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Title: “Developing Self Learning Modules for difficult areas in Economics for Classes XI & XII” 

Introduction: 

On the basis of feedback received from the PGTs (Economics) and changes in the syllabus training on 

developing Self Learning Modules for difficult areas in Economics for Classes XI & XII was thought 

of by ZIET Bhubaneswar. The subject Economics covers four areas such as: Micro economics, 

Statistics for Economics, Macro Economics and Indian Economic Development. One teacher cannot 

be competent in all the four areas hence there is a need to give training on developing Self Learning 

Modules. Accordingly, the proposal was given to KVS HQ in training calendar. Thus, this training 

was conducted as per the approved training calendar for the year 2019-2020. 

Aims: 

1. To familiarize the participants about the concept of self learning module. 

2. To sensitize the participants about the difficult areas of economics. 

3. To make the participants comfortable with the all the components of economics. 

4. To enrich the participants about the methodology of preparing module. 

Objectives: 

1. To enable the participants to identify the difficult areas of economics. 

2. To enable the participants to develop self learning module. 

Participants: 

The target group was 41(forty one) PGTs (Economics) from six feeder regions (Guwahati, 

Bhubaneswar, Kolkata, Ranchi, Tinsukia and Silchar) of ZIET Bhubaneswar. 

Methodology: 

The entire training programme was divided into three sections. Each section was taken into 

discussion day-wise. The methodologies applied during all the three days were-demonstration-

cum interaction to develop the self learning module. 

 

 

 

 

 



 

Manpower: 

SN Name of the official Designation Role in the Training 

1 Sh.Chandrapida Neelap Deputy Commissioner 

& Director 

Course Director 

2 Sh.Parsuram Shukla Training 

Associate(Economics) 

Training Coordinator 

3 Mr.S.K.Baliarsingh PGT(Economics) Resource Person 

4. Mr.S.C.Jena PGT(Economics) Resource Person 

5 Dr.Mitali  Chinara Reader & Head, Dept. 

of Economics 

Guest Speaker 

6 Dr.Alok Ranjan Behera Asst.Prof. Dept. of 

Economics 

Guest Speaker 

7 Prof.R.N.Patra Visiting Professor Guest Speaker 

8 Dr.H.S.Rout Reader Dept. of 

Economics 

Guest Speaker 

9 Other training associates of ZIET Support staff 

10 Office staffs including ASO, SSA, Steno and Sub Staff Support staff 

Main Content: 

Day Concepts/Topics on which Modules Prepared Prepared By KVS Region 

Day-1             (21st  

Oct 2019) 

Dispersion Silchar 

Correlation Tinsukia 

Consumer’s Equilibrium Bhubaneswar 

Cost, Revenue & Producer’s Equilibrium Kolkata 

Day-2             (22nd  

Oct 2019) 

Basic Concepts of Macroeconomics Bhubaneswar 

Methods of calculating National Income Ranchi 

Money Creation by Commercial Banking System Guwahati 

Determination of Income , Employment & Output in a 

Two Sector Model Economy 
Bhubaneswar 

Investment Multiplier Ranchi 

Excess Demand & Deficient Demand Kolkata 

Day-3             (23rd  

Oct 2019) 

Balance of Payment Silchar 

Foreign Exchange Rate Guwahati 

Comparative Development Experience of India with its 

Neighbors 
Kolkata 

Human Capital Formation Tinsukia 



 

Time Table: 

 

Morning Tea Break: 10.30-10.45 AM 

Lunch Break: 13.15-14.15 PM 

Evening Tea Break: 15.45-16.00 PM 

 

 

 

 

Day & 

Date 
9:15 to 10.30Hrs. 

10:45 to 12.00 

Hrs. 

12.00 to 

13.15Hrs 

14:15 to 15:45 

Hrs. 
16:00 to 17.30Hrs. 

 Session-1 Session-1I 
 

Session-1II 
Session-1V Session-V 

21.10.2019 

(Monday) 

Inauguration 

/Need 

Analysis/Briefing 

on SL Module 

ST & I-

Measures of 

Dispersion-XI 

ST & I-

Correlation-XI 

CE &D-

Consumer’s 

Equilibrium-XI 

PB & S-Theory of 

Cost Revenue and 

Producer’s 

Equilibrium-XI 

D.C. &Director 

ZIET 

BBSR/Mr.P 

Shukla,TA 

(ZIET BBSR) 

Mr.S.K.Baliarsi

ngh, 

KV INS 

Chilka,(RP) 

Mr.S.C.Jena, 

KV No-3 

Bhubaneswar,(R

P) 

Dr.Mitali  

Chinara 

Reader & 

Head Dept. of 

Econ.UU 

BBSR(GL) 

Mr.S.K.Baliarsingh

, 

KV INS 

Chilka,(RP) 

22.10.2019 

(Tuesday) 

NI & RA-Basic 

concepts in 

Macro 

Economics-XII 

NI & RA-

Methods of 

Calculating NI-

XII 

M&B-Money 

Creation by the  

Commercial 

Banking System-

XII 

DoI&E-

Determination 

of 

NI,Employmen

t & Output-XII 

DoI&E-Investment 

Multiplier,Excess 

Demand & Deficient 

Demand-XII 

P.Shukla,  

TA  (ZIET 

BBSR) 

Mr.S.C.Jena, 

KV No-3 

Bhubaneswar,(

RP) 

Dr.Alok Ranjan 

Behera 

Asst.Prof. Dept. 

of Econ.UU 

Bhubaneswar(G

L) 

Mr.S.K.Baliar

singh, 

KV INS 

Chilka,(RP) 

Mr.S.C.Jena, 

KV No-3 

Bhubaneswar,(RP) 

23.10.2019 
(Wednesday) 

BoP- Balance of 

Payments account 

& Determinants 

of foreign 

exchange rate-XII 

Development 

Experiences of 

India-XII 

CCFIE-Human 

Capital 

Formation-XII 

Open Session 

on doubt 

clearance 
 

Valedictory 

 Prof.R.N.Patra, 

Visiting Prof. 

COATS  

Koraput 

Mr.S.C.Jena, 

KV No-3 

Bhubaneswar,(

RP) 

Dr.H.S.Rout,Rea

der  Dept. of 

Econ.UU 

Bhubaneswar(G

L) 

P.Shukla,  

TA  (ZIET 

BBSR) 



Report 

DAY-1 (21/10/2019) 

1st day of  the 3-day workshop for PGT (Economics) on “Developing Self Learning Modules for the 

difficult areas in Economics of class XI and  XII started with the lighting of the lamp and chanting of 

shlokas by Sh.C.Neelap, DC& Director ZIET Bhubaneswar and other dignitaries present on the 

occasion. In the welcome address Director ZIET emphasized the meaning and objectives of the 

workshop. Thereafter, there was self-introduction by the participants and resource persons. 

Sh.Parsuram Shukla,Training coordinator introduced the  resource persons Sh.S.K.Baliarsingh and Sh 

S C.Jena to all the participants. Mr.Shukla discussed about the brief outline of the training 

programme. In the post-tea break session Sh. S.K.Baliarsingh,(R.P.) provided some worksheets on the 

topic “Measure of Dispersion” to all the trainees and discussed the difficult areas of the unit and gave 

a outline of the self learning module. Mr. Subhash Chandra Jena, (RP) distributed some more 

worksheets on the same topic and discussed the answers with explanation. He also suggested some 

teaching methodologies like ICT, Imagination through different cartoons, playing games etc. to 

motivate students. 

In the post lunch session Dr. Mitali Chinara,Reader & Head of Dept. of Applied and Analytical 

Economics, Utkal University discussed about consumer equilibrium and suggested a book for Micro 

Economics authored by N.G.Mankiw in order to discuss  10 basic principles of consumer behaviour. 

Dr.Chinara also gave outline to prepare self learning module. 

In the post tea session of the afternoon group photography was materialised. After the photography, 

Sh. S K Baliarsingh, (RP) discussed the topic: cost and producer equilibrium. Mr.Baliarsingh 

emphasized the mathematical calculations and diagrams of the topic and gave a framework to develop 

module. 

The day ended with thanks to all the participants by Training Coordinator                          (Mr. 

Parsuram Shukla) for their cooperation to develop some self learning modules as per time table. 

DAY-2 (22/10/2019)  

The second day programme started with the assembly conducted by all the participants of 

Bhubaneswar Region. The teachers organised the assembly smoothly with Mr.M.M.Khuntia 

highlighting the role of moral education in Gandhiji”s life to mark 150th anniversary. Our dynamic 

Techer Trainer Mr. P.Shukla highly praised the presentation of assembly. 

The day’s session started by Mr.P.Shukla, with a discussion on National Income and Related 

Aggregates. There was a brain storming session on the concepts: Intermediate Goods and Final 

Goods, Consumption Goods and Producers’ goods. The discussion went on for a considerable period 

on the theme difference between these goods. It was a very interactive and excellent session in which 

all the participants cited numerous examples like ship, aircraft, chalk, duster, etc to differentiate 

between the two. At last everyone came to a conclusion that “All goods used by the producer are not 

capital goods but all capital goods are producers’ goods.” 



 In the meantime, Honourable Deputy Commissioner and Director, ZIET Bhubaneswar, Mr.C.Neelap, 

emphasized on developing modules in difficult areas for teaching Economics in class XI & XII. He 

also stressed that the modules should be developed very carefully for distribution among the students 

of all the regions. 

 Then, Mr S.C.Jena (R P) gave instruction on how to teach the students different chapters through 

online quiz test with the help of Android phones. All the teachers took active part in this activity using 

Quizizz.com, as it was very interesting and informative. Thereafter,Mr. Jena also shared the idea of 

playing cards and developing riddles to teach some concepts of correlation analysis in an interesting 

way. Towards the end of his discussion Mr.Jena suggested all the teachers to go through the 

supplementary study materials given by CBSE to clarify the doubts. 

 In the post lunch session, Dr.Alok Ranjan Behera, Associate Professor, Dept. of A&A Economics, 

Utkal University delivered an interactive and fruitful session on Money Creation by Commercial 

Banks. He gave certain worksheets on the concept and threw light on credit creation process with its 

assumptions, basic concept and limitations. It was a marvellous session and highly informative as 

well.   

Thereafter, Mr.S.K.Baliarsingh (RP) presented a module on the topic: Determination of Income, 

Output & employment by AD & AS approach and Saving & Investment approach. All the trainees 

took keen interest in the discussion. 

In the post tea session of the afternoon, Mr.S.C.Jena(RP )discussed in detail the module on Excess 

Demand and Deficient Demand t.  

All the trainees particularly newly recruited teachers gained a lot  on how to prepare self learning 

module throughout the day. In the end of  Mr.P.Shukla (Training Coordinator) gave  instruction 

regarding development of modules region wise and  thanked all the participants for their cooperation 

and participation in the workshop.  

Day-3(23.10.2019) 

The day began with the morning assembly presentation by the participants of Kolkata Region. After 

the morning assembly, the training coordinator Mr.P.Shukla, briefed about the positive aspects of the 

morning assembly and welcomed guest speaker Prof. Rabi Narayan Patra,Visiting Professor of 

Economics in various institutions and Council of Analytical Tribal Studies- Koraput . Prof.R.N Patra 

took his very rich Vivid & Vast Experience to elaborate and elucidate the “Equilibrium of income in 

close & open economy-foreign exchange rate and balance of Payment”. Prof.Patra, shed light on, 

Macro-Economic variable and present scenario of Indian Economy  and  present slow down and 

responses , International medium of exchange  and convertibility of domestic currency in detail. He 

clearly explained, all the components of current A/C and capital A/C, errors and missions, below the 

line items & above the line items, autonomous and accommodating items, official reserves, and 

appreciation, depreciation and devaluation of domestic currency  etc. 

In the post tea session in the morning Mr. Subhash Chandra Jena (RP) explained the themes based on 

India and its neighbors, in the context of Pakistan and China. He emphasized on how to write the 



answer in sequence. All the participants actively participated in the discussion and developed a 

effective shape of self learning module for this unit. 

After a comfort break of 5 minutes, next session started by Prof. Himanshu Sekher Rout,Reader Dept. 

of A&A Economics, Utkal University, Bhubaneswer, on Human capital formation and He 

emphasized that, Human resource is broader concept than Human capital. Morbidity, Mortality, 

Global burden of disease, IMR, MMR etc. were explained by Prof. Rout. This session was very 

informative and relevant with all the latest information.  

In the post lunch session, modules of difficult areas which are prepared for 11th& 12th classes of 

Economics during this 3-day workshop were demonstrated by the resource persons and the 

participants contributed their useful inputs to make the modules effective.   

Thereafter, the feedback performa were filled by the participants and handed over to Mr.S.K. 

Baliarsingh(RP) for further activity.  

In the post tea session of the afternoon the valedictory programme was conducted in which the 

certificates were distributed to participants by Director ZIET Bhubaneswar. In his valedictory address 

the Director stressed upon the need of developing more number of modules by the teachers. In the end 

the workshop was concluded with a vote of thanks to the chair and all stood up for reciting National 

Anthem. In this process the 3-day workshop for developing self learning modules in Economics for 

the difficult areas of classes XI & XII successfully completed.  

Developed Self Learning Modules: 

INDEX 

Day 
Concepts/Topics on which Modules 

Developed 

Developed by KVS 

Region/Group 

Day-1             

(21st  Oct 2019) 

Dispersion Silchar 

Correlation Tinsukia 

Consumer’s Equilibrium Bhubaneswar 

Cost, Revenue& Producer’s Equilibrium Kolkata 

Day-2             

(22nd  Oct 2019) 

Basic Concepts of Macroeconomics Bhubaneswar 

Methods of calculating National Income Ranchi 

Money Creation by Commercial Banking 

System 
Guwahati 

Determination of Income , Employment & Bhubaneswar 



Output in a Two Sector Model Economy 

Investment Multiplier Ranchi 

Excess Demand & Deficient Demand Kolkata 

Day-3             

(23rd  Oct 2019) 

Balance of Payment Silchar 

Foreign Exchange Rate Guwahati 

Comparative Development Experience of India 

with its Neighbours 
Kolkata 

Human Capital Formation Tinsukia 

 

MEASURES OF DISPERSION 

 Introduction: 

Measures of dispersion help us to study the dispersion of items (or observations), i.e., the 

extent to which the items vary from some central value. Thus dispersion is a measure of 

the variation of the items. 

 Meaning of Dispersion: 

Dispersion is a statistical measures which shows the scattered ness of the values of the 

items of a series. It signifies the extent to which the individual measures differ on an 

average from the mean. In other words, the degree to which numerical data tend to spread 

above average value is called the variation or dispersion of data. 

 We observe that some deviations from the central value are positive, while others are 

negative also, some deviations (or variations) are large and others are small. We therefore, 

required an overall summary measure of variation in all values from the central value. This 

summary measure is called the measure of dispersion. Dispersion is, thus a type of average 

and is also known as average of the second order. 

 Needs and objectives of dispersion: 

1) To Asses the Reliability of an average: 

Measure of dispersion shows the nature of distribution of items. It points out as to how 

far an average is representative of statistical series. If the dispersion is small, the 

average will closely represent the individual observations and it is reliable in the sense 

that it makes a good estimate of the universe. On the other hand, if the dispersion is 

large the average will be quite unreliable. If the dispersion is large then values are 

more deviated from the central value. This implies that average is not representative of 

the data values. The greater the value of dispersion, the lesser will be the representation 

of the central value and vice-versa. 

2) For controlling the variability: 

Measure of variation help us to control the variability in quantitative data. For eg. In 

industrial production, efficient operation requires control of quality variation, the 

causes of which are sought through quality control programmes. 

 

 

 



3) For comparing two or more series with regard to their variability: 

The extent of variability between two or more series can be compared with the help of 

measures of dispersion . The study of variation is also useful to determine the degree 

of uniformity or consistency of two or more sets of data. 

 Characteristics of a good measure of dispersion: 

1) It should be simple to understand 

2) It should be rigidly defined 

3) It should be easy to calculate 

4) It should be based on all observations of the distribution. 

5) It should not be unduly affected by extreme value of the items. 

 Types of measures of Dispersion: 

1) Absolute measures: 

The measures of dispersion which are expressed in terms of units of a series are 

called absolute measures. These measures of dispersion are expressed in the same 

statistical units, eg, rupees, kilo-grams, tons, years, centimeters, etc. Range, 

Quartile deviation, mean deviation and standard deviation are absolute measures of 

dispersion. 

2) Relative measures: 

Relative measures of dispersion are calculated as the percentage or the coefficient 

of the absolute measures of dispersion. They are called relative measure of 

dispersion. The relative measures of dispersion are coefficient of range, coefficient 

of quartile deviation, coefficient of mean deviation, coefficient of standard 

deviation. 

 Methods of measuring dispersion: 

1) Methods of limits 

a) Range 

b) Inter-quartile range 

c) Percentile range 

2) Methods of averaging deviations 

a) Quartile deviation 

b) Mean deviation 

c) Standard deviation 

3) Graphic method 

a) Larenz curve 

1) Methods of limits: 

a. Range: It is the simplest method of measuring dispersion. It is the difference 

between the largest value and the smallest value of a series. 

To find cut range of a series, 

 

 

Here, R = Range, L = Largest value 

          S = Smallest value 

Coefficient of range : The relative measure of dispersion corresponding to range is 

called coefficient of range. 

 

R = L - S 

Coefficient of range = L-S 

   L+S 



 

Merits and demerits of range:- 

Merits:- 

1) Range is very easy to calculate as we need to know only two extreme values. 

2) It is simple to understand. 

3) It is helpful in statistical quality  control and weather forecasting. 

4) It is not affected by frequencies. 

Demerits:- 

1. Range is not based on all observations. As long as the minimum and maximum 

values remain uncharged any change in other values does not affect range. 

2. It is unduly affected by extreme values. 

3. It cannot be calculated in one end classes. 

4. It is affected by sampling fluctuations. 

5. It is not suitable for grouped frequency distribution. 

(ii) Methods of averaging deviations: 

a) Quartile deviation : half of the difference between upper quartile (q3) and lower 

quartile is called as quartile deviation. 

 

Quartile Deviation      =  q3  -  q1 

                                               2 

 

   Coefficient of quartile deviation : quartile deviation is an absolute measure of 

dispersion. The relative measure corresponding to quartile deviation is called the coefficient of 

quartile deviation. 

 

Coefficient of quartile deviation   =  q3  -  q1 

                                                           Q3  -  q1 

 

Merits and demerits of quartile deviation: 

Merits: 

i) Quartile deviation is easy to calculate and simple to 

understand. 

ii) It is less affected by extreme values. 

iii) It can be computed in open and classes. 

iv) It is superior and more reliable than the range which is a rough 

and crude measure of dispersion. 

Demerits: 

i) It ignores 50% items i.e., the first 25% and the last 25% 

and hence is not based on all observation 

ii) It is not suited to algebraic treatment. 

iii) It is very such affected by sampling fluctuation. 



 Mean deviation: mean deviation of a series is the arithmetic average of the deviations 

of various items from their central tendency i.e., can, median or made. Generally near 

is used for the calculation of mean deviation. So, it is called mean deviation. Mean 

deviation is also called average deviation. 

 

Coefficient of mean deviation: mean deviation is an absolute measure of 

dispersion. The relative measure corresponding to the mean deviation is called 

the coefficient of mean deviation. It is obtained by dividing mean deviation by 

the Particular average. 

 

Mean Deviation         = E 1D1 

                                          N 

 

Coefficient of mean deviation = Mean deviation 

                                                     Median or mean 

 

Merits and demerits of mean deviation: 

Merits : 

1) Mean deviation is simple to understand and easy to compute. 

2) It is rigidly defined and its value is precise and definite. 

3) It is based on all observations of the series and not on limits like range and quartile 

deviation. 

 

Demerits: 

i) Ignoring I signs is bad from the view point of mathematics. 

ii) Mean deviation is a non-algebraic method: 

iii) It mean, mode and median are infractions, then calculation of mean deviation 

becomes difficult. 

iv) Mean deviation when calculated from make is not reliable because in many 

cases mode is indeterminate. 

c) Standard Deviation: Standard deviation is the square root of the arithmetic average of 

the squares of all the deviations taken from mean. 

 

 Other measures based on standard deviation. 

1. Coefficient of variation (CV): It is a relative measure of variation and is most 

commonly used to measure relative variation of two or more series. 

 

C.V = 6 x 100 

   X 



2) Variance: Variance is another measure based on standard deviation. Square of the 

standard deviation is known as variance. 

Variance = 𝜎2 

Merits and demerits of standard deviation: 

Merits: 

i) Standard deviation is based on all observation. Therefore, a 

change in even one value affects the value of standard 

deviation. 

ii) It is rigidly defines. 

Demerits: 

i) standard deviation is not easy to understand and simple to calculate as 

compared to other, measures of dispersion. 

ii) It gives more importance to extreme values and less to those which are nearer 

to mean. It is because of this fact that squares of big deviations would be 

proportionately greater than the squares of small deviations. 

iii) Graphic method: 

 

a) Lorenz curve: Dispersion can also be measured with the help of Lorenz 

curve. This curve is used to measure the distribution of income and 

wealth. This curve is also used to study the distribution of profit, wage, 

turnover, production, population etc. 

Lorenz curve is a cumulative percentage curve in which the periods of time is 

combined with the percentage of other things such as wealth, income, turnover, 

etc. 

-------------------------xxxxxxxx-------------------------- 

CORRELATION 

 

SYLLABUS 

• Meaning of Correlation 

• Properties of Correlation 

• Methods of measuring correlation 

» Scatter Diagram 

» Karl Pearson’s Correlation Coefficient 

» Spearman’s Rank Correlation 

Methodology of Teaching the Topic 

• Pre-testing of knowledge 

• Imagination through different cartoons 

• Demonstration & Discussion 

• Activity (Playing Games) 

• Using ICT 

» Online quiz 

» Assigning Homework through online mode 

» Referring different online materials available in internet like 

YouTube channels  



Introduction 

• As the summer heat rises, hill stations, are crowded with more and more visitors. Ice-cream 

sales become more brisk. Thus, the temperature is related to number of visitors and sale of ice-

creams. Similarly, as the supply of tomatoes increases in your local mandi, its price drops. 

When the local harvest starts reaching the market, the price of tomatoes drops from a princely 

Rs 40 per kg to Rs 4 per kg or even less. Thus supply is related to price.  

Meaning of Correlation 

• Correlation studies and measures the direction and intensity of relationship among variables. 

Correlation and causation 

• Correlation and causation are terms which are mostly misunderstood and often used 

interchangeably. Understanding both the statistical terms is very important not only to make 

conclusions but more importantly, making correct conclusion at the end. 

• Correlation measures only covariation , not causation 

• correlation does not imply causation. 

why correlation does not imply causation 

• A lot of times we have heard “correlation does not cause causation” or “correlation does not 

imply causation” or “correlation is not causation”. But what they mean actually by saying 

this? 

• You will get a clear idea once we go through this  

• Correlation is a statistical technique which tells us how strongly the pair of variables are 

linearly related and change together. It does not tell us why and how behind the relationship 

but it just says the relationship exists. 

• Example: Correlation between Ice cream sales and sunglasses sold. 

• As the sales of ice creams is increasing so do the sales of sunglasses. 

• Causation takes a step further than correlation. It says any change in the value of one variable 

will cause a change in the value of another variable, which means one variable makes other to 

happen. It is also referred as cause and effect. 

• Example: When there is dry , hot and sunny summer weather ice melts and there is sunburn. 

This is called causation. 

• But the relationship between sunburn and sale of ice cream is simply correlation. 

• So now we know what correlation and causation is  

 
Correlation and causation 

Interpretation  

• Correlation should never be interpreted as implying cause and effect relation 



• The presence of correlation between two variables X and Y simply means that when the value 

of one variable is found to change in one direction , the value of the other variable is found to 

change either in the same direction or in the opposite direction , but in a definite way.  

• Concluding Remarks  

• “ Every causation is a correlation but every correlation may or may not be causation”.  

Types of correlation 

• On the basis of direction of change in variables :  

» positive correlation 

» Negative correlation 

• On the basis of number of variables studied :  

» Simple correlation 

» Multiple/partial correlation 

• On the basis of constancy of the ratio of change between the variables :  

» Linear correlation 

» Non-linear/curvilinear correlation 

Positive & Negative Correlation 

Positive correlation  

• The correlation is called positive when the variables move together in the same direction. 

Example: The more time you spent on study , more marks you will secure. 

X  2  4  6  8  

Y  15  25  45  100  

Negative correlation  

• The correlation is called negative when the variables move t in opposite direction. 

• Example: The more you miss the classes , less marks you will secure.  

X  2  4  6  8  

Y  100  45  25  15  

Simple & Multiple correlation 

• When only two variables are studied it is a problem of Simple Correlation. 

• Example: A researcher might to want the relationship between height and weight  

• When three or more variables are studied it is a problem of either multiple or partial  

Correlation. 

• Example: A gardener wishes to determine the relationship between plant growth and certain 

amounts of fertilizer controlling for sunlight  

Linear & Non-Linear correlation 

• When the amount change in one variable tends to bear constant ratio to the amount of change 

in the other variable then the correlation is said to be linear. 

X  10  20  30  40  50  

Y  70  140  210  280  350  

Ratio  1:7  1:7  1:7  1:7  1:7  



• Correlation would be called non-linear or curvilinear if the amount change in one variable 

does not bear a constant ratio to the amount of change in the other variable 

X  10  20  30  40  50  

Y  70  100  240  360  400  

Ratio  1:7  1:5  1:8  1:9  1:8  

Properties of the Coefficient of Correlation 

1. The coefficient of correlation is a pure number 

 It is free from the unit of measurement. There is non-existence of any 

unit of measurement.    

2. The coefficient of correlation lies between -1 and +1 

 -1 ≤  r  ≤ +1  

3. The coefficient of correlation is independent of change of origin and scale. 

 If any constant is added, subtracted , multiplied or divided with all 

observations there will be no change in the value of coefficient of 

correlation  

4. The degree of relationship between the two variables is symmetric 

   rxy=ryx 

Degrees of coefficient of correlation 

Degrees of Correlation  Positive Correlation  Negative Correlation  

Perfect correlation  +1  -1  

High degree correlation  Between + 0.75 and + 1  Between - 0.75 and - 1 

Moderate correlation  Between + 0.50 and + 0.75 Between - 0.50 and - 0.75 

Low degree  Between 0 and + 0.50 Between 0 and - 0.50 

No correlation  0  0  

Techniques for measuring correlation 

• Scatter diagrams 

• Karl Pearon’s coefficient of correlation 

• Spearman’s rank correlation  

Scatter Diagram 

• Definition: The Scatter Diagram Method is the simplest method to study the correlation 

between two variables wherein the values for each pair of a variable is plotted on a graph in 

the form of dots thereby obtaining as many points as the number of observations. Then by 

looking at the scatter of several points, the degree of correlation is ascertained.  

Some basic concepts before teaching the topic Scatter Diagram 

• Bivariate data: Bivariate data is a fancy way to say, ‘two-variable data.’ The easiest way to 

visualize bivariate data is through a scatter plot  

• Scatter plots: Scatter plots show the relationships between two variables measured on the 

same cases  



• Correlation: The correlation coefficient is a measure of the direction and strength of a linear 

relationship  

• Outlier(s): One or more points that do not fit the overall pattern as seen in the scatter plot 

• Line of best fit: A line on a scatter plot which can be drawn near the points to more clearly 

show the trend between two sets of data 

•  Causation: Correlation does not imply causation i.e. a high correlation does not automatically 

imply that changes in one variable cause the changes in the other variable  

Techniques of scatter diagram 

• A scatter diagram is a useful technique for visually examining the form of relationship , 

without calculating any numerical value 

• In this technique the values of the two variables (coordinates) are plotted as points on a graph 

paper  

• From a scatter diagram one can get a fairly good idea of the nature of relationship  

Studying correlation through scatter diagram 

• In a scatter diagram the degree of closeness of the scatter points and their overall direction 

enable us to examine the relationship  

• If all the points lie on a line , the correlation is perfect and is said to be unity (Linear 

correlation) 

• If the scatter points are widely dispersed around the line of best fit , the correlation is low 

Positive correlation  

• If all the scatter points lies around an upward rising line it indicates the movement of variables 

in the same direction. Then the correlation is called Positive Correlation  

 
Negative  correlation 

• If all the scatter points lies around a downward falling line it indicates the movement of 

variables in the opposite direction. Then the correlation is called negative Correlation 

 
 



Degrees of correlation 

Perfect Positive correlation  

• If all the scatter points lies on straight line falling from the lower left hand corner to the upper 

right hand corner the correlation is called Perfect Positive Correlation (r=+1)  

 
Perfect Negative  correlation 

• If all the scatter points lies on a  straight line rising from the upper left hand corner to the 

lower right hand corner of thecorrelation is called Perfect Negative Correlation  (r= -1) 

 
High degree Positive correlation  

• If the scatter points fall in a narrow band and shows a rising tendency from the lower left hand 

corner to the upper right hand corner the correlation is called High degree positive correlation  

 
High degree Negative  correlation 

• If the scatter points fall in a narrow band and shows a declining  tendency from the upper left 

hand corner to the lower right hand corner the correlation is called High degree negative 

correlation 



 
Low degree Positive correlation  

• If the scatter points are widely scattered and shows a rising tendency from the lower left hand 

corner to the upper right hand corner the correlation is called Low degree positive correlation  

 
Low degree Negative  correlation 

• If the scatter points are widely scattered and shows a declining  tendency from the upper left 

hand corner to the lower right hand corner the correlation is called Low degree negative 

correlation 

 
Zero Correlation  

• If the scatter points lie on a straight line parallel to the X-axis or in a hapazzeredmanner , it 

shows absence of any relationship between the variables. It is called Zero correlation or no 

correlation (r=0). 

Zero correlation does mean absence of correlation 

 
 

 



Merits & Limitations of Scatter Digram Method 

Merits  

• It is a simple and non-mathematical method of studying correlation between the variables. 

• It  can be easily understood and a rough idea can very quickly be formed as to whether or not 

the variables are related. 

• It is not influenced by the size of extreme items. 

• Making a scatter diagram usually is the first step in investigating the relationship between two 

variables.  

Limitations 

• By applying this method we can get an idea about the direction of correlation and also whether 

it is high or low. But we cannot establish the exact degree of correlation between the variables 

as is possible by applying the mathematical methods.  

Karl Pearson’s coefficient of correlation 

• Karl Person’s correlation is also known as product moment correlation of simple correlation 

coefficient 

• It gives a precise numerical value of the degree of Linear relationship between two variables. 

• It is denoted by the symbol r. 

Formula to calculate Karl Pearson’s correlation coefficient 

Standard deviation method  

 
Direct method  

 
 

 

 

 

 

 

 

 



Assumed Mean Method  

 
Step Deviation Method  

 
 

Spearman’s Rank Correlation 

• This method was developed by the British Psychologist Charles Edward Spearman in 1904 

• This measure is especially useful when quantitative measures for certain factors can not be 

fixed , but the individual in the group can be arranged in order thereby obtaining for each 

individual a number indicating his /her rank in the group  

Interpretation of Rank Correlation 

• Rank correlation coefficient and simple correlation coefficient have the same interpretation 

• Its formula has been derived from simple correlation coefficient where individual values have 

been replaced by ranks. These ranks are used for calculation of correlation. 

• This coefficient provide a linear association between ranks assigned to these units, not their 

values. 

• It is the product moment correlation between the ranks. 

• All the properties of the simple correlation coefficient are applicable here. Like the Pearsonian 

Coefficient of correlation it lies between + 1 and – 1. However, generally it is not as accurate 

as the ordinary method. 

Formula for rank correlation 

Case-I (When ranks are given)  

 
 

 

 

 

 

 



Case-II: When ranks are repeated  

 
----------------------xxxxxxx------------------------- 

CONSUMER’S EQUILIBRIUM (Single Commodity) 

Statement: 

A consumer consuming a single commodity only will be at equilibrium when he is buying such a 

quantity of that commodity which gives maximum satisfaction. 

Assumptions: 

i. The consumer spends his total money income on one commodity only 

ii. The consumer must be a rational one 

iii. MU of money remains constant 

Factors determining the equilibrium level of consumption 

a. MU derived from the commodity 

b. Price of the commodity 

c. MU of money (How much a rupee is worth to the consumer in terms of other goods) 

Conditions: 

Let the consumer consume a good X and its price is 𝑃𝑥 and MU derived from it is 𝑀𝑈𝑥. 

The condition of consumer equilibrium will be 

  
𝑴𝑼𝒙

𝑴𝑼𝒎
= 𝑷𝒙        Or 

𝑴𝑼𝒙

𝑷𝒙
= 𝑴𝑼𝒎 

 Loosely speaking if 𝑀𝑈𝑚 =Re.1, then the condition will be   

    𝑴𝑼𝒙 = 𝑷𝒙 

Explanation: 

This can be explained by the help of the following table and diagram. 

Let the consumer consumes one commodity say “X”. Itsprice (𝑃𝑥) is Rs. 4 and 𝑀𝑈𝑚 is Re. 1 

Table:2.5 

 

 

 

 

 

 

 

 

 

 

Commodit

y-X (Units) 
𝑀𝑈𝑥 

𝑀𝑈𝑥 in terms of 

Money (𝑀𝑈𝑥 

/Re.1) 

𝑃𝑥(in Rs.) Gain Remarks 

1 8 8 4 4  

2 6 6 4 2  

3 4 4 4 0 
Equilibrium level of 

consumption 

4 2 2 4 (-) 2  

5 0 0 4 (-) 4  

6 (-) 2 (-)2 4 (-) 6  



 

 

In the above table 2.5 

  the conditions of consumer’s equilibrium i.e. 
𝑀𝑈𝑥

𝑀𝑈𝑚
= 𝑃𝑥 = 4 is satisfied when the consumer 

consumes 3rd unit of commodity X .where the total gain in terms of money (𝑇𝑈𝑥 in terms of 

money – 𝑃𝑥) is maximized i.e. 4+2+0 = 6 .  

 The consumer will remain indifferent in consuming 2nd and 3rd unit as the total gain is same at 

these two levels, but consumption of a commodity is not in finite numbers so he will 

maximize its satisfaction at 3rd unit of consumption. 

 Beyond this any level of consumption will give less gain.    

In the above diagram 2.5 

 the
𝑀𝑈𝑥

𝑀𝑈𝑚
 curve cuts the 𝑃𝑥curve at point E , so E is the point of equilibrium. 

 Corresponding to this the equilibrium level of consumption is Ox1 unit of good X 

 It consumes one unit less i.e. Ox2 then the loss is ABE area and if consumes one unit more i.e. 

Ox3 the loss is EDC area. 

 So he will rest (in economic term attain equilibrium) when consumes Ox1 unit of good X 

where the gain (Consumer Surplus) is PP1E area. 

Conclusion: 

From the above explanation it may be concluded that,whena consumer consumes one 

commodity he will attain equilibrium only when the MU derived from a commodity in money 

terms is equal to its price. 

IF CONDITION(s) OF EQUILIBRIUM IS NOT SATISFIED 

 The condition of consumer equilibrium is 𝑀𝑈𝑥 = 𝑃𝑥 

 if condition of consumer equilibrium is not satisfied there maybetwo possibilities 

(a) 𝑀𝑈𝑥 > 𝑃𝑥 

(b) 𝑀𝑈𝑥 < 𝑃𝑥 

When 𝑴𝑼𝒙 > 𝑃𝒙 

 The consumer is getting more MU from good X in comparison to the expenditure made on it 

 He will go on consuming more of X 

 Due to the Law of DMU , 𝑀𝑈𝑥 will fall 

 This will continue till 𝑀𝑈𝑥 = 𝑃𝑥𝑎𝑛𝑑𝑒𝑞𝑢𝑖𝑙𝑖𝑏𝑟𝑖𝑢𝑚𝑖𝑠𝑟𝑒𝑠𝑡𝑜𝑟𝑒𝑑. 
When 𝑴𝑼𝒙 < 𝑃𝒙 

 The consumer is getting less MU from good X in comparison to the expenditure made on it 

 He will go on consuming less of X 

 Due to the Law of DMU 𝑀𝑈𝑥 will increase 

 This will continue till 𝑀𝑈𝑥 = 𝑃𝑥𝑎𝑛𝑑𝑒𝑞𝑢𝑖𝑙𝑖𝑏𝑟𝑖𝑢𝑚𝑖𝑠𝑟𝑒𝑠𝑡𝑜𝑟𝑒𝑑. 
 

 

 

 



CONSUMER’S EQUILIBRIUM (Two Commodities) 

Introduction 

When a consumer consumes two goods the equilibrium level of consumption is captured by the “Law 

of Equi-Marginal Utility”. This was developed by H HGossen. So it is called “Gossen’s second law of 

consumption”. This is also called “Law of Satisfaction”. “Law of Indifference” and “Law of 

Proportionality”. This law through light on the principles whereby a consumer is enable to get 

maximum satisfaction from his limited means. 

Statement: 

When a consumer consumes two goods he will attain equilibrium only when he will distribute his 

money income on both goods in such a manner so that the utility derived from the last rupee spent on 

each good is equal.  

In other wards consumer is in equilibrium position when marginal utility of money expenditure 

(
𝑀𝑈𝑜𝑓𝑡ℎ𝑒𝑔𝑜𝑜𝑑

𝑃𝑟𝑖𝑐𝑒𝑜𝑓𝑡ℎ𝑒𝑔𝑜𝑜𝑑
) on each good is the same. 

Assumptions: 

i. The consumer is rational one 

ii. Utility is measured cardinally 

iii. MU of money is constant 

iv. The consumer consumes only two goods 

v. Income of the consumer is constant 

Conditions: 

Let the consumer consumes two goods X and Y, Price of good-X& Y are 𝑃𝑥&𝑃𝑦and MU of good –X 

& Y are 𝑀𝑈𝑥and 𝑀𝑈𝑦respectively. 

1st order /Necessary condition: 

   
𝐌𝐔𝐱

𝐏𝐱
=

𝐌𝐔𝐲

𝐏𝐲
= 𝐌𝐔𝐦 

2nd order / sufficient condition: 

   Money income of the consumer is totally spent 

Explanation; 

Let 𝑃𝑥 = 𝑅𝑠. 2 &𝑃𝑦 = 𝑅𝑠. 3 𝑎𝑛𝑑𝑚𝑜𝑛𝑒𝑦income of the consumer is Rs. 24 

This can be explained through the following table and diagram 

Table: 2.6 

Units 𝑴𝑼𝒙 𝑴𝑼𝒚 
𝑴𝑼𝒙

𝑷𝒙
 

𝑴𝑼𝒚

𝑷𝒚
 

1 20 24 10 8 

2 18 21 9 7 

3 16 18 8 6 

4 14 15 7 5 

5 12 12 6 4 

6 10 9 5 3 

7 8 6 4 2 

8 6 3 3 1 



In the above table 2.6 

 Both the conditions i.e. 
𝑀𝑈𝑥

𝑃𝑥
=

𝑀𝑈𝑦

𝑃𝑦
= 𝑀𝑈𝑚 = 5 and Money income of the consumer is totally 

spent ( Rs.2x5 + Rs.3x4 = Rs.24) is satisfied only when the consumer consumes 6th unit of 

Good-X and 4th Unit of Good-Y 

 At this level of consumption his total utility from commodity-X is 20+18+16+14+12+10 

=90utils and from Commodity –Y is 24+21+18+15 = 78 and in total = 86+78 = 168 utils and 

this is maximum. 

 In no other way he cannot get greater or even this much total utility 

 So the consumer will attain equilibrium when consumes 6th unit of good-X and 

4th unit of good-Y 

 

 

Fig: 2.6  

 

In the above diagrams 2.6 

 In panel -1 the 
𝑀𝑈𝑥

𝑃𝑥
  curve intersects the 𝑀𝑈𝑚curve at point A , corresponding to this the 

consumption of good-X is OB units 

 In panel -2 the 
𝑀𝑈𝑦

𝑃𝑦
  curve intersects the 𝑀𝑈𝑚curve at point H , corresponding to this the 

consumption of good-X is OF units 

Accordingly the conditions of consumer equilibrium 
𝑀𝑈𝑥

𝑃𝑥
=

𝑀𝑈𝑦

𝑃𝑦
= 𝑀𝑈𝑚is satisfied 

when the consumer consumes OBunit of good-X and OG unit of good-Y. So he will 

attain equilibrium when consumes OB unit of good-X and OG units of good-Y. 

 If he consumes one unit less of X let OC unit then the loss is depicted by CDAB area, as some 

income remained with him and he consumes one unit more of Y let OFunit , the gain is GHEF 

area. 

 From the above it is clear that his loss will be more than his gain. 

 So he will not go for any other combinations than OB and OG units of good-X 

and Y respectively which gives him maximum satisfaction. 

Conclusion: 

From the above explanations it may be concluded that ,when a consumer consumes two goods he will 

be  in equilibrium position when marginal utility of money expenditure (
𝑀𝑈𝑜𝑓𝑡ℎ𝑒𝑔𝑜𝑜𝑑

𝑃𝑟𝑖𝑐𝑒𝑜𝑓𝑡ℎ𝑒𝑔𝑜𝑜𝑑
) on each good 

is the same. 

 

 

 

 

 



IF CONDITION(s) OF EQUILIBRIUM IS NOT SATISFIED 

 The condition of consumer equilibrium is 
𝑴𝑼𝒙

𝑷𝒙
=

𝑴𝑼𝒚

𝑷𝒚
 

 If condition of equilibrium is not satisfied there may be two possibilities 

i. 
𝑀𝑈𝑥

𝑃𝑥
>

𝑀𝑈𝑦

𝑃𝑦
 

ii. 
𝑀𝑈𝑥

𝑃𝑥
<

𝑀𝑈𝑦

𝑃𝑦
 

 When 
𝑴𝑼𝒙

𝑷𝒙
>

𝑴𝑼𝒚

𝑷𝒚
  

 In this situation the consumer is getting more MU in case of good-X in 

comparison to good-Y 

 Accordingly he will be induced to consume more of good-X and less of good-Y 

by spending more on good-X and less on good-Y 

 Due to law of DMU, 𝑀𝑈𝑥will declines and 𝑀𝑈𝑦will increase, price of the two 

commodities remaining constant 
𝑀𝑈𝑥

𝑃𝑥
 will decrease and 

𝑀𝑈𝑦

𝑃𝑦
 will increase. 

This process will continue till   
𝑀𝑈𝑥

𝑃𝑥
=

𝑀𝑈𝑦

𝑃𝑦
 and equilibrium is restored.  

When  
𝑴𝑼𝒙

𝑷𝒙
<

𝑴𝑼𝒚

𝑷𝒚
  

 In this situation the consumer is getting more MU in case of good-Y in 

comparison to good-X 

 Accordingly he will be induced to consume more of good-Y and less of good-X 

by spending more on good-Y and less on good-X 

 Due to law of DMU, 𝑀𝑈𝑦will declines and 𝑀𝑈𝑥will increase, price of the two 

commodities remaining constant 
𝑀𝑈𝑦

𝑃𝑦
 will decrease and 

𝑀𝑈𝑥

𝑃𝑥
 will increase. 

This process will continue till   
𝑀𝑈𝑥

𝑃𝑥
=

𝑀𝑈𝑦

𝑃𝑦
 and equilibrium is restored.  

 

 

Consumer’s equilibrium by IC Analysis (Hicks and Allen approach) 

Statement: 

A consumer will be in equilibrium where he can maximize his satisfaction subject to his budget 

constraint. Thus it refers to a situation in which a consumer with his given income and prices of the 

goods can purchase such a combination of goods which give him maximum satisfaction. 

Assumptions: 

 The consumer consumes only two goods , say good-X and Good-Y 

 She has a given indifference map exhibiting her scale of preference for various 

combinations of good-X and Y 

 Money income of the consumer is constant and spent on these two goods only 

 Prices of the two goods are given and constant 

Conditions: 

 First order/Necessary Conditions: 

𝑴𝑹𝑺𝒙𝒚 = −
𝑷𝒙

𝑷𝒚
 

    Or,   Slope of IC = Slope of Budget Line 

    Or, Budget Line is tangent to the IC 

  



 Second Order / Sufficient Conditions: 

At the point of tangency IC must be convex to the point of 

origin 

Or, MRSxy must be diminishing 

Explanation: 

This can be explained from the following diagram 

 In the side diagram IC1 , IC2, IC3 is the Indifference map and BA is the budget line 

 The slope of IC is equal to the slope of BL at three points G, F, and E . 

 But E is on a higher achievable IC , where both the above conditions are satisfied 

 So the consumer will attain equilibrium while consuming  at point E on the IC2 and the 

equilibrium bundle is (OM , ON) 

 Even there is a point H on a higher IC, i.e. IC3 but it is not achievable (Non-feasible) as it is 

beyond the budget set – so he cannot go for that. 

 

 
 

If conditions of equilibrium are not satisfied? 

Let the consumer is consuming two goods X and Y and in equilibrium, so the condition is  

      

𝑴𝑹𝑺𝒙𝒚 =
𝑷𝒙

𝑷𝒚
 

If conditions of equilibrium are not satisfied then there is two possibilities 

(a) 𝑴𝑹𝑺𝒙𝒚 >
𝑷𝒙

𝑷𝒚
 

 It implies that to obtain more of good-X the consumer is willing to sacrifice 

more of good-Y as compared to what required in the market 

 It induce the consumer to by more of good-X 

 Due to Law of DMU , MRSxy will diminish 

 This will continue till  𝑴𝑹𝑺𝒙𝒚 =
𝑷𝒙

𝑷𝒚
and equilibrium is restored. 

(b) 𝑴𝑹𝑺𝒙𝒚 <
𝑷𝒙

𝑷𝒚
 

 It implies that to obtain more of good-X the consumer is willing to sacrifice 

less of good-Y as compared to what required in the market 

 It induce the consumer to by less of good-X 

 Due to Law of DMU , MRSxy will increase 

 This will continue till  𝑴𝑹𝑺𝒙𝒚 =
𝑷𝒙

𝑷𝒚
and equilibrium is restored. 

.-----------------xxxxxxxx-------------- 



COST OF PRODUCTION 

Meaning: 

Cost is the contractual payments for the inputs used in the production process 

Types of cost: 

In economics cost id basically two types. 

i. Explicit cost: 

It is the payment for the inputs hired from outside sources.  

 For example wages paid to the laborers, payment for the raw materials etc. 

 The value of this is recorded in the books of accounts 

 So it is called accounting cost 

ii. Implicit cost: 

It is the imputed value of self owned and employment inputs by the producer in the 

production process 

 For example: imputed value of self owned building , own capital invested in production 

process 

 No actual payment is made for this 

 This include only the imputed value not the actual value of the inputs used 

 The value of this is not recorded in the book of accounts 

 So it is called non accounting cost 

 Economic Cost = Explicit Cost + Implicit Cost 

Difference between explicit cost and implicit cost: 

Basis Explicit cost Implicit cost 

Meaning It is the payment for the inputs 

hired from outside sources.  

 

It is the imputed value of self owned and 

employment inputs by the producer in the 

production process 

Payments It involves actual money 

payment 

It involves only the imputed value of the inputs 

Entry in book 

of account 

The value is entered in book of 

account 

Its value is not entered in book of account 

Other name Accounting cost Non accounting cost 

Example wages paid to the hired laborers 

, payment for the raw materials 

imputed value of self owned building , own 

capital invested in production process 

Cost function: 

Functional relationship between output and cost is called cost function. 

𝑪 = 𝒇(𝒒) 

We know that output (q) is a function of inputs;  

𝒒 = 𝒇(𝑰) 

So cost is a function of function of inputs. Therefore it is not a direct function but a derived function 

from production function:       C= 𝒇{𝒇(𝑰)} 

 



SHORT RUN COSTS 

In short run there are fixed inputs and variable inputs. Accordingly there are fixed costs and variable 

costs 

Fixed Costs :These are the payment for the fixed inputs used in the production process. OR the costs 

that do not vary with the quantity of output produced. 

For example: Payment for Regular employees, rent of the building, purchase of machines etc 

These are also called overhead cost, unavoidable cost, Supplementary cost , indirect cost , General 

cost etc. 

Total Fixed Cost (TFC) or Fixed Cost 

Meaning: Cost incurred on fixed inputs is called TFC and it does not vary with the quantity of output 

produced. 

Note:  

 TFC curve is a horizontal straight line parallel to output axis 

 It is independent of output produced 

 It starts from a positive intercept with Y-axis 

Average Fixed Cost: 

Meaning: AFC is TFC per unit of output produced 

Mathematically: 𝐴𝐹𝐶 =
𝑇𝐹𝐶

𝑄
 

 

AFC Schedule:     AFC Curve:  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Note:  

 AFC falls with increase in output as TFC remains constant 

 AFC can never be negative as TFC and Output are always positive 

Nature of AFC Curve: 

 AFC Curve is downward sloping and asymptotic to output axis: 

This can be proved as follows 

One method: 

 : 𝐴𝐹𝐶 =
𝑇𝐹𝐶

𝑄
 

 As Q increases , TFC remaining constant the value of AFC goes on declining 

Output (units) TFC AFC 

 

0 12 ∞ 

1 12 12 

2 12 6 

3 12 4 

 4 12 3 

5 12 2.4 

6 12 2 



 As TFC and Q are always positive so AFC can never be zero, hence it will not touch 

the output axis. So it is asymptotic to output axis (Come Closer but never touch the 

output axis) 

Another method:  

 

 In the first diagram, AFC at q1 level of output is Pq1/Oq1 , at q2 level of output Sq2/Oq2. 

 So 𝐴𝐹𝐶 =  tan 𝛼 

 As output increases the value of 𝛼 decreases , so the value of tan 𝛼 i.e. AFC declines 

 AFC is a rectangular hyperbola: 

 A curve is rectangular hyperbola when area under the curve at any point is constant 

(equation: xy = c) 

 The area under the AFC curve is TFC 

 As TFC is always constant for any level of output, hence AFC curve is a rectangular 

hyperbola. 

Total Variable Cost (TVC) of Variable Cost 

These are the payment for the variable inputs used in the production process. OR the costs that vary 

with the quantity of output produced. 

For example: Payment for casual labourers , payment for raw materials, fuel etc 

These are also called prime cost, direct cost, unit level cost , conversion cost, avoidable cost. 

 

 

 

 

 

 

 

 

 

Output (units) TVC 

 

0 0 

1 6 

2 10 

3 15 

 4 24 

5 35 

6 48 



Average Variable Cost: 

Meaning: AVC is TVC per unit of output produced 

Mathematically: 𝐴𝑉𝐶 =
𝑇𝑉𝐶

𝑄
 

 

AVC Schedule:    AVC Curve: 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Note:  

 AVC initially falls , reaches a minimum and there after increases 

 Hence AVC curve is ‘U’ shaped in nature 

Total Cost (TC): 

It is the total expenditure made on the inputs for producing the output in the production process 

 TC is the sum of TVC and TFC 

 TC = TFC + TVC 

Note: since TFC remain constant for all levels of output , nature of TC depends exclusively 

on the nature of TVC only 

 

Output (units) TVC AVC 

 

0 0 - 

1 6 6 

2 10 5 

3 15 5 

 4 24 6 

5 35 7 

6 48 8 



Average Total Cost (ATC) or Average Cost (AC) 

It refers to the Total Cost per unit of output produced. 

𝐴𝐶 =
𝑇𝐶

𝑄
 

AC is the sum of TFC and TVC 

AC = AFC + AVC 

 Initially AC falls , reaches a minimum and there after increases 

 Hence AC is ‘U’ shaped in nature 

Marginal Cost (MC) 

MC is the addition to TC derived by producing an additional unit of output. 

MCq= TCq – TCq-1 

Or    𝑀𝐶 =
∆𝑇𝐶

∆𝑄
 

Hence: TC = ∑MC 

In short run  

MCq= TVCq – TVCq-1 

Or    𝑀𝐶 =
∆𝑇𝑉𝐶

∆𝑄
 

Output (units) TFC TVC TC 

 

0 12 0 12 

1 12 6 18 

2 12 10 22 

3 12 15 27 

 4 12 24 36 

5 12 35 47 

6 12 48 60 

Output (units) AFC AVC AC 

 

0 ∞ - ∞ 

1 12 6 18 

2 6 5 11 

3 4 5 9 

 4 3 6 9 

5 2.4 7 9.4 

6 2 8 10 



Hence: TVC = ∑MC 

 

 

 Initially MC decreases , reaches a minimum and there after declines  

 Hence MC is ‘U’ shaped in nature 

Relationship between AC and MC 

 Both Ac and MC are derived from TC 

𝐴𝐴 =
𝐴𝐴

𝐴
and𝐴𝐴 =

∆𝐴𝐴

∆𝐴
 

 When MC< AC , AC falls , MC may fall may rise 

 When MC > AC , AC rises and MC also rises 

 When MC = AC , AC is minimum 

 Hence MC curve cuts the AC curve at the minimum point of the later from 

below. 

Output (units) TFC TVC TC MC 

 

0 12 0 12   

1 12 6 18 6 

2 12 10 22 4 

3 12 15 27 5 

 4 12 24 36 9 

5 12 35 47 11 

6 12 48 60 13 



 

(MC and AVC relationship is same as MC and AC) 

Q.1. Why MC curve is ‘U’ shaped in nature in short run? 

Answer:  

 In short run MC curve is ‘U’ shaped in nature due to Law of Variable Proportions 

 We know that cost curves are the replica (mirror image) of product curves 

 According to Law of Variable Proportions 

 Initially MP increases , so MC decreases 

 Then MP reaches at its maximum , so MC reaches its minimum 

 At last MP declines , so MC rises 

o From the above points it is clear that initially MC curve falls, reaches a 

minimum and there after rises. Hence it is ‘U’ shaped in nature. 

 
Q.2. Why AC curve is ‘U’ shaped in nature in short run? 

Answer: 

In short run AC curve is ‘U’ shaped in nature due to  

(a) Law of Variable Proportions 

(b) AFC and AVC 

(a) Law of Variable Proportions 



 We know that cost curves are the replica (mirror image) of product curves 

 According to Law of Variable Proportions 

 Initially AP increases , so AC decreases 

 Then AP reaches at its maximum , so AC reaches its minimum 

 At last AP declines , so AC rises 

o From the above points it is clear that initially AC curve falls, reaches a 

minimum and there after rises. Hence it is ‘U’ shaped in nature. 

(b) Due to AFC and AVC 

 We know that AC = AFC + AVC , so the nature of  AC depends on the nature 

of AFC and AVC 

 

 Up to OQ2 level of output both AFC and AVC falls , so ATC falls 

 In Q2Q3 level of output AFC falls and AVC rises but the rate of fall in AFC is 

greater than the rate of rise in AVC , so AC still falls 

 After Q3 level of output AFC falls and AVC rises but the rate of rise in AVC is 

greater than the rate of fall in AFC , So AC rises 

o From the above points it is clear that initially AC curve falls, reaches a 

minimum and there after rises. Hence it is ‘U’ shaped in nature. 

Note: The minimum of ATC comes later than the minimum of AVC (Due to the above reason) 

Diagrams: 

 

 

 



REVENUE 

Meaning: 

Revenue is the sales proceeds of a firm. In other wards it is the amount received by a firm from the 

sale of output 

Concepts of revenue: 

There are three concepts of revenue 

(a) Total Revenue (TR) 

 TR is the total sales proceeds which a firm received by selling various amount 

of output 

 It is obtained by multiplying the quantity of output with price 

 Mathematically : 𝑇𝑅 = 𝑃𝑥𝑄 − − − − − − − − − − − − − − − −(1) 

 For example if a firm sells 10 units of output @ Rs. 5 per unit , its TR = 10x5 = 

Rs.50 

(b) Average Revenue (AR) 

 AR is the TR per unit of output sold 

 It is obtained by dividing TR with output 

 Mathematically: 𝐴𝑅 =
𝑇𝑅
𝑞

𝐴𝑅=
𝑃𝑥𝑞

𝑞

𝐴𝑅=𝑃

− − − − − − − − − − − − − −(2) 

 In the above example 𝐴𝑅 =
50

10
 = Rs. 5 

© Marginal Revenue (MR) 

 MR is the addition to total revenue derived be selling an additional unit of 

output 

 It is calculated by two ways 

 MRq = TRq – TRq-1 

 𝑀𝑅 =
𝑐ℎ𝑎𝑛𝑔𝑒 𝑖𝑛 𝑇𝑅

𝑐ℎ𝑎𝑛𝑔𝑒 𝑖𝑛 𝑞𝑢𝑎𝑛𝑡𝑖𝑡𝑦
 =

∆𝑇𝑅

∆𝑞
 

 For example a firm obtains TR of  Rs. 50 by selling 5 units of 

output and TR of Rs. 60 by selling 6 units of output , then MR 

for 6th unit of output sold is  

MR6 = TR6 – TR5 

MR6 = 60 -50 

MR = Rs. 10  

RELATIONSHIP BETWEEN DIFFERENT CONCEPTS OF REVENUE: 

This can be analyzed in two cases 

Case-1: When a firm sells any amount of output at a constant price (In case of perfectly 

competitive  

Firms or a price taking Firm) 

 

 

 

 

 

 



Total revenue: 

Let’s take the example as in this table and diagram 

Units sold (q) Price (p) TR (pxq) TR Curve 

0 10 0 

 

1 10 10 

2 10 20 

3 10 20 

4 10 40 

5 10 50 

 TR curve passes through the origin – when output is zero TR is also zero 

 TR curve is a upward sloping straight line – there is positive relationship between output and 

TR ( TR increases as output goes up) and the rate of increase in TR is constant 

 The slope of TR is equal to P 

Hence TR is an upward sloping straight line starting from the origin 

Average Revenue: 

Units 

sold (q) 

Price 

(p) 

TR 

(pxq) 

AR = 

TR/q 

MR = 

∆TR/∆q 

TR Curve 

0 10 0 - - 

 

1 10 10 10 10 

2 10 20 10 10 

3 10 20 10 10 

4 10 40 10 10 

5 10 50 10 10 

 As AR = p , since the price is constant the AR is a perfectly elastic curve 

 It is a horizontal straight line which cuts the y-axis at a height equal to p 

 This is also called the price line  

 This depicts the demand curve facing a firm 

Marginal Revenue: 

 As TR increases at a constant rate MR is constant and equal to price (MR=P = AR) 

 This can be proved from the following equations  

MRq = TRq – TRq-1 



MR q = pxq – p (q-1) (As price for q and q units is constant and equal to 

P) 

MRq = pq – pq – p 

MR = p ----------------------------- (i) 

 So nature of MR curve is just like the nature of AR curve 

 It is parallel to the output axis 

Relationship between AR and MR 

 Both AR and MR are calculated from TR  

𝐴𝑅 =
𝑇𝑅

𝑞
 

 𝑀𝑅 =
𝑐ℎ𝑎𝑛𝑔𝑒 𝑖𝑛 𝑇𝑅

𝑐ℎ𝑎𝑛𝑔𝑒 𝑖𝑛 𝑞𝑢𝑎𝑛𝑡𝑖𝑡𝑦
 =

∆𝑇𝑅

∆𝑞
 

 Both AR and MR are equal to price and parallel to the output axis 

 Both are perfectly elastic curve 

Relationship between TR and MR 

 TR is derived from MR and MR is derived from TR 

𝑀𝑅 =
𝑐ℎ𝑎𝑛𝑔𝑒 𝑖𝑛 𝑇𝑅

𝑐ℎ𝑎𝑛𝑔𝑒 𝑖𝑛 𝑞𝑢𝑎𝑛𝑡𝑖𝑡𝑦
 =

∆𝑇𝑅

∆𝑞
 

       TR = ∑MR 

 TR curve is a positively sloped straight line starting from the origin where as MR 

curve is parallel to the output axis 

 TR increases at a constant rate , where as MR is always constant 

Relationship between TR and AR 

 TR is derived from AR and AR is derived from TR 

𝑀𝑅 =
𝑇𝑅

𝑞
 

       TR = AR xq 

 TR curve is a positively sloped straight line starting from the origin where as AR curve 

is parallel to the output axis 

 TR increases at a constant rate , where as AR is always constant 

 

 

 

 



nits sold (q) Price (p) 
TR 

(pxq) 

AR = 

TR/q 

MR = 

∆TR/∆q 

TR Curve 

0 5 0 - - 

 

1 5 5 5 5 

2 5 10 5 5 

3 5 15 5 5 

4 5 20 5 5 

5 5 25 5 5 

 

Q. Prove that for a firm which sells any amount of output at a uniform price AR=P=MR 

This can be proved as follows 

𝐴𝑅 =
𝑇𝑅
𝑞

𝑤𝑒 𝑘𝑛𝑜𝑤 𝑡ℎ𝑎𝑡 𝑇𝑅 = 𝑝𝑥𝑞 𝑎𝑛𝑑 𝑠𝑢𝑏𝑠𝑡𝑖𝑡𝑢𝑡𝑖𝑛𝑔 𝑡ℎ𝑖𝑠 𝑖𝑛 𝑒𝑞(𝑖)𝑤𝑒 ℎ𝑎𝑣𝑒

𝐴𝑅 =
𝑃𝑥𝑞

𝑞
𝐴𝑅 = 𝑃 − − − − − − − − − − − − − − − − − −(1)

− − − − − − − −

− −(𝑖) 

MRq = TRq – TRq-1 

MR q = pxq – p (q-1) (As price for q and q units is constant and equal to 

P) 

MRq = pq – pq – p 

MR = p ------------------------------------ (2) 

From equation (1) and (2) we can prove that AR=P=MR  

 

 

 

 

 

 

 

 



Case-2 : When a firm sells more amount of output only by reducing the price (In case of 

imperfectly    

                Competitive firms    

Units 

sold 

(q) 

Price 

(p) 

TR 

(pxq) 

AR = 

TR/q 

MR = 

∆TR/∆q 

TR Curve 

0 5 0 - - 

 

1 5 5 5 5 

2 5 10 5 5 

3 5 15 5 5 

4 5 20 5 5 

5 5 25 5 5 

 TR curve initially increase , reaches a maximum there after falls , so it’s shape is a inverted 

parabola 

 AR and MR both are down ward sloping curves 

Relationship between TR and MR 

 TR is derived from MR and MR is derived from TR 

𝑀𝑅 =
𝑐ℎ𝑎𝑛𝑔𝑒 𝑖𝑛 𝑇𝑅

𝑐ℎ𝑎𝑛𝑔𝑒 𝑖𝑛 𝑞𝑢𝑎𝑛𝑡𝑖𝑡𝑦
 =

∆𝑇𝑅

∆𝑞
 

       TR = ∑MR 

 When TR increases MR may increase or decrease but remain positive 

 When TR is maximum , MR became zero 

 When TR falls , MR became negative 

Relationship between AR and MR 

 Both AR and MR are calculated from TR  

𝐴𝑅 =
𝑇𝑅

𝑞
 

 𝑀𝑅 =
𝑐ℎ𝑎𝑛𝑔𝑒 𝑖𝑛 𝑇𝑅

𝑐ℎ𝑎𝑛𝑔𝑒 𝑖𝑛 𝑞𝑢𝑎𝑛𝑡𝑖𝑡𝑦
 =

∆𝑇𝑅

∆𝑞
 

 Both MR and AR fall with increase in output 

 MR may be zero but AR can never be zero 

 AR always lies above the MR curve 

 Fall in MR is twice than the fall in AR , it means MR curve passes half way between 

the AR curve and the vertical axis 

 



PRODUCER’S EQUILIBRIUM (MR = MC APPROACH) 

Meaning: 

Producer equilibrium is a situation in which a producer maximizes its profit 

Conditions 

(a) MR = MC 

(b) MC must be rising ( MC > MR after MC = MR) 

Explanation:  

This can be explained from the following table and diagram 

 

 

 

 

Output Price TR TC MR MC 

Profit 

(TR-

TC) 

Remarks 

Diagram 

1 12 12 13 12 13 -1 

Net Loss 

 

2 12 24 25 12 12 -1 

3 12 36 34 12 9 2 

4 12 48 42 12 8 6 

5 12 60 54 12 12 6 Equilibrium 

6 12 72 68 12 14 4 Net Loss 

 In this table the first order condition, MR = MC is satisfied for 2nd and 5th unit of 

output 

 But both the conditions are satisfied only for 5th unit of output 

 So the producer will attain equilibrium while producing 5th unit of output 

 At this level the total profit is 60 – 54 = 6 units 

 In this diagram the first order condition is satisfied at point E and E1 

 But both the conditions are satisfied only at point E , so E is the point of 

equilibrium 

 Corresponding to the equilibrium level of output is OQ units 

Q. “MR = MC is a necessary but not sufficient condition for producer equilibrium”. Explain 

Ans:  

In MR = MC approach a producer will attain equilibrium only when the following two conditions are 

satisfied 

(a) MR = MC 

(b) MC must be rising ( MC > MR after MC = MR) 



This can be proved from the following diagram 

 
 The first order condition is satisfied at point A and E 

At point A   

 At point A Where MC is falling  , if the firm will produce more output let Q1 then by 

incurring total cost of AQ4Q1L it will get revenue of AQ4Q1K . so the net profit will be ALK 

area. If it will stop at point A then it will lose ALK area. 

 So it is not a point of equilibrium 

At point E:   

 At point E both the conditions are satisfied and the producer produces OQ2 unit of output 

Let it produce less output OQ1 (MR > MC 

 At this it will save the area LQ1Q2E area in the form of total cost and will lose KQ1Q2E 

area in the form of total revenue. So the net loss is KLE area. Hence MR>MC is discarded 

Let it produce more output OQ3 (MR < MC) 

 At this it will incur extra cost of EQ2Q3G area to get extra revenue of EQ2Q3G area . So 

the net loss is EHP area. Hence MR < MC is discarded. 

Hence it will produce neither less nor more output than OQ2. So OQ2 is the 

equilibrium level of output where both the conditions 

a. MR = MC 

b. MC must be rising ( MC > MR after MC = MR) 

are satisfied. 

Therefore it is proved that “MR=MC is a necessary but not sufficient condition for producer 

equilibrium”. 

----------------------xxxxxxxx--------------------- 



UNIT-5:NATIONAL INCOME AND RELATED AGGREGATES 

Basic concepts: 

Final goods: 

Meaning: 

Those goods which are meant for final use and will not pass through any more stages of production or 

transformation are called final goods. 

Features: 

 Meant for final consumption or investment 

 It will not undergo any further transformation at the hand of any producer 

 Once it has been sold it passes out of the active economic flow 

 These are not meant for resale 

 If any good meant for intermediate but does not used in the same year and remain for another 

year , it qualifies for final good 

 It does not make any Value Addition 

 Example: Milk purchased by house hold , Tea Brewing Machine purchased by the restaurant 

Implications: 

 Value of the final goods are included in the Domestic as well as National Income 

Intermediate goods: 

Meaning: 

Those goods which are meant for resale or further production  and will pass through more stages of 

production or transformation are called intermediate goods. 

Features: 

 Meant for resale or further production 

 It will undergo further transformation at the hand of any producer 

 It remain within the active economic flow 

 Mostly used as raw materials or inputs (Non factor inputs) for production of other 

commodities 

 If any good meant for intermediate it should be used up in the same year to qualify for 

intermediate good 

 It makes Value Addition 

 Example: Milk purchased by a restaurant for preparing tea , Tea Brewing Machine purchased 

by the machine dealer for resale 

Implications: 

 Value of the intermediate goods are not included in the Domestic as well as National Income 

Note: The same good may be final good or intermediate good , it depends on the nature of its 

economic use. Hence it is not the nature of the good rather its nature of economic use which makes it 

final good or intermediate good. 

Types of final goods: 

Final goods are divided in to two types. 

(a) Consumption Goods 

(b) Capital Goods 

Consumption Goods 



Those goods which are consumed when purchased by their ultimate consumers are called 

consumer goods. 

Example: Milk, bread , food etc. 

Capital Goods 

 Those goods which are durable in nature and used in the production process to make 

production of other goods feasible , but they themselves do n ot get transformed in the production 

process. 

Example: Machines,Tools and implements 

Note: All goods used by the producer (Produce Goods) are not capital goods , but all capital goods are 

Producer goods. 

STOCKS AND FLOWS 

Stocks: 

Meaning: Those variables which are measured at a point of time are called stock variables 

Example: The population of India as on 31st March 2017 

Flows: 

Meaning : Those variables which are measured over a period of time are called flow variables 

Example: the population of India during the year 2017 

Difference between stock and flow variable 

Basis Stock variable Flow variable 

Meaning Those variable which are measured at a 

point of time 

Those variables which are measured over a 

period of time 

Nature Static Dynamic 

Time 

dimension 

It does not have any time dimension It has time dimension 

Example Capital , National wealth Capital formation , National Income , 

savings 

Investment: 

Investment refers to the addition to the stock of capital. It is also called capital formation. 

Gross Investment 

It is the total addition to the capital stock of the economy including depreciation 

Note: 

 A significant part of the current output of capital goods goes in maintaining or replacing part 

of the existing stock of capital goods 

 This is because the existing capital stock suffers wear and tear and needs maintainance and 

replacement 

 A part of the capital goods produced in the current year goes for replacement of existing 

capital goods and is not an addition to the stock of capital goods already existing and its value 

needs to be subtracted from gross investment for arriving at the measure for net investment 

 This replacement investment is called DEPRECIATION. 



Depreciation: 

It refers to the annual allowance for normal wear and tear of a capital good  

 It is calculated annually 

 It is pre-determined. Hence it is always positive 

 It is calculated by: 

𝐷𝑒𝑝𝑟𝑒𝑐𝑖𝑎𝑡𝑖𝑜𝑛 =
𝑉𝑎𝑙𝑢𝑒 𝑜𝑓 𝑡ℎ𝑒 𝑓𝑖𝑥𝑒𝑑 𝑎𝑠𝑠𝑒𝑡

𝐸𝑥𝑝𝑒𝑐𝑡𝑒𝑑 𝐿𝑖𝑓𝑒 𝑖𝑛 𝑦𝑒𝑎𝑟𝑠
 

 The other names are Consumption of Fixed Capital, Replacement Investment, and Capital 

Consumption Allowances etc. 

Net Investment: 

It is the addition to capital stock in an economy during a year excluding depreciation. 

Net Investment = Gross Investment – Depreciation 

Example: 

Suppose a company has 5 machines and 20% of each machine is depreciated annually. This year 

the company has purchased another 3 machines. So the Gross Investment is 3 machines. But 

actually 1 machine is meant for replacing the existing machines. Hence net investment is 2 

machines. 

CIRCULAR FLOW OF INCOME IN TWO SECTOR ECONOMY 

Meaning: 

A pictorial illustration of the flow of income and product among various sectors of the economy is 

called Circular Flow of Income. 

Assumption: 

 There are only two sector in the economy , namely Household and Firm 

 Household is the sole consumer and Firm is the sole producer in the economy 

 There are no leakages and injections in the economy 

Basic principles: 

 In any exchange process the seller or producer receives the same amount that the buyer or 

consumer spends 

 Goods and services flow in in direction (Real Flow) and money payment to acquire these flow 

in the return direction, thereby causing a circular flow. 

Explanation: 

This can be explained by the help of the following diagram 

 
In the upper loop of the diagram 

 Householdsprovide factor services like land , labour , capital an d enterprise to the 

firms 

 By using these the firm produce goods and service and provides to the households 

In the lower loop of the diagram 



 The firms make payment for the factor service to the households in the form of rent , 

wage , interest and profits 

 Households make payment to the firm in the form of consumption expenditure  

In this case the flow of goods and services and factor services are called real flow and money 

payments and expenditure are called Money flow. 

Money Flow = Real Flow 

PHASES OF CIRCULAR FLOW 

There are three phases of circular flow 

 Generation: Production of goods and services by the firms 

 Distribution : Flow of factor income from firms to households 

 Disposition: Consumption expenditure by household on the goods and services produced 

by firms 

 
ECONOMIC TERRITORY: 

Meaning:  

It refers to the geographical territory administered by a government within which persons, goods and 

capital circulate freely 

Scope: 

It includes 

 Political frontiers including territorial waters and air space 

 Embassies , consulates , military bases etc located abroad 

 Ships , aircrafts etc operated by the residents between two or more countries 

 Fishing vessels , oil and natural gas rigs etc operated by the residents in the international 

waters of other areas over which the country enjoys the exclusive rights or jurisdiction 

It does not include: 

 Embassies , consulates , military bases etc of other countries  located within the political 

frontiers 

 International organizations like UNO , WHO , UNESCO etc located within the geographical 

boundary of a country 

Implications: 

Income earned within the economic territory of a country is a part of the domestic income of the 

country 

NORMAL RESIDENT 

Meaning:  

It refers to a person or an institution whose centre of economic interest lies in the economic territory 

of the county in which he lives. 

Note: Centre of economic interest implies two things 

 The resident lives or is located within the economic territory 



 The resident carries out basic economic activities of earnings , spending and accumulation 

from that location 

Scope: 

It does not include 

 Foreign tourists and visitors 

 Foreign staff of embassy , diplomats etc 

 Employees of international organizations 

Implications: 

Income earned by the Normal residents of a country is a part of its National Income 

---------------------xxxxxxx------------------------ 

MEASUREMENT OF NATIONAL INCOME 

Basic Adjustments 

Domestic + NFIA = National 

National – NFIA = Domestic 

Gross – depreciation = Net 

Net + depreciation = Gross 

MP – NIT = FC 

FC + NIT = MP 

** NFIA : Net Factor Income from Abroad 

 = Factor income received from abroad – Factor Income paid to abroad 

** NIT : Net Indirect Taxes  

 = Indirect Taxes – Subsidies 

Methods of Measuring National Income: 

(a) Value Added Method 

GVAMP = Value of Output – Intermediate cost 

Value of output = Sales + Change in stock 

Change in stock = Closing stock – Opening Stock 

**Intermediate Cost is the Non factor input cost 

(b) Income Method: 

NDPFC = C + O + M 

C  = Compensation of Employees 

 = Wages and salaries (in kinds and money)  

   + Employer’s contribution to Social Security Scheme 

O  = Operating Surplus  

  = Rent + Interest + Royalty + Profit  

** Profit = Dividends + Corporation taxes + Retained earnings/saving of pvt. Corporate/ 

Undistributed Profit 

 M  = Mixed Income of self employed 

© Expenditure Method: 

GDPMP = C + I + G + (X-M) 

C = Pvt./Personal/Domestic final consumption expenditure 

I = Gross Investment/ Gross Domestic Capital Formation 

G = Govt. final consumption expenditure 



X- M = Net Exports  

 = Exports – Imports 

** Gross Capital Formation  

= Gross fixed capital formation + change in stock/Inventory Investment 

Steps for calculating National Income: 

(a) Value Added Method: 

Step-1: Identify various sectors of the economy as Primary, secondary and tertiary 

Step-2: Calculate GVAMP in all sectors by  

GVAMP = Sales + Change in Stock – Intermediate cost 

Step-3: Subtract the value of depreciation from GVAMP and find NVAMP 

  NVAMP = GVAMP – Depreciation 

Step-4:Add the value of NFIA with NVAMP and get NNPMP 

  NNPMP = NVAMP + NFIA 

Step-5 : Subtract the value of Net Indirect Taxes from NNPMP and get NNPFC or the 

National Income 

 National Income/NNPFC = NNPMP – NIT 

Step-6: Add the National income of all sectors and find the National Income of the 

economy 

(b) Income Method:  

Step-1: Identify various sectors of the economy as Primary, secondary and tertiary 

Step-2: Calculate NDPFC in all sectors by  

NDPFC = Compensation of Employees + Operating Surplus + MI 

Step-5 : Add the value of NFIA with NDPFC and get the National Income 

  National Income/NNPFC = NDPFC + NFIA 

Step-6: Add the National income of all sectors and find the National Income of the 

economy 

 © Expenditure Method: 

Step-1: Identify various sectors of the economy as Primary, secondary and tertiary 

Step-2: Calculate GDPMP in all sectors by  

GDPMP = C + I + G + (X-M) 

 

Step-3: Subtract the value of depreciation from GDPMP and find NDPMP 

  NDPMP = GDPMP – Depreciation 

Step-4: Add the value of NFIA with NDPMP and get NNPMP 

  NNPMP = NDPMP + NFIA 

Step-5 : Subtract the value of Net Indirect Taxes from NNPMP and get NNPFC or the 

National Income 

 National Income/NNPFC = NNPMP – NIT 

Step-6: Add the National income of all sectors and find the National Income of the 

economy 

 

 

 

 



Value Added Method: 

Calculate NDPFC from the following data. 

Items     Rs. In Lakh  

(i) Subsidies      1 

(ii) Sales       100 

(iii) Closing Stock      10 

(iv) Indirect Taxes      5 

(v) Intermediate consumptions    30 

(vi) Opening stock      20 

(vii) Consumption of Fixed capital    15 

Solution  

GVAMP of GDPMP 

= Sales + Change in Stock – Intermediate Consumption 

GDPMP 

= ii + (iii-vi)-v 

= 100 + (10-20) -30 

= 100 -10 -30 

= 100-40 

= 60 

NDPFC 

= GDPMP –Depreciation– NIT 

= 60 – 15 – (5-1) 

= 60-15-4 

= 60-19 

=41  

The estimated NDPFC   is Rs. 41 Lakh. 

Income Method : 

Calculate GNPMP from the following data. 

     Items       Rs. In crore  

i. Compensation of employees   2000 

ii. Interest     500 

iii. Rent      700 

iv. Profits      800 

v. Employer’s contribution to SSS  201 

vi. Dividends     300 

vii. Consumption of fixed capital             100 

viii. Net indirect taxes    250 

ix. Net exports     70 

x. Net factor income to abroad     150 

xi. Mixed income of self employed  1500 

 

 

 

 



Solution 

NDPFC  

= compensation of employees + operating Surplus  

+ Mixed income of self employed 

NDPFC   

= i + (ii + iii +iv) + xi 
 = 2000 + (500 + 700 + 800) + 1500 

= 2000 + 2000 + 1500 

= 5500 

GNPMP 

= NDPFC + Depreciation + NFIA + NIT 

= 5500 + 100 – 150 + 250 

= 5500 + 200 

= 5700  

The calculated  GNPMPis Rs. 5700 crore  

Expenditure Method 

Calculate National Income from the following data. 

     Items       Rs. In crore  

i. Private final consumption exp.     900 

ii. Profit       100 

iii. Govt. final consumption exp.    400 

iv. Net indirect taxes     100 

v. Gross domestic fixed capital formation  200 

vi. Change in stock     50 

vii. Net factor income from abroad   (-) 40 

viii. Consumption of fixed capital    20 

ix. Net imports      30 

Solution  

GDPMP 

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

= i + (v + vi) + iii  - ix 

= 900 + (200 +50) + 400 – 30 

= 900 + 250 + 370 

= 1520 

NI or NNPFC 

= GDPMP –Depreciation + NFIA – NIT 

= 1520 – 20 -40 – 100 

= 1520 – 160 

= 1360 

The calculated NI is Rs. 1360 crore 

 

----------------------------- 

 

 



CREDIT CREATION BY THE COMMERCIAL BANKING SYSTEM 

Meaning: 

Multiple expansions of derivative deposits by the commercial banking system is called credit 

creation/money creation/ deposit creation 

Basis: 

 Commercial banks accepts deposits from the public 

 After keeping a certain portion of the deposits as reserves , the bank gives the balance 

to borrowers in the form of loans and advances 

Determining Factors: 

 Amount of initial deposits by the public 

 Legal reserve ratio 

o The quantitative outcome is Money Multiplier 

𝑴𝒐𝒏𝒆𝒚 𝑴𝒖𝒍𝒕𝒊𝒑𝒍𝒊𝒆𝒓 =
𝟏

𝑳𝑹𝑹
 

Assumptions: 

 The entire commercial banking system is one unit and call this as “banks” 

 The receipt and payments in the economy are routed through the banks 

Process:  

 Suppose the initial deposit is Rs. 100 and LRR is 20% (0.2) 

 The process can be understood from the following table 

Rounds Deposits (Rs.) 
Loans / Credit 

Creation (Rs.) 

Cash Reserves  (Rs.) 

(LRR = 0.2) 

Initial 100 80 20 

1st 80 64 16 

2nd 64 51.20 12.80 

- - - - 

- - - - 

- - - - 

Total 500 400 100 

 Initially there is deposit of Rs.100, after keeping 20% of it (Rs. 20) bank gives a loan 

of Rs. 80 to another person. Bank does this by creating a derivative deposits (opening a 

deposit A/c in the name of the borrower) 

 Suppose the borrower withdraw the whole amount for making payments 

 Since all the transactions are routed through the bank, the money spent by the borrower 

comes back into the banks in to the deposit account of those who have received this 

payment. This increases deposits of the bank by Rs. 80 (Rs. 100 + Rs. 80 = Rs.180) in 

the 1st round 



 After keeping 20% of the deposit as cash reserves the bank now advances loan of Rs. 

64 by creating a derivative deposits. By this way the credit/loan creation is increased to 

Rs. 80 + Rs. 64 = Rs. 144 

 The deposit creation continues in the above manner  

 The deposits , derivative deposits , and cash reserves increasing round by round but 

each time only 80% of the last round 

 The deposit creation comes to an end when total cash reserves become equal to the 

initial deposit. 

 The total deposit creation comes to Rs. 500 

𝐷𝑒𝑝𝑜𝑠𝑖𝑡 𝐶𝑟𝑒𝑎𝑡𝑖𝑜𝑛 = 𝑀𝑜𝑛𝑒𝑦 𝑀𝑢𝑙𝑡𝑖𝑝𝑙𝑖𝑒𝑟 𝑥 𝐼𝑛𝑖𝑡𝑖𝑎𝑙 𝑑𝑒𝑝𝑜𝑠𝑖𝑡𝑠

=
1

𝐿𝑅𝑅
𝑥 𝐼𝑛𝑖𝑡𝑖𝑎𝑙 𝑑𝑒𝑝𝑜𝑠𝑖𝑡𝑠 

=  
1

0.2
 𝑥 100 

= 5 𝑥 100 

= 𝑅𝑠. 500 
 

 The total Credit Creation comes to Rs. 400 

 

𝐶𝑟𝑒𝑑𝑖𝑡 𝐶𝑟𝑒𝑎𝑡𝑖𝑜𝑛 
= 𝑀𝑜𝑛𝑒𝑦 𝑀𝑢𝑙𝑡𝑖𝑝𝑙𝑖𝑒𝑟 𝑥 𝐼𝑛𝑖𝑡𝑖𝑎𝑙 𝑑𝑒𝑟𝑖𝑣𝑎𝑡𝑖𝑣𝑒 𝑑𝑒𝑝𝑜𝑠𝑖𝑡𝑠

=
1

𝐿𝑅𝑅
𝑥 𝐼𝑛𝑖𝑡𝑖𝑎𝑙 𝑑𝑒𝑟𝑖𝑣𝑎𝑡𝑖𝑣𝑒 𝑑𝑒𝑝𝑜𝑠𝑖𝑡𝑠 

=  
1

0.2
 𝑥 80 

= 5 𝑥 80 

= 𝑅𝑠. 400 
 

Note: Money Multiplier is inversely related to LRR. Higher the LRR less is money multiplier and 

lower the LRR more is Money Multiplier. But credit creation id directly related to Money Multiplier. 

--------------------xxxxxxx-------------------- 

 

 

 

 

 

 

 

 

 

 

 

 

 



Determination Of Equilibrium Income, Employment & Output In A Two Sector Economy 

Equilibrium level of income employment and output can be determined by two approaches 

(a) AD = AS or Y= C+I approach 

(b) Investment = Savings (I = S) approach 

(a) AD = AS or Y = C+I approach 

Meaning:  

Equilibrium level of income, employment and output in a two sector model economy is determined 

by the interaction of AD and AS (Effective demand principle). 

Condition: 

Planned expenditure should be equal to planned output 

AD = AS ----------------------------- (1) 

Explanation: 

This can be explained from the following table and diagram 

 

Inco

me 

(Y) 

Consump

tion ( C ) 

Savi

ng 

(S) 

I 

AD 

= 

C+I 

AS 

= 

C+

S 

Remarks 

 

0 40 -40 40 80 0 

AD > AS 

100 120 -20 
40 

160 100 

200 200 0 
40 240 

200 

300 280 20 
40 320 

300 

400 360 40 
40 400 

400 

AD = AS , 

Equilibriu

m 

500 440 60 
40 480 

500 

AD < AS 600 520 80 
40 560 

600 

700 600 100 
40 640 

700 

 In this table the condition of equilibrium AD = AS = 400 satisfied for income level of 400 

 Hence the equilibrium level of income , employment and output is 400 

 In the diagram AD curve intersect AS curve at point E , so E is the point of equilibrium 

 Corresponding to this the equilibrium level of income , employment and output is OP 

When conditions of equilibrium is not satisfied: 

If conditions of equilibrium are not satisfied then there are two possibilities: 

(i) AD>AS 

 In equilibrium AD = AS 

 If AD > AS , it implies planned spending is more than planned output , this is at OY1 level of 

output 

 Due to this there is unplanned decumulation of inventory 

 Firms would then respond to this unplanned inventory decrease by increasing employment and 

hence output 

 This process will continue until the economy is back at income level OY, where again AD = 

AS and there is no further tendency to change (Equilibrium is restored). 



 
(ii) AD<AS 

 In equilibrium AD = AS 

 If AD < AS , it implies planned spending is less than planned output , (firms and consumers 

together would be buying less goods than firms are producing) this is at OY2 level of output 

 Due to this there is unplanned accumulation of inventory 

 Firms would then respond to this unplanned inventory increase by decreasing employment and 

hence output 

 This process will continue until the economy is back at income level OY, where again AD = 

AS and there is no further tendency to change (Equilibrium is restored). 

Does equilibrium imply full employment equilibrium? 

The answer to this question is yes and no 

Yes, (Full Employment Equilibrium) 

 Equilibrium means a level of output where AD = AD 

 AD = AS may at full employment level of output or before full employment level of output 

 If both AD and AS are equal at full employment level of output then it is called 

Full employment equilibrium 

 In the diagram if full employment level of output is OY then this equilibrium is 

full employment equilibrium 

No, (Under Employment Equilibrium) 

 Equilibrium means a level of output where AD = AD 

 AD = AS may at full employment level of output or before full employment level of output 

 If both AD and AS are equal before full employment level of output then it is 

called under employment equilibrium 

 In the diagram if full employment level of output is OY2 then this equilibrium 

is under employment equilibrium 

 In this case YY2 amount of labor forces are remain unemployed and are called 

involuntarily unemployed. 

(b) I = S approach: 

Meaning:  

Equilibrium level of income, employment and output in a two sector model economy is determined 

by the interaction of saving and Investment Curve 

Condition: 

Planned savings of household should be equal to planned investment of firms 

I = S----------------------------- (1) 

Explanation:This can be explained from the following table and diagram 



 

 

 

Inco

me 

(Y) 

Consump

tion ( C ) 

Savi

ng 

(S) 

I Remarks 

 

0 40 -40 40 

I > S 

100 120 -20 
40 

200 200 0 
40 

300 280 20 
40 

400 360 40 
40 

I = S , 

Equilibriu

m 

500 440 60 
40 

I < S 600 520 80 
40 

700 600 100 
40 

 In this table the condition of equilibrium S = I = 40satisfied for income level of 400 

 Hence the equilibrium level of income , employment and output is 400 

 In the diagram S curve intersect I curve at point E , so E is the point of equilibrium 

 Corresponding to this the equilibrium level of income , employment and output is OY 

If conditions of equilibrium are not satisfied then there are two possibilities: 

(i) I > S 

 In equilibrium I = S 

 If I > S   , it implies planned savings are less than planned investment means planned spending 

is more than planned output , this is at ON1 level of output 

 Due to this there is unplanned decumulation of inventory 

 Firms would then respond to this unplanned inventory decrease by increasing employment and 

hence output 

 This process will continue until the economy is back at income level ON, where again I = S 

and there is no further tendency to change (Equilibrium is restored). 



 
 

(ii) I < S  

 In equilibrium I  = S  

 If I < S   , it implies planned savings are more  than planned investment means planned 

spending is less than planned output , this is at ON2 level of output 

 Due to this there is unplanned accumulation of inventory 

 Firms would then respond to this unplanned inventory increase by cutting back production and 

employment 

 This process will continue until the economy is back at income level ON, where again I = 

Sand there is no further tendency to change (Equilibrium is restored). 

----------------------xxxxxxxx-------------------- 

Working of Investment Multiplier 

Introduction 

• A change in the investment spending affects income. The operation of the multiplier ensures 

that a change in investment causes a change in income by an amplified amount, which is a 

multiple of the change in investment.  

• The multiplier is the number by which the change in investment must be multiplied in order to 

determine the resulting change in income. 

• For example, if an increase in investment of Rs. 100 crores causes an increase in income of 

Rs. 300 crore, then the multiplier is 3. If, instead the resulting increase in income is Rs. 400 

crores, then the multiplier is 4.  

Formula 

• Multiplier is the no. of times income changes due to change in investment. So  

 ∆Y = K. ∆I 

 K = ∆Y / ∆I ----------------  (1) 

OR 

  K = 1/1-MPC 



OR  K = 1/MPS 

 

Multiplier is directly related to MPC and inversely related to MPS.  

Working of Multiplier 

 Working of multiplier is based on the principle of one person’s consumption is another person’s 

income.  

 Let the initial increase in investment is Rs. 100 crore and MPC = 0.9 or 90%  

 Lets understand the process through a schedule and diagram  

Process 

Round  ∆I  ∆Y  ∆C  ∆S  

Initial  100  100  90  10  

1st 
 

90  81  9  

2nd 
 

81  72.90  8.10  

  
-  -  -  

  
-  -  -  

  
-  -  -  

Total  100  1000  900  100  

• In the initial round an investment of Rs. 100 crore is made, so it creates an increase in income 

of Rs. 100 crore. As MPC is 90% consumption chnages as Rs. 90 crore and saving Rs. 10 

crore. 

• In the 1st round as consumption of one is the income of the pother so income changes by 90 

and consumption by 81 and saving by 9 

• In each successive rounds income , consumption and saving will be increased by 90 % of their 

previous round. 

• This process will continue till Total Saving = Initial investment 

• Up to that total increase in income will be Rs. 1000 crore (10 x 100)  

 



• In this diagram when investment increases by ∆I income increase by multiplier times of ∆I 

i.e. K.YY’   

--------------------xxxxxxx--------------------- 

EXCESS DEMAND & DEFICIENT DEMAND 

INRODUCTION 

• Thus far, we have studied the determination of income.  

• The equilibrium level of income, is determined solely by the level of aggregate demand.  

• The economy will be in full-employment equilibrium if the aggregate demand is for an 

amount of income that is equal to the full-employment level of income aggregate supply.  

• If the aggregate demand is for an amount of output less than the full employment level of 

output, then it is known as deficient demand.  

• If the aggregate demand for a level of output is more than full-employment level of aggregate 

supply output, then it is known as excess demand.  

– We will take up the problems of and remedies for excess and deficient demand 

individually  

PROBLEM OF DEFICIENT DEMAND 

• If aggregate demand is for a level of income less than the full-employment level, then a 

situation of deficient demand exists. 

•  Deficient demand gives rise to a ‘deflationary gap’, which causes the economy’s income, to 

decline, thus pushing the economy into an under-employment equilibrium. 

• Figure 11.7, depicts the situation of deficient demand.  

 



• The Y-axis measures the aggregate demand. The X-axis measures income. OY1 is the full 

employment level of income. AD is aggregate demand curve. 

• For the economy to be at a full-employment equilibrium, the aggregate demand should be for 

a level of income equal to the full-employment level of income OY1. In other words, 

aggregate demand should be equal to AY1. 

• Suppose, however, that the aggregate demand is for a level of output QY1, BY1 is less than 

AY1. Then aggregate demand is for a level of income which is less than the full-employment 

level. This level of aggregate demand corresponds to point B on the aggregate demand curve 

(AD).  

• This results in a situation of deficient demand. 

•  The resulting deflationary gap created due to deficient demand is represented in Figure 11.7 

by AB. 

• The deflationary gap is called deflationary because it sets in motion forces that cause 

deflation, i.e., fall in price level.  

PROBLEM OF EXCESS DEMAND 

• If aggregate demand is for a level of income more than the full employment level, then a 

situation of excess demand exists.  

• Excess demand gives rise to an inflationary gap; which causes a rise in the price level or 

inflation.  

• Figure 2 depicts the situation of excess demand.  

 

• Suppose that the aggregate demand is for a level of output OYf. which is greater than the full 

employment level of income.  

• This level of aggregate demand corresponds to point A on the aggregate demand curve (C+I).  

• This is a situation of excess demand.  



• The resulting inflationary gap, created due to the excess demand is represented in Figure 2 

by AB. 

• The inflationary gap is the amount by which the actual aggregate demand exceeds the 

level of aggregate demand required to establish the full-employment equilibrium.  

• The inflationary gap is a measure of the amount of the excess of aggregate demand. 

• The inflationary gap is so called because it sets in motion forces that will cause inflation or a 

rise in the price level. At point A, the aggregate demand curve (C+I) lies above the 45o line. 

As a result, the aggregate demand AYf is greater than the level of output OYf.  

• The effect of this will be to create demand pull inflation (an aggregate demand induced rise in 

the price level).  

Remedy for deficient demand 

• In order to remedy the problem of deficient demand, the aggregate demand has to be increased 

by an amount equal to the deflationary gap. This will move the economy to the full 

employment equilibrium at point E. 

• The aggregate demand may be increased by taking recourse to fiscal policy, monetary policy 

or both. 

(i) Increase in government expenditure 

• We shall first consider the fiscal policy measures to increase aggregate demand. This may be 

done by either increasing the level of government expenditure or by reducing the amount of 

taxes. 

• We will consider only increase in government expenditure. If the government expenditure is 

increased by an amount equal to the deflationary gap, it will restore the economy to the full-

employment equilibrium. 

(ii) Increase in availability of credit 

• The problem of deficient demand can also be solved by taking resort to monetary policy 

measures.  

• The aim of the monetary policy measures is to cause an increase in the investment expenditure 

by firms.  

This may be done by increasing the availability of credit. More credit can be made available by taking 

recourse to the various instruments of credit regulation. These are explained under functions of 

Central Bank 

Remedy for excess demand 



• As we have seen earlier, if aggregate demand is for a level of income greater than the full 

employment level of income, then a situation of excess demand exists. 

• In order to remedy the problem of excess demand, the aggregate demand has to be reduced by 

an amount equal to the inflationary gap.  

• This will keep the economy at full employment equilibrium but will lower the price level and 

thus combat the inflation.  

• The aggregate demand may be reduced by taking recourse to fiscal policy or to monetary 

policy. 

(i) Reduce Government Expenditure 

• Reduction in government expenditure will reduce aggregate demand and remove the 

inflationary gap. The fall in government expenditure should be equal to the inflationary gap. 

(ii) Reduce availability of credit 

• The monetary policy measures, explained under functions of Central bank will combat the 

problem of excess demand through a reduction in the availability of credit. This decrease in 

investment demand would cause a decrease in aggregate demand until the inflationary gap is 

eliminated.  

----------------------xxxxxx-------------------- 

BALANCE OF PAYMENTS (BOP) 

Meaning: 

BOP is the systematic records of all economic transactions between the residents of the reporting 

country and the residents of foreign countries during a financial year. 

 BOP takes in to account the exchange of both visible and invisible items 

 Hence the BOP represents a complete picture of country’s economic transaction 

 In accounting sense BOP always balances but in operational sense it may be surplus or 

deficit 

Balance of Trade (BOT) 

BOT is the systematic records of only visible economic transactions between the residents of the 

reporting country and the residents of foreign countries during a financial year. 

 BOT takes in to account the exchange of only visible items i.e. import and export of goods 

only 

 Hence the BOT represents a partial picture of country’s economic transactions 

 The difference between exports and imports of goods is called Trade balance 

Trade Balance = Exports – Imports  



 It may be Surplus , deficit of balance 

Basic principles of BOP 

 BOP is based on the principles of Double Entry Book Keeping System 

 It means every transaction have dual entries. Each credit entry have its equivalent 

debit entry and each debit entry have equivalent amount of credit entry 

Entries in BOP 

 BOP statement has two entries. i.e. credit entry (+) and debit entry (-)  

 Those transactions by which there is inflow of foreign exchange its value will be entered in 

credit (+) side and those transactions by which there is outflow of foreign exchange its value 

will be entered in to debit (-) side 

Note: It is not the nature of transactions rather the inflow or outflow of foreign exchange that 

determines entries in BOP 

Difference between BOP and BOT 

Basis Balance Of Payments (BOP) Balance Of Trade (BOT) 

Meaning BOP is the systematic records of all 

economic transactions between the 

residents of the reporting country and 

the residents of foreign countries 

during a financial year 

BOT is the systematic records of only 

visible economic transactions between 

the residents of the reporting country 

and the residents of foreign countries 

during a financial year. 

Components Visible as well invisible items Only visible items 

Scope Broader , as it represents the complete 

picture of economic transactions 

Narrower , as it is a part of BOP and 

represents partial picture of economic 

transactions 

Nature of 

transactions 

Includes current as well capital 

transactions 

Includes only current transactions 

Position In accounting sense it is always 

balances , may not be in operational 

sense 

It may be balanced, surplus or deficit 

Structure /Components of BOP 

 A BOP has two components 

Current A/c and Capital A/c 

 A BOP has two entries (Double Entry)  

Credit entries (+) and Debit entries (-) 

(a) Current A/c 

 A current account records all the transactions which do not affect the assets and liabilities of a 

country 



 These transactions are current nature only 

Components of Current A/c 

(i) Import and export of goods (Merchandise trade) 

 It includes all types of physical goods exported and imported 

 Example: export and import of clothes , machinery , car etc 

 Export of goods are recorded in credit(+) side as these causes inflow of foreign 

exchange and the imports of goods are recorded in debit(-) side as this causes 

outflow of foreign exchange 

(ii) Import and export of Services (Invisible Trade) 

 It includes all types of services sold to and purchased by the residents of a 

country to rest of the world 

 Example: import and export of services like banking, shipping, insurance etc. 

 Export of services are recorded in credit(+) side as these causes inflow of 

foreign exchange and the imports of services are recorded in debit(-) side as 

this causes outflow of foreign exchange 

(iii) Unilateral Transfers (Unrequited Transfers) 

 These are receipts which residents of a country receive or payments that the 

residents of a country make without getting anything in return i.e. receipts and 

payments for which no quid-pro-quo 

 Example: Gifts , remittances , donations ,aid etc to and from foreigners 

 Receipts from abroad are entered in to credit side and payments abroad are 

entered in to debit side 

(b) Capital A/c 

 A Capital A/c records all those transactions which affects the assets or liabilities of a 

country 

 Capital account is concerned with financial transactions 

 It does not have direct effects on income , employment and output of the country 

 Capital A/c is prepared to overcome the weakness arise in Current A/c i.e. to rectify 

the surplus /deficit arise in Current A/c 

Components of Capital A/c 

(i) Borrowings and Lending 

 This includes all the borrowings and lending by the private individuals , business 

houses and government 

 All borrowings from abroad are recorded in to credit (+) side as this causes inflow 

of foreign exchange and lending to abroad are recorded in debit (-) side as this 

causes outflow of foreign exchange 

 Example: Indian government borrows money from IMF , World Bank etc. 

(ii) Private transactions: 

 These are transactions that are affecting assets and liabilities by individuals 

,business houses and other non-government entities 

 The bulk of foreign investment is private 



(iii) Official transactions 

 These are transactions that affect the assets and liabilities by the government and 

its agencies 

(iv) Direct Investments: 

 It is the act of purchasing an asset and at the same time acquiring control of it 

(other than the ability to re-sell it) 

 Example: the acquisition of a firm in one country by a firm in another country 

(v) Portfolio Investment: 

 It is the acquisition of an asset that does not give the purchaser control over the 

asset 

 Example : Purchase of shares in foreign company or of bonds issued by a foreign 

government of loans made to foreign firms or government 

(vi) Official Reserve Transactions 

 The transactions carried out by monetary authority of a country which cause 

change in official reserves are called official reserve transactions (ORTs) 

 Transactions by a central bank that cause changes in its official reserves. These are 

usually purchases or sales of its own currency in the exchange 

market in exchange for foreign currencies or other foreign currency-denominated 

assets.  

 In the balance of payments a purchase of its own currency is a credit (+) and a sale 

is a debit (-). 

Structure of BOP (amount in Rs. Crore) 

 

Sl. No. Items Credit (+) Debit (-) 

A. Current A/c 

1. Import and export of goods 300 200 

2. Import and export of services 200 500 

3. Unilateral transfers 400 250 

Current A/c Balance (A) (+) 900 (-) 950 

B. Capital A/c 

4. Borrowings/Lending 500 300 

5. Investments 300 500 

6. Gold Movements 100 50 

Capital A/c Balance (B) (+) 900 (-) 850 

Net Balance (A+B) (+) 1800 (-) 1800 

Balance of payments always balances: 

http://www.dictionarycentral.com/definition/bank.html
http://www.dictionarycentral.com/definition/official-reserves.html
http://www.dictionarycentral.com/definition/exchange-market.html
http://www.dictionarycentral.com/definition/exchange-market.html
http://www.dictionarycentral.com/definition/exchange.html
http://www.dictionarycentral.com/definition/balance-of-payments.html
http://www.dictionarycentral.com/definition/credit.html


BOP always balances. This statement can be proved from the following arguments 

 BOP is based on the principles of Double Entry Book Keeping Systems 

 Accordingly each transactions have dual entries (Contra entries) 

 Each credit/debit entry has its equal size of debit/credit entry 

 Hence the overall balance is zero 

 So BOP always balances in accounting sense 

 In operational sense it may not be. It may be surplus or deficit. 

Items transacted in BOP 

 The items transacted in BOP are of two types 

Autonomous Items and Accommodating Items 

(a) Autonomous Items 

 It refers to the international economic transaction that take place due to some independent 

motive , may be economic motive such as profit maximization 

 These transactions are independent of the state of county’s BOP  

 These items are recorded in both current A/c and Capital A/c of the BOP 

 As these are above the statement of BOP , theses are also called “Above the Line Items” 

(b) Accommodating Items :  

 It refers to the international economic transaction that take place other activities in 

BOP such as government financing 

 These transactions are carried out to correct the disequilibrium arise in BOP 

 For example: The Official settlements are seen as an accommodating items in order to 

keep the BOP identity 

 These are recorded only in Capital A/c of the BOP 

 As these are within the BOP , these are also called “Below the Line Items” 

Difference between Autonomous Items and Accommodating Items 

Basis Autonomous Items Accommodating Items 

Meaning It refers to the international economic 

transaction that take place due to some 

independent motive , may be economic motive 

such as profit maximization 

It refers to the international economic 

transaction that take place other activities 

in BOP such as government financing 

Purpose Independent motive , may be economic like 

profit maximization 

to correct the disequilibrium arise in BOP 

Relation 

with BOP 

Independent with the statement of BOP Transactions carried out to establish BOP 

identity 

Entries in 

accounts 

Entered in both Current A/c and Capital A/c Entered only in Capital A/c 

Alternative 

Names 

Above the Line Items Below the Line Items 

Example Export , import by private individuals Official settlement account 



Disequilibrium in BOP 

 Disequilibrium in BOP arises in the form of surplus or deficit in BOP.  

 BOP disequilibrium is a serious issue for policy makers 

 A chronic BOP deficit leads to downgrading the economy in the world community 

 These are occur due to the following reasons 

(a) Economic Factors 

 Large scale developmental expenditure 

 Cyclical fluctuations in general business activity 

 Higher rate of inflation in domestic country 

 Change in the pattern of demand by the people 

(b) Political Factors 

 Political instability may cause large scale capital outflow 

 Changing government policies due to political disturbances causes loss of faith of 

investors 

(a) Social Factors 

 Change in taste , preference and fashion may affect imports and exports 

 Demonstration effect leads to higher imports  

-------------------xxxx------------------ 

FOREIGN EXCHANGE RATE 

Meaning of Foreign Exchange:  

The currency of foreign countries are called Foreign Exchange 

Foreign Exchange Rate:  

The rate at which the currency of one country is exchanged with the currency of other country. Or it is 

the price of one currency in terms of other currency. 

Example: $1 = Rs. 50 

Foreign Exchange Market:  

Foreign Exchange Market is the market where national currencies are traded for one another 

Operation of Foreign Exchange Market:  

Foreign Exchange Market could be studied in terms of period of transaction carried out. Accordingly 

it is of two types 

(b) Spot Market/ Current Market :  

 The market in which the receipts and payments of foreign exchange are made 

immediately 

 The operation is of daily nature 

 It deals with current transactions 



Note: The exchange rate prevails in the spot market is called Spot Exchange Rate  

(c) Forwarding Market: 

 The market in which foreign exchange is bought and sold on a specified future date at 

the rate agreed upon today  

 The operation is of future delivery 

 most of the international transactions occur on forwarding rate 

Note: The exchange rate prevails in the forwarding market is called Forwarding Exchange Rate 

Effect Box: 

Effect Spot Market Forwarding Market 

Transaction Current Current 

Payment On the spot On future date 

Rate Current rate 
Agreed rate (may be current/date of settlement/any 

agreed rate 

Functions of Foreign Exchange Market  

 Transfer Function:  it allows transfer of purchasing power in terms of foreign exchange 

across different countries 

 Credit Function: It allows credit for foreign trade.  

 Hedging Function: it enables protection against the risk related to variation in foreign 

exchange rate 

System / Types of Foreign Exchange Rate: 

(a) Fixed Exchange Rate : 

 Under this system the exchange rate is officially declared by the government or 

monetary authority and remain fixed 

 A typical fixed exchange rate system was associated with the Gold Standard System of 

1880-1914. Under the gold standard system each currency value was defined in terms 

of gold and hence the exchange rate was fixed according to the gold value of the 

currencies that have to be exchanged. This was referred to as MINT PAR VALUE of 

exchange rate. 

Merits:  

 it ensure that major economic disturbances which will weaken the economic 

policies of member countries do not occur 

 it contribute to the coordination of macro policies of countries in an interdependent 

world economy 

 this system is more conducive to expansion of world trade as they prevent risk and 

uncertainty in transactions 



Demerits: 

 This system is often supported by huge international reserves of gold 

 It restrict the movement of capital around the world 

 It discourages venture capital 

 It imparts rigidity in resource allocation 

(b) Flexible Exchange Rate: 

Meaning:  

It is a system in which foreign exchange rate is determined by the market forces of demand 

and supply of foreign exchange. It is also called Floating Exchange Rate 

Merits: 

 It eliminate the need for Central Bank to hold international reserves 

 It is helpful to do away with  barrier to trade and capital movement 

 It enhances the efficiency of the economy by achieving optimum utilization of resource 

allocation 

 

Demerits: 

 Instability in the exchange rate 

 Due to speculative activities foreign exchange market became unstable and 

discourage foreign trade and foreign investment 

 It generates inflationary trends in the economy 

© Hybrid Exchange rate: 

 This is a system which combines the advantages of fixed and flexible exchange rate. 

There are various types of hybrid exchange rate. Some are given below. 

(i) Wider Band: It is a system in which the parity value is fixed by the 

government or monetary authority and ±10% variation on either side of the 

parity values is allowed. It is allowed by IMF in order to correct the weakness 

arise in the BOP of the member countries. 

(ii) Crawling Peg: It is a system in which the parity value is fixed by the 

government or monetary authority and ±1% variation on either side of the 

parity values is allowed.  

(iii) Managed Floating: It is a system in which the exchange rate is determined by 

the demand for and supply of foreign exchange, but the monetary authority has 

the discretionary to intervene in the process and influence the exchange rate if a 

particular situation in their judgment requires it. 

Features: 

 It is done by adjusting demand for and supply of foreign exchange 

 There is official declaration of rules and guidelines for intervention 

 No pre-fixed parity values 

 No announcement time for variation 

 Sometimes this intervention may be coordinated with other countries as 

well 



(iv) Dirty Floating: Managed Floating with the absence of rules and guidelines 

could be vulnerable to abuse of intervention and a particular country could 

manipulate its managed float to the detriment of other countries. This behavior 

is called “Dirty Floating” 

DETERMINATION OF EXCHANGE RATE IN FLEXIBLE EXCHANGE 

RATE SYSTEM: 

The foreign exchange rate is determined by the interaction of demand for and supply of 

foreign exchange 

 Sources of demand for foreign exchange  

 To purchase goods and services from foreign countries 

 To purchase financial assets in foreign countries 

 To send gifts and grants abroad 

 To speculate on the value of foreign exchange 

 To undertake foreign tours 

 Sources for supply of foreign exchange 

 Foreigners purchasing domestic country’s goods and services through 

exports 

 Remittances by non-residents living in foreign countries 

 Investment made by foreign residents in domestic countries 

 Speculative purchase by non-residents in domestic market 

Demand curve of Foreign Exchange: 

 There is inverse relationship between Foreign Exchange rate and demand for foreign exchange 

 When FER increases the rupee cost foreign goods increases, thereby making imports costlier. 

Hence demand for foreign goods decreases and demand for FE also decreases 

 When FER decreases the rupee cost foreign goods decreases, thereby making imports cheaper. 

Hence demand for foreign exchange increases and demand for FE also increases 

 This implies that demand curve of FE is downward sloping as follows 

 

Supply curve of Foreign Exchange: 

 There is direct relationship between Foreign Exchange rate and supply of foreign exchange 



 When FER increases the dollar costof domestic goodsdecreases, thereby making it cheaper for 

the foreigners. Hence demand for domestic goods increases, so supply of FE also increases 

 When FER decreases the dollar cost of domestic goods increases, thereby making it costlier 

for the foreigners. Hence demand for domestic goods decreases , and supply of FE also 

decreases 

 This implies that supply curve of FE is upward sloping as follows 

 

Equilibrium Exchange Rate: 

 Equilibrium exchange rate is determined by the intersection of demand for and supply of 

exchange rate 

 This can be explained with the help of the following diagram 

 

 In this diagram DD1 and SS1 are the demand for and supply of FE respectively 

 Both intersect at point E , so E is the point of equilibrium 

 Accordingly the equilibrium exchange rate is $1 = Rs.OP 

Change in equilibrium exchange Rate:  

Exchange rate will be changed due to change in demand for or supply of foreign exchange. This can 

be explained as follows. 

(a) Increase on demand for foreign exchange 



 

 In this diagram DD1 and SS1 are the demand for and supply of FE respectively 

 Both intersect at point E , so E is the point of equilibrium 

 Accordingly the equilibrium exchange rate is $1 = Rs.OP1 

 When demand for FE increases the demand curve shifts right ward as DD2 

 The new equilibrium will be at E1 

 Accordingly the new equilibrium exchange rate is $1 = Rs.OP2 

 So the exchange rate will increase 

(b) Increase on supply for foreign exchange 

 

 

 In this diagram DD1 and SS1 are the demand for and supply of FE respectively 

 Both intersect at point E , so E is the point of equilibrium 

 Accordingly the equilibrium exchange rate is $1 = Rs.OP 

 When supply of FE increases the supply curve shifts right ward as SS2 

 The new equilibrium will be at E2 



 Accordingly the new equilibrium exchange rate is $1 = Rs.OP2 

 So the exchange rate will decrease 

The case of decrease in demand and supply may be explained accordingly. 

Change in exchange rate: 

 Exchange rate is determined under two systems. i.e. fixed exchange rate system and flexible 

exchange rate system 

 In fixed exchange rate system the determining factor is government or monetary authority and 

in flexible exchange are system it is market forces of demand for and supply of FE 

 Accordingly when exchange rate changes due to government, action it is of two types – 

Devaluation and Revaluation 

 When exchange rate is changed due to demand for and supply of FE it is two types – 

Depreciation and Appreciation 

Devaluation: 

 Devaluation is a system in which value of domestic currency is decreased by the govt. 

/monetary authority 

 In this system the exchange rate is increased 

 For example the exchange rate was $1 = Rs.50 , now govt. devalued it to $1 = Rs.60 

 Here exchange rate increased but value of domestic currency declines 

 This is done in order to correct the BOP deficits 

Effect on import and export of domestic country 

Effect on imports 

 Let the exchange rate is for $ &Rs.    

 Due to devaluation of Indian rupee the domestic imports will decline. This can be explained as 

follows 

 Let the exchange rate was $1 = Rs.50 , now govt. devalued it to $1 = Rs.60 

 A commodity which costs $1 in foreign market the Indians pays Rs.50 for it. After devaluation 

they will pay Rs.60 for the same product. 

 Hence rupee cost of the foreign goods will increase and it will became costlier for the 

domestic importers 

 This will discourage the Indians to purchase more from the foreign country 

 So the Indian import will decline 

Effect on exports 

 Let the exchange rate is for $ &Rs. 

 Due to devaluation of Indian rupee the domestic exports will increase. This can be explained 

as follows 

 Let the exchange rate was $1 = Rs.50 , now govt. devalued it to $1 = Rs.100 



 A commodity which costs Rs.50 in Indian market the foreigner pays $1 for it. After 

devaluation they will pay $0.5 for the same product. 

 Hence dollar cost of the Indian goods will decrease and it will became cheaper for the 

foreigners 

 This will encourage the foreigners to purchase more from  India (Domestic country) 

 So the Indian(domestic) export will increase 

Revaluation: 

 Revaluation is a system in which value of domestic currency is increased by the govt. 

/monetary authority 

 In this system the exchange rate is decreased 

 For example the exchange rate was $1 = Rs.60 , now govt. revalued it to $1 = Rs.50 

 Here exchange rate decreased but value of domestic currency increased 

 This is done in order to correct the BOP surplus 

Effect on import and export of domestic country 

Effect on imports 

 Let the exchange rate is for $ &Rs. 

 Due to revaluation of Indian rupee the domestic imports will increase. This can be explained 

as follows 

 Let the exchange rate was $1 = Rs.100 , now govt. revalued it to $1 = Rs.50 

 A commodity which costs $1 in foreign market the Indians pays Rs.100 for it. After 

revaluation they will pay Rs.50 for the same product. 

 Hence rupee cost of the foreign goods will decrease and it will became cheaper the domestic 

importers 

 This will encourage the Indians to purchase more from the foreign country 

 So the Indian import will increase 

Effect on exports 

 Let the exchange rate is for $ &Rs. 

 Due to revaluation of Indian rupee the domestic exports will decrease. This can be explained 

as follows 

 Let the exchange rate was $1 = Rs.100 , now govt. revalued it to $1 = Rs.50 

 A commodity which costs Rs.100 in Indian market the foreigner pays $1 for it. After 

revaluation they will pay $ 2 for the same product. 

 Hence dollar cost of the Indian goods will increase and it will be costlier for the foreigners 

 This will discourage the foreigners to purchase more from  India (Domestic country) 

 So the Indian(domestic) export will decrease 

 

 



Depreciation: 

 Depreciation is a system in which value of domestic currency is decreased due to the 

market forces i.e. demand for and supply of FE 

 In this system the exchange rate is increased 

 For example the exchange rate was $1 = Rs.50 , now it became  $1 = Rs.60 

 Here exchange rate increased but value of domestic currency declines 

Effect on import and export of domestic country 

Effect on imports 

 Let the exchange rate is for $ &Rs. 

 Due to depreciation of Indian rupee the domestic imports will decline. This can be explained 

as follows 

 Let the exchange rate was $1 = Rs.50 , now it is depreciated  to $1 = Rs.60 

 A commodity which costs $1 in foreign market the Indians pays Rs.50 for it. After 

depreciation they will pay Rs.60 for the same product. 

 Hence rupee cost of the foreign goods will increase and it will became costlier for the 

domestic importers 

 This will discourage the Indians to purchase more from the foreign country 

 So the Indian import will decline 

Effect on exports 

 Let the exchange rate is for $ &Rs. 

 Due to depreciation of Indian rupee the domestic exports will increase. This can be explained 

as follows 

 Let the exchange rate was $1 = Rs.50 , now it is depreciated  to $1 = Rs.100 

 A commodity which costs Rs.50 in Indian market the foreigner pays $1 for it. After 

depreciation they will pay $0.5for the same product. 

 Hence dollar cost of the Indian goods will decrease and it will became cheaper for the 

foreigners 

 This will encourage the foreigners to purchase more from  India (Domestic country) 

 So the Indian(domestic) export will increase 

Appreciation:  

 Appreciation is a system in which value of domestic currency is increased due to market 

forces i.e demand for and supply of FE 

 In this system the exchange rate is decreased 

 For example the exchange rate was $1 = Rs.60 , now it became $1 = Rs.50 

 Here exchange rate decreased but value of domestic currency increased 

 



Effect on import and export of domestic country 

Effect on imports 

 Let the exchange rate is for $ &Rs. 

 Due to appreciation of Indian rupee the domestic imports will increase. This can be explained 

as follows 

 Let the exchange rate was $1 = Rs.100 , now it is appreciated  to $1 = Rs.50 

 A commodity which costs $1 in foreign market the Indians pays Rs.100 for it. After 

appreciation of Indian (Domestic) currency  they will pay Rs.50 for the same product. 

 Hence rupee cost of the foreign goods will decrease and it will became cheaper the domestic 

importers 

 This will encourage the Indians to purchase more from the foreign country 

 So the Indian import will increase 

Effect on exports 

 Let the exchange rate is for $ &Rs. 

 Due to appreciation of Indian rupee the domestic exports will decrease. This can be explained 

as follows 

 Let the exchange rate was $1 = Rs.100 , now it is appreciated  to $1 = Rs.50 

 A commodity which costs Rs.100 in Indian market the foreigner pays $1 for it. After 

appreciation of Indian (Domestic) currency they will pay $ 2 for the same product. 

 Hence dollar cost of the Indian goods will increase and it will be costlier for the foreigners 

 This will discourage the foreigners to purchase more from  India (Domestic country) 

 So the Indian(domestic) export will decrease 

Difference between Devaluation and depreciation of currency 

Basis Devaluation Depreciation 

Meaning Devaluation is a system in which 

value of domestic currency is 

decreased by the govt. /monetary 

authority 

 

Depreciation is a system in which value of 

domestic currency is decreased due to the 

market forces i.e. demand for and supply of 

FE 

 

Determining 

factor 

Government /Monetary authority Market forces i.edemand for and supply of 

FE 

 

Under the 

exchange rate 

regime 

Fixed exchange rate system Flexible exchange rate system 



Difference between Revaluation and appreciation of currency 

Basis Revaluation Appreciation 

Meaning Revaluation is a system in which 

value of domestic currency is 

increased (Exchange Rate increased) 

by the govt. /monetary authority 

 

Appreciation is a system in which value of 

domestic currency is decreased (Exchange 

Rate increased) due to the market forces 

i.e. demand for and supply of FE 

 

Determining 

factor 

Government /Monetary authority Market forces i.edemand for and supply of 

FE 

 

Under the 

exchange rate 

regime 

Fixed exchange rate system Flexible exchange rate system 

 

Difference between Devaluation and Revaluation of currency 

Basis Devaluation Revaluation 

Meaning Devaluation is a system in which value 

of domestic currency is decreased by 

the govt. /monetary authority 

 

Revaluation is a system in which value 

of domestic currency is increased by 

the govt. /monetary authority 

 

Value of domestic 

currency 

Decreased Increased 

Exchange Rate Increased Decreased 

Example Exchange rate was $1 = Rs.50 

,devalued to $1 = Rs.100 

Exchange rate was $1 = Rs.100 

revalued to $1 = Rs.50 

Impact on 

domestic imports 

and exports 

Imports decreased and exports 

increased 

Imports decreased and exports 

increased 

Purpose To correct BOP deficits To correct BOP surpluses 

 

 



Difference between Depreciation and Appreciation of currency 

Basis Depreciation Appreciation 

Meaning Depreciation is a system in which value 

of domestic currency is decreased due 

to market forces i.e. demand for and 

supply of FE 

 

Appreciation is a system in which value 

of domestic currency is increased due to 

market forces i.e. demand for and 

supply of FE 

 

Value of 

domestic 

currency 

Decreased Increased  

Exchange Rate Increased Decreased 

Example Exchange rate was $1 = Rs.50 

,devalued to $1 = Rs.100 

Exchange rate was $1 = Rs.100 

revalued to $1 = Rs.50 

Impact on 

domestic 

imports and 

exports 

Imports decreased and exports 

increased 

Imports decreased and exports increased 

------------------xxxxxxxx------------------- 

Comparative Development of India and its Neighbours: 

Comparative development of India and its neighbours is an important knowledge to possess as an 

Indian citizen.As a rational citizen of a country, it is crucial to have a deep understanding of the 

developments in your country. In fact, it is also very important to learn about the developmental 

processes of your neighbouring countries. Not only citizens but countries are also eager to understand 

the developmental system of their neighbours. This understanding enables comprehension of 

strengths and weaknesses of yours as well as the neighbouring countries. Due to the process of 

globalization, it is essential for every nation to compete with developed countries. Hence, it is 

important to study the comparative development of India and its Neighbours.This chapter entails the 

comparative study of the comparative development of India and its neighbours. We shall learn more 

about the Indian economy, the Pakistan economy as well a the Chinese economy. This will help in 

understanding where do we stand today in comparison to others. 

 

 

 



Comparative Development of India with its Neighbours 

Indian and its neighbours – Pakistan and China, have very similar development strategies as an 

economy as a whole. A few such similarities in their development strategies are as follows: 

 All three countries, India, Pakistan and China began towards their economic development at the same 

time. In addition, India and Pakistan attained independence in the year 1947. However, China was an 

independent economy in the year 1949. 

 India and Pakistan began with similar strategies for creating larger public sector units. And soon 

began working on raising public expenditure on social development. 

 All the countries began planning their development strategies in a very similar fashion. India made an 

announcement of its first 5-year plan in the year 1951. However, Pakistan made its 5-year plan 

announcement in the year 1956. China, on the other hand, had made this announcement in the year 

1953. 

 Up until the 1980s, all 3 countries had very similar growth rates and per capita incomes. 

 Economic reforms took place in all the 3 countries – India, China and Pakistan. 

Development Strategies of India 

Following are some of the most prominent development strategies of India. 

1. A sound trade system was introduced in India to boost the growth. 

2. Indian began adopting many poverty alleviation programmes to fight and reduce poverty. 

3. India also began adopting measures for the development of areas that are lagging behind in the overall 

development of village economy. 

4. The aim was soon to generate employment and provide gainful self-employment. 

Development Strategies of China 

Following are some of the most prominent development strategies of China. 

1. Great Leap Forward (GLF) in 1958 was a campaign that was robustly aiming at industrialising the 

country on a massive scale. 

2. Mao Tse Tung was responsible for starting the Great Proletarian Cultural Revolution (1966-76) in 

1965, a cultural revolution on a large scale. 

3. Since 1978, China began to introduce many reforms in phases. The reforms were initiated in 

agriculture, foreign trade and investment sector. 

Development Strategies of Pakistan 

The following are some of the most prominent development strategies of Pakistan. 

1. Pakistan began following a mixed economy system where both the public and private sectors could 

co-exist. 



2. They also began adopting a regulatory policy framework in the late 1950s and 1960s for import 

industrialisation. This policy combined tariff protection for manufacturing consumer goods together 

with direct import controls on competing imports. 

3. The Green Revolution was introduced to increase the productivity and self-sufficiency in food. 

Success and Failures of Strategies in India and Pakistan 

Success Failures 

The incidence of poverty is now significantly low in both the 

countries. 

Poverty and unemployment are still 

areas of major concerns in both the 

countries. 

Both the countries (India and Pakistan) have achieved self-

sufficiency in the production of food. 

The growth rate of GDP and its 

sectoral constituents have fallen in the 

1990’s. 

Both the countries have done extremely well in developing 

their service and industry sectors at a fast rate. 

– 

The use of modern technology is improving in both the 

countries. 

– 

The two countries (India and Pakistan) have done extremely 

well in doubling their per capita incomes in spite of the high 

growth rate of population. 

– 

Success and Failures of Strategies in China 

Success Failures 

There were decentralized planning and existence 

of a small enterprise. 

There was the slow pace of growth and lack of 

modernisation 

There was an extension of basic health services in 

many rural areas. 

The Maoist vision of economic development on 

decentralisation, self-sufficiency and shunning of 

foreign technology was a fail. 

Through the commune system, there was a more 

equitable distribution of foodgrains. 

Despite extensive land reforms, collectivisation, 

the great leap forward and other initiatives, the per 

capita gain output in 1978 was the same as it was 

in the mid-1950s. 



There was an existence of infrastructure in the 

areas of education and health and land reforms. 

– 

Why does China have an edge over India? 

The Chinese reform process began more strongly and comprehensively during the 1980s. At this time, 

India was in the mid-stream of a rather slow growth process. 

By then, the rural poverty in China was declining by 85% during the period from 1978 to 1989. In 

India, at this time, it was declining by only 50%. Moreover, the global exposure to the Chinese 

economy has been far wider than the Indian economy. Also, China’s export-driven manufacturing has 

been the reason for exponential growth. And India continues to be only a marginal player in the 

international markets. 

Why does Pakistan have an edge over India? 

Although the two countries (Pakistan and India) started together, Pakistan has seen a better result. 

Following are the areas/aspects where Pakistan has an edge over India. 

 Access to improved water sources. 

 Reduction in below poverty line (BPL) population. 

 Migration of people from rural to urban areas. 

 Migration of workforce from agriculture to the industrial sector. 

Why does India have an edge over Pakistan? 

India is better placed than Pakistan in the area of skilled manpower and research and development 

institutions. Indian scientists excel in the areas of: 

 defence technology, 

 space research, 

 electronics and avionics, 

 genetics, 

 telecommunications, etc. 

The number of Ph.Ds produced by India in science and engineering every year (about 5000) is higher 

than the entire stock of Ph.Ds in Pakistan. Issues of health facilities in general and infant mortality, in 

particular, are better addressed in India than in Pakistan 

Comparative Analysis of Development of India and its neighbours (Pakistan and China) 

The overall development of these 3 economies are broadly classified into Demographic Indicators, 

Gross Domestic Products and Sectors and Human Development Indicators. We shall now 

comparatively analyse the development of India, Pakistan and China.The population of Pakistan is 

very small and accounts for roughly about one-tenth of China or India. Though China is the largest 

nation and geographically occupies the largest area among the three nations, its density is the lowest. 

https://www.toppr.com/bytes/poverty/
https://www.toppr.com/bytes/comparative-development-of-india/
https://www.toppr.com/bytes/comparative-development-of-india/


1. One child norm was introduced in China in the late 1970’s to check the problem of population 

growth. This measure led to a decline in the sex ratio. 

2. In China, for one lakh births, only 38 women die whereas, in India 230 women die and in Pakistan 

260 women die. 

3. China and Pakistan have more proportion of urban people than India. 

4. In China, due to topographic and climatic conditions, the area suitable for cultivation is relatively 

small-only about 10% of its total land area. The total cultivable area in China accounts for 40% of the 

cultivable area in India. 

5. The fertility rate is low in China and very high in Pakistan. 

6. Pakistan is ahead of India in reducing the proportion of people below the poverty line and also its 

performance in education, sanitation and access to water is better than that of India. 

7. Urbanisation is high in both Pakistan and China. 

8. India is in the worst scenario as compared to the other two countries with respect to access to 

improved sanitation and clean water. 

9. China is moving ahead of both India and Pakistan in terms of indicators of human development. 

Item India China Pakistan 

Human Development Index (Value) 0.547 0.687 0.527 

Ran (based on HDI) 134 101 145 

Life Expectancy at Birth (Years) 65.4 73.5 63.0 

Adult Literacy Rate (% aged 15 and 

above) 

62.8 94 55.5 

GDP per Capita (PPP US $) 3296 6828 2609 

People Below Poverty Line (%) 

(2004-06) 

37.2 2.8 22.3 

Infant Mortality Rate (Per 1000 live 

births) 

66 19 87 

Maternal Mortality Rate (Per 1 lakh 

births) 

230 38 260 

Population with Sustainable Access 

to Improved Sanitation (%) 

52 92 32 

Population with Sustainable Access 

to An Improved Water Source (%) 

88 97 93 

% of Children Malnourished (< 5) 43.5 4.5 NA 

https://www.toppr.com/bytes/harappan-civilization/


------------------------------------- 

HUMAN CAPITAL FORMATION IN INDIA  

  

 HUMAN CAPITAL - MEANING, ELEMENTS 

 Meaning of Human Capital: 

Human capital is the stock of of knowledge, habits, social and personality attributes, 

including creativity, embodied in the ability of an individual to perform labor so as to 

produce economic value. 

Alternatively, Human capital is a collection of resources—all the knowledge, talents, skills, abilities, 

experience, intelligence, training, judgment, and wisdom possessed individually and collectively by 

individuals in a population. These resources are the total capacity of the people that represents a form 

of wealth which can be directed to accomplish the goals of the nation or state or a portion thereof. 

Alternatively, Human Capital as the aggregation of the innate abilities and the knowledge and 

skills that individuals acquire and develop throughout their lifetime. 

 Elements of  Human Capital: 

There are basically three elements of Human Capital are as follows. 

 

 

 

  

 

People

Role 
Played

Skill

People 

Skill 

Role 

Played 

 

Human 

Capital 

https://en.wikipedia.org/wiki/Knowledge
https://en.wikipedia.org/wiki/Habit
https://en.wikipedia.org/wiki/Social
https://en.wikipedia.org/wiki/Personality
https://en.wikipedia.org/wiki/Creativity
https://en.wikipedia.org/wiki/Labour_(economics)
https://en.wikipedia.org/wiki/Economic_value


(a) People    

(b) Skill 

© Role Played 

 Characteristics of Human Capital 

 Human capital comprises an innate and an acquired component.  

 Human capital is a non-tradable good.  

 Human capital can be acquired either formally or informally.  

 Human capital has qualitative as well as quantitative aspects. 

 Human capital can be either general or specific. 

 HUMAN CAPITAL AND PHYSICAL CAPITAL 

 Difference between Human Capital & Physical Capital 

Basis Human Capital Physical Capital 

Meaning 

Human capital is the stock of knowledge , 

skill and productivity embodied in human 

being 

Physical capital is the stock of physical 

assets which helps in further production 

process 

Tangibility It is intangible It is tangible 

Separable It cannot be separated from its owner It can be separable from its owner 

Returns 
Investments in Human capital generate both  

pecuniary and non-pecuniary returns 

Investments in physical capital generate 

only pecuniary returns 

Depreciation 
It depreciates slowly , but can be restored 

through training 
It depreciates rapidly with time 

Superiority 
It is superior to Physical capital give rise to 

another Human Capital 

It is inferior to Human capital as it can be 

used only by the help of Human Capital 

  



HUMAN CAPITAL FORMATION - MEANING, STRATEGY 

 Meaning of Human Capital Formation: 

Human Capital formation is the process of addition to the stock of knowledge, sill and 

productivity of human being. 

 Strategy for Human Capital Formation: 

According T.W. Schultz, there are five ways of developing human capital. 

a. Provision of health facilities which affect the life expectancy, strength, 

vigor and vitality of the people. 

b. Provision of on the job training which enhances the skill of labor force. 

c. Arranging education at the primary, secondary and higher levels. 

d. Study and extension programmer for the adults. 

e. Provision of adequate migration facilities to families to adjust to 

changing job opportunities. 

f.  

 

 SOURCES OF HUMAN CAPITAL FORMATION 

The sources of human capital formation are as follows. 

 Investment on education: 

 Investment on Health: 

 Investment on on-the –job training: 

 Investment on acquiring Information: 

 Investment on Migration: 

 IMPORTANCE OF HUMAN CAPITAL FORMATION 

The significance of the human capital can be assessed from the following arguments. 



 Better use of Capital Goods: 

 Better use of Improved Knowledge: 

 Modernization of Attitudes: 

  Economic Growth: 

 Effective use of physical capital:  

   Increases life expectancy:  

   Improves Quality of life:  

 Control of population growth:  

 Problems of Human Capital Formation in India: 

 The main problems of human capital formation in less developed countries like 

India in brief are as under. 

 1. Faster increase in population.  

 2. Defective pattern of investment in education. In the developing  

 3. More stress on the provision of building and equipments.  

 4. Shortage of health and nutrition facilities.  

  5. No facilities of on the job training.  

  6. Study programme for adults.  

  7. Half hearted measures for promotion of employment.  

  8. No manpower planning.  

  9. Neglect of agriculture education.  

 PROSPECTS OF HUMAN DEVELOPMENT IN INDIA 

 The seventh five year plan stressed upon the importance of human capital. 

 In India, ministry of education at the centre and state level NCERT, 

(National Council of Educational Research and Training), UGC (University 

Grants commission) , AICTE (All India Council of Technical Education) 

Regulate the education sector. 



 In India, Ministry of Health at the union and the State level and ICMR 

(Indian Council of Medical Research) regulate the health sector. 

 World Bank states that India will become the knowledge economy. Also if 

India uses its knowledge as much as Ireland does, than the per capita 

income will rise $ 3000 by the year 2020. 

 HUMAN CAPITAL AND HUMAN DEVELOPMENT 

Human capital and human development are interlinked with each other. Still there is a line of 

distinction between these two. This is as follows. 

Basis Human capital Human development 

Meaning 
The stock of knowledge and skill 

embodied in human being 

Human development is the process of well 

being of the human being 

Role of education 

and health 

Human Capital consider education & 

health 

as a means to increase labour 

productivity 

Human Development is leased on the 

Idea that education & health are 

integral to human well being 

Productivity of 

investment 

In Human capital, investment in 

education 

and health is considered to be 

unproductive, 

if it does not increase output of goods 

& services 

In case of human development, 

investments in education and health 

is taken to be productive, even if it 

does not leads to higher output 

Treatment of Human 

being  

Human capital treats human beings as 

a 

means to an end; the end being the 

increase 

in productivity 

Human capital treats human beings as an 

end in itself 

 Human capital and Economic Growth: 

Human capital formation raises the process of Economic Growth and economic growth raises the 

process of human capital formation 

 

 



 Rise in human capital raise economic growth - 

 

 

Modern attitude and outlook, better quality of life, 

Higher life expectancy 

More Efficiency 

More Production 

 

 Rise in economic growth raises human capital formation - 

 

 

Rise in per capita income 

 

More investment in education and health 

 

 

 

 EDUCATION SECTOR IN INDIA 

 Importance and objectives of education: 

 Education produces good citizens. 

 Education facilitates use of resources in the country. 

 Develops science and technology. 

 Expands mental horizon of the people. 

 Promotes cultural standard of the citizens. 

 Develops human personality. 

 Problems relating to development of education in India. 

 Large number of illiterates 

 Inadequate vocationalisation 

 Gender bios 

 Low rural access level 

 Low government expenditure on education 

 

Rise in Human 

CapitalCapia 

Economic Growth 

Rise in Economic Growth 

Rise in Human Capital 



 Growth of Education Sector in India 

There has been considered growth in the field of Education. The number of schools increased from 

230.7 thousands (1950-51) to 1,215.8 thousands (2005-06). The no. of teachers in the same period 

increased from 751 thousand to 6010 thousands & no of students from 23,800 thousands to 2, 22,700 

thousands.  

 Gross Environment Ratio 

Gross Enrollment Ratio (GER) is the total enrolment of pupil in grade or cycle or level of education, 

regardless of age, expressed as percentage of the corresponding eligible official age group population 

in a given school year. GER in elementary education increased steadily from 82% in 1950-51 to 

94.85% in 2005-06. 

 Literacy Rate 

The literacy rate has increased from 18.33% to in 1951 to 64.84% in 2001 

 Elementary Education in India 

Elementary Education in India means eight years of schooling from the age of six i.e. primary & 

middle school education together, is called Elementary Education. Elementary Education, therefore is 

the foundation on which the development of every citizens and the nation as a whole hinges. The 

government has made elementary education compulsory and free. But, the goal of universal 

elementary education in India has been very difficult to achieve till now. In December 2002, the 

government of India made free and compulsory education, a fundamental right of all children in the 

age group of 6-14 years. 

 Primary Education Schemes 

Government has made number of schemes to make “Education for all” 

The following are the few schemes 

 SarvaShikshaAbhiyan (SSA) 

It was launched in 2001 to universalize & improve the quality of Elementary Education 

in India through community ownership of Elementary Education. The SSA is being implemented in 

partnership with states to address the needs of children in age group of 6-14 years. The achievements 

under SSA up to September 30, 2007, include constructions of 7, 13,179 additional classrooms, 1, 

72,381 drinking water facilities, construction of 2, 18,075 toilets. Supply of free textbooks of 6.64 

crore children & appointment of 8.10 lakh teacher’s besides opening of 1,86,985 (till 31.3.07) new 

schools. 

 National Programme for Education of Girls at Elementary Education 

(NPEGEL): 

The programme is aimed at enhancing girl’s education by providing additional support 



for development of a model girl child friendly school. In every cluster with more intense 

community mobilization and supervision of girls enrolment in schools. Under NPEGEL, 35,252 

models schools have been opened. In addition to supporting 25,537 Early Childhood Care & 

Education (ECCE) centers. Besides, 24,837 additional classrooms have been constructed and 18.75 

lakh teachers have been given training on gender sensitization. 

 Kasturba Gandhi Balika Vidyalaya (KGBV) 

The Kasturba Gandhi Balika Vidyalaya (KGBV) scheme was launched in July 2004 for 

setting up residential schools at upper primary level, for girls belonging predominantly to the SC, ST, 

OBC & minority community. The scheme ran as separate scheme for two years but was merged with 

SarvaSikshaAbhiyanw.e.f April 1, 2007. 

 Secondary Education 

Secondary Education, which starts with classes IX and X leads to senior secondary classes XI and XII 

aims to in cooperate basic skills & analytical abilities. It provides a stepping stone to higher 

professional and technical education. 

 Higher Education 

The Higher Education System comprises both general and technical education. The higher education 

has undergone a manifold expansion since Independence. The no. of universities in the country has 

increased from 27 in 1950-51 to 350 in 2005-06 .University Grants Commission (UGC) takes 

measures for promotion and coordination of university education and determination and maintenance 

of standards in teaching, examination and research in universities and allocation and disbursement of 

grants to them. 

 Technical Education 

Technical Education plays a vital role in human resources development of the country by creating 

skilled manpower, enhancing Industrial productivity and improving the quality of life. Since 

independence, there has been a phenomenal expansion of Technical Education Sector in the country. 

With 43 diploma level polytechnic at the time of independence, the no. increased to 1,231 in 2000-01. 

Similarly, the no. of degree level engineering institutions rose from 38 in 1947 to 1265 in 2001-02. 

All India Council for Technical Education (AICTE) is the apex body in the field of Technical 

Education. 
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FEEDBACK SUMMARY:- 

 

Consolidated PARTICIPANTS' FEEDBACK FOR 3-Day Workshop/Training on “Developing Self Learning Modules for 

difficult areas in Economics for Classes XI & XII”   For PGT (Economics)-21-23 October 2019: 

आयोजनस्थल /VENUE :  ZIET BHUABNESWAR                                         दिनांक / DATE:23.10.2019 

                                                                       भाग – अ/ PART A 

                  PUT A       TICK MARK/ आपकीसुविधाअनुसारकॉलममेँगे्रडलगाएँ  

S.N

. 
प्रश्न / QUESTION  

उत्कृष्ट 
बहुत
अच्छा 

अच्छा औसत औसतसेकम 
 

EXCELLENT 
VERY 

GOOD 
GOOD AVERAGE 

BELOW 

AVERAGE 

Total 

1 कार्यक्रमकाविषर्िस्तु /CONTENT OF COURSE 29 11 01     41 

2 निर्ायरितकार्यक्रम /SCHEDULE PLANNED 25 15 01     41 

3 
ककससीमातककार्यक्रमसेआपकीअपेक्षाएँपूिीहुई/EXTENT 

TO WHICH EXPECTATION WAS FULFILLED  
17 23 01     

41 

 4.                         दिरे्गएव्र्ाख्र्ाि/कक्रर्ाओंकीगुणित्ता/QUALITY OF  LECTURES/ACTIVITIES 
 

A 
Training Coordinator: Mr.Parsuram Shukla, 

TA(Econ.)ZIET BBSR 
35 05 01   

41 

B 
ResourcePerson:Mr.S.K.BaliarSingh, 

PGT(Economics)KV INS Chilka. 
35 05 01   

41 

C 
Resource Person:Mr.Subash Chandra Jena, 

PGT(Economics)K.V.No3 Bhubaneswar 
37 03 01   

         41 

  5.             दिरे्गएव्र्ाख्र्ाि/कक्रर्ाओंकीगुणित्ता/QUALITY OF  LECTURES/ACTIVITIES By 
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Prof.R.N.Patra,Visiting Prof. COATS  

Koraput,(GL)Balance of Payments account & 

Determinants of foreign exchange rate-XII 
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D 
Dr.H.S.Rout,Reader  Dept. of Econ.UU 

Bhubaneswar(GL)Human Capital Formation-XII 
22 14 03 02  

41 

6 
ASSISTANCE FROM TRAINING FACULTIES OF 

ZIET BHUBANESWAR 
28 12 01   

41 

7 
कार्ायलर्कमयचारिर्ोंकासहर्ोग/ASSISTANCE FROM 

OFFICE STAFF 
24 12 05 

  

41 

8 

कार्यक्रमकेललएमूलभूतसुविर्ाओंकीउप्लब्र्त्ता/INFRAST

RUCTURE FACILITIES AVAILABLE FOR 

COURSE 

16 16 06 03 
 

41 

9 QUALITY OF WORKING LUNCH 23 15 02 01 
 

41 

10 कार्यक्रमकासम्पूणयमूलर्ांकि/OVERALL RATING OF THE 

COURSE 
28 12 01 
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