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1.1 Basics
Economics is the science of analyzing the production, 

distribution and consumption of goods and services. In 

other words, what choices people make; how and why 

they make them when making purchases.

Scarcity is the basic economic problem that exists 

because we as humans have unlimited wants that cannot 

be met by the limited amount of resources our world 

has. Any good or service that has a non-zero price is 

considered scarce. It will cost you something to consume 

that good or service. Without scarcity, there would be 

no reason to study economics. People would consume 

everything they could possibly consume and not have to 

make choices or trade-offs between goods and services. 

Therefore, Economics is the study of how societies use 

scarce resources to produce valuable commodities and 

distribute them among different people.

1.2 Factors of Production

It is an economic term to describe the inputs that are used 

in the production of goods or services in the attempt to 

make an economic profit. The factors of production include 

land, labour, capital and entrepreneurship.

Land
• Land is an economic resource encompassing natural 

resources found within a nation’s economy.

• This resource includes timber, land, fisheries, farms 

and other similar natural resources.

• Land is usually a limited resource for many economies. 

Example: India has 15% of the global population but 

only 2.4% of the global land.

Labour
• Labour represents the human capital available to 

transform raw material or national resources into 

consumer goods.

• Human capital includes all able-bodied individuals 
capable of working in the nation’s economy and 
providing various services to other individuals or 
businesses.

• This factor of production is a flexible resource as 
workers can be allocated to different areas of the 
economy for producing consumer goods or services.

• Human capital can also be improved through training 

or educating workers.

Capital
• Capital has two economic definitions as a factor of 

production.

• Capital represents the monetary resources companies 

use to purchase natural resources, land and other 

capital goods. 

• Capital also represents the major physical assets 

individuals and companies use when producing 

goods or services. These assets include buildings, 

production facilities, equipment, vehicles and other 

similar items.

Entrepreneurship
• Entrepreneurship is considered a factor of production 

because economic resources can exist in an economy 

and still not be transformed into consumer goods.

• Entrepreneurs usually have an idea for creating 

a valuable good or service and assume the risk 

involved with transforming economic resources into 

consumer products for which they earn profit.
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1.3 Types of Goods
Final Goods
Any good or service purchased by the consumer 
(Individual or Enterprise) can be for final use or for use in 
further production. An item that is meant for final use and 
will not pass through any more stages of production or 
transformations is called a final good.

Features
• Once it has been sold, it passes out of the active 

economic flow.

• It will not undergo any further transformation at the 
hands of any producer. 

• It may however, undergo transformation by the action 
of the ultimate purchaser. In fact, many such final 
goods are transformed during their consumption.

Example

The tea leaves purchased by the consumer are not 
consumed in that form – they are used to make drinkable 
tea which is consumed. Similarly, most of the items that 
enter our kitchen are transformed through the process 
of cooking. But cooking at home is not an economic 
activity even though the product involved undergoes 
transformation. Home cooked food is not sold to the 
market. However if the same cooking or tea brewing was 
done in a restaurant where the cooked product would 
be sold to the customers, then the same items such as 
tea leaves would cease to be final goods and would be 
counted as inputs to which economic addition takes 
place. Thus, it is not in the nature of the good but in 
the economic nature of its use that a good becomes a 
final good. Final goods can be further distinguished into 
consumer goods and capital goods.

Consumer Goods Capital Goods

Goods bought and used by consumers, rather than by 
manufacturers for producing other goods.

Examples: Food, shirt, shoes, cigarettes, pen, etc.

They sustain the consumption of people.

Further classified into durable and non-durable goods.

Durable goods can be used repeatedly over a 
considerable period. e.g., pen, shirt, shoes, TV.

Non-durable goods are single use goods which are used 
up by consumers in a single act of consumption, e.g., milk, 
fruits, matches, cigarettes, coal, etc.

Goods which are used in the production process.

Example: Machinery, Building, Furniture etc.

They help in the production of other commodities, but they 
themselves don’t get transformed in the process.

These goods form a part of capital of an enterprise.

They gradually undergo wear and tear, and thus are repaired 
or gradually replaced over time.
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Intermediate Goods
Of the total production-taking place in the economy, a large 
number of products do not end up in final consumption 
and are not capital goods either. Such goods may be used 
by other producers as material inputs. Examples are steel 
sheets used for making automobiles and copper used for 
making utensils. These are intermediate goods, mostly 
used as raw material or inputs for production of other 
commodities. These are not final goods.

1.4 Study of Economics
The study of economics can be subcategorized into 
Microeconomics and Macroeconomics.

• Microeconomics is the study of economics at the 
individual or business level; how individual people or 
businesses behave given scarcity and government 
intervention. Microeconomics includes concepts 
such as supply and demand, price elasticity, quantity 
demanded and quantity supplied.

• Macroeconomics is the study of the performance and 
structure of the whole economy rather than individual 
markets. Macroeconomics includes concepts such 
as inflation, international trade, unemployment, and 
national consumption and production.

1.5 Schools of Economic 
Thought
There are also schools of economic thought. Two of the 
most common are Classical and Keynesian.

• The Classical view believes that free markets are the 
best way to allocate resources and the government’s 
role should be limited to that of a fair and strict referee.

• In contrast, the Keynesian approach believes that 
markets do not work well at allocating resources on 
their own and that governments must step in from time 
to time and actively reallocates resources efficiently.

1.6 Types of Economy

In Terms of Role of State

The most contentious issue that has affected civilized 

history of humankind is how the production process in an 

economy should be organized. Whether the production 

should be the sole responsibility of State/Government or 

should it be left altogether to the private sector? 

Every society has to answer three questions, which 

determine the type of economic system:

• What goods and services should be produced in the 

country?

• How should the goods and services be produced? 

Should producers use more human labour or more 

capital (machines) for producing things?

• How should the goods and services be distributed 

among people?

Based on the answer of these three questions, the 

economic systems are classified into 3 categories:

Capitalist

The capitalistic form of economy has its origin in the famous 

work of Adam Smith – An Enquiry into the Nature and the 

Causes of the Wealth of Nations (1776). He stressed on 

‘laissez faire’ state i.e., non-interference by the government.

The decisions of what to produce, how much to produce 
and at what price to sell ,are taken by the market, by the 
private enterprises in this system with the state having no 
economic role.

• In a capitalist economy, the market determines prices 
through the laws of supply and demand.

 For example, when demand for coffee increases, 
a profit-seeking business will boost prices in order 
to increase its profit. If, at the same time, society’s 
appetite for tea diminishes, growers will face lower 
prices and aggregate production will decline. 

• If labour is cheaper than capital, more labour-intensive 
methods of production will be used and vice-versa.

• In a capitalist society, the goods produced are 
distributed among people not on the basis of what 
people need but on the basis of what people can 
afford and are willing to purchase. This means that a 
sick person will be able to use the required medicine 
only if he/she can afford to buy it; if they cannot afford 
the medicine, they will not be able to use it even if they 
need it urgently.
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Socialist

The socialistic form 
of economy was 
rooted in the ideas of 
historical change 
proposed by the 
German philosopher 
Karl Marx (1818-83). 

More specifically, 

this kind of economic 

system first came up in the erstwhile USSR after the 

Bolshevik Revolution (1917) and got its ideal shape in the 

People’s Republic of China (1949).

Under a true socialist system, it is the government’s role 

to determine output and pricing levels. The challenge is 

synchronising these decisions with the needs of consumers. 

A socialist society answers the above three questions in a 

totally different manner:

• In a socialist society the government decides what 

goods are to be produced in accordance with the 

needs of society. 

• The government decides how goods are to be 

produced and how they should be distributed. 

• In principle, distribution under socialism is supposed 

to be based on what people need and not on what 

they can afford to purchase. Unlike capitalism, for 

example, a socialist nation provides free healthcare to 

the citizens who need it. Strictly, a socialist society has 

no private property since everything is owned by the 

state.

• Socialistic economy emphasized the collective 

ownership of the means of production (property and 

assets) and it also ascribed a large role to the state in 

running the economy, 

• Communist economy advocates withering away of the 

state where means of production would be owned by 

community.

Mixed Economy

It is an economic system that 

features characteristics of both 

capitalism and socialism. A 

mixed economic system allows a 

level of private economic 

freedom in the use of capital, but 

also allows for governments to 

interfere in economic activities in 

order to achieve social aims. 

Mixed economic systems are not laissez-faire systems: the 
government is involved in planning the use of resources 
and can exert control over businesses in the private sector. 
Governments may seek to redistribute wealth by taxing 
the private sector, and using funds from taxes to promote 
social objectives.

Model Adopted by India
The leaders of Independent India had to decide the type 
of economic system most suitable for our nation, which 
would promote the welfare of all rather than a few.

Among the different types of economic systems, socialism 

appealed to Jawaharlal Nehru the most. However, he was 

not in favour of the kind of socialism established in the 

former Soviet Union where all the means of production, i.e. 

all the factories and farms in the country, were owned by 

the government. There was no private property. It was not 

possible in a democracy like India for the government to 

change the ownership pattern of land and other properties 

of its citizens in the way that it was done in the former Soviet 

Union.

The leaders found the answer in an economic system, 

which, in their view, combined the best features of 

socialism without its drawbacks. In this view, India would 

be a socialist society with a strong public sector but also 

with private property and democracy; the government 

would plan economy with the private sector being 

encouraged to be part of the plan effort.

So, after Independence, India opted for the Mixed 

Economy. In the process of organizing the economy, 

some basic and important infrastructural economic 

responsibilities were taken up by the State Governments 

(centre and state) and rest of the economic activities was 

left to private enterprise i.e. the market.
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22Microeconomics

2.1 Basic Concepts

Microeconomics is the study of economic tendencies, or 

what is likely to happen when individuals make certain 

choices or when the factors of production change. 

Individual actors are often broken down into micro-

economic subgroups, such as buyers, sellers and 

business owners.

Theory of Choice

A production function expresses the fact that a firm’s 

output depends on the quantity of inputs it employs. 

If the firm wants to maximize profits (defined as the 

difference between the sales value of its output and the 

cost of its inputs), it will select that combination of inputs 

that minimizes its expenses and therefore maximizes its 

revenue. 

Each household is endowed with definite “tastes” that 

can be expressed in a series of “utility functions.” A utility 

function (an equation similar to the production function) 

shows that the pleasure or satisfaction households derive 

from consumption will depend on the products they 

purchase and on how they consume these products.

It is necessary to assume that households seek to maximize 

satisfaction and that they will distribute their given incomes 

among available consumer goods in a way that derives the 

largest possible “utility” from consumption. Their incomes, 

however, remain to be determined.

In economic theory, the production function contributes to 

the calculation of supply curves (graphic representations 

of the relationship between product price and quantity that 

a seller is willing and able to supply) for firms in product 

markets and demand curves (graphic representations of 

the relationship between product price and the quantity of 

the product demanded) for firms in factor markets. 

All of these demand and supply curves express the 

quantities demanded and supplied as a function of prices 

not because price alone determines economic behavior 

but because the purpose is to arrive at a theory of price 

determination.

The important point is 

that most demand curves 

are negatively inclined/

sloping (consumers 

demand less as the price 

rises), while most supply 

curves are positively 

i n c l i n e d / s l o p i n g 

(suppliers are likely to 

produce more at higher prices). The participants in a 

market will be driven to the price at which the two curves 

intersect; this price is called the “equilibrium” price or 

“market-clearing” price because it is the only price at 

which supply and demand are equal.

Demand Curve

The demand curve is a relation between the quantity of the 

good chosen by a consumer and the price of the good. The 

independent variable (price) is measured along the vertical 

axis and dependent variable (quantity) is measured along 

the horizontal axis. The demand curve gives the quantity 

demanded by the consumer at each price.

The demand curve will move downward from the left to the 

right, which expresses the law of demand: as the price 

of a given commodity increases, the quantity demanded 

decreases, all other factors being equal.

Law of Demand

Law of Demand states that the other factors remaining 

constant, price and quantity demanded of any good and 

services are inversely related to each other. When the price 

of a product increases, the demand for the product will 

fall. In other words, higher price leads to a lower quantity 

demanded and that a lower price leads to a higher quantity 

demanded, assuming the other factors affecting demand 

remain constant. The given below diagram explains the 

law of demand clearly:

As the Price of commodity decreases from ` 5 to ` 2, the 

quantity demanded of the commodity increases from 100 

units to 400 units. 



Assumptions to the Law of Demand:

1. Income of the Consumer: If there is a change in the 
income of the consumer then the law of demand would 
have no effect. If the income of consumer rises then 
even during price rise, the demand of consumer would 
be unaffected. Vice versa if the income of the consumer 
falls then even during price fall, the consumer demand 
would be less.

2. Consumer Taste and Preferences: If the taste, 
preference, custom or habit of the consumer changes 
in respect to the product (either in favour or against the 
product) then the Law of Demand would be ineffective.

3. Size and Composition of Population: The size and 
composition of the total population should not change. 
As population increases, so does the demand of the 
commodity. With a change in the demographics of the 
population, the needs and demands of the population 
changes and so does the demand of the commodity.

Income Effect and Substitution Effect

The substitution effect is the economic understanding that 

as prices rise — or income decreases — consumers will 

replace more expensive items with less costly alternatives. 

Conversely, as the wealth of individuals increases, the 

opposite tends to be true, as lower-priced or inferior 

commodities are eschewed for more expensive, higher-

quality goods and services, known as the income effect. 

Although beneficial to some companies like discount 

retailers, the substitution effect is generally very negative 

within an economy, as it limits consumer and producer choice.

The income effect represents the change in an individual’s 

or economy’s income and its impact on the quantity 

demanded of a good or service. The relationship between 

income and quantity demanded is a positive one; as 

income increases, so does the quantity of goods and 

services demanded. For example, when an individual’s 

income increases, that person demands more goods and 

services, thus increasing consumption, all things equal.

Giffen Goods
A Giffen good is a good for which demand increases as 
the price increases, and falls when the price decreases. 
A Giffen good has an upward-sloping demand curve, as 
shown in the graph, which is contrary to the fundamental 
law of demand.

A Giffen good is typically an inferior good that does not 
have easily available substitutes, as a result of which the 
income effect dominates the substitution effect. Staple 
foods are an example of Giffen Goods. They are consumed 
by people living in poverty for the sole reason that they 
are unable to afford superior foodstuffs. As the price of 
a staple food rises, consumers are unable to supplement 
their diet with the more expensive foods, causing demand 
to increase as the price of the staple food increases.

Veblen Goods
A good for which demand increases as the price increases, 
because of its exclusive nature and appeal as a status 
symbol. A Veblen good, like a Giffen good, has an upward-
sloping demand curve, which runs counter to the typical 
downward-sloping curve.

However, a Veblen good is generally a high-quality, coveted 
product, in contrast to a Giffen good which is an inferior 
product that does not have easily available substitutes. As 
well, the increase in demand for a Veblen good reflects 
consumer tastes and preferences, unlike a Giffen good, 
where higher demand is directly attributable to the price 
increase.

2.2. Demand Elasticity (DE)
Demand elasticity refers to how sensitive the demand for 
a good is to changes in other economic variables, such 
as the prices and consumer income. Demand elasticity is 
calculated by taking the percent change in quantity of a 
good demanded and dividing it by a percent change in 
another economic variable. Higher demand elasticity for 
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a particular economic variable means that consumers are 
more responsive to changes in this variable, such as price 
or income.

• Case 1: DE > 1, it is called elastic that is it reacts 
proportionately higher to changes in other economic 
factors.

• Case 2: DE < 1, it is called inelastic and the demand 
reacts proportionately lower to changes in another 
variable.

Types of Demand Elasticity

Cross Elasticity

The measure of responsiveness of the demand for a good 
towards the change in the price of a related good is called 
cross price elasticity of demand. It is always measured in 
percentage terms.

With the consumption behavior being related, the 
change in the price of a related good leads to a change 
in the demand of another good. Related goods are of 
two kinds, i.e., substitutes and complementary goods.

Substitute Goods

The cross elasticity of demand for substitute goods 
is always positive because the demand for one good 
increases if the price for the other good increases.

In case the two goods are substitutes for each other like 
tea and coffee, the cross price elasticity will be positive, 
i.e., if the price of coffee increases, the demand for tea 
increases.

Complementary Goods

The cross elasticity of demand for complementary goods 
is negative. As the price for one goods increases, an item 
closely associated with that item and necessary for its 
consumption decreases because the demand for the main 
good has also dropped.

In case the goods are complementary in nature like pen 
and ink, then the cross elasticity will be negative, i.e. 
demand for ink will decrease if prices of pen increase or 
vice-versa.

Price Elasticity of Demand

Price elasticity of demand is a measure of the relationship 
between a change in the quantity demanded of a particular 
good and a change in its price. The degree to which rising 
price translates into falling demand is called demand 
elasticity or price elasticity of demand.

=

% age change in

quantity demanded
Price Elasticity of Demand PED

% age change in p
( )

rice

If a small change in price is accompanied by a large change 
in quantity demanded, the product is said to be elastic 
(or responsive to price changes). Conversely, a product 
is inelastic if a large change in price is accompanied by 
a small amount of change in quantity demanded. Price 
elasticity of demand measures the responsiveness of 
demand to changes in price for a particular good.

• Case 1: If PED = 0, demand is perfectly inelastic. 
When the consumers do not respond to the increase 
or decrease in the price of a good, and the demand 
remains unchanged, it is said to be perfectly inelastic 
(i.e., demand does not change when price changes). 
For Example: Insulin for a Diabetic patient etc. i.e., 
items of necessity.
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33National Income 
Accounting
3.1 Introduction

National Income (NI) accounting is a bookkeeping system 

that a national government uses to measure the level of 

the country’s economic activity in a given time period. 

Accounting records of this nature include data regarding 

total revenues earned by domestic corporations, wages 

paid to foreign and domestic workers, and the amount 

spent on sales and income taxes by corporations and 

individuals residing in the country. 

According to D.C. Colander, “National Income accounting 

is a set of rules and definitions for measuring economic 

activity in the aggregate economy.” It tries to summarise the 

performance of an economy by measuring national income 

aggregates in a year. Some of the metrics calculated by 

using national income accounting include Gross Domestic 

Product (GDP), Gross National Product (GNP) and Gross 

National Income (GNI).

3.2 Uses of NI Accounting
• It indicates performance of the economy signifying 

economy’s strength and failures

• It helps to find out structural changes in the economy. 

For instance, in India, proportional share of primary 

(agricultural) sector in national income is declining 

whereas those of secondary (industrial) sector and 

tertiary (services) sector are rising.

• It helps in assessing the current standard of living or 

the income distribution within a population.

• It helps in making comparison among nations in respect 

of national income and per capita income which lead us 

to make suitable changes in plans and approaches to 

achieve rapid economic development.

Therefore, national income data, in a way, is manifestation 

of material results of human activity in an economy. 

National income accounting demands an understanding 

of the structure of the macro economy which is exposed 

through a Circular Flow of Income and Product.

3.3 Circular Flow of Income
The circular flow of income 

is a model of the economy 

in which major exchanges 

are represented as flows 

of money, goods, services 

etc., between economic 

agents. The flows of 

money and goods 

exchanged in a closed 

circuit correspond in value, but run in the opposite 

direction. The circular flow analysis is the basis of national 

accounts and hence of macroeconomics.

Production, consumption and investment are important 

economic activities of an economy. In carrying out these 

economic activities, people make transactions between 

different sectors of the economy. Because of these 

transactions, income and expenditure move in circular 

form. This is called circular flow of income. It is based 

on two principles.

(i) The expenditure of the buyer because of the income of 

the sellers.

(ii) Good and services flow in one direction from sellers to 

the buyers while money payment for these goods, and 

services flow in opposite direction i.e. from buyers to 

sellers.

In this way, the flow of goods and services (real flow) and 

flow of money payments (money flow) together make a 

circular flow.

Importance of Circular Flow

The concept of the circular flow gives a clear-cut picture 

of the economy. We can know whether the economy is 

working efficiently or whether there is any disturbance 

in its smooth functioning. As such, the circular flow is of 

immense significance for studying the functioning of the 

economy and for helping the government in formulating 

policy measures.



• It is with the help of circular flow that the problems of 

disequilibrium and the restoration of equilibrium can 

be studied.

• The circular flow establishes a link between producers 

and consumers. It is through income that producers 

buy the services of the factors of production from the 

consumers with which the latter, in turn, purchase 

goods from the producers.

• The study of circular flow also highlights the importance 

of monetary policy to bring about the equality of saving 

and investment in the economy.

Flow with Saving and Investment
It reflects that how their savings will affect money flows in 
the economy if households save a part of their income.

When households save, their expenditure on goods and 
services will decline to that extent and as a result money 
flow to the business firms will contract. But savings 
by households need not lead to reduced aggregate 

spending and income if they find their way back into flow 

of expenditure. In free market economies there exists a 

set of institutions such as banks, insurance companies, 

financial houses, stock markets where households deposit 

their savings. The government affects the economy in a 

number of ways.

Flows in the Four Sector Open Economy: 
Adding Foreign Sector

Foreigners interact with the domestic firms and households 

through exports and imports of goods and services as 

well as through borrowing and lending operations through 

financial market. Goods and services produced within 

the domestic territory which are sold to the foreigners are 

called exports. On the other hand, purchases of foreign-

made goods and services by domestic households are 

called imports.

3.4 Basic Concepts

Gross Domestic Product (GDP)
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Gross Domestic Product measures the aggregate 

production of final goods and services taking place within 

the domestic economy during a year.

Features of GDP

GDP has certain features. They are:

(i) GDP is expressed in monetary terms. It is the money 

value of all the goods and services produced 

domestically in a year.

(ii) GDP takes into account all the values of final goods 

and services produced annually.

(iii) GDP is a measure of value added, it’s not about output.

(iv) GDP takes into account those goods which are 

brought to the market for sale. Thus, it includes the 

goods having market values.

(v) GDP at market price never includes depreciation of 

capital goods in course of production.

(vi) Transfer payment like pension, maternity benefits, 

unemployment allowance etc. are not included in 

GDP since, they have no contribution for production of 

output.

Gross National Product (GNP)

Gross national product (GNP) is an estimate of total value 

of all the final products and services produced in a given 

period by the means of production owned by a country’s 

citizens. GNP is related to GDP in the sense that, GNP 

starts with GDP, adds citizens’ investment income from 

overseas investments, and subtracts foreign citizens’ 

investment income earned within a country.

GNP measures the total monetary value of the total output 

produced by a country’s citizens. Therefore, any output 

produced by foreign residents within the country’s borders 

must be excluded in calculations of GNP, while any output 

produced by the country’s citizens outside of its borders 

must be counted. GNP does not include intermediary 

goods and services to avoid double-counting since they 

are already incorporated in the value of final products and 

services.

Net Factor Income from Abroad

GNP can be calculated using the following formula:

GNP = GDP + Factor income earned by the domestic 

factors of production employed in the rest of the world – 

Factor income earned by the factors of production of the 

rest of the world employed in the domestic economy

 GNP = GDP + Net factor income from abroad

GDP at Market Price and Factor Cost

GDP at market price (MP) is the money value of all domestic 
final gross output or product of a nation. The term domestic 
output refers to the output exclusively produced within the 
domestic territory of a country.

GDP estimated at market prices, includes indirect taxes 
but excludes subsidies. GDP estimated at factor cost, 
excludes indirect taxes but includes subsidies.

The term factor cost or basic price is used in the national 
accounts to refer to the prices of products as received 
by producers. Market prices are the prices as paid by 
consumers. Thus, factor cost or basic prices are equal to 
market prices minus taxes on products plus subsidies on 
products.

GDP Deflator

The GDP price deflator is an economic measure of inflation 
and is the ratio of nominal to real GDP. Thus if GDP stands 
for nominal GDP and gdp stands for real GDP then,

 GDP deflator = GDP/gdp.

It is important because an economy’s nominal GDP differs 
from its real GDP in that nominal GDP includes inflation, 
while real GDP does not. Nominal GDP is economic output 
without the inflation adjustment. Nominal GDP is usually 
higher than real GDP in cases where inflation is typically a 
positive number. 

GNP Deflator

It is an economic metric that accounts for the effects of 
inflation in the current year’s gross national product by 
converting its output to a level relative to a base period. 
The GNP deflator is calculated with the following formula:

 GNP Deflator = Nominal GNP/Real GNP.

The GNP deflator provides an alternative to the 

Consumer Price Index (CPI). The CPI is based upon a 

defined basket of goods and services while the GNP 

deflator incorporates all of the final goods produced by 

an economy. This allows the GNP to more accurately 

capture the effects of inflation since it's not limited to a 

smaller subset of goods.

Difference between GDP and GNP

Gross Domestic Product (GDP) and Gross National 
Product (GNP) both try to measure the market value of all 
goods and services produced for final sale in an economy. 
The difference is how each term interprets what constitutes 
the economy.
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