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Unit I:  
Evolution and definition of Economics,  
Nature & Scope of Economics,  
Methods of Economics Analysis  

 

Economics Meaning 

 As the science of decision-making, economic philosophy operates in our daily lives 

whether we realize it or not.  

 When we are evaluating the interest rates on our credit cards or trying to decide 

whether to buy or lease a new car or go out to dinner or on vacation, these are all 

decisions we make using economic thinking.  

 We live in a world of limited resources, and economics helps us decide how to use 

these limited inputs to satisfy our never-ending list of wants and needs.  

 Economics is also a large field with a rich history that's been explored and examined 

by hundreds of influential people, ranging from philosophers to politicians. 

 In its most simple and concise definition, economics is the study of how society uses 

its limited resources.  

 Economics is a social science that deals with the production, distribution, and 

consumption of goods and services.  

 Economics focuses heavily on the four factors of production, which are land, labor, 

capital, and enterprise. These are the four ingredients that make up economic activity 

in our world today and can each be studied individually. 

Two major factors are responsible for the emergence of economic problems. They are: i) 

the existence of unlimited human wants and ii) the scarcity of available resources. The 

numerous human wants are to be satisfied through the scarce resources available in nature. 

Economics deals with how the numerous human wants are to be satisfied with limited 

resources. Thus, the science of economics centres on WANT – EFFORT – SATISFACTION. 

 
Economics not only covers the decision making behaviour of individuals but also the 

macro variables of economics like national income, public finance, international trade and so 

on. 

Meaning 

Several Economists have defined economics taking different aspects into account. 

The word ‘Economics’ was derived from two Greek words, oikos (a house) and nemein (to 

manage) which would mean ‘managing an household’ using the limited funds available, in 

the most satisfactory manner possible. 

Definition of Economics 

As the science of decision-making, economic philosophy operates in our daily lives 

whether we realize it or not. When we are evaluating the interest rates on our credit cards or 
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trying to decide whether to buy or lease a new car or go out to dinner or on vacation, these 

are all decisions we make using economic thinking. We live in a world of limited resources, 

and economics helps us decide how to use these limited inputs to satisfy our never-ending list 

of wants and needs. Economics is also a large field with a rich history that's been explored 

and examined by hundreds of influential people, ranging from philosophers to politicians. 

In its most simple and concise definition, economics is the study of how society uses 

its limited resources. Economics is a social science that deals with the production, 

distribution, and consumption of goods and services. Economics focuses heavily on the four 

factors of production, which are land, labor, capital, and enterprise. These are the four 

ingredients that make up economic activity in our world today and can each be studied 

individually. 

Economics is split into the following two broad categories of study: 

 Macroeconomics - the branch of economics that studies the overall working of a 

national economy. It is more focused on the big picture and analyzing things such as 

growth, inflation, interest rates, unemployment, and taxes. When you hear the Federal 

Reserve is raising interest rates or that the national unemployment rate is 7.5%, you 

are hearing about macroeconomic topics. 

 Microeconomics - the branch of economics that studies how households and 

businesses reach decisions about purchasing, savings, setting prices, competition in 

business, etc. It focuses at the individual level, while macroeconomics looks at the 

decisions that affect entire countries and society as a whole. 

 

Evolution in Definition of Economics 

We can have a good idea about the nature and scope of economics by studying some 

of the important definitions of economics. Some of the important definitions of economics 

are those of leading economists like Adam Smith, Alfred Marshall, Lionel Robbins and 

Samuelson. 

 

Wealth definition- Adam Smith (1776): “Economics is the  science of wealth” 

 This Definition was introduced by Adam Smith.  

 He is also known as Father of Economics.  

 According to this definition  — 

 Economics is a science of study of wealth only 

 It deals with production, distribution and consumption 

 This wealth centered definition deals with the causes behind the creation of 

wealth, and 

 It only considers material wealth.  

Adam Smith (1723-90) defined economics as follows: “Economics is the science of 

wealth”. He is the author of the famous book “Wealth of Nations” (1776). He is known as the 

Father of Political Economy because he was the first person who put all the economic ideas 

in a systematic way. It is only after Adam Smith, we study economics as a systematic 

science. The term “wealth” has a special meaning in Economics.  

In the ordinary language, by “wealth”, we mean money, but in economics, wealth refers 

to those goods which satisfy human wants. But we should remember all goods which satisfy 
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human wants are not wealth. For example, air and sunlight are essential for us. We cannot 

live without them. But they are not regarded as wealth because they are available in 

abundance and unlimited in supply. We consider only those goods which are relatively scarce 

and have money value as wealth. 

 

Welfare Definition – Alfred Marshall (1890): “Economics is the study of man in 

the ordinary business of life”  

 This Definition was put forward by Alfred Marshall.  

 According to Alfred Marshall  “Economics is the study of man in the 

ordinary business of life”.  

 It examines how a person gets his income and how he invests it.  

 Thus on one side it is a study of wealth and 

 On the other most important side , it is a study of well-being (welfare). 

 

Alfred Marshall (1842-1924) wrote a book Principles of Economics in 1890. In it, he 

defined economics as “a study of mankind in the ordinary business of life”. An altered 

form of this definition is: “Economics is a study of man’s actions in the ordinary business 

of life”.  

Marshall agrees that economics studies about wealth. But he does not accept the view 

that economics studies about wealth alone. In the words of Marshall, “Economics is on 

the one side a study of wealth, and on the other and more important side, a part of the 

study of man. Man is the centre of his study. According to him, the study of man is more 

important than the study of wealth.  

In economics, we do not study about all aspects of humankind. As Cairncross puts it, 

economics studies about man as “buyer and seller, producer and consumer, saver and 

investor, employer and worker”. It studies about how people get their income, how they 

use it and how they make best use of their resources. 

 

Scarcity Definition – Lionel Robbins (1932): Economics is the aspect of scarcity 

in all economic behaviour 

 This definition was put forward by Robbins. 

 According to him “Economics is a science which studies human 

behavior as a relationship between ends and scarce means which have 

alternative uses. 

 Features: 

 Human wants are unlimited. 

 Alternative use of scarce resources.  

 Efficient use of resources. 

 Need for optimization(best allocation of resources).  

 

Lionel Robbins has defined economics as follows : “Economics is the science which 

studies human behaviour as a relationship between ends and scarce means which have 

alternative uses”.  
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Robbins has given the above definition in his book “An Essay on the Nature and 

significance of Economic Science”. 

The definition of Robbins is based on the following basic assumptions  

1. Ends are various. The term “ends” mean wants. Human wants are unlimited.  

2. Means are limited. Means like time, money and resources are limited.  

3. We can put time and money to alternative uses. For example, though time is limited, 

we can use it for different purposes. We can use time for earning money or we may 

enjoy it as leisure, and  

4. All wants are not of equal importance. 

 

Growth Definition – Paul. A. Samuelson (1948): Economics is concerned with 

determining the pattern of employment of scarce resources to produce commodities 

‘over time’. 

 This definition was introduced by Paul. A. Samuelson 

 According to him-”Economics is the science which studies human 

behaviour as a relationship between ends and scarce means  which 

have alternative uses”.  

 It analyses costs and benefits of improving patterns of resource 

allocation. 

 This definition is the combination of welfare and scarcity definition  

 

Samuelson’s definition is known as a modern definition of economics. According to 

Samuelson, “Economics is a social science concerned chiefly with the way society chooses 

to employ its resources, which have alternative uses, to produce goods and services for 

present and future consumption”.  

The above definition is general in nature. There are many common points in the 

definitions of Robbins and Samuelson.  

Samuelson’s definition tells us that economics is a social science and it is mainly 

concerned with the way how society employs its limited resources for alternative uses. All 

this we find in the definition of Robbins. But Samuelson goes a step further and discusses 

how a society uses limited resources for producing goods and services for present and future 

consumption of various people or groups. 

 

Nature and Scope of Economics 

Those days are gone, when people weren’t aware of the three basic rules of doing 

business. Nowadays, the tables have turned around. As, everybody wants to flourish their 

business to an apex level, for this, the understanding of economic concept is mandatory for 

all of us. 

Introduction to Economics 

Meaning of economics has been interpreted differently by different individuals. 

According to the Adam smith’s definition of economics, the concept of Economics is a 

wealth oriented. In his definition, a man is always looking to increase his economic profit. 

While on the other hand, Alfred Marshall says that economics is not only about money but 

https://blog.essaycorp.com/nature-and-scope-of-economics/
https://blog.essaycorp.com/nature-and-scope-of-economics/
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also connected with business too. According to him, spending money is also as important as 

earning. Though, there are infinite numbers of explanation by various philosophers. 

In simplest term, Economics is related to the aspects that determine the consumption, 

production, exchange and distribution of various goods and services. Well, the importance of 

economics as a subject is extensive and varied. The nature and scope of Economics mainly 

depend on the activities of economics agents and how their economics effort. To understand 

the economics in a detailed manner, then it’s time to analyze the nature of economics deeply. 

Nature of Economics 

When it comes to the nature of economics, there are several things that strike the 

doors of our mind, i.e. whether the economics is considered as a science or an art. This matter 

has always been in the great argument regarding various economists. But, now it’s time to lift 

up the curtains to find out about the nature of economics. 

Economics as a science: Before getting deep into the context of this topic, firstly it is 

significant to have an impression about science. It is mainly defined as the systematic study 

that signifies the cause and effect relationship. In science, it is the collection of facts and 

figures that should be analyzed correctly. Economics, yet, is treated as a social science due to 

these following features of science. 

It depends on the systematic collection and analysis of facts and figures. Likewise, in 

economics, all the theories connected with micro and macroeconomics is examined carefully. 

It is based on the formulation of theories and laws, 

It believes in tracing the cause and effect relationship. 

It can also make upcoming forecasts. 

It has a scale of measurement, as in economics, ‘money’ is considered as the measuring rod. 

From the above-mentioned points, it can be clearly stated that the nature of 

economics is correlated to science. Alike in science, various economic theories are based on 

logical reasoning. Let’s take an example to understand this. In science, there is Newton’s law 

of gravitation and in economics; law of demand signifies that there will be rise in demand if it 

is decreasing in price. 

Economics as an art: Now, the question arises why nature of economics is an art? 

According to the Marshall, art is the application of information and knowledge. As, in 

economics, art acts as a solution to all economic complications. Furthermore, there are 

several terms in economics like distribution, consumption, and production that offer the 

guidelines to us, that can be used to sort out the economic problems in society. 

Thus, from the above discussion, it can be clearly said that the economics is both a 

science and an art. 

Scope of Economics 

The basic concept of economics has a very vast scope and to understand this crucial 

aspect, it is really necessary to go through this concern very carefully.so, without wasting 

time, let’s go and comprehend it. 

Scope of economics can be classified broadly into two categories: 

I. Microeconomics: Microeconomics is the study of examining every individual 

economic activity, industries, and their interaction. It mainly observes how a person 

earns and spends his income. Besides it, the nature of microeconomics has 

certain key areas that must be taken into consideration.   

https://www.essaycorp.com/microeconomics-assignment-help.html
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Elasticity: Elasticity is used to determine the ratio of change in the proportion of one variable 

to the change in the proportion of another variable. Commonly used elasticity in the market: 

price elasticity of demand, the income elasticity of demand, the price elasticity of supply etc. 

Theory of production: In this study of production, the input is converted into output 

efficiently. Production can include storing, shipping, packaging, and manufacturing. 

Cost of production: In this theory, it states that the object price is determined by the price of 

resources. The cost can be comprised of land, labor, capital and technology. 

Monopoly: A monopoly can be defined as the state where a single firm is the one and only 

supplier of a specific commodity. 

Economics of Information: Information economics is a kind of theory, which shows how 

information can affect economic decisions. 

Oligopoly: It is termed as the situation where the small numbers of sellers dominate an 

industry or a market. 

II. Macroeconomics: It is the branch of economics, which deals with the economic 

functioning and its performance, decision making, and structure as a whole. 

However, there are some basic concepts of nature and scope of macroeconomics that 

makes it more interesting than any other. 

Output and income: Output can be defined as the total income that generates from the sold 

commodity. It is usually measured by the Gross Domestic Product (GDP). Moreover, there 

are many reasons for the rise in output: technological advancement, human capital, and better 

education. 

Unemployment: It is typically measured by the overall employment rate, which means the 

ratio of workers without employment in the workforce. But the people who are pursuing their 

education and retired are excluded from this unemployment rate. 

Inflation and deflation: In general terms, increase in price refers to inflation; while on the 

other hand, decrease in price refers to deflation in the economy. These fluctuations in the 

price can be easily measured by using price indexes. 

If you understand the subject better, you can do your assignments perfectly, but for 

students who face concern in doing their assignments, can reach Essay Corp for all 

assignment help. We have an economics expert who can write a perfect economic assignment 

that will help you in achieving best grades than ever. 

 

 

Method of Economic Analysis 

An economic theory derives laws or generalizations through two methods: 

(1) Deductive Method and (2) Inductive Method. 

  

These two ways of deriving economic generalizations are now explained in brief: 

  

(1) Deductive Method of Economic Analysis: 

The deductive method is also known as abstract method or analytical method. This 

method is based on a priori reasoning and conclusions are drawn from certain fundamental 

assumptions. Deduction method was very popular among the Greeks.  

https://www.essaycorp.com/macroeconomics-assignment-help.html
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Here is an example: All men are mortal Socrates is a man Socrates is mortal The 

deductive method moves from the general assumption to the specific application. Ricardo, a 

classical economist, made use of the deductive method. 

The deductive method is also named as analytical, abstract or prior method. The 

deductive method consists in deriving conclusions from general truths, takes few general 

principles and applies them draw conclusions. 

The classical and neo-classical school of economists notably, Ricardo, Senior, 

Cairnes, J.S. Mill, Malthus, Marshall, Pigou, applied the deductive method in their economic 

investigations. 

  

Merits of Deductive Method: 

The main merits of deductive method are as under: 

 This method is near to reality. It is less time consuming and less expensive. 

 The use of mathematical techniques in deducing theories of economics brings exactness 

and clarity in economic analysis. 

 There being limited scope of experimentation, the method helps in deriving economic 

theories. 

 The method is simple because it is analytical. 

  

(2) Inductive Method of Economic Analysis: 

The inductive method moves from specific observations to generalization. It was 

Francis Bacon who advocated inductive method in scientific enquiry. None of the above 

methods provides satisfactory system for solution of problems.  

Inductive method which also called empirical method was adopted by the “Historical 

School of Economists". It involves the process of reasoning from particular facts to general 

principle. 

This method derives economic generalizations on the basis of (i) Experimentations 

(ii) Observations and (iii) Statistical methods. 

In this method, data is collected about a certain economic phenomenon. These are 

systematically arranged and the general conclusions are drawn from them. 

For example, we observe 200 persons in the market. We find that nearly 195 persons 

buy from the cheapest shops, Out of the 5 which remains, 4 persons buy local products even 

at higher rate just to patronize their own products, while the fifth is a fool. From this 

observation, we can easily draw conclusions that people like to buy from a cheaper shop 

unless they are guided by patriotism or they are devoid of common sense. 

  

Steps of Inductive Method: 

 Observation. 

 Formation of hypothesis. 

 Generalization. 

 Verification. 

  

Merits of Inductive Method: 

 It is based on facts as such the method is realistic. 

 In order to test the economic principles, method makes statistical techniques. The 

inductive method is, therefore, more reliable. 

 Inductive method is dynamic. The changing economic phenomenon are analysed and 

on the basis of collected data, conclusions and solutions are drawn from them. 

 Induction method also helps in future investigations. 
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Conclusion: 

So Darwin, who is famous for this theory of evolution, by introducing the concept of 

hypothesis, has combined deductive and inductive methods.  

The important elements of Darwin’s deductive-inductive method are  

1. Identification of a problem  

2. Formulation of hypothesis (a hypothesis is an assumption or an intelligent guess)  

3. Collection, organization and analysis of data  

4. Formulation of conclusions  

5. Verification, rejection or modification of the hypothesis after testing it. 

In the past, there was a debate among economists about the question which is the best 

method? Inductive or Deductive? But the controversy is not there now. Today, economists 

feel that both induction and deduction are necessary for the scientific thought, as the right and 

left foot are both needed for walking”. 

  We can apply any of them or both as the situation demands. 
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Basic Concepts:  
Utility Demand, Supply, Commodity and their types,  
Value and Price,  
Market,  
Demand Supply equilibrium 

 

Utility 

The goods satisfy human wants. This want satisfying quality in a good is called 

Utility. Utility is that quality in a commodity by virtue of which it is capable of satisfying a 

human want. Air, water (free goods) and food, cloth etc. (economic goods) satisfies people’s 

wants and hence they possess utility. 

 Prof Waugh Said, “Utility is the power of commodity to satisfy human wants.” 

 In day to day life we use this term in different way but in Economics utility is having a 

specific meaning. Hence Utility and usefulness are different. For example a poison when 

we consume it is definitely injurious and hence it never is useful but it satisfies the 

human want, i.e. the want of person who decides to suicide and hence it possesses utility. 

 Utility is a consumer’s mind which gives it utility. A literate person may find utility in 

books, new paper etc. as he is able to read those, but on the contrary an illiterate person 

never find any utility. Thus utility depends on mans mind rather than on the things itself. 

 Utility varies in different situations. Moreover the same things may possess different 

utilities for different purposes. For example water has different utilities when it is used 

for drinking, bathing and washing purposes. 

Types of Utility: 

1. From Utility: Due to change in form there is change in utility, e.g. Wood when 

transformed into furniture, utility will increase. 

2. Place utility: When goods transported from one place to another place utility can 

increase. For example apple will fetch more prices in other part of country than in 

Kashmir and Himachal Pradesh. 

3. Time utility: By storing a commodity and selling it at a time of scarcity, utility can be 

realized more. 

Demand 

Demand is an economic term that refers to the amount of products or services that 

consumers wish to purchase at any given price level. The mere desire of a consumer for a 

product is not demand. Demand includes the purchasing power of the consumer to acquire a 

given product at a given period.  

Types of Demand 

Direct and Derived Demands: Direct demand refers to demand for goods meant for final 

consumption; it is the demand for consumers’ goods like food items, readymade garments 

and houses. By contrast, derived demand refers to demand for goods which are needed for 

further production; it is the demand for producers’ goods like industrial raw materials, 

machine tools and equipment. 

Domestic and Industrial Demands: The example of the refrigerator can be restated to 

distinguish between the demand for domestic consumption and the demand for industrial use. 
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In case of certain industrial raw materials which are also used for domestic purpose, this 

distinction is very meaningful. 

Autonomous and Induced Demand: When the demand for a product is tied to the purchase 

of some parent product, its demand is called induced or derived. Autonomous demand, on the 

other hand, is not derived or induced. Unless the product is totally independent of the use of 

other product. 

Perishable and Durable Goods’: Demands Both consumers’ goods and producers’ goods 

are further classified into perishable/non- durable/single-use goods and durable/non- 

perishable/repeated-use goods. The former refers to final output like bread or raw material 

like cement which can be used only once. The latter refers to items like shirt, car or a 

machine which can be used repeatedly. 

New and Replacement Demands: If the purchase or acquisition of an item is meant as an 

addition to stock, it is a new demand. If the purchase of an item is meant for maintaining the 

old stock of capital/asset, it is replacement demand. Such replacement expenditure is to 

overcome depreciation in the existing stock. 

Final and Intermediate Demands: This distinction is again based on the type of goods- 

final or intermediate. The demand for semi-finished products, industrial raw materials and 

similar intermediate goods are all derived demands, i.e., induced by the demand for final 

goods. In the context of input-output models, such distinction is often employed. 

Individual and Market Demands: Individual Demand means quantity demanded of a good 

by an individual consumer at various prices per time period. Market Demand means the 

aggregate of the quantities demanded by all consumers in the market at different prices per 

time period. 

Supply 

The economy is composed of two forces – the producers (who produce goods and 

services) and the consumers (who buy the products available in the market). 

Supply is the amount of specific goods available at a specific price at a specific time. 

According to J. L. Hanson – “By supply is meant that amount that will come into the market 

over a range of prices.” 

Types of Supply: 

There are five types of supply: 

1. Market Supply: Market supply is also called very short period supply. Another name of 

market supply is ‘day-to-day supply or ‘daily supply’. Under these goods like—fish, 

vegetables, milk etc., are included. In this supply is not made according to the demand of 

purchasers but as per availability of the goods. 

2. Short-term Supply: In short period supply, the demand cannot be met as per requirements 

of the purchaser. The demand is met as according to the goods available. 

3. Long-term Supply: In this, if demand has been changed the supply can also be changed 

because there is sufficient time to meet the demand by making manufacturing goods and 

supplying them in the market. 

4. Joint Supply: Joint supply refers to the goods produced or supplied jointly e.g., cotton and 

seed; mutton and wool. In joint supplied products one is the main product and the other is the 
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by-product of its subsidiary. By-product is mostly the automatic outcome when the main 

product is produced. 

For example:When the sheep is slaughtered for mutton wool is obtained automatically. 

 
5. Composite Supply: In this, the supply of a commodity is made from various sources and 

is called the composite supply. When there are different sources of supply of a commodity or 

services, we say that its supply is composed of all these resources. We normally get light 

from electricity, gas, kerosene and candles. All these resources go to make the supply of 

light. Thus, the way of supplying the light is called composite supply. 

 

Commodity  

A commodity is any homogenous good traded in bulk on an exchange.  

Grain, precious metals, electricity, oil, beef, orange juice, and natural gas are 

traditional examples of commodities. 

A commodity is a basic good used in commerce that is interchangeable with other 

commodities of the same type. Commodities are most often used as inputs in the production 

of other goods or services.... When they are traded on an exchange, commodities must also 

meet specified minimum standards, also known as a basis grade. 

Types of Commodities 

 Metals (such as gold, silver, platinum and copper) 

 Energy (such as crude oil, heating oil, natural gas and gasoline) 

 Livestock and Meat (including lean hogs, pork bellies, live cattle and feeder cattle) 

 Agricultural (including corn, soybeans, wheat, rice, cocoa, coffee, cotton and sugar) 

 

Price, Cost and Value 

Meaning  

Price can be understood as the money or amount to be paid, in order to get 

something. Cost is the amount incurred in the production of goods, i.e. it is the money value 

of the resources involved in producing something. Conversely, Value implies the utility of 

worth of the commodity of service for an individual. 

A market is a place where millions of products and services offered for sale to the 

public, which are different size, shape, colour, nature, functioning, and many other respects. 

The first thing that comes to our mind, whenever we go and buy a product is, what is the 

price of the good or service? How much does it cost? What is its value for us? There are 

slight and subtle differences between price, cost, and value, which is important to learn. Let’s 

have a look. 

 

 

http://cdn.economicsdiscussion.net/wp-content/uploads/2015/11/image2.png
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Definition of Price 

Price is the amount of money paid by the buyer to the seller in exchange for any 

product and service. The amount charged by the seller for a product is known as its price, 

which includes cost and the profit margin. For example- If you buy a product for Rs 250, then 

it is the price of that product. 

Definition of Cost 

Cost is the amount incurred on the inputs like land, labour, capital, enterprise, etc. for 

producing any product. It is the amount of money spent by the company in the manufacturing 

of a product. For example- If a company manufactures shoes, then the expenses incurred on 

raw materials, salaries, rent, interest, taxes, duties, etc. determines the cost of the product. 

Definition of Value 

Value is the utility of a good or service. Value is the usefulness of any product to a 

customer. It can never be determined n terms of money and varies from customer to 

customer. For example- If you are going to a gym by spending 1000 bucks a month, the 

output seen is worth the expense, then it is the value that you create for a gym, regarding the 

service being offered there. Here the worth is its value. 

Key Differences between Price, Cost and Value 

1. Price is what you pay for goods or services you acquire; Cost is the amount of inputs 

incurred in producing a product and Value is what goods or services pay you i.e. 

worth. 

2. Price is calculated in numerical terms, Cost is also calculated in numerical terms, but 

Value can never be calculated in numbers. 

3. Price is same for all the customers; Cost is also same for all the customers while the 

Value varies from customer to customer. 

4. Price is estimated through the price policy; cost is assessed on actual expenditure 

incurred on manufacturing a particular product, but the estimation of value is based on 

customer’s opinion. 

5. The Ups and downs in the market will affect the price and the cost of any product 

while value remains unaffected. 

6. The ascertainment of price is done with the view of the consumer; the cost is 

ascertained from producer’s view whereas the ascertainment of value is done from the 

user’s point of view. 

 

Examples for Differentiation 

Price Vs Cost 

If you purchase a brand new Car, then the amount you pay to the car seller for its 

acquisition is its Price while the amount invested in manufacturing the car is its Cost. 

Normally, the price of any goods or services is more than its cost because the price includes 

the profit margin. 

Cost Vs Value 

If you are a watch manufacturer and produce millions of watch on a daily basis, then the 

cost of production is your prior concern and not the value of the product. You may try to 

achieve the economies of scale i.e. more production at less cost. Whereas in the case of the 

customer, the purpose for which the watch is purchased must be fulfilled irrespective of the 

cost incurred in its production. A customer must feel the worth of purchasing the watch in 

terms of its price. 
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Value Vs Price 

This can be explained easily with the popular example given by Prof. Adam Smith 

about water and diamond. Water is much important for us to survive still it is of low price, 

while the diamond is just used for ornamentation and nobody dies without it, is priced very 

high. The reason behind this is its value, as the value of water is much for us, it is available at 

a low price, while the value of a diamond is less for us. Therefore, it is priced very high. 

Market 

A set up where two or more parties engage in exchange of goods, services and 

information is called a market. Ideally a market is a place where two or more parties are 

involved in buying and selling. 

The two parties involved in a transaction are called seller and buyer. 

The seller sells goods and services to the buyer in exchange of money. There has to be 

more than one buyer and seller for the market to be competitive. 

According to Benham, “Market is any area over which the buyers and sellers are in 

close touch with one another either directly or through dealers, that price obtainable in one 

part of market affect the prices paid in other parts”. 

Types of Markets 

1. Physical Markets - Physical market is a set up where buyers can physically meet the 

sellers and purchase the desired merchandise from them in exchange of money. 

Shopping malls, department stores, retail stores are examples of physical markets. 

2. Non Physical Markets/Virtual markets - In such markets, buyers purchase goods and 

services through internet. In such a market the buyers and sellers do not meet or interact 

physically, instead the transaction is done through internet. Examples - Rediff shopping, 

eBay etc. 

3. Auction Market - In an auction market the seller sells his goods to one who is the 

highest bidder. 

4. Market for Intermediate Goods - Such markets sell raw materials (goods) required for 

the final production of other goods. 

5. Black Market - A black market is a setup where illegal goods like drugs and weapons 

are sold. 

6. Knowledge Market - Knowledge market is a set up which deals in the exchange of 

information and knowledge based products. 

7. Financial Market - Market dealing with the exchange of liquid assets (money) is called 

a financial market. 

Demand Supply Equilibrium 

Supply and demand is perhaps one of the most fundamental concepts of economics 

and it is the backbone of a market economy. Demand refers to how much (quantity) of a 

product or service is desired by buyers. The quantity demanded is the amount of a product 

people are willing to buy at a certain price; the relationship between price and quantity 

demanded is known as the demand relationship. Supply represents how much the market can 

offer. The quantity supplied refers to the amount of a certain good producers are willing to 

supply when receiving a certain price. The correlation between price and how much of a good 

https://www.investopedia.com/terms/d/demand.asp
https://www.investopedia.com/terms/s/supply.asp


Unit-II: Micro Economics-I 
   

 

Prepared by: Dr. R. HARIHARAN, Assistant Professor of Economics, AGAC, Karaikudi Page 6 

 

or service is supplied to the market is known as the supply relationship. Price, therefore, is a 

reflection of supply and demand. 

The relationship between demand and supply underlie the forces behind the allocation 

of resources. In market economy theories, demand and supply theory will allocate resources 

in the most efficient way possible. How? Let us take a closer look at the law of demand and 

the law of supply. 

The Law of Demand 

The law of demand states that, if all other factors remain equal, the higher the price of 

a good, the less people will demand that good. In other words, the higher the price, the lower 

the quantity demanded. The amount of a good that buyers purchase at a higher price is less 

because as the price of a good goes up, so does the opportunity cost of buying that good. As a 

result, people will naturally avoid buying a product that will force them to forgo the 

consumption of something else they value more. The chart below shows that the curve is a 

downward slope. 

 

A, B and C are points on the demand curve. Each point on the curve reflects a direct 

correlation between quantity demanded (Q) and price (P). So, at point A, the quantity 

demanded will be Q1 and the price will be P1, and so on. The demand relationship curve 

illustrates the negative relationship between price and quantity demanded. The higher the 

price of a good the lower the quantity demanded (A), and the lower the price, the more the 

good will be in demand (C). 

The Law of Supply  

Like the law of demand, the law of supply demonstrates the quantities that will be 

sold at a certain price. But unlike the law of demand, the supply relationship shows an 

upward slope. This means that the higher the price, the higher the quantity supplied. 

Producers supply more at a higher price because selling a higher quantity at a higher price 

increases revenue. 

https://www.investopedia.com/terms/m/marketeconomy.asp
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A, B and C are points on the supply curve. Each point on the curve reflects a direct 

correlation between quantity supplied (Q) and price (P). At point B, the quantity supplied will 

be Q2 and the price will be P2, and so on. (To learn how economic factors are used in 

currency trading, read Forex Walkthrough: Economics.) 

Supply and Demand Relationship  

Now that we know the laws of supply and demand, let's turn to an example to show how 

supply and demand affect price. 

Imagine that a special edition CD of your favorite band is released for $20. Because 

the record company's previous analysis showed that consumers will not demand CDs at a 

price higher than $20, only ten CDs were released because the opportunity cost is too high for 

suppliers to produce more. If, however, the ten CDs are demanded by 20 people, the price 

will subsequently rise because, according to the demand relationship, as demand increases, so 

does the price. Consequently, the rise in price should prompt more CDs to be supplied as the 

supply relationship shows that the higher the price, the higher the quantity supplied. 

If, however, there are 30 CDs produced and demand is still at 20, the price will not be 

pushed up because the supply more than accommodates demand. In fact after the 20 

consumers have been satisfied with their CD purchases, the price of the leftover CDs may 

drop as CD producers attempt to sell the remaining ten CDs. The lower price will then make 

the CD more available to people who had previously decided that the opportunity cost of 

buying the CD at $20 was too high. 

Equilibrium 

When supply and demand are equal (i.e. when the supply function and demand 

function intersect) the economy is said to be at equilibrium. At this point, the allocation of 

goods is at its most efficient because the amount of goods being supplied is exactly the same 

as the amount of goods being demanded. Thus, everyone (individuals, firms, or countries) is 

satisfied with the current economic condition. At the given price, suppliers are selling all the 

goods that they have produced and consumers are getting all the goods that they are 

demanding. 

https://www.investopedia.com/terms/e/economics.asp
https://www.investopedia.com/terms/e/equilibrium.asp
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As you can see on the chart, equilibrium occurs at the intersection of the demand and 

supply curve, which indicates no allocative inefficiency. At this point, the price of the goods 

will be P* and the quantity will be Q*. These figures are referred to as equilibrium price and 

quantity. 

In the real market place equilibrium can only ever be reached in theory, so the prices 

of goods and services are constantly changing in relation to fluctuations in demand and 

supply. 
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UNIT-III: CARDINAL AND ORDINAL UTILITY 

 

Concept of Utility: Marshallian Approach 

There are two basic approaches to the study of consumer demand theory. The first 

approach is the utility approach. It involves the use of measurable (cardinal) utility to study 

consumer behaviour. Marshall is the chief exponent of the utility approach to the theory of 

demand. It is known as cardinal utility analysis or marginal utility analysis or Marshallian 

utility analysis. The second approach is the indifference curve approach which uses the idea 

of comparable utility (ordinal utility). J.R.Hicks and R.G.D.Allen introduced the indifference 

curve approach. 

Concept of Utility 

In the ordinary language, ‘utility’ means ‘usefulness’. In Economics, utility is defined 

as the power of a commodity or a service to satisfy a human want. Utility is a subjective or 

psychological concept. The same commodity or service gives different utilities to different 

people. For a vegetarian, mutton has no utility. Warm clothes have little utility for the people 

in hot countries. So utility depends on the consumer and his need for the commodity. 

Total Utility 

Total Utility refers to the sum of utilities of all units of a commodity consumed. For 

example, if a consumer consumes ten biscuits, then the total utility is the sum of satisfaction 

of consuming all the ten biscuits. 

Marginal Utility 

Marginal Utility is the addition made to the total utility by consuming one more unit 

of a commodity. For example, if a consumer consumes 10 biscuits, the marginal utility is the 

utility derived from the 10th unit. It is nothing but the total utility of 10 biscuits minus the 

total utility of 9 biscuits. 

Thus 

MUn = TUn – TU n-1 

Where 

MUn = Marginal Utility of ‘n
th

’ commodity. 

TUn = Total Utility of n units. 

TU n-1 = Total Utility of n-1 units. 
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Cardinal Utility Ordinal Utility 

Definition 

It explains that the satisfaction level after 

consuming a good or service can be scaled in 

terms of countable numbers. 

It explains that the satisfaction after 

consuming a good or service cannot be scaled 

in numbers, however, these things can be 

arranged in the order of preference. 

Example 

Sam submits pizza gives him 60 utils of 

satisfaction whereas burger gives only 40 

utils. 

Sam submit, he gets more satisfaction from 

Pizzas as compare to the burger. 

Measurement 

Utility is measured on the basis of utils Utility is ranked on the basis of satisfaction 

Realistic 

It is less practical It is more practical and sensible. 

Used by 

This theory was applied by Prof. Marshall This theory was applied by Prof. J R Hicks 
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CARDINAL UTILITY ANALYSIS 

THE LAW OF DIMINISHING MARGINAL UTILITY (DMU) 

Introduction 

H.H.Gossen, an Austrian Economist was the first to formulate this law in Economics 

in 1854. Therefore, Jevons called this law as “Gossen’s First Law of Consumption”. But 

credit goes to Marshall, because he perfected this law on the basis of Cardinal Analysis. This 

law is based on the characteristics of human wants, i.e., wants are satiable. 

Definition 

Marshall states the law as, “the additional benefit which a person derives from a given 

increase of his stock of a thing, diminishes with every increase in the stock that he already 

has”. 

Assumptions 

1. Utility can be measured by cardinal numbers such as 1, 2, 3 and so on. 

2. The marginal utility of money of the consumer remains constant. 

3. The consumer should be a rational consumer and his aim is to attain maximum 

satisfaction with minimum expenditure. 

4. The units of the commodity consumed must be reasonable in size. 

5. The commodity consumed should be homogeneous or uniform in character like weight, 

quality, taste, colour etc. 

6. The consumption of goods must take place continuously at a given period of time. 

7. There should be no change in the taste, habits, preferences, fashions, income and 

character of the consumer during the process of consumption. 

Explanation 

The Law of Diminishing Marginal Utility states that if a consumer continues to 

consume more and more units of the same commodity, its marginal utility diminishes. This 

means that the more we have of a thing, the less is the satisfaction or utility that we derive 

from the additional unit of it. 

Illustration 

The law can be explained with a simple illustration. Suppose a consumer wants to 

consume 7 apples one after another. The utility from the first apple is 20. But the utility from 

the second apple will be less than that of the first (say 15), the third less than that of the 

second (say 10) and so on. Finally, the utility from the fifth apple becomes zero and the 
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utilities from sixth and seventh apples are negative (or disutility or disliking). The tendency is 

called the “Law of Diminishing Marginal Utility’. This is illustrated in table 2.1. 

 

 

 

 

In Table 2.1, we find that the total utility goes on increasing but at a diminishing rate. 

On the other hand, marginal utility goes on diminishing. When marginal utility becomes zero, 

the total utility is maximum and when marginal utility becomes negative, the total utility 

diminishes. 

Criticisms 

1. Utility cannot be measured numerically, because utility is subjective. 

2. This law is based on the unrealistic assumptions. 

3. This law is not applicable to indivisible commodities. 
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Exceptions to the Law 

1. Hobbies 2. Drunkards 3. Misers 

4. Music and Poetry and 5. Readings 

Importance or Application of the Law of DMU 

1. The Law of DMU is one of the fundamental laws of consumption. It has applications in 

several fields of study. 

2. This law is the basis for other consumption laws such as Law of Demand, Elasticity of 

Demand, Consumer’s Surplus and the Law of Substitution etc. 

3. The Finance Minister taxes a more moneyed person more and a lessmoneyed person 

less. When a person’s income rises, the tax-rate rises because the MU of money to him 

falls with every rise in his income. _us, the Law of DMU is the basis for progressive 

taxation. 

4. This law emphasises an equitable distribution of wealth. The MU of money to the more-

moneyed is low. Hence, redistribution of income from rich to poor is justified. 

5. Adam Smith explains the famous “diamond-water paradox”. Diamond is scarce, hence, 

its MU is high and its price is high, even though it is not very much needed. Water is 

abundant, hence, its MU is low and its price is low, even though it is very much 

essential. 

 

INDIFFERENCE CURVE APPROACH 

Marshall’s demand analysis is based on the cardinal measurement of utility. The 

approach is criticised for two reasons. 

(i) Utility is a psychological phenomenon and 

(ii) It cannot be measured. 

Hence, the indifference curve approach based on ordinal ranking preference was 

evolved. Vilfred Pareto, Wicksteed and Slutsky developed this approach. Two noted English 

economists Prof. J.R. Hicks and Prof. Allen provided a refined version of indifference curve 

approach. According to Hicks and Allen, utility cannot be measured. It can only be ranked or 

ordered. The consumer can rank his preference very easily and say which is better than the 

other. 

The concept of scale of preference has been explained by indifference curve. An 

indifference curve shows different combinations of two commodities, which give the 

consumer an equal satisfaction. 
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Definition 

An indifference curve is the locus of different combinations of two commodities 

giving the same level of satisfaction. 

Assumptions of indifference curve analysis 

1. The consumer is rational. So, he prefers more goods to less goods. 

2. He purchases two goods, X and Y only. 

3. The price that a consumer pays for a commodity indicates the level of utility derived by 

him. 

4. His income remains constant 

5. His tastes, preferences, habits remain unchanged. 

Indifference Schedule 

An indifference schedule is a statement of various combinations of two commodities 

that will equally be accepted by the consumer. The various combinations give equal 

satisfaction to the consumer. Therefore he is indifferent between various combinations. Let us 

assume that the consumer buys two commodities – bananas and biscuits. Then the 

indifference schedule will be: 

 

From the above schedule it can be understood that while the number of biscuits is 

increasing, the number of bananas is decreasing so that the level of satisfaction is the same 

for all the combinations. Therefore the consumer is indifferent between the combinations A, 

B, C, D and E. 

Indifference curve 

The data in the indifference schedule can be represented in the graph with one 

commodity on the X-axis and another commodity in the Y-axis The various combinations of 

the two commodities are plotted and joined to form a curve called indifference curve. In the 

figure IC is an indifference curve showing combinations of the two commodities given in the 

schedule. 
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All the points on this curve give equal level of satisfaction to the consumer. 

Indifference curve is otherwise called ‘iso –utility curve’. 

Indifference Map 

Indifference Map is a group of indifference curves for two commodities showing 

different levels of satisfaction. In this indifference map, it should be clearly understood that a 

higher indifference curve denotes higher level of satisfaction and a lower indifference curve 

represents lower level of satisfaction. Being rational, the consumer will always choose a 

higher indifference curve to get maximum satisfaction, other things being equal. 

 
Properties of an Indifference curve 

1. Indifference curves slope downwards to the right 

2. Indifference curves are convex to the origin 

3. No two indifference curves can ever cut each other. 

Budget line of the Consumer 

Suppose that the consumer has Rs.20 to spend on tea and biscuits, which cost 50 paise 

and 40 paise respectively. The consumer has three alternative possibilities before him. 



Prepared by: Dr. R. HARIHARAN, Assistant Professor of Economics, AGAC, Karaikudi Page 8 

 

(a) He may decide to buy tea only, in which case he can buy 40 cups of tea. 

(b) He may decide to buy biscuits only, in which case he can buy 50 biscuits. 

(c) He may decide to buy some quantity of both the goods, say 20 cups of tea (Rs.10) and 

25 biscuits (Rs.10) or 12 cups of tea (Rs.6) and 35 biscuits (Rs.14), and so on. (Total 

amount = Rs.20). 

 

Figure 3.9 shows the above three possibilities. The line LM represents maximum 

amount of biscuits (50) and to tea (40 cups), which the consumer can buy with his income of 

Rs.20. The line LM shows that the consumer cannot choose any combination beyond this line 

because his income does not permit him. Nor would he like to choose a combination below 

this line; say, B, as it will not represent the maximum satisfaction. Line LM is known as the 

budget line since it represents the various amounts the consumer can buy with his income; it 

is also known as the price-ratio line or simply the price line since its slope represents the ratio 

of prices of the two goods (i.e., OM of Good X = OL of good Y). 
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Unit-IV: Elasticity of Demand 

 

Elasticity of Demand 

The law of demand explains that demand will change due to a change in the price of the 

commodity. But it does not explain the rate at which demand changes to a change in price. The 

concept of elasticity of demand measures the rate of change in demand. 

The concept of elasticity of demand was introduced by Alfred Marshall. According to 

him “the elasticity (or responsiveness) of demand in a market is great or small according as the 

amount demanded increases much or little for a given fall in price, and diminishes much or little 

for a given rise in price”. 

Types of Elasticity of Demand 

There are three types of elasticity of demand; 

1. Price elasticity of demand; 

2. Income elasticity of demand; and 

3. Cross-elasticity of demand 

1. Price elasticity of demand 

“The degree of responsiveness of quantity demanded to a change in price is called price elasticity 

of demand” 

 

Measurement of price elasticity of demand 

Important methods for calculating price elasticity of demand are 

1. Percentage method 

2. Point method or slope method 

3. Total outlay method 

4. Arc method 

 

1. Percentage method 

This is measured as the relative change in demand divided by relative change in price (or) 

percentage change in demand divided by percentage change in price. 
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For example, the price of rice rises by 10% and the demand for rice falls by 15%.  

Then ep = 15/10 = 1.5 

                 

This means that the demand for rice is elastic. If the demand falls to 5% for a 10% rise in 

price, then ep = 5/10= 0.5. This means that the demand for rice is inelastic. Thus there are five 

measures of elasticity. 

a. Elastic demand, if the value of elasticity is greater than 1 

b. Inelastic demand, if the value of elasticity is less than 1 

c. Unitary elastic demand, if the value of elasticity is equal to 1. 

d. Perfectly inelastic demand, if the value of elasticity is zero. 

e. Perfectly elastic demand, if the value of elasticity is infinity. 

 

Graphical illustration 

All the five measures are illustrated in the following figures 4.6 to 4.10 respectively. 
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2. Point method 

We can calculate the price elasticity of demand at a point on the linear demand curve. 

Formula to find out ep through point method is, 

 

(Anything by zero becomes infinity a mathematical principle) ∴ ep = ∞ 

3. Total outlay method: 

We can measure elasticity through a change in expenditure on commodities due to a 

change in price. 

1. Demand is elastic, if total outlay or expenditure increases for a fall in price (ep > 1). 
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2. Demand is inelastic, if total outlay or expenditure falls for a fall in price (ep < 1). 

3. Elasticity of demand is unitary, if total expenditure does not change for a fall in price (ep = 

1). 

 

4) Arc method 

Segment of a demand curve between two points is called an Arc. Arc elasticity is calculated from 

the following formula 
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In figure 4.12 we can measure arc elasticity between points A and B on the demand 

curve; we will have to take the average prices of OP1 and OP2 and average of the two quantities 

demanded (original and the new). 

Income elasticity of demand 

Income elasticity of demand is the degree of responsiveness of demand to the change in 

income. 

 
Cross-elasticity of demand 

The responsiveness of demand to changes in prices of related goods is called cross-

elasticity of demand (related goods may be substitutes or complementary goods). In other words, 

it is the responsiveness of demand for commodity x to the change in the price of commodity y. 

 

 
 

The relationship between x and y commodities may be substitutive as in the case of tea 

and coffee (or) complementary as in the case of pen and ink. 

Measures of cross-elasticity of demand 

Infinity  - Commodity x is nearly a perfect substitute for commodity y 

Zero   - Commodities x and y are not related. 

Negative  - Commodities x and y are complementary. 

Factors determining elasticity of demand:  

The elasticity of demand depends on  

1. nature of the commodity,  

2. uses of commodity,  

3. existence of substitutes,  

4. postponement of demand,  

5. amount of money spent,  

6. habits and  

7. range of prices of commodity. 
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Importance of Elasticity of demand 

1. Price discrimination 

If the demand for a product has different elasticities in different markets, then the 

monopolist can fix different prices in different markets. This price discrimination is possible due 

to different price elasticities. 

2. Levy of taxes 

The government will get higher revenue if tax is increased on goods having inelastic 

demand. Conversely, the government will get lower revenue if tax is increased on goods having 

elastic demand. 

3. International Trade 

Terms of trade refer to the rate at which domestic commodities are exchanged for foreign 

commodities. The terms of trade will be favourable to a country if its exports enjoy inelastic 

demand in the world market. 

4. Determination of volume of output 

Volume of goods and services must be produced in accordance with the demand for the 

commodity. When the demand is inelastic, the producer will produce more goods to take the 

advantage of higher prices. Hence the nature of elastic and inelastic demand helps in the 

determination of the volume of output. 

5. Fixation of wages for labourers 

If the demand for workers is inelastic, efforts of trade unions to raise wages of the 

workers will be successful. On the other hand, if the demand for labour is elastic, they may not 

succeed in increasing the wage rate by trade union activity. 

6. Poverty in the midst of plenty 

The concept of elasticity of demand explains the paradox of poverty i.e. poverty in the 

midst of plenty. For example, bumper crop of food grains should bring agricultural prosperity but 

if the demand for food grains is inelastic, the agriculturist will be the loser if low price is paid. 

 

CONSUMER SURPLUS 

The concept of consumer surplus was originally introduced by classical economists and 

later modified by Jevons and Jule Dupuit, the French Engineer Economist in 1844. But a most 

refined form of the concept of consumer surplus was given by Alfred Marshall. This concept is 

based on the Law of Diminishing Marginal Utility. 

Definition 

Alfred Marshall defines consumer’s surplus as, “the excess of price which a person 

would be willing to pay a thing rather than go without the thing, over that which he actually does 

pay is the economic measure of this surplus satisfaction. This may be called consumer’s 

surplus”. 

 

 

Assumptions 
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1. Marshall assumed that utility can be measured. 

2. The marginal utilities of money of the consumer remain constant. 

3. There are no substitutes for the commodity in question. 

4. The taste, income and character of the consumer do not change. 

5. Utility of one commodity does not depend upon the other commodities. 

Explanation 

The concept of consumer’s surplus can be explained with help of an example. Suppose a 

consumer wants to buy an apple. He is willing to pay rs.4, rather than go without it and the actual 

price of the apple is rs.2. Hence the consumer’s surplus is rs.2(4–2). Thus, consumer’s surplus 

is the difference between the price that a consumer is willing to pay (potential price) and what he 

actually pays. Therefore, 

Consumer’s surplus = What a person is willing to pay – What he actually pays. 

OR 

Consumer’s surplus = Potential price – Actual price. 

Mathematically, 

Consumer’s surplus = TU – (P x Q) 

where, 

TU = Total Utility, P = Price and 

Q= Quantity of the commodity 

 

 
The measurement of consumer’s surplus is illustrated in Table 2.3. In Table 2.3 the 

consumer is willing to pay rupees 6, 5, 4, 3 and 2 for purchasing the successive units of apples. 

Hence, he is willing to pay (Potential Price Total Utility) _20 for apples. But, he actually pays 

rs.10 (rs.2 x 5)) for getting 5 apples. Hence, 

Consumer’s Surplus = Total Utility (Actual Price x units of Commodity) 

= TU – (P x Q) 

= 20 – (2 x 5) 

= 20-10 = 10. 

 

The concept of Consumer’s Surplus can also be explained with the help of adiagram. 



Prepared by Dr. R. HARIHARAN, Assistant Professor of Economics, AGAC, Karaikudi-03. Page 8 
 

 
In the diagram 2.3, X axis shows the amount demanded and Y axis represents the price. 

DD1 shows the utility which the consumer derives from the purchase of different amounts of 

commodity. When price is OP, the amount demanded is OQ. Hence, actual price is OPCQ (OP x 

OQ). Potential Price (Total Utility) is ODCQ. Therefore, 

Consumer’ Surplus  

= ODCQ – OPCQ 

= 20-10 = 10 

= PDC (the shaded area) 

Criticism 

1. Utility cannot be measured, because utility is subjective. 

2. Marginal utility of money does not remain constant. 

3. Potential price is internal, it might be known to the consumer himself. 

Importance of Consumer’s Surplus 

Consumer’s Surplus is useful to the Finance Minister in formulating taxation policies. It 

is also helpful in fixing a higher price by a monopolist in the market, based on the extent of 

consumer’s surplus enjoyed by consumers. 

Consumer’s Surplus enables comparison of the standard of living of people of different 

regions or countries. This comparison helps to distinguish consumption levels between the 

people, who are living in rich countries and poor countries. For example, a middleclass person in 

New York enjoys more consumers’ surplus than a similar person in Chennai. Alfred Marshall 

has stated that a middle class person in a modern city enjoys more consumer’s surplus than a 

king of the Medieval Ages. 
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Unit-V: PRODUCTION 

 

Meaning of Production 

Production in Economics refers to the creation of those goods and services which have 

exchange value. It means the creation of utilities. These utilities are in the nature of form utility, 

time utility and place utility. Creation of such utilities results in the overall increase in the 

production and redistribution of goods and services in the economy. Utility of a commodity may 

increase due to several reasons. 

Factors of production 

Human activity can be broken down into two components, production and consumption. 

When there is production, a process of transformation takes place. Inputs are converted into an 

output. The inputs are classified and referred to as land, labour, and capital. Collectively the 

inputs are called factors of production. When the factors of production are combined in order to 

produce something, a fourth factor is required. Goods and services do not produce themselves 

but need some conscious thought process in order to plan and implement manufacture. This 

thought process is often called entrepreneurship or organisation. Factors of production refer to 

those goods and services which help in the productive process. 

Kinds of factors of production 

Factors of production are broadly classified into primary factors and derived factors. Man 

(Labour) acts upon Nature (Land) to produce goods and services and wealth. These two factors 

(Land and Labour) are naturally given and without them no goods can be produced. These 

are called primary factors. 

Capital and organisation are derived from the primary factors of production, and are 

called derived factors of production. These derived factors of production, when combined with 

the primary factors of production, raise total production. 

According to the traditional classification, there are four factors of production. They are 

Land, Labour, Capital and Organisation. 

Land 

Land as a factor of production refers to all those natural resources or gifts of nature which 

are provided free to man. It includes within itself several things such as land surface, air, water, 

minerals, forests, rivers, lakes, seas, mountains, climate and weather. Thus, ‘Land’ includes all 

things that are not made by man. 

Characteristics or Peculiarities of land 

(i) Land is a free gift of nature 

(ii) Land is fixed (inelastic) in supply. 

(iii) Land is imperishable 

(iv) Land is immobile 

(v) Land differs in fertility and situation 

(vi) Land is a passive factor of production 

As a gift of nature, the initial supply price of land is zero. However, when used in 

production, it becomes scarce. Therefore, it fetches a price, accordingly. 

Labour 

Labour is the human input into the production process. Alferd Marshall defines labour as 

‘the use or exertion of body or mind, partly or wholly, with a view to secure an income apart 

from the pleasure derived from the work’. 

Characteristics or Peculiarities of labour 
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(i) Labour is perishable. 

(ii) Labour is an active factor of production. Neither land nor capital can yield much without 

labour. 

(iii) Labour is not homogeneous. Skill and dexterity vary from person to person. 

(iv) Labour cannot be separated from the labourer. 

(v) Labour is mobile. Man moves from one place to another from a low paid occupation to a 

high paid occupation. 

(vi) Individual labour has only limited bargaining power. He cannot fight with his employer 

for a rise in wages or improvement in workplace conditions. However, when workers 

combine to form trade unions, the bargaining power of labour increases. 

Capital 

Capital is the man made physical goods used to produce other goods and services. In the 

ordinary language, capital means money. In Economics, capital refers to that part of man-made 

wealth which is used for the further production of wealth. According to Marshall, “Capital 

consists of those kinds of wealth other than free gifts of nature, which yield income”. 

Money is regarded as capital because it can be used to buy raw materials, tools, 

implements and machinery for production. The terms capital and wealth are not synonymous. 

Capital is that part of wealth which is used for the further production of wealth. Thus, all wealth 

is not capital but all capital is wealth. 

Forms of Capital 

1. Physical Capital or Material Resources 

2. Money Capital or Monetary Resources, and 

3. Human Capital or Human Resources 

1. Physical Capital 

All man-made physical assets like plant and machinery, tools, buildings, roads, dams and 

communication, etc., are the various forms 

of physical capital. 

2. Money Capital 

The investment that is made in the form of money or monetary instruments is called 

money capital. A household saves its income in the form of bank deposits, shares and securities 

or other monetary instruments. These are the sources of money capital. 

3. Human Capital 

Human capital refers to the quality of labour resources, which can be improved through 

investments in education, training, and health. Higher the investments in human capital, higher 

will be the productivity. 

Organisation or Entrepreneurship 

An entrepreneur is a person who combines the different factors of production (land, 

labour and capital), in the right proportion and initiates the process of production and also bears 

the risk involved in it. The entrepreneur is also called ‘organiser’. Entrepreneurship is risk 

taking, managerial, and organizational skills needed to produce goods and services in order to 

gain a profit. In modern times, an entrepreneur is called ‘the changing agent of the society’. He is 

not only responsible for producing the socially desirable output but also to increase the social 

welfare. 
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Production Function 

The functional relationship between inputs and outputs is known as production function. 

Inputs refer to the factor services which are used in production i.e. land, labour, capital and 

enterprise. Output refers to the volume of goods produced. Given technical conditions, the 

production function shows how a certain amount of inputs will result in the production of a 

certain amount of output of a commodity. The production function is given as 

Q = f (x1, x2, x3 ….xn) in which 

Q is the quantity produced during a given period of time and x1, x2, x3 ….xn are the 

quantities of different factors used in production. The production function explains how the 

output can be maximized with the help of given inputs. 

Production function may be classified into two: 

1. Short-run production function which is studied through Law of Variable Proportions 

2. Long-run production function which is explained by Returns to Scale 

Short-run production function - The law of variable proportions 

The law examines the relationship between one variable factor and output, keeping the 

quantities of other factors fixed. 

Definition 

As the proportion of one factor in a combination of factors is increased, after a point, first 

the marginal and then the average product of that factor will diminish. 

Assumptions of the law 

The law is based on the following assumptions 

(i) Only one factor is made variable and other factors are kept constant. 

(ii) This law does not apply in case all factors are proportionately varied. i.e. where the 

factors must be used in rigidly fixed proportions to yield a product. 

(iii) The variable factor units are homogenous i.e. all the units of variable factors are of equal 

efficiency. 

(iv) Input prices remain unchanged 

(v) The state of technology does not change or remains the same at a given point of time. 

(vi) The entire operation is only for short-run, as in the long-run all inputs are variable. 

Three stages of law 

The behaviour of the output when the varying quantity of one factor is combined with a 

fixed quantity of the other can be divided into three stages. They are 
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(i) Increasing returns stage 

(ii) Decreasing returns stage 

(iii)Negative returns stage 

The three stages could be better understood by the following Table 6.1 and figure 6.1 

Stage I: Stage of increasing returns 

Stage I ends where the average product reaches its highest (maximum) point. During this 

stage, the total product, the average product and the marginal product are increasing. It is notable 

that the marginal product in this stage increases but in a later part it starts declining. Though 

marginal product starts declining, it is greater than the average product so that the average 

product continues to rise. 

Stage II: Stage of decreasing returns 

Stage II ends at the point where the marginal product is zero. In the second stage, the 

total product continues to increase but at a diminishing rate. The marginal product and the 

average product are declining but are positive. At the end of the second stage, the total product is 

maximum and the marginal product is zero. 

Stage III: Stage of negative returns 

In this stage the marginal product becomes negative. The total product and the average 

product are declining. 

The stage of Operation 

In stage I the fixed factor is too much in relation to the variable factor. Therefore in stage 

I, marginal product of the fixed factor is negative. On the other hand, in stage III the marginal 

product of the variable factor is negative. Therefore a rational producer will not choose to 

produce in stages I and III. He will choose only the second stage to produce where the marginal 

product of both the fixed factor and variable factor are positive. At this stage the total product is 

maximum. The particular point at which the producer will decide to produce in this stage 

depends upon the prices of factors. The stage II represents the range of rational production 

decisions. 

Long-run production function - Returns to Scale 

In the long run, all factors can be changed. Returns to scale studies the changes in output 

when all factors or inputs are changed. An increase in scale means that all inputs or factors are 

increased in the same proportion. 
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Three phases of returns to scale 

The changes in output as a result of changes in the scale can be studied in 3 phases. They 

are 

(i) Increasing returns to scale 

(ii) Constant returns to scale 

(iii)Decreasing returns to scale 

Increasing returns to scale 

If the increase in all factors leads to a more than proportionate increase in output, it is 

called increasing returns to scale. For example, if all the inputs are increased by 5%, the output 

increases by more than 5% i.e. by 10%. In this case the marginal product will be rising. 

Constant returns to scale 

If we increase all the factors (i.e. scale) in a given proportion, the output will increase in 

the same proportion i.e. a 5% increase in all the factors will result in an equal proportion of 5% 

increase in the output. Here the marginal product is constant. 

Decreasing returns to scale 

If the increase in all factors leads to a less than proportionate increase in output, it is 

called decreasing returns to scale i.e. if all the factors are increased by 5%, the output will 

increase by less than 5% i.e. by 3%. In this phase marginal product will be decreasing. 

 

 

Figure 6.2 explains the different phases of returns to scale. When marginal product 

increases (AB), total product increases at an increasing rate. So there is increasing returns to 

scale. When Marginal Product remains constant (BC), Total Product increases at a constant rate 

and this stage is called constant returns to scale. When Marginal Product decreases (CMP), Total 

Product increases at a decreasing rate and it is called decreasing returns to scale. 
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Production function through Iso-quants 

The isoquant analysis helps to understand how different combinations of two or more 

factors are used to produce a given level of output. Considering two factors of production, 

(capital and labour) the following table 6.3 shows various combinations of capital and labour 

that help a firm to produce 1000 units of a product. 

 

From the above table, it is clear that all combinations with different quantities of labour 

and capital result in the same level of production of 1000 units. 
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The two axes measure the quantities of labour and capital and the curve IQ shows the 

different combinations that produce 1000 units of output. Each of the points R1, R2, R3, R4 and R5 

on the curve shows a capital-labour combination that can produce 1000 units of output. 

Therefore the curve is known as an equal product curve or an isoquant curve. Thus an 

isoquant or isoproduct curve represents different combinations of two factors of production that 

yield the same level of output. 

Characteristics of an isoquant 

1. The isoquant is downward sloping from left to right i.e. it is negatively sloped. 

2. An isoquant is convex to the origin because of the diminishing marginal rate of technical 

substitution. Marginal rate of technical substitution of factor X (capital) for factor Y 

(labour) may be defined as the amount of factor Y (labour) which can be replaced by one 

unit of factor X (capital), the level of output remaining unchanged. 
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History of Economic Thought 

Introduction 

The subject, the History of Economic Thought, may be defined as a critical account of 

the development of economic ideas, searching into their origins, interrelations, and, in some 

cases, their results.  The history of economic thought concerns thinkers and theories in the 

field of political economy and economics from the ancient world right up to the present day. 

Economics was not considered a separate discipline until the nineteenth century. For 

example, Aristotle, the ancient Greek philosopher, in his works on politics and ethics have 

thought of ‘art of wealth acquisition’. He also considered the question whether property is 

best left in private or public hands. In medieval times, scholars like Thomas Aquinas argued 

that it was a moral obligation of businesses to sell goods at a just price. Economic thought 

evolved through feudalism in the Middle Ages to mercantilist theory during the Renaissance 

(when people were concerned to orient trade policy to further the national interest). The 

modern political economy of Adam Smith appeared during the industrial revolution, when 

technological advancement, global exploration, and material opulence that had previously 

been unimaginable was becoming a reality. All these and further developments are subject 

matter of history of economic thought.Changes in economic thought have always 

accompanied changes in the economy, just as changes in economic thought can propel 

change in economic policy. Economic thought has at times focused on the aspects of human 

nature such as greed and selfishness that generally work against the good of all; at other 

times, economic behaviour has been seen as self-regulating and working toward a common 

purpose. As contemporary economic thought deals with the issues of globalization and the 

emergence of a global economy, economists have turned to the multitude of other disciplines 

which, like economics, developed independently. Building on their discoveries, and united 

with them in pursuit of the common goal of benefiting human society, economic thought may 

be on the road to achieving a new level of understanding. 

Nature of Economic Thought  

(i) to analyse the changing nature of economic theory in conjunction with the social 

and economic development of society      

(ii) to emphasize economic thinking as part of the main currents of philosophical and 

political ideas  

(iii)  to emphasize the internal dynamics of the science where new insights and results 

emerge as a consequence of economists’ awareness of the shortcomings of the 

present state of the subject. 

 

 

 

 



Importance of economic thought 

1. It is exciting to explore the past. Anyone with some familiarity with modern 

economics should find it interesting to read about the thinkers and theories of the past  

2. There is great value in understanding the origin of a science, especially one like 

economics, whose scope and nature have been under dispute. It gives a better concept 

of the relationship among sciences. This will help the thinker looking toward the 

proper application of economic principles.  

3. A study of the History of Economic Thought help to gain a clear understanding of the 

position of economics as a distinct member of a group of social sciences: ethics, 

jurisprudence, philosophy, sociology, etc.  

4. Some knowledge of the history of thought helps anyone to understand some phrases / 

concepts that are widely used even in mainstream media. For example, in general 

writing in newspapers and other media we often see excessive use of economic terms 

like (Adam Smith’s)‘invisible hand,’ while discussing about a capitalist country. 

Similarly we see ‘Keynesian policies’ while referring to recession. We read of ‘laissez 

faire’ while reading about LPG policies.  

5. Some familiarity with the history of thought contributes to a better understanding of 

the fact that the discipline of economics is in a permanent process of change and 

development,  

6. A study of it helps to employ methods of literary interpretation in surveying earlier 

attempts on a theory. 

7. The history of economic thought displays a progressive rise to higher and higher 

levels of understanding of economic reality (as per the proponents of the cumulative 

view). 

8. John Maynard Keynes believed in the importance of studying and applying the 

wisdom of earlier economists. His works are studded with references to earlier 

economists.  

9. The study history of economic thought exposes one to the philosophical foundations 

of economics which is essential for a proper understanding of theories (micro, macro 

etc.) 

 

 

 

 

 

 

 

 



MERCANTILISM 

Introduction 

Mercantilism is economic nationalism for the purpose of building a wealthy and 

powerful state. Adam Smith coined the term “mercantile system” to describe the system of 

political economy that sought to enrich the country by restraining imports and encouraging 

exports. This system dominated Western European economic thought and policies from the 

sixteenth to the late eighteenth centuries. The goal of these policies was, supposedly, to 

achieve a “favorable” balance of trade that would bring gold and silver into the country and 

also to maintain domestic employment. In contrast to the agricultural system of the 

physiocrats or the laissez-faire of the nineteenth and early twentieth centuries, the mercantile 

system served the interests of merchants and producers such as the British East India 

Company, whose activities were protected or encouraged by the state. The most important 

economic rationale for mercantilism in the sixteenth century was the consolidation of the 

regional power centres of the feudal era by large, competitive nation-states. Other 

contributing factors were the establishment of colonies outside Europe; the growth of 

European commerce and industry relative to agriculture; the increase in the volume and 

breadth of trade; and the increase in the use of metallic monetary systems, particularly gold 

and silver, relative to barter transactions. During the mercantilist period, military conflict 

between nation-states was both more frequent and more extensive than at any other time in 

history. The armies and navies of the main protagonists were no longer temporary forces 

raised to address a specific threat or objective, but were full-time professional forces. Each 

government’s primary economic objective was to command a sufficient quantity of hard 

currency to support a military that would deter attacks by other countries and aid its own 

territorial expansion. Most of the mercantilist policies were the outgrowth of the relationship 

between the governments of the nation-states and their mercantile classes. In exchange for 

paying levies and taxes to support the armies of the nation-states, the mercantile classes 

induced governments to enact policies that would protect their business interests against 

foreign competition. 

Meaning 

Alexander Gray observes that mercantilism is a misleading and deceitful word. 

Different writers have defined mercantilism differently. According to Lekachman 

“mercantilism was a battle against hampering medieval thought and practice”. It was   revolt 

against medievalism resolve to reconstruct economic life to a more rational scheme. To 

Edmund Whittaker mercantilism was the economic counterpart of political nationalism”.  

Heiman described it as the ideological justification of Commercial Capitalism.  

Thus mercantilist writers were essentially practical businessmen, merchants and 

administrators in various European countries like England, France, Italy, Germany, Scotland, 

Spain etc. They left behind numerous works regarding contemporary national economic 

problems. They do not form a school of economists. So the ideas and policies which 

dominated the economic scene of England 'and a part of Europe between the close of the 16th 



century and the middle of the 18th century can rightly be called as mercantilism. Mercantilist 

writers put emphasis on foreign trade as a means of accumulating treasure and building a 

strong nation. 

Factors rise of mercantilism 

Even the international position of the church was challenged by setting up national 

churches. For example, in England Henry VIII seized the church property and established the 

Church of England and himself became its spiritual head. Renaissance played even more 

significant role and highlighted the element of humanism. It challenged the medieval 

theologian concept that happiness in heaven should be preferred over worldly happiness, and 

asserted that happiness on this earth was to be preferred over the promised pleasures of the 

other world. 

1. Economic Factor 

Towards the end of the 15th century, economic changes were taking place in 

European countries. The important economic change was the decline of feudalism and its 

gradual replacement by Commercial Capitalism. The domestic self-sufficiency was giving 

way to the development of a system of exchange. The market economy was slowly emerging, 

replacing the feudalistic self-sufficient local economy. Agriculture was being replaced by 

trade and commerce. Monetary transactions were rapidly expanding. The feudal society was 

rapidly breaking up and commercial system was gradually evolving. This paved the way for 

the rise of a commercial system using money. 

1. Political Factors 

The major political change was the transition from feudalism to nationalism. Building 

up a strong nation state was in the forefront. In many European countries feudalism was 

superseded by the formation of nation states. These countries required a strong 

Government.Machiavelli and Jean Bodis postulated the need for unified national state under a 

strong king- The merchants and trading community were looking forward for a strong centre 

to protect them from rivals and to nourish their trading interests.  

2. Religious Factors  

The ideas of Reformation and protectionism spread individualism and personal 

freedom. The Reformation movement revolted against the supremacy of Roman Catholic 

Church and the authority of me Pope. These religious changes helped a lot in developing 

property rights and contract rights which were essential for the growth of commerce. The 

new Protestant religion allowed the acquisition of material goods and property. The new 

religion was in favour of complete liberty and freedom of the individuals. The Protestant 

religion became very strong in course of time and it was embraced by the merchants.  

 

 



3. Cultural Factors  

Medieval theology laid emphasis on heavenly happiness. It preached the people to 

detach from material wealth. Against this two important cultural changes arose in the society. 

They are renaissance and humanism. These cultural changes gave emphasis to creative 

human activities, acquisition of wealth, and trade and commerce. This new ideology was able 

to uphold the spirit of the traders and merchants to accumulate wealth. In fact mercantilism 

was a reaction against the moral and idealistic attitude of the medieval period.  

4. Discoveries and Inventions  

Various discoveries and inventions played an important role in the promotion of trade 

and commerce and helped the development of mercantilist thought. Eg. invention of 

Mariner's compass, Columbus Discovery of America, Discovery of Gold and silver mines in 

the new world, the invention of printing press, new sea route to India etc. helped a lot for the 

expansion of foreign trade and development of foreign markets. All the above factors helped 

the growth of mercantilism which was a new adventure in the direction of the commercial 

merchant capitalism in the European countries.  

Contributions of mercantilists to the economic theory 

Concept of Nationalism  

Mercantilism was never more than a means. The true end was political in character. 

That is creation of a strong state. The mercantilist emphasized on national strength and 

prosperity. The building up of a nation state was put in the fore front. Monetary and other 

economic devices were regarded merely as instruments to make the state strong. State 

interventions was an essential part of mercantilist doctrine. Mercantilists believed that every 

aspect of life was subject to regulation by rulers for widening of market beyond medieval 

limit. Economically expansion of commerce and trade and politically success in war were 

their natural goals. This can be achieved only by a strong Nation built upon the spirit of 

nationality. For protecting the domestic trade and for expanding the foreign market a strong 

central government becomes an important element in mercantilist doctrine. So the 

mercantilists gave much importance for the creation of a strong Nation. Thus the 

mercantilists demanded a state strong enough to protect the trading interests and to break 

down the medieval barriers to commercial capitalism.  

Importance of Treasure 

To the mercantilists the most important concern was the strength of the country. In 

considering the prosperity and strength of the country the true mercantilist had always at the 

back of his mind a comparative standard. To the mercantilists the strength of his country 

depends upon the stock of wealth which the nation possesses. By wealth they mean the stock 

of precious metals. According to the mercantilists the great and ultimate effect of trade is not 

wealth at large but particularly abundance of silver, gold and jewels, which are not 

perishable. Tile king who could support a large army and maintain a powerful navy was the 

king who had behind him the treasure necessary for this purpose. Hence the mercantilist 



attached great importance to treasure and bullion as the most useful and generally accepted 

form of wealth. The important slogans raised at the time were more “gold more gold, wealth 

more wealth”  

Foreign Trade and Balance of Trade:  

The mercantilist considered treasure (Gold, Silver, precious metals) as wealth par 

excellence. What are the means to be adopted for securing the desired treasure and wealth? 

Thomas Mun says “the ordinary means to increase our wealth and treasure is by foreign trade 

and this ought to be encouraged”. Thus the mercantilist considered foreign trade as the only 

source for acquiring gold and silver. They believed that treasure gained by the balance of our 

foreign trade remained in the kingdom. In respect of its exports a country must receive 

payments in the form of silver or gold. On the other hand what it buys in the form of imports 

will have to be paid for. Export represent money coming into the country and import 

represents money going out. In order to increase the supply of Bullion in a country, it is 

necessary that there be a “favourable balance of trade” represented by excess of export, over 

import. So it is easy to conclude that all exports in the nature of goods are good and desirable 

whereas all imports are evil and damnable, it is thus a primary principle of typical 

mercantilists to maximize exports and to minimize imports. There was however, no 

uniformity of opinion among the mercantilist writers, so far as the concept of favourable 

balance of trade was, considered. Some of them advocated the balance of margin theory 

'where every individual transaction must bring forth a gain to the state. While talking of a 

favourable balance of trade, most of the mercantilist did not signify whether they meant on 

overall favourable balance of trade or a favourable balance with each country. The 

mercantilists recognized the importance of invisible items of balance of trade such as freight 

income, insurance, diplomatic and military expenditure abroad. Thus the mercantilist 

supported a favourable balance of trade as the means to acquire more treasure.  

Industrial and Commercial Regulations 

The mercantilists followed a number of policies in order to maximize the net gain 

from foreign trade. The main strategy is to increase the production of exportable commodities 

in the domestic economy and to reduce the import of articles from foreign countries. In order 

to maximize output in the domestic economy, the mercantilist suggested the following 

methods.  

i.  Land resources may be fully utilized and fallow lands may be brought under 

cultivation  

ii. Employment opportunities should be increased, so that unemployed human 

resources can be utilized for increasing production of goods meant for export  

iii. Better method and technique of production should be introduced in the production 

process  

iv. In order to increase production and employment, 'the mercantilists advocated a 

system of low wage level.  



v. Colonies can be utilized as source of raw materials to the mother country. Along 

with this a series of trade regulations and policies were framed by the 

mercantilists. 

These policies were aimed at export promotion and import restriction. The important among 

them were, 

a) Restraints on the importation of foreign goods especially manufactured goods  

b) Encouragement to the export of manufactured products. 

c) Restriction on the export of raw materials  

d) Restriction on the industries which interfere with other industries or trades of greater 

national importance. 

e) Ban on the export of bullion  

f) Establishment 'of banks and the promotion of use of credit instruments. 

Role of Government  

In order to execute all their schemes and programmes, the mercantilists looked to a 

benevolently paternal govt. which can interfere everywhere. There was nothing the govt. 

might not do; there was nothing the govt. ought not to do, if its activities help to promote the 

general wellbeing. So the mercantilists attached great importance to state as the centre of all 

economic activities. The control and regulation of the govt. are essential for the attainment of 

favourable balance of trade. The above list of proposals and govt. regulations reflect the 

protectionist philosophy prevailing in the mercantilist literature. Almost all kind of 

protectionist arguments are available in the mercantilist writing.  

a. The mercantilist protection argument can be summed up as follows Protection may be 

granted to strategic industries. These industries which are strategic for the nation both 

in terms of their export contribution and also in terms of their contribution to 

economic development, can be earmarked by the government of the country.  

b. Protection may also be granted to the weak but promising industries which were at 

the- infant stage of growth.  

c. Protection may also be granted to the defence industries  

d. Those industries should be given protection which help for the attainment of self-

sufficiency and self-reliance for the country.  

e. Protection may also be given to industries which are engaged in producing import 

substitutable and export promoting goods. From this, it appears that the mercantilists 

writers were well balanced in their ideas on the different aspects of foreign trade.  

Ideas on Morey 

In mercantilist writing an important role was assigned to money. The theoretical 

structure of mercantilist monetary system is based on three prepositions  

a. Wealth consists in money  

b. Money was not to be accumulated as treasure in the literal sense of stock of valuable 

and early saleable objects  



c. Money was desired to be used as a medium of exchange. Just as an individual saves 

out of his income, a country must spend less than its income, if it wants to increase its 

wealth. Thus they identified favourable balance of trade with the annual balance of 

income over consumption and money with capital. To the mercantilist wealth of a 

nation lay in its productive capacity.  

d. Money strengthens the productive capacity of a nation by means of it being in 

circulation. Mercantilists disfavoured the idea of accumulating money as treasure.  

e. Mercantilists believed that money would be utilized in production of more 

commodities, it will also create new demand for commodities through generation of 

employment. 

f.  Thus he believed that increased money supply would result in increasing output and 

employment without allowing prices to' rise. Thus mercantilist maintained the 

doctrine that money stimulates trade.  

Value theory 

Value was inherent in commodities and depend upon human needs. Value was regarded 

as a market phenomenon, which depends upon exchange. Mercantilists distinguished between 

two types of value.  

i. intrinsic value and  

ii. extrinsic value.  

Intrinsic value is the power of the commodity to satisfy human wants. By extrinsic 

value, the mercantilists mean only the cost of production. William Petty clearly 

mentioned that value depends upon expenses of production. According to him market 

value was the extrinsic value of commodity which fluctuated according to a rise or fall in 

the supply and demand. Locke indicated the importance of labour and its contribution 

towards determination of value. He was the forerunner of labour theory of value which 

was developed later  

Production Theory 

According to mercantilists, production was a process of application of human labour 

to resources and hence they advocated an increase of labour and resources. Mercantilists 

regarded agriculture as insignificant. They believed that foreign trade alone was the, roost 

productive. They made a distinction between productive and unproductive labour. The 

labour of a merchant, a manufacturer and a farmer was considered productive. Labour of 

professional persons like doctors, stock brokers and shop keepers was considered 

unproductive.  

Theory of Taxation  

The views of mercantilist on taxation were quite interesting. Mercantilists favoured a 

multiple tax system based on the basic principle of each should pay according to the 

benefits received from the state. Hobes held that man should be taxed according to the 

expenditure incurred by him, in his opinion, a tax on expenditure is the most equitable. 



Generally speaking the mercantilists favoured law customs, excise duties, a tax on interest 

etc. Their chief cannon of taxation was that of equity.  

Theory of Population 

Mercantilist favoured increasing population for maintaining military strength. It was 

also advocated for increase in productive capacity of the economy. They believed that 

cheap and abundant supply of labour would help in keeping the cost of production at 

lower levels. They encouraged family life and parenthood.  

Theory of Interest  

There were no uniformity of opinion regarding the interest concept. Thomas Mun, 

Locke and North favoured interest taking in money lending. According to them money 

lending provided the necessary capital to the poor merchants. Further it also led to gainful 

employment of the saving of widows, orphans and others. But the mercantilists were 

opposed to high rate of interest. 

MARXIAN ECONOMICS 

Introduction 

The political and economic philosophy of Karl Marx and Friedrich Engels in which 

the concept of class struggle plays a central role in understanding society’s allegedly 

inevitable development from bourgeois oppression under capitalism to a socialist and 

ultimately classless society is generally referred to as Marxian Political Economy model.   

Political economy was the original term used for studying production, buying, and selling, 

and their relations with law, custom, and government, as well as with the distribution of 

national income and wealth. Political economy originated in moral philosophy. It was 

developed in the 18th century as the study of the economies of states, or polities, hence the 

term political economy. In the late 19th century, the term economics came to replace political 

economy, coinciding with the publication of an influential textbook by Alfred Marshall in 

1890. Earlier, William Stanley Jevons, a proponent of mathematical methods applied to the 

subject, advocated economics for brevity and with the hope of the term becoming ‘the 

recognised name of a science.’  Today, political economy, where it is not used as a synonym 

for economics, may refer to very different things, including Marxian analysis, applied public-

choice approaches emanating from the Chicago school and the Virginia school, or simply the 

advice given by economists to the government or public on general economic policy or on 

specific proposals. A rapidly growing mainstream literature from the 1970s has expanded 

beyond the model of economic policy in which planners maximize utility of a representative 

individual toward examining how political forces affect the choice of economic policies, 

especially as to distributional conflicts and political institutions. It is now an area of study in 

universities. 

 

 



Life of Karl Marx 

Karl Heinrich Marx (1818-1883) was born on May 5, 1818 in the city of Trier, 

Germany. His father was a lawyer who came from a long line of Rabbis, but had changed his 

faith to Protestantism in order to keep his job. Karl Marx went to the University of Bonn to 

study law when he was 17 years old. Here he became engaged to Jenny von Westphalen, 

whose father, Baron von Westphalen, influenced Marx to read Romantic literature and Saint-

Simonian politics. Only a year later, Marx was moved by his father to the University of 

Berlin where he studied Hegelianism, influenced by Ludwig Feurbach and other Hegelians. 

He admired G.W.F. Hegel’s dialectics and belief in historical inevitability, but Marx 

questioned the idealism and abstract thought of philosophy and maintained his belief that 

reality lies in the material base of economics. In distinct contrast to G.W.F. Hegel’s 

concentration on the state in his philosophy of law, Marx saw civil society as the sphere to be 

studied in order to understand the historical development of humankind. In 1841 Marx earned 

his doctorate at Jena with his work on the materialism and atheism of Greek atomists. It was 

difficult for Marx to find publishers because of his radical political views, so he moved to 

Cologne, which was known to house a strong liberal opposition movement. The liberal group 

the Cologne Circle published a paper by Marx defending the freedom of the press in their 

newspaper The Rhenish Gazette (in 1842 he was made the editor of the paper). In Cologne 

Marx met Moses Hess, a radical who organized socialist meetings, which Marx attended. At 

these meetings Marx learned of the struggles of the German working-class. Based on the 

information he gathered from the members present at the meetings, Marx wrote an article on 

the poverty of the Mosel wine-farmers in which he was highly critical of the government. 

When the article was published in 1843, the Prussian authorities banned The Rhenish Gazette 

and threatened Marx with his arrest. Marx married his fiancé and they fled together to Paris. 

Here he took a position as editor of a political journal called Deutsch- 

FranzösischeJahrbücher (Franco-German Annals) that was designed to connect French 

socialism and radical Hegelianism. Although the journal only lived as long as one issue, it 

was a valuable opportunity for Marx. Through it he met his life-long friend Friedrich Engels, 

a contributor to the journal. Other prominent contributors included his old mentor from 

Berlin, Bruno Bauer, and the Russian anarchist Michael Bakunin. While in Paris, Marx 

became a communist, and worked primarily on studying political economy and the history of 

the French Revolution. He wrote a series of papers known as -konomisch- philosophische 

ManuskripteausdemJahre (Economic and Philosophical Manuscripts, 1844), however they 

were not published until the 1930s. The Manuscripts are influenced by Feuerbach and outline 

a humanist idea of communism. Marx contrasts capitalist society, and an alienated nature of 

labor, with communist society, in which human beings in cooperative production develop 

their nature freely. In 1844 Marx reviewed Bruno Bauer’s book On the Jewish Question. 

More than a review, Marx used the article to critique the continued influence of religion over 

politics, and propose a revolutionary change to the structure of European society. 

 

 



The Importance of the Study of Marxian Economics 

i. A study of Marx will help us to understand the operation of capitalism, Marx was 

the most severe critic of capitalism. He revealed the Inner contradictions and 

weaknesses of capitalism. He also explained the fundamentals of social change. 

So by studying Marx, we can be aware of the shortcomings of capitalism and 

improve the system. 

ii. Marxian economics teaches us that material well-being is the pre-requisite of 

social well-being. Arts, Science, Literature, Politics, Philosophy, in fact the entire 

human civilisations is highly influenced by economic factors. Marxism draws our 

attention to the miseries and privations of the common masses. It creates a 

consciousness in us about the urgency of rendering social justice. 

iii. Marxian description of capitalism throws light on certain features of capitalism 

which were either not properly analysed or not touched at all by the classical 

economists. Thus concentration of economic power, growth of monopoly and 

finance capital, unemployment, economic crisis due to overproduction and under 

consumption, imperialism, etc., 

iv. A study of Marxian economics is essential to acquaint ourselves with the Marxian 

terminology so as to understand modern socialism and interpret socialist writing 

in proper perspective. Socialist literature abounds in terms such as immiserisation, 

proletariat, organic composition of capital, dialectical materialism, etc. These are 

mostly of Marxian origin. Without an understanding of the implications of these 

Marxian phrases,our understanding of socialism would remain incomplete.  

v. Orthodox classical economists argued in terms of harmony of interests in the 

society. Butas Joan Robinson pointed out, Marxian conception of a permanent 

conflict of interests in economic life gives a more realistic picture of the Society. 

It is obvious that the interests of the c3pitalists and workers are incompatible and 

hence would come into clashes. Hence a study of Marx would give us a true 

picture of a capitalist society. 

vi. Economics is a Social Science. Economics studies the social relations of 

production and distribution. But in classical economics very often we find a 

divorce between economic theory and social relation Marxism was a reaction 

against this conception. In this context his theo-of class struggle represented a 

more realistic approach, although the assumptions and conclusions were not 

always valid. Thus a study of Marxian economics enables us to understand the 

background of class struggle in the society. 

vii. Marx's critique of Capitalism has not proved to be essential true. However, his 

analysis of capitalism as a passing stage in the historical evolution of Society 

provides interesting reading  

viii. A study of Marx enables us to understand the nature and role the state. In a 

capitalist economy the state is an instrument of oppressor. In the ultimate 

communist society, the state will wither away. But there scope to manipulate the 

state to further the interests of the masses.  



ix. A knowledge of Marxian ideas is highly essential to understand the contemporary 

economic society. Marxism today is the exc1usive method of social analysis for a 

third of the human race. So it would absurd to comprehend contemporary social 

reality without comprehending Marxism. 

Dialectical materialism 

 Marx’s theory of social development is also known as ‘dialectical materialism.’  

Marxian ‘materialism implies that ideas, institutions, philosophies, religions, etc., all are 

determined by real material condition of life. This materialism is also at the root of Marxian 

concept of social classes. Marxian materialism simply means that men's economic activities 

are fundamental and they determine the general way the character of everything else they do.  

Marx got the idea of ‘dialectics’ from the German philosopher Hegel. According to the 

dialectical principle everything includes it’s opposite or negative. A thesis has an antithesis. 

The conflict of these opposites leads to the transformation of this thesis into a synthesis. In 

other words, the basic cause of change in all things in their self-movement, lies in the struggle 

of opposites or in their internal contradiction. The contradiction gives rise to a synthesis 

between the thesis and antithesis. Human societies proceed from stage to stage of their 

development so that within each stage fundamental contradictions arise. When these 

contradictions are resolved, the society passes from one stage to another.  

Theory of Surplus value  

Surplus value is the difference between the value of what an employee produces and 

what the employee is paid — the surplus value is converted into the owner’s profit. This is a 

complicated concept and initially seems counter-intuitive. Machinery is a part of modern 

production and does not machinery increase efficiency? The machine presumably costs less 

over its life than the worker; isn’t that why capitalists buy machines, so they can employ 

fewer workers and increase productivity? True on both counts. But the value of machines is 

consumed in production - their value is transferred to the products that are produced with 

them. It is the physical labour of production that produces the commodity that is sold for 

more than was paid for the materials used to make it. This concept is easier to understand 

when it is applied across the life of a commodity rather than narrowly within only the 

enterprise that manufactures the final product. Any product made for sale has an ‘exchange 

value.’ This value is not necessarily the same as its ‘use value’ - the intrinsic value a product 

has to the user of it. If it takes eight hours for an individual to make a shirt for herself, then 

the shirt might be said to have a use value of eight hours of labour. 

 Perhaps instead of wearing it herself the shirt maker wishes to barter the shirt for a 

pair of shoes. If the shoes require sixteen hours to make, the shoe maker is not likely to see 

that as a fair exchange. But if the shoe maker needs two shirts, then the labour that went into 

each side of the exchange is equal (assuming the skill and intensity of work are close to 

equal). In this example, the pair of shoes can be said to have the value of two shirts. In a 

modern capitalist economy, the shirt or shoe is sold for money - its exchange value is the 

amount of money paid for it. But the shirt maker working for a wage paid by a manufacturer 



will receive only a portion of that value - the difference, the surplus value, is the source of 

profit. If the capitalist willingly paid to his employees the full value of what they produce, he 

wouldn’t be a capitalist - there would be no profit.  

The owner of the factory is not altruistic - he intends to extract surplus value. But that 

owner does not keep all the surplus value - he must share it with those who help circulate the 

commodity. Distributors and merchants assume the cost of circulation, part of the expense of 

a commodity, while sharing the surplus value. The distributor has specialized skills and can 

circulate the commodity more efficiently than the manufacturer; because the cost of 

circulating the commodity is thereby reduced, there is more surplus value to be shared. In the 

following hypothetical case, the surplus value is shared with the distributor and the merchant. 

Let’s say the factory owner pays a wage that is equal to eight dollars to each worker for each 

widget. The owner sells the widget to the distributor for ten dollars, the distributor sells it to 

the merchant for twelve dollars and the merchant sells the widget for fourteen dollars. When 

the worker goes to the store to buy a widget, she pays fourteen dollars although she was paid 

only eight dollars to make one. Thus, the widget is worth six dollars more than what the 

factory owner paid to the worker, not the two-dollar difference between the wage and what 

the factory owner received for it. The distribution of that surplus value can change among the 

capitalists. These capitalists compete against each other to earn a bigger profit, at the same 

time they cooperate in getting the product to market.  

The widget manufacturer might miscalculate the demand and overproduce, causing a 

glut that reduces the price that can be realized. Or a giant merchant chain becomes so big that 

it has the power to force lower prices — the chain wishes to sell the widget for less to 

undercut its smaller competitors, and possesses sufficient clout by virtue of its size to 

negotiate a discount, forcing the manufacturer to cut its wholesale prices. If the manufacturer 

does not wish to see its profits reduced, it has to reduce its costs.  

The primary way it can do so is to lower its labour-power costs. This can mean cuts to 

wages or benefits, increased workloads, layoffs or moving production somewhere else. In 

each of these cases, the capitalist is buoying profit levels by extracting more surplus value. 

More will be extracted from the workforce through suppressing pay or an intensification of 

work. The above example is of course an oversimplification. The factory owner has costs 

other than labour power, and employees do not create the widgets solely with bare hands. 

(And, in reality, the employee will be paid far less than the 80 percent of the factory owner’s 

proceeds in our hypothetical example.) There is machinery in the manufacturing process, and 

raw materials (including previously manufactured components) are needed to make the 

widgets. If the company’s shares are traded on a stock exchange, the shareholders will be 

expecting a hefty cut of the profits. 

Theory of capitalist crisis 

 Under capitalism, the relationship between labour and human expression changes: 

rather than labouring to fulfil their needs or express ideas, workers do so at the demands of 



capitalists. Workers are alienated from their labour because it no longer belongs to the 

worker, but rather to the capitalist. This alienates workers in four ways 

1. Workers are alienated from their productive activity, in that they no longer labour to 

satisfy their own needs.  

2. Workers are alienated from the product of their labour, which now belongs to the 

capitalist. Instead of finding expression in producing, workers turn to consuming to 

express themselves.  

3. The cooperative nature of work is destroyed through the organization of the labour 

process, alienating workers from their fellow workers. Additionally, workers often 

must compete against one another for work and pay.  

4. Workers are alienated from their human potential, as the transformative potential of 

labour is lost under capitalism. 

Exploitation 

Exploitation is a set of social relations on which capitalism is built. Capitalists exploit 

workers by paying them less in wages than the value they produce. While a worker may earn 

eight dollars a day in wages, s/he may produce ten dollars a day worth of value, creating what 

Marx called surplus value. Capital grows by exploiting workers to generate ever greater 

amounts of surplus value, usually by lowering workers’ wages. In addition, capitalists 

constantly compete with one another over capital by finding new ways to generate profit and 

surplus value in order to maintain an edge. Marx calls this drive the general law of capitalist 

accumulation. Capitalism is not the only historical epoch in which individuals are exploited, 

but it is the only one in which the mechanisms of exploitation are hidden behind independent, 

objectified, and reified structures, such as the market. 

Falling tendency of rate of profit  

The main objective of the capitalists is to make profit. But in a capitalist society as 

capital accumulates, more proportion of it will consist of constant capital. Constant capital is 

the product of past labour and it does not create any new value. Only variable capital can 

create value. Although constant capital does not produce any surplus value yet the use of 

constant capital like machinery etc. increases the productivity of labour. So by using constant 

capital, the capitalist can reduce his cost, undersell his competitors and gain a temporary 

advantage over them. Competition therefore compels the capitalists' continually to increase 

their constant capital. Now, as the rate of profit is the ratio between surplus value and 

constant plus variable capital, the average rate of profit inevitably declines. Thus, in the short 

run it may be possible to offset the tendency of the rate of profit to fall by increasing the 

productivity of' labour. But in the long run the increasing organic composition of capital will 

bring about a sure decline in the rate of profit. The rate of profit is an indicator of the 

economic health of market capitalism. A declining rate of profit indicates that capitalism is in 

the process of decomposition.  

 



Industrial reserve army of labour and unemployment.  

Marx assumed that under capitalism there was a tendency to produce a surplus labour 

force. He called it as the ‘reserve army of the unemployment.’ In the normal process of 

capitalist accumulation and production, in a mature capitalist economy, there is a tendency 

for a progressive decline in the amount of variable capital. This will lead to a decline in 

employment opportunities. With the growing use of machinery the demand for labour in the 

industries would progressively fall. Machines would increasingly devour men. The larger the 

quantity of capital per worker, the greater the productivity of labour, the smaller the number 

of workers employed to produce a certain quantity of output. With the increase in the size of 

individual enterprises consequent upon concentration and centralisation of capital, the 

proportion of constant to variable capital would increase. The recurring economic crises also 

will vastly add to the army of unemployed. All these factors would tend to create an 

industrial reserve army or relative surplus population under capitalism. 

The increasing misery of the proletariat.  

His doctrine of increasing misery of labour has been interpreted in various ways. 

First, the condition of the -proletariat worsened due to unemployment. Due to the presence of 

a vast ‘reserve army’ the wages of the workers would be maintained at the minimum level. 

Intense competition among the workers would reduce the price of labour. Competition would 

also lead to over-work which contributed to their high mortality rate. Thus sometimes there is 

an absolute material deterioration.  The economic success of capitalism followed by high 

production and wealth intensifies proletarian misery. The capitalist tries to realise the 

maximum possible surplus value from the worker. 

 

Physiocracy 

Introduction 

Physiocracy is a school of thought founded by François Quesnay (1694-1774), a court 

physician to King Louis the 15th. At one point in time Physiocracy constituted a sort of 

religious movement that attracted a number of outstanding and extremely fervent believers, 

and exerted no small influence on real politics. The history of the Physiocratic movement is 

thought to have begun in 1757, when Quesnay met Mirabeau the elder (1715-89), and come 

to an end in 1776, with the fall of Turgot (1727-81). The actual members of the Physiocratic 

school referred to themselves not as Physiocrats but as économistes. The term “physiocracy” 

apparently came into general use after having first appeared in 1767, with the appearance of a 

collection of Quesnay’s works published by Pierre du Pont under the title Physiocratie, ou 

Constitution Naturelle du Gouvernement le Plus Avantageux au Genre Humain. The term is 

of course a combination of “physio” (nature) and “cracy” (rule), thus meaning the “rule of 

nature.” This expresses the school’s fundamental idea that there is a natural order, as opposed 

to artificial systems, and that the mission of scholarship and politics being to understand this 

natural order and bring it into existence, thereby bringing about this rule of nature. 2. 



Physiocracy (from the Greek for “Government of Nature”) is an economic theory developed 

by the Physiocrats, a group of economists who believed that the wealth of nations was 

derived solely from the value of “land agriculture” or “land development.” Their theories 

originated in France and were most popular during the second half of the 18th century. 

Physiocracy is perhaps the first well-developed theory of economics. 3. The Physiocrats, or 

the “Economists” as they called themselves, were the first school of economic thought. They 

represented a reaction against the policies of Jean Baptiste Colbert [1619-1683]. Colbert was 

served as a minister in the Court of Louis XIV. Colbert advocated strict regulation of 

commerce, protective tariffs and is regarded as a archetypical “Mercantilist.” There were a 

number of writers who began to question the mercantilist policies of Colbert by the early 

1700s (examples are Pierre Boisguillebert [1646-1714], Seigneur de Vauban [1633-1707] and 

later Richard Cantillon [1680-1734]), however it was François Quesnay [1694-1774] who 

provided the basic structure of the Physiocratic system in the late 1750's. The Physiocrats 

represented an “alliance of persons, a community of ideas, and acknowledged authority and a 

combination in purpose, which banded then into a society apart.” They held in common the 

idea that all things are part of an interconnected system that is rational and comprehensible to 

the human mind. 

Factors rises of physiocracy 

1. Tyranny and Extravagant Court Life 

France was experiencing an absolute monarchy but without its potential benevolence. 

The life of the political administrators, from the king downwards ,was very luxurious and 

corrupt. Public expenditure was very extravagant and wasteful. The result was an increasing 

indebtedness of the government and the need to levy extra taxes to finance the public 

expenditures. The deteriorating economic conditions provided a new ground for new ideas 

and a welcome change. 

2. Regressive Taxation  

In France, during the reigns of Louis 14, taxation was unduly heavy, unjust and 

inequitable. The nobility and clergy owned about two-thirds of the country's land, but they 

were hardly paying any taxes while the poor peasants were being crushed under all sorts of 

levies in addition to the extortionist land rents. The manner of tax collection was also highly 

deplorable. Obviously the farmers were hardly left with any surplus which they could use for 

improvement of land or for improving their own consumption standards. The peasants also 

had to bear the burden of providing services to the feudal lords. There were many other 

oppressive taxes like the salt tax, poll tax, the tithe etc.which were equally burdensome for 

the poor sections of the community. The tortured life led by the farmers gave an impetus to 

the physiocratic policies and doctrines.  

3. Decay of Mercantilism  

Mercantilist policies had outlived their importance. Its policies were severely 

criticised. People were looking for an alternative system. In England agriculture was being 



revolutionised with the introduction of large scale farming. The achievements of this 

revolution reached the ears of the French people through the writings of Gourney, Mirabeau 

and Montesquieu.  

4. Neglect of Agriculture  

Agriculture in France was in a state of stagnation compared with its increasing 

usefulness and profitability in England. Colbertism was partly responsible for this. Industrial 

development was taking place in France at the cost of agriculture. Investments were diverted 

from agriculture to manufacture. The value of agricultural produce fell on account of 

restricted markets. Lower prices of agricultural products prevented capital accumulation in 

agriculture. Agriculture suffered due to lack of capital and initiative. 

5. Emergence of a Group of Ambitious Agriculturists  

In France a group of ambitious agriculturists and landlords started seriously thinking 

of the development of agriculture in France. They did not tolerate the suppression of French 

agriculture by king. One such ambitious landlord was Quesnay. The on-going Agricultural 

Revolution in England influenced very much these ambitious French landowners. They 

thought that a similar revolution can be brought about in France.  

6. Subjective Factors  

According to Prof: Haney, there were great subjective factors at work for change and 

progress discarding mercantile policies. During the period of Louis 14, the people could not 

criticise his policies. After his death the people of France got sufficient liberty to express their 

opinion. This was the beginning of breaking away from the established policies, politics and 

religion 

7. Existence of Socio-economic  

Inequality France witnessed an extreme form of inequqlity between different classes 

of people and between different sectors of the economy. There were both privileged and 

unprivileged classes. The common people were underprivileged who wanted an escape from 

this unwanted situation.  

8. Influence of the Writers  

Thinkers concerned with the ills of the society were trying to figure out and convey 

suggestions for the reformation of the system. There were analytical discussions and 

explorations regarding the ill- effects of the existing system and the type of the ideal system 

which should replace. They were all agreed that the ideal system is physiocracy. 

9. Reaction against Mercantilist Policies  

As Haney observes physiocracy was the revolt of French people against rnercantilistn. 

By the middle of the 18th century, the doctrine of mercal1tilism lost its practical usefulness 

and applicability. In Thomas Mun's own country - England - the doctrine was much 



discredited. Mercantilist policies gave undue emphasis to trade. In England an agricultural 

revolution was taking place due to large scale farming. The advantages of the revolution was 

brought to the knowledge of the French by writers like Mirabeau, and Mantesquiea, The 

works of several English writers were translated into French. This provided an opportunity to 

the French thinkers' to understand the progress of Great Britain, which depended to a great 

extend upon agricultural activities. The people were in search for an alternative system. They 

were looking for a new system of socio-economic order which could substitute mercantilism. 

This system was provided by physiocracy. 

10. Subjective Forces  

According to Haney, there were great subjective forces at work for change and work. 

During the period of Louis XIV people could not criticize his policies because of his 

tyrannical rule. After the death of Louis XIV, the people of France got sufficient liberty to 

express their opinion, People began to break away from the established policies, politics and 

religion. People wanted something more rational, simpler and more practical. Above all they 

began to demand something which is based on natural justice. Thus naturalism came to the 

forefront of human action and thought. This demand was satisfied by the new system of 

physiocracy which was based on the' rule of nature. 

The Basic Principles of Physiocracy: The following are the fundamental principles and 

policies of physiocracy.  

1. Agriculture is the only productive occupation.  

2. Industry and trade are sterile occupations.  

3. Agriculture alone produces net product.  

4. There is a natural order which makes life happy and meaningful.  

5. There is harmony among all classes of people.  

6. The individual should get maximum liberty.  

7. State action should be limited to the minimum. 

8. Trade is a necessary evil, and there should be free trade.  

9. Value depends on utility. Wealth has value. Value and price are the same things. 

10. The wage level is at the subsistence level.  

11. There is interdependence in the economic system.  

12. Real wealth lies in tangible and consumable goods.  

13. Private initiative must be encouraged.  

14. Distribution of products is very essential.  



15. Money is a medium of exchange.  

16. All that is bought is sold and all that is sold is bought.  

17. Rent is a perfectly legitimate income of the landlords.  

18. There should be a single and direct tax on land, as it is the only productive source.  

19. Private property is essential.  

20. There is the possibility of overpopulation on land. 

Natural order or Natural philosophy  

Natural order is the symbol of physiocratic system. Dupontde- Nemours defined 

physiocracy as “the science of natural order”. Natural order, according to physiocrats, was an 

ideal order of things guided by the laws of nature, which has been ordained by god for the 

happiness of mankind. 'It was really the providential order. It was eternal and unchangeable. 

The' physiocrats conceived of an ideal order of things and a perfect arrangement of 

institutions guided by the laws of nature.  

Natural laws govern the activities of its members. The problem is to discover and 

obey these laws. There are two types of natural laws. Natural physical laws and natural moral 

laws. Physical laws govern physical universe. Natural moral laws are the laws of human 

actions. They are laws which govern human behaviour. They include rules of prudent 

individual conduct. It is the rule of justice, to be followed by individuals while dealing among 

themselves. According to physiocrats, natural order was an ideal order of things created by 

god for the maximization of human happiness. The man made social orders were artificial in 

nature. So the physiocrats wanted the people to do away with artificial man- made rules. 

Physiocrats believed that people suffer from social evils because the social order did not 

confirm to the natural order. In their opinion, the present organization of state should be 

suitably modified to bring the life, behaviour and ideas of the people within the orbit of the 

natural order. 

The Net Product  

The concept of net product was the direct outcome of the philosophy of natural order 

of the physiocrats. The mercantilists has maintained that the source of wealth lay in foreign 

trade and that it consisted of precious metals. The physiocrats differed from the mercantilists 

on both these ideas. Physiocrats considered agriculture as the only source of wealth. To the 

physiocrats the only productive wealth was agriculture. To them the other occupations, other 

than agriculture were unproductive and sterile. In agriculture nature labours along with man. 

By the gift of nature (fertility) agriculture produces more than what the farmers consumes. 

This surplus production in the agriculture sector is called as “Net product”. This surplus is 

obtained by subtracting the input (the amount of wealth destroyed in the production of new 

wealth) from the amount of new wealth produced. This surplus is used to nourish the other 

classes of people. It means that agriculture not only satisfied the needs of those engaged in it, 



but also of others engaged in trade, manufacture, and other professions. Thus the surplus can 

be taken as the difference between the quantum of production and the quantum utilized in the 

process of production.  

Physiocrats considered commerce and manufacture as unproductive. To the 

physiocrats production means creation of surplus. They therefore thought, only that industry 

to be productive because it increases the wealth of the nation. In Industry merely raw 

materials are transferred into finished products. In commerce and trade a mere transfer of 

wealth is taking place. In agriculture alone a surplus is generated. So labour which was 

applied anywhere except to land was sterile because man is not a creator. Thus the 

physiocrats believed that agriculture alone was productive. As a result the net product in the 

economy was possible and civilization had become a fact. Since agriculture was the sole 

source of wealth, it should be promoted, interest in it should be increased and hindrance from 

its way should be removed. 

The circulation of wealth 

Based upon the concept of Net Product, the physiocrats advanced the theory of 

circulation of wealth. That is distribution of net product. Physiocrats were the first to attempt 

to analyse the problem of distribution. The credit for putting the idea in a systematic manner 

goes to Francois Quesney. He skilfully and graphically analysed the concept of circulation of 

wealth, drawing 'analogies from the circulation of blood in the' body. Being a doctor; he was 

able to describe it very eloquently. The circulation of net product in the words of Turqot 

constituted the very life blood of body politics, just as the circulation of blood of the physical. 

 

Classical Economy 

Introduction 

Classical economics refers to work done by a group of economists in the eighteenth 

and nineteenth centuries. They developed theories about the way markets and market 

economies work. The study was primarily concerned with the dynamics of economic growth. 

It stressed economc freedom and promoted ideas such as laissez-faire and free competition. 

Economic thought until the late 1800’s. Adam Smith’s Wealth of Nations, published in 1776 

can be used as the formal beginning of Classical Economics but it actually it evolved over a 

period of time and was influenced by Mercantilist doctrines,Physiocracy, the enlightenment, 

classical liberalism and the early stages of the industrial revolution.  

Classical economics as the predominant school of mainstream economics ends with 

the ‘Marginalist Revolution’ and the rise of Neoclassical Economics in the late 1800’s. In the 

1870’s William Stanley Jevons’ and Carl Menger’s concept of marginal utility and Leon 

Walras’ general equilibrium theory provided the foundations. Henry Sidgwick, F.Y. 

Edgeworth,Vilfredo Pareto and Alfred Marshall provided the tools for Neoclassical 

economics. Neoclassical economics is an extension of Classical economics but, the focus of 



the questions changed as well as the tools of analysis. In spite of the dominance of 

Neoclassical thought, Classical Economics has persisted and influences modern economics, 

particularly the ‘New Classical Economics.’ The belief in the efficacy of a ‘free market’ is 

central to both classical and neoclassical ideology.  

Famous economists of this school of thought included Adam Smith, David Ricardo, 

Thomas Malthus and John Stuart Mill.While Adam Smith would be regarded as the 

originator and leader of the school, David Ricardo should be credited with establishing the 

form and methods of the school. The debates between Thomas Malthus and David Ricardo 

about policy issues such as the ‘Corn Laws’ and the ‘Poor Laws’ contributed to the focus and 

form of the school. Smith was concerned about the nature of economic growth. Malthus, 

Ricardo and other classical economists were concerned about the question of ‘distribution.’ 

One important debate among classical economists was whether there was or wasn’t a 

‘surplus’ or ‘glut.’ Jean Baptiste Say and Malthus were the two major protagonists in the 

question about the existence of a surplus and its effects on a market economy. 

Adam Smith 

Life of Adam Smith 

Adam Smith was born in Kirkcaldy, Fife, Scotland. The exact date of his birth is 

unknown; however, he was baptized on June 5, 1723. Smith was the Scottish philosopher 

who became famous for his book, ‘The Wealth of Nations’ written in 1776, which had a 

profound influence on modern economics and concepts of individual freedom.  

In 1751, Smith was appointed professor of logic at Glasgow University, transferring 

in 1752 to the chair of moral philosophy. His lectures covered the field of ethics, rhetoric, 

jurisprudence and political economy, or ‘police and revenue.’ In 1759 he published his 

Theory of Moral Sentiments, embodying some of his Glasgow lectures. This work was about 

those standards of ethical conduct that hold society. together, with emphasis on the general 

harmony of human motives and activities under a beneficent Providence. 

Smith moved to London in 1776, where he published An Inquiry into the Nature and 

Causes of the Wealth of Nations, which examined in detail the consequences of economic 

freedom. It covered such concepts as the role of self-interest, the division of labour, the 

function of markets, and the international implications of a laissez-faire economy. ‘Wealth of 

Nations’ established economics as an autonomous subject and launched the economic 

doctrine of free enterprise.  Smith laid the intellectual framework that explained the free 

market and still holds true today. He is most often recognized for the expression ‘the invisible 

hand,’ which he used to demonstrate how self-interest guides the most efficient use of 

resources in a nation’s economy, with public welfare coming as a by-product. To underscore 

his laissez-faire convictions, Smith argued that state and personal efforts, to promote social 

good are ineffectual compared to unbridled market forces.  

In 1778, he was appointed to a post of commissioner of customs in Edinburgh, 

Scotland. He died there on July 17, 1790, after an illness. At the end it was discovered that 



Smith had devoted a considerable part of his income to numerous secret acts of charity.  His 

Important works are: ‘The Theory of Moral Sentiments’ (1759). ‘An Inquiry into the Nature 

and Causes of the Wealth of Nations’ (1776). 

The theory of the Invisible Hand  

It is a term coined by Adam Smith in his 1776 book ‘An Inquiry into the Nature and 

Causes of the Wealth of Nations’.  One of the greatest contributions of Adam Smith was the 

invisible hand theory. He said that if the government doesn’t do anything, there’s a 

controlling factor of people themselves who can guide markets. I believe that the government 

should be responsible in defining the property rights, to set up honest courts, to impose minor 

taxes and to compensate for well defined ‘market failures’ If I sell candies for 1 peso each 

and Christian sells them for 2 pesos for 3 pieces, he will get all the business making me lose 

mine so in order to compensate for my loss I should be forced to lower my price as to stay 

alive in the business. I am guided by an invisible hand which is my self-interest to gain profit 

or as Adam Smith would say everyman for himself.  

The theory of the Invisible Hand states that if each consumer is allowed to choose 

freely what to buy and each producer is allowed to choose freely what to sell and how to 

produce it, the market will settle on a product distribution and prices that are beneficial to all 

the individual members of a community, and hence to the community as a whole. The reason 

for this is that self-interest drives actors to beneficial behaviour. Efficient methods of 

production are adopted to maximize profits. Low prices are charged to maximize revenue 

through gain in market share by undercutting competitors. Investors invest in those industries 

most urgently needed to maximize returns, and withdraw capital from those less efficient in 

creating value. Students prepare for the most needed (and therefore most remunerative) 

careers. All these effects take place dynamically and automatically. 

Theory of value 

A main concern for Smith involved tracing the roots of value. He identified two 

different kinds of value, ‘use value’ and ‘exchange value.’ The concept of exchange value 

interested Smith considerably. The diamond-water paradox, in particular, proved puzzling to 

him: Why is it that diamonds, which have very little practical use, command a higher price 

than water which is indispensable to life? By discovering the true source of value Smith 

hoped to find a benchmark for measuring economic growth. Eventually Smith settled on 

labour as the source of value: The number of hours labour that a good can be exchanged for 

constitutes its inherent worth. (Note, this is not the same as saying that a good is worth the 

number of hours spent in its production.) The value of a good can also be referred to as the 

‘natural price.’ The natural price need not function as the actual cost of a good in the 

marketplace. Competition, however, was expected to push the market price towards the 

natural price.  

Smith believed that the word value has two different meanings, and sometimes 

expresses the utility of some particular object, and sometimes the power of purchasing other 

goods which the possession of that object conveys. The one may be called ‘value in use’; the 



other, ‘value in exchange.’ The things which have the greatest value in use have frequently 

little or no value in exchange; and on the contrary, those which have the greatest value in 

exchange have frequently little or no value in use. Nothing is more useful than water: but it 

will purchase scarce anything; scarce anything can be had in exchange for it. A diamond, on 

the contrary, has scarce any value in use; but a very great quantity of other goods may 

frequently be had in exchange for it.  

According to Smith, value in exchange is the power of a commodity to purchase other 

goods -its price. This is an objective measure expressed in the market. His concept of value in 

use is ambiguous; it resulted in a good part of his difficulties in explaining relative prices. On 

the one hand, it has ethical connotations and is therefore a return to scholasticism. Smith’s 

own puritanical standards are particularly noticeable in his statement that diamonds have 

hardly any value in use. On the other hand, value in use is the want-satisfying power of a 

commodity, the utility received by holding or consuming a good 

Theory of Distribution 

 Smith’s theory of wages was a form of the Iron Law of Wages which held that wages 

are by and large equal to the subsistence level of wages. (If wages exceed the level that is just 

enough to keep the worker and his dependents alive, there will be an increase in population 

that will drive wages down to the subsistence level. If wages fall below what the workers 

need to stay alive, population will fall and wages will rise to the subsistence level.) This 

meant that any increase in total output went not to the workers but to capitalists who would 

save and invest in machinery that would make possible further division of labour and 

technological progress. Smith thought of rent as a residual that is leftover after wages and 

profits had been paid out of total output. Wages would be reduced to the subsistence level, as 

I said before. Competition will gradually reduce the rate of profit to a low level that would 

also be uniform across all industries. Therefore, only those who earn rent income would 

benefit from progress. 

David Ricardo 

Life of David Ricardo 

David Ricardo was born on 19 April 1772 in London. He was the third son of a Dutch 

Jew who had made a fortune on the London Stock Exchange. When he was 14, Ricardo 

joined his father’s business and showed a good grasp of economic affairs. In 1793 he married 

a Quaker called Priscilla Anne Wilkinson; Ricardo then converted to Christianity, becoming 

a Unitarian. This caused a breach with his father and meant that Ricardo had to establish his 

own business. He continued as a member of the stock exchange, where his ability won him 

the support of an eminent banking house. He did so well that in a few years he acquired a 

fortune. This enabled him to pursue his interests in literature and science, particularly in 

mathematics, chemistry, and geology.  

In 1799 he read Adam Smith’s Wealth of Nations and for the next ten years he studied 

economics. His first pamphlet was published in 1810: entitled The High Price of Bullion, a 



Proof of the Depreciation of Bank Notes, it was an extension of the letters that Ricardo had 

published in the Morning Chronicle in 1809. In it, he argued in favour of a metallic currency, 

giving a fresh stimulus to the controversy about the policy of the Bank of England. The 

French Wars (1792-1815) caused Pitt’s government to suspend cash payments by the Bank of 

England in 1797. Consequently, there had been an increase in the amount of their paper 

currency and the volume of lending. This created a climate of inflation. Ricardo said that 

inflation affected foreign exchange rates and the flow of gold. The Bullion Committee was 

appointed by the House of Commons in 1819: it confirmed Ricardo’s views and 

recommended the repeal of the Bank Restriction Act. In 1814, at the age of 42, Ricardo 

retired from business and took up residence at Gatcombe Park in Gloucestershire, where he 

had extensive landholdings. In 1819 he became MP for Portarlington. He did not speak often 

but his free-trade views were received with respect, although they opposed the economic 

thinking of the day. Parliament was made up of landowners who wished to maintain the Corn 

Laws to protect their profits. Ricardo made friends with a number of eminent men, among 

whom were the philosopher and economist James Mill, the Utilitarian philosopher Jeremy 

Bentham and Thomas Malthus, best known for his pamphlet, Principles of Population 

published in 1798. Ricardo accepted Malthus’ ideas on population growth.  

In 1815 another controversy arose over the Corn Laws, when the government passed 

new legislation that was intended to raise the duties on imported wheat. In 1815 Ricardo 

responded to the Corn Laws by publishing his Essay on the Influence of a Low Price of Corn 

on the Profits of Stock, in which he argued that raising the duties on imported grain had the 

effect of increasing the price of corn and hence increasing the incomes of landowners and the 

aristocracy at the expense of the working classes and the rising industrial class. He said that 

the abolition of the Corn Laws would help to distribute the national income towards the more 

productive groups in society. In 1817, Ricardo published Principles of Political Economy and 

Taxation in which he analysed the distribution of money among the landlords, workers, and 

owners of capital. He found the relative domestic values of commodities were dominated by 

the quantities of labour required in their production, rent being eliminated from the costs of 

production. He concluded that profits vary inversely with wages, which move with the cost of 

necessaries, and that rent tends to increase as population grows, rising as the costs of 

cultivation rise. He was concerned about the population growing too rapidly, in case it 

depressed wages to the subsistence level, reduce profits and checked capital formation. 

Illness forced Ricardo to retire from Parliament in 1823 and he died on 11 September at the 

age of 51. 

Theory of value 

Modern discussion of the validity of the economic system of David Ricardo has 

centred about the theory of value. The labour theory of value states that the relative price of 

two goods is determined by the ratio of the quantities of labour required in their production. 

His labour theory of value has the following assumptions, 

i. both sectors have the same wage rate and the same profit rate 

ii. the capital employed in production is made up of wages only 



iii. the period of production has the same length for both goods. 

Ricardo himself realized that the second and third assumptions were quite unrealistic and 

hence admitted two exceptions to his labour theory of value, 

1. production periods may differ 

2. the two production processes may employ instruments and equipment as capital and 

not just wages, and in very different proportions. 

Ricardian distribution theory 

The importance of David Ricardo’s model is that it was one of the first models used in 

Economics, aimed at explaining how income is distributed in society. Starting 

assumptions 

i. there is only one industry, agriculture; only one good, grain; - 

ii. there are three kinds of people 

a. Capitalists  

they start the economic growth process by saving and investing. In return, they 

receive profits (P), which is what is left once wages and rents have been subtracted 

from the gross revenue. Capital can be divided into fixed capital (machines, for 

example) and working capital (wage fund, WF). 

b. Workers 

they represent the labour force, in return for wages (w). 

c. Landlords  

they allow production(y) to take place in their lands in return for rent (R). -law 

of diminishing returns: affects labour (variable factor of production) and land (fixed 

factor). -principle of margin: marginal product of labour, which, along with the 

average product of land, is decreasing. -principle of economic surplus: profits are 

determined as a surplus of production. 

J.S. Mill 

Life of J.S. Mill 

John Stuart Mill was born in London on May 20, 1806 and died May 8, 1873 in 

Avignon, France. He was a philosopher, economist and political theorist. He was the eldest 

son of the historian and economist James Mill who, later assisted by Jeremy Bentham and 

David Ricardo, gave John Stuart his prodigious education. The rigorous upbringing did bear 

its fruit, by the age of 14 Mill was well versed in both Greek and Latin, and in the subjects of 

history, mathematics, logic and, what became his specialty, political economy. At the young 

age of 14, John Stuart Mill went to pursue his studies in France where he then met Henri 

Saint-Simon. Over the following few years he edited Bentham´s fragments on the theory of 

legal evidence. He then refused to study further in Oxbridge and was instead secured a 

position in the East India Company in 1823; he continued to work there until 1858.  



Mill had had a nervous breakdown at the age of twenty and suffered from severe 

depression. This is often considered a consequence of his rigorous education. He eventually 

recovered, in part due to his engagement with the poetry of William Wordsworth. As well, 

during this time he distanced himself from Benthamism, working to add a more idealist note 

to it. He was also influenced by August Comte’s work during this period and such reflections 

can be seen in Mill. Yet during this growth period Mill never entirely discarded utilitarian 

principles. Empiricist by nature, Mill instead worked to use such principles in a positive 

rather then a critical sense. This positivistic stance, he was convinced, was the way towards a 

real progress in human knowledge and the possibility of freedom to be attained. In 1865 Mill 

was elected as a Member of Parliament for Westminster, where he remained for three years. 

During this same period he also served as Rector of the renown University of St. Andrews. 

Mill was very pro-active and worked to implement reforms towards proportional 

representation and labour unions, and supported women’s rights. He was the first 

parliamentary deputy to support a woman’s right to vote and was a co-founder of the first 

women’s suffrage organization 

John Stuart Mill’s works have never shied away from controversy. Mill’s 

Examination of Sir William Hamilton’s Philosophy (1865) is said to contain the first secular 

appearance of Phenomenalism. It was only after this work that this doctrine became the 

standard among scientific philosophers during this time. Co-written with his wife, The 

Subjection of Women (1869), was quite radical for its time, and caused yet another 

controversy. The essay argued in favor of equality of the sexes employing utilitarian 

arguments.  

Mill was convinced that the inequality of women would impede human progress in 

general. For Mill the only way to find out whether there are actually differences between men 

and women, he argues, is by experiment. Mill chose to publish this essay relatively late in his 

life, possibly to avoid controversy. For similar reasons he did not want to have his Three 

Essays on Religion published during his lifetime (they only appeared in 1874), though these 

were not as radical as his followers had hoped. Convinced that they would impede progress, 

Mill here argues against an all-powerful god and traditional religious views in general.  

Instead, he proposes a ‘religion of humanity,’ wherein humanity itself is reverenced. 

During his lifetime, Mill was quite prolific and produced a great number of works in various 

fields such as economics, social philosophy, logic, but also religion and ethics. Among his 

most important ones are Essays on Some Unsettled Questions of Political Economy (1844), 

Thoughts on Parliamentary Reform (1859), Considerations on Representative Government 

(1861), Auguste Comte and Positivism (1865), England and Ireland (1869). His fragmented 

Autobiography was posthumously published in the same year of his death; he died on May 8, 

1873 in Avignon, France. 

 

 

 



Reciprocal Demand   

Ricardo expounded the theory of comparative advantage without explaining the ratios 

at which commodities would exchange for one another. It was J. S. Mill who discussed the 

problem of ratios in detail in term of his theory of ‘Reciprocal Demand’. The term ‘reciprocal 

demand’ was introduced by Mill to explain the determination of the equilibrium terms of 

trade. It is used to indicate a country’s demand for one commodity in terms of the quantities 

of other commodities it is prepared to give up in exchange. It is reciprocal demand that 

determines the terms of trade which in turn determine the relative share of each country. 

Equilibrium would be established at that ratio of exchange between the two commodities at 

which quantities demanded by each country of the commodity which it imports from the 

other should be exactly sufficient to pay for another. 

J. S. Mill propounded the theory of reciprocal demand or the law of international 

values to explain the actual determination of equilibrium terms of trade. According to him, 

the equilibrium terms of trade are determined by the equation of reciprocal demand. 

Reciprocal demand means the relative strength and elasticity of demand of the two trading 

countries for each other’s product in terms of their own product.  A stable ratio of exchange 

will be determined at a level where the value of imports and exports of each country is in 

equilibrium. 

To explain his theory of reciprocal demand, Mill first restated the Ricardian theory of 

comparative costs, ‘Instead of taking as given the output of each commodity in two countries, 

with the labour costs different, he assumed a given amount of labour in each country but 

differing outputs. Thus his formation ran in terms of comparative advantage or comparative 

effectiveness of labour, as contrasted with Ricardo’s comparative labour cost. 

Assumptions 

1. There are two countries, say, England and Germany.  

2. There are two commodities, say, linen and cloth.  

3. Both the commodities are produced under the law of constant returns.  

4. There are no transport costs.  

5. The needs of the two countries are similar.  

6. There is perfect competition.  

7. There is full employment.  

8. There is free trade between the two countries.  

9. The principle of comparative costs is applicable in trade relations between the two 

countries. Given these assumptions Mill’s theory of reciprocal demand can be 

explained with the help of following table. 

 

 

 

 

 



Country Output of 

 

 

 Linen Cloth 

Germany 10 10 

England 6 8 

 

Suppose Germany can produce 10 units of linen or 10 units of cloth within one man-

year and England can produce 6 units of linen or 8 units of cloth with the same input of 

labour-time. According to Mill ‘This supposition then being made, it would be in the interest 

of England to import linen from Germany and of Germany to import cloth from England’. 

This is because Germany has an absolute advantage in the production of both linen and cloth, 

while England has the least comparative advantage in the production of cloth. This can be 

seen from their domestic ratios and international exchange ratios.  

Before trade, the domestic cost ratios of linen and cloth in Germany is 1:1 and in 

England is 3:4. If they were to enter into trade Germany’s advantage over England in the 

production of linen is 5:3 (or 10:6) and in the production of cloth 5:4 (or 10:8). Since 5/3 is 

greater than 5/4. Germany possesses greater comparative advantage in the production of 

linen. Thus it is in Germany’s interest to export linen to England in exchange of cloth. 

Similarly England’s position in the production of linen is 3/5 (or 6/10) and in production of 

cloth is 4/5 (or 8/10). Since 4/5 is greater than 3/5, it is in the interest of England to export 

cloth to Germany in exchange for linen. 

Jevon’s theory of value 

 Jevons’s utility theory was based on Bentham’s approach.  In addition, much from 

Bentham, he described economics as a “calculus of pleasure and pain.”  He acknowledged 

that feelings of human are matter, so the quantitative effects of the feelings should be 

measured and compared.  To define utility, Jevons described that not just intrinsic quality of 

things that count, but also “a circumstance of things arising out of their relation to man’s 

requirements”. That means a certain quantity of the same commodity produces different 

utilities to different men.  A commodity will be needed up to a certain quantity.  Beyond that 

quantity, a commodity will produce less and less utility down to zero or even negative. 

 Along with these observations, Jevons attempted to differentiate between total utility 

and thing later known as “marginal utility,” which introduced by Wicksteed and Marshall.  At 

the time, he called marginal utility as “final degree of utility,” which defined as “the degree 

of utility of the last addition, or the next possible addition of a very small, or infinitely small, 

quantity to the existing stock”. This concept in the language of differential calculus is 

actually the differential coefficient of utility with respect to quantity.  

 Jevons’s utility theory reached the highest point where he described maximum total 

utility of a commodity that has various applications is reached when the final degrees of 

utility are equal in every use.  Along with his analysis, he used equations and diagrams 

(quantities of the good on the x-axis and utility on the y-axis) and the area under the curve to 



represent total utility. Jevons’s utilitarianism was still not a perfect concept.  According to 

Jevons, the calculus of utility and the higher calculus of moral right and wrong were 

different.  He mentioned that the latter was superior to the former except in matters of moral 

indifference. Jevonswas considered to be an advocate of the ordinal measurement of utility.   

He described that the possibility of measuring the total amount of pleasure or 

comparing one pleasure as an exact multiple of another was seldom or never.  His theory had 

no need of the comparison of total quantities of utility instead it was based on the comparison 

of equal small increments.  Moreover, Jevons rejected the idea of interpersonal comparisons 

of utility, which he considered not possible. Jevons developed theory of exchange based upon 

his utility theory.  The prerequisites of this theory are such that:  

i. greater than two participants dealing with more than two commodities  

ii. perfect knowledge in stocks, intentions of the exchangers, and the ratio of 

exchange Market idea of his covered the situations from bilateral monopoly to 

competition.   

The theory suggests that the ratio of exchange of any two goods “will be the 

reciprocal of the ratios of the marginal utilities of the quantities of goods available for 

consumption after completion of the exchange”. Basically, people will continued to trade as 

long as marginal utility of the acquired commodity is greater than marginal utility that losses 

by the surrender of the other commodity.  So, due to Jevons’s concept of diminishing 

marginal utility as described previously, the trading process will stop when the marginal 

utilities of both goods (the good acquired and the good surrendered) are equivalent.  In 

connection with Jevons’s market concept, the perception of “trading bodies” on the buying 

and selling sides, which comprised of single individuals or groups of individuals, was also 

introduced. Jevons’s also introduced the law of indifference.  According to this law, in the 

same market  “all portions of a homogeneous good must be exchanged in the same ratio, any 

portion being indifferently usable in place of an equal portion”.  The foundation of Jevons’s 

law of indifference does still exist in modern economic theory – one price in one market.  

However, he did not successfully apply the equation of exchange to the competitive market 

because the solution requires a rather complex methodology. But this attempt was later 

achieved by Walras and Marshall 

 

 

Walrasian General Equilibrium Model 

The most ambitious general equilibrium model was developed by the French 

economist Leon Walras (1834-1910). In his Elements of Pure Economics Walras argued that 

all prices and quantities in all markets are determined simultaneously through their 

interaction with one another. Walras used a system of simultaneous equations to describe the 

interaction of individual sellers and buyers in all markets, and he maintained that all the 



relevant magnitudes (prices and quantities of all commodities and all factor services) can be 

determined simultaneously by the solution of this system. 

In the Walrasian model the behaviour of each individual decision-maker is presented 

by a set of equations. For example, each consumer has a double role: he buys commodities 

and sells services of factors to firms. Thus for each consumer we have a set of equations 

consisting of two subsets: one describing his demands of the different commodities, and the 

other his supplies of factor inputs. 

Similarly, the behaviour of each firm is presented by a set of equations with two 

subsets one for the quantities of commodities that it produces, and the other for the demand 

for factor inputs for each commodity produced. The important characteristic of these 

equations is their simultaneity or interdependence. The solution of this system of millions of 

simultaneous equations defines the ‘unknowns’ of the model, namely the prices and 

quantities of all commodities and all factor inputs. 

In a general equilibrium system of the Walrasian type there are as many markets as there are 

commodities and factors of production. For each market there are three types of functions 

demand functions, supply functions and a ‘clearing-the-market’ equation, which stipulates 

that the quantities demanded be equal to the quantities supplied. In a commodity market the 

number of demand functions is equal to the number of consumers, and the number of the 

supply functions is equal to the number of firms which produce the commodity. In each 

factor market the number of demand functions is equal to the number of firms multiplied by 

the number of commodities they produce. The number of supply functions is equal to the 

number of consumers who own (ex hypothesis) the factors of production. 

A necessary (but not sufficient) condition for the existence of a general equilibrium is 

that there must be in the system as many independent equations as the number of unknowns. 

Thus the first task (in establishing the existence of a general equilibrium) is to describe the 

economy by means of a system of equations, defining how many equations are required to 

complete (and solve) the system. 

For example, assume that an economy consists of two consumers, A and B, who own 

two factors of production, K and L These factors are used by two firms to produce two 

commodities, X and Y. It is assumed that each firm produces one commodity, and each 

consumer buys some quantity of both. It is also assumed that both consumers own some 

quantity of both factors (but the distribution of ownership of factors is exogenously 

determined). 

In this simple model we have the following ‘unknowns’: 



 
To find these unknowns we have the following number of equations: 

 
Since the number of equations is equal to the number of unknowns, one should think 

that a general equilibrium solution exists. Unfortunately, the equality of numbers of equations 

and unknowns is neither a sufficient nor a necessary condition for the existence of a solution. 

In the Walrasian system one of the equations is not independent of the others there is a 

‘redundant equation’ in the system which deprives the system of a solution, since the number 

of unknowns is larger than the number of independent equations. In this model the absolute 

level of prices cannot be determined. 

General equilibrium theorists have adopted the device of choosing arbitrarily the price 

of one commodity as a numeraire (or unit of account) and express all other prices in terms of 

the price of the numeraire. With this device prices are determined only as ratios: each price is 

given relative to the price of the numeraire. If we assign unity to the price of the numeraire, 

we attain equality of the number of simultaneous equations and unknown variables (the 

number of unknowns is reduced to 17 in our example). However, the absolute prices are still 

not determined: they are simply expressed in terms of the numeraire. This indeterminacy can 

be eliminated by the introduction explicitly in the model of a money market, in which money 

is not only the numeraire, but also the medium of exchange and store of wealth. 

Even if there is equality of independent equations and unknowns, there is no 

guarantee that a general equilibrium solution exists. The proof of the existence of a general 

equilibrium solution is difficult. Leon Walras was never able to prove the existence of a 

general equilibrium. 

In 1954 Arrow and Debreu provided a proof of the existence of a general equilibrium 

in perfectly competitive markets, in which there are no indivisibilities and no increasing 

returns to scale. Furthermore, in 1971 Arrow and Hahn proved the existence of a general 

equilibrium for an economy with limited increasing returns and monopolistic competition, 

without indivisibilities. Both proofs are limited to specific market structures and are based on 

restrictive assumptions, regarding in particular the necessity of ‘well-behaved’ continuous 

production and demand functions. 
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The equilibrium is stable if the demand function cuts the supply function from above. In this 

case an excess demand drives price up, while an excess supply (excess negative demand) 

drives the price down (figure 22.2). 

 
The equilibrium is unstable if the demand function cuts the supply function from below. In 

this case an excess demand drives the price down, and an excess supply drives the price up 

(figure 22.3). 

 
In figure 22.4 we depict the case of multiple equilibria. It is obvious that at Pe

1 there is a 

stable equilibrium, while at Pe
2 the equilibrium is unstable. Finally in figure 22.5 an 

equilibrium (at a positive price) does not exist. 

 
It should be clear from the above discussion that (a) the existence of equilibrium is related to 

the problem of whether the consumers’ and producers’ behaviour ensures that the demand 

and supply curves intersect (at a positive price); (b) the stability of equilibrium depends on 

the relationship between the slopes of the demand and supply curves; (c) the uniqueness of 

equilibrium is related to the slope of the excess demand function, that is, the curve which 

shows the difference between QD and Qs at any one price. In fact the three basic questions 

related to the existence, stability and uniqueness of an equilibrium can be expressed in terms 

of the excess demand function. 
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E(Pi ) = QD(Pi) — Qs(Pi) 

To see this we redraw below figures 22.2-22.5 in terms of the excess demand 

function. For each of these cases we have derived the relevant excess demand function by 

subtracting Qs from QD at all prices. 

Assumptions of the 2 X 2 X 2 Model: 

➢ There are two factors of production, labour (L) and capital (K), whose quantities are 

given exogenously. These factors are homogeneous and perfectly divisible. 

➢ Only two commodities are produced, X and Y. Technology is given. The production 

functions of the two commodities are represented by two isoquant maps, with the 

usual properties. The isoquants are smooth and convex to the origin, implying 

diminishing marginal rate of factor (technical) substitution along any isoquant. Each 

production function exhibits constant returns to scale. Finally, it is assumed that the 

two production functions are independent: there are no external economies or 

diseconomies for the production activity of one product arising from the production 

of the other. 

➢ There are two consumers in the economy, A and B, whose preferences are 

represented by ordinal indifference curves, which are convex to the origin, exhibiting 

diminishing marginal rate of substitution between the two commodities. It is assumed 

that consumer choices are independent: the consumption patterns of A do not affect 

B’s utility, and vice versa. Bandwagon, snob, Veblenesque and other ‘external’ 

effects are ruled out. Finally, it is assumed that the consumers are sovereign, in the 

sense that their choice is not influenced by advertising or other activities of the firms. 

➢ The goal of each consumer is the maximisation of his own satisfaction (utility), 

subject to his income constraint. 

➢ The goal of each firm is profit maximisation, subject to the technological constraint 

of the production function. 

➢ The factors of production are owned by the consumers. 

➢ There is full employment of the factors of production, and all incomes received by 

their owners (A and B) are spent. 

➢ There is perfect competition in the commodity and factor markets. Consumers and 

firms pursue their goals faced by the same set of prices (Px, Py, w, r). 

In this model a general equilibrium is reached when the four markets (two commodity 

markets and two factor markets) are cleared at a set of equilibrium prices (Px, Py, w, r) and 

each participant economic agent (two firms and two consumers) is simultaneously in 

equilibrium. 

Marshall’s Contributions of Economic Thought 

The main assumption or premises on which the cardinal utility analysis rests are as under. 

➢ Rationality. The consumer is rational. He seeks to maximize satisfaction from the 

limited income which is at his disposal. 



➢ Utility is cardinally measurable. The utility can be measured in cardinal numbers 

such as 1, 3, 10, 15, etc. The utility is expressed in imaginary cardinal numbers tells 

us a great deal about the preference of the consumer for a good. 

➢ Marginal utility of money remains constant. Another important premise of cardinal 

utility of money spent on the purchase of a good or service should remain constant. 

➢ Diminishing marginal utility. It is also assumed that the marginal utility obtained 

from the consumption of a good diminishes continuously as its consumption is 

increased. 

➢ Independent utilities. According to the Cardinalist school, the utility which is 

derived from the consumption of a good is a function of the quantity of that good 

alone. If does not depend at all upon the quantity consumed of other goods. The 

goods, we can say, possess independent utilities and are additive. 

➢ Introspection method. The Cardinalist school assumes that the behavior of marginal 

utility in the mind of another person can be judged with the help of self observation. 

For example, I know that as I purchase more and more of a good, the less utility I 

derived from the additional units of it. By applying the same principle, I can read 

other people mind and say with confidence that marginal utility of a good diminishes 

as they have more units of it. 

 

Difference Between Total Utility and Marginal Utility: 

  

People buy goods because they get satisfaction from them. This satisfaction which the 

consumer experiences when he consumes a good, when measured as number of utils is called 

utility.  

It is here to necessary to make a distinction between total utility and marginal utility.  

Total Utility (TU): 

  

Definition and Explanation: 

  

"Total utility is the total satisfaction obtained from all units of a particular commodity 

consumed over a period of time". 

For example, a person consumes eggs and gains 50 utils of total utility. This total utility is 

the sum of utilities from the successive units (30 utils from the first egg, 15 utils from the 

second and 5 utils from the third egg). 

  

Summing up total utility is the amount of satisfaction (utility) obtained from consuming a 

particular quantity of a good or service within a given time period. It is the sum of marginal 

utilities of each successive unit of consumption. 

  

Formula: 

  

TUx = ∑MUx 

  

Marginal Utility (MU):  



Definition and Explanation: 

 

"Marginal utility means an additional or incremental utility. Marginal utility is the change in 

the total utility that results from unit one unit change in consumption of the commodity 

within a given period of time".  

For example, when a person increases the consumption of eggs from one egg to two eggs, 

the total utility increases from 30 utils to 45 utils. The marginal utility here would be the15 

utils of the 2nd egg consumed. 

Marginal utility, thus, can also be described as difference between total utility derived from 

one level of consumption and total utility derived from another level of consumption/ 

 

 

Formula: 

  

       MU = ∆TU 

                                                                                    ∆Q 

It may here be noted that as a person consumes more and more units of a commodity, the 

marginal utility of the additional units begins to diminish but the total utility goes on 

increasing at a diminishing rate When the marginal utility comes to zero or we say the point 

of satiety is reached, the total utility is the maximum. If consumption is increased further 

from this point of satiety, the marginal utility becomes negative and total utility begins to 

diminish.  

The relationship between total utility and marginal utility is now explained with the help of 

following schedule and a graph. 

Schedule: 

  

Units of Apples Consumed 

Daily 
Total Utility in Utils Per Day 

Marginal Utility in Utils Per 

Day 

1 7 7 

2 11 4  (11-7) 

3 13 2  (13-11) 

4 14 1  (14-13) 

5 14 0  (14-14) 

6 13 -1  (13-14) 



 

The above table shows that when a person consumes no apples, he gets no satisfaction. His 

total utility is zero. In case he consumes one apple a day, he gains seven units of satisfaction. 

His total utility is 7 and his marginal utility is also 7. 

In case he consumes second apple, he gains extra 4 utils (MU). Thus given him a total utility 

of 11 utils from two apples. His marginal utility has gone down from 7 utils to 4 utils because 

he has a less craving for the second apple. 

Same is the case with the consumption of third apple. The marginal utility has now fallen to 2 

utils while the total utility of three apples has increased to 13 utils (7 + 4 + 2). In case the 

consumer takes fifth apple, his marginal utility falls to zero utils and if he consumes sixth 

apple also, the total showing total utility and marginal utility is plotted in figure below: 

 

 

 

 

 

 

 

 

Diagram/Curve: 

  

 

  

➢ The total utility curves starts at the origin as zero consumption of apples yield zero 

utility. 

➢ The TU curve reaches at its maximum or a peak of M when MU is zero. 



➢ The MU curve falls through the graph. A special point occurs when the consumer 

consumes fifth apple. He gains no marginal utility from it. After this point, marginal 

utility becomes negative. 

➢ The MU curve can be derived from the total utility curve. It is the slope of the line 

joining two adjacent quantities on the curve. For example, the marginal utility of the 

third apple is the slope of line joining points a and b. The slope of such given by the 

formula: 

MU = ∆TU 

                                                                                   ∆Q 

Here MU = 2. 

law of diminishing marginal utility  

The law of diminishing marginal utility describes a familiar and fundamental tendency of 

human behavior. The law of diminishing marginal utility states that: 

“As a consumer consumes more and more units of a specific commodity, the utility from the 

successive units goes on diminishing”. 

Mr. H. Gossen, a German economist, was first to explain this law in 1854. Alfred 

Marshal later on restated this law in the following words: 

“The additional benefit which a person derives from an increase of his stock of a thing 

diminishes with every increase in the stock that already has”. 

  

Law is Based Upon Three Facts: 

  

The law of diminishing marginal utility is based upon three facts. First, total wants of a man 

are unlimited but each single want can be satisfied. As a man gets more and more units of a 

commodity, the desire of his for that good goes on falling. A point is reached when the 

consumer no longer wants any more units of that good. Secondly, different goods are not 

perfect substitutes for each other in the satisfaction of various particular wants. As such the 

marginal utility will decline as the consumer gets additional units of a specific good. Thirdly, 

the marginal utility of money is constant given the consumer’s wealth. 

The basis of this law is a fundamental feature of wants. It states that when people go to the 

market for the purchase of commodities, they do not attach equal importance to all the 

commodities which they buy. In case of some of commodities, they are willing to pay more 

and in some less. There are two main reasons for this difference in demand. (1) the linking of 

the consumer for the commodity and (2) the quantity of the commodity which the consumer 

has with himself. The more one has of a thing, the less he wants the additional units of it. In 

other words, the marginal utility of a commodity diminishing as the consumer gets larger 

quantities of it. This, in brief, is the axiom of law of diminishing marginal utility. 



Explanation and Example of Law of Diminishing Marginal Utility: 

This law can be explained by taking a very simple example. Suppose, a man is very thirsty. 

He goes to the market and buys one glass of sweet water. The glass of water gives him 

immense pleasure or we say the first glass of water has great utility for him. If he takes 

second glass of water after that, the utility will be less than that of the first one. It is because 

the edge of his thirst has been blunted to a great extent. If he drinks third glass of water, the 

utility of the third glass will be less than that of second and so on. 

The utility goes on diminishing with the consumption of every successive glass water till it 

drops down to zero. This is the point of satiety. It is the position of consumer’s equilibrium or 

maximum satisfaction. If the consumer is forced further to take a glass of water, it leads to 

disutility causing total utility to decline. The marginal utility will become negative. A rational 

consumer will stop taking water at the point at which marginal utility becomes negative even 

if the good is free. In short, the more we have of a thing, ceteris paribus, the less we want still 

more of that, or to be more precise. 

“In given span of time, the more of a specific product a consumer obtains, the less anxious he 

is to get more units of that product” or we can say that as more units of a good are consumed, 

additional units will provide less additional satisfaction than previous units. The following 

table and graph will make the law of diminishing marginal utility more clear. 

Schedule of Law of Diminishing Marginal Utility: 

  

Units Total Utility Marginal Utility 

1st glass 20 20 

2nd glass 32 12 

3rd glass 40 8 

4th glass 42 2 

5th glass 42 0 

6th glass 39 -3 

  

From the above table, it is clear that in a given span of time, the first glass of water to a 

thirsty man gives 20 units of utility. When he takes second glass of water, the marginal utility 

goes on down to 12 units; When he consumes fifth glass of water, the marginal utility drops 

down to zero and if the consumption of water is forced further from this point, the utility 

changes into disutility (-3). 

  



Here it may be noted that the utility of then successive units consumed diminishes not 

because they are not of inferior in quality than that of others. We assume that all the units of a 

commodity consumed are exactly alike. The utility of the successive units falls simply 

because they happen to be consumed afterwards.  

Curve/Diagram of Law of Diminishing Marginal Utility: 

  

The law of diminishing marginal utility can also be represented by a diagram. 

  

 

  

In the figure (2.2), along OX we measure units of a commodity consumed and along OY is 

shown the marginal utility derived from them. The marginal utility of the first glass of water 

is called initial utility. It is equal to 20 units. The MU of the 5th glass of water is zero. It is 

called satiety point. The MU of the 6th glass of water is negative (-3). The MU curve here 

lies below the OX axis. The utility curve MM/ falls left from left down to the right showing 

that the marginal utility of the success units of glasses of water is falling 

Assumptions of Law of Diminishing Marginal Utility: 

  

The law of diminishing marginal utility is true under certain assumptions. These assumptions 

are as under: 

➢ Rationality: In the cardinal utility analysis, it is assumed that the consumer is 

rational. He aims at maximization of utility subject to availability of his income. 

➢ Constant marginal utility of money: It is assumed in the theory that the marginal 

utility of money based for purchasing goods remains constant. If the marginal utility 
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of money changes with the increase or decrease in income, it then cannot yield correct 

measurement of the marginal utility of the good. 

➢ Diminishing marginal utility: Another important assumption of utility analysis is 

that the utility gained from the successive units of a commodity diminishes in a given 

time period. 

➢ Utility is additive: In the early versions of the theory of consumer behavior, it was 

assumed that the utilities of different commodities are independent. The total utility of 

each commodity is additive. 

  

U = U1 (X1) + U2 (X2) + U3 (X3)………. Un (Xn) 

➢ Consumption to be continuous: It is assumed in this law that the consumption of a 

commodity should be continuous. If there is interval between the consumption of the 

same units of the commodity, the law may not hold good. For instance, if you take 

one glass of water in the morning and the 2nd at noon, the marginal utility of the 

2nd glass of water may increase. 

➢ Suitable quantity: It is also assumed that the commodity consumed is taken in 

suitable and reasonable units. If the units are too small, then the marginal utility 

instead of falling may increase up to a few units. 

➢ Character of the consumer does not change: The law holds true if there is no 

change in the character of the consumer. For example, if a consumer develops a taste 

for wine, the additional units of wine may increase the marginal utility to a drunkard. 

➢ No change to fashion: Customs and tastes: If there is a sudden change in fashion or 

customs or taste of a consumer, it can than make the law inoperative. 

➢ No change in the price of the commodity: there should be any change in the price of 

that commodity as more units are consumed. 

  

Limitations/Exceptions of Law of Diminishing Marginal Utility: 

  

There are some exceptions or limitations to the law of diminishing utility. 

➢ Case of intoxicants: Consumption of liquor defies the low for a short period. The 

more a person drinks, the more likes it. However, this is truer only initially. A stage 

comes when a drunkard too starts taking less and less liquor and eventually stops it. 

➢ Rare collection: If there are only two diamonds in the world, the possession of 

2nd diamond will push up the marginal utility. 

➢ Application to money: The law equally holds good for money. It is true that more 

money the man has, the greedier he is to get additional units of it. However, the truth 

is that the marginal utility of money declines with richness but never falls to zero. 

  

Summing up, we can say that the law of diminishing utility, like other laws of Economics, is 

simply a statement of tendency. It holds good provided other factors remain constant. 

  



 

Practical Importance of Law of Diminishing Marginal  Utility: 

  

The law of diminishing utility has great practical importance in economics. The law of 

demand, the theory of consumer’s surplus, and the equilibrium in the distribution of 

expenditure are derived from the law of diminishing marginal utility.  

➢ Basis of the law of demand: The law of marginal diminishing utility and the law of 

demand are very closely related to each other. In fact they law of diminishing 

marginal utility, the more we have of a thing, and the less we want additional 

increment of it. In other words, we can say that as a person gets more and more of a 

particular commodity, the marginal utility of the successive units begins to diminish. 

So every consumer while buying a particular commodity compares the marginal 

utility of the commodity and the price of the commodity which he has to pay.If the 

marginal utility of the commodity is higher than that of price, he purchases that 

commodity. As he buys more and more, the marginal utility of the successive units 

begins to diminish. Then he pays fewer amounts for the successive units. He tries to 

equate at every step the marginal utility and the price of the commodity, he must 

lower its price so that the consumers are induced to buy large quantities and this is 

what is explained in the law of demand. From this, we conclude that the law of 

demand and the law of diminishing are very closely inter-related. 

➢ Consumer’s surplus concept: The theory of consumer’s surplus is also based on the 

law of diminishing marginal utility. A consumer while purchasing the commodity 

compares the utility of the commodity with that of the price which he has to pay. In 

most of the cases, he is willing to pay more than what he actually pays. The excess of 

the price which he would be willing to pay rather than to go without the thing over 

that which he actually does pay is the economic measure of this surplus satisfaction. 

It is in fact difference between the total utility and the actually money spent. 

➢ Importance to the consumer: A consumer in order to get the maximum satisfaction 

from his relatively scare resources distributes his income on commodities and 

services in such a way that the marginal utility from all the uses are the same. Here 

again the concept of marginal utility helps the consumer in arranging his scale of 

preference for the commodities and services. 

➢ Importance to finance minister: Some times it is pointed out that the law of 

diminishing marginal utility does not apply on money. As a person collects money, 

the desires to accumulate more money increases. This view is superficial. It is true 

that wealth is acquired for the procurement of goods and services and man is always 

anxious in getting more and more of money. But what about the utility of money to 

him? Is it not a fact that as a person gets more and more wealth, its utility 

progressively decreases, though it does not reach to zero? 

  

For example, a person who earns $90,000 per month attaches less importance to $10. But a 

man who gets $1000 per month, the value of $10 to him is very high. A finance minister 
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knowing this fact that the utility of money to a rich man is high and to poor man low bases 

the system of taxation in such a way that the rich persons are taxed at a progressive rate. The 

system of modern taxation is therefore, based on the law of diminishing marginal utility. 

  

Definition and Statement of Law of Equi-Marginal Utility: 

  

The law of equi-marginal utility is simply an extension of law of diminishing marginal 

utility to two or more than two commodities. The law of equilibrium utility is known, by 

various names. It is named as the Law of Substitution, the Law of Maximum Satisfaction, the 

Law of Indifference, the Proportionate Rule and the Gossen’s Second Law. 

In cardinal utility analysis, this law is stated by Lipsey in the following words: 

“The household maximizing the utility will so allocate the expenditure between commodities 

that the utility of the last penny spent on each item is equal”. 

As we know, every consumer has unlimited wants. However, the income this disposal at any 

time is limited. The consumer is, therefore, faced with a choice among many commodities 

that he can and would like to pay. He, therefore, consciously or unconsciously compress the 

satisfaction which he obtains from the purchase of the commodity and the price which he 

pays for it. If he thinks the utility of the commodity is greater or at-least equal to the loss of 

utility of money price, he buys that commodity. 

As he buys more and more of that commodity, the utility of the successive units begins to 

diminish. He stops further purchase of the commodity at a point where the marginal utility of 

the commodity and its price are just equal. If he pushes the purchase further from his point of 

equilibrium, then the marginal utility of the commodity will be less than that of price and the 

household will be loser. A consumer will be in equilibrium with a single commodity 

symbolically: 

MUx = Px 

A prudent consumer in order to get the maximum satisfaction from his limited means 

compares not only the utility of a particular commodity and the price but also the utility of 

the other commodities which he can buy with his scarce resources. If he finds that a particular 

expenditure in one use is yielding less utility than that of other, he will tie to transfer a unit of 

expenditure from the commodity yielding less marginal utility. The consumer will reach his 

equilibrium position when it will not be possible for him to increase the total utility by uses. 

The position of equilibrium will be reached when the marginal utility of each good is in 

proportion to its price and the ratio of the prices of all goods is equal to the ratio of their 

marginal utilities. 

The consumer will maximize total utility from his income when the utility from the last rupee 

spent on each good is the same.  Algebraically, this is: 

MUa / Pa = MUb / Pb = MUc = Pc = MUn = Pn 
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Here: (a), (b), (c)…. (n) are various goods consumed. 

Assumptions of Law of Equi-Marginal Utility: 

  

The main assumptions of the law of equi-marginal utility are as under. 

➢ Independent utilities. The marginal utilities of different commodities are 

independent of each other and diminish with more and more purchases. 

➢ Constant marginal utility of money. The marginal utility of money remains constant 

to the consumer as he spends more and more of it on the purchase of goods. 

➢  Utility is cardinally measurable. 

➢ Every consumer is rational in the purchase of goods. 

  

Example and Explanation of Law of Equi-Marginal Utility: 

The doctrine of equi-marginal utility can be explained by taking an example. Suppose a 

person has $5 with him whom he wishes to spend on two commodities, tea and cigarettes. 

The marginal utility derived from both these commodities is as under: 

  

 

Schedule: 

  

Units of Money MU of Tea MU of Cigarettes 

1 10 12 

2 8 10 

3 6 8 

4 4 6 

5 2 3 

$5 Total Utility = 30 Total Utility = 30 

  

A rational consumer would like to get maximum satisfaction from $5.00. He can spend 

money in three ways 

(i) $5 may be spent on tea only. 

(ii) $5 may be utilized for the purchase of cigarettes only. 

(iii) Some rupees may be spent on the purchase of tea and some on the purchase of cigarettes. 



If the prudent consumer spends $5 on the purchase of tea, he gets 30 utility. If he spends $5 

on the purchase of cigarettes, the total utility derived is 39 which are higher than tea. In order 

to make the best of the limited resources, he adjusts his expenditure. 

(i) By spending $4 on tea and $1 on cigarettes, he gets 40 utility (10+8+6+4+12 = 40). 

  

(ii) By spending $3 on tea and $2 on cigarettes, he derives 46 utility (10+8+6+12+10 = 46). 

  

(iii) By spending $2 on tea and $3 on cigarettes, he gets 48 utility (10+8+12+10+8 = 48). 

  

(iv) By spending $1 on tea and $4 on cigarettes, he gets 46 utility (10+12+10+8+6 = 46). 

  

The sensible consumer will spend $2 on tea and $3 on cigarettes and will get maximum 

satisfaction. When he spends $2 on tea and $3 on cigarette, the marginal utilities derived 

from both these commodities is equal to 8. When the marginal utilities of the two 

commodities are equalizes, the total utility is then maximum, i.e., 48 as is clear from the 

schedule given above. 

Curve/Diagram of Law of Equi-Marginal Utility: 

  

The law of equi-marginal utility can be explained with the help of diagrams. 

  

 

  

In the figure 2.3 MU is the marginal utility curve for tea and KL of cigarettes. When a 

consumer spends OP amount ($2) on tea and OC ($3) on cigarettes, the marginal utility 

derived from the consumption of both the items (Tea and Cigarettes) is equal to 8 units (EP = 



NC). The consumer gets the maximum utility when he spends $2 on tea and $3 on cigarettes 

and by no other alternation in the expenditure 

We now assume that the consumer spends $1 on tea (OC/ amount) and $4 (OQ/) on 

cigarettes. If CQ/ more amounts are spent cigarettes, the added utility is equal to the area 

CQ/ N/N. On the other hand, the expenditure on tea falls from OP amount ($2) to OC/ amount 

($1). There is a toss of utility equal to the area C/PEE. The loss is utility (tea) is greater than 

that The loss in utility (tea) is maximum satisfaction except the combination of expenditure of 

$2 on tea and $3 on cigarettes. 

This law is known as the Law of maximum Satisfaction because a consumer tries to 

get the maximum satisfaction from his limited resources by so planning his expenditure that 

the marginal utility of a rupee spent in one use is the same as the marginal utility of a rupee 

spent on another use. 

  

It is known as the Law of Substitution because consumer continuous substituting one 

good for another till he gets the maximum satisfaction. 

  

It is called the Law of Indifference because the maximum satisfaction has been 

achieved by equating the marginal utility in all the uses. The consumer than becomes 

indifferent to readjust his expenditure unless some change fakes place in his income or the 

prices of the commodities, etc. 
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MACRO ECONOMICS 

Introduction 

Macroeconomics is the study of the entire economy in terms of the total amount of 

goods and services produced, total income earned, the level of employment of productive 

resources, and the general behavior of prices. Macroeconomics can be used to analyze how 

best to influence policy goals such as economic growth, price stability, full employment and 

the attainment of a sustainable balance of payments. Until the 1930s most economic analysis 

concentrated on individual firms and industries. With the Great Depression of the 1930s (see 

note on Great Depression at the end of this chapter), however, and the development of the 

concept of national income and product statistics, the field of macro economics began to 

expand. Particularly influential were the ideas of John Maynard Keynes, who used the 

concept of aggregate demand to explain fluctuations in output and unemployment. 

John Maynard Keynes (June 5, 1883-April 21, 1946) was an English economist, 

whose radical ideas had a major impact on modern economic and political theory as well as 

Franklin D. Roosevelt’s New Deal. He is particularly remembered for advocating 

interventionist government policy, by which the government would use fiscal and monetary 

measures to aim to mitigate the adverse effects of economic recessions, depression and 

booms. He is considered by many to be the founder of modern macroeconomics. John 

Maynard Keynes was the son of John Neville Keynes, an economics lecturer at Cambridge 

University and Florence Ada Brown, a successful author and a social reformist. Keynes 

enjoyed an elite early education at Eton, where he displayed talent in nearly every field of his 

unusually wide-ranging interests. His abilities were remarkable for their sheer diversity. He 

entered King’s College, Cambridge to study mathematics, but his interest in politics led him 

towards the field of economics, which he studied at Cambridge under A.C. Pigou and Alfred 

Marshall. His magnum opus, The General Theory of Employment, Interest and Money 

challenged the economic paradigm when published in 1936. In this book Keynes put forward 

a theory based upon the notion of aggregate demand to explain variations in the overall level 

of economic activity, such as were observed in the Great Depression. 

MEANING OF MACROECONOMICS 

Modern macroeconomics mainly owes to J.M. Keynes. His book, “The General 

Theory of Employment, Interest and Money” published in 1936 has analytically studied what 



causes large and prolonged fluctuations in the level of employment. Macroeconomics deals 

with the aggregates of the system. The word macro means large. Macroeconomics, thus, 

deals with the behaviour of various economic variables that refer to the economy as a whole. 

These variables are—total national income, aggregate employment, the extent to which the 

economy’s resources are being fully employed, aggregate saving and investment, and the 

general price level in the economy. Thus, under macro economics we study economy as a 

whole. According to Kenneth. E. Boulding, “Macroeconomics deals not with individual 

quantities as such, but with aggregates of these quantities, not with individual income, but 

with national income, not with individual prices but with price levels, not with individual 

outputs but with national output.” 

IMPORTANCE OF MACRO ECONOMICS 

i. It helps in understanding the determination of income and 

employment. Late J.M. Keynes laid great stress on macro economic analysis. He, 

in his revolutionary book, "General Theory, Employment interest and Money", 

brought drastic changes in economic thinking. He explained the forces or factors 

which determine the level of aggregate employment and output in the economy. 

  

ii. Determination of general level of prices. Macro economic analysis answers 

questions as to how the general price level is determined and what is the 

importance of various factors which influence general price level. 

 

iii. Economic growth. The macro economic models help us to formulate economic 

policies for achieving long run economic growth with stability. The new 

developed growth theories explain the causes of poverty in under developed 

countries and suggest remedies to overcome them. 

 

iv. Macro economics and business cycles. It is in terms of macro economics that 

causes of fluctuations in the national income are analyzed. It has also been 

possible now to formulate policies for controlling business cycles i.e., inflation 

and deflation. 

 



v. International trade. Another important subject of macro economics is to analyze 

the various aspects of international trade in goods, services and balance of 

payment problems, the effect of exchange rate on balance of payment etc. 

 

vi. Income shares from the national income. Mr. M. Kalecki and Nicholas 

Kelder, by making departure from Ricardo theory, has presented a macro theory 

of distribution of income. According to these economists, the relative shares of 

wages and profits depend upon the ratio of investment to national income. 

 

vii. Unemployment. Another macro economic issue is to explain the causes of 

unemployment in the economy. Stagflation is another important issue of modern 

economics. The Keynesian and post Keynesian economists are putting lot of 

efforts in explaining the causes of cyclical unemployment and high unemployment 

coupled with inflation and suggesting remedies to counteract them. 

 

viii. Macro economic policies. Fiscal and monetary policies affect the performance of 

the economy. These two major types of macro economic policies are central in 

macro economic analysis of the economy. 

 

ix.  Global economic system. In macro economic analysis, it is emphasized that a 

nation's economy is a part of a global economic system. A good or weak 

performance of a nation's economy can affect the performance of the world 

economy as a whole. 

 

DISTINCTION BETWEEN MICROECONOMICS AND MACROECONOMICS 

Micro and macroeconomics are the two broad branches of economic theory. These 

two terms are coined by Prof. Ragnar Frisch of Oslo University. As we already know that 

microeconomics deals with a small part of the economy. It studies the economic behaviour of 

individual unit—an individual, a firm or an industry. Microeconomics studies product and 

factor pricing and also theory of economic welfare. It is sometimes referred to as price 

theory, because it mainly revolves around the prices of different variable. Macroeconomics, 

on the other hand, deals with the aggregates of the whole economy. In other words, it is a 

study of all units combined together. It is a study of economic system as a whole. It deals 



with aggregates such as total income and employment, general price level, total production, 

consumption and investment etc. Macroeconomics, therefore, studies theories related to 

income, output, employment, and growth.  

LIMITATIONS OF MACRO ECONOMICS 

i. The macro economies ignores the welfare of the individual. For instance, if 

national saving is increased at the cost of individual welfare, it is not considered a 

wise policy. 

ii. The macro economics analysis regards aggregates as homogeneous but does not 

look into its internal composition. For instance, if the wages of the clerks fail and 

the wages of the teachers rise, the average wage may remain the same. 

iii. It is not necessary that all aggregate variable are important. For instance, national 

income is the total of individual incomes. If national income in the country goes 

up, it is not necessary that the income of all the individuals in the country will also 

rise. There is a possibility that the rise in national income may be due to the 

increase in the incomes of a few rich families of the country. 

iv. The macro economic models are designed mostly to suit the developed  countries 

of the world. The developing countries face different economic  realities, so they 

do not benefit much from them. 

MEANING OF NATIONAL INCOME 

National income is generally defined as the value of final goods and services 

produced in a country in an accounting year. However, it can be defined in terms of– total 

output (as defined above), total factor income and total expenditure. In terms of total factor 

income, it is the sum of factor incomes (wage, rent, interest, profit) in a country in a year. 

Factors of production viz., land, labour, capital and organization/entrepreneur earns reward as 

rent, wage, interest and profit respectively. The sum of these rewards is the national income 

in terms of income generated in the economy.  National income, in terms of total expenditure, 

is the aggregate expenditure of a country in a year’s time. Spending of households, private 

sector and government sector in a country adds up to national income by expenditure method. 

NATIONAL INCOME  



National income is the money value of all goods and services produced in a country 

estimated at the prevailing prices. National income at constant prices is the national income 

estimated at a base year, which is an earlier year to the current year. National income at 

constant prices is used for making comparisons of national income and related data.  

CONCEPTS OF NATIONAL INCOME 

It is very necessary to know the following basic concepts of national income before 

we know how to measure national income. The important concepts or aggregates of national 

income are—Gross national product, net domestic product, private income, personal income 

and personal disposable income.  

Gross National Product (GNP)  

Gross national product is the total market value of all final goods and services 

produced by nationals of a country during a year.  It is a monetary measure of the current 

output of economic activity in an economy. While calculating GNP, we should only include 

the value of final goods and services and not of intermediate goods. The value of factor 

income earned from abroad by the residents of a country is included in the calculation of 

GNP. Final goods are those goods which are being purchased for final use and not for resale 

or further processing. Intermediate goods are those goods which go through one or several 

stages of production to become final goods.  In other words, they help in the production of 

final goods. If we include the value of these goods and services, it would mean double 

counting. Double counting results in exaggerated estimate of gross national product. In brief, 

 GNP = GDP + Net factor income from abroad 

Gross Domestic Product (GDP)  

The GDP is the money value of all final goods and services at prices prevailing in the 

market produced in the domestic territory of a country in a year’s time. The value of factor 

income from abroad which is earned by the residents of a country is not included in the 

calculation of GDP. The various sectors of a country engaged in the production activities 

produce normally a certain amount of goods and services like rice, fertilizers, cement, steel, 

services of doctors, teachers, engineers, advocates, etc. The money value of all these goods 

and services taken together gives us the GDP. Thus,  

GDP = GNP – Depreciation  



Net Domestic Product at Market Prices (NDP)  

Net domestic product at market prices (NDPmp) is defined as the money value of 

final goods and services produced by the residents within the domestic territory of a country 

in a year’s time less consumption of fixed capital/depreciation. Depreciation or consumption 

of fixed capital is the value of wear and tear of capital goods in the process of production. To 

get the real increase in availability of goods in the economy, deducting of depreciation value 

is necessary.  

NDPmp = GDPmp – Depreciation  

NDPmp = GNPmp – net factor income from abroad –Depreciation  

Net National Product at Market Price (NNPmp)  

NNPmp is the market value of all goods and services produced by residents of a 

country after allowing for depreciation. Thus, 

 NNPmp = GNPmp – Depreciation  

NNPmp = NDPmp + net income from abroad  

NNPmp is a more accurate measure of the true output of 

the economy than GNPmp.  

Gross Domestic Product at Factor Cost (GDPfc)  

GDP at factor cost is the measure of gross domestic product in terms of earnings of 

factors of production. It is the sum total of wages, interest, rent etc, within the domestic 

territory of a country. To get GDPfc, we use the following,  

GDPfc = GDPmp – Net indirect taxes (indirect taxes - subsidies)  

GDPfc = GNPmp – Net factor from abroad – net indirect taxes  

Gross National Product at Factor Cost (GNPfc)  

It is the sum total of earnings received by various factors of production in terms of 

wages, rent, interest etc, by the normal residents of a country. GNPfc = GNPmp – Net 

indirect taxes  



GNPfc = GDPmp – Net indirect taxes + net factor from abroad 

Net Domestic Product at Factor Cost (NDPfc)/Domestic Factor Income  

Net domestic product at factor cost is the measure of the domestic product in terms of 

earnings of factors of production within domestic territory of a country. Thus,  

NDPfc = GDPfc – Depreciation National Income  

Net National Product at Factor Cost (NNPfc)  

It is the value of all final goods and services produced by the residents of a country—

operating both in domestic territory and outside the country—at their factor cost. In simple 

words, it is the factor income accruing to the residents of a country. In brief,  

National Income/NNPfc = domestic factor income + net factor 

income from abroad National Income/NNPfc = GNPfc – 

depreciation As payments to the factors of production are the 

factor cost of production, national income is also called as NNP at 

factor cost. 

Private Income 

Private income is the current income earned from all sources of private sector 

consisting of private enterprises and factor owners, within the domestic territory of a country 

and abroad. It does not include the income accruing to the government from its property and 

commercial enterprises and also saving of non-departmental enterprises. However, transfer 

income received by the private sector is included. Moreover, interest on public debt which 

private sector receives is also added to the private income. In brief:  

Private Income = national income – income from property and 

entrepreneurship accruing to the government-saving of non-

departmental enterprises + interest on national debt + current 

transfers from government + net current transfers from the rest of 

the world 

Personal Income 



The personal income refers to the sum total of all current incomes received by the 

individuals or households from all sources within the domestic territory of a country during 

an accounting year. It is to be noted that a certain part of the income earned by an individual 

in a year may not be actually received. For instance, undistributed profits and corporate taxes 

paid by the enterprises and net retained earnings of foreign companies may not be actually 

received by the persons. Moreover, personal income includes not only factor incomes but 

also transfer earnings etc. Thus,  

Personal income = Private income – undistributed profits – corporate 

taxes – net retained earnings of foreign companies – contributions for 

social security. 

Personal income = National income – undistributed profits – corporate 

taxes – net retained earnings of foreign companies – contributions for 

social security + transfer payments. 

Personal Disposable Income 

Personal disposable income refers to that part of personal income which is actually available 

to households for consumption and saving. In other words, it is the income of a person which 

he can spend as he desires. An individual or households have many compulsory payments to 

make in the real life. These are income tax, property tax, and other receipts of the 

government. After deducting the amount of such payments, one has the income to be spent at 

one’s wish. Therefore,  

Personal disposable income = personal income – personal taxes – 

miscellaneous receipts of the government Suppose you have a earning of 

Rs. 10,000 every month. You have to pay some compulsory payments such 

as income tax, fees, and other miscellaneous receipts such as water tax, 

telephone bills etc, and these amounts to, say, Rs. 2000. Then, your 

personal disposable income is Rs. 8000, which you can spend for food, 

clothing and other expenses of family. 

National Disposal Income 

Net national disposal income is measured by adding to national income net indirect 

taxes and other current transfers from abroad. Thus,  



Net national disposal income = national income + net indirect taxes +net 

current and capital transfers from abroad. 

Methods of measuring National Income  

1. Product Method, 

2.  Income Method and  

3. Expenditure Method.. 

1. The Product Method: 

In this method, the value of all goods and services produced in different industries 

during the year is added up. This is also known as the value added method to GDP or GDP at 

factor cost by industry of origin. The following items are included in India in this: agriculture 

and allied services; mining; manufacturing, construction, electricity, gas and water supply; 

transport, communication and trade; banking and insurance, real estates and ownership of 

dwellings and business services; and public administration and defense and other services (or 

government services). In other words, it is the sum of gross value added. 

2. The Income Method: 

The people of a country who produce GDP during a year receive incomes from their 

work. Thus GDP by income method is the sum of all factor incomes: Wages and Salaries 

(compensation of employees) + Rent + Interest + Profit. 

3. Expenditure Method: 

This method focuses on goods and services produced within the country during one 

year. 

i. Consumer expenditure on services and durable and non-durable goods (C), 

ii.  Investment in fixed capital such as residential and non-residential building, 

machinery, and inventories (I), 

iii. Government expenditure on final goods and services (G), 

iv. Export of goods and services produced by the people of country (X), 



v. Less imports (M). That part of consumption, investment and government 

expenditure which is spent on imports is subtracted from GDP. Similarly, any 

imported component, such as raw materials, which is used in the manufacture 

of export goods, is also excluded. 

Thus NI by expenditure method at market prices = C+ I + G + (X – M), where (X-M) is net 

export which can be positive or negative. 

Difficulties in Measurement of National Income 

Following are the difficulties in estimating the National Income 

• Conceptual difficulties 

• Statistical difficulties 

A. Conceptual difficulties 

1. It is difficult to calculate the value of some of the items such as services rendered for free 

and goods that are to be sold but are used for self-consumption. 

2. Sometimes, it becomes difficult to make a clear distinction between primary, intermediate 

and final goods. 

3. What price to choose to determine the monetary value of a National Product is always a 

difficult question? 

4. Whether to include the income of the foreign companies in the National Income or not 

because they emit a major part of their income outside India? 

B. Statistical difficulties 

1. In case of changes in the price level, we need to use the Index numbers which have their 

own inherent limitations. 

2. Statistical figures are not always accurate as they are based on the sample surveys. Also, 

all the data are not often available. 



3. All the countries have different methods of estimating National Income. Thus, it is not 

easily comparable. 

 

Importance of National Income analysis 

1. For the Economy 

 National income data are of great importance for the economy of a country. These 

days the national income data are regarded as accounts of the economy, which are known as 

social accounts. 

These refer to net national income and net national expenditure, which ultimately equal each 

other Social accounts tell us how the aggregates of a nation’s income, output and product 

result from the income of different individuals, products of industries and transactions of 

international trade. 

2. National Policies 

 National income data form the basis of national policies such as employment policy 

because these figures enable us to know the direction in which the industrial output, 

investment and savings’ etc. change, and proper measures can be adopted to bring the 

economy to the right path. 

3. Economic Planning 

 In the present age of planning, the national data are of great importance. For economic 

planning, it is essential that the data pertaining to a country’s gross income, output, saving 

and consumption from different sources should be available. 

Without these, planning is not possible. Similarly, the economists propound short-run as well 

long-run economic models or long-run investment models in which the national income data 

are very widely used. 

4. Economic Models 

Economists build short-run and long-run economic models in which the national 

income data are widely used. 



5. For Research 

 The national income data are also made use of by the research scholars of economics, 

they make use of the various data of the country’s input, output, income, saving, 

consumption, investment employment, etc., which are obtained from social accounts. 

6. Per-Capita Income 

 National income data are significant for a country’s per capita income which reflects 

the economic welfare of the country. The higher the per capita income, the higher the 

economic welfare and vice versa. 

7. Distribution of Income 

 National income statistics enable us to know about the distribution of income in the 

country. From the data pertaining to wages, rent, interest and profits we learn of the 

disparities in the incomes of different sections of the society. 

Problems of measuring National Income in Developing Countries   

 

i. Self-consumed-bartered consumption: Some of the transactions of agricultural 

goods in the villages are done without the use of money. The statisticians, 

therefore, cannot measure the exact amount of the transactions for inclusion in the 

national income. 

ii. No systematic accounts maintained: Most of the producers do not keep any 

record of the sale of the products in the market. This makes the task of national 

income still more complicated. 

iii. No occupational classification: There is no occupational specialization in the 

under-developed countries. People receive income by working in various 

capacities. One person sometimes works as carpenter and at another time as 

mason. The statisticians cannot accurately measure the income of such persons. 

iv. Unreliable data: The statisticians themselves do not feel the importance of 

figures which they collect They also do not take much pains for getting the 

reliable data. The figures of national Income are, therefore, not up-to-date in the 

under-developed countries. 

 

 



CLASSICAL THEORY OF EMPLOYMENT 

Introduction 

Classic economics covers a century and a half of economic teaching. Adam 

Smith wrote a classic book entitled, 'An Enquiry into the Nature and Causes of the Wealth of 

Nations' in 1776. Since the publication of that book, a body of classic economic theory was 

developed gradually. However, the classic theory owes its origin to the works of David 

Ricardo (1772 -1823), T. S. Mill, J. B. Say and finally ends with the works of A. C. 

Pigou (1877-1959). 

  

There is no one single theory which can be labeled as classical theory of 

employment. In fact the classical theory of employment is composed of different views of 

classical economists on the issue of income and employment in the economy. 

  

According to the classical economists, the economy normally operates at the level of 

full employment without inflation in the long period. They assumed that wages and prices of 

goods were flexible and the competitive market existed in the economy (laisse-fair economy). 

The classical model, however, did not rule out the existence of over production and hence 

temporary unemployment in the economy. 

  

According to classics, if market forces are allowed to operate in the economic system, 

they will eliminate over production and make the economy produce output at the level of full 

employment. The classical economists were of the view that when the economy was at full 

employment level, that did not mean non existence of unemployed workers. Even at full 

employment level, there would be workers who would be frictionally or voluntarily 

unemployed. In a normal situation, if prices and wages are assumed to adjust freely and 

quickly, then in the commodity and labor market, the economic system will operate at the 

level of full employment in the long run. 

 

The classical theory of employment is based on the following principles 

i. Say's Law of Market. 

ii. Equilibrium in the Labor Market. 

iii. Classical Analysis of Price and Inflation. 

  



I. Say's Law of Market: 

  

J. B. Say (1776 - 1832) was a French economist and an industrialist. He was 

influenced by the writings of Adam Smith and David Ricardo. According to J. B. Say: 

  

"When goods are produced by firms in the economy, they pay reward to the factors of 

production. The households after receiving rewards of the factors of production spend the 

amount on the purchase of goods and services. From this it follows that each product 

produced in the economy creates demand equal to its value in the market". 

  

This conclusion came to be known as Say's Law of Market. 

 

  

"Say's Law of market states that supply creates its own demand". 

  

The income a person receives from production is spent to purchase goods and services by 

others. For the economy as a whole, therefore, total production equals total income. 

  

From this it implies that when the production of goods generate income sufficient to 

purchase goods, then there will be no deficiency of demand for goods, there will be no over 

production of goods and so no lay off or genera! unemployment for the workers. The essence 

of Say's law is that whatever the economy generates is automatically spent on the purchase of 

goods and services The economy is, therefore, self correcting. Its market always clear. 

Because of this self-adjustment, the economy operates automatically to full employment level 

as if guided by Adam Smith's "Invisible hand". 

 



 

Say's Law is explained with the help of simplified circular flow in figure 32.1. Says 

Law means that supply creates its own demand for goods and services. The income persons 

receive from output is spent to purchase goods and services produced by others. The very act 

of supplying certain level of goods and services necessarily equals the level of goods and 

services demanded. For the economy as a whole, total production therefore equals total 

income. 

Assumptions of the Say's Law of Market: 

  

The classical model is based mainly on the following four assumptions: 

i. Pure competition exists. No single buyer or seller of commodity or an 

input can affect its price. 

ii. Wages and prices are flexible. The wages and prices of goods are free to 

move to whatever level the supply and demand dictate. 

iii. Self interest. People are motivated by self interest. The businessmen want 

to maximize their profits and the households want to maximize their 

economic well being. 

iv. No government interference. There is no necessity on the part of the 

government to intervene in the business matters. 



It may here be noted that if a part of the economy's income is saved, the Say's Law of 

Market would still hold good, It is because of the reason that whatever amount is saved is 

invested by businessmen on capital goods. Saving is equal to investment. Aggregate spending 

thus will be equal to aggregate income and the economy operates at the level of a full 

employment. 

  The classical economists, however, maintained that if at any time there is divergence 

between saving and investment, the equality between the two is maintained through the 

mechanism of rate of interest. For example, if at any time, the flow of savings is greater than 

the flow of investment, the rate of interest will fall. This will lead to an increase in investment 

and fall in saving till the two are equal at the full employment level. We find from Say's Law 

of Market, that saving is an increasing function of the interest rate and investment a 

decreasing function of the rate of interest. 

 

Equilibrium in the Labor Market 

 

Another feature of the classical theory of employment is in its belief that that if real 

wages of the workers are flexible in the labor market, then the economic system 

automatically adjusts itself at the level of full employment. According to A. C. Pigou: 

  

"The equilibrium level of employment is determined by the demand for and supply of 

labor in the labor market. So far the demand for labor is concerned, it is the decreasing 

function of higher wages. This means that at higher wages, the firms will employ less units of 

workers. As the real wage rates fall, then more units of workers are demanded by the firms". 

  

As regards the supply of labor, it is the increasing functions of real wages. This means 

that at higher wage rates, more workers will be willing to work. The equilibrium level of 

employment which is the full employment level is determined by the equation of demand for 

and supply of labor. The classical theory of employment is now explained with the help of 

diagram. 

  

 



 

 

 

 

In the Fig. 32.2, the labor demand curve DD/ shows the total quantity of workers that 

firms plan to hire at each possible real wage rates. The labor supply curve SS/ shows the total 

quantity of workers that households plan to supply at each possible wage rate. The labor 

demand curve DD/ and the labor supply curve SS/ interact to determine the level of 

employment. 

  

In this fig, it is shown that when the real wage rate is $12 per day, then 135 million 

workers employed represented full employment equilibrium. In case the real wage rate is $14 

per day, the supply of workers is 145 million whereas the firms would want to hire only 125 



million workers, there would be surplus labor or unemployment of 20 million workers. In the 

classical model, the unemployment of 20 million workers will be eliminated by real wage 

rate dropping to $12 per day. At wage rate below $12 per day, there is labor shortage. The 

situation of labor shortage does not last for a longer period. The real wage rate rises to $12 

per day with full employment equilibrium of 135 million workers. 

 

KEYNESIAN THEORY OF EMPLOYMENT AND INCOME 

Introduction 

John Maynard Keynes was the main critic of the classical macro economics. He in his 

book 'General Theory of Employment, Interest and Money' out-rightly rejected the says low 

of market that supply creates its own demand. He severely criticized A.C. Pigou's version that 

cuts in real wages help in promoting employment in the economy. He also opposed the idea 

that saving and investment can be brought about through changes in the rate of interest. In 

addition to this, the assumption of full employment in the economy is not realistic. 

  So long as the economy was operating smoothly, the classical analysis of aggregate 

economy met no serious opposition. However, Great Depression of 1930's created problems 

of increasing unemployment, reducing national income, declining prices and failing firms 

increased in intensity. The classical model miserably failed to explain and provide a workable 

solution for how to escape the depression. 

  It was at that time when J. M. Keynes wrote his famous book 'General Theory'. In it 

he presented an explanation of the Great Depression of 1930's and suggested measures for the 

solution. He also presented his own theory of income and employment. According to Keynes: 

  "In the short period, level of national income and so of employment is determined by 

aggregate demand and aggregate supply in the country. The equilibrium of national income 

occurs where aggregate demand is equal to aggregate supply. This equilibrium is also called 

effective demand point". 

 

What is Effective Demand? 

  Effective demand represents that aggregate demand or total spending (consumption 

expenditure and investment expenditure) which matches with aggregate supply (national 

income at factor cost). 

  In other words, effective demand is the signification of the equilibrium between 

aggregate demand (C+I) and aggregate supply (C+S). This equilibrium position (effective 



demand) indicates that the entrepreneurs neither have a tendency to increase production nor a 

tendency to decrease production. It implies that the national income and employment which 

correspond to the effective demand are equilibrium levels of national income and 

employment. 

  Unlike classical theory of income and employment, Keynesian theory of income and 

employment emphasizes that the equilibrium level of employment would not necessarily be 

full employment. It can be below or above the level of full employment. 

 

Determinants of Income: 

  The determinants of effective demand and so of equilibrium level of national income 

and employment are the aggregate demand and aggregate supply. 

  

1. Aggregate Demand (C+l): 

  Aggregate demand refers to the sum of expenditure, households, firms and the 

government is undertaking on consumption and investment in an economy. The aggregate 

demand price is the amount of money which the entrepreneurs expect to receive as a result of 

the sale of output produced by the employment of certain number of workers. An increase in 

the level of employment raises the expected proceeds and a decrease in the level of 

employment lowers it. 

  The aggregate demand curve AD (C+I) would be positively sloping signifying that as 

the level of employment increases, the level of output also increases, thereby increasing of 

aggregate demand (C+l) for goods. The aggregate demand (C+l), thus, depends directly on 

the level of real national income and indirectly on the level of employment. 

  

2. Aggregate Supply (C+S): 

  The aggregate supply refers to the flow of output produced by the employment of 

workers in an economy during a short period. In other words, the aggregate supply is the 

value of final output valued at factor cost. The aggregate supply price is the minimum amount 

of money which the entrepreneurs must receive to cover the costs of output produced by the 

employment of certain number of workers. 

  The aggregate supply is denoted by (OS) because a part of this is consumed (C) and 

the other part is saved (S) in the form of inventories of unsold output. The aggregate supply 

curve, (C+S) is positively sloped indicating that as the level of employment increases, the 

level of output also increases, thereby, increasing the aggregate, supply. Thus, the aggregate 



supply (C+S) depends upon the level of employment through4he economy's aggregate 

production function. 

  

Determination of Level of Employment and Income: 

  According to Keynes, the equilibrium levels of national income and employment are 

determined by the interaction of aggregate demand curve (AD) and aggregate supply curve 

(AS). The equilibrium level of income determined by the equality of AD and AS does not 

necessarily indicate the full employment level. The equilibrium position between aggregate 

demand and aggregate supply can be below or above the level of full employment as is 

shown in the curve below. 

  

 

 

 

 

 

In figure (32.3), the aggregate demand curve (C+l), intersects the aggregate supply curve 

(OS) at point E1 which is an effective demand point. At point E1, the equilibrium of national 

income is OY1. Let us assume that in the generation of OY1 level of income, some of the 

workers willing to work have not been absorbed. It means that E1 (effective demand point) is 

an under employment equilibrium and OY1 is under employment level of income. 



  

The unemployed workers can be absorbed if the level of output can be increased from 

OY1 to OY2 which we assume is the full employment level. We further assume that due to 

spending by the government, the aggregate demand curve (C+I+G) rises. As a result of this, 

the economy moves from lower equilibrium point E1 to higher equilibrium point E2. The OY 

is now the new equilibrium level of income along with full employment. Thus E2 denotes full 

employment equilibrium position of the economy. 

  

Thus government spending can help to achieve full employment. In case the 

equilibrium level of national income is above the level of full employment, this means that 

the output has increased in money terms only. The value of the output is just the same to the 

national income at full employment level. 

 

Importance of Effective Demand: 

 The principle of effective demand is the most important contribution of J.M. Keynes. Its 

importance in macro economics, in brief, is as under: 

i. Determinant of employment. Effective demand determines the level of employment 

in the country. As effective demand increases employment also increases. When 

effective demand falls, the level of employment also decreases. 

ii.  Say's Law falsified. It is with the help of the principle of effective demand that Says 

Law of Market has been falsified. According to the concept of effective demand 

whatever is produced in the economy is not automatically consumed. It is partly 

saved. As a result, the existence of full employment is not possible. 

iii. Role of investment. The principle of effective demand explains that for achieving 

full employment level, real investment must equal to the gap between income and 

consumption. In other words, employment cannot expand, unless investment 

expands. Therein lies the importance of the concept of effective demand. 

iv. Capitalistic economy. The principle of effective demand makes clear that in a rich 

community, the gap between income and expenditure is large. If required investment 

is not made to fill this gap, it will lead to deficiency of effective demand resulting in 

unemployment. 

 

Factors Determining Consumption Function 

 



There are a number of determinants/factors both subjective and objective which 

determine the position of consumption function. The factors or causes of shifts in 

consumption function are as fallows: 

  

Subjective Factors: 

➢ Psychological Characteristics of Human Nature: The subjective factors affecting 

propensity to consume are internal to the economic system. The subjective factors 

include characteristics of human nature, social practices which lead households to 

refrain or activate to appending out of their income. 

For example, religious belief of the people towards spending, their foresight attitude 

towards life, level of education, etc. etc., directly affect propensity to consume or 

determine the slope and position of the consumptions curve. The subjective factors do not 

undergo a material change over a short period of time. These remain constant in the short 

run. 

Objective Factors: 

  The objective factors are external to economic system. The undergo rapid changes 

and bring market in the consumption function. The main objective factors are as under: 

➢ Real Income: Real income is the basic factor which determines community’s 

propensity to consume. When real income of the community increases, consumption 

expenditure also increases but by a smaller amount. The consumption function shifts 

upward. 

➢ Distribution of wealth: If there is unequal distribution of wealth in a country, the 

consumption function will also be unequal. People with low income group have high 

propensity to consume and rich people low propensity to consume. An equal 

distribution of wealth raises the propensity to consume. 

➢ Expectation Change in Price: If people expect prices are going to rise in near future, 

they hasten to spend large sum out of a given income just after the promulgation of 

first Martial Law in our country. So we can say that when prices are expected to be 

high in future, the propensity to consume increases or the consumption function shifts 

upward. When they are expected to be low, the propensity to consume decreases or 

the consumption function shifts downward. 

➢ Changes in Fiscal Policy: Taxes also play an important part in influencing the 

propensity to consume. If the nature of taxes is such that they directly affect the poor 

people and reduce their income, then the propensity to consume is high and if rich 



persons are not taxed at a progressive rate and they accumulate more wealth, then the 

propensity to consume is low. 

➢ Change in the Rate of Interest: A change in the rate of interest exercises influence 

on the propensity to consume. When the interest rate is raised, it generally induces 

people to decrease expenditure and save more for lending purposes. On the other 

hand, when the interest rate is reduced, it usually encourages expenditure as lending 

then becomes less attractive. So we conclude that an increase in the rate of interest 

generally reduces propensity to consume or shifts the consumption function 

downward and a fall in the rate of interest usually helps to the increase of propensity 

to consume or shifts the consumption function upward. 

➢ Availability of Goods: Propensity to consume is also affected by the availability of 

consumption goods. If the goods are available in abundance, then the propensity to 

consume increases. If they are scarce and are priced very high, then the propensity to 

consume will decline. 

➢ Credit Facilities: cheap credit facilities are available in the country, the consumption 

function will move upward. 

➢ Higher Living Standard: If the real income of the people increases in the country 

and people adopt the use of new produce like television, washing machines, 

refrigerators, care, etc., etc., the consumption function is high. 

➢ Stock of Liquid Assets: If the consumer have greater amounts of liquid assets; there 

will  be more desire for the households to spend out of disposable income. The 

consumption function shifts upward and vice versa. 

➢  Consumer Indebtedness: In case the consumer are heavily indebted and they pay 

bigger monthly installments to replay the dept, then propensity to consume is low or 

the consumption function shifts downward and vice versa. 

➢ Windfall Gains: If there are unexpected gains due to stock market boom in the 

economy, it tends to shift the consumption function upward. They are windfall gains. 

The unexpected losses in the stock market lead to the downward shifting of the 

consumption curve. 

➢ Demographic Factors: The consumption function is also influenced by demographic 

factors like size of family, occupations, place of residence etc. Persons living in cities, 

for instance, spend more than those living in rural areas. 



➢ Attitude Towards Saving: If a community is consumption oriented, there will be less 

saving in the country. The consumption function shifts upward. In case, people save 

more and spend less, then  the consumption function will shift downward. 

➢ Demonstration Effect: If people are easily influenced by advertisements on radio 

and television and seeing pattern of living of the rich neighbors, the level of total 

consumption will go up. 

  

How to Raise the Propensity to Consume? 

  

The propensity to consume can raised by: 

  

i. Transferring wealth from rich to the poor. 

ii.  Increased wages. 

iii. Provision of cheap end easy credit facilities. 

iv. Advertisement 

 

Psychological Law of Consumption By J.M Keynes: 

  

J.M. Keynes, in his book ‘General Theory’ analyzed the consumption behavior of the 

community on the basis of human psychology. He propounded a law which is known 

as Psychological Law of Consumption. 

  

Statement: 

 According to this law: 

"The household sector spends a major part of its income on the purchase of consumer goods 

and services such as food, clothing, medicines, shelter etc., for personal satisfaction. The 

expenditure on consumption (C) is the largest component of aggregate expenditure. Whatever 

is not consumed out of disposable income is by definition called saving (S)". 

   

 

 

 

 

 



Formula: 

  

Disposable Income = Consumption + Saving 

 

I = C + S 

  

Explanation: 

According to Keynes, the level of consumption in a community depends upon the 

level of disposable income. As income increases, consumption also increases but it increases 

not as fast as income i.e., it increases at a diminishing rate. This relationship between 

consumption and disposable income is called consumption function. 

  

In the words of Keynes: 

  

“Men are disposable as a rule and on the average to increases their consumption as their 

income increases, but hot by as much as the increases in their income.” 

  

Properties of Consumption Behavior of Community: 

  

The psychological law of consumption brings out the following properties of the 

consumption behavior of the community: 

  

➢ The level of consumption is directly functionally related to the level of disposable 

income = C = f(y) 

➢ With the rise in the level of income, the consumption level also rises, but at a 

decreasing rate = ΔC  <  Δy 

➢ As the level  of income increases, the households devote a part of the increase saving. 

Symbolically: ΔY = ΔC + ΔS 

  

The Keynesian consumption function is now explained with the help of schedule and a 

curve. 

  

Schedule: 

  



($ in billion) 

Disposable 

Income (Y) 
Consumption (C) Saving (S) APC (C/Y) MPC (ΔC/ΔY) 

0 50 -50     

100 100 0 1.00 0.5 

200 150 50 0.75 0.5 

300 200 100 0.67 0.5 

  

In the schedule, it is shown that as the nation’s disposable income increases, the aggregate 

consumption at various levels of income also increases but at a decreasing rate. 

  

The same data is now shown in graph 30.1 below: 

  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



Diagram/Graph: 

  

 

  

Following are the observations about the functional relationship between the national 

disposable income and the economy’s aggregate expenditure. 

✓ At every point on the 450 line OY, a vertical line drawn to the income axis is at the 

same distance from the origin as a horizontal line drawn to the consumption axis. The 

450 line thus is the line along which expenditure equals real income. 

✓ The consumption function is represented by consumption line (C). The consumption 

line C is positively sloped indicating that as the disposable income increases, the 

expenditure in the economy also increases. 

✓ The consumption line (C) intercepts at Y axis showing negative saving of $50 billion 

during a short period. 

✓ At point B the consumption line (C) intersects the 450 helping line (OY) saving. At 

point B, consumption equals disposable income and there is zero saving. B is called 

the break even point. 



✓ Left to the point B, the consumption line C is above the income line Y. It indicates 

negative saving. 

✓ Right to the point B, the consumption line C is below the income line Y. It denotes 

positive savings. 

  

Summing up, the relationship between consumption and disposable income is referred to as 

consumption function. A consumption function tells how much households plan to consume 

at various levels of disposable income. 

 

Meaning and Definition of Propensity to Consume: 

  

The classical economists were of the view that the supply of saving was determined 

by the rate of interest prevailing in the country. According to them, the higher the rate of 

interest, the larger is the saving and so less is the consumption. 

  

Keynes disagreed with the above view. According to him interest is not the primary 

determinant of an individual’s saving and consumption decisions. It is primarily the 

individual’s real income which determines his, saving and consumption decisions. J.M. 

Keynes has developed two concepts: 

  

(i) Average Propensity to Consume. 

  

(ii) Marginal Propensity to Consume to Analyze the Consumption Function. 

  

Explanation: 

  

These two concepts are now explained in brief: 

  

(1) Average Propensity to Consume (APC): 

  

Average propensity to consume ( APC) may be defined as: 

  

Definition: 

  



"A ratio of total consumption to total disposable income for different levels of disposable 

income It is calculated by dividing the amount of consumption by disposable income for any 

given level of income". 

  

Example: 

  

For instance, when nation’s disposable income is $2,000 billion, consumption 

expenditure is $1,500 billion, the average propensity to consumption is 1500/2000 = 0.75. 

  

This shows that out of the disposable income of $2,000 billion, 75% will be used for 

consumption purposes. The APC declines as income increases because the proportion of 

income spent on consumption decreases. The average propensity to consume spent on 

consumption decreases. The average propensity to consume at any level of income is 

expressed in equation as C/Y. Here C stands for consumption Y for income. 

  

Formula: 

  

APC = C 

           Y 

  

 

 

 

 

 

 

 

 

 

 

 

 

 

 



Diagram: 

  

 

  

In the Fig.(30.2) income is plotted on OX axis and consumption along OY. CC curve 

represents the propensity to consume schedule. At point K, the average propensity to 

consume is equal to 0.62. 

  

KL/OL = (C/Y) i.e., 2500/4000 or 25/40 = 0.62 

 

APC implies a point on the curve C which indicates the ratio of income consumed. The C 

curve is made up of a series such points. 

  

 

 

 

 

 

 



Marginal Propensity to Consume (MPC): 

  

Definition: 

  

The concept of marginal propensity to consume is very important is macro 

economics. J.M. Keynes has defined marginal propensity to consume (MPC): 

  

"As the relationship between a change in consumption (ΔC) that resulted from a change in 

disposable income (ΔY)". 

  

Formula: 

  

It is found out by dividing change in consumption to a given change in disposable Income. 

  

MPC = Change in Consumption = ΔC 

                                                                    Change in Income         ΔY 

  

Example: 

Thus we make this concept clear by taking an example, let us suppose the disposable 

income rises from $2000 billion to $3000 billion ( by $1000 billion) and the consumption 

expenditure increases from $1500 billion to $2000 billion (by $500 billion). The marginal 

propensity to consume is: 

  

ΔC/ΔY = 500/1000 = 1/2 = 0.5 

 

All the concepts of consumption function are now explained whit help of schedule and a 

diagram. 

 

 

 

 

 

 

 



 Schedule For Propensity to Consume: 

($ in billion) 

Disposal Income (Y) Consumption 

Expenditure (C) 

Average Propensity 

to Consume (APC = 

C/Y) 

Marginal Propensity 

to Consume (MPC = 

ΔC/ΔY) 

A 1000 1100 1.1 800/1000 = 0.9 

B 2000 2000 1.0 600/1000 = 0.6 

C 3000 2600 0.86 500/1000 = 0.5 

D 4000 3100 0.77 300/1000 = 0.3 

E 5000 3400 0.68 200/1000 = 0.2 

F 6000 3600 0.6 100/1000 = 0.1 

G 7000 3700 0.53   

  

The reader can easily understand from the above schedule that with the increase in the 

disposable income, the propensity to consume decreases and conversely with a fall in income, 

the propensity to consume and the marginal propensity to consume increases. The 

consumption schedule can also be explained with the help of a curve which is given below: 

  

Diagram For Propensity to Consume: 

  



 

  

In the figure (30.3), disposable income is measured along the horizontal axis OX and 

consumption along the vertical axis OY. Let us now draw 450 helping line from O to ON. If 

we take any point on the 450 helping line, income will be exactly equal to expenditure. The 

curve AG represents the income consumption schedule, indicating the propensity to 

consumer at various levels of income. Point A which is above 450 helping line, shows us that 

the expenditure is greater than its income. 

  

This deficit in income can be converted either by borrowing or from the sale of assets. 

At point B, consumption expenditures exactly equal to disposable income and there is neither 

saving nor dis-saving. This point is known is as break even point. 

  

From B onward up to G, the curve lies below the 450 helping line. This shows that the 

consumption expenditure is less than the disposable income. Net saving is measured by the 

distance from the propensity to consume curve up to 450 helping line. 

  

 

 



For example, when the income is $5,000 billion, the expenditure is $3400 billion and saving 

$1,600 billion. Marginal propensity to consume curve can also be illustrated from the very 

same figure. At point B, income is $2,000 billion and is equal to expenditure, i.e., $2,000. 

When income increases from $2,000 billion to $3,000 billion, consumption increases only by 

$600 billion. 

Now we move from point B towards right up by $1,000 billion. BM line shows as the 

increases in income. Then we go vertically until we reach point K. MK line indicates addition 

made to the total consumption. It is equal to $600 billion. So the marginal propensity to 

consume will be equal to $600/$1000 = $6. 

 

Concept of Investment  

Definition: 

Investment is an important component of national income. It plays an important role in the 

determination of equilibrium level of national income and corresponding level of 

employment. When the term investment is used in economics, it refers to the: 

"Expenditure incurred by individuals an businesses on the purchase of new plant and 

machinery, the building of the houses, factories, schools, construction of roads etc. It is, in 

other words the acquisition of new physical capital". 

Investment Expenditures: 

Investment, in brief, includes the following kinds of expenditures: 

  

1. Stock or Inventories: The inventories expenditures incurred by businesses on the 

purchase of new raw material, semi finished gods and on stock of unsold goods 

(inventories) are counted as investment. 

2. Fixed Capital: The expenditure made on new plants and machinery vehicles, houses 

facilities, etc., are also included in investment. In the words of J.M. Keynes: 

  

"Investment means real investment which refers to increase in the real capital stock of the 

economy". 

  



 

 

 

Types of Investment: 

  

There are two types of investment (1) Induced investment and (2) Autonomous investment. 

  

There two are now explained brief: 

  

1. Induced Investment: 

  

Investment in the economy is influenced by the income or output of the economy. The 

large the national income, the higher is the investment. Induced investment is the change in 

investment which is induced by the change in the national income. The investment function 

signifies that as the real national income rises, the level of inducement investment also rises 

and as the real national falls. The level of investment also down. 

  

Diagram: 

  

 

  



In figure (30.5), it is shown that investment curve I/ is positively sloped. It indicates that as 

the level of national income rises from OY1 to OY2, the level of induced investment also rises 

from OI1 to OI2. 

  

Shift in the Investment Curve: The induced investment is the increasing function of profit. 

If firm expect profit, they are induced to invest. The profit expectation of firms depend upon 

aggregate demand for goods and services in the economy. The level of aggregate demand 

itself depends upon the level of national income. The higher the level of national income, the 

higher thus is the level of induced investment. 

  

2. Autonomous Investment: 

  

The investment which is not influenced by changes in national income is autonomous 

investment. In other words an autonomous investment is independent of the level national 

income. 

  

As regards the size of autonomous investment, it is influenced by many basic factors such 

as increase in population. Manpower, level of technology, the role of interest, the 

expectations of future economic growth and the role of capacity utilization etc. 

  

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

 

Diagram: 

  

 

  

In figure (30.6) it is shown that autonomous investment curve Ia  is a horizontal straight line. 

For example, when national income is OY1 the autonomous investment is $10 billion. If 

national income increases to OY2 the autonomous investment remains $10 billion and so on. 

  

In case, there is an introduction of new technologies, or the rate of interest falls or if the 

businessmen expect the sales to grow more, the producer choose to operate to full capacity, 

the autonomous investment is influenced. The autonomous investment curve shifts upward 

from $10 billion to $15 billion. 

 

Concept of Marginal Efficiency of Capital (MEC): 

  

Definition and Explanation: 

  

Marginal efficiency capital (MEC) is a Keynesian concept. According to J.M. 

Keynes, nations output depends on its stock capital. An increase in the stock of capital 

increases output. The question is how much increase in investment raises output? Well, this 

depends on the productivity of new capital i.e. on the marginal efficiency of capital. Marginal 



efficiency of capital is the rate return expected to be obtainable on a new capital asset over its 

life time. 

  

J.M. Keynes defines marginal efficiency of capital as the: 

  

“The rate of discount which makes the present value of the prospective yield from the capital 

asset equal to its supply price”. 

  

A businessman while investment in a new capital asset, examines the expected rate of 

net return (profit) on it during its lifetime against the supply price of capital asset (cost of 

capital asset) if the expected rate of profit is greater than the replacement cost of the asset, the 

businessman will invest the money in the project. 

  

Example: 

  

For example, if a businessman spends $10,000 on the purchase of a new griding machine. We 

assume further that this new capital asset continues to produce goods over a long period of 

time. The net return (excluding meeting all expenses except the interest cost) of the griding 

machine expected to be $1000 per annum. The marginal efficiency of capital will be 10%. 

Schedule:  

According to J.M. Keynes, the behavior of investment in respect of new investment depends 

upon the various stock of capital available in the economy at a particular period of time. As 

the stock of capital increases in the economy, the marginal efficiency of capital goes on 

diminishing. The MEC curve is negatively sloped as a shown in the figure 30.7. 

Investment ($ in billion) Marginal Efficiency of Capital 

20 10% 

25 9% 

40 7% 

70 5% 

100 2% 



  

Diagram/Curve: 

  

 

  

In the above table, it is shown when stock of capital is equal to $20 billion, the marginal 

efficiency of capital is 10% while at a capital stock of $100 billion, it declines to 2%. This 

investment demand schedule when depicted graphically in figure 30.7 gives us the 

investment demand curve which goes on sloping downward from left to right. 

  

Relative Role of MEC and the Rate of Interest: 

  

The MEC and the rate of interest are the two important factors which affect the volume of 

new investment in a country. An investor while making a new investment, weighs the MEC 

of new investment against the prevailing rate of interest. As long as the MEC is higher than 

the rate of interest, the investment will be made till the MEC and the rate of interest are 

equalized. 

For example, if the rate of interest 7%, the induced investment will continue to be made till 

the MEC and the rate of interest are equalized. At 7% rate of interest, the new investment will 



be $40 billion. In case, the rate of interest comes down to 2%, the new investment in capital 

assets will be $100 billion. 

Summing up, if investment is to be increased in the country, either the rate of interest should 

go down or MEC should increase 

The theory of multiplier occupies an important place in the modern theory of income and 

employment. 

Multiplier 

The concept of multiplier was first of all developed by F.A. Kahn in the early 1930s. 

But Keynes later further refined it. F.A. Kahn developed the concept of multiplier with 

reference to the increase in employment, direct as well as indirect, as a result of initial 

increase in investment and employment. you need to be aware that changes in any 

Expenditure component (C,I,G,X,M) will have a larger effect on GDP than just the value of 

the initial change. This is known as the multiplier effect. 

Notice that changes in C are a little more complicated as it is not (strictly) a 

recognised injection into the Circular Flow. However, autonomous (or non-

induced) changes in consumption have the same effect as a decrease in saving and therefore 

act as an injection: Decreasing withdrawals has the same effect as increasing injections. 

If there was an injection of extra spending (and therefore income as one person´s 

spending MUST be another person´s income, remember) into government-provided health 

care in an economy some of the money will go to doctors and nurses in the form of a salary 

increase or to employ new doctors and nurses: New building and equipment will could also 

be bought and this will boost sales revenue (income) of those making such items. This 'first 

round effect' is the initial increase in income brought about through the increased spending 

within the economy. 

However, doctors and nurses eat, drink and consume stuff just like the rest of us, and 

they will choose to spend some of their additional salary and save the rest. Do you recognise 

these concepts? Refer to Page 19 and marginal propensity to consume (MPC) and marginal 

propensity to save (MPS). 

The MPC is defined as the proportion of extra income received that is used for spending. 



The MPS is defined as the proportion of extra income received that is used for saving. 

NB. MPC+MPS must equal 1 since income can only be spent or saved. 

So, if a doctor was awarded an extra $100 in salary and chose to spend $80 of this, his or her 

MPC would be 0.8 and his or her MPS would be 0.2. 

The producers (sellers) of the goods and services that the doctors and nurses and equipment 

producers now buy may take on more labour to cope with the extra demand and these new 

employees will also spend part of their additional income and so it goes on. 

The amount that is passed on will diminish (because of withdrawls  reducing the extra 

spending) in each successive round of spending but the overall effect on the economy will be 

greater than the initial injection. 

The Importance of the Multiplier 

If Governments decide to use keynesian demand management policies they must take into 

account both the size of the multiplier and the time lag it involves while the multiplier 

process works its way through the economy. Too much initial injection will lead to inflation 

but too little will not remove unemployment. 

Another way to remember this is it is 1 over the withdrawals. Also note that 1-MPC is exactly 

the same as the withdrawals since they both sum to 1. 

The size of the multiplier can be worked out by dividing the increase in national income 

(Y) that eventually occurs by the increase in injections that caused it. 

 

So, for example, if an increase in government spending of $10m caused GDP to rise by 

$50m, this would be a multiplier of 5 (There are no units it is a multiplier). This would be 

found by dividing $50m (the change in GDP) by $5m (the initial change in injection of 

expenditure). 

The key determinants of the value of the multiplier are: 



• The size of the savings ratio - the more people save of any increase in income 

(MPS), the less the increase in spending at each stage of the process, the smaller the 

multiplier. 

• The amount spent on imports - if a lot of the extra spending created goes on 

imported goods and services, then this money will be lost out of the country and not 

passed on within the economy (the marginal propensity to import or MPM). 

• The level of taxation - any increase in income will also mean higher tax revenue. 

However, if the government use this extra revenue to spend on public sector 

investment and employment, then this may help the process continue. 

Overall, the value of the multiplier therefore depends on the amount of any increase in 

income that is spent by the people receiving it. The higher the MPC, the higher the value of 

the multiplier will be. 

 Marginal propensity to consume (MPC) 

The marginal propensity to consume is the proportion of each extra dollar of income 

spent by households. For example, if a person earns $1 more and consumes 70c of it, then the 

MPC is 0.7. 

Figure 1 

Diagram to show Multiplier effect 



Figure 1 AD shifts due to the initial injection and then has a greater shift due to multiplier 

effect - I don´t know why it says narional income but I think we can assume it means national 

income. Anyway, the point is to show 2 shifts with the second shift of the greater magnitude.) 

Acceleration Principle 

The implications of induced investment become very clear when we study the 

acceleration principle. The principle refers to the relationship between increase in total output 

(income) and the additional investment spending that occurs due to such output (income) 

increase. 

In short, the acceleration principle explains why the increase in national income often 

results in a more than proportionate increase in investment spending and why the amount of 

investment studying depends not on the absolute level of business activity but on whether that 

level is increasing or decreasing. 

So, a change in national income or output induces (or leads to) a change in 

investment. However, a small change in national income or output leads to an accelerated 

change in investment. The accelerator principle, developed by J.M. Clark, refers to the 

accelerated effect on investment of a small change in the demand for or output (sales) of 

consumption goods. 

Assumptions: 

The acceleration principle is based on three main consumption: 

i. First, investment has both autonomous and induced components. 

ii. Investment depends not on the absolute level of output or demand but on the rate 

of increase in NNP or in total demand. if the rate of increase is growing, 

investment spending will increase; if the rate of income is stable, investment will 

be constant; if the rate of increase declines, investment will fall. 

iii. The acceleration principle also emphasises the extreme volatility of investment as 

compared with other components of aggregate demand. It suggests that any 

percentage change in aggregate demand may result in much larger percentage 

changes in investment spending. 

Illustration of the Principle: 

In producing output (whether shoes or cars or clothing) firms seek to use that stock of capital 

(machines, inventories, plants) that allows the most profitable operation of the firm. The 



acceleration principle is based on the idea that an increase in demand for consumer goods 

(food, clothing, furniture) produces a far greater increase in demand for producer or capital 

goods (food processing equipment, looms, and lathes). 

Net investment in the addition to the stock of capital, but the stock of capital needs to 

grow only if the level of output or sales increases. The relationship between capital and 

output illustrates this point. For example, if for every Re 1 of output the economy requires 50 

paise worth of capital, the capital/output ratio would be 2. 

The capital/output ratio (K/Y) is the value of capital (K) needed to produce a given 

level of output divided by the value of that output (Y). 

If the capital/output ratio remains steady (and capital is fully utilised), capital must 

increase for the economy to produce more output. With a capital/output ratio of 2, for 

example, a Rs 10 crores increase in output would require a Rs 20 crores increase in capital. 

Because investment in the increase in capital (I = DK), investment must also depend upon the 

rate of increase in output. 

With a fixed capital/output ratio of 2, the relationship between investment and output 

is: 

1 = 2 ΔY 

or I = K/Y × Δ Y 

This equation illustrates the accelerator principle of investment: investment will increase only 

if the national income or output increases. If output is high but fails to increase in a particular 

year, investment will fall to zero. If output declines, there will be net disinvestment as 

business firms will allow their capital stock to depreciate without replacement. 

Thus, investment in an economy depends not on the level of income but on how fast output 

— or the level of business sales — is rising or falling. To raise investment, output not only 

has to grow; it has to grow by increasing rate. 

The accelerator principle of investment is that investment depends upon the growth of output 

and implies that investment will be unstable. Investment will fall simply because output 



grows at a slower rate. For investment just to remain stable, output growth must be constant 

rate. 

Let us consider a simple example. Table 1 shows that (induced) investment depends 

on changes in output. Or, in other words, a change in output or sales induces a change in 

investment. 

 

 



Prepared by Dr. R. HARIHARAN, Assistant Professor of Economics, AGAC, Karaikudi Page 1 
 

7BAEE2A – FUNDAMENTALS OF COMPUTER 

UNIT – I: MS - WORD 

 

The File Menu 
 

The file menu is one you will find yourself using extensively. It is used to create new 

documents, open existing documents and saving your new/updated documents. It also 

includes the page setup, print preview, and other important functions relating to your 

document and its properties. 
 

New: This creates a new Microsoft Word document. The page setup of the new document, ie, 

the size, margins, etc, will depend on your page settings. 

Open: This opens an existing Microsoft Word document, it will open a file explorer window 

allowing you to navigate to the file you want to open. 

Close: This will close the current word document. Microsoft Word may prompt you to save 

the file, if you have made changes to the document since the last save. 

Save: Saves the current document, replacing the existing file (if previously saved). 

Save As: This allows you to save the document as a different file. This is very useful, 

imagine you open your letterhead template and write a letter that you want to save, if you just 

saved it (using the option above), it would replace your letterhead template. When you click 

on Save As you will be able to choose the new filename and location for your document. 

Save As Web Page: This option will save the current document with the HTM(L) extension, 

allowing it to be viewed by a web browser. 
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Search: Clicking Search will open the basic search window, allowing you to search your 

computer for documents containing certain text. 

 

Versions: This feature allows you to save different versions of the current Microsoft Word 

document. For example, if you changed your letterhead and wanted to keep the older version 

too. 

Web Page Preview: Clicking on this option will display your current document as it would 

look in a web browser. When you click, Microsoft Word will open the document in your 

default web browser. 

Page Setup: This opens the page setup options dialogue box. It allows you to set the 

properties (dimensions, margins, etc) of the current document and change the default for new 

Microsoft Word documents. 

Print Preview: Selecting this option opens the print preview window, allowing you to 

preview how your document will look when printed. 

Print: Opens the print dialogue box allowing you to print the current document. 

Send To: Hovering your mouse over this option will allow you to send your document via 

email, or export it to Microsoft Powerpoint (if installed). 

Properties: This will open the Microsoft Word document properties dialogue box, allowing 

you to view/edit various properties of the document. Including author information, statistics, 

type, location and filesize of the document. 

 

The A symbol in fig 1.1 above shows where a list of recently opened documents are listed. 

This is a very handy feature of Microsoft Word, it saves using the normal opening procedure. 

Exit: Clicking this will exit Microsoft Word, it may prompt you to save any unsaved 

documents. 
 

https://www.helpwithpcs.com/software/microsoft-word-margin-setup.php
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The Edit Menu 
 

The edit menu, as its name suggests, includes commands relating to the editing of your 

document. It includes important editing features such as undo, repeat, cut, copy, paste, select 

all, find, replace and more. 
 
 

 

Undo (last task): This option allows you to undo the last thing you did in your Microsoft 

Word document, in our example (fig 1.1) you can see our last action was to type some text. 

This is a handy command, especially if you delete something by accident. 

Repeat (last task): This repeats your last action. In our example clicking on the Repeat 

Typing will repeatedly insert the same piece of text into the document. 

Cut: This command will cut (delete) the currently selected element. For example if you 

highlight (select) some text and then click on cut, it will be deleted. 

Copy: The Copy command will copy the currently selected element (text, image, etc) into the 

office clipboard. It can then be inserted (pasted) into a document using the Paste command 

(see below), which will appear in the edit menu once you have copied something to the office 

clipboard. 

Office Clipboard: This command will display the current contents of the office clipboard, 

allowing you to click on the stored elements to insert (paste) them directly into the current 

document. Elements (text, images, etc) can be added to the clipboard using the Copy 

command (see above), this clipboard will also show any elements stored in the Windows 

Clipboard. 

Paste: This will paste (insert) into the current document the last element to be stored in the 

Office Clipboard. 
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Paste Special: Clicking on this command will bring up the Microsoft Word Paste Special 

dialogue box, it allows you to control the format of the text that will be inserted (pasted) from 

the Office/Windows clipboard. 

Paste as Hyperlink: This command allows you to link (create a hyperlink) to a certain place 

in  another  Microsoft   Word   document,   Excel   worksheet,   PowerPoint   slide,   or 

Access database. To achieve this, first copy the element that you want to link to into the 

clipboard, and then select the Paste as Hyperlink command. 

Note: The target file must have been saved previously, likewise if you are linking to an 

element in the current document, it must be saved first. 

Clear: This command allows you to remove any formatting from the currently selected 

(highlighted) element (text/image). It also allows you to delete the selected element. 

Select All: This will select (highlight) every element in the current document. 

Find: Find allows you to search the current document for a certain word or phrase. 

Replace: Replace allows you to replace a given text with a substitute of your choice. 

Goto: Goto allows you to go directly to a certain page, section, line, bookmark, comment, 

footnote, endnote, field, table, graphic, equation, object, or heading. 

Links: This allows you to manage any linked objects in the current document. A linked 

object is information (data) that is stored in another file, for example a Microsoft Excel 

spreadsheet, Microsoft Access database, or other compatible source. We will be covering 

linked objects in a future Microsoft Word tutorial. 

Objects: This command allows you to manage any embedded objects within the current 

document. 
 

The View Menu 
 

This menu is used to control not only the visual layout of your Word document but also the 

printing configuration. It is also used to select which toolbars are visible in the Word 

environment. Commands include web layout, print layout, outline, task pane, toolbars, ruler, 

header and footer, footnotes, full screen view and zoom. 

 

https://www.helpwithpcs.com/jargon/database.htm
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Normal: Selecting this will show your current document in a layout without the document 

margins. 

Web Layout: The Web Layout view will show you how the current document will look on a 

web browser, a full-screen layout. 

Print Layout: This view will show the document in a layout including all margins and page 

breaks. 

Outline: The Outline view allows you to change the structure of your document, when 

selected it will open the Outline Toolbar. The Outline Toolbar allows you to, amongst other 

things, move headings up or down and/or change the heading types. 

Task Pane: This command toggles (shows/hides) the Task Pane. The task pane is designed to 

give you quick access to frequently used commands, including Document Commands, The 

Office Clipboard, Basic Search, Style and Formatting and more. 

Toolbars: When you hover your mouse pointer over Toolbars you will be presented with a 

submenu, this includes all of the different toolbars that are available. You can toggle 

(hide/show) the different toolbars by simply clicking on them within the submenu. 

Ruler: Clicking on this will toggle (hide/show) the document ruler which appears across the 

top and down the side of the Microsoft Word document. 

Document Map: The document map is a handy feature which allows you to navigate the 

current document, it will list the headings (heading 1, heading 2, etc) in the current document. 

To go directly to a certain paragraph heading, simply click on it in the left hand pane that 

opens. 

Header and Footer: This allows you to edit the header and footer of the current document. 

We show you how to edit the header and footer in our letterhead tutorial here. 

Footnotes: This command will show all footnotes and endnotes (you will be promoted for 

which) within the current document. Footnotes and Endnotes will be covered in a future 

Microsoft Word tutorial. 

Markup: This will toggle (hide/show) any Markup (comments and tracked 

alterations/additions) in the current document. 

Full Screen: This will show the current Microsoft Word document in full screen mode. 

Zoom: This will open the zoom dialogue box, enabling you to change the percentage of zoom 

for the current view. 
 

The Insert Menu 
 

The insert menu is used to place various objects into your document, such as page numbers, 

pictures, symbols, comments and other objects. Commands include break, date and time, 

field, symbol, reference, web component, text box, file and hyperlink. 
 

 

https://www.helpwithpcs.com/software/create-letterhead-word.php
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Break: This command opens the Break dialogue box, allowing you to insert page breaks and 

section breaks into the current document. 

Page Numbers: Clicking on Page Numbers will open a dialogue box, which allows you to 

insert page numbers into the document using various options. 

Date and Time: This command will open the Date and Time dialogue box. You can choose 

from many different date and time formats, you may also have different languages to choose 

from. 

Autotext: Choosing this option will open the Microsoft Word Autotext dialogue box. We 

will cover Autotext in a future tutorial. 

Field: This command allows you to enter specified fields into your document. The available 

fields include Date & Time, Document Automation, Document Information, Equations and 

Formulas, Index and Tables, Links and References, Mail Merge, Numbering and User 

Information. 

Symbol: This allows you to insert symbols and special characters into your document. For 

example, if you wanted to include a copyright symbol or a trademark symbol, then you would 

use this feature. Other symbols (special characters) include currency symbols, mathematical 

symbols and foreign language alphabet characters. 

Comment: This command will place a comment into the document at the location of the 

cursor. You will be able to type your comment into the comment box, once done, simply 

click anywhere outside of the comment box. 

Reference: The Reference command will allow you to insert a footnote, caption, cross- 

reference, index, and tables. 

Web Component: This command is used to insert any web components into your Microsoft 

Word document. 

Picture: Allows you to insert a picture into your document. You will be offered various 
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locations to locate the image, including clip art, the file system on your computer, and a 

digital camera or scanner. 

Diagram: The Diagram command will open the diagram gallery dialogue box. You can 

choose from a selection of diagrams to insert into your document, including an organization 

chart, cycle diagram, radial diagram, pyramid diagram, venn diagram and a target diagram. 

You may have less or more diagrams available to insert, depending on your Microsoft Word 

installation. 

Text Box: This allows you to insert text boxes, we will be covering text boxes in a future 

tutorial. 

File: Enables you to insert part or all of a file into the current document. 

Object: This command will insert an object of your choice, including media clips, Microsoft 

Excel charts and worksheets, Microsoft Powerpoint slides and presentations. 

Bookmark: This handy feature allows you to bookmark a certain element (text, image, etc). 

You can name the bookmark and then return to it at any time by using the goto command in 

the edit menu. 

Hyperlink: The Insert Hyperlink dialogue box allows you to add a hyperlink to an existing 

file, web page, certain place in the current document, a new document, or an email address. 
 

The Format Menu 
 

A guide to the format menu which controls your font's properties along with the borders and 

shading options. Commands include paragraph, bullets and numbering, columns, tabs, text 

direction, background, autoformat, reveal formatting and more. 
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Font: This will change the font attributes of either the currently selected text, or any 

subsequent text, using the font dialogue box. 

Paragraph: This command will open the Paragraph dialogue box, allowing you to make 

changes to either existing text or subsequent text. To change an existing paragraph, select the 

text you wish to change and then use this command to make the alterations, such as 

alignment, indentation, and spacing. 

Bullets and Numbering: This is a handy command, it creates indented lists with various 

formats. You can either click the command and then start typing your list (pressing enter for 

the next line), or you can select some existing text to convert to a list. The listing format 

options include bulleted, numbered, outline numbered, and other styles. 

Borders and Shading: This command allows you to create borders and shading on elements 

within your Microsoft Word document. The borders and shading can be applied to text, 

paragraphs, pictures, and more. 

Columns: The Columns command will split the current document into the number of 

columns you specify. You can either split the whole page, or just from that point onwards. 

Tabs: This command allows you to manage tabs, including the alignment, spacing, and 

whether the tab has a leader or not. 

Drop Cap: A drop cap is a letter at the start of a paragraph of text that spans 2 or more rows 

of text, you will often see a drop cap in a book at the start of a chapter. This tool allows you 

to either add a drop cap character to your document or change an existing letter (at the start of 

a sentence) to a drop cap. 

Text Direction: This allows you to change the text direction of a text object, for example a 

text box. 
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Change Case: The Change case tool allows you to alter the case of existing text. Options 

include sentence case, lowercase, uppercase, title case, and toggle case. 

Background: This changes the background colour (color) of your Microsoft Word document. 

It also allows you to add watermarks and use different gradient effects. 

Theme: The themes command will open the theme dialogue box, allowing you to change the 

theme of your document, including heading style, hyperlinks and background colour (color). 

Frames: This command opens the Frames dialogue box. 

AutoFormat: The AutoFormat feature will format a whole document with preset attributes. 

Styles and Formatting: This will open the Styles and Formatting toolbar, allowing you 

create headings, lists and more. 

Reveal Formatting: Clicking on this will show a dialogue box detailing the format attributes 

of the selected element. 

Object: Allows you to make changes to any existing objects within the current document. 
 

The Tools Menu 
 

The tools menu will also be one you may use regularly, it includes the options command 

which controls spelling and grammar, security and more. Commands include language, word 

count, speech, letters and mailing, macro, customize and more. 
 
 

 

Spelling and Grammar: This command will check the spelling and grammar of the current 

Microsoft Word document. It also allows you to add words to the dictionary, as well as 

changing the dictionary language (if available). 

Language: The language tool has various options, including setting the language of the 

document, translating text, open the thesaurus and manage hyphenation. 



Prepared by Dr. R. HARIHARAN, Assistant Professor of Economics, AGAC, Karaikudi Page 10 
 

Word Count: This will open the Word Count dialogue box, enabling you to count the 

amount of words in the whole document, or the currently selected text. 

AutoSummarize: This can be a handy feature of Microsoft Word, depending on the type and 

format of your document. It will summarize a document using the attributes you give it, for 

example, you can choose the percentage of the document to be used for the summary, as well 

as the format of the summary. 

Speech: This will open the Speech Recognition feature of Microsoft Word (if 

installed/available). 

Track Changes: Clicking on this command will cause Microsoft Word to track any 

subsequent changes to the document. These  changes  can  then  be  viewed  by turning on  

the Markup option on the Edit menu. 

Compare and Merge Documents: This feature enables you to easily compare and/or merge 

2 documents. 

Protect Document: This command allows you to control the protection of the document, 

including tracked changes, comments and forms. 

Online Collaboration: Enables NetMeeting allowing you to communicate with others in real 

timevia the internet or local network. 

Letters and Mailing: Gives you access to various features, including the Mail Merge 

Wizard, the Letter Wizard, the Envelopes and Labels tool, and the Mail Merge Toolbar. 

Macro: This opens the Macro Dialogue box, allowing you to manage subsequent and 

existing macros. We will be covering Microsoft Word macros in a future tutorial. 

Templates and Add-Ins: Opens the Templates and Add-Ins Dialogue box, allowing you to 

add, remove or update styles and template. 

AutoCorrect Options: Opens the AutoCorrect dialogue box, enabling you to manage 

capitalisation, and also the replace text as you type settings. 

Customize: Allows you to customize the Microsoft Word toolbars, commands, and other 

options. 

Options: This opens the main options dialogue box in Microsoft Word. It allows you to 

change many aspects of the current document and Microsoft Word environment. 
 

The Table Menu 
 

Tables are a great way of laying out content within your document. The table menu provides 

all you need to manage your tables and cells. Includes draw table, insert, delete, merge cells, 

split cells, split table, autoformat, convert, sort and more. 
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Draw Table: This command opens the Tables and Borders dialogue box with the draw table 

tool active. First you draw the outline of your table, then using the same tool, you can create 

cells by vertical or horizontal movements within the table. 

Insert: Allows you to insert a whole table or just columns, rows and cells into the current 

document. 

Delete: Delete complete tables, columns, rows and selected cells. 

Select: This command allows you to select the current table, column, row or cell. 

Merge Cells: This tool will merge the currently selected cells into one. 

Split Cells: This will split the selected cell/s into your chosen amount of columns and rows, it 

will also offer (if more than one cell selected) to merge the selected cells before the split. 

Split Table: This command will split the current table, making the split at the currently 

selected cells. 

Table AutoFormat: This command will open the Microsoft Word Table AutoFormat 

dialogue box, where you can choose from a number of different table templates, including 

preset fonts and cell background colours (colors). 

AutoFit: This tools gives you several options for resizing the selected table in relation with 

the contents or window. It also allows you to automate the distribution between columns and 

rows. 

Heading Rows Repeat: This handy tool will repeat the currently selected row at the top of 

every page for the length of the table. 

Convert: This command will convert existing text into a table format. The text will have to 

have a common separator to indicate the different columns, it will also needs new paragraphs 

where you would like each row. 

Sort: This opens the Sort Table dialogue box. You can choose which column you would like 

to sort and by what order. 
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Formula: This tool allows you to apply a formula to the selected cell. For example, if you 

wanted to add up the contents of several rows in a specific column, you could use the SUM 

formula in the Formula dialogue box. 

Hide Gridlines: This simply hides the gridlines of the selected table. 

Table Properties: This will display the various properties of the selected table. 

 
Model Questions 

 
What is word Processor? 

A word processor is a computer program that provides special capabilities beyond 

that of a text editor such as the WordPad program that comes as part of Microsoft's Windows 

operating systems. 

The difference between Microsoft Word and word processing is that word processing 

is a generic term that refers to any program that allows you to edit and format text. Microsoft 

Word is a popular brand of word processing software. 

Although word processors were originally similar to typewriters with word processing 

functions, most word processing occurs today through software such as Microsoft Word. 

Most word processing programs allow you to input and edit text, format the 

document, and insert graphics, Internet links and objects. 

 
What is the use of word processing software? 

A word processor is software or a device that allows users to create, edit, and print 

documents. It enables you to write text, store it electronically, display it on a screen, modify it 

by entering commands and characters from the keyboard, and print it. Of all computer 

applications, word processing is the most common. 

 
What is MS Word? 

Microsoft Word or MS-WORD (often called Word) is a graphical word processing 

program that users can type with. It is made by the computer company Microsoft. Its 

purpose is to allow users to type and save documents. Similar to other word processors, it has 

helpful tools to make documents. 

 
How will create a new blank document in MS Word? 

1. Click the Microsoft Office button. 

2. Select New. The New Document dialog box appears. 

3. Select Blank document under the Blank and recent section. It will be highlighted by 

default. 

4. Click Create. A new blank document appears in the Word window. 

 
Give a comment on MS word and their features. 

Microsoft Office Word is a non-free commercial word processor designed by 

Microsoft. It is part of the Microsoft Office Suite. Microsoft Word is currently the most 

common word processor on the market. And the file .doc/.docx format has become one of the 

popular format for text documents. 
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Microsoft Word used for 

MS Word is a popular word-processing program used primarily for creating 

documents such as letters, brochures, learning activities, tests, quizzes and students' 

homework assignments. There are many simple but useful features available in Microsoft 

Word to make it easier for study and work. That's why so many people would prefer to 

convert the read-only PDF to editable Word and edit PDF in Word. 

 

Useful features in Microsoft Word 

1. Check document for spelling and grammar errors: After typing contents in the Word 

document, you can use the spell checker to find out those words that have typing errors so 

that you can correct them, and makes it easier to replace words or phrases through out the 

Word document by the Word recommendation. 

You can access this command using this way: go to the Review tab, click Spelling & 

Grammar in the Proofing group. 

2. Add Header, Footer and Page Number:To make it easier to organize Word contents well, 

Microsoft Word does not only allows you to separate contents into different paragraphs based 

on topics, it also lets you add Page Number, Header and Footer to each Word page so that the 

readers can easily indicate the main subject and the position, where he or she is, in the Word 

document. 

You can add Page Number, Header and Footer by these steps: go to Insert tab, find Header & 

Footer group on the top, click Header, Footer or Page Number to type information and 

settings. 

3. Protect Word document with password: After typing contents in the Word document, you 

may want to set password to protect it. It is easy: click the Office button, go to Prepare, click 

Encrypt Document, type a password in the dialog box and then click OK. 

Some alternatives for Microsoft Word: 

A. Google Drive. It is an online Word processing service provided by Google. Only with a 

free Google account, you can easily create a Office-Word-like document, and it is 

Document, the name of Word processor. 

B. Apple iWork Pages. Another word processor developed by Apple, and it just works on 

Mac and compatible all OS X system, such as Mountain Lion, Lion and Snow Leopard. 

Conversion between Word and other formats: 

Save Word as PDF: Sometimes you want to save your Word documents to PDF to make it 

possible for easy sharing with other users. 

Convert PDF back to Word: To make changes in a PDF file, it is not easy, but you you can 

convert the PDF to Word, after all, Word is much easier for editing, as we all know. 

Convert Word to PowerPoint: You can easily export Word keynotes to PowerPoint 

presentation outline, saving time to retype contents in a PowerPoint file. 

1. What is RTF ? What is the advantages of RTF ? 

RTF (Rich Text Format) is a standard file format which simplifies the exchange of 

documents between different word processors and computer operating systems. 

Advantages : 1. File Transparency, 2. No Risk of Viruses, 3. Smaller File Size for 

Text Documents. 

 

http://www.simpopdf.com/guide/how-to-edit-pdf-in-word.html
https://drive.google.com/?tab=wo&authuser=0
http://download.cnet.com/Apple-Pages/3000-2079_4-55182.html
http://www.simpopdf.com/resource/top-five-ways-to-save-word-as-pdf.html
http://www.simpopdf.com/guide/how-to-convert-pdf-to-word-and-edit-pdf-with-word-editor.html
http://www.simpopdf.com/resource/how-to-convert-word-to-powerpoint.html
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2. Discuss various aligments in MS Word ? 

 Align text left : If we wish to left a paragraph, then click on the left alignment. 

Shortcut key : “Ctrl + L” 

 Align text center : If we wish to center a paragraph, then click on the center 

alignment. Shortcut key : “Ctrl + E” 

 Align text right : If we wish to right a paragraph, then click on the right alignment. 

Shortcut key : “Ctrl + R” 

 Align  text  justify  :  If  we  wish  to  justify  a  paragraph,  then   click   on   the 

justify alignment.which might make the last line of text in a paragraph considerably 

shorter than the other lines. Shortcut key : “Ctrl + J” 

 
3. What is text formatting ? 

We can format a document at different levels within MS Word. The most basic level 

is called text formatting. This relates to formatting characters and words within a document 

and covers the font type, font size, font colour, and font attributes such as bold, italic or 

underlining. 

 
4. How to change case in MS Word ? 

We can change the case of text in Word 2007 by using the Change Case button. The 

choices include UPPERCASE, lowercase, Sentence case, Capitalize Each Word, and even 

tOGGLE cASE. 

Click the Home tab to display the Font group > Select the text you want to change > 

Click the Change Case button > Choose the item you want from the menu. 

 
5. Why do we use paragraph ? / What are uses of paragraph ? 

We will use this paragraph to illustrate several Microsoft Word features. It will be 

used to illustrate Space Before, Space After, and line spacing. Space Before tells Microsoft 

Word how much space to leave before the paragraph. Space After tells Microsoft Word how 

much space to leave after the paragraph. Line Spacing sets the space between lines within a 

paragraph. 

6. What is Tabs (Tab stops) ? Name the tab stops available in MS Word ? 

“Tab Stops” was a vital method for formatting particulars items within a MS Word 

document. 

Name of Tabs : 1. Left Tab stop, 2. Centre Tab stop, 3. Right Tab stop, 4. Decimal 

Tab stop, 5. Bar Tab stop. 

 
7. Name the tabs available in MS Word ? 

1. Home tab, 2. Insert tab, 3. Page layout tab, 4. References, 5. Mailings, 6. Review, 

7. View. 

 
8. How to apply bullets and numbering in MS Word ? 

 To add bullets or numbering to a list of existing text items, follow these steps: 

 Start Word, and then open our document. 

 Select the list items to which we want to add bullets or numbering. 

 On the Paragraph toolbar from Home tab, do one of the following: 
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 Click the Bullets button if you want to add bullets. 

 Click the Numbering button if you want to add numbering. 

 
9. What is table ? Mention the advantages of table ? 

Word allow us to insert tables in our document. A table will help us align columns 

and rows of text with ease. 

Advantages : Tables help us format and organize complex data and present it as part 

of a publication. Tables can be used as a layout tool, where we can insert and format text or 

graphics without complicated publishing software. 

 
10. What is mail merge ? Steps of mail merge ? 

The Mail Merge feature is used to insert variable data into a fixed format by 

combining two files into one file. Two files need to be created before we can merge them; 

these are the data file and main document file. 

Steps of mail merge : 1. Select document type, 2. Starting document, 3. Select 

recipients, 4. Write letter, 5. Preview letter, 6. Complete the merge (Individuals). 

 
11. How to print page range in MS Word ? 

If we want to print pages 3 through 10 we would select File > Print from the menu and type 

3-10 in the Page Range box. 

 
12. What is the procedure of inserting Symbols in an MS Word document? 

Open the MS Word → Click the Insert tab →Click Symbols and select “more 

symbols” →Select desired symbols and click Insert button. 

 
13. How can you replace multiple wrong with correct ones at a time in MS Word? (MT) 

1.Open the a data file ms office. 

Key shortcut (Ctrl + H) and open the Find Replace dialog box. 

Find what→ section type wrong word. 

Replace with → section type correct word. 

Click the Replace All. 

 
14. Write down the keyboard shortcuts for the following functions:- 

a) Making fonts bold: 

b) Making fonts underlines: 

c) Making fonts italic: 

d) Increasing font size: 

e) Making a paragraph right –aligned: 

Ans: a) Ctrl + B 

b) Ctrl + U 

c) Ctrl + I 

d) Ctrl + Shift + > or Ctrl+ ] 

e) Ctrl + R 

 
15. How can you add automatic page numbering in the header of an Ms Word 



Prepared by Dr. R. HARIHARAN, Assistant Professor of Economics, AGAC, Karaikudi Page 16 
 

document? 

You can insert automatic page numbering into a tab and from header & footer. Click 

on the insert tab and from the header and footer section click on the header icon. 

 
16. What are the uses of Header and Footer in MS Word? 

Header and footer are used to add common attributes of a file such as page number, 

date/time, filename with path, module name, section name, author name etc. 

 
17. How can you correct the spelling and grammatical mistakes in MS Word? 

We might want to use automatic spelling and grammar checking (the wavy red, blue, 

and green lines) to keep mistakes to a minimum while we work. Keyboard shortcut: F7. 

 
18. How can you add columns to an existing table in MS Word ? 

Select a cell-> select layout tab->from the ROWS and COLUMNS section/group 

select Insert left button or Insert right button. 

 
19. Describe the keyboard methods for navigating between the cells in a table in MS 

Word document? 

To move to the next cell : Tab. 

Previous cell : Shift+ Tab . 

 
20. Describe how you can set custom margins and paper size for an MS Word 

document. 

Customs Margins: Page Layout->Page Setup->Margins->custom margin Page size: 

Page Layout->Page Setup->Size- >select paper size 

 
21. How can you insert a picture (available as file in the computer) in a MS Word 

document? 

Insert Tab -> click picture button -> Select a picture -> click INSERT button. 

 
22. Write down the keyboard shortcut for the following functions of MS Word:- 

a) Opening the File Open dialogue box: 

Ctrl + O 

b) Saving the current document: 

Ctrl +S 

c) Opening the Print dialogue box: 

Ctrl + P 

d) Closing the current document: 

Ctrl + W 

 
23. What is format painter ? 

Format Painter is used when we want to copy formatting from one item to another. 

For example if we have written text in Word, and have it formatted using a specific font type, 

color, and font size we could copy that formatting to another section of text by using the 

Format Painter tool. 
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24. What are the two page orientations ? 

Page orientation is the direction in which a document is displayed or printed. The two 

basic types of page orientation are portrait (vertical) and landscape (horizontal). 

25. How can alphabetical sorting order in microsoft word ? 

We can sort in ascending order (A to Z) or in descending order (Z to A). Select the 

text in a bulleted or numbered list. 

On the Home tab, in the Paragraph group, click Sort. In the Sort Text dialog box, 

under Sort by, click Paragraphs and Text, and then click either Ascending or Descending. 

 
26. How to add foot-node & end note in word? 

To add foot node, bring the cursor at the end of page where you want to add the foot 

node than go to main menu click on reference option click on insert footnotes. likewise you 

can add end note by clicking on “insert endnote”. 

 

27. How to delete a break in column? 

To delete a break in column that you no longer need 

 Click the show/ hide button on the Home tab in the paragraph section to display non- 

printing characters 

 Click in the section break 

 Press delete button from keyboard, it will remove break from column 

28. How you can take a screen shot in word 2013? 

Go to INSERT option In Illustrations option, click on icon with camera click on screen 

clipping option and choose the portion you which you want a screenshot. 

 

29. How you can create a custom watermark? 

To create your own Watermark, Got to Page Layout tab in the Page Background 

group click Watermark and select Custom Watermark. Select the Picture Watermark or 

text watermark option and make changes accordingly. 

 

30. How can we add borders and shading to paragraphs? 

a) Select the area of text where we want the border or shading. 

b) Click the Borders Button on the Paragraph Group on the Home Tab. 

c) Choose Borders and Shading. 

d) Select the appropriate options. 

 
31. How do you create a document in Microsoft Word from scratch? 

In the upper-left corner of the Word program window, click the File tab, and then click New. 

The New Document dialog box opens. With Blank document selected, click Create. 

 
32. How do you save a document in Microsoft Word? 

To save a document for the first time, you can press Ctrl+S, click the Save button on 

the Quick Access toolbar, or click Save on the File tab. All three options display a dialog box 

in which you specify a name for the document. 

 
33. How do you track changes to documents? 

You can use Word's Track Changes feature to record the changes made to a 

document. Click the Track Changes button in the Tracking group on the Review tab. Word 
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highlights the button, indicating that the Track Changes feature is turned on. 

 
34. How do you format text, change font, and font size? 

To format text, in the Font group on the Home tab, click the Bold, Italic or Underline 

button. To change the font and font size click on the toolbar. Click the Font arrow to display a 

list of available fonts. Then click the Font Size arrow to select the size. 

 
35. What will the following key combination do: Ctrl+P? 

Ctrl+P will print the document. 

 
36. How do you check spellings and grammar of a MS Word document? 

Place the cursor at the beginning of the document or at the beginning of the section 

that you want to check. Click the Review tab on the tool bar. Click Spelling & Grammar on 

the Proofing group. 

 
Short Cut Keys Using MS-Word Document 

Below is a listing of the more commonly used shortcut keys in Microsoft Word. See 

the computer shortcuts page if you are looking for a list of shortcut keys used in other 

programs. Please be aware that some of these shortcuts may not work in all versions of 

Microsoft Word. 

Shortcut Description 

Ctrl+0 Toggles 6pts of spacing above the paragraph. 

Ctrl+A Select all contents of the page. 

Ctrl+B Bold highlighted selection. 

Ctrl+C Copy selected text. 

Ctrl+D Open the font preferences window. 

Ctrl+E Aligns the line or selected text to the center of the screen. 

Ctrl+F Open find box. 

Ctrl+I Italic highlighted selection. 

Ctrl+J Aligns the selected text or line to justify the screen. 

Ctrl+K Insert a hyperlink. 

Ctrl+L Aligns the line or selected text to the left of the screen. 

Ctrl+M Indent the paragraph. 

Ctrl+N Opens new, blank document window. 

Ctrl+O Opens the dialog box or page for selecting a file to open. 

Ctrl+P Open the print window. 

Ctrl+R Aligns the line or selected text to the right of the screen. 

Ctrl+S Save the open document. Like Shift+F12. 

Alt+F, A Save the document under a different file name. 

Alt+X Show the Unicode code of a highlighted character. 

Ctrl+T Create a hanging indent. 

https://www.computerhope.com/jargon/k/keyboard-shortcut.htm
https://www.computerhope.com/software/msword.htm
https://www.computerhope.com/shortcut.htm
https://www.computerhope.com/jargon/c/ctrl-0.htm
https://www.computerhope.com/jargon/p/paragraph.htm
https://www.computerhope.com/jargon/c/ctrl-a.htm
https://www.computerhope.com/jargon/c/ctrl-b.htm
https://www.computerhope.com/jargon/b/bold.htm
https://www.computerhope.com/jargon/c/ctrlc.htm
https://www.computerhope.com/jargon/c/copy.htm
https://www.computerhope.com/jargon/c/ctrl-d.htm
https://www.computerhope.com/jargon/f/font.htm
https://www.computerhope.com/jargon/c/ctrl-e.htm
https://www.computerhope.com/jargon/c/ctrl-f.htm
https://www.computerhope.com/jargon/c/ctrl-i.htm
https://www.computerhope.com/jargon/i/italic.htm
https://www.computerhope.com/jargon/c/ctrl-j.htm
https://www.computerhope.com/jargon/a/alignment.htm
https://www.computerhope.com/jargon/c/ctrl-k.htm
https://www.computerhope.com/jargon/h/hyperlink.htm
https://www.computerhope.com/jargon/c/ctrl-l.htm
https://www.computerhope.com/jargon/c/ctrl-m.htm
https://www.computerhope.com/jargon/c/ctrl-n.htm
https://www.computerhope.com/jargon/c/ctrl-o.htm
https://www.computerhope.com/jargon/c/ctrl-p.htm
https://www.computerhope.com/jargon/c/ctrl-r.htm
https://www.computerhope.com/jargon/c/ctrl-s.htm
https://www.computerhope.com/jargon/a/alt-f.htm
https://www.computerhope.com/jargon/a/alt-x.htm
https://www.computerhope.com/jargon/u/unicode.htm
https://www.computerhope.com/jargon/c/ctrl-t.htm
https://www.computerhope.com/jargon/h/hanginde.htm
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Ctrl+U Underline the selected text. 

Ctrl+V Paste. 

Ctrl+W Close the currently open document. 

Ctrl+X Cut selected text. 

Ctrl+Y Redo the last action performed. 

Ctrl+Z Undo last action. 

Ctrl+Shift+L Quickly create a bullet point. 

Ctrl+Shift+F Change the font. 

Ctrl+Shift+> Increase selected font +1pts up to 12pt and then increase font 

+2pts. 

Ctrl+] Increase selected font +1pts. 

Ctrl+Shift+< Decrease selected font -1pts if 12pt or lower; if above 12, 

decreases font by +2pt. 

Ctrl+[ Decrease selected font -1pts. 

Ctrl+/+c Insert a cent sign (¢). 

Ctrl+Shift+* View or hide non printing characters. 

Ctrl+<left arrow> Moves one word to the left. 

Ctrl+<right arrow> Moves one word to the right. 

Ctrl+<up arrow> Moves to the beginning of the line or paragraph. 

Ctrl+<down arrow> Moves to the end of the paragraph. 

Ctrl+Del Deletes word to right of cursor. 

Ctrl+Backspace Deletes word to left of cursor. 

Ctrl+End Moves the cursor to the end of the document. 

Ctrl+Home Moves the cursor to the beginning of the document. 

Ctrl+Spacebar Reset highlighted text to the default font. 

Ctrl+1 Single-space lines. 

Ctrl+2 Double-space lines. 

Ctrl+5 1.5-line spacing. 

Ctrl+Alt+1 Changes text to heading 1. 

Ctrl+Alt+2 Changes text to heading 2. 

Ctrl+Alt+3 Changes text to heading 3. 

Alt+Ctrl+F2 Open new document. 

Ctrl+F1 Open the Task Pane. 

Ctrl+F2 Display the print preview. 

Ctrl+Shift+> Increases the selected text size by one font size. 

Ctrl+Shift+< Decreases the selected text size by one font size. 

Ctrl+Shift+F6 Switches to another open Microsoft Word document. 

Ctrl+Shift+F12 Prints the document. 

F1 Open help. 

https://www.computerhope.com/jargon/c/ctrl-u.htm
https://www.computerhope.com/jargon/c/ctrl-v.htm
https://www.computerhope.com/jargon/p/paste.htm
https://www.computerhope.com/jargon/c/ctrl-w.htm
https://www.computerhope.com/jargon/c/ctrl-x.htm
https://www.computerhope.com/jargon/c/cut.htm
https://www.computerhope.com/jargon/c/ctrl-y.htm
https://www.computerhope.com/jargon/c/ctrl-z.htm
https://www.computerhope.com/jargon/b/bullet.htm
https://www.computerhope.com/jargon/c/ctrl-end.htm
https://www.computerhope.com/jargon/c/ctrl-home.htm
https://www.computerhope.com/jargon/c/ctrl-space.htm
https://www.computerhope.com/jargon/c/ctrl-1.htm
https://www.computerhope.com/jargon/c/ctrl-2.htm
https://www.computerhope.com/jargon/c/ctrl-5.htm
https://www.computerhope.com/jargon/t/taskpane.htm
https://www.computerhope.com/jargon/p/prinprev.htm
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F4 Repeat the last action performed (Word 2000+). 

F5 Open the Find, Replace, and Go To window in Microsoft Word. 

F7 Spellcheck and grammar check selected text or document. 

F12 Save As. 

Shift+F3 Change the text in Microsoft Word from uppercase to lowercase or 

a capital letter at the beginning of every word. 

Shift+F7 Runs a Thesaurus check on the selected word. 

Shift+F12 Save the open document. Like Ctrl+S. 

Shift+Enter Create a soft break instead of a new paragraph. 

Shift+Insert Paste. 

Shift+Alt+D Insert the current date. 

Shift+Alt+T Insert the current time. 

https://www.computerhope.com/jargon/u/uppercase.htm
https://www.computerhope.com/jargon/l/lowercas.htm
https://www.computerhope.com/jargon/s/softretu.htm
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MS – EXCEL 

 
Meaning 

Microsoft Excel is a spreadsheet program included in the Microsoft Office suite of 

applications. Spreadsheets present tables of values arranged in rows and columns that can be 

manipulated mathematically using both basic and complex arithmetic operations and 

functions. 

Microsoft Excel is a spreadsheet developed by Microsoft for Windows, macOS, 

Android and iOS. It features calculation, graphing tools, pivot tables, and a macro 

programming language called Visual Basic for Applications. 

 
Worksheet 

A worksheet, in the word's original meaning, is a sheet of paper on which one 

performs  work.  ...   Microsoft Excel,   a   popular spreadsheet program,   refers   to   a 

single spreadsheet (more technically, a two-dimensional matrix or array) as aworksheet, and 

it refers to a collection of worksheets as a workbook. 

 
Enter data in Excel 

To enter data in Excel, just select a cell and begin typing. You'll see the text appear 

both in the cell and in the formula bar above. To tell Excel to accept the data you've typed, 

press enter. The information will be entered immediately, and the cursor will move down one 

cell. 

 
Uses: Microsoft Word is a word processing program used for writing letters, memos, reports 

and  paper  presentations.  Microsoft  Excel  is  a  spreadsheet  program  used  for 

calculations, making charts and recording data about all sorts of business processes. 

 
Features 

 Excel Formulas. 

 VBA, Macros & automation. ... 

 Pivot Tables. ... 

 Lookup Formulas. ... 

 Excel Charts. ... 

 Sorting & Filtering data. ... 

 Conditional formatting. ... 

 Drop down validation & form controls. 

 
Benefits of Excel 

 Build great charts. Excel allows business users to unlock the potential of their data, by 

using formulas across a grid of cells. ... 

 Use conditional formatting. ... 

 Help identify trends. ... 

 Bring data together. ... 

 Online access. 
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How many columns and rows does Microsoft Excel have? 

Currently, there are 16,384 columns and 1,048,576 rows. Previously, there were 256 

columns and 65,536 (prior to 2007) 

 
Advantages of Microsoft Excel 

Microsoft Excel allows you to manipulate, manage and analyze data helping assist in 

decision making and creating efficiencies that will directly affect your bottom line. Whether 

you’re using it for business or to help manage personal database and expenses Microsoft 

Excel gives you the right tools to enable you to accomplish all your needs. 

 
The advantages of Excel are wide and varied; here are the main advantages: 

 Easy and effective comparisons - With the powerful analytical tools included within 

Microsoft Excel you have the ability to analyze large amounts of data to discover trends 

and patterns that will influence decisions. Microsoft Excel’s graphing capabilities allows 

you to summarize your data enhancing your ability to organize and structure your data. 

 Powerful analysis of large amounts of data - With powerful filtering, sorting and 

search tools you are able to quickly and easily narrow down the criteria that will assist in 

your decisions. Combine these tools with the tables, Pivot Tables and Graphs you can 

find the information that you want quickly and easily even if you have hundreds of 

thousands of data items. While you will need the latest technology to get the best out of 

Microsoft Excel it is scalable and can be used at home on your low powered PC or at 

work on your high powered Laptop. 

 Working Together - With the advent of the Excel Web App you can now work on 

spreadsheets simultaneously with other users. The ability to work together enhances 

your ability to streamline processes and allows for ‘brainstorming’ sessions with large 

sets of data – the collaboration tools allow you to get the most out of the sharing 

capabilities of Microsoft Excel.The added bonus is that as the Excel Worksheet is web 

based you can collaborate anywhere – you are no longer tied to your desk but can work 

on spreadsheets on the go – this is ideal for a businessman on the go. 

 Microsoft Excel Mobile & iPad Apps - With the advent of the tablet and the smart 

phone it is now possible to take your worksheets to a client or a meeting without having 

to bring along your Laptop. The power of these mobile devices now allows you to 

manipulate data and update your spreadsheets and then view the spreadsheets 

immediately on your phone or tablet. 

Disadvantages of Microsoft Excel 

  Not easy to share – Microsoft have made great strides with their Web applications 

but the sharing functionality still has a long way to go to become world class. Part of the 

problem is that often the ability for sharing a tool requires extra software to be installed 

on the PC and this often becomes cumbersome. Tools like Google Documents are 

revolutionizing the way people share documents online. 

  Non relational –The idea that you can link data by common elements (such as 

employee ID, Stock Number etc) greatly assists in the reduction of data, and the ability 
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to analyze data. Aside from some database functions and some lookup tools Microsoft 

Excel lacks any true relational functionality. 

  Scalability – Excel 2010 has introduced larger spreadsheets and binary formats, 

howver using large amounts of data on the average PC will slow down and often freeze 

the PC. As some of the competing tools are in the 'cloud' file size does not become a 

problem. 

  No Forms – while you can use forms within VBA, the average user will not have 

much knowledge of VBA and therefore not be able to incorporate functional forms into 

their spreadsheets quickly. 

  Customizable Graphs – Microsoft Excel does offer a good variety of graph 

capabilities, however the customization of the standard formats, and the combination of 

different data sets and different types of graph is awkward and not intuitive. For a 

powerful worksheet this is a big disadvantage. 

 
What are the functions in Excel? 

A function is a predefined formula that performs calculations using specific values 

in a particular order. Excel includes many common functions that can be used to quickly find 

the sum, average, count, maximum value, and minimum value for a range of cells. In 

order to use functions correctly, you'll need to  understand  the  different parts  of  a  

function and how to create arguments to calculate values and cell references. 

 
The parts of a function 

In order to work correctly, a function must be written a specific way, which is called 

the syntax. The basic syntax for a function is the equals sign (=), the function name (SUM, 

for example), and one or more arguments. Arguments contain the information you want to 

calculate. The function in the example below would add the values of the cell range A1:A20. 

Creating a function 

There are a variety of functions available in Excel. Here are some of the most common 

functions you'll use: 

 SUM: This function adds all of the values of the cells in the argument. 

 AVERAGE: This function determines the average of the values included in 

the argument. It calculates the sum of the cells and then divides that value by 

the number of cells in the argument. 

 COUNT: This function counts the number of cells with numerical data in the 

argument. This function is useful for quickly counting items in a cell range. 

 MAX: This function determines the highest cell value included in the 

argument. 

 MIN: This function determines the lowest cell value included in the 

argument. 

 
What kind of jobs use excel? 

Career Information for Jobs that Require Excel Skills 

 Administrative Assistant. Administrative assistants are responsible for helping the 

organization they work for run smoothly by completing a variety of different tasks. 
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 Information Clerk. 

 Accountants and Auditors. 

 Cost Estimator. 

 Financial Analyst. 

 Sales Manager. 

 
Difference Between Spreadsheet and Worksheet 

Summary: Difference Between Spreadsheet and Worksheet is that spreadsheet software 

allows users to organize data in rows and columns and perform calculations on the data. 

While the rows and columns in a spreadsheet collectively are called a worksheet. 

 
Spreadsheet 

Spreadsheet software allows users to organize data in rows and columns and perform 

calculations on the data. These rows and columns collectively are called a worksheet. Most 

spreadsheet software has basic features to help users create, edit, and format worksheets. The 

following sections describe the features of most spreadsheet programs. 

A spreadsheet file is similar to a notebook that can contain more than 1,000 related 

individual worksheets. Data is organized vertically in columns and horizontally in rows on 

each worksheet. Each worksheet usually can have more than 16,000 columns and 1 million 

rows. One or more letters identify each column, and a number identifies each row. Only a 

small fraction of these columns and rows are visible on the screen at one time. Scrolling 

through the worksheet displays different parts of it on the screen. 

A cell is the intersection of a column and row. The spreadsheet software identifies 

cells by the column and row in which they are located. Cells may contain three types of data: 

labels, values, and formulas. The text, or label, entered in a cell identifies the worksheet data 

and helps organize the worksheet. Using descriptive labels, such as Gross Margin and Total 

Expenses, helps make a worksheet more meaningful. 

Worksheet 

These rows and columns in a spreadsheet collectively are called a worksheet. So there 

is no such difference between worksheet and spreadsheet. 

A spreadsheet file is similar to a notebook that can contain more than 1,000 related 

individual worksheets. Data is organized vertically in columns and horizontally in rows on 

each worksheet. Each worksheet usually can have more than 16,000 columns and 1 million 

rows. One or more letters identify each column, and a number identifies each row. Only a 

small fraction of these columns and rows are visible on the screen at one time. Scrolling 

through the worksheet displays different parts of it on the screen. A cell is the intersection of 

a column and row. 

The spreadsheet software identifies cells by the column and row in which they are 

located. Cells may contain three types of data: labels, values, and formulas. The text, or label, 

entered in a cell identifies the worksheet data and helps organize the worksheet. Using 

descriptive labels, such as Gross Margin and Total Expenses, helps make a worksheet more 

meaningful. 
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Short Cut Keys in MS -Excel 
Key Description 

CTRL+SHIFT+( Unhides any hidden rows within the selection. 

CTRL+SHIFT+) Unhides any hidden columns within the selection. 

CTRL+SHIFT+& Applies the outline border to the selected cells. 

CTRL+SHIFT_ Removes the outline border from the selected cells. 

CTRL+SHIFT+~ Applies the General number format. 

CTRL+SHIFT+$ Applies   the 
parentheses). 

Currency format with two decimal places (negative numbers in 

CTRL+SHIFT+% Applies the Percentage format with no decimal places. 

CTRL+SHIFT+! Applies the Number format with two decimal places, thousands separator, and minus 
sign (-) for negative values. 

CTRL+SHIFT+* Selects the current region around the active cell (the data area enclosed by blank rows 

and blank columns). 
In a PivotTable, it selects the entire PivotTable report. 

CTRL+SHIFT+" Copies the value from the cell above the active cell into the cell or the Formula Bar. 

CTRL+` Alternates between displaying cell values and displaying formulas in the worksheet. 

CTRL+' Copies a formula from the cell above the active cell into the cell or the Formula Bar. 

CTRL+1 Displays the Format Cells dialog box. 

CTRL+2 Applies or removes bold formatting. 

CTRL+3 Applies or removes italic formatting. 

CTRL+4 Applies or removes underlining. 

CTRL+5 Applies or removes strikethrough. 

CTRL+6 Alternates between hiding objects, displaying objects, and displaying placeholders for 
objects. 

CTRL+8 Displays or hides the outline symbols. 

CTRL+9 Hides the selected rows. 

CTRL+0 Hides the selected columns. 

CTRL+A Selects the entire worksheet. 

CTRL+B Applies or removes bold formatting. 

CTRL+C Copies the selected cells. 
CTRL+C followed by another CTRL+C displays the Clipboard. 

CTRL+F Displays the Find and Replace dialog box, with the Find tab selected. 

SHIFT+F5 also displays this tab, while SHIFT+F4 repeats the last Find action. 
CTRL+SHIFT+F opens the Format Cells dialog box with the Font tab selected. 

CTRL+H Displays the Find and Replace dialog box, with the Replace tab selected. 

CTRL+I Applies or removes italic formatting. 

CTRL+K Displays the Insert Hyperlink dialog box for new hyperlinks or the Edit Hyperlink 
dialog box for selected existing hyperlinks. 

CTRL+N Creates a new, blank workbook. 

CTRL+O Displays the Open dialog box to open or find a file. 
CTRL+SHIFT+O selects all cells that contain comments. 

CTRL+P Displays the Print dialog box. 

CTRL+S Saves the active file with its current file name, location, and file format. 

CTRL+T Displays the Create Table dialog box. 

CTRL+U Applies or removes underlining. 

CTRL+V Inserts the contents of the Clipboard at the insertion point and replaces any selection. 
Available only after you have cut or copied an object, text, or cell contents. 

CTRL+W Closes the selected workbook window. 

CTRL+X Cuts the selected cells. 

CTRL+Y Repeats the last command or action, if possible. 

CTRL+Z Uses the Undo command to reverse the last command or to delete the last entry that you 

typed. 

CTRL+SHIFT+Z uses the Undo or Redo command to reverse or restore the last 

automatic correction when AutoCorrect Smart Tags are displayed. 

ARROW KEYS Move one cell up, down, left, or right in a worksheet. 
CTRL+ARROW KEY moves to the edge of the current data region in a worksheet. 
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 SHIFT+ARROW KEY extends the selection of cells by one cell. 

CTRL+SHIFT+ARROW KEY extends the selection of cells to the last nonblank cell in 

the same column or row as the active cell, or if the next cell is blank, extends the 

selection to the next nonblank cell. 

LEFT ARROW or RIGHT ARROW selects the tab to the left or right when the ribbon 

is selected. When a submenu is open or selected, these arrow keys switch between the 

main menu and the submenu. When a ribbon tab is selected, these keys navigate the tab 

buttons. 

DOWN ARROW or UP ARROW selects the next or previous command when a menu 

or submenu is open. When a ribbon tab is selected, these keys navigate up or down the 

tab group. 

In a dialog box, arrow keys move between options in an open drop-down list, or 

between options in a group of options. 
DOWN ARROW or ALT+DOWN ARROW opens a selected drop-down list. 

BACKSPACE Deletes one character to the left in the Formula Bar. Also clears the content of the active 

cell. 
In cell editing mode, it deletes the character to the left of the insertion point. 

DELETE Removes the cell contents (data and formulas) from selected cells without affecting cell 

formats or comments. 
In cell editing mode, it deletes the character to the right of the insertion point. 

END Moves to the cell in the lower-right corner of the window when SCROLL LOCK is 

turned on. 

Also selects the last command on the menu when a menu or submenu is visible. 

CTRL+END moves to the last cell on a worksheet, in the lowest used row of the 

rightmost used column. If the cursor is in the formula bar, CTRL+END moves the 

cursor to the end of the text. 

CTRL+SHIFT+END extends the selection of cells to the last used cell on the worksheet 

(lower-right corner). If the cursor is in the formula bar, CTRL+SHIFT+END selects all 

text in the formula bar from the cursor position to the end—this does not affect the 
height of the formula bar. 

ENTER Completes a cell entry from the cell or the Formula Bar, and selects the cell below (by 

default). 

In a data form, it moves to the first field in the next record. 

Opens a selected menu (press F10 to activate the menu bar) or performs the action for a 

selected command. 

In a dialog box, it performs the action for the default command button in the dialog box 

(the button with the bold outline, often the OK button). 

ALT+ENTER starts a new line in the same cell. 

CTRL+ENTER fills the selected cell range with the current entry. 

SHIFT+ENTER completes a cell entry and selects the cell above. 

ESC Cancels an entry in the cell or Formula Bar. 

Closes an open menu or submenu, dialog box, or message window. 

It also closes full screen mode when this mode has been applied, and returns to normal 

screen mode to display the Ribbon and status bar again. 

HOME Moves to the beginning of a row in a worksheet. 
Moves to the cell in the upper-left corner of the window when SCROLL LOCK is 

turned on. 

Selects the first command on the menu when a menu or submenu is visible. 

CTRL+HOME moves to the beginning of a worksheet. 
CTRL+SHIFT+HOME extends the selection of cells to the beginning of the worksheet. 

PAGE DOWN Moves one screen down in a worksheet. 
ALT+PAGE DOWN moves one screen to the right in a worksheet. 

CTRL+PAGE DOWN moves to the next sheet in a workbook. 
CTRL+SHIFT+PAGE DOWN selects the current and next sheet in a workbook. 

PAGE UP Moves one screen up in a worksheet. 

ALT+PAGE UP moves one screen to the left in a worksheet. 

CTRL+PAGE UP moves to the previous sheet in a workbook. 
CTRL+SHIFT+PAGE UP selects the current and previous sheet in a workbook. 

SPACEBAR In a dialog box, performs the action for the selected button, or selects or clears a check 
box. 
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 CTRL+SPACEBAR selects an entire column in a worksheet. 

SHIFT+SPACEBAR selects an entire row in a worksheet. 

CTRL+SHIFT+SPACEBAR selects the entire worksheet. 

If the worksheet contains data, CTRL+SHIFT+SPACEBAR selects the current 

region. Pressing CTRL+SHIFT+SPACEBAR a second time selects the current region 

and its summary rows. Pressing CTRL+SHIFT+SPACEBAR a third time selects the 

entire worksheet. 

When an object is selected, CTRL+SHIFT+SPACEBAR selects all objects on a 

worksheet. 
ALT+SPACEBAR displays the Control menu for the Microsoft Office Excel window. 

TAB Moves one cell to the right in a worksheet. 
Moves between unlocked cells in a protected worksheet. 

Moves to the next option or option group in a dialog box. 

SHIFT+TAB moves to the previous cell in a worksheet or the previous option in a 

dialog box. 

CTRL+TAB switches to the next tab in dialog box. 

CTRL+SHIFT+TAB switches to the previous tab in a dialog box. 
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Unit-III: MS – POWER POINT 

 
1. What is Microsoft Power Point? 

Microsoft PowerPoint is a powerful presentation software developed by Microsoft. 

It is a standard component of the company's Microsoft Office suite software, and is bundled 

together with Word, Excel and other Office productivity tools. The program uses slides to 

convey information rich in multimedia. 

 
2. What is PowerPoint? 

PowerPoint is a computer program that allows you to create and show slides to 

support a presentation. You can combine text, graphics and multi-media content to create 

professional presentations. As a presentation tool PowerPoint can be used to: 

 organise and structure your presentation; 

 create a professional and consistent format; 

 provide an illustrative backdrop for the content of your presentation; 

 animate your slides to give them greater visual impact. 

 
PowerPoint has become enormously popular and you are likely to have seen it used 

by your lecturers and fellow students or in a presentation outside of the University. Learning 

to present with PowerPoint will increase your employability as it is the world’s most popular 

presentational software. Used well, PowerPoint can improve the clarity of your presentations 

and help you to illustrate your message and engage your audience. The strategies contained in 

this study guide will help you to use PowerPoint effectively in any type of presentation. 

 
3. What Is the Purpose of Microsoft PowerPoint? 

Microsoft PowerPoint is a presentation software program that is commonly used in 

both businesses and classrooms. Built-in professional-looking graphics and tools allow even 

the most novice user to create impressive visual presentations. 

 
4. What is the use of Microsoft Power Point? 

Microsoft PowerPoint, usually just called PowerPoint, is a commercial presentation 

program developed by Microsoft. It is part of the Microsoft Office suite and generally uses a 

graphical approach to presentations in the form of slide shows that accompany the oral 

delivery of the topic. 

 
5. How do you start MS-Power Point? 

Choose one that works best with your workflow. 

1. Launch Using All Programs. Click the Windows "Start" button, and then select “All 

Programs.” 

2. Launch from Start Menu Shortcut. Find the “Microsoft PowerPoint” icon as described 

in the previous section. 

3. Launch from Taskbar. ... 

4. Launch from Desktop. ... 

5. Launch using Shortcut Key. 
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6. How do I use Microsoft Power Point? 

Steps 

1. Choose between a blank presentation and a template. When you start a new 

PowerPoint file, you can either create a blank presentation or a template. ... 

2. Create your title slide. Your title is the first thing that your audience will see. ... 

3. Add new slides for content. ... 

4. Navigate your presentation. ... 

5. Preview your presentation. 

 
7. What Is the Function of Power Point? 

PowerPoint is a piece of Microsoft's "Office Suite." It is commonly used in a variety 

of ways by business, education and government employees to provide a computerized "slide- 

show" for enhancing a presentation. 

 
8. What does Power Point do? 

PowerPoint is a presentation program developed by Microsoft. It is included in the 

standard Office suite along with Microsoft Word and Excel. The software allows users to 

create anything from basic slide shows to complex presentations. 

 
9. What is the full form of PPT? 

PPT is a file extension for a presentation file format used by Microsoft PowerPoint, 

the popular presentation software commonly used for office and educational slide shows. 

All text images, sound and video used in the presentation are contained in the PPT file. 

 
10. What is the master slide? 

In Microsoft PowerPoint, the Slide Master is the top slide that controls all 

information about the theme, layout, background, color, fonts, and positioning of all slides. 

Using the Slide Master can be an easy way to adjust the look of an existing theme or make 

overall changes to all slides in your presentation. 

 
11. What is the meaning of hand out in Power Point? 

The handout is very efficient for distributing slides. ... You can use PowerPoint to 

print your slides (one slide per page), print slides with presenter notes, or print an outline. 

You can also print handouts of your presentation with one, two, three, four, six, or nine 

slides on a page. 

 
12. Name the views available in PowerPoint. 

The views in PowerPoint that you can use to edit, print, and deliver your presentation are 

as follows: 

 Normal view. 

 Slide Sorter view. 

 Notes Page view. 

 Outline view (in newer versions of PowerPoint for Mac) 

 Slide Show view. 

 Presenter view. 
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 Master views: Slide, Handout, and Notes. 

 
13. Discuss any one view in PowerPoint. 

Overview of PowerPoint Views 

The views in Microsoft PowerPoint can be used to edit, print, and deliver your presentation. 

They are as follows: 

Normal view 

Slide Sorter view 

Notes Page view 

SlideShow view (which includes Presenter view) 

Reading view 

Master views: Slide, Handout, and Notes 

 
Normal View 

Normal view is the main editing view, where you write and design your presentations. 

The normal view has four working areas: 

1. Outline tab This is a preferable place to start writing your content — to capture your  

ideas, this where you can lay out your plan on how you want to present them, and move 

slides and text around. The Outline tab shows your slide text in outline form. 

2. Slides tab: this where you can view the slides in your presentation as thumbnail-sized 

images while you edit. From here you can navigate and format your presentation and see the 

effects of any design changes. You can also easily rearrange, add, or delete slides here. 

3. Slide pane: this upper-right section of the PowerPoint window is the Slide pane; here 

displays a large view of the current slide. From here, you can add text and insert pictures, 

tables, SmartArt graphics, charts, drawing objects, text boxes, movies, sounds, hyperlinks, 

and animations. 

4. Notes pane : the Notes pane is found below the Slide pane, here you can type notes that 

apply to the current slide. Later, you can print your notes and refer to them when you give 

your presentation. You can also print notes to give to your audience or include the notes in a 

presentation that you send to the audience or post on a Web page. 

 
Slide Sorter View 

Slide Sorter view displays slides in thumbnail form. From here you can find it easy to 

sort and organize the arrangement of your slides as you create your presentation, and then 

also as you prepare your presentation for printing. 

You can add sections in Slide Sorter view as well, and sort slides into different 

categories or sections. 

Notes Page View 

The Notes pane is located under the Slide pane. You can use here to type notes that 

apply to the current slide in your presentation. You can print your notes and refer to them 

when you give your presentation. You can also print notes to give to your audience or include 

the notes in a presentation that you send to the audience or post on a Web page. 

Master Views 

The master views include Slide, Handout, and Notes view. They are the main slides 

that store information about the presentation, including background, color, fonts, effects, 

placeholder sizes, and positions. The key benefit to working in a master view is that on the 

slide master, notes master, or handout master, you can make universal style changes to every 
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slide, notes page, or handout associated with your presentation. 

Slide Show View 

The Slide Show view you use to deliver your presentation to your audience. 

SlideShow view occupies the full computer screen, exactly the way your presentation will 

look on a big screen when your audience sees it. You can see how your graphics, timings, 

movies, animated effects, and transition effects will look during the actual presentation. 

Slide Show View 

The Slide Show view you use to deliver your presentation to your audience. 

SlideShow view occupies the full computer screen, exactly the way your presentation will 

look on a big screen when your audience sees it. You can see how your graphics, timings, 

movies, animated effects, and transition effects will look during the actual presentation. 

Print Preview 

Print Preview lets you specify settings for what you want to print — handouts, notes 

pages, and outline, or slides. 

 
14. What is slide? 

A slide is a single page of a presentation. Collectively, a group of slides may be 

known as a slide deck. ... In the digital age, a slide most commonly refers to a single page 

developed using a presentation program such as Microsoft PowerPoint. 

 
15. What is theme? 

A theme is a predefined combination of colors, fonts, and effects that can be applied 

to your presentation.PowerPoint includes built-in themes that allow you to easily create 

professional-looking presentations without spending a lot of time formatting. 

 
16. What is slide master? 

In Microsoft PowerPoint, the Slide Master is the topslide that controls all 

information about the theme, layout, background, color, fonts, and positioning of all slides. 

Using the Slide Master can be an easy way to adjust the look of an existing theme or make overall 

changes to all slides in your presentation. 
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17. What is placeholder? 

Placeholders. In Microsoft PowerPoint, placeholders are boxes with dotted borders 

that contain content and reside within a slide layout. All built-in slide layouts that come    

with PowerPoint contain content placeholders. 

 

 
18. What is organization chart? 

Watch this video to get started. On the INSERT tab, in the Illustrations group, click 

SmartArt. In the Choose a SmartArt Graphic gallery, click Hierarchy, click an organization 

chart layout (such as Organization Chart), and then, click OK. 

 

 
19. How to apply slideshow transition effects. 

Add a transition to a slide 

1.  In the navigation pane, click the slide that you want to apply a transition to. To do 

that: On the View menu, click Normal. ... 
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2.  On the Transitions tab, under Transition to This Slide, click the transition that you 

want to apply. To see more transitions, point to a transition, and then click . 

 

 

 
20. How to print handouts? 

Print slides, notes, or handouts 

1. On the File tab, click Print. 

2. Under Printer, click the down arrow and pick a printer. ... 

3. Under Settings, click the down arrow next to Print. All Slides, and then pick the 

slides you want to print: ... 

4. Click the down arrow next to Full Page Slides, and then pick a print layout. 

 

 
21. How to print note pages? 

Print notes pages with slide thumbnails 

1. Open the presentation for which you want to print notes pages with slide thumbnails. 

2. Click the File tab. 

3. On the left side of the File tab, click Print. 

4. Under Settings, click the arrow next to Full Page Slides, and then under Print Layout, 

click Notes Pages. 
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1. Which of these is not the view of PowerPoint? 

A) Slide Show view 
B) Slide Sorter view 

C) Normal view 

D) Outline view 

Correct Answer : D 

 

2. What is Extension of PowerPoint Presentation? 

A) .POT 
B) .PPT 

C) .PTP 

D) .PPE 

Correct Answer: B 

 

3. What is the shortcut key to create new files in PowerPoint presentation 

A) Ctrl + N 
B) Ctrl + S 

C) Ctrl + M 

D) Shift + N 

Correct Answer: A 

 

4. To open Power Point from Run Dialog Box, type    

A) PowerPoint 
B) Pwrpoint 

C) Powerpnt 

D) Powerpint 

Correct Answer: C 

 

5. Which program is used to create a presentation 

A) Excel 
B) PowerPoint 

C) Access 

D) Outlook 

Correct Answer : B 

 

6. What is the shortcut key to insert a new slide into the current presentation. 

A) Ctrl + O 
B) Ctrl + M 

C) Ctrl + N 

D) Ctrl + F 

Correct Answer : B 

 

7. Which menu does have action button option ? 

A) Tools 
B) Format 

C) Window 

D) Slide Show 

Correct Answer : D 

 

8. Which option is used to create Speaker Notes in the Power Point slide. 

A) Slide Note 
B) Short Notes 
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C) Sound Note 

D) Notes View 

Correct Answer : D 

 

9. Which option is used to change shadow, text color and the color of the box in Power 

Point 

A) Color schemes 
B) Drawing tools 

C) Text tools 

D) Background color 

Correct Answer : A 

 

10. How you can stop the slide show. 

A) Pressing Delete button. 
B) Pressing Esc button. 

C) Pressing Right arrow. 

D) Pressing Left arrow. 

Correct Answer : B 

 

11.   task pane shows the design that is currently being used in the presentation. 

A) slide show 
B) slide style 

C) slide design 

D) slide format 

Correct Answer : C 

 

12. How to insert a table in a slide. 

A) Table menu & Insert table 
B) Click on the insert table in the content pane of the blank slide. 

C) A and B Both 

D) The table can not be inserted into a slide. 

Correct Answer : B 

 

13. What is the use of the “Hide slide” option? 

A) During the presentation, to hide the selected slide. 
B) During editing, to hide the selected slide. 

C) To hide the selected slide during printing. 

D) To hide the selected slide during deleting. 

Correct Answer : A 

 

14. Handout Master is defined by    

A) Slide formatting 
B) Slide transaction 

C) Layout of handout 

D) Layout of slide 

Correct Answer : C 
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Unit-IV: INTERNET 

 

The Internet, sometimes called simply "the Net," is a worldwide system of computer 

networks - a network of networks in which users at any one computer can, if they have 

permission, get information from any other computer (and sometimes talk directly to users at 

other computers). 

Advantages 

The Internet is one of the greatest creations and gives everyone in the world with 

Internet access instant access to an endless supply of knowledge and entertainment. Below is 

a complete list of all of the advantages of the Internet. 

Information, knowledge, and learning 

As mentioned earlier, the Internet contains an endless supply of knowledge and 

information that allows you to learn about almost any topic or question you may have. Using 

a search engine like Google, you can ask virtually any question and find a web page with an 

answer to that question. There are also millions of videos on sites like YouTube that help 

explain various topics and even online courses that can be taken to help teach you about 

many different subjects. 

Connectivity, communication, and sharing 

In the past, it would take days and sometimes even months to receive a letter from 

someone else. Today, with the Internet, you can send an e-mail to anyone in the world and 

often  have  it  delivered  in  less  than  a  minute.  Other  forms  of  communication,  such    

as chat and VOIP, also allow you to have instant communication with anyone in the world. 

Online forums are also places where people who share common interests can connect with 

each other and talk about what they enjoy or ask other experts in the field questions. 

Address, mapping, and contact information 

With the help of GPS technology, the Internet can help map and direct you to almost 

every place in the world. You can quickly route to your location or find businesses in your 

area that may sell or provide you with a service you need. Today's search engines are also 

smart enough to know your location and help give you the most relevant searches for your 

area. For example, if you needed a plumber and did a search for "plumber", you would be 

given local plumbers in your area. 

Banking, bills, and shopping 

The Internet gives you access to your bank account to view your balance, make 

transactions, and send money. Also, many services enable you to view and pay your bills 

electronically. 

Online shopping is another huge advantage of the Internet, giving anyone with 

Internet access the ability to find products that interest them and buy them without having to 

visit a store. The Internet gives everyone easy access to compare prices between companies 

and even see what others think about a product through online reviews to help make better 

purchasing decisions. 

Selling and making money 

If you are a business or want to sell anything, the Internet is a perfect place to sell 

most goods. Because anyone in the world with Internet access can find your website, you 

have access to more people than you ever could with a local retail store. The Internet is 

https://www.computerhope.com/jargon/s/searengi.htm
https://www.computerhope.com/jargon/g/google.htm
https://www.computerhope.com/jargon/w/webpage.htm
https://www.computerhope.com/jargon/y/youtube.htm
https://www.computerhope.com/jargon/e/email.htm
https://www.computerhope.com/jargon/c/chat.htm
https://www.computerhope.com/jargon/v/voip.htm
https://www.computerhope.com/jargon/f/forum.htm
https://www.computerhope.com/jargon/g/gps.htm
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always on and always available, which means you have the potential of selling goods 24/7. 

The Internet also gives all businesses the ability to advertise their product or service to 

everyone in the world or specify an exact demographic they want to reach. There are other 

ways someone can make money online by performing other online services. 

Collaboration, work from home, and access to a global workforce 

The Internet is the perfect place to work with other people from around the world. 

There are dozens of online services that allow you to work with other people and, with the 

ability to have instant communication, it can even make producing new products and services 

faster. 

An Internet connection provides many people with the ability to work from home or 

have a virtual office. Today, many businesses allow their employees to work from home 

using their computers and Internet connection. Working from home can help save people 

money by not having to pay for child care and save them money and time by eliminating the 

daily commute to and from work every day. 

If you are a business that needs employees, many services online can give you access 

to people looking for a job all around the world. Having the ability to hire someone from 

another part of the country or world allows you to get access to a much wider talent pool and 

may also allow you to hire someone at a much cheaper rate. 

Donations and funding 

With access to a much wider audience, anyone with an Internet connection can 

quickly make a donation to their favorite charity or help fund projects and ideas that interest 

them. Also, those looking for charity can find many online services that help make it easier to 

help donate or support their causes. 

Entertainment 

The Internet gives everyone access to an endless supply of entertainment, with access 

to watch videos, watch movies, listen to music, and even play games online. 

Internet of Things 

The Internet helps make devices in your home connected and smarter by giving them access 

to the Internet. For example, the Nest thermostat can be connected to the Internet to help 

control the heating and cooling in your home. Also, once these devices are connected, they 

can be controlled remotely using your computer or smartphone. By connecting IoT (Internet 

of Things) devices to your home, it can become smarter and more efficient and help save 

energy, money, and time. 

Cloud computing and cloud storage 

https://www.computerhope.com/jargon/i/internet-of-things.htm
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The Internet connects your computers and Internet-enabled devices to cloud services, 

like cloud computing and cloud storage. With cloud computing, a device can have access to 

more powerful computers and even supercomputers to perform complex tasks while you or 

your business works on other tasks. 

Cloud storage allows all of your Internet-connected devices to have access to an 

endless supply of storage and also makes backing up information easier and safer by 

automatically making backups to another location. So, if you are using a cloud storage 

backup service and your home or office burned down, you would not lose all your valuable 

data. 

 
Disadvantages 

Although the Internet is one of man's greatest creations, it also has many 

disadvantages. Below is a list of many of the disadvantages of the Internet. 

Bullying, trolls, stalkers, and crime 

Anyone who has spent time on the Internet has encountered trolls or abusive people. 

With the highly-social nature of the modern Internet, the instances of cyberbullying are sadly 

not uncommon. 

With people sharing information on the Internet, it's also easier for stalkers to find 

personal information about someone or use online services to help them find information 

about someone. 

Hidden places on the Internet and the deep web can also be a place for criminals to 

conduct business without as much fear of being caught. A global audience also gives 

criminals more ways to solicit their goods. 

Exploitation and pornography and violent images 

With the speed and ease of communicating on the Internet, it also makes it much 

easier for those who prey on others to find people to exploit. It also makes it much easier for 

someone to pretend they are someone else, the opposite sex, or younger than they are to find 

others to exploit. 

The Internet is also full of sites that contain adult material that can be easily accessed 

by minors or accidentally viewed by those who don't want to see that type of material. 

Addiction, time waster, and causes distractions 

The Internet and games played on the Internet can become very addictive and are 

often designed to be addictive. With how addictive games can be and how much 

entertainment is on the Internet, it is easy to spend a lot of time on the Internet without doing 

anything productive. It is also very easy to be doing something productive and then be 

distracted by something else that ends up consuming all of your time. 

Never being able to disconnect 

The Internet is perfect for giving everyone the ability to work from anywhere. 

However, that also means that it may be expected that you are available to work, even if you 

are not supposed to be working. 

For example, you may be at home and get a notification that an important work- 

related e-mail has been received and end up working on that e-mail without getting paid. 

https://www.computerhope.com/jargon/c/cloudcom.htm
https://www.computerhope.com/jargon/s/supercom.htm
https://www.computerhope.com/jargon/t/troll.htm
https://www.computerhope.com/jargon/c/cyberbul.htm
https://www.computerhope.com/jargon/d/deep-web.htm
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Identity theft, hacking, viruses, and cheating 

With access to billions of computers, it makes it easier for computer hackers and 

malicious users to hack accounts and steal personal information that could be used for 

identity theft. The Internet also connects all computers to each other, which makes it easier 

for hackers to scan millions of computers and quickly identify what computers are vulnerable 

to attack. 

The Internet also makes it much easier for students to cheat on their studies or find 

others on the Internet to write reports for them or do their homework. 

Spam and advertising 

It's great that the Internet can be an easy way to reach a much wider audience than 

traditional advertising methods (e.g., Newspaper, TV, and Radio). However, because it is so 

easy and cheap, it can mean that you will see more advertising and get more spam in your e- 

mail Inbox than you may in real life. 

Affects focus and patience 

The sites we use on the Internet every day have an "instant gratification" effect. They 

also present an infinite menu of things to think about and experience at any moment, on 

demand. Getting information this way rewards fast-paced thinking that shifts focus quickly, 

which affects your interactions in general, making you more impatient and less focused in 

your activities. Try to balance this natural effect with time away from social media and 

focused on creative, responsible activities like exercise or cleaning. 

Depression, loneliness, and social isolation 

Social networking sites can also lead to depression with many people when all you 

see is the best of all your friend's lives you may start to wonder why your life is not as good 

as theirs. 

The Internet and online games make it easier to communicate with others, and 

although you may find new connections around the world, it's easy to disconnect from those 

in your real life. 

Health issues and obesity 

As with watching too much TV, spending too much time on the computer surfing the 

Internet or playing games can also lead to obesity and an unhealthy lifestyle. 

A computer also requires a lot of repetitive movement that can lead to carpal tunnel 

syndrome. For example, moving your hand from your keyboard to a mouse and typing are all 

repetitive actions, which can cause injuries. Taking breaks, keeping the proper posture, and 

understanding computer ergonomics can all help prevent or delay these injuries. 

Buying things not needed 

The Internet makes it easy to buy things, causing you to buy things without putting 

much thought into if you need what you are buying. Also, for some people, buying items on 

the Internet can become so addictive that it can cause serious debt. 

https://www.computerhope.com/jargon/s/socinetw.htm
https://www.computerhope.com/jargon/c/carpaltu.htm
https://www.computerhope.com/jargon/c/carpaltu.htm
https://www.computerhope.com/jargon/k/keyboard.htm
https://www.computerhope.com/jargon/m/mouse.htm
https://www.computerhope.com/jargon/p/posture.htm
https://www.computerhope.com/jargon/e/ergonomi.htm


Prepared by: Dr. R. HARIHARAN, Assistant Professor of Economics, AGAC, Karaikudi               Page 6 
 

Steps to Create an Email ID in yahoo 

1. Visit a website that offers an email service.Go to mail.yahoo.com. 

2. Find where to sign in. ... 

3. To create your Yahoo! mail account. ... 

4. Click in "Get started" button and your new Yahoo! email is now available for use. 

5. Go to mail.yahoo.com and sign in. 

6. Enter your correct email ID and password and then Click to "SIGN IN" button. 

 
Steps to Create an Email ID in Gmail 

Type www.gmail.com into the URL window or what's called the Address Bar at the 

top of the screen.  (If  you're  starting  on  the  google.com  main  page  you'll  notice  a  link 

to Gmail at the top of the screen to the left.) Click the big "create an account" button on the 

lower right hand side of the screen. 

 
To download and save an email message attachment, complete the following steps: 

1. In the email message, highlight the attachment to be downloaded. 

2. Press the Menu key and select Download Attachment. Note: If the email message 

attachment file type is not supported, the Download Attachment option does not 

appear and you can only view the email message attachment. 

3. Select the folder where the file is to be saved. 

4. When the download is complete, the following message appears: Attachment 

download complete. Open the attachment now? 

5. To view the file, click Open. 

 
Attach a file to a message 

1. Create a message, or for an existing message, click Reply, Reply All, or Forward. 

2. In the message window, on the Message tab, in the Include group, click Attach File. 

3. Browse to and click the file that you want to attach, and then click Insert. 

 
Top 10 Search Engines in India. 

1. Google. 

2. live.com. 

3. alexa.com. 

4. baidu.com. 

5. Bing/ MSN. 

6. Yahoo. 

7. Ask.com. 

8. duckduckgo.com. 

9. Aol.com. 

10. excite.com. 

http://www.gmail.com/
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Unit-V: SPSS 
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SPSS 
 

SPSS is the abbreviation of Statistical Package for Social Sciences and it is used      

by researchers to perform statistical analysis. As the name suggests, SPSS statistics software 

is used to perform only statistical operations. 

SPSS is software for editing and analyzing all sorts of data. These data may come 

from basically any source: scientific research, a customer database, Google Analytics or even 

the server log files of a website. SPSS can open all file formats that are commonly used for 

structured data such as 

 spreadsheets from MS Excel 

 plain text files (.txt or .csv); 

 relational (SQL) databases; 

 Stata and SAS. 

 

Uses 

SPSS software is used to perform quantitative analysis and is used as a complete 

statistical package that is based on a point and click interface. This software has been widely 

used by researchers to perform quantitative  analysis  since  its  development  in  the  1960s 

by Norman H. Nie, in collaboration with C. Hadlai Hull and Dale Bent. 

SPSS software can read and write data from other statistical packages, databases, and 

spreadsheets. When entering data into the software, one has to click on “variable view.” The 

http://www.statisticssolutions.com/academic-solutions/academic-research-consulting/dissertation-consulting-services/spss-statistics-help/


Prepared by: Dr. R. HARIHARAN, Assistant Professor of Economics, AGAC, Karaikudi               Page 10 
 

variable view enables the user to customize it by data type and consists of the following 

headings: Name, Type, Width, Decimals, Label, Values, Missing, Columns, Align, and 

Measures. These headings enable the user to characterize the data. 

SPSS is most often used in social science fields such as psychology, where statistical 

techniques are involved at a large scale. In the field of psychology, techniques such as 

crosstabulation, t-test, chi square test, etc., are available in the “analyze” menu of the 

software. 

There is also an option in the software called “split file,” which is given in the “data” 

menu. This option is very useful for researchers who are performing comparative studies. 

Suppose researchers want to know the literacy rate of three regions. In this case, the split file 

option will help them get the result of three regions separately so that they can interpret and 

compare the literacy rate of the three regions. 

SPSS software has a technique called missing value analysis, and this technique 

helps in making better decisions about the data. This technique enables the user to fill in the 

missing blanks in order to create better models to estimate the data. The analysis provides the 

user with procedures for data management and preparation. 

SPSS involves some sophisticated inferential and multivariate statistical procedures 

such as factor analysis, discriminant analysis, analysis of variance, etc. SPSS, as the name 

suggests, is software for performing statistical procedures in the social sciences field. The 

major limitation of SPSS is that it cannot be used to analyze a very large data set. A 

researcher often gets a large data set in the field of medicine and nursing, so in those fields, 

the researcher generally uses SAS instead of SPSS to analyze the clinical data. 

http://www.statisticssolutions.com/academic-solutions/membership-resources/member-profile/data-analysis-plan-templates/data-analysis-plan-one-sample-t-test/
http://www.statisticssolutions.com/academic-solutions/membership-resources/member-profile/data-analysis-plan-templates/data-analysis-plan-chi-square-test-of-independence/
http://www.statisticssolutions.com/academic-solutions/resources/directory-of-statistical-analyses/factor-analysis/
http://www.statisticssolutions.com/academic-solutions/resources/directory-of-statistical-analyses/anova/
http://www.statisticssolutions.com/academic-solutions/resources/dissertation-resources/statistical-analysis-software-sas/

