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Part – B 

 

51.  (1) value–in–use and (2) value–in– exchange. Although air, rain and sunshine have value–in–

use, they do not have value–in–exchange. In economics, we are interested only in those goods which 

have value–in–exchange. For a good to have value– in–exchange, it must possess utility, it must be 

scarce in relation to demand and it must be possible for us to exchange it. In other words, all 

economic goods have value-in-exchange. 

 

52.  

1. What to produce and in what quantities ? (Food or weapons) 

2. How shall goods be produced? (thermal power or from hydro power) 

3. For whom shall the goods be produced ? (for a few rich or for many poor) 

 

53.  

A capitalist economy is an economic system in which the production and distribution of commodities 

take place through the mechanism of free markets. Hence it is also called as market economy or free 

trade economy. 

 

54.  

1. Elementary causes 

2. Social causes 

3. Customs and habits 

4. Advertisements. 

5. Psychological Causes. 

 

55.  

Sir Robert Giffen discovered that the poor people will demand more of inferior goods if their prices 

rise and demand less if their prices fall.  

 For example, poor people spend the major part of their income on coarse grains (e.g. ragi, 

cholam ) and only a small part on rice. When the price of coarse grains rises, they will buy less rice.  
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56.  

Income, Tastes, Population, Government Policy, Technology, Price of related goods etc. 

57.  

 Short Period Long Period 

1 
One factors will be a fixed input, other 

inputs can be changed 
Both Fixed & Variable inputs can be changed 

2 
Supply Curve elastic, 

but not flatter 
Supply Curve is more elastic, and flatter 

3 P = Equilibrium Price  P = Lower Equilibrium Price 

 

 

58. 

Form Utility, Time Utility, Place Utility & Possession Utility 

 

59.  

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’’. 

 

60.  

 Real cost is a subjective concept. It expresses the pains and sacrifices involved in producing a 

commodity. The efforts and sacrifice made by the capitalists to save and invest, by the workers in 

foregoing leisure and by the landlords constitute real costs. 

 

61.  

1) When marginal cost is less than average cost, average cost is falling 

2) When marginal cost is greater than the average cost, average cost is rising 

3) The marginal cost curve must cut the average cost curve at AC’s minimum point from below.  

 

62.  



 

 

1. Transaction motive; 2. Precautionary motive; and 3. Speculative motive. 

 

63.  

1. Propensity to consume (Consumption function) = (Size of Income & MPC) 

2. Inducement to invest (Investment function) = (Rate of Interest & MEC) 

 

64.  

Crowther, has defined money  as 

   “anything that is generally acceptable as a means of exchange (i.e, as a means of 

settling debts) and that at the same time acts as a measure and as a store of value”. 

 

65.  

1. In zero based budgeting, every year is considered as a new year thus providing a connecting link 

between the previous year and the current year. 

2. The past  performance and programmes are not taken into account. 

3. The budget is viewed as entirely a fresh and whole fiscal initiative i.e. from zero bases. 

 

Part – C 

66. Merits of Socialist Economy 

1. Efficient use of resources: The resources are utilized efficiently to produce 

socially useful goods without taking the profit margin into account. Production is increased by 

avoiding wastes of competition. 

 

2. Economic Stability: Economy is free from business fluctuations. Government plans well and 

everything is well coordinated to avoid over-production or unemployment. There is stability because 

the production and consumption of goods and services are well regulated. 

 

3. Maximisation of Social Welfare: All citizens work for the welfare of the State. Everybody 

receives his or her remuneration. The State concentrates on the production of basic necessaries 

instead of luxury goods. The State provides 

free education, cheap and congenial housing, public health amenities and social 

security for the people. 
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4. Absence of Monopoly: The elements of corporation and monopoly are eliminated since there is 

absence of private ownership. The state is a monopoly but 

produces quality goods at reasonable price. 

 

5. Basic Needs are met: In socialist economies, basic human needs like water, 

education, health, social security, etc, are provided. Human development is more 

in socialist countries. 

 

6. No extreme Inequality: As social welfare is the ultimate goal, there is no 

concentration of wealth. Extreme inequality is prevented in socialist system. 

 

67. Market period is the period during which the ability of the firms to affect any changes in supply 

in response to any change in demand is extremely limited or almost nil. Thus supply is more or less 

fixed in the market period without any change. However, the demand may vary during this period. 

The equilibrium price will be determined according to the changes in demand, given the fixed 

supply. Figure explains the equilibrium price in market period. 

 

 

 

 

 

 

 

 

 As the supply is fixed in the market period, it is shown as a vertical line SMP. It is also called 

as inelastic supply curve. When demand increases from DD to D1D1, price increases from P to P1. 

Similarly, a fall in demand from DD to D2D2 pull the price down from P to P2. The market for 

perishables can be a good illustration. The demand for plantain fruits increases during the festival 

season, so the prices will naturally go up as the supply cannot be increased immediately to meet the 

demand. Thus, demand determines the equilibrium price in the market period. 

  



 

 

68.  

 

 

 

 

 

 

 

 

 

 

69. Explain the relationship between AR and MR curve 

 

Average Revenue 

 Average revenue is the revenue per unit of the commodity sold. It is calculated by dividing 

the total revenue by the number of units sold. 

 

AR = TR / Q 

 

Marginal Revenue 

 Marginal Revenue is the addition made to the total revenue by selling one more unit of a 

commodity. 

 

MRn = TRn – TRn-1 

 

  



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Relationship between AR and MR curves 

1. When the average revenue (price) remains constant, the marginal revenue will 

also sremain constant and will coincide with the average revenue.  

2. A firm can sell large quantities only at lower prices. 

3. In that case, the average revenue (price) of the product falls.  

4. When AR falls MR will also fall. But fall in MR will be more than the fall in the AR. Hence the 

marginal revenue curve will lie below the average revenue curve 

 



 

 

 

70. Long run Average Cost Curve (LAC) 

The LAC Curve: 

 In the long-run all factors are variable. Therefore the firm can change the size of the plant 

(capital equipment, machinery etc) to meet the changes in demand. A long-run average cost curve 

depicts the functional relationship between output and the long-run cost of production. 

 

 The Long run Average Cost (LAC) Curve is based on the assumption that in the long run a 

firm has a number of alternatives with regard to the scale of operations. 

 

Short Run Average Cost Curves 

 

 

 

 

 

 

 

 

 

  



 

 

Derivation of Long Run Average Cost Curve 

 

 

 

 

 

 

 

 

 

 

 

 

Explanation of SACs & LAC Curves: 

 

 We have assumed that technologically there are only three sizes of plants – small, medium 

and large.  

1. SAC1 is relevant for a small size plant,  

2. SAC2 for a medium size plant and 

3. SAC3 for a large size plant.  

 In the short period, when the output demanded is A, the firm will choose the smallest size 

plant. 

 But for an output beyond OB, the firm will choose medium size plant as the average cost of 

small size plant is higher for the same output (JC>KC). For output beyond OD, the firm will choose 

large size plant (SAC3). In the short-run, the firm is tied with a given plant but in the long-run, the 

firm moves from one plant to another. As the scale of production is changed, a new plant is added. 

The long-run cost of production is the least possible cost of production of any given level of output, 

when all inputs become variable, including the size of the plant. 

 

Other Names of LAC Curves: 

1. The long run average cost curve is called ‘planning curve’ of a firm as it helps in choosing a plant 

on the decided level of output.  

2. The long- run average cost curve is also called envelope curve as it supports or envelops a group 

of short-run cost curves.  



 

 

3. From the figure we can understand that the long run average cost curve initially falls with increase 

in output and after a certain point it rises making a boat shape. 

 

71. Product differentiation: Product differentiation is the essence of monopolistic competition. 

Product differentiation is the process of altering goods that serve the same purpose so that they differ 

in minor ways. 

  

Product differentiation can be brought about in various ways. Product differentiation is attempted 

through (a) physical difference; (b) quality difference; (c) imaginary difference and (d) purchase 

benefit difference. It may be by using different quality of the raw material and different chemicals 

and mixtures used in the product. Difference in workmanship, durability and strength will also make 

product differentiation. Product differentiation may also be effected by offering customers some 

benefits with the sale of the product. Facilities like free servicing, home delivery, acceptance of 

returned goods, etc. would make the customers demand that particular brand of product when such 

facilities are available. Product differentiation through effective advertisement is another method. 

This is known as sales promotion. By frequently advertising the brand of the product through press, 

film, radio, and TV, the consumers are made to feel that the brand produced by the firm in question 

is superior to that of other brands sold by other firms. 

 

72. 

  

 

 

 

 

 

 

 

 

 



 

 

 

 

 

 

73. Consumption Function – Meaning: 

 The term ‘consumption function’ explains the relationship between income and 

consumption. The proportion of income spent on actual consumption at different levels of income is 

called propensity to consume. 

 

Formula: 

  

 

 

 

 

Diagram: 

 

 

 

 

 

 

 

 

 

Equations and Explanations: 

     C = a + by      …. ( 1 ) 

     C = 4 + 0.8y     …. ( 2 ) 

    



 

 

 Equation (1)  : Y = a + bY where the constant ‘a’ is the amount of autonomous consumption 

and slope (b) is MPC. The rate of change in consumption due to change in income depends on the 

MPC. 

 

 Equation (2) : simply says that consumption (C) depends on income (Y). The + sign 

indicates that as income increases, obviously consumption will also increase. But the rate of increase 

in consumption will be little less than that of the rate of increase in income. It is because some 

unspent portion of the income will be saved. 

 

 In Diagram : The vertical axis shows the spending on consumption indicated by C and the 

horizontal axis shows income or output indicated by Y. The straight line consumption function CC is 

defined in terms of equation C = 4 + .8Y. 

The consumption curve CC is a short run curve. In this case consumption takes place even when 

income is zero. 

 

 In equation (2) 4 is the level of initial consumption, 

 when income is zero and it is not affected by income. Even when  income is zero, people 

spend some minimum level either by gift or borrowing. This consumption which is not related to 

income is called as autonomous consumption. That is the reason why curve C starts from 4 on the 

vertical axis. 

 

In equation (2) 0.8 indicates, 

 that 80 per cent of additional income is spent on consumption and it is called as marginal 

propensity to consume (MPC). Thus MPC is the ratio of change in consumption to change in income. 

In other words, MPC is the rate of change in propensity to consume. 

 

74. 

Tax Revenue: 

1. Taxes on trade, profession and employment, 

2. Taxes on the sale and purchase of goods except newspaper, 

3. Taxes on agricultural income 

4. Taxes on land and building, 

5. Succession and estate duties in respect of agricultural land,  

6. Excise duty on alcoholic liquors and narcotics,  

7. Taxes on the entry of goods into a local area, 
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8. Taxes on mineral rights,  

9. Taxes on the consumption of electricity 

10. Taxes on vehicles, animals and boats, 

11. Taxes on goods and passengers carried by road and inland water ways, 

12. Stamp duties, court fees and registration, 

13. Entertainment tax, 

14. Taxes on advertisements other than those in newspaper, 

Non Tax Revenue: 

1. Land Revenue 

2. Income from irrigation and forests,  

3. Grants from the central 

4. Other incomes such as income from registration and share in the income-tax, excise and estate 

duties and debt services, loans and overdrafts. 

 

75. The limitations of fiscal policy ? 

 

1) Size of fiscal measures 

 The budget is not a mere statement of receipts and revenues of the government. It explains 

and shapes the economic structure of a country. When the budget forms a small part of the national 

income in developing economies, fiscal policy cannot have the desired impact on the economic 

development. Direct taxation at times become an instrument of limited applicability, as the vast 

majority of the people are not covered by it. Further, when the total tax revenue forms a smaller 

portion of the national income, fiscal measures will not step up the sagging economy requiring 

massive help. 

 

2. Fiscal policy as ineffective anti-cyclical measure 

 Fiscal measures- both loosening fiscal policy and tightening fiscal policy- will not stimulate 

speedy economic growth of a country, when the different sectors of the economy are not closely 

integrated with one another. Action taken by the government may not always have the same effect on 

all the sectors. Thus we may have for instance the recession in some sectors followed by a rise in 

prices in other sectors.  

 

3. Administrative delay 



 

 

 Fiscal measures may introduce delay, uncertainties and arbitrariness arising from 

administrative bottlenecks. As a result, fiscal policy fails to be a powerful and therefore a useful 

stabilization policy. 

 

4. Other Limitations 

 Large scale underemployment, lack of coordination from the public, tax evasion, low tax base 

are the other limitations of fiscal policy. 

 

 

 

76. Lionel Robbins definition of economics. 

 

Lionel Robbins’ Definition (Scarcity Definition):   

 

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”. 

 

Basic assumptions of the Definition: 

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.  

4. All wants are not of equal importance.  

 

Explanation: 

1.  Though means are limited, if they do not have alternative uses, you cannot economize 

anything. 

2.  If all wants are of equal importance, you cannot economize anything. We know time is 

limited. There are only 24 hours in a day. If a worker wants only money he has to work for long 

hours and forgo leisure.  

 

3. Economics studies human behaviour as a relationship between unlimited wants and 

scarce means. As means are limited, we have to pay a price for them.  



 

 

4 . We study in economics how the prices of scarce goods are determined. We have to choose 

among different wants.  

5. That is why we say that scarcity and choice are central problems in economics. Economics 

is the science of choice. 

6.  Choice between alternatives is the basic principle underlying all economic activity. This 

is applicable to all economic systems – capitalism, socialism and mixed economy. 

7.   In some fields, the consumer has more choice and in other areas where the State has greater 

control, he has limited choice. But under all these systems, there is some kind of planning, it is a 

question of degree. And all economic life involves planning. 

8.  Robbins puts it. “To plan is to act with a purpose, to choose, and choice is the essence of 

economic activity”.  

 

 

 

Criticism 

1.  Ethical aspects of economic problems are not taken into account in discussions. In other 

words, the moral aspects are not considered. And it does not try to establish a link between 

economics and welfare 

2. Some economists say Robbins’ definition has no human touch about it. It looks at 

economics only as the science of pricing process. But economics is more than a theory of value or 

resource allocation. 

3.  According to Robbins, an economic problem will arise only when there is 

scarcity, but scarcity may arise during times of abundance as well. For example, the great 

depression of 1930s was caused not so much by scarcity but by plenty.  

 

Conclusion:  In spite of the above criticisms, we have to note that most of the economists 

 have accepted the definition of Robbins because it emphasizes scarcity and choice which are 

two important facts of life under all economic, political and legal systems. 

 

77. Indifference Curve Approach 

 

Definition of Indifference Curve: 

 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, Preference , 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 schudule 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. 

 



 

 

 

 

 

 

 

 

 

 

 

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

curve is otherwise called ‘iso –utility curve’. 

 

 

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 

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. 

 

 

 



 

 

For example, the price of rice rises by 10% and the demand for rice falls by 15%  Then ep = 15/10 = 

1.5 

 

Graphical illustration 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

 

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

b) Relatively 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. 
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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). 

 

79. the advantages and disadvantages of monopoly. 

Advantages of Monopoly: 

1. Monopoly firms have large-scale production possibilities and also can enjoy 

both internal and external economies. This will result in the reduction of costs of production. Output 

can be sold at low prices. This is beneficial to the consumers. 

2. Monopoly firms have vast financial resources which could be used for research and development. 

This will enable the firms to innovate quickly. 

3. There are a number of weak firms in an industry. These firms can combine 

together in the form of monopoly to meet competition. In such a case, market 

can be expanded.  

 

Disadvantages of Monopoly: 

1. A monopolist always charges a high price, which is higher than the competitive price. Thus a 

monopolist exploits the consumers. 

2. A monopolist is interested in getting maximum profit. He may restrict the output and raise prices. 

Thus, he creates artificial scarcity for his product. 

3. A monopolist often charges different prices for the same product from different consumers. He 

extracts maximum price according to the ability to pay of different consumers. 

4. A monopolist uses large-scale production and huge resources to promote 

his own selfish interest. He may adopt wrong practices to establish absolute 

monopoly power. 

5. In a country dominated by monopolies, wealth is concentrated in the hands of 



 

 

a few. It will lead to inequality of incomes. This is against the principle of the 

socialistic pattern of society. 

 

80.  Loanable funds theory (Neo – classical theory) of Interest 

 The loanable funds theory was developed by Knut Wicksell, Dennis Robertson and others. 

The loanable funds theory is wider in its scope than the classical theory of interest. The term 

“loanable funds” includes not only saving out of current income but also bank credit, dishoarding 

and disinvestments. But by saving, the classical economists referred only to saving out of current 

income. We know now that bank credit is an important source of funds for investment. In the 

classical theory, saving was demanded only for investment.  

 But according to loanable funds theory, the demand for funds arose, not only for 

investment but also for hoarding wealth. The classical theory regarded interest as a function of 

saving and investment, (r = f (S.I.) But, according to loanable funds theory, the rate of interest is a 

function of four variables, i.e r = f (I S M.L.) where r is the rate of interest, I = investment, S = 

saving, M = bank credit and L = desire to hoard or the desire for liquidity. 

 

 

 

 

 

 

 

 

 

 

 

 

 In Figure, the Curve ‘S’ represents savings, the curve ‘M’ represents bank credit (including 

dishoarded and disinvested wealth). The curve S + M represents total loanable funds at different rates 

of interest. On the demand side, the curve I represents demand for investment. The curve L 

represents demand for idle cash balances or to hoard money. The curve I + L represents the total 

demand for loanable funds at different rates of interest. The market rate of interest rm is determined 

by the intersection of S + M curve and I + L curve. The aggregate demand for loanable funds is equal 

to the aggregate supply of loanable funds at this rate of interest. In the classical theory, rn which may 

be called the natural rate of interest is determined by the intersection of I and S curves. That 



 

 

is, when the rate of interest is rn, the demand for investment is equal to the supply of 

savings. 

 

Criticism : There is no doubt that loanable funds theory is an improvement over the classical theory 

of interest. It has been criticized on the ground that it assumes that saving is a function of the rate of 

interest ; 2. it ignores the influence of the changes in the level of investment on employment, income 

and on savings. 

 

81. Effects of changes in prices 

Changes in prices affect different sections of the community in different ways. 

They affect production and distribution too. 

 

1. Effects on production 

If prices are rising, it will stimulate production. Under a capitalistic system, production is carried on 

mainly for profits. During a period of rising prices (inflation), there will be abnormal profits. This 

increases production. So manufacturers and businessmen gain during inflation. Producers and 

businessmen gain during inflation. Producers gain by inflation because during that period prices rise 

faster than costs. So they make huge profits. But if inflation becomes hyper-inflation, it may end in a 

crash. On account of the rapid fall in the value of money, profits which are in the form of money may 

become worthless. And there will be a “flight from currency”. Inflation may become an important 

cause of “violent revolutions and economic chaos”. In a period of falling prices, businessmen incur 

huge losses because prices fall faster than costs. And there will be little scope for investment. This 

results in unemployment on large scale. There will be business depression.  

During depression, 

money may be cheaply available, prices of materials will be low, men will be available for work but 

there will be no investment, no employment, no incomes and no demand for goods. Such a situation 

has been described as ‘poverty in the midst of plenty.’ The Great Depression of 1930s is a case in 

point. 

 

2. Effects on Distribution 

a) Business class : During inflation, manufacturers and businessmen make huge profits. Of course, 

during deflation, they make losses. b) Fixed income groups : People in fixed income groups are hit 

hard in times of inflation. The incomes of wage earners and salaried people such as teachers, 

clerks and judges do not increase as fast as prices. Even retired people getting pension are also 

affected during inflation. Wage earners and salaried – people gain during a period of falling prices. 
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But it is not a real gain because many people will lose their jobs during deflation. Unemployment is a 

worse evil than rising prices. 

 

c) Investors : people who have invested their money in “gilt edged” securities (government 

securities) will get only fixed income. So their position is like those in the fixed income group. But 

those who have shares in companies will make profits during a period of rising prices and lose 

during a period of falling prices. In Germany, thousands of middle class families were ruined during 

the inflation because all their lifetime savings were reduced to nothing by the tremendous rise in 

prices. If the value of money falls continuously, it becomes unsuitable as a store of value. People will 

not save at all.  

 

d) Rentiers : Rentiers gain during deflation and lose during inflation. But the gain 

during deflation is only a temporary feature. 

 

 

 

Remedies for inflation:  

1.                 Monitory policy: 

 

Monitory policy is a policy that influences, the economy through changes in money supply and 

available credit. Monitory policy is adopted by central bank of country. The various monitory 

measures which are used to control inflation are grouped under heads. 

a.     Qualitative control.  

b.     Quantitative control. 

There are:  

1.     Open markeet operations 

2.     Variation in bank rates 

3.     Credit rationing 

4.     Varing reserve requirements. 

 

2.                 Fiscal policy: 

 



 

 

Fiscal policy is the deliberate change in either government pending or taxes to simulate or slow down 

the economy. It is the budgetary policy of government relating to taxes, public expenses, public 

borrowing and deficit financing. 

 

Fiscal policy is based upon demand management examples, raising or lowering the level of 

aggregate demand by controlling various. Expenses, government expenses, consumption expenses. 

 

3.                 Direct measures: 

 

It means the step of government like rationing of goods and freezing of prices and wages. The 

government can also increase voluntary savings of people by giving them various incentives. 
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