us discuss the relationship between
marginal utility and price in order to understand
how the law of diminishing marginal utility
forms the basis of law of demand. It is a perfect
example of practical application of the law of
Diminishing Marginal Utility (DMU).

To understand the relation, it is essential
to convert marginal utility in terms of money so
that it can be compared with market price.

Let us assume : One unit of marginal utility =
< 10.
Market price per unit of x =< 50.

(12)

O



Table 2.3
No [ MU/ | MU interms | Market | Comparison
of |units| ofmoney | price/unit | between MU
units | ofx | 1unit=3 10 | of x=% 50| and price
1 10 |100(10x%10) 350 100 MU> 350
2 8 [80(8x%10) 350 80 MU> 350
3 7 |70(7x%10) 350 70 MU> %50
4 5 |[50(x%10) 50 50 MU =350
5 3 [30(83x%10) 350 30 MU< 350
6 1 [10(1x%10) 350 10 MU< 350

Table 2.3 explains the relationship between
marginal utility (MU) and price.

The table shows that a consumer
starts buying units of commodity x for his
consumption, one after the other. Marginal
utility which is added to his stock goes on
diminishing with every further unit consumed.
When MU is converted in terms of money, one
can easily compare it with market price which is
shown in the column 5 of the table 2.3

For the first three units consumed, it is
found that marginal utility in terms of money is
greater than the price paid. A rational consumer
will willingly buy these units since the benefit
derived is more than the price paid. At the 4%
unit marginal utility and price become equal.
So the consumer can also think of buying the
4™ unit. In the case of 5" and 6™ units, marginal
utility derived is less than the market price paid.
A rational consumer will not buy further once
the equality between marginal utility and price
is established.

From the given table 2.3, following
inferences can be made with reference to

marginal utility and price :
1) Units which a consumer willingly buys
because MU is greater than price are called
“Intra-marginal units” (MUx>Px)

2) Unit at which MU becomes equal
with market price is “marginal unit”.
(MUx=Px) = Consumer’s equilibrium

3) Units which a rational consumer is not
willing to buy and consume where he has
to pay more than the MU are called “Extra-
marginal units.” (MUXx<PX)

Thus, a rational consumer attains
equilibrium where MUx=Px. This relationship
between marginal utility and price paved way
for law of demand.

Do you know? 9,

Two English Economists, J. R. Hicks
and R. G. D. Allen were
the main exponents of
‘Indifference Method’. It
was evolved to supersede
cardinal utility analysis
given by Prof. Alfred
Marshall. Indifference curve
analysis adopts the concept
of ordinal utility.

J R Hicks

An indifference curve is
the locus of points indicating
particular combinations of
two goods from which the
consumer derives the same
level of satisfaction. As
a result, he is indifferent to the particular
combination that he consumes.

R.G.D Allen




EXERCISE

Q. 1. A) Complete the following statements by
choosing the correct alternatives.

1)

2)

3)

4)

5)

In the law of diminishing marginal utility,
Alfred Marshall assumes that marginal utility

of money..........
a) increases b) remains constant

c) decreases d) rises and then falls

As per the law of diminishing marginal utility,
measurement of utility isassumedtobe ..........
a) ordinal

b) cardinal

¢) both ordinal and cardinal

d) none of the above

MU of the commodity becomes negative when
TU of a commodity is .........

a)rising  b)constant c) falling  d) zero
Point of Satiety means ..........

a) TU is rising and MU is falling

b) TU is falling and MU is negative

¢) TU is maximum and MU is zero

d) MU is falling and TU is rising.

When MU is falling, TU is..........

b) falling

¢) not changing d) maximum

a) rising

Q. 2. Choose the correct option :

1) A B
1) Time utility a) Transport
2) Place utility b) Blood Bank
3) Service utility c) Mobile phone
4) Knowledge utility d) Doctor
Options :

i) 1-d, 2-b, 3-a, 4-c
iii) 1-a, 2-b, 3-c, 4-d

ii) 1-b, 2-a, 3-d, 4-c
iv) 1-b, 2-c, 3-d, 4-a

2) Statments indicating consumer equilibrium :

a) MU is greater than price
b) MU is equal to price
c) MU is less than price
d) Price is less than one

Options :
i) aandb ii)a,b,candd
iii) a,band c iv)only b

Q. 3. Identify and explain the concepts from the

given illustration :

1) Salma purchased sweater for her father in

winter season.

2) Nilesh purchased ornaments for his sister.

3) Kavita consumed five units of oranges one after

the other.

4) Bhushan refused to eat fifth chapati after eating

four chapatis.

5) Lalita satisfied her want of writing on essay by

using pen and notebook.

Q. 4. Observe the given table and answer the

guestions:
Unit of a commodity | TU units | MU units
1 6 6
2 11 5
3 15 4
4 15 0
5 14 -1

1) Draw total utility curve and marginal utility

curve.

2) a) When total utility is maximum marginal

utility is [

b) When total utility falls, marginal utility

becomes[]

Q. 5. Answer in detail :

1) State and explain the law of diminishing

marginal utility with exceptions.
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w Demand Analysis

Introduction :

You have already studied the concept of
utility in the previous chapter. Utility is the basis
of demand. Utility may generate a desire or a
need to have a particular commaodity, but utility
on its own cannot generate demand for the
commodity. This chapter is an effort to analyse
the concept of demand. Demand analysis is
concerned with consumer behaviour.

Meaning of Demand :

In ordinary language, demand means a

desire. Desire means an urge to have something.
In Economics, demand means a desire which is
backed by willingness and ability to pay.
For example, if a person has the desire to
purchase a television set but does not have
the adequate purchasing power then it will be
simply a desire and not a demand.

Thus, demand is an effective desire. All

desires are not demand.
In short,

Demand = Desire + willingness to
purchase + Ability to pay.

Try this :

Identify the concepts :

1) A poor person wants to have a car ......
2) Arich person boughtacar ......

Definition of Demand :

According to Benham, “the demand for
anything at a given price is the amount of it,
which will be bought per unit of time at that
price.”

Thus, following are the features of demand :

1) Demand is a relative concept.

2) Demand is essentially expressed with
reference to time and price.

Demand Schedule :

Demand schedule is atabular representation
of the functional relationship between price and
quantity demanded for a particular commodity.

Ademand schedule may be either individual
demand schedule or market demand schedule.

Individual Demand Sched