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L0 Learning Objectives

After reading this unit, lesemer will be oble to;

#®  [escribe the natire anxd scope of econamics

o Jdeniify the basic problems of the economy

& Determine the methodology of economics

&  Fonow about the role of assumptions in economic anal ysis,

Interpret the coonomic models
Drescribe the consmer’s behaviour owards a partscular commad ity

*  [dentify factors determining demand for & commadity
» [nterpret the shifts in demand curve and movement among demand curve
s [Mscuss the concepts of elasticity of demand

o Explain the measurements of price elasticity of demand

L1 _Inireduction

Ecodromics is the sudy of how society manages ils resources which are limated m natuee. 1t alse
studies the economic activities of man. Everyone has to make a choice with regand to the use of
scare resources, so that they may gel maximun satisfaction from them. Economiss study how
individuals, firms and other organisations make decisions about what commoditics and quantitics
are produced, how these commodities are produced and who gets how much of the goods

prodduced for consumption with the given limted resources.

1.2 Meaning of Econnmics

Ecomomics, according 1o Adam Smith (1976), the father of econmmics, 15 " fnguinr mla the
rortwre and couses of de wealth of o nation . In his well-known work, "The Wealth of Motions™,
he expresses these views, Acoording o him, economics enguires the factors that influence a
countre’s wealth and growth. The subject mintter of econommcs, according to this detinition, is the
production md expansion of wealth, Ricardo, on s ether band, moved the focus away from
production of wealth o distrbution of wealih,

According te homy, "Phe prodiuce of the earth-all thar is devived from ifs swrface by the wnited

apgrication of lahowr, machinery and capital s divided among three classes of the communing,

rornely, fhe propeieror of the fand, e owier of the stock of capival recessary for fs enfilvarion

and the fobawrers by whose industey i is celtivared ™, Thus, Adam Smith and Ricardo definition

of economics considered economics as ‘seience of wealth®, However, sccording to Marshall,
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wealth 15 Just o secondary considerntion; the mam focws of cconomic stedy 15 on man ond s

everyday activities. According to Alfred Marshall (1922), “Eeonondcs i she siuay of manking i

the ordivary busimess of e, It examimes that part of individuel and social actions which s most

closely conmecied with the atfaivment and with the wee of material regrisites of well-befng ",

In his book "Principles of Economics™, Mamshall understood it in terms of "material welfare”
material goods are those which can be touched and seen like chairs, books ere. and an amalvsis of
man's behoviour in evervday life, but Fobbins cnticised Marsholl’s concept of cconomics. He
believes that economics should not have any conpection with material well-bang. He
emphasizes thai we sudy oot only material but also immatenal things in economics. He sad
under it we @0 nvesigate how the prices ol immaterial services such as professional musicians,
acters and actresses, dancers, and others are determined and these are impormant topics of price
theory, As o result, Robbins not only enticised Marshall’s idea of cconomics amd other welfure
definitions, but alse proposed a new definition that he believed w be more sceentific and correci

Im 1931, he published “An Essay on the Mature and Significance of Econpmic Science,” which
inchaded this deseription, According te bim, ecoromics s the study of problens that oceur 2= 2
result of resource scarcity, Matre has not aupplied humanity with gnough resources to meet all
of s needs or wants, As a result, the people must deade how the money can be used and for

what purposss.

According v Robbins, “Ecopemdes & the solence whilch sfadle levian belaviour gz a

relationship benveen ends and searce resources which have allernative uses.”
Ihas definition is based uwpon the fellowing three facis:

A, Man's wants are unlimited and all are of not equal intensity, Some are more intense then
others; therefore, one 15 compelled to choose between the more urgent and less urgent wants,

B. Despite the fact that wants are unlimited, the resources to safisfy them are stricily limited. It
i5 bmiporant wonote here thal o resources bike wants are wnlimesed then there will be no
possihility of any cconomic problem becasse all wants could have to be fulfilled. It should
b carefially noted that according to this definition, resourees here refer to natumml productive
Tesources, consumer goods, man-made capital goods, time available with man and financial
TESOUNCes, e,

O, The third fact 15 thal scarce resources cam be putl 1w allemanive uses. Here aliermative uses
have an example of milk. As milk vsed for different purposes such as curd, tter and cheese

cic, These alternate uses are of varying significonce. with some being more urgent thon
4




others. It means we nust choose the use 1o which resources have been emploved, Thus, the

prohlem of choice comes in

It 15 observed from Robbins’s definition of economics that economics is a science of choice
Although Kobbin's definition of cconomics 15 considered superior because of above mentioned
three facts, it should mot be lermed a5 perfect. I cnnased o the groand that @ does nol cover
the theory of mcome and employment determmanon as well as the thoory of economc growth
Thus, all three essentml subjects of ccommnics, mmely the smbuiion of muional xeme and
production, the defermination of pational ncome amd emplosyment and the theory of ecoiomic
growth, must be included in a proper definition of economics. Prof, Samuelson  defines
CCONITICE a8, "the sty of how socielies wse sooroe resoprces fe provide vitlinrhle commedities
and dictribuge them among differens people”. Thus, according to this definition economics is the
study of scarcity of resources and choice and disinbuotion of matienal prodoct among people of &
SOCiery.

L.3 Mature and Scope of Economics
Ecomomics & a subject is experiencing continuous growth. A discussion on the scope of
coonomics includes the defmition of ecomomics, whether sconomics 15 an art or a science and

whether i1 is a positive o7 a poFmalive science.

There has been & lot of confroversy amoang economists about the rue seope of economic theory
or its subject-matter. The subject matter of cconomics has been defined by various economists.
Like Adam Smirth defined i1t as, economics fnguires inlo the safire and couses of the wealth of
pations. Ricardo defined economics as, “how the produce af the earth iy distributed ", that is
cconomics deals with the distribution of mcome and wealth. AC. Pigon savs. “Econcmics
sty that part of social welfare which con be browghs divectly or fodirecily fnto relationship
with the measering rod of money'. Whereas Gustay Cassel defined economics as dealing with
markets, prices and market exchangs, Robbing has defined economics gs o study of the allocabion
of scarce resources among compeling ends of uses, The scope of eeconomics has been divided

mtn the following fickis:Microecornomics and Macroeconomics and Positive Science and

Mommative Science

It is evident from figure 1.1 that economics 05 o socisl science has two min branches.




Economics

Mictoeconomics Macroscononucs

Figure 1.1
LA Migrocconomics

The word micm comes from the Greek word mikeoy, which means “small”. As a result, i
focuses o the study of small individual vmits of the economy such as individual consumers,
individual firms and small groups of individual units like various industries and markets. To put
it snother way, micreeconomics is the study of how individual consumers choose which goods
and services they want To bay and how they share their limited meome among those goods and

services to maximise their overall welfare,

According to K.E Boulding, “Microeconomics is the study of particular firms, particelar
honsaholds, pavticetar honselolds, individial peices, wages, ircomes, individeal indusieies and
particular commodities " According to Prof. Lerner, “Microeconomics consisis of looking af the
ectRtaney lirawsh o mricroscepe, asif were, fa see how the milliony af celfs in dve body ecomamic-
the individiraly or konseholays ax consumers, ard the individuoly o frms ay prodircers-gplay their

Pyt in e working of e whale economic arganizm.
The microccomomics has some important com ponents;

Ao It aoalyscs how o consumer allocates his income o different wses a0 thar maxinuam
satisfaction can be derived. Inverse price-demand relationship s the outcome of the theory
of dermand.

B. It examines how a prodocer decides what o produce, how to produce and how much to
produce. The main motive of a producer iz profil moximizainon,

o I studies how prices of gomds are determiped in the market throogh the interaction of supply

and demand forces.




Thug, migroeconmics is elpful in the fommulation of economic policies thar will promote the
welfare of the society, It tells us how goods and services produced are disieibuted among the

different prople for consumption through price or market mechanism.

1.3.2 Macrocconumics

The word macro comes from the Greek word maeroswhich means“large”. As o result,
macTeecanomics 15 concemed with the overall analysis of the econcmy. 11 studies the behaviour
of the lorge aggrepaies such as total emplovment, the naional product or incomeand the
econumys overall price level According 1w K.E. Boulding, “Macroeconomivs deals nor with
andfivideal grirariities gy swel bt owith the agerepales of theve gueniities; not with individwal
inconres bt with the national income; not with individual prices bur with the peice Tevel: ol

witl inalividhucl oeped b with the notionad o™

It is important o mention herethad esch definibion given above 15 incomplete and inadequaie
since they do not indicate the tree scope and subject-matter of economics. It is a controversial

subject whether economics s o seience or on an or bath,

1.3.3 Economics s 3 Scignee

Science refers to a systematised body of knowledoz. It deals with the cause and effect
relationship, It helps us in drawing generalizations in the form of principles or laws. Some of the
coonomists believed cconomics as science because it 15 a systematised body of knowledge that
studies and analvses economic doda. The lew of demand, for expmple, stakes that, all other factors
teing held constant, & decrease i price leads to a rise in demand and increase in price leads to
decresse in demand. 1t can be undersiood from the law of demand that incresse or decrease in

price is the cause while the decrease or increase in demand is the elfect of 1he sume,

Expmomics i3 @ scrence and s principles, such as the e of demsand and the law of dimanishing
marginal wtility, are universally truc. Some arpee that cconomics 1s aot a science becawse In
scienee we are doing expenments; however, in ecomomics there 15 no scope of any kind of
experiment, It means in sciense we are collecting facts and putting them o the test through
experimentation. Statistical, quaniitative and econometric methods - for research are wmed
goanemics, but they are not always effective m detemuning the rue validity of econems lows

and theories. Consequently, precise quantitaiive forecasting is impractical, Economic phenoimena




are complicated becavse they include man acting srationally a5 o result of sociery's tasies, habis,
sowcial, and legal instintions. For exanple, an incresse in price may ool result inoa decresse in
demand, hut rather an increase in demand because there are some other factors which affect the
demand of the commadity like taste and preferences of the consumers and future expectations. 17
consuners are expecting tat in fuuee, theee will be shortage of the commcdity then in the
present time period they will increase the demand. Thus, economic phenomenon’s are
cotnplicated because consumers are behaving irvationally. However, froin the above we cannot

say that ecomnoncs 15 not a science. It is a spcial science which deals with human beings.

Now an important question emerged from the above discussion, whether economics is a positive

science of a normative science, Profl Robbin's and Freight-men thought of economics a5 &
positive scicoce, while Profl Pigew and Marshall thougli of it as & nonmative science.

A, Positive Science: It may be definad as a body of systematized knowledge conceming wlat
it 15, what was and what ought 1o be, Thus, positive scienee deals with economic problems
related to the past, present and fulure. We are anabyging economic cesditions with the halp
of facts and figures. Positive statemenis have a few distinguishing features like

(1 These statements highlight the nature and extent of soomomic problems.

(if)  These are based on facts and fpeures related 1o the past, present o futuee,

(i) It 15 not necessary that these statemenis are based on truth. These may be true or
false but are verifiable for mmuth.

(v} These do not reflect any value judgment or opinion of the cconomists.

Let us understand econmmics as positive science with the belp of an example, T someone

says that the population of Indz s more than Chima, ot is a positive satement, but & s

wWrong &s per population stanstics.

B. Normafive Science: [0 s concemed with econmmisiz” opinion of value judgmentz o
understand the economic problem. Differemt economists have different opinienson how (o
sodve any ccondmic proklem. These opimons are oftes based on value judgiments. Tt is
concerned with the question of “whid swedfy o e, Az a resull, when an econemis sugpesis

o splution o a problem in sormative economics, they do it based on people's ethics and




beliefs rather than scientifiec rules and principles, The nommative smiements also kave some
exzential charscleriatios
{i] These statements myvolve value judgment.
(i) These statements may creata controversies and debaies,
{iit) Because these statcments are basad on opisions, it is impossible w venfy the truth.
{iv) These statements are related to *what ought 1o be’ as a solution to any economic

=g,

For instamee, if someone seyvs thet the government should spend more on health care, Then # 15

just an opinion or value judgment.

L34 Exonomics as an Art

According o Prof. Pigou and Marshall, Economics is an art. An is generlly considered as
practical implementation of knowledge for achieving particular goals. In other words, Art is an
action ard an art of application of scicatific laws in practice. As a form of an, cconomics is
useful in solving many of the sconomic ssues that anse in the economy. Economics 18
considerad 55 an ant becauses in these different theories and [ows are explained with the help of
lables, graphs, statistics and equations. Besides this, sssumptions are also used in economics
which are helpful o desenbe the conditions under which theories. rules and relationships

between econmmis variables can be applied.

Thus, from the above discussion we con say that economics s considered 05 8 science {social

science b s well a5 anoart oo,

Check Your Progress-1

0.1 Define Robbin's defimton of economics, How is it supenior to Marshall"s definition”
BN e e A S
0.2 Deefine Micro Economics,




1.4 Basic Economic Concepts of Economics

A. Bearcty; The existence of an economy is based on two fundamental Facts, Te begin with,
human wants for goods and services are unlimited; severtheless, resowrces o produce goods
and services are scarce. As a result, the first economic lesson is scarcity. We can’t satisfy all
of our wants and desires by producme what we want because our wanis are unlimited and
pesonrces are scarec, [ means that one must decide how wo utilize scarce resources in order o
ot maximize satisfaction.

B. Cholce: Because it 18 inpossible w zansfy all the desires with limited resources, each soceny
must decide a method for determining which desire is to be satisfied. The necessity for
ecomomising arises because we have limited productive resources ab our disposal, such as
lard, raw materials, skilled kabour, capital equipment, and so on. Bocause these resounces are
in limited supply, the goods they may produce ane also limited. As a result, goods are scarce
disz (o a scarcity of productive resources. We should make the most of what we kave because

our Tesources are fimited in comparison to our desires.

In economics, it 15 thought thet man 15 rational in his decision-making; that is, if @ man has o
pick between two options, he will always pick the one tiat will prowide the grestest satisfaction
as compared to other available choices. Similady, if a firm had to choose between producing one
product or ancther, it would choose the product with the highest protit margin, The scale of
choice displays a st of desires ranked from most urgent to least urgent, with the most urgent

want histed first, fodlowed by the second most urgent and so on.

1 3 Scare Resources
Unlimated Wants (Limited Means 1o
(Goods and Services) Produce Goods and
Services)

Choice (Allocanon
Resources among Goods
and Services o Ohlain
Mlaximum Pozsible
Sanisfaction)

Figure 1.2 The Economic Problem
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Figure 1.2 depicts the problem of choice that resuliz from unlimited wanis on the one side and

limited resources on the other The stwdy of economics eaches us how to use and  allocate

lmited resources to obiam maximom possible sansiaction for the people.

There are many types of resources that assist us in producing goods and services. They are called

faciors of preduction. Economists divide fagtors of production info Feur satepories,

Figure 1.3 shows that there are four tvpes of faciors of production, The abiliny of all these faciors

s limited in supply. Thus these limited means are pul in a constraint on the amount of poods and

services that can be produced.

'8

Factors of
Production

Entreprene
urship

Figure 1.3 Kinds of Hesonrces

Land: It refers to all natural resources that are a free gift from nature. 1t includes not ondy
sgrneuliural seil, but also other notursl resources like minerals, water, climote and forests,
Labour: Both physical and mental skalls that individuals can make available to produce
goods and services are referred to as labour,

Capital: It refers 0 man-made resources of production, This includes machinery, factory-
buildings, vanous fools and devices, roads, dams. transpont buses and trucks ete. These are
often referred 10 05 copital goods because they help in the production of sdditional goods
and services

Entreprencurship: Enfreprencurship denotes 3 unique human capital that possesses
enfrepreneutial potental, In & free market economy, entrepreneurs play an important role
By combining other tools such as [shour, land and capital, be initiates and organises the
production prosess. Entrepreneurs make a variety of corpomte policy decisions and are

exposed o the risk of failure as a result of their actions.

11




1.5 Basic Economic Problems of an Economy

As mentioned m the previous pages. a lack of resources in relation 10 buman wants leads 1o
varous basic problems, concerns and questiors that an economy must address if i1 is o achieve
s gouls, The basic economic problems are also alled central problems of the economy., Many
of these issues include socieal decision-making. As a result, economic theory nmust respond 1o

five bagic questions. These are explained as follow:

151 Ihe Broblom of Allecation of Besources

The first and foremost basic problem confronting &n cconomy s “what to produce” so as o
satisty the wants of the people. The problem of what goods are 1o be produced and in what
quantifics arises directly from the scarcity of resources. IF the resowces were unlimited, the
problem of whal goods are o be produced would not have arisen becase in that case we should
have been able to produce all goods we wanted and alse m the desired quantities. But because
resgubces are in fact scarce relative 1o human wants, an ceonomy must choose smong various
poods and services. If the society decides to produce a particular good in a larger quantity, 1t will
then have towithdraw some resources from the production of other goods and devode them to the

production of the goods which are to be produced more.

152 Choice of 3 Production Method

It is redated oo the guestion "lew to produce” which means what technigue or method will be
used by society to produce goods. Here the problem is how to determme optimum combination
of mputs i.e., lebour and capital- so that production of geods amd services s maximised. This
proflem 100 anses due to the scarcity of resources, Any quantity of labour and capital could be
combined to produce a product if inputs (Inbour and capitall were availabd m  unlimited
amounts. Resources, on the other hand, are not available in unfimited quantities. As a resul,

selecting n technology that makes the most efficient use of resources becomes a necessity.

A mumber of alternative techniques are available with the help of which a given quantity of a
commadity can be produced. As o result, the society must select between them which altemamve
methods should be used to produce goods. Each technology s using a different combination of
resources such as labour and capital. For example, more labour and less capatal 1= needed o

prlce clodh with handlooms whereas i swomaic looms more capatal and less labour s

12




needed, It mears production of cleth with handlooms is a labour-inenaive technigue while with
automatic lopms is a capital-imensive technigue, Thus, a sociery has o choose whether it wants
1o produce with labour intensive methods or capital-intensive methods of production. £ is
important o mention here that in the choice of a 1echnique of production prices of different

factors play an important roele.

As a result, & socicty must decide whether it wangs to produce the commodity by using labour-
intensive or capital-miensive methods. It is important to note that prices of vanous factors play

an inportant role in the selection of a technigue of production.

153 IThe Problem of Distribution of National Product

This problem is related w the sharing of e natiomal product. It means among the members of
the sociely low the national product is w be disuibuted. Since the productive resources amd the
outputl obdained through these resources are scarce, we are unable o satisfy all the wanis of all
the people of a society. As a resuli, 1 should be decided by the society who should obiain bow
much from the totl production of goods and services. Who gets how much of the national
production ina free market economy i determined by the people's money income? The higher a
person's money incoime, the more iicms be or she would be able to purchase from the marker, As
i resuft, people with higher incomes receive a larger share of the economy's production than
those with lower meomes. More will be the equal distnbution of income higher wall be the
possibility of equal distributzon of national product.

It is important to keep in mind that an individual can cam money income in b ways, Firstly, if
cian be obianed by work, 1.2, by selling (15 labour services. Income received through wages and
salaries included under this, Secondly, property such as land, facones and other sourcez of
copital con olso moke money meome. Fent, nterest and profits are oll examples of income from
property, Ina free market economy, varations in ownership of property lead o differences in

scorthe from propesty.

The distnbution of the national product n the economy has abways been a hol topic of
ceonoanics, According to Kard Maet, naticnol product should be distributed on the basis of " froam
each according to s ability, to each according o his needs™. Another significant viewpoint s
that each individual should be compensated in proporion to his or her contnbution to national

production.
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1.54 The Froblem of Economic Effidency

Ihis s related o the problem of efficiency or welfare maximisation. Since the resounces of an
econpmy are limited, there will be no wasiage of these resources, In the preceding pages, we
have discussed wihat and how goods are produced in the ecomemy. Apart from that we have alse
studied how natonal product ig distributed, Now, the question which emerged is whether the
production and diseribution decisions made by an economy are efficient. IF the productive
resources are wiilised in such a way that there will be no sacrifice of one good Tor praducing
mare of another good, then we can say that production is efficient. For this, we have to do the
cost benefit analysis when we are making any change. Thus, when there is 3 shifting of resources
from one use te ancther we will take place in an economy then it will alse involve some cost. IF

the involvement of cest i3 mose than the Benefita received from it then it 19 not worthwhile e

shift the resourmes,

Bince resourees are limited, it s preferable 1w use them as effectively as possible.

L55  Ihe Problom ol Ecopomic Growil

If all the scarce msources of an econemy arc used for cumrent comsumption (for producing
consumer goods) only then there will be oo provision of resources for capital goods, therefore,
the productive capacity of the cconomy will mot merease m future. As a result, the living
standard or income of the people will remain gagnant. To encourage economic growth, a part of
respurces should be allocated 10 the production of capital goods and for promotion of rescarch
and development activitics that will bring technical advancement. The provision for capital
aceumulation and technological advancement, on the other hand, implics some soerifice of
current consumption. As a result, a society must decide how much saving and investment it can

make for future cconomic progress.

From abowve, it 15 clear that when an economy’s productive capacily 15 Increasing, imereasingly

mang goods and services will be produced, resulting in an increase in people's iving standards,

Thusg, we can sav that it is only the searciny of economic resources that lurks behimd all of the
above fundamental guestions. These five questions are merely a breakdown of the basic

ceonomizing problem of scarce resources and unliniited wonts, Also, the interrelotion of these
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questions is apparent, so they demand simultaneous ireatment and we cannot real them
independently,

L& Methodology of Economics

Our findings must be logical, accurate and reliable based on appropriate methods of analysis o
develop economics as on objective nnd impartml subject of reseorch. We wall discuss fwo

methads i this section, nomely the Deductive and Inductive mathods,

Led  Deductive Method

This approach was primanly used by classical economists. It = alse known as a prori,
hypothetical or an abstract approach of economsc analysis. [tis a method of reaching conclusions
hased on specified peneral axigms. In this method, we can derive condusions from a collection
of facis by applying logic, which esablishes the relationship between causes and effecs of a
specific action. To be precise, deduction can be described a5 reasoning from peneral premises to
spectfic conclusions. Prenuses are those statements which are assumed w be tue and applicable

to a particular issue. 1t is generally believed that right decisions will result from proper reasoning.

Steps Involved in

Deductive Methods

= 2

Selectring the |

Prolblem

2

Assumptions

. 2

Formulating ]

Hypothesis

-

Testing and Venifiings
the Hypothesis

Figare 1.3
Merits of Deductive SMethaowd

Thie menis of the deductive method are as follows,
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cris bazed on general pranciples, such aa the law of diminishing relums; therefore, this
method is weful in drawing inferences which have universal validicy.

. When used correcily, this method is the mest effective technique of discovery. This approach
15 useful for ohtaining critical outcomes,

. Principle of logic is applicd here, and the resulis obtained by the deductive approach are
simple, sccurate and well estahlished.

. Thiz approach is emy 10 we because it does ool necessitate a thorough examination of
slatistical evidence for a specific case. As & resull, results obtained by usinmg this approach are
impartial since they are oot influenced by the investigator's personal beliefs

. Thizs method can be used o predict cconomic trends,

Diemerits of Dedactive Method

There are several demerits of deductive method-

A, The problem with the deductive approsch becomes worse as laws based on unrealistic

gssumplions are assamed o be universal, since they are offen based on unrealistic
assumpions, such as perfect competition in the marker, Thus, this methed (s considered a5 a
stiatic method,

. It is believed by some ecommmists thot the laws based on deducton are imaginary and unseal
because they do not take mio sccount the factors like technology, political system, social
customs and religion ete. which are changeable in nature and highly infleenciig  the
ooonomic facts,

In economics. observation is used o verify theories. peneralizations and laws, The proper
obscrvation neccssitstes asccurate and sufficient data. Ifa hypothesis s derived  from
inaccurate o insufficient data, the theory will not match the fact and will be disproved,

. The deductive approach is very abaract, and it takes o Lot of expertize 1w make mferences
from different premises. Even in the possession of an experienced economist, using this

approach is problematic due o the complexities of such ecomnmic 15508,

Lol  Lnductive Method

The method of ressemimg from a part (o the whole, from pamicolars o generals, o feom the entity

o the universal is known a5 induction. % "an ascending operation,” according o Bacon, in

which facis are pathered, sorted, and then menermal conc lusions are drown.
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In economics, the inductive appraach was vsed by the German Hiztorical School, which aimed 1o
improve economics entirely through historical soudy. The historical or inductive appreach
assumies that the economust = essentially an economic hstorian who must Grst collect data, deaw
gemeralisations and then test the conclusaos by using them o subsaguent events, [T means, we
are usnsg statistical methods to find out the actoal solution o any ceoneanie issue Shce we deaw
the conclusicns only afier considering the changing circunsianees in detail from all angles, this

approach is called conceete, logical and functional.

=

Steps Involved inm
Inductive NMethod=

-

Identaificacion of l

Proablerm

n 2

Collection of Dhata

a3

ODbesermvation I

e =

Ceeneralizations

Flzsre 1.4

Merits of Inductive Method

Followmg are the merits of this method:

11 This method is considered as dynamic because in these changing economic phenomena can
b analysed with proper expedence, therefore, appropriate conclusions can be deawn which
will be further useful to provide appropriate solutions to the economic problem.

21 As it i based on facts, 50 i 15 more realistic 1n natre.

31 This method 15 alse useful in fulure enquirizs.

4) Besides the above-mentioned menits, it is helpful for the govermment o fornmlate economic

policies at the micro and mesero leved
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Demerits of Inductive Method
The demerits of inductive method ane:

L} As compared to the deduciive method, the implementation of this method 15 quite difficule
If a person is having adequate knowledze of statistical techniques. then he can use ths
method. It means vast knowledge of the investigator is necded in this method.

2} This method is very costly and time consuming.

3} To obtain precise results and moke their uwse universal, the aren of observation and
expenimentation must be broad, which s not the case with the inductive method.

Fromm the above discission, it can be said that these two methods are not contradsctory o each
however, 1o ged approprate results these two can be wsed as supplementary 0 each other
Economias use these methods singly or in combinaton when amalviing prohlems, depending on
the type of the problem e be analysed. As a result, mductivie and deductive methods are egqually
mmporknt foe economic amalvais, Thus, @ combimation of both the methods will lead o e

PrOSIess 0 Coanammie Snguines.

Check Your Progress-11

001 Scarcity is the mother of all ecomame problens. Disciss o
A

In economic theory, however, the assumptions are always viewed negatively. But one cannot
deny the mle plaved by these smsumptions. Lat us discuss the numerons beneficial roles of these

assUMpLions in economic theory:

1} Assumptions are a cost-effective way of desenbing or presenting an idea,

21 A nuimber of people and a number of wems are involved in economic analysis, Studying each
and cvery man is 8 challenging task. So. after examining numerous types of men and varsous
tvpes of things, we fomm genenslis=ations about the category ws a whode, In our models, Dot

example, we commonly state that only two iems are produced. It does nat imply that we
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A

5

only produce two types of goods in the real world: rather, it means that we produce two vpes
of poods such as capital goods or consumer goods, As g result, we can simplify our siudy by
Just cstablishing assumptions. As a resuli, we can conclude that sssumptions result in
simplification.
Azswmptions are considered as a coivenicnt way of stating the conditions under which the
validity of a theory is tested.
Gererally speaking, the real economic scene is not stable; it is changeable in nature. Because
of this, we cannot make changes in our economic madels so quickly which would meke our
analysiz invalid For example, in the theory of demand we take the example of ‘ceteris
paribus” (Le., other thing remaining the same). This would simplify our siudy, aed its validicy
could be evabiated uwsing the assumptions provided
In cconomics, wo are eommonly wsing the assumption of rationality of an individual. b s
important to mention here that different people have different tastes and preferences, their own
peculiaritics and their own bigses, They cannot all be freated separatzly. To do so, we muost
essume that economic is concerned with the average man rather than a specific individual
Due to this, an mdivideal 15 commonly sssumed o be a mtional being. As a resule, by
assummang an average and ratonal man, we climinate the possibility of exceptions w the

provided coonomic laws.

In econoatics. every law amd peneralization are based upon some assumpiions, The concem now

is whether these assunptions should be realistic or sot o formulate proper coonomic faws.

According W o viewpoint, economic Iaws, if they are o be valid and  useful, must be based

upan assumptions which are realistic. As a result, drawing unrealistic assumptions and

establishing laws on their basis, according o this veewpoint, will make the laws invalid, Prof

rilton Friedman, oa the other hand, argues the same in his well-known paper, "The Meahadology

of Positive Economics”, He claims that the predictiens of positive cconomics must be checkod

with empirical evidence, even though the assumptions taken might be unrealistic, Assimpiions,

hie clains, cannot be realistic sance they are ercated solely (o simplify the anal ysis,

1.8  Economic Models

A model 15 3 simplistic version of a theory. In other words, a moded 15 & pant of theory that

represents a causs ond effect relationship in a specific sconomic phenomenon, Words, diagrams,
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and mathematical equations are ofien vsed o express these concepis. The terms model and
theory are ofien uzed inferchangeahly since boil are designed w desceibe the relationghip
between vanables, An economic model, on the other band. 15 3 formal statement of & thesry,
coinmaonly represented & a senes of equations or graphs, When economic models merely define
a gencral relationship between variables without specifying the exact relationship, they are said
i be "peneral." A peneral model of demand, For example, 2 ene that states that as the price of a
good increase, the quantity demanded decreases. Quantitative models are those that explain &
quantitative relationship between variables. Models are created by sconomists to analyse and
forecast economic events. FEeonomists lave developed mathematical methods o analyse and
forecast the behaviour of an individual conswmer, producer or the cconomy as & whole, & model

i5 made up of several assumptions that are used to draw conclusions or consegquences.

Fhere are two points o keep in mund about the analviical economic model. Firstly, a model
should alwayvs absteact from reality. Secondly, an empirical economic model is made up of a
collectuon of equations o graphs thal depict the cause-and-elTect relationship. Figure 1.5 shows
these two imporant anributes of the economic model,

Two Atlnbules
ol Economic
hMModels

: Mumiber of
Assumm-ﬁ:’- ofa Eqgualions or
Mod Ciraphs

Figure .5 Attribotes of Economic Modes

A, Assumptions of a Model: An cconomic mede! 15 often dependent on certain assumptions thas
do not secumtely represent real-world ecopomie conditions. While the assumptions wsed to
construct & model must be related to the type of stuation being analysed and explamned, they
do not have 1o be an exact rephica of the real-world sfuation. Only the most important aspects
of the modem economic world are represented in 2 model. In realicy, the real world is 50
dynamic that understanding it necessitates shstraction and simplification. To bning out any

usefil ond practical features of reality, one must abstract from it W some extent, However, in
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several respects, 3 model is ool o torad abstraction from reality in order [0 concentrate cerain
aspects of reality that are imporant and wseful for understanding the behaviour of  an

CCONMITIC unit, consumer of producer.

However, caution should be taken in this respest, We should avord oversimplifying so that the
model we buald does aot provide a skewed representation of the real=world phepomena. As &

result, economic mixdels should be built in such @ masner that ealy imelevant and isignificat

comssiderations and Factors are ignored

B. Equations or Graphs and Economic Medels: An coonomic model 15 vsually made of a
series of equations or graphs tat express the relationship between variables related 10 the
provlem under imvestigation, Each equation trics o explain the behaviour of a single vanable,
artemping 1o create @ cause amd effect relationship Tor that vamable.

A key question now 15 why economists are interested in developing modek, Ecomomic
models are created for the purpose of analysis and prediction. Analysis mmplics how
adequately we can explain the behaviour of an ecomomic unit, consumers or producers
Prediciuon, on the other hand, refers w o moded’s sbility 1o predice the elfecs of changes in
sorne magnitades in the economy. A models uscfulness may be determined by its explanaiony
or predictive power, the realsm of its assumpiions or the scope of 115 apphcabiliy, The most
eritical atmbute of a model, according o Milton Friedman, is its predictive ability or how
well it can foreeast the behavigur of an economic unit, The eritical chargeteristics of 0 valid
and sansfactory moded, according o Paul Samuelson, am realism of assumpiions and
analviical power of the model to describe the behaviour of economic agents. consumers or
proslucers,

It should be remembered that economists genersl v believe that the most important aitribute of
n moded is its purpose, that is, whether the model maker wishes to use it 1o forecnst the effect
of 8 change in a variable or 1o analyse and describe the particular bebaviour of an economic
agent.

Check Your Progress-111
O What are economic models? Why do econemests build economic models?
Ans




3.2 Write o node on the importance of assumptions in economic analysis?

THEORY OF DEMAND AND ELASTICITY OF DENAND

Demand is comsidencd as the basis of all peoductive activities, For the determination of a
fimn"s profimbility demand plavs o pivoral roke, Therefore, eaimates of e demand for 8
proshuct (= essential for planning production actpaty, its expansion and for maketing the
prbuct, FBesdes this, in this onit we wall alsa siody how much ar to what extent the guantity
demamted of a gost will change 0 nesponse to 2 change oo price. Indsviduals bave 2 kog
list of wants. We need geods and services 1o fulfill these wants. This neod makes us desine
certnm goods, In eoconomies, however, mere desine For o product does not constitute demand
For instance, a man standing in front of o condy store may hove a strong desire for the vaneus
fevors oo display. Hewever, iF this man kas meocy in his wallet and is willing to spend it on
these candies, ther his desine becomes demand. It is important to mention here that desine
becomas demand when @ is backed by the ability and willingness 10 pay for the things we
want. A commaodity is demanded because of the wtility it possesses and 65 pard For becauss
it 1% in short supply.,

1.9 Meaning of Demmnd

The demwemd for & good is e amoust of 0 that 8 consumer can puichase a1 various given
prices during a perend of time. [n cconomics, demand plays 2 vital role. Consumers’ demand
for goods and services is the drving foree behind all ceonomic activities. Producers end
invesl in preduction Bmes whene demand for the ougpat i3 not only high but ilso comsisent so

that they will make mare profit.

According w0 Ferpguson, *Deward refers fo fhe gemdies of o commediiy thor dhe consiemers
are able aud willing 1 by at each possible price during @ giver periad of fime, other thing:
heing egual ® According 10 Schiller, "Demeanid i e abilite and willingmess o by specific

granmiitr af @ gredd af eliermaive prives in o giver fme period, ceterty porins,”




I the context of Utlity and Dremanel, goasds are in domand because they satisly poople’s
wants The amount of satisfaction derived by an indsvidual from eonseming a good §s reficmed
tivas utilig. It means the want-sabsfying power of a commodity = called uilicy. The utliy of

a gocd b5 an essentigl detenminant of o consumer's demand for it.A persen's desire for a
commodity 15 detfermined by the uhility he intends to denve from it Themdore, greater the
cxpoected wiility derived from a commodity, greater the desine for i Alcohol and cigareties.
for exomple, can be harmful to people, ot dhey serve o purpose for those whiose wanis they
sahsfy,

Mext, b s impocant o distinguesh between the demand for a0 commesdity amd the gquanuty
demnanded. Demand refers to the quantities of a commodity that consemers plae to purchase at
different prices of a commodity dunng s perod of time wheress quantity demanded refers ke the
amovmt of & good or service that cansumers plan to buy ol o specific prce, [t should be carcfully
noted here that guandity demanded is e always the amouni actually purchased by consumers,
The guantity demended i often greater than the quantity of the geods available, as a result, the
quantity of the peod actunlly purchased is fess than the quontity demanded of it

It is worth mentioming that demand for o goosd 15 determined by o number of  factors fike
tastos amld preborences of the comsaumer for a commosdity, income of the consumer and the
praces of related goods, ete. If change eecurred in any of the above-mentioned factors, then

demand of the comsumer for a pood will chanpe.

110 Demand Function

The demand fumction for o commodity deseribes the relationship between the quantity
demanded of that conmodity and the factors that affect it Individoal demand for a
comimdafity iz deteomined by #s price. hi income, the prices of related goods, his tasies and
prefergnces and the amount of advertising expendifure made by the producer on thist
commasiity, Thuz, mdividueal demond funetson for a commuodity can be exprossed os:
= (P F. P T4}

Here, Po= 0wen price of the commodity X

Y = Imeome of the consamar

= Prices of related commodities

T = Tastes and preferences of the individual consumer
A= Advertising expendinice made by the preduweers on thar commadity.

Far several purpeses in cconormics, it 5 aseful to concentrate on the relationship between the
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guantity demanded of a commedity wnd ity own price while keeping other Buctors such as the
coensumer's meome, the prices of other commadities and his sies and preferences. With this,
wie can write an individual's demand function as folbows,

= AP

This meanes that the guonbity demanded tor o pood X e oa tuncteen of s own prece, when all
otlecr determinants ane held constam. 'I'hl:n:fnrr:.t'nm i5 an invense relationship between price
ondd quentiey dernpnded of o commedity,

10 Demand Schaechabe

Ao demand schedule shows the warious amounts of a good that a buver 1= willing to puchaae
ut varss possible prices of that goosd ot a given time! It con be shidied as:

Indmvidunl Demand Schedule
ffarket Denmand Schedwle

A, Individus] Demand Schedule: An individual demand schedule B2 a fable that shows the

quantities of o given commediey thint an individwal consumer can purchase at all possibleg
priges ab a grven fime, The demond schedule of an individual consumer can be explamed
with the help of a tahle,
It will e seen from this demand schedule that os the price of o commodity rises, its
quantity demamibedt will dechine, When the price of o commedity 15 Rs, 10, the consumer
purclises 50 unsis of the commodity and when price goes wp e Bs, 50, the consumer hay
reduced the guamnity demanded of the product i.c. 10 units,

Tabvke 1 Dndividual Demand Schedule

Price (Hx.) Quantity Demanded
(Units)
14 501
0 40
£} 3n
40 1 0
Ll 11}

B. Market Demand Schedole: For fhe determinateon of price of o commuesfity the

infoematon relebed too the size of ol market demund for the commasdity 15 very
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cssgmtial. Begides the factors which are affecting an individual's demand (price of a

preduct, his meome, prices of relaed commoedities, and  individial's taste and
preferences). market demand for a commodiy depends on an additional factor e, the
numiber of conaumens, However, the nenber of consumers depends on the population of
a region or ity wha consume that commoskty, Thas, in every market there are o number
of consumers of o commadity. The schedule which shows tee guantity demanded by all
the copsumers of o commadity collectively ot its different prices i3 called  market
demand schedube, Mutket demand schedule defined byLicbhafsky as, "Marker demanid
silvedule is defined ox the guantities of a given commodite whick all conmmers will iy

af all pozzible prices af a giver mamend of time "

The market demand schedule of omnges can b shown with the belp of o fable 2. It
deseribes that the market demond can be obiained by pdding fogether the pmountz of the
commadity which individual consumers wish to buy at each price. Suppese, there are
three conswimers of o commaodity in the market. Thus, at price B8 3, mndividual A wishes
to by 100 wnits; individual B wishes 10 buy 75 units; individuol C wishes 1o buy 25
umits of the oranges, The ol quantity of the omnges (it the three indradoals plan to
buy of price Es, 5 is therefore 100 + 75625 = 200, Mow os the price decreased to Bs, 1,
individual A wishes to buy B0 unnts; idividual B wishes to buy 4500 anits; and
individunl O wizhes o buy 2500 units of the omanges, Thes, the iotal quentiy of the
aranges that e three individuals plan 1o buy at price Rs, | & therefore B0450+250
=150, Thus, market demund of a commasdity s the tetal demoand of wll the individuals
towards a particular commadity,

Table 2 Marketl Demancd Schedale of Oranges

FriceiHs.) Demamel of A Demanc of B Cremanad of O Marked Demand
(U nits)
| | A+BHC
| 100 73 25 20y
4 i i [ 5 &1 40
i 400 104 oo | 7ol
7| 5500 3 150 | 1,000
| =00 454 250 1 .A000




LE  Demand Curve

A demand curve 5o graph that shows the relotionship between vanous quantities demended
ut variows possible peices for o commedity. According to Leftwrch, "The demand cume
Fepretcinty e MOeiieR Queatnitiey per uiill of fore fhal cosidumery wlll weke ol vdrions
pricer”, Like denand schedule, demand curve also has two aspees: Individual Demand

CurveandMarket Demand Curve

A, Individual Demand Corve: An individual demand curve shows various quandities of a
poodd dernanded by an individual consumer at different prices. The individual demand
schedube can be shown with the help of a figore, In fgure 1, on X-axis guantity
demanded and on Y -axis, the price has been shown, D0 1= the demand curve

o ]
=
ot
o

Figure 1.6

Each poimt on this demand curve shows the relationship between price and demand. The
slope of the demand corve is dowmwcard sboping Teem keft 4o right. which shows an
inversg nelationship between price and quantity demouded of the commedEy,

B. Market Demand Corve; Market demard curve for the good can e obtaimed by joming
all the pants showing the amouns demanded of the good by all the  individuls ai
vibrious prices. 10 we mssume that there ave thres individuals inthe market for o goed,
Then the market demand curve con be a homontal summation of demand curves of these
three consumers, The market demand cumve also slhpes downesrd o the nghe, 115
veorth noting that when the peece ol a commodey falls, new conswmers are more ikaly to
join the market amd will Further increase the guamtity demanded of the commadity.

The maker demamnd curve can be shown with the help of a Bgere. In Flg. 2, quanty

devnasded of oranges has beer shown o X-axis and price on Y-axis., Since the market

detnand curve & the horirontal summation of dividial demand curves, italso slopes

dowmwarnds,
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k1 What is the meaning of wrm dernand in cconomic? How it is different from desine and
quantity demanded of a commodity?

ADST

(1. Define Demand Function
Mna

.11 The Law of Demand

The law of demand 15 the mest mpodent bw of economics theory which provides importand
informatien wbaut demand. The furctional relatonshep between prece and guantiy demanded
ig expresscd by this law of demand. According to the law of demand, other things being
cquak if the price of a gosd falla, the quantity demandad of #will merease_and if the price of
the comemedity mcreases, it quantity demopnded will decrease. de o result, the low of demmond
states that there 15 an inverse relationship between price and gquantity demanded. ull other
things being cqual. (Hher things that are assumed o be constam are the income of the
consumer, kstes und preferences of the consumer and the prices of relabed goods, If any
change cocurred inoabeve mentioned fxtors, then the myverse relatronship between price and
quantify demand may not hold good. The following demand function ean be wsed to illustraie
the law of demand;
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D=F, P Y. T, E)
Here, D= Denand for commodity-3, P Own price of commodity- X,

P = Price of rebated commesdiises, Y= Income of the consumer,

T =Tastes and preferences of the consumers and E = Expectaton of the consummer,

According 1o Prof Samueelson, "Low of desond aranes tear peopde sl Buy maore at fover
pricer and B dess o himher prices, oeferls poribns, or offer thines remaining  the
e "Acconrding to Prof Marshall, "The low of demiend sfades that e amound desmirncded
fracreater wirtk a fiald (o pfoe gl dowlnlsbes when poioe ficecases, otler g Pedme egual ™
L1 Assumptions of Law af Deman

Law of demand holds good wwhen “other things remain the same®. It means factons

infhemcing demund, other than the own price of the commodity sre asspmesd to be constant.

Mix change in the price of relabed goods,
Miv change in the income of he consumer.,
Miv change in the tnstes and preferences of consumers,

The consumer does nok expect any change inthe poce of the commadity in the near fubure,

!.m.‘l:lrding tix the Fw of demand, therg is an inverse relafionship bebween o commaodhty's own
prce mwd w5 dermond; bowever, this relationshap 15 not proportional. 1= sopottant 1o note

here that the law of demand
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Figure 1.5

inificates onby the directon of change m demand as a reselt of change moits own prce.

Inverse relationship berween price and demand cn be seen Inthe fipure no, 3.

It iz evidend from the figure that en X-axis quantity demanded and on Y-axis price of the

commdsity his been taken. DY = the demanmd curve, which shows thit ther B an mverse

ZB




!:l&ﬁunnhip between price and demand. When the prce of the compuedity 5 OP, quuniity
detnanded of the commodity is 00, Moew, as the price incressed 1o OFP], quantity demanded
hias reduced o OCH .

L1122 Why Does Demand Curve Slope Dovwnward

!ﬁ: Bw of demand shows an inverse relationship between price and demand of a commodiiy .
It means when own price of the good decreases s quantity demand will merease and when it

mereases s demind will decresse. Follewing ane the rensons for thes:

A, Law of Diminkshing Marginal Utility: Every commodity which & demanded by the
consumer has wtility, As the coansumer consumaes additional units of i, in a given time, the
wiliy derived froms each successive unbt diminkshes. We can say thar the law of
diminishing marginal utility applicable to his consumption. This Law states that margies]
wility of any good diminighes as moee and moee of that commnditg is purchased by the
consumer, Therefore, a consumer will purchase more of a commodity when be has to pay
fewer prces for ot According 1o the law of dimimisting margmal wtibity, the consumer
will stop his purchase at thit posnt whene the marginal utibity of the commuesdity 15 equal in
the price pasd For ik

B, Income Effect; When the price of a commadity declimes, the people who have vsed this
commodily before will demoand more oty of that commodsty becasse  the price has
Fallen, With the fall o the poce of a commmodey there & an imonsse m the consumer's
real imcome therefore, the consumer will demand more of that comimodity, Real income is
called the purchasing power of money income. In other words, money's purchasing poswer
has increased, which ollews consumers to purchase more of the same commaodity for the
sammg pmount of money they previously spent,

C. Substitution Effect: When the price of a commodity decreases, it means that it bas
become less expensive in comparizon o other cormmoditics. [n comparison to aftematives
whoee prices hove not dropped, this decresse moprice mokes it mone appesling. As a
result, people substiute i For other things, For instnce, te and coffee ane substitutes for
cuch other. If the price of iga increwsed, the consmmers may substibeie coffer for te,
althaugh the price of coffer remains the same. Thus, demand for tea declined as it i
becoming more expensive hecause of a rise in ks price. On the other hand. if the price of
ten decreases, the consumer will substitute tea for coffoe as it 1 becoming loss expensive.

Therefore, the demand for tea mercased.




The substitdion effect s e slromger oud af the bwo effects because the |:|u3.'|.'|.' will oflen
substitute the cheaper for the more oxpensive commodity. Furthermone, although the
substitutton effect is always postive, the income effect may be positive in some cases and
negative in others. For example, the income offect i negative when the commodity  is
infermor. However, sineg & consumer spends anly o smill percentage of hizs income on a =angles
commodity, the inoome effect is usually negligible. whereas the substinetion effect s alwavs
soostron g thot the net result i positive.

1.11.3  Excepiions io the Law of Denvend

Itia generally believed that the law of demend is valid in most circumstances, The Bw of
dermand does however, have several exceptions 1t means that the market for certon goods
grows when the prce s and comtracits when the prige il In the case of such gooads, the

dermand curve slopes upwards from left 1o right.

Iy When people expect thot the price of o gosd il incresse in the future, they wall boy
morg of i, even al o kgher pnce, in order o oavord o futre price merease, Thes type of
situatsm can be seen during wartime, partcolarly s case of hasie necestes,

21 The Veblen Effec is o wrm used w describe o phenomenen thit occurs with the name of
the geonomest Thorstem Veblen, who propesed the theory of conspicusus consumption, is
synonymaes with sne exception 10 the b of demand, Acconbing 1o Veblen, some
conswmers determine the wiility of a conmodily solely based on s price, 5.2, the kigher
the price, the higher the utilicy. For example, the market demands for goeds like dinmond
and jewellery, which are symbols of social stats and confier a distinction on the holder,
do mot follew this ke, Smee such goods are in bigh demand due w their high price,
demand for them rises as ther poce mses,

3} Giffen goods (named afer Sir Robert Giffen a nineteenth-ceniury coonotnist| are inferior
goods whose demand Falls even though their price falls, defving the low of demand. For
instance, pooner sections of society connot offord e buy superior varieties of foodgrains
such us wheat and they ore forced to purchase the mBenor vanetes like manoe, Therefore,
when the price of mozee falls, their real meome mses, As o resolt, they den't buy as ouch
mitize as the law of demand will require. Rather, they will continee 10 demand supenor
varieiics, such as wheat, w replace maize.

4) When somctheng gees oot of fashaon, demand for it does oot merease, even though the

price decreases, In the opposite case, as g peodoct's popularity grows, peopbe will by




muvre of i, cven though lis poce cises. The rule of demind s broken in cach of these

Situakomns,
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Figure 1.9

Hewever, these exceptions de not invalidate the law of demand, which applics to the number
of woads sold in the market. Though ceriun individuls deonot behave in accondance with thig

bw I seime chrcuwinstances, It i noewortly bene that the 1w of demsand operabes i gemeral
1.1} Fuctors Defermining Demand

Adthoweh stating the law of demarsd, we now come to the “other things” that are assumed to
remain constant. As o result, it B pod necessary thae only price will bring change in demand

for o commadity. Changes in other faciors, us discussed below, may have the same effect:

1} Price of & Commelity: The poce of the commodity 15 the most mpertunt Sk
influewcing the quardity demanded of that commodity. Mormally, a rise in price is
followed by a decrease in demand. and a decrease in price i followed by ap increase in
dempnd, The law of demand deseribes the functional relotionship between price and
demand.

X} Change In Imcome: This shift has a significant impact on demand becaise when s
consumer's income rises, w0 does bis willingness to pay ond he can buay more goods than
before, Changes m the distnbution of moome m fvgur of the pisorer sections of the
socrely merease thesr purchasimg power, and therr demand for commodiees o peneral,
and For necessties of Bfe inpatscular, is boud 1o nse as 2 resuli.

3) Change In Tastes and Fashion: Demand is alse affected by chamges in tasies and
Fashions. The growing pepudarily of cotton clothing hes decreased demond for symthetics
Tea's popularity bos dwindled us coffes has grown m populamty.

il
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5)

8)

7

L1

Change in Sice and Composition of Pepulationd Increases inog country’s popailation
have a significant impact on demand because the greater the amount of mouths to feed,
the greaver the quantity of & commaodicy required. Mot only the size of demand, but also
the composition of demansd, is influenced by the population's age structure

Prices of Hubstitutes: A commodity’s demand 1= otten mmtheenced by the avinlahibity anc
price of substimtes. People would use a substitute for a good that is available ar a lowes
price if the price of the fermer rises This wounld decrease demand for the former
commodity while incressing demand for the substitute, For instance, people will st
drinking coffee iFthe price of tes inereases the demand for coffes, A decrense in the price
of tea, on the other hand, may redoce coffes demanad,

Techndeal Pragress: Techinical advancement allows for the production of a sader range
of producs, which reduces the demand for ow-of-<date products. The invention of
televison, fur cxample, lowered the demund For radics

Expectation about Future Price: [f there is a genceal feeling ameng people that prices in
Future will go wp, there will be g greater demand for goods and evervone will buy mare
than hiz nommal requeirement. IF prices in futire are expected to o down, peeple will iy
tor postpone therr purchises and wait for the fall in prices. This will reduce the present
demund for goeds toon consederable extent,

Change in Season: The demand for some goods can fhectate as the season changes, In
the winter, for example, demand for woolen clothes Increases. Similarly, during the
summer, codd bevernges are in high demand,

CLE Why the demand curve is downwand sloping?
Ans

(.2 What arc the factors which are determining the demand for a commadiy?
Ang

113 Movement aleng o Demand Curve wnd Shifis in Deaund Cuorve

A, Movenwnt aleag 8 Demand Carve Extension and contmction in demand of a commasdity

& cased by changs in s own price




(i) Extension of Demamd: The e "extensaon of demand® refers 1o oan incncase i
guantity demanded as a result of a decrcase o the commedity's own price when all
other factors remain constant. Extersion in demand can be explamed with the help of a
fizere oo 5. W oes evigdent from the (gzuns that when price s OF ) demand 15 OO0, Mow a
decling. i price from OF; w0 OF will kead to an increase in guantity demandod from 00
to ). This s called extension in demand.

(i} Contraction of Demand: Controction of demand tefers o o decrease in gquantity
dempnded psa mesult of an inerease n the commaodity™s own prce when all other factom
remain constant. In figure Swhen prce i OF. geantity demanded of the commodity is
00, Mow there is an imcreass in price from OF te OF, a5 a esult, guantity demancdad

of the commaxhity wall decrease from OO to 00y, This 15 knawn as contraction n

demand.
Y& n
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&
E
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Flgure 1,10

As we stuhied that demend of 8 commodity depends upon ils price and some other Bctors
fike prices of melated commuopdeies, consumer's income and ther st and preferences ete,
When demand increases due to fall in price or decreases due to rise in price, this is called
extensbon ad contraction of demand pespectively. There & a shift i the entire demand curve

s demaed changes dug to factors othar than price

B. Shifts ln Demand Curve
(1 Imerense in Demamd: The demand for o cormmaodity i3 influenced by the consurmers’
ipcomes, as well as thewr fistes and prelerences for the commadity, As 3 mesull, oy

change i these variables would result moa shift m the demand cure. For illustrtion, of




i)

Cimsumicrs’ incoanies mee as 4 resull of incrcese in wages and salaries, they woulsd demand
maore of a good at each price. A rise in demand means that more of a good is being
demanded at the same price. of the same guantity of the good i5 being demanded a1 a
higher price. We are now oo a new demand corve that is to the right of the old demand
CUTYE,
Causes of Inerease In Demand
Follewing are the reasons for the sune:

a. When the income of teé ¢ onsumer incremses,
When the price of substiute gomsds rses,
When the price of the complementary goods decreases.

=

oA

Wihen tastes and preferences of the consurmers shift in favor of the commodity.

¢, Expectation of mse in price in the near future.

[ Increpss in popultien,
Decrease In Demand: If the facbors infleencing demand change in a negative way,
demand will fall, causing a shift in the demand cerve s the kefi. For instance, if
conmmers’ iheome declines asa result of increase in taxes, they would demand less of a
commoidity, & meduction in demand means that ke anits of a2 geod are demanded at the
same price, whike more umits wre demonded o 2 lower price, We're on a eew demand
curve that's to the left of the old demanid curve,

Cavimes ol Decrease in De moand

Due to the following reasons the demand decreases or denwand curve shifts backoward

b

o, When the imgome of the consumer declines,

b, When the price of the sebstinte goods decrenses,

. When the prce of complementary poods nses,

d. When tastes ard preferences of the censumers shifi ppainst the commodity, Tt roay
be due to chomge in fashion or chunge m climate,

e, Expectanon of fall m price in the near futune,

f. Decrease mopopulation.

Inerease i demamd and decrease in demand can be shown wdth the help of a figune, L will
seen from the fwwre 6 that at prece OF, CH) guantity of o good i demanebed, Cwrve D0y

mificates an increase i demand because at the same price quantity demanded has increased




Trom ﬂlli_} o I:Il:h. Curve D0 ixbicates decocase i demand because at the swne prce
quantity demanded of the commsdity has decreased froomm 00 to 00
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Figure 1.11

L4 Elasticioy of Demand
In the preceding prges, we have atudied that when the price of o good falls, the guanticy

demanden] rises and when the price rises, (be quantity demanded decreases, This & efermed to
ps the law of demand, Only the direction of change n guantity demanded of o prodsct in
respoase toa change 0 #s price 15 indicated by this law of demond. Therefore, this law doss
oot tell us by how mwch or to what extent the guantity demanded of a goed will change in
respoase o a change noits poce, Thes information as 0 how much or o what exient the
quantity demanded of & pood will change as & result of a change in its price is provided by

the concept of price elasteity of demamsd,

15 Mill ard Cournot were the carly econemists who referred te ehsticity of demand in
eeomomecs, But this concept wos developed by Dr. Marshall in bis femous book “Principles
of Economms", Elasticity of demand refers 1o the degree of responsivencss of gquantity
demnnded of & commedity to u change in ks price. There are three concepts of elustieity of
detnand: price elasticity, cross elasticity and income elastieity. The degree of responsiveness
of the gquamtity demanded of o commodity s a change in its poce & efemed © s price
elasticity of demand, The degres of responsiveness of a good's demand to a shafi m the price
of a relawed goad. which may be a replacement or complementary 1o i, 5 refemed 1 as cross
clasticity of demand. The sensitivity of quantity demanded of o commeodiny 10 a shift in

consumers' meome i8 referred w as income ¢ lasticity of demand.




1140 Types of Elnsticioy
There are three concepts of clastieny Lo, meome clasticity, cross elasticity and price

clasticity.
I. Income Elasticity of Demand

When all other factors remain constant, such as the price of the given commuodity, the prices
of relwied goosds and the consumer's taste e, the percentage chargre in the quantay demanded
of a thing cavsed by w piven percentage change s the consumer's ineome & referred o as
meome ¢lasticity of domand, According o Walson, “Ireome elasiicine of demand meaas the
rafin of the percedfope change in e guanify demamded. o e percenioge change

decame "
Ineome elasticity can be mezsured by the follvwing formala:

Percentage change in guamtity demanded Percenmge
change in lisome

Ey=

Incamme clasicity vares m accondance with the aature of commaditics, The meome clastciy
i postive for all nocmal poods, because with iscrease momcome ol the ¢onsumer, his
dermand for nomal gsds will increase, Om the other hand. meome elsterty 15 nepative S
micnor goods or Giffen gosds, Inthe case of inforior woods, when income of the consoner
will increase then quantity demanded of these goeds will decline and when income of the

consumer will decrease then guanticy demanded of these goods will increase.
Impartance of Income Elasticity of Demand

A, Helpful in Busimess Decision Makisg: 10 §s wsefol for both business Ninns and
industries i making decesions. 1 a compony's prosdust has high meome chasticiy, it has
a |t of podential o devebop in a growing economy, 14 1= worth nating that the market for
luxurics 24 extromely icome clasic. As a resull, domand for hixunes Buctustes greatly
in different phases of busines cyckes, Therefore, demond for lusunes increases mon:
shuring boom persads and declines sharply during recessionany persods,

B. Helpful in Designing Marketing Strategies of a Firm: s abo wcful in designing
markcting strategics of the firms, We learmed in demand conoepts that a person's income
is & siznifeant decermirant of a product's demand; as a resuelt, firms that preduce goods
with high ingome ¢laaticity of demand try 1o locate their sales outhets I citics or regions
where people's meome 15 rapidiy growing,

C. Helpful to Understand the Plicht of Farmers: This concepd s overy useful o
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demuonatraie wh}' Burmers” income will mol increase in the. same way an the icomme of
urhan people whoe are working in manufacturing indwstrics. The major cause behind this
is that the income elasticity of demand for agricultural produces such as food grasns is
less tham one; as 8 result, it is very difficult thet farmaers” income from ngriculture will

ingTeiss m proportien B the growing natonal income,
2, Cross Elnstlclty of Demand

Changes in prce and quaniity deminded of teo rebased poods hive o ot relationship
Thercltore, when the price of one good change the demand foe the elated gosd will also
chamge, For instance, tea and coffee ame two related goods. Thus, when the price of tea
changes the demand for coffoe will also change,

In giple words, cross elasticity of demand is o measere of change in quantity demanded of
gondd-Y . as g resuht of change in the price of good-X. According to Ferguson, "The cross
elasticity of demand & the propomtional change in the quantity of good-X demandad resulting
From a gven relative change 0 the price of the related good-Y."

It can bse measured as:

Percemage change mn quantity demanded of good—X Percentage

Ec=

change in the price of good—Y

I is important 1o woie here that when twe geods are substitutes for cach aother, cross-slasticity
of demand aniomg teem 18 pesitive ke wa and colfee. Becawse Increase In the price of e,
mereases the demeand for coffee. Howewver, the cross-clasticity of demand for complenentany
ool [ike bread and hulter is negative, because inercase in the price of one decreases the

dernund of snother
ITmpartance of Cross Elastlelty of Demvand

A, For Formulpting Price Sfrategy: This concept 1= crucal in managerial decision-making
wohen 5t comes bt devebopeng o proper priceng stategy. Mubhiprodoct firms often e the
micthed o measere e impact of a charge in che product's preee o demand  for other
praducts.

E. For Defining the Boundaries of an Industey: [t can alae be osed o define an indusiry's
bosndaries and messure imerrelaticoships betw een indusiries, T is worth noting that, dus
to the mderdependence of frms and indusines bebween which cross prce-elasticity of

demand i positive and strong: noe one can mereaze the price of their product withaoo

i7




losing salbes b other frrns in s lar induesiries.

H.Frinrilmin[w ol D maml

Price elasticity of demand indicotes the depree of esponsiveness of quantity demanded of a
commmdsfity o the change W oits price. other factors auch as consumers' income, prices of
relnted commuodities that determine demand are held constani. 11 is defined o= the raiio of
percentage changs m quantity demanded of 2 commadity 8 a given perenings change in
price, It s expressed by minns (-} sign like:

) Fercentagre change in quemi by diemm and exd
eu=1{-]

Percentzge changes in price

For cxampbe, 5§ per cent fall in price of o cormmoddity will lead te 10 per cont indreqse
m cdemand then elustec by of demnd will be

1R
ed= - ={-}-2=2

El

=

[t is smpertant to mention keee that Fall in price is indicated by mimes {-) sign and dise

e mnvltEplication. the negative signs turmed (o be positive,

According to Prof, Marshall, "Elasticity of demond may be defined ax the percentape
change in the quantty demanded divided by the percentage chemge in the prive." According
ey Lo Mevers, "Tie elosfioiny of dedeard 8 o measire of the Felatve clarge B ameant

prrcbersed In Fespanie To o relative chorge (o price.

1.14.2 Drepres of Price Elasticity of Demand

When it comes to the change in guantity demanded as a resublt of change in price, peods

differ. In certam cases, this response 15 insignificont, while in others, 11 15 copsiderable, As a

reult demnmand elasticity ranges from 0 to infinity. However. the five mest well-known

cabepories ane mentioned beloa,

1. Perfectly Elnstic Demand Curve: The demand for o commodity 15 sud to be perfectly
chstic, il o the same price, buyens can purchase s muech as they can, whebe w a slightdy
higher price, they will buy nene at all. It means demand is infinee at the prevailing price,

The demand curve i this case s perallel %o the X-oxis oz shown in figumn.7
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Fipure 1.12

2, Perfectly Inelastic Demand: The guantity demanded is said to be perfecily  inclastic
when a significant incresse or decrease in price I8 not accompaied by any change in the
quondity demondad, The demand for insufin by the disbetse paticnt is the perfect example
of perfectly imclaste demand, As shown in g no. &, the demand curve i thes case 152

vertical straight line paraliel to the Y-axis Elasticiy of demand in this case is .

Yo

Price

(] ﬂ =]
Quantity Demanded
Flure 1,13

3. Unitary Elastic Demand: The ¢losticity of demund i said o be equal 10 umity when the
percentage change o guantity demanded cguals the peroentage clange o price. The

chsticity of demand & equal te unity 6 the price of a good doubles and the quantity

39




demamded is reduced i hall of what 5l was previously demanded. Elastcity of demand in

thiz case is one. This & depicted in figuere 9.
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Figrare 1.14

4, Gremter than Unitary Elastic Demand: The clasticity of demand = premer thon one
when the pereentaye change 0 quantty demanded 1= greater than the percentage chanue
in price. It is important t0 note that when changs in guantity demanded is more in
respense fp change in own price of the commobity then total expenditure on the
commoifity incresses and vicevera, For example, in the case of color televisioms and ar
ciditionery a sqgnllcant icrease b demand las becn seen 0 respiosse W@ nmodest prloe
reduction. This is depicted i figuee 14
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Figure 1.15

% Less than Unitary Eblstic Demmnd: The elasticity of demand iz less than unity when
the percentspe change in guontity demanded & less than the percentage change in price,

This case i prevalent in the majority of necessities of life, such as sab, wheat, rice und

a4
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i this cose wtal cxpenditure on e commeodity decreases whoen prece [alls and

increases when price increases. This is depicted in figure 11,
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(00 Expliin in detal the merense m demand and decrease mdemansd
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(.2 What is meant by price ¢lasticity of demand? What are different degrees of elasticity of

demand?
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L14.3 Mepsyrement of Price Elasticity of Demand

Elasticity of demand can be messured in variows wavs. The following commonly used

methods
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1. Toial Cutlay or Totel Expendliiure Method

blarshall fist menticned this methad in his book "Principles of Economics” According 1o
Plarshall, i n decresse in price resulis in an incresss in tofal cutlay wed incress in price
results i a decrease in total putlay the ehsticity of demand B more than umity, Omn the otler
hand, due o fall or fse in price. i the wotal oulay remaims constant then the elasticiey of
demand s equal 10 unity, Apan froan that, 87 o rese in price resulis in mereased outlay and o
fall s price results in decressed owlay, the elastcity of demand = less than wity, Notwe thal,
urser the methed we messure slosteity of demand by examining the chonge in ol outlay

due tor change moprece.

The relaronship between price elasticny and totl expenditure can also be explained with the
help of the Followiny tabbs,

Tahle ¥ Relationship hetween Price Elasticity and Total Expenditure

Frice Change | Elnsticity grester than Elasticity less than | Elasticity equal fo
arnate (=1 one (Ed=< 1) o | Ed =1}
Price falls TE increases TE decreases Mo change in TE
Price rises TE decreases | TE mwreases Mo chinge in TE

Wi can underdand the above mentioned relaticnskip with the help of the following Ggurc,
Conskier Figume, 13, 1o ths, tota ] owthay 13 showmn on X-oxs and price on Y-axs, At OF price,
the total eutday is PM. when price falls from OF 1o OP' the total oulay increases from PM 1o
P M, and elesticity of demand is more than unity. When the price decrenses from OF' and
OF* il outlay s P*M° which is the same as P'M'. Therefore, elasticrty of demand s equal
to unity, Similarty, when the price of a commodity decreases from OFF 10 OF totl outlay

decrenses From P8 10 Pabels. In this case, the elasticity of demand 15 less than unity,

W
F L |
m’
é 1 -t
P2 m*
i |
[ =0 1 j"{ H.
o Total Guiley %

Firure 1,18
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1, Percentoge Method
This &5 the secomd method for caleulating efasticity. According 1o this method elastecity of

demmand is calculaed as the progorfional change in quantity demanded divided by the

proportemnal change in pige. Acconding to Prof, Marshall, if 2 given percentage fizll or rise in

prce resuls moan equal pereentage mee or fall mothe quantsty demanded, the elasticity of

dermand & equal to unity or in other wonds, i 5% falls or rise in pice resulis to 3 M fse or

fall i the gquantity demanded, elasticity of demand is ogual fo unity, As o result, elasticity is
efined ds the proportion of 2 chunge in guantsty demanded to 2 change in prics paid.

_ Percentage change in quantity demand edPercentage
change in price

&

i Point Methoad
Wi are occasionally interesied e measunng elasticity of demad at a parficufar point since

the degree of clasticity of demand can vary on diffcrent parts of a demand cumve,

¥
o
B
g "
]
o o
A

Guantity Demanded
Figure 1,19
Frpere 1.9 illustrabes bow 1o caleobate elstiony of demand at 2 partecwlar point onoa demand
curvie I P s any point on a demamd curve DU At P, a tangent s dosas 1o dos corve, which
toiches the X-axis al A and Y-axis at B, The migo PAPE represents the elasticity of demand

at P Because PACis longer than PB. the demand clasticity at P is greater than one. The

fallowing formaka is used to caloulate demond elasticity at o given paini:

Lower Seament Upper

i
¢ Segment




I ix worth nentening here that of there is an mfmitely small change in prece and quantity
detnanded, the percentage method e calewlate demand elasticity at a given point on the
demmand curve can be wsed; howewver, if the changes are conssderable, this formula will be of

ottle wms.
4. Are Elasticity Method

When w=ing the percentaze method to determine price elastiviy of demand, we must decide
whether to use the natinl price ns the bese for caleulating percent changs in price or the mial
gquaniity as the base oo calculating porcend we in quantity demanded in response Lo o
given percent clange in price. To avoid this difficudty, we calculate the perceptage change in
pree or quantity demanded wsing the are elasticny approsch, which wses the mudpont of the
bzl wnd el price aed guaniiy demanded respectively as the bese, Thas, arc elastxity s
the measurement of elastcity between two poinds an a demand curve. &ccording to Watson,

"Are elasticity is the clasticity at the mid-point of an are of a demamd curve.

The portsom of the demond curve DD shown o figure 15 between two pomts A and s
kroown is Are, Wowill b seen from the fgure that when preee s OF, quantity demanded s
O, Wheen proce falls oo OF 1, quantity demmbed will be O,

Y4 Arc Elasticity
(m ]
B [ £ 3
= P
[1¥)
g * —
=
- a a, x
DUANTITY {Linita)
Figure 1,20

It shauld e cmphasiasd that this mcthod of measonng prece clastscity of demand must be

used for large price changes.

1144 Fattors Affecting Elasticity of Demand

We have studicd from the above discussion that elasticity of dermand is different for different
gonids, This is due to the follewing faciors:




[n general, demand for necessaties of life (such as food, clothing, sall, kemmenc amd vil
cte.) are melastic, whereas demand for husury products s clastie. This is due to the fact
that the consumption of a cemain minimum of these wecessities 15 required for human
survival, Mo one can live without these items, no maber how expensive they are,
Howgwer, iF the price of luxuries rises over a certam level, demand for them may b
redoced A necessiny docs not alwavs imply a fife-or-death situation. When a person
becomes habiusied 10 consuming a cemnin iteny, it becomes an indispensable part of his
consumption patiern, and his demond for i becomes melastic For an addiel, the
elasticity of demand for nleohdd 1= less than uniy,

Elasticity of demand i= also determined by the number of altematives uses o which a
given commedity can be put, A good's demand will be clastie of it has multple wses,
Coal, for example, can be wilized in workshops, mailwavs, factories and even in the
home. If the prece of coal declines, it will bogin te be used in places whene & was
mreviowsly wneconomical to do so. B means goods which have specified wse inelastc
diemand exists among their cases.

The poads in ease of availability of substitutes are there, the ¢lastieity of demand for
=sach poodds is elistic, 1 the price of coffes n=ses, for example, consumers would swilch to
ten, and coffee consumpbor willl drop sigmificentby,

Percentage of a cansumer's income spent on the commesdity wl=o mfluenced the elastciby
of demand. IF a corsumer spends only a small amount of his bscome on a partlcular
commodity, a price chenge will have bitle effect on the quantity demanded, To put 1t
another way, demand for such things is melastic,

The possibility of the postpencment of the use of a paricubar good also influcnced the
clastcity of demand. The demands for commodities, in case of which consumption can
be postponed, bhave elastic demand, On the other hand, the demand for  those
cimmmodities consumptian of which canoot be pestpored is inelistic,

Elasticity of demand isalso determined by the level of price of the commadity, 1t is Jow
when the price level of the commmodity is low hecause with less price of the commaodicy
the proportiomte chemge in demond B insigni ficant,

Elpsteeity of demand s also affected by the inoome level of the consumer. IF consumers
hirve a high mncome, then they will not consider the prce of the commusdity, Therefore, in
that case clasticiey of deroand is very fow. Omn tlee edher hand, if the income level of e

consumers is bow, then i that case elasticity of demand will bo high.




1.14.8 !mpnrtnm!l’ Elnsticlty of Demand
The concept of elasticity of demand has a grear zignificance in cconomics as discussed below:

. The government will use this concept to frame s faxation pelicies, I the government wants
0 raise revenue from indireet mxes because these taxes can only be levied on those poods

which have inclasiic demand then elasticity of demand is an impociom oo,

rud

Elsticity of demand 15 really helpful e pude the producer in different muorke structures,

Linder imperfect compefition and monopelistic competition this coneept guides prodscers

while fxme poces of ther producks, When deound  For o commashty s inclastee, a

monopeist will st a high price bocause he s almost oorain that his prodact will sl ot It

is imporgan e mention here that s monepolist while using price discrmuination first lopk at
the clasticiy of demand for bis product in di (ferend markets,

3. Thisis also useful fo determine the extent to whick a pariieular factor of production can get
its remuieration raised. Forinstanee. if in an industny demand for a paricalar tvpe of laboar
is inelastic, then they can receive higher wages as compared 0 woges paid toother
CatERories,

4, For the determinotion of teems of trade bebween two countries this concept &= olso very
wicliel. Terms of tade will e Gavor of those countries whose demand for the prodect is
comparatively moere clastc,

Check Your P A1

O 1 How price elasticily of demand is measured?

A,

0.2 Whiat are the determinants of price elasticity of demand?

1.15 S ey
In this unit, we have kearned that economic theory is concerned with the laws and princaples

that regulate the operation of an cconemy and B nemeros composenty. The existence of an
copnemy 5 Based on v Tustamceal s, To begln wity, honan desies for sebds axdseryices
are unlimited and productive resowces with which o produce those desires ane limited. Therefore,
an ceonomist st decide how to best allocate a few resourses inorder i maximise the satisfaction
of the members of sockety, Theme ae two major branches of economica thist ae msro economics
and macre sconomics, Micro economics deals with oo individual unit of the conemy, whereas

macrs gcanomics deals with economy s a whole It copselers bwo aspecisie, posttive scence

; . ; ; ol : ;
and nommmateve scicnce. Posilive science 15 a sy=lemaalee hmwlcdgc r|:|aung Lo critena of what i1 =




and mermative science s oA svetematised knowledge refating to criteris of what ought to be,
Excnomics also consider two methods of methodology, i.e inductive method and dedoctive method,
Inductive method 1= 0 system of repsening from general conclusion 1o specific results and deductive

mathad % a way of reasoming from specific fucks o geoeml conchsions,

In this umit, we have also discussed consumer belaviour towards a prevailing price of the
comimdilty. [t inchides the individual consumer demand (which study the behaviewr of individual
person) os well os the market demand (which sigdy the behaviour of two or more persons ) and
Fictors thature affecting the denmnd of a produsct, The law of demand sfates that then is an myverse
relationship betocen price and quantity demanded, all other things heing equal. Odher things that
ame assumisd to be constant are the income of the consumeer, tstes and preferences of
thecomsumer omd the prices of reloted poods eic. These aspects are comsidered smponam to
dedermine the siee of the marked. Besides tas, we hove also studied another important aspect fiom
a pricmg-decisnon pomi of view e, bow mackels react (o change e price of a product. That s
called elasticity of demand. Theee types of elasticity of demand have been discussed in this context
iz, price clasticity of demand, Bweome elasticity of demand and cpess elasticity of demand. Under
this, the different concepts of elasticity and s degrees which includes perfectlyelastic. perfectly
inclastic, unitary clastie, greater than unitary elastic and less than upitary ekastic. Measurement of
elostiwity of demand with various ways lke tofal expenditure method, percentage method. point
mcthed ond are merhosd,

Ll Duestions for Praclice
Short Answer Ty pe Questions
O, What do vou mean by economues?

2. Discuss the problems of allecation of resources?
3. Discuss the peoblems of choice of techniques?
(4. Diescuss the natune and scope of coomemics.

5. IDhstngush between posttive and nommuative economics,
O, Explam deductive methods.
Q7. Write o note oo inductive meethaods?

08, Explam the mole of sssumplions in econem theory
29 What do you mean by demamd m economics?

Q0. What ure the main determimans of demand for a commodiy?

1. With the belp of a diagram exploms the concepts of indmvideal demand curve
andrmarket demand curve,

2 What do you understond by low of demansd?

D5 Why does demand curve slope dow mward?

4, Mention the exceptons to the lawast demand,




CH A Dristinguish botween extension of demand and coptraction of demand
Orls, Dristinguish between ineresse in demand and decrease in demand.
Q17 What do wou rmean by elastieiny of demand™?

Q18 Descuss the factors which affects the elasticity of demand.

019, What is arc clasticity of demand?

20, Discuss the comcept of income clasticity of demand

Long Answer Type (nesfions

1, Define economees, Explan i detil the nature and scope of sconomics,

2. Diseiss the five fundamental problems of any scomsmy,

O8. Explabn molwctive and dedwetive methods iy cconomics. Also mention thelr meris

and deinents.

4. What §s meant by demssind? Menden the tactors whech infuence the demand lor
cormmsdity,

5, Distinguish between a demand curve and demand function. What are the
factorsthot cuuse o =hift in the demand cwerve?

O, Explum the bw of demand. Why does the demand curve sbope downwards to

the right™,

07, Critcally evaluate the law of demand,

R, Explom “Veblen Effect” and Guffen Perndox, Doees the usoel Towe of demamd
apply in therr cose?

(¥, Explam elasticity of demand. Mention the vanous factors which are affectmg
theelnsticite of demand

10, What 1= prece elasticiy of demand? Explain i degrees and mensurements,

Q1 , What = price elasticity of demand? Explain the are and pomt method of
maisurmgthe elastcry of demand,
Q12 Write a note on following:

a. Price elistecity of demand
b, Income elasticity of demand

¢, Cross elastiaty of demand
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Percentzge change in price
For exampbe, 5 per cent fall in price of a commedioy will lead o 10 per cent incTease

m demimd thew elustacity of demaond will e

1%
) I T

—

It is smiportant to mention hene that fall i prece 15 indweated by menes {<) sigm and ce
b multiplication, the negative sipns tumned to be positive

Accarding to Prof. Marchall, "Flacticitr aof demond may be defined oz the poremiope
cliange i the qeannlty deiarided divided W the percentage cherge 8 e price.” According

ted L. Meyers, "The elesticlny of demard i a measire of e relalive change 0 amanni

prarebersed dn Fesporse foer relaiive chorge n pelee
1.15.2 Dregrees of Price Elastlcity of Demand

When 0 comes to the change m guantity demanded a= a resull of change m prce, poeds
differ. In certain cazes this response is insignificent, while in others, if 15 copsideroble, Asa
mesult, demand efasticity mnges from O to infiniky, However, the fBve mest seell-known

caie gotics ane mentioned belivw,

B Perfeetly Elastic Demand Corver The demand for o commodiy is sod to be perfectly
clistic, if at the same price. buvers ean purchase ag mech as they can, whibe at a slighily
higher price, they will buy neae at all. It means demand is infinite at the prevailing price,

The dermand curve in this case i parallel v the X-oxis o= shown in fipure.?




» X
Quantity demanded

Fipure 1.12

T. Perfectly Inelastic Demand: The guantity demanded is said to be perfecily  inclastic
when a significant incresse or decrease in price I8 not accompaied by any change in the
quondity demondad, The demand for insufin by the disbetse paticnt is the perfect example
of perfectly imclaste demand, As shown in g no. &, the demand curve i thes case 152

vertical straight line paraliel to the Y-axis Elasticiy of demand in this case is .

Yo

Price

(] ﬂ =]
Quantity Demanded
Flure 1,13

&, Unitary Elastic Demand: The ¢losticity of demund i said o be equal 1o umity when the
percentage change o guantity demanded cguals the peroentage clange o price. The

chsticity of demand & equal te unity 6 the price of a good doubles and the quantity

5l




demamded is reduced i hall of what 5l was previously demanded. Elastcity of demand in

thiz case is one. This & depicted in figuere 9.
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Figrare 1.14

%, Gremter than Unitary Elastic Demand: The clasticity of demand = premer thon one
when the pereentaye change 0 quantty demanded 1= greater than the percentage chanue
in price. It is important t0 note that when changs in guantity demanded is more in
respense fp change in own price of the commobity then total expenditure on the
commoifity incresses and vicevera, For example, in the case of color televisioms and ar
ciditionery a sqgnllcant icrease b demand las becn seen 0 respiosse W@ nmodest prloe
reduction. This is depicted i figuee 14
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Figure 1.15

Ik Less than Unitary Elstic Demand: The elasticity of demand 85 less than unity
whenthe percentage chonge in quantity demanded is less than the percentage change in

price. Thiz case = prevalbent in the mapersiy of necessities of hfe, such as sall, whe,
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rice and

sigar, In this case iodal experditure on the commodity decreases when price fallz and

increases when price increascs. This is depicoed in figure 1.
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Quantity Demand

Flgure 1.164

Y
03 Expln in detml the increwse m demand and decrease mdemams

IR OO Y L A 0 G O

4 What is meant by price ¢lasticiny of demand? What are different degrees of elasticny of
dernand’?

Ay

O e

LI5S Measucementof Price Elasticity of Demand

Elssticity of demand can be mezsured in varicus woys, The follewing commanly used
methods are:

P
Aefibnd

Frgure 117
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5. Total Gutlay or Total Expendliiure Method

blarshall fist menticned this methad in his book "Principles of Economics” According 1o
Plarshall, i n decresse in price resulis in an incresss in tofal cutlay wed incress in price
results i a decrease in total putlay the ehsticity of demand & more than umity, Omn the otler
hand, due o fall or fse in price. i the wotal oulay remaims constant then the elasticiey of
demand s equal 10 unity, Apan froan that, 87 o rese in price resulis in mereased outlay and o
fall i price results in decressed owluy, the elasbcity of demand = less than wmity, Nowe that,
urser the methed we messure slosteity of demand by examining the chonge in ol outlay

due tor change moprece.

The relaronship between price elasticny and totl expenditure can also be explained with the
help of the Followiny tabbs,

Tahle ¥ Relationship hetween Price Elasticity and Total Expenditure

Frice Change | Elnsticity grester than Elasticity less than | Elasticity equal fo
arnate (=1 one (Ed=< 1) o | Ed =1}
Price falls TE increases TE decreases Mo change in TE
Price rises TE decreases | TE mwreases Mo chinge in TE

Wi can underdand the above mentioned relaticnskip with the help of the following Ggurc,
Conskier Figume, 13, 1o ths, tota ] owthay 13 showmn on X-oxs and price on Y-axs, At OF price,
the total eutday is PM. when price falls from OF 1o OP' the total oulay increases from PM 1o
P M, and elesticity of demand is more than unity. When the price decrenses from OF' and
OF* il outlay s P*M° which is the same as P'M'. Therefore, elasticrty of demand s equal
to unity, Similarty, when the price of a commodity decreases from OFF 10 OF totl outlay

decrenses From P8 10 Pabels. In this case, the elasticity of demand 15 less than unity,

W
F L |
m’
é 1 -t
P2 m*
i |
[ =0 1 j"{ H.
o Total Guiley %

Firure 1,18
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6. Percentoge Method
This &5 the secomd method for caleolsting efasticity. According 1o this method elastecity of

demmand is calculaed as the progorfional change in quantity demanded divided by the

proportemnal change in pige. Acconding to Prof, Marshall, if 2 given percentage fizll or rise in

prce resuls moan equal pereentage mee or fall mothe quantsty demanded, the elasticity of

dermand & equal to unity or in other wonds, i 5% falls or rise in pice resulis to 3 M fse or

fall i the gquantity demanded, clasticity of demand is ogual fo unity, As o result, elasticity is
efined ds the proportion of 2 chunge in guantsty demanded to 2 change in prics paid.

_ Percentage change in quantity demand edPercentage
change in price

&

7. Point Methoad
Wi are occasionally interesied o measunng elasticity of demad at a parficufar point since

the degree of clasticity of demand can vary on diffcrent parts of a demand cumve,

¥
o
B
g "
]
o o
A

Guantity Demanded
Figure 1,19
Frpere 1.9 illustrabes bow 1o caleobate elstiony of demand at 2 partecwlar point onoa demand
curvie I P s any point on a demamd curve DU At P, a tangent s dosas 1o dos corve, which
toiches the X-axis al A and Y-axis at B, The migo PAPE represents the elasticity of demand

at P Because PACis longer than PB. the demand clasticity at P is greater than one. The

fallowing formaka is used to caloulate demond elasticity at o given paini:

Lower Seament Upper

i
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I ix worth nentening here that of there is an mfmitely small change in prece and quantity
detnanded, the percentage method e calewlate demand elasticity at a given point on the
demmand curve can be wsed; howewver, if the changes are conssderable, this formula will be of

ottle wms.
B, Are Elasticity Method

When w=ing the percentaze method to determine price elastiviy of demand, we must decide
whether to use the natinl price ns the bese for caleulating percent change in price or the mital
gquaniity as the base oo calculating porcend we in quantity demanded in response Lo o
given percent clange in price. To avoid this difficudty, we calculate the perceptage change in
pree or quantity demanded wsing the are elasticny approsch, which wses the mudpont of the
bzl wnd el price aed guaniiy demanded respectively as the bese, Thas, arc elastxity s
the measurement of elastcity between two poinds an a demand curve. &ccording to Watson,

"Are elasticity is the clasticity at the mid-point of an are of a demamd curve.

The portsom of the demond curve DD shown o figure 15 between two pomts A and s
kroown is Are, Wowill b seen from the fgure that when preee s OF, quantity demanded s
O, Wheen proce falls oo OF 1, quantity demmbed will be O,

Y4 Arc Elasticity
(m ]
B [ £ 3
= P
[1¥)
g * —
=
- a a, x
DUANTITY {Linita)
Figure 1,20

It shauld e cmphasiasd that this mcthod of measonng prece clastscity of demand must be

used for large price changes.

1154 Fattors Affecting Elasticity of Demand

We have studicd from the above discussion that elasticity of dermand is different for different
gonids, This is due to the follewing faciors:




i,

12

13

14,

[n general, demand for necessaties of life (such as food, clothing, sall, kemmenc amd vil
cte.) are melastic, whereas demand for hsury products s clastse. This is due 1o the fact
that the consumption of a cemain minimum of these wecessities 15 required for human
survival, Mo one can live without these items, no maber how expensive they are,
Howgwer, iF the price of luxuries rises over a certam level, demand for them may b
redoced A necessiny docs not alwavs imply a fife-or-death situation. When a person
becomes habiusied 10 consuming a cemnin iteny, it becomes an indispensable part of his
consumption patiern, and his demond for i becomes melastic For an addiel, the
elasticity of demand for nleohdd 1= less than uniy,

Elasticity of demand i= also determined by the number of altematives uses o which a
given commedity can be put, A good's demand will be clastie of it has multple wses,
Coal, for example, can be wilized in workshops, mailwavs, factories and even in the
home. If the prece of coal declines, it will bogin te be used in places whene & was
mreviowsly wneconomical to do so. B means goods which have specified wse inelastc
diemand exists among their cases.

The poads in ease of availability of substitutes are there, the ¢lastieity of demand for
=sach poodds is elistic, 1 the price of coffes n=ses, for example, consumers would swilch to
ten, and coffee consumpbor willl drop sigmificentby,

Percentage of a cansumer's income spent on the commesdity wl=o mfluenced the elastciby
of demand. IF a corsumer spends only a small amount of his bscome on a partlcular
commodity, a price chenge will have bttle effect on the quantity demanded, To put ot
another way, demand for such things is melastic,

The possibility of the postpencment of the use of a paricubar good also influcnced the
clastcity of demand. The demands for commodities, in case of which consumption can
be postponed, bhave elastic demand, On the other hand, the demand for  those
cimmmodities consumptian of which canoot be pestpored is inelistic,

Elasticity of demand isalso determined by the level of price of the commadity, 1t is Jow
when the price level of the commmodity is low hecause with less price of the commaodicy
the proportiomte chemge in demond B insigni ficant,

Elpsteeity of demand s also affected by the inoome level of the consumer. IF consumers
hirve a high incoine, then thesy will not consiler the prce of the commusdity, Therefore, in
that case clasticiey of deroand is very fow. Omn tlee edher hand, if the income level of e

consumers is bow, then i that case elasticity of demand will bo high.
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LI5S lmp-url:unnr!‘l'ﬂ.lilil’:il‘_v off Demuned
The concept of elasticity of demand has a great significance mocconomics ag discugsed beloas

5 The povernment will use this concept to frame its taxation policies. If the govemment
swants o rafse revenue from indirect taxes becanse these taxes can only be kevied on those
posds which have inelostic demand then elasticity of demand i= an importunt tosl,

f, Elasticity of demand i readly helpful fo powde the producer in different market strociunes
Under miperdiet competimn and monepolistic competifion this concept  guides priosucers
while fxing prces of thesr prodecis. When demand for 2 commodely is inelastic, a
roomeqaelist will sera high price because he 9 almst cenaln that his prodoct will sell ow. It
i important b menden here that a monopelist while using price diserimimation first besk at

the clasticity of deneand for his produoct in differcst markets,

=]

This s abso useful o detemine the exient w0 which o partbeutar factor of production can gt
its remuncration rased, For instance, if in an mdustry demand for a pacticular type of
Iabour iz inglasrie, then they can receive higher wages ag compared 10 wages paid o
other cafegones,

B For the determination of terms of rade betwesn two countries this concept is also wvery
usefil. Terms of trude will in favor of these coundries whose demand for the procheet 5

comparatively mome elastc.

0.3 How price clasticity of demand is measured?

i.i6 Swmmary
In this umit, we have leamed that coonomsc theory is concerned with the laws and principles

that regulaswe the operation of an cconoimy and s mamerous componetts. The exislenoe of an
geonommy is based on owo fundamental fagts, To begin with, human desines for goods  andservices
are unlimited and productive resoerces with which 10 produce those desires ane limaled, Therefone,
an econormist must decide how o best allocate 3 few resowrces in order 1o maximise the satisfaction
of the memhers of society. There are two major beanches of economics that are micra coonamics
and macm gcenomgs, Micro economess deals weith an ndividuel anit of the economy, whereas
macro scopommics deaks with sconomy as o whobe, It considers two aspectsie, posmive science
and mormakve science. Postive sclence s a s.}'stslzaj.mln: knovwledpe relatmg b criteri of what 1t s

and nomative scicnce 8 a systemnatised knowledge relatng w cnteria of whar ought o be.




Economics also consider two metheds of methedology, ie. indwetive method and deductive
method. Inductive methed is o svstem of ressening from general conelusion 1o specific resulis and

deductive method = 0 wiy of reasoning from specific facks to general conclusions

In this unit. we have also discessed consumer behaviour towards a prevatkng price of the
commadity. 1 inchedes the indived wall consumer demand (which study the behaviour of individual
persan) ag wdll as the market demand (which study tee behaviowr of two or moere pergons) amd
factors that are affecting the demand of w produst. The law oF denmnd states that fhere is an
inverse reltionskip between price and quantity demanded, all other things being egqual. Cther
things that are assumed to be constunt are the income of the corswmer, tstes and preferences
of theconsumer and the prices of reloed goods @e. These aspects ame considered anportunt to
determine the zize of the martet Besides this, we have also sisdied another imporani aspect
from a pricing-decision point of view Lo, how markels react to change in price of a product. That
& called elasticity of demund. Three types of elasticity of demand hove been discussed in thes
context Le., price elasicity of demand, income elastieity of demand amd cooss elasticiny of
demand, Unader this, the different concepts of ¢lasticiy and its degrees which mcludes perfectly
clagtic, pefecily inelastic, unitary clastic, greater than unitary claste and less than unitary clastic,
Mepsurement of ehsticity of demand  with varioes wovs  like  odel  expenditure method,
percentage methaed, poin method and are methoed.

LIZ  Questions for Practice

Short Answar Type Chuestions
21, What do vou mean by economics?

02, Dhsewss the problems of allocation of resources?
0% Discuss the problems of choice of sechnigques?
OQd.  Descuss the neture and soope of oo ondmices,

5, Distinguizsh betwsen pogtive and normative economics,
6. Explain deduct ve methods,
07, Write a note on induchive methods!

OH.  Explain the role of agsumptions in eeonomic theery
OQF  Whean doovow mean by dempnd in econormics?

10, What ane the moin determinants of demand for a commeodity?

QN1 With dhe help of a dagram cxplains the concepts of mdivideal demand curve
andemarket demand curve,

Q12 What dooyow understand by law of demand?

013, Why does demand curve slope doanward?

O14, Mention the exceptions 10 ihe law of demand,

15, Dhstinguish between extension of derand and contraction of demand,

Qi Distinguish beoween ncreass in demand and decreasse in demand,

Q17 What do wow mean by elasticity of demand?




O18,  Diescuss the factors which affects the elasieity of demaond,
O1%. What is arc clasticity of demand?

Q20 Discuss the comcept of Inoome elasticity of demianad.

Long Answer Type Cuestions

1. Define econamics, Explun in detad the noture and scope of economics,

(32, Discess the bve fundamental problems of any sconmny,

03, Explain indvctive and deductive methods in economics, Ao mentson ther merits

and  dements,

M Whit B meant by demand? Mention the fackrs which mAusnee the demand
for ncommaodity.

25, Distinguash between o demand curve and demand function. What are the
Factorsthat cavse a shift in the demand curve?

6, Explain the low of demand. Why does the demand curve slope downwanls io

the nght’,

Q7. Critically evaluat the law of demand,

O, Explain *Veblen Effeet” and Giffen Pamdos, Does the usial B of demond
apply in their case?

0. Explain elagticity of demand, Mention the variowes factors which ane pfTecting
ihee lpstacity of demind.

Q0 What i price elasticay of demand” Explain its degmes and measurements

1L What is price elasticity of demand? Explaim the arc and pomt method of
mcasuringthe clasticiny of demand.

12 Write a note on following:
b Price elasticity of demond
2 Income elasticity of demand

. Cross elosteity of demand

118 Suggested Reading
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2.0 Learping Obleciives
At the end of this unit, leamer will be able bo:
Develop relation betwsen total wtifity and margieal
Infferentiate between ordingd and cardmal utlliby analvsiz
o Determine the conswmer’s equilibriom with single commmsdiny and twa
cotnmeditesunder cardinal wiliny analvae.
¢ Derive the consumer’s eguilibriaom under indiffercnoe curve analysis

e Explain the superiority of indifference cureg analveiz over candinal utiling analysis,

2l _Imfreduetion

The theory of consumer behavicur exomines the relatsonship between guantity demanded of a
curnmmdsbty and its price by highlighting the reasons for the establishment of the relationship,
A number of theorics have been put forward by various economists o analyse consumer’s
dernand for a commedity. The oldest theary of demand is the capdinal uility analysis which
expmtines eonsumer’s demand for a good and provides the Inw of demond which highlights
that there 15 inverse relatonship gquantity demanded of a commesdity and 115 prce. As per the
cardinal wirhity, it memes the kevel of satisfacton of the consumer. As o nesult of (he critivsm
of cardimal utility analysis, varsous theeries have been established namely Indifference Curve
Analvais, Bamuelson’s Bevealed Prefemnes Theory, and Hick's Logicnl Weak Ordering
Theory, In this uni, cordinal uttlity anabvsis and indiference curve analyss hove been
aciilided,

23 Cardinal Utility Analvsi

The cardinal wility analysis for explaining the concept of consumer behaviowr has becn
favoured by classical ceonomists namely Adam Smith, Gossen, Walras, Dwpuit, Jevoens, 1.5,
Ml 2= well 05 neo-classical cconomists e, Marshall and Pigou, According to this analysis,
consumer purchases o cortain good becouse of its ulility, Unildy can be messured m cardizal
oumbers re, 1, 203, ete, Fisher has put forward the term "Ll s 2 unit o measune utility,
DBaswally, uility 15 that qualiy m o good with which our wants are fulfilled. Accordmg to
belrs, Joan Robinson, “Uility is the quality in comnwdditbes that makes individuals want to
buy them.” Uttty e different from satestacton, Utility s that quality of o good whch ful fils
thi wanis ued satisfucton we get after the fulfilmert of our wants, There are varous features

of wtility.




[, Uteliy is subjective i natune ds i deals with the menal ssbisFetod of 2 consoamer.
Criffereit persons derive different utility from a same commadity.

2. Utiliey is relative as 8 mevier remains the same and varies with time and place.

3 It not necessary that wility is abways useful, Sometime:, o pood heying utility i5 pod
usetul e g, drugs are harmifinl for the health of human bemgs but these hove utihity for
an addict for fulfilling his want,

4, Therez is no relationship between wiility and morolity, Both are independent of coch
obher, Use of cigarette 15 not good from moral peint of view but ot has ubily for
smoker as it fulfils his want,

There are three concepts of wiility e, mitial utility, ol uolity and marginal utility. Initial
ublity 15 the welity denved from the consumption of fist wnit of o g which s always
pesitive, Tatal wfility is the swmmotion of the uilines denved from the comsumption of
various units of & good,

TUx = fiGk}

where TUx= Totol uality from pood X and Qs = Unis of good X

Tabkke I Relation betweea Marginal Utility and Total Liakity
Units of Apples Total Utibity i utils) | Murginal Utilsby (Utils} |
1 12 id
2 - 20 ]
3 4 e
4 4 ]
5 2 4

Mlargimal miIiT:g'J's the addition mude to total atility by consuming one mon: unit of a
commsshity, The marginad whlity can be mes=urad os follows:

MU= T, = TUs

where MU= Marginalutility of o™ wmit, TU,= Total utility of n unasand TU,,= Towl by

of {n-1 ) umits,




If the ol utility from 10 masgees 15 200 wnd froim % mangoces s 192, then the manginal
utility of the 107" mango is

MU= Tl = TWUq.y = 2= 192 = &

belargmal utilsty is the rate of change of tetal wility doe te o unil change in the quanisy of a
porticulic good 1t messures the slope of 1wotal ubility corve at o given point, Margmal atility
can itlso b mensured as fol lows:
ML= d§TL
d{ TUp /by o
The relaticoship  between  total ¥ T

utifsty and  margennl wility  bas F

been put  forward by Jevons

LRty
Pelargmal wtility can be positive,

negibive or zero, The marginal

utility will be positive s tolal

L& TR i
utifity  memases  dee 0 the o

censumption of additional units of
a good. The msarginal utility will
be zoro when belal utliy s

~ - [ELENIEETS
maximum, As wetal wilite falls by

e R L e L L LIl

consuming addifional units of a S 2,

goosd, then morginal utility will be

negintive, The tble | shows the - FE——
relation between marginal utikty
and tetal wizlity, As st apple 15 e e
censumed total wtility & 12 wik. I T PR .

Tetal utility incresses to 20, when second apple & coneumed. Torl atility further increases to
24 by consuming therd apple. As fourth apple 15 consumed total utibly remains ot 24 utils but
declimed e 20 wtibs, when fifth apple is consumed. Total utility goes on increasing as mone
and more units of @ good are consumed bet upto a limat, Marginal wtility is positive and
declining during the consumption of three apples when total wiility s increasing. Margisal
utility is wero during the consumption of feurth apphle when tedal obilfy is maximoam, By
consuming fiftk apple, total wility stafs declining and margenal uiility becomes negative ie-

4 The fgure | shows the mkatienship bepween todnl wility and margioal wtility, part [A)
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shoows totul wtility curve Le TU aned part (B) shows margioa) welity cweee L. MU In part (A)
and part {BY, units of good are shown o OX axis and utilioy on OY axiz. At pent F, where
volal utibity 15 increasing, merginal wility & positive and declining. At poind T, wtal ucidicy is
mipximum and marginal |1 iz zere, At point K, fotal wiility & declining and marginal utility is

negiive

31 Assumptions of Cordinal Utility Analyvsis
The canbinal whlity analvas rests on some basie assumphions which are o fllows:

®  The consumer is rational 25 he wants to maximise his satisfaction from the
HIVET MCOHmE.

= Llidlity cam e messuned o cardingd number sysiem be, 1,23,

= Marginal uility derived from each pood is independent. Urility of 2 given good

depends wpon the gieantity of that good onby. The atility derived from other
ds does por affect wility of the given poad,

i:: marginal utility of money remiins constant,

*  The marginal utliy dermved froom dhe consumption of succesave uniks of a
commodsly woss on dinminishing,

s Commaodities are divisible it small units,

= Congammption of defferent unets of o pood most be dunng the same fime perio.

= The qualiby and =iz of different umits of & good moust be o foro,

= There should be no change in the fashion, menal condition of consumer and

price ofthe good or its substiuies.
Radad Laaws of Cardinal Utility Analysis

Therne are two main Bws of cordingd whility aralysis related to corsmer behavionr. Thess are:

n, lmv of dimimashimg marginal utiliy
b, Liow of equi-marnginal ulility

233 Law ol Dimindshing Mur:g.i.n.ul LUtilidy

The various sconomiists like Gossen, Bentham, Walms, Jevons, Menger and Marshall have
rmiade significant contribution in developing Lav of diminishing marginal wtility. This sy is
also called “Gaossen™s First Law™, According 4o Marshall, “The additional benefit which a
person denves from a given stock of 3 thmg diminishes with every inerease m the stock that

he alrewdy has. " Accordmyg 10 Prof. Boulding, *4x o comsumer fncreases the consumpsion of




any e commndily, keeping comvient Sre corsarmpiion of afl other commodities, e nrarginal

wiifiny of the vardalle eommoadin st evenburlly decliee,”

!‘h: bw of dirmnishing margine] uiility is based on the daily life e xperience of any censumer,
The warts of human beings are unlimited but each paticular want can be satsficd. The
roargimal wtiliny derived from the consumption of additional units of a cormmedity gocs oo
diminishing. A pomt comes when the consumer does nod want to consume mon: units of a
cormmishity as marginal uihity derived from consumption of addinonal units of o commasdiny
his become zero, Thes i the peint ot which consumer’s waet & fully setisfied. | consumer
still corsmmies more wnits of 8 comomaodsty, marginal ubility will become negistove. Accarding
e this lavw, we obtain bess and less ufility from the suwcosssive units of a commodity asg we
censume mare and mare of it, The low of dimmishmg maginal stifity can be explamed with
the help of foble 2,

Tahle 2: Law of Diminishing Marging] Utility
Cups of Ten Margimal Utilsly

| i

: s

3 4

4 2

3 1]

ﬂ -2
The comsumption of first cup of tea grees ¥
B whls of marginal uhitity followed by £, 4 Ly
and I utils from second, third and foarth ]
cup of tea, respectivily. When fifth cup iz - P

h
consumed, nmrginal wiility is zem which "
shoows a point at which consumer demsand 2 Lanay
pe " o [ x
is satisfied. [T consumer consumes sixth 1 2 3 a4 sw]a
F | Fopat e
unit of the commadity, marginal wiility Eat I
Chasndity

becames neative e -2 The low of Flgure 2: Dirdnishing Marginal Litlicy




dimineshang mzrginal utshity can be caplamed with the help of lgere 2, The quantily 1.2, cups
of tea & measured on X axiz and wility on Y axis. KT represents dosnward sloping margieal
utifiey cuerve. The cossumption of ficst cup of tea provides B utils of marginal utdiny. The
second cup gives & wilks, thied cup provides 4 utils amgl fowrth cup yiekis 2 wiks of margisal
utility, Marginal wiility becomes sero with the consumptem of fifth cup of ke and toushes X
axis. As sixth cup of tea is consumed marginal utility becomes -2 and margimal wtility curve

goes bevond the X axis,

Thers wre several exceptions tothe Low of Dinineshing Marginal Utility. Thes inchides rore
and curivus thimgs, aricles of distmection, pocty or good boeoks, mioxicants, public goods and
cohsumption of initial units of a commodity. The marginal utility denved from e
censumption or collection of aboove-mentioned poods goes o0 increasing as ther stock poes

on inergnsing. This Inw hos significant theorgtical as well s praciical imponanee,

This law provides the base fier the three consumption faws e law of demand, Iaw of equi-
miarginal utility amnd comsumer surplus, As this low states thot when marginal utlfity derived
from addiional wite of a commodiy becomes remn, ther consumer shifis 10 the other
commisfity =0 the producer has o produce different vornwties of pood. The  difference
between value-in-use and value-in-eachange bas boen explaied with the help of Taw of
diminsshing morginal utility, The goods ke woter, air efe, hove volue-in-use and: command
kow price. As these goods are available i lorpe guantity and vsed om licpe scale, ther
ranrgaal witlity declmes rapudly, consequeently, thee proe abse falls, The geods hke diansomd,
gold ete. have value-in-exchange and command bigh price. As these goods are scamce in
nature, their marginal ity declines skwly, conseguently, their price cemains high. This lw
helps consumgrs 10 attgin maximmm satisfoction. Consumer con purchase only that much
guantity of 0 commasdry where margmal utibty 15 equal fo the price of that commaodity o gat
maximum satisfactien Price determination of & commedity depends upon law of diminishing
roarginal utility, [f seller wanis to sell more wnits of o good, he will have 1o decline the price
of that good becouse more units dereve les marginol wiility, Henee, consumaers will buy mare

it less prices and vice-versa,

The law of dimirishing marginal wiility has been eriicised on several peints. Cardinal
measurement of utility is not pessible. The various agsumptions like constant marginal atilicy
of meney und oo chunge in the fashion, mental condetion of corswmer and price of the gooed
or itg suhstitutes are not realistie. Marginal ueility can only be caleubated m case of divisible

caimmasitics but in reality, most of the commdsdities are net divisible, Margimal uility
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derived Froom cach b_’l.‘lu-i] i ma |rulrp»:.'n;lc:nl: rather nl..urg,mu] ulilll}' ol a _m"-m Enud s allected
by marginal wiility derved from other goods,

214 !a‘w off Eoui-Marginal Lidliy

The sceond kw of cardinal wtility analysis is the lawy 6F squi-marginal utility. This law was
fimt propounded by Gossen, Therefore, #is also called “Grssen’s Secomd Law.™ Dilferent
copnomists have given different nomes to this faw fe, “Law of Moximum Setisfaction™, “Law
of Bational Consumer™, “Luw of Schsiduhon™ and  Law of Economics™.

Avcordirg # Marshall, “If o person has o thing which he can put to several vses, he will
destribute it among these uwses 0 such o way that it has same marginal otiligy noall®
Accordesg to Prof. Lipsey, “The houschobd maxmaising utilicy well so allocate its expenditurne
between commaoditics thar the last penny spemt on cach i8 egual.” According o Prof.
Samuelzon, A consumer gets maxiroum satisfaction when the ratio of marginal utilities of all

commdsities und their price = egqual.”

This law stores thot to get maximum etlity from the expenditare of has limited income, the
consumer purchises such amownt of each commadity that the last umt of morey spent on
each of them affords him the some merginal utibity, According to tis priocipal, the margizal
utifity of expenditure of the lest unit of money spent on all of the commicdities must be the
same . Marginal utility of expendiure of & given commadity s the ratio of margimal utslity of
a commadity and its price. [n case of commaodiny A, mangival otilivy of expenditure can he

measired as
BT =ML AP,
Inense of gommodity B, margmal utility of expendure can be meamred as;
ML= MUn'Pa
Therefore, o g=t maxmum stisfaciion, consimer equilibriom wall be reached when
MUs=MULP=MUpPy
If price of bath the commodities becomes equal then the above eguotion cun be written as;
M LA=MLIx=0Lin

where MUg= margimal afility of expenditune, MU s~ mangnal utiliy of commodity A, MU=
mminrginenl utiliey of commeadity B, Pa= price of commadity A snd Pa= price of commedity B,




Table 3: !w of Equi-Marginal Utility
Lnits of Goods Marginal Marginal Litilify MU MUe Ty
Lifikity of of Bananas - Pa=d
Apples (MU ) (MUn}
| 48 X4 K f
2 42 20 7 5
1 34 I 1] 4
4 £l 12 5 3
e 24 & 4 2
4] 1K 4 3 1

The table 3 explams the e of equi-marginal wility. The consumer has Bs, 42 10 spend, s
asavimed et price of commodity A 18 B & and prce of comumodity B s B 4 15 consumes
purchoses, 5 units of commodity A and 2 unis of commodity B, marginal anlity of
expepditure will be sgqunl o 4.

MUs=MUAP=MU P4

The law of equi-marginal wiility !H‘l be cxplafned with the help of figure 3. The part A of the
figure shows murginal vlility of expenditure in cose of apples ond part B shows, marginal
utifzty of expenditure m case of Banemas The nnits of commasdibies and murgnal wilite of
experditiere have boce measwred on X axis and Y axis, respoctvely. The 00 units of appkes
and () unitssf bananas will be purchased by the comswumer where MUz=U;. Here,
ML =ML o P =M UpPe=11 0. consumer will ger maximum satistaction. I consuner
purchases move guaniry of apples Lo, Op0s, e will decline guanting of banana by Qaly, He
will gain Ch kK amount of wiliy by increase the quandity of apples and will lose
LT Ty amoont of ofility, Less of ublity 15 mone than the gain of utildy, Henee, the
rearrmgermcnt of the spending of consumer will nesuli inonel loss o utelity, Now, it 1 clear

that consumer ssatisfaction & maximum when marginal wtility of expenditue in cise of all
the goods is equal.

!'b: law of coqui-margmal wbliy is very signaficant in the Pelds of consumption, production,

exchmmge, distnbubon and poblic fmonce. In cose of comsumption, consumer will pel




muaxtmuin satisfaction when last unit of mACy Epenl on dilferemt commasditics mves hiin
equal marginal utility. In the ficld of preduction, proeducer will gt maximum profit when
rnargimal productivity of cach factes is cqual.

During exchange, consumer will po on substineting commoditics having fess utilicy with

cormimasiitics having more wility Gl marginal utiliy of all commodites become egual.

¥ A ¥ 1B

Marginal

nility af

Emperaditare

1 i
ML Py
o 1 1 K 0 hd
B Q:
Uit of Apples

Eigure 3: Law of Egus-Manginal Usility

The distribution of national mepme vmong the viarous fetors of production should be such
that each factor must get ifs share equal to its marginal productiviy m the long run. Iy field of
pubslic finance, taxes are levied in such & manner that marginal sacrfice of all the tax payers

becasmes cqual,
Critlelsms:

s Cardinal measwrement of ulility &= nol possble,

*  The vanous ussumplsens ke constont margmal uhility of money and no change m
the fushem, mental condition of consumer and price of the good or s sebsutues
are not realistic.

= Margingl utificy can only be caboubated mocase of divisible comimodities but in

il ity, most of the commesdities e no divisiblc,




= PMarging] utibity decieed from cach good 15 nob indepemdend rather marganal
wiiliey of agiven goed & affected by marginal utility derived from other goods.

®  This law asswmnes that consumer = ratienal in natwre but consumers do pot make
aicheploulations to get maximum satisfactson in reality,

= This law dows mod hold gocd mocase of complementary goods a5 substitution
does fakeplace i case of these commocditics.

s This low 15 not appliceble to dembbe goods.

fabd  Consymers Egulifbrium through Cardinal Utility Analvsis

The consumer is said o be in cquilihrinm when he does not want 1o change his cormrent
cxpetdinre as e 15 gering masimum saisfacion oul of his lmied ocome According o
Tiber Scitovosky, "A consumer is m eguiibrinm when he regards his actual behaviour as the
beat possible under the circumstances and feels noe urge 10 change his belaviour as bong ag
circumstances remain unchanged.” Consumer’s equilibnum threugh cardinal wility analysis

can be attaimed under tweo different stustions:;

g Corswner’s equilibriom wils shrglbe conmmadiny

b, Comsumer’s equilibrium with two commedities

216 Consumer’s Equilibrium with Singhe Commadity
The consumer = said to be in equibibrnem if be docs not wand to puschase either more or less
quantity of apples when whole meome of the consumer 15 spent an single commuesdity 1,2,
apples, In case of singde commadity, consamer”s egquilibrium will be attained at o poind when:
mnrgmal wtility of commuodity is cgual ¥

E ; = Prigs asd
wy its price. The figure 4 explains wasioa |

‘ : i LtiHity
congumer’s  equilibrivm with gmgle -\\
comimadity in which units of apples >
ire measumed on X axis and price wnd \\-T\
margmal wiihity are measuned on Y Es \\:\
'R

axia, TR is the marginal usliy curve
of apples, 1 pnce s OF, the conswmer { i %

will purchase OO guanty of apples

us at  thes |:||.1|.r|.'|. m.aJ'Einul 1.|.'|.i|i13,-' of Oy o Gm
Lindin of Azples

ﬂ-]'.‘:lih":- 3 ﬁl““' LU e Thus, Figurs &: Comumer’s Equilibrism with Sirgls Commodisy
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murgmal wility OCHET derived from O units of apples s maximwn.  [F consumer
purchases one more unit of apple, the margmal utility Y0 is lss than is prece OP. 50, he
will reduce the quantity of appbes w OCH. If consumer purchases ane less unit of apple, the
mincginal witlity % 20k i5 moce than s price. Therefore, comstumer will ncrease the quantity of
ippies to 00, Hence, consumer dees naet purghase either mone o fess quantsty of apples than

O, At pont B comdition for eouilibrmem MU=Preee = fulfifled ond comsumer 15 petbng

maxsmum satisfachon here.

2.7

If comsumer spends his entire income on two comimeditics e, commodity A and commdicy
B, he will act according o law of equi-marginal wiility. The consumer will go on substinding
the commodity giving low marginal wiility with eommodity giving high margimal wtility 6l
the margmal vidlites of both the commasities becoms equal assuming that prces of both the
commasditios aee some. Bevond this peint, consumer does not want b make sny change in his
purchoses, Henee, consumer’s equilibrium is atained. If prices of both the commadities ore

s, equilibrinm condibion can be written as:
ML.'_'\"ML‘H

Consnarmer™s  equilibiuom — with
e commoditles  can e
explained with the help of figure
5 Units of money  spent are
messured o X oxis and price
und  merginal  owtility are g

mensured on ¥ axes, TT and KK Margsal
Ui

are the marginal ubility curves of -
commasfity A& and  commadity
B, mspechvely, Prices of bath

the commodeties e, OPF amd

C°P) are equal. A1 given prices, o

ur un T of Moy Sj
the eguilibrum i attoned where
1 Flipa-s 5 O oot ™ Eipalbrion % i Toa Comimoddies
muargmal  whility of  cach

comimdulity EM: 8 egqual 1o im price Leo EM=0P=0'P. At this point of eguilibrium,

cotsumer will spend OM: amoant of meney on commesdity A and O'M: on commodity B,




Hemee, okl Jmuglmd 1.|:|||i1_l.l O ETHYRMEK dhervved frmoom both the commmoditzes = the
raximum, Any further charge in the cosumer spending will result in decline in the iotal
utifiey. Suppose censumer will spend one more unit of meney on cemmodity B and onc less
unit on eomemodity Al IF consumer incurs OM) units of meney on commaodity A, it will resuld
m loss of ublsty by MiM:EL, IV consumer spends O M1 amits of momey on commeaity B, he
will gain utidity by MIM:EG, The loss moutility 15 mere than the gain n utility which nesults
m et loss of uitlity by LGE. Therefore, ooce equilibrium is reached, consumer does nol wunt

by change his spendmg as at tee point of equelibroem. be gets maximvam utilicy,

.28 Criticivm of Cardinal Utility Analysis

The canbinal whlity analyvss his been critic sl on =everal groundds, These arg as follivs:

= The gencept of wility & subpective in nature os it relotes to psychalogy of human
beings, Bub the consumer’s demand anslvsis 15 based on the Facl thd utildy 18
ohjctivie,

* The carlinal measwement of vtility & not pessble 1o, 1,2, 3 eic, B s oot possible
for the utilsty derved from ditferent umis of a commedity B be added or
subtricted,

= According to cardinal utility snalyss, every commodity 15 mdependent in patun:
but m reality, utifity of given commodity 4 dependent on the witlity of other
coamimnedithe s

® The cardimal utility arabesis i based on the concept of marginal wility bue
mirgingl utifity cin only be calgulated in case of divishle gosds. norel world,
nost of the commeadities are non-divisible.

= The marginal wility of money connot be constant, 1f the amount of money withk a
persom enhonces, A5 mangiml otility declines and of the amount of money
declhines, it marzinal wiality rises,

® The varions assumpiions like no change o the Eshion, mental condittion of
conseer and price of the goods of Hs substtues ane me realistic.

® The cardinal utilicy analysis has failed to explain the iffen Parado, This analysis
docs sl provide any explanation that why demand fses with increase in price

and why demand docreases with decline in price, In casc of giffen goods.




LCheck Your Progress-1
. Define Law of diminishing marginal wtiliy.

02, Explain the Law of equi-margmal wility.
Ans,

A3 Indifference Curve Analysls

The cardinal wility aralysis is based on several assumptions which have been eriticized by
various economists b 15 due b the shodcommps of cardinal uiility analysis that ordisal
utifity analysis or indifference curve analvsis was developed. According W ondingl wulity
analysis, wiility can be mnked like fist, second, thivd cte, on the hasis of preference of the
consumer for varicus commodines Indifference corve analveis was fist of all developed by
Edpeworth in 1881, Later on, this concept was developed by Pareto in 1906, W.E Johnson in
1913 and Slostky in 1915, The significant conmbution s been made by Hicks and Alken
towards the developmend of this amalysis. 1R Hicks m hes ook, “%Yakue and Camal bas
proveded detailed analyses of ordinal unlity @ swhech be has explamed belaviour of the

consumer in scienofic manmncr.

2401 Assumptions of Indifference Curve Analysis

The indiﬁcltm:*'cm'c avalysis is based on seveml sssumptions. These ane as follows:

*  The consumer i rational m nature a5 he wants i @et masinnm satisfaction
oul of his limited meome,

®  Ltility com be ranked in ordmal numbers like first, secomd, third e, on the
hisis of preference of the comsumer for varous commasditees,

= Thiz anabysis & basad om the asswmption that mistginal rate of substitstion
diminishes, I amaunt of any commasdity mereases with the consumer, then
b will substiute that commndity with ancther ot dimmishing rate

= The comsumer wever reaches the level of satiery. He always wams mwone
amount of a commedity to the lesser amount of it. For example, combination
X includes 3 units of apples and 5 units of mangoes and combination Y
bechigles 3w of appbe and 3 unls of mangoes, The combinaton X 04

bedor than Y as X includes more units of mangoes,
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= This analysis s based on the sssumplion of coasistency which means o
cansumerpreferscombmation X o Y in a given time period, he will pot prefer
Y o X in anather e pefiod rather will peefier X 10 Y only,

= According fe the assumption of fransitivity of this analysis, i consemer
preters combinotsn X o combinaton Y amd combanaten Y o combmation
Z. he will surely prefer combinatbon X to combinateon L. Similady, if
consumer  is  indifferent among  combimations X oond Y oas owell as
combinations ¥ and £, he will surely be indifferent among combinations X
umad £

= |In this analysis, scale of preference will be independent of the income of
cansumer as well as price of commadity in the market. Moresyer, scale of
preterence of one consumer will be independent of the scabe of preference of
anather consumeer.

* Ipdifference curve analysis i based on the asswmption of continuiby.
According W this assumption. indifference curve can provide wvarious
coambinations of twe commadities which gives equal kevel of satisfaction to

the consumer and conswmer is imdi ferent nboutthese combinations,

231 Meaning of Indifference Curve

Table 4: Indifference Schedube
Combipations Mangoes | Kiwis M arginal Rate of
Substitution
1 ' 30 »
W B 14 : 6ol
X 3 ] 51
Y 4 5 4:1
Z 3 2 3

An indifference curve s the locus of all those polns representing vanous combinations of

W

commdasfities giving same level of satefaction 10 the congumer. If all the combinations on

given mdifference curve provide same level of satefaction o the consumer, then be will b
&5




imdifferent among the available combinations. According to Lefiwiech, "A singhe indifference

curvie shows the different combimations of X and Y that vield cqual satisfactien o the

consumer.” Indifference Schedule i a fable representing the various combinations of two

gocds which will give equal level of
af

sutislaction W the consumer. Tabie 4 Kkt

represents the indifference schoedube in
which five combinafions of mongocs ond
kiwiz hawve been The
combinations ¥, W, X, ¥ and £ vields

shinan, fve

T
Unks

equisl  level of sabshcton o the x

consumer. The combination % ncludes | +

mangs and 20 kiwis, combination W 5 4

mebudes 3 mongoes  amd 14k, ; | 1

combination X includes 3 mangees and
¥ ooincludes 4

mangses and Skiwis and combinsion £ inclodes

Okiwis. combinatn

MiTe matge consumer s acnficing some unis

5 Uwihs ol Mangues

Figers B Indienance Cuns

5 mangees and 2kivwis, Here, to et one

of kiwi b memain ol the sume fevel of

spiistachion.  The figure 6 shows the mdifference curve mowhich unnz of mengoes and units

of kiwis hove been measured on X axes amd ¥ pxis, respectively. 10 is the indsfference curve,

The five combanateons e, % (1 mango and 20 k

faig), W (2 mangoes and 14 kiwig), X {3

mangoes and 9 kwes), Y (4 mangoes and § kowis) and £ {5 mapngoes and 2 kiwis) of mangoes

aned kewas wields same level of sotsfaction ti the consumer. By joming these combinotions,

inddifference curve can be drawn. Indifference curve is deweward sloping from left to right

and comvex to he origin.

Lid  Indifference Map

Indifference curve  shiws  the VATIOUS

combimations  which  provide  same  level  of
satisfaction to the consumer, So. consnmer will be
If
of

sutisfaction, then the combination FII.'I:|"¢'IIII:I15

midifferent  amopg  these  combinateons

onsumer  wants o ptiam higher  Jewel

hiegheer lewvel of satisfaction than the availabie

caembinmations will nod lie on the same indifference
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curve rather it wall Lig on sonee higher madifference owrve.

Similarly, if consumer wants to attain lower level of satisfaction, then the combination
providing Eeaeer level of satisfaction than the available combinations will not lie on the same
imdifFerence curve mither it will lie on some bower indifference earve. Therefore, there can be
different indifference curves showmg different level of satisfoction, A set of indifference
curves showing different levels of satisfoton ebimnable from different schedules . of
mdifference is called mdiffercnee map, Higher the indifference curve, higher will be the level
of sabsfacton, Lower the mddference curve, lower will be the lewel of satisfoction. The
i Ference map has been shown in fgors 7.

Inthe Bgure. units of mangoes and onits of keeis have been measumed on X axis and Y axes,
respectively, The vanous mahference curves 1Ca, 108, [0 ond 100 represent madifterence
miap. A straight-line OT passes through theses imdifference curves Combinations W, X, Y
and £ he on indifference curves 10, 10, 1O und 100, vespectively. The combmation W
mehudes () mangees and 0P kiwis ag well a5 combination X includes Q0 mangoes and
O3 kiwas, As combination X inchedes more guunbity of manpoes and ks than combmation
W, combinatzon X wall pmwide hegher level of satsfacton to the consumer than W, The
combination Y inchebes O0h mangoses and OF; kisws as well as combination £ includes 004
mangoes and OFs kiwis As combination £ includes more quantity of mangoes and kiwis
than combinution Y, combimaton £ wall provide higher level of satisfactwon & the consumer
than ¥, Hence, combinaten on the higher indifferenee curve gives higher keved of satssfaction

and cembination on the lower indsfference curve provides lower level of satisfaction.

The consumer can et same level of sbisfaction from alternative combinatins i the mse n
sarisfaction due 1o Increased quannry of mangoes & offset by the declme in sansfacdon dwse o
reduced quantity of kiwis. The marginal rate of sbstitutson of X for Y is defined as the
amount of Y the consumer s just willing to give wp to get ane mone unit of X and maintain
the =ame level of safisfaction. LE. Hicks has defined manzinal mie of substitution of X
commasbity for Y commedity as “the guantity of Y which would just compensaie the
consumer for the loss of marginal uni of X.° The toble 4 explains the concept of margimal
rafe of substitulion. The combination % (1 mango and 20 Kiwis) provides same level of
sutisfaction as combmation W (2 mangoes and 14 krwes) gives, The consumer his substitutbad

6 kiwas with 1 mungn. Hence, marginal mte of sebstrtutaon of mangoes for ks sall be 6:1.




There are 3 mungecs amd 9 kiwis in combinstien X, The conswmer has substitued 5 kiwes
sith | maggs o remain on the same fevel of satsfaction as that of cambinstion W,
Therefore, the marginal ratc of sebstituion of mangees tor kiwes will be 50 Similarly,
marginal mte of substitution will b 41 and 11 for cambinations Y and Z, respectively,
Mlarpmal rute of substtubon of X for Y can be expduined as the ratio of change in amount of
Y 10 2 change in amount of X.
MRSy = - AY/AX

where MESsy = Marginal rate of substsuteon of X for ¥, AY = Change in amount of ¥ and
AX = Change m amount of X

The margmal rate of substiution & negative because the amound of Y s declined 1o got a
rnorgieal wnit of X, The sbope of mdifference curve is measured by margmal rate of
substiwtion so indifference curve slopes downwards, The feure & shows two combinations Y
and W of mangoes and kiwis on the grven inddference curve 1O, The consumer sacafces VE
amount of kiwis to ged the margmal amount EW of mangoes.

MRSxy= VEEW

The law of diminishing margisal rmate of substiution ks Bon developed by Prof. Lemer,
Accordipg to this B, the consemer will be willing 10 forgo smalker and smaller units of Y in
order o hove successive addhtwomad umits of X According to Ferpuson, “The Bow of
dimineshang muarginal rute of substsution soates that us X s substitubed for Y =0 us e leave the
consumer on the same indifference curve, the marginal rate of substioution of X for Y
dimineshes." The table 4 dhows that censumer ssenfices 6 kiwes 10 get second mango, 3 kiwis
ter ged Lhind mango, & kiwis o ged fourth mango and 3 kiwis to get (fith mango. This shows
that marginal rabe of substimuton of mangoees for kKiwis goes on diminishking. In figure &, it kas
been shosvn that when consumer moves from combination % to W, he sserifices 6 kiwis o
get one more mangs where margival rate of substinetion of mangoes for kiwis is &1, When
consumer maoves from combinatin W ot N, he sacifices 5 kiwis @ et one mor mango
where murginal rode of substitution of mangoes for kiwes is 51, [n cose of two combmations
e, ¥ and 2, the marginal rate of substitution of mangoes for kiwis is 400 and 301,
respectiviely, Therefore, 2z consumer mereases the consumption of mangoes then for peting
every pdditional unit of mango he sacnfices less and bess amount of kivas e B0, 50, 40
and 31, respectively. This s calbed diomnishing manpnal mte of substtulron. The murgoal
vale of sebsiintion diminshe s due o vwo reasons, Fiestly, pamicular want of conswemer can bo
satisficd. As censumer has more amd more units of & given good, his want to get mere of its

quantity becomes hess intensive. So, consamer wams to sacrifice fewer units of other good to
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get margnal wit of & grvon good. Secondly, goods are imperfect substitute of cach oibher. The
rmargikal raie of substiution of X for Y diminshes when the ameunt of X is increased as
goels are imperfect substitete. IF soods are perfoct substinsie for cach other, these will be
regarded as same, Any change in amourt of ene or the sther good will b regarded as the
chamges in the quamtity of ssme pood. 5o, margmal mte of substiut=on will remam fhe same,
Thercfore, decline in manginal rate of substitution can be attributed to the commadities being
mperfeet substitues of coch other, low of diminishing rmaorginal reie of substiuion is
not applicable o perfect substitutes and perfect complimentary gods,

Lheck Your Progregs-IL
(. Define Indifferenee Cure?

e e

02 Explain Marginal Rate of Substitucion,
Ans

The propertics of indifference curve ane s Ffollows:

1} An indifference Corve Slopes Dowowards from Lefi o Right: The wvanoeos
combinations which e on e sane indileresee curve glve same level of satsfaction,
This i= possibbe only if increase in amount of commodity A is accompanisd by reduction
in amaant of commesdicy B becawse rise mosatisfaction of commodity A iz offser by
g limwe i satsfacton of commodity B I Ledi Teremce curve slopes downwands fom il

ta right afl the combinations on this curve will give same level of satisfaction. [F the
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shape of mdulTerenee curve is a hortzondal streueh lne, verbcal straight B wned wpaward
sloping curve then compensating variations in satsfaction will net mke place and

commmer will ot be indifferent among the vamms combinations ying on these curves,

[n figure &, slope of indifference curve has been analysed. In the various parts of this
fgure ie. A, B, Cand [L commodity A and commodity B have been measured an X axis
and Y axis, mspectively, In figure B (A) the iwo combinniions £ oand F Iz on the
indifference curve [, The combimateen E inchudes Og of commodny A aml Opl of
commodity B, The combination F includes Oq of commedity A and Op of commodiy B,
Both the combimatwms E und Fonclodes same quantly of commedity A, The
combination E includes more quantity of commodity B than comhbimation F. 5o,
combination E prves more satesfaction to the consumer aned he cannot by indsfferen
amang combinations E and T, Henge, indifference curve conmod be o vertical siroight
Ime In fgore & {B), the two combimations E ond F lig oo the mdifference curve 1, The
combination E includes Oy of commodiey A and Op of commaodity B, The combination
Fimelwdes Ogl of conmodity A and Op of commodity B, Both the combinations E and
Fimeludes same quintety of commadity B, The combmation F includes more quantity of
commodity A& than combinatien E. S0, combination F grves more sabisfacton o the
conamer sl he connot be mdifferent wmopy combinatsns B and F, Hence, indi ference

curve canmot be a horizontal straight line

I figure 8 (O the two combmations E and F lie on the mdi ference curve 1, The
combination E includes Og of commodiy A and Op of commadity B. The combination
Fincludes Owgl of commodity A and Opl of commadity B. The combination F inchides
more quantity of commadity A and B thon convbination E. So, corrbination F gives more
=itistuction 10 the consumer and he cannet be maifYerent among combinations E and F,

Hence, indifference curve cannoet be an uprwerd sboping curve.

In figrure & (DY, the two combimptions E ond F lie on the ndifference curve 1C, The
combination E ingludes Oxg of commaodity A and Opl of commeodity B, The combimnation
I mchudes Ogl of commashity A and Op commodsty B, The combinatton E wncludes
more of commedity B and less of commodity A than combination F. Hence, gain in
satisfaction of commodity B is offset by decline in sanisBetion of commaodite AL 5o,
combinotioms B oand Fogrves egual level of satisfuction o the consumer and he i
indifferent among combinations E and F. Henee, indifference curve can enly be a

nizgatively sloping curve which slopes downward fromm keft 1o right,
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2} An indilTerence is Conves te the Origin: A Indi flerence curve 15 convesx to the poind
of origin. This property of indifference curve is based on the law of diminishing margieal
rate of suhstEution, Acconrding o law of dimmishing marginal rate of substintion,

indifference curve conned be a straight line and concave to the origin rather it con eely b
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Figure 3: Shuze o ireoreno Cur

convex to fhe orrgin, Thes property of idi fference curve ¢on be explaimed with the help
of figure 9, In the vanous parts of this figee e Ao B and C. commedity A und
commodity B have been measured on X axis and Y axes, respectvely. In figure # (B,
indifference corve [C 1= g grargh line which shows that marcgined rate of substitution of
coanmodity A for cormmmosdsty B s constant. [ s becawse, o inceease gl amount of
commodity A, consurner is sacrificing ppl amoun of commodidy B, Funther, 10 increase
glgl amoumt of commodity A consemer is reducing plp2 ameunt of conmaedity B. To
incrense the amourd of commodity A, consumer B spcerificing same amount  of

commodity B e, ppl=plpl, This is possible only in case of perfect substitutes,

In figure 2 {C), indifference cune 1O 85 concave w0 the origin which shoews that
marginal mte of substitution of commodity A for commdity B &5 mereasing. It s
because, o inoresse qo | amount of commedity A, copsumer 15 ssenficing ppl amount of
commuoidity B, Further, o inercase glg2 amount of commodey A, comsumer e reducing
plp? amount of commodity B, To increase the amoeunt of commodity A, corsumer i9
sacrificing maore amount of commodity B e, ppl < plpd. This shows that as the
conmimption of commodity A is increasing, its Imporinngs is alse increasing which is not
rossible in reafity. In fgure 9 (A), indifferemce curve IC s convex o the origin which
shows that marginel rate of substitutien of commodity A for commodity B s
dimmishing. It B becase, w ncrense gql amoust of commadity A, consumer is

saerificing ppl amount of commaslity B, Further, o merese o 1g2 amount of commedity
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A, vonsumner iy medeciee plp2 amoeunt of commaedity B To incrase the amoemt of
commodity A, consumer is sacrificing less amount of commesdity B i.c. ppl=plp2. This
shows that as the consumption of commesdity A is increasing, its imponance is declining

which perfectly fits the real world. Hence, indifference curve is convex to the origin,

Higher the Indifference Curve, Higher |s the Level of Satisfaction and Viee-Versa: In
Indifference map, all the combinations oo higher indifference curve will provide higher
lewved of satwfaction than the “
combination: on the  ower

indifference. curve. In fgure 1,

Commaedity B

commodity A is measured on X axis |

and commaodiy Boon Y owxs There ,
are three combinations W, X and Y \
which Ise on  the  differem

indifference curves 1Cr, IC5 and 1Cq, i | 3 :\
respestively. The combinotion W - \\ Bs

includes (0 amoum of commocdity i : I

A and OPy amoeunt of commodity B, = P10 .
X includes 00Q; ameant  of @ Q@ O CommediyA
commodity A and OF) amount of Figue 10 Indfference Map

commodity B oand ¥ ipcludes OO amount of commodity & and P amount  of
commodity B, All the combinations hove some amount of commedity B, The combination
¥ his moere amount of commadity A then X sod combination X have more quantity of
commodity A fhan W oLe. OO0 00> D0y, Hence, Combination Y gives  more
satisfaction than X ond X ghves more satisfoction than W, 5o higher the indifference
curve, higher will be the level of satisfaction and vice-verss,

Indifference Carves Cannot Infersect Each Odbher; Each mdifference curve provides
different level of satisfuction. So, they cannot intemect each other. This property can be
cuplaimed with he bhelp of figare 1] in which twa indifferemee curves ane mtersecting each
wther, The commodity A s measured on X axis and commoedity B on Y axi The
combinations W oand P e on 10s indifference curve which shows that bath gives same
level of satistaction Le, W=F. The combinations W and O} lie on IOy indifference carve
which means both gives equal kvel of satisfaction 1.c. W=0}). Hence, combinations P.and

O pives same fevel of satisfagtion e P=0) But, it is not pessible s P lics on higher
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lower indifference chrve.

Therefore, indifference . curves

Cammockty §

connet imersect cach ather,

Indifference Curve Can MNefther
Touch Horizental Ser Vertlcal
Ands: Ao indifference curve can

mever towch X axis amd Y axs,

Thas property of indi Femens e curve

ciun be explaned with the help of |

tigure 12 m which commoadity A is ¥ Commadity A
measured on X oaxs and Figure 11 indifferenca Curses

commodiy B on ¥ axis. The indilferene curve 107 ches X asxis at O and ot combmation
O, consumer has O0) ameumd of comimodity A and 2ero amount of commodity B whech is
et the proper combination. This

L]

shows that consumer & purchasing iCy
singhke commodity, 5o, indifference

curve cannot ouch X axis The

Corfrmading B

indifferene curve 1= touches Y
axis ot P oond at combmation P,
conswmer  has OF amount  of
commodty ¥ and xem amount of
commodity A which s oot the s
proper combinatien. This  shows

that consumer = purchiasng single

commodity, So, indiffermee curve o= o X
camnet  touch ¥ amis  Hence. Cemmaodity A

i : Flgl.ﬂa 12: Ircdiffarerce Curve never touches X axis and 7 axk
indifference  cwrve can  neither
touch horizomtal nor vertical axis,
Indifference Curves Moy or May Mot be Parallel: 11 is net pecessary that imdifference
curvis ane panillel o each other mther they may or may oo be parallel to each other. This
property of indiTerence curve depends upon marginal rae of substiution of two cerves. IT
margmnl ek of suebstitution of different pomts on bwe curves declmes b constond rafe,
then baih the curves will be paralbel to each other, etherwise, bodth willl not be parallel.
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Shapes of Indilference Corves In Case of Perfect Substitwies and  Perifect
Compllments: In cage of perfect substitutes, mdifference curve will be 2 downward
sloping sraight line from left 1o right and in case of perfect sobsttues, mdiffercace curve
will b= a right-onghed curve. In figure 13 4A), idifference curve IC 5 o straight line which
shows that margmal e of substtukon of commaxtity A for commadity B o= constant, It s
hecause, to parchase firg unit of commodity A, consumer & sacrificing one unit of
commodity B Further, 10 purchase sceond of commadity A, consumer is sacrificing one

mare uril of commodity B, To increps=e the amount of commadity A, consumer 15

1 ¥

R o
: g
E 4
a

3

!

E
3 TH—* ic
IC :
] X 0
1 a 3 i Commnodity & 3 Commodity &
[A] Perfect Substitutes i8] Perfect Complements

Flgure 13: Shape of Indifference Curve

sacrificing sume smount of commodity B This is possible only i cose of perfect
substitutes, In fgune 14 {8, indifference curve 1C 15 o oghl angled curve which shows that
bth the commwsditics & and B are puxchased i fiacd propocion by the consainee, Al
pednt E, corsumer has fixed propontion combination of 08 of commwdity A and OT of
commodity B,

Indifference Curve Becones Cuuq:ll:l: in Case of More than Two Commocdities

When the consumer wans o kave combinations of more than two commodities e, 3
commodities, 4 commodities e, ther we have 1o draw o three dimenswonal inds fFerence

curves which arg very difficult 1o draw,

Inefifterence curve 15 the loous of all those combinations of twvo commodities which gree sime

lewel of satisfaction to the consumer, Mow, the question arises whether the consumer can

74




pl.u'l:]'u.l:ul: certuin combmations of oot

Table 5: Possible Combinations of A and B
Combinations Commudity A Commusdity B
[ Ksi) {H=1)

P 0 Ll |
) ! K

R 2 [

5 3 4

T 4 2

U | 3 1] I

This k= detemmined by moeney meome of the consumer as well as prices of two commadities

The price line shows all those combmations of two commodities which can be bought by the

consumer with the given momey meome and given preces of oo commaesdities. Accordmy 1o

Ferpuson, “The pricgt line shows the combinations of poods that con b purchased iF the entire

money income 15 spenl.” The prsce line
= also known o= budged line and
opporiunity lme. The equation of the
prsce Bine can be written as follows:
% B L B £

where b = Maoney Income, Fa = Price
of Commodity A, A = Cuantity of
Commodity A, Pg = Price of
Commesdity B, B = CQuantity of
Commedity B,

The table 5 ghows the possible
combinations of commodities A amd B
which consumer can buy with gven
memme and prices, Suppose consamer
hias Bs. 30 with him and e price of
commadty A and B is Rs. dand Bs 3

Commedity B

Y
10 ’
g a
6 K
1 5
2 T
U
0 X
| 2 3 4 5
Commadity A

Figure 14: Price Line

respectively. 1 consumer want to purchase only commodity A then e can buy 3 wnits, cach
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custs Ha 6, with entire income. Sumilarly, i comumer wants o puchase only conmodsty B
then he can buy 10 units, sach costs Bs. 3, with estire income. The other combinaticns
available to consumer are O (1 unit of commsting A + 8 units of commading By, B (2 arits of
cormmasdity A + O units of commodity B, 5 43 units of commmodity A -+ 4 units of commaedity
B and T {4 wmats of commedhity A + 1 umits of commodhity B whech he can buy with given
imcome at given prices. Figure 14 shows the vaious combinations that lie on price lEne. The
commodity A ond commedity B have been mensured on X axis and Y axis, respectively. PU
is the price Ime which shows varwows combinstsons P, Q1 B, 5, T and U which he can buy
with his given income at piven prices, 1 there is any combination which s nght to the price
fine, then consumer canmaot buy that with grven money income. If, there = any combmation
shisch & befi bo the price line, then consumer can buy that but his entore maney inoome 5 not
spent. The slope of price line refiers to the ratio of preces of two commopditics L. A and B,
Slope of Price Lmo = 4/ Pa
where Pa= Price of commodity A and Pp= Price of conmosdity B
The posiion and slope of price line depends wpon two factors (i) ineome of the consumer (6
prices of the twe gosds, These fagtors have been explained as follows;
I. Effects of Change in Income: 1F prices of the poods remain same bot incgane of the
consumer changes, 1t will onfy chonge the positon of the price fine not the slope, As

incoane increases, the prve lne

O
will shift 10 ibhe right of the =
onginal price lme and as imsoms E P
declmes, price line wall shift to
the left of the original price fine B
at given prices. The effects of
change i income on price line o
has been shoewn in the figure 15,
The ergnal price Img 15 PS5
With increase in income, price a - = < =
line will shift from PS5 w0 PS5 Commodity A
and with decline i meome, Figure 15: Effects of change in Income

price line shafis from PS5 o P52
At PS5 the maximum amewnt thid comsumer cien buy is O8F amount of commodity A and

OF amount of commaodity B, At PiSs, the maximum amount thid censumer con by s 08

amount of commodity A and OP) amou of commodite B which is higher than the
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maximum amount of bolh the commoditics on PS5 price Line. &1 P:52 te masimmn
amoumt that consumer can buy & 05 amount of commaedity A ard DP: amownt of
commodity B which B lower than the maximuam amount of both the commaoditics on PS
price line,

Effects of change in Prices: 1 the moome of the consumer 65 given, the proporbonats
change m ofl mopey prices will shift the price lne to lefl of ongisal price line with
increase 0 prces ad o’ aAght of eriginal price line with decrease in prices. The figume 16
(A shows the effects of proportionsie chenge m prices. The onginal prce Ime s PS5,
With decrease in prices, price Ime will shift from PS e P15 ond with morease in prices,
prce bme shifts from PS b P25 At PS, the maximum amount that comsumer can by 15
05 amount of commodity A and OF amount of commoedity B, At Pi5g, the maximem
amount that consemer can buy is 0% amount of commodicy A and OF, amount of
commodity B which iz higher than the maximum amouwnt of beth the commoditics on PS
price fme A1 P23z, the maxomum amoand that consumer can buy is O5: amount of
commodity A and OF: gmount of commasdity B which is lower than the moximum amount
of both the commuodities on PS5 price bme.

If the price of e commodity ie, commedity A changes and price of commodity B as
will as moncy mcone remain cobstant, the onc end of price line where we measune
commodity B will remain a1 same point and other end where se measue cammasdity 4
changes with change i priee of commeodity A This can be explained with the help of
fioure 16 {BL
¥
|

Py By

K\H : ol EH\\\ ol \

Coemmesdiby @
Comrmodity B
Canimminiry [

g b & i LR 5 K 5 x
Commaodiy A Canmmudiny Commadity 4
A {8} e

Figure 16: Bfacts of charge = prige




The origmal prce lme 15 PS. With decrease inprices, price ling will shifl from PS5 o PS ) and
with increase in prices, price line shifts from PS5 t0 P5: At PS5, consumer can buy msre
quantity of commodity A than on price line PS e, O85> 0% At PS:, consumer can buy less
quandity of commaodity A than en prics line PS e, O OF, IF the price of one commadity
e commodity B changes and price of commodity A as well o5 money incomenemain constant,
the one end of price tine where we measure commmuedity A will remaim 21 same point and other
end where we mepsure eommodity B chonges with change in price ofcommodity B This can
be explamed with the help of figue 16 (C) The ongingd price lme 5 P53, With decrease m
prces, prce line wall sheft from PS o PiSand with imerease moprees, prce Ine shifts fom PS
o P25 At IS, consumer can by more quantity of commaedity B othem an price e P5 e,
O = OF. At S, cotsumer can by less quangty of commodiy B than on price Ime PS e,
OF < OF. Henee, slope of prace line changes with change m price of one commodity, whilbe the

price ol other commaslsy and moncy income romaing the same.
&b ] Consumer Equilibrivm

The comsumer i= said w0 be o equilibriom when comsumer with given income and prices buys
that combimation of two commodities which yields him maximam satsfaction and he does

not wind 1o mke any chonge mhe spending

Assumptions
The vartaus assomptions of comsumer’s equiliboum under mdifference curve analysiz are as
Tl b
o Copsemer is mtionsl in nature es he wands 10 maximese his atility,
e The preces of the commodities willl renain constant.
e The meney income of the consumer will be constant.
o Copsumer has knowledge about prce of all the commeodditees,
e There exmts perfect competition m the market.
o  Commoeditics are divisible
e Consumer his complede knowledie abait indefference map
& Ineome will be spent in small quantties by consumer.
There are tao main conditions to attain equilibrium of consumer under indifference curve
analysis, These are
(i} The price Hne shoukd be tamgeent to idifference curve,

(0} The indifference curve must be convex to the omigin a1t the point of engeney,




The fost condstion b consumer’s cguilibrium o that prce line shoukd be angent Lo

indifference curve which has been shown in figure 17,

In figure 17, VI is the price line and [Cz, [Cs and 1C7 are tbe indifference curves. The
consumer can buy any combination Le. E. W and K but he caneot buy any combination on
1Cs hocause it is away from price line
VDO of B, W and K, consuemer will
be m equilbriom at pont E as ot this
point price ling e fungent 1o the higher
mdifference curve 105 AL poeint B,

consumer  will buy O amomt of
commasfity A and OF  pmount of
commasbty B owhich  vickls muasximuwom

sansfaction te the consumer. At pomns W

and K, consumer will not get masimim

[
: : i Commpdmy &
subisfaction as both the pomnts lie an the A L1 FO T Sy

fowest idifference curve IO At equilibrium point E, slope of indifference curve and price
line coincide. Slope of indifference curve shows marginal rate of substitution of commdadity
A forcomimodiey B {MBS o) and sbepe of price line is the ratio of price of commodity A (Fx)
und price of commodsy B Py At the pomit of equilibrium, shope of indifference curve 15
equid to the stope of price fme. i can be woben as:

AR S o= PPy

The spcond condition for conswmer’s

i

equilibrium &% that indiffercnce curve

Comraodiy I
-

showld he convex to the origin at the
puint of tngency which hias been shoan
m e 18, In figure 18, VI s the price
bing muld 1Ty and 10 are the medifference

curves, The consumer can buy any

combination e, E and Ei. At Ei, prce i
I I'\. — K

£
line & ngent b mhfference curve b : | \
i
mdifference curve s concave o the ol 4l1 B ]
. , ; Commenbdity A
origin at the point of tangency which Fgura 18: Cormuner's Equilibriam

shoows that seeond conditien for equilibrm = not fulfilled and abso pomt B e on lower




mili ference curve ]'C|- &:, comsumer will wol be in L'qmllhriun:l al puinl: L| rather at peant L.

Al point E, both the conditions for consumer’s equilibrium are fulfilled. The consumer will

by O amoust of commedity A and OF amount of commodity B which gives maximum

satisfaction we the consumer,

L3K. Criticism of Indifference Curve Analy sis
1} Inddiffenence curve anabysis is based on unreadiste pssumpbions e, mtsonal consumer,

2}

3

perfect knowledge of scale, divisibilioe of goods ard perfect competittion. The spending of
a cobsumer is generally based on habits, fashion and customs. Hence, & consumer docs
not sbwavs behave mtiomally. [t is not possible that consumer hag complete knowbedge of
his indifference map, Divisibility of goeds @5 not pesible in case of most of the poods
and perfect completion s not a reality rather it°s 2 myth,
Prof [H. Roberizon his highlighted thar the indifference curve analysis is only “An old
wine in new botthe.”This analvsis &= similar i the carding] onlity analvsis as it has only
mven mew names to old concepts, The term “whiny”™ has been replaced by scale of
preference, lnw of demimsshing margenal utility kas besn substitutied with diminshing
marginal rave of substiution and the concept of candiel numbers fe. 1, 2 3 ete, bas
been labelbed a5 ovdingl numbers Le, L IL UL ecen candingl unlity analysis, copsumer is
in eguibhrivm when radio of mangnal oilities of two commaodities s equal o the mioof
price of twe commodities e
MU of & ) MU of B =PA/PE
In indifference cumve analysis, corsumer is in equilibriom when marginal rate of
substitution of A for B iz equal to the ratio of prices of teo commasdities ie
MRBSan =Fa’ Py
Marginal rate of substitution b= the ratse of marnginel wfilities of two commodities
e MRS g = MU UG
Henee, MU of A /MU of B =Py / Pa
Therefore, conditions for consemer equ Itbrmem are sumie o both the analvsis
According o Prof. W.E. Armstrong, a consuwmer 15 indiffercnt amoenyg close alernadive
combinations onby as he cannist find the differcice between the two. As the difference
ameng vanous combications riscs, the differcnce in the satisfacton of aliernative
combinntions become ¢lear and, therefore, different combinations which lic on the same

indifference curve do not provide equal kevel of safisfaction. 1 argument of Armsirong is
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consadered, differend combomations oo saime indifference cwee provebe different level of
satisfaction. Therefore, indifferenee curve willl hecome non-trangitive.

Indifference carve analysis fails 1o cxplain, how consumer behave when he has o make a
choke among allemotive combinations which imvoelyve risk ar uncertainty of cxpeciation,
In order b0 choose pmong uneertuin combimations, quinttative measurement of wbilty s
required o detemine whether the risk is worth taking. [n these situations. cardinal
measurement of utility can prove 4o be helpful 1o eyplain corsumer behaviour,
Indiffertnee curve anabesis 15 based on gbsurd and unrealistie combimations, When
consumer considers vonows combinstions of two commodities, then some of the
wimbinatioms are moanmgless angd 1t s not posshle w0 apply theses combmations m the
real life.

[ndifference curve anakvsis can asily explain consumer behaviour o respect of ran
commuodities but when consumer conziders more than bwe commodities, tis analyss
bocomes complex in natine.

Schumpeter has sabd that indifference curve 18 not bésed on real life experiences rather
o imaginary combinatiors, Every time, it is not possible for & consumer 1o do
calculatns and decude like o computer as 10 which combimetion of two commedditios he
wouldd ke

The indifference map is considered to be hypothetcal as s not based on observed market
behavieur. [t 5 pot objective n nature rather subjective as it does not set up functions
and curves i purely objective ferms, Purely objective madifferense curves con be
possible oaly if it = possible 0 obin gquentitative data The logleal sirecture of
indifferenee curve analyse & such that it & almost impossible (o measune indifference
curves in guantitative terms. Allbough efforts have been made 1o quantify indifference
curvg bt not suce essful,

i ffemence curve snalysis is bivsed on the weak ondering hypothesis 2., 0 consmmnest cin
be: indifferent among a bge oumber of combinations Bul, sccording to Prof, Semuelsen,
it is not possible o find many situations of indifference in neal world, The weak erdering
mikes i subjective in nature Bt ordinal analysis is certuinly better than cardmal snabyses

as it = based on fewer assumptions,

The cardmal utilsty awabers and indifference curve wnobysis hos many similanties as well as

deszimilaritics.
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Slmilnrities

1}

Z}

1}

The cardiral utibty anabysis as well as indifference cwrve analvsis are based on the
assumption that consemer is ratiosal in nature 2= he wanis o maximise his safEfaction.
Bath the amalyvsis are subjective m mnature as these are based on the concept of wility, Tn
cardanal vtibity analysis, wodal utility 5s the summsteen of all the margmal utibtees that the
vonsumzr detives - from the comsumpion of various unstz of the commsdity, In
indifference curve analysis, totul wility derived from the corsumption of a commadity is
boased on the margmal utilities that the consumer derives from the consumption of
vorws wmnits of cammaosd iy,
[ cardinal wiility analyses, comsumer 15 m equilibrium when meo of marginal wtilites of
two commodiics is ogual tothe ratio of prece of two commoditics 1Le.
MUof A/MUof B = Py/Pe
In enddifference curve analysis, comsumer iz in equibibriom when manzinel e of
aybstitution of A for B is eoqual o the racie of prices of twa commodities e,
MRbap= Pa/Pe
Marginal rate of substiftion is the mtio of marginal utilities of two commodites e
MESam= MU/ MUp
Henee MU of & /MU B = Py / Py

Themfore, condrions for consemer eguilibrium are same in botb the amalvsis

4) Both the anabysis are based on the law of donindshing margmal viilicy. In cardinal anlicy

analy=iz, law of dimimshmg mocgnal whility apphies. In mdifference curve analvas,
smeond conditeon for equilibrium s that indiffersnee curve must be sonvex 4o the angn

at the point of tapgency which shows that marginal cate of substimtion s diminishing at

the point of equilibriam.

Dissimilnrigics

Iy Ififfersnce cwrve onitlvsis is more mealistic in nsture as it & bossd on the ordical
measurement of wiility fe first, second ete, Condinal wtihity onaly=s s based on the
assurnphion of cordini mensurement of wtilty Lo 12 3 ele which 1% nad possible in the
rewl world,

2} Cordinal vnlity apalyses is based on the sssumpton of constant margnal unhey of money
which s unrealsstic i oatune, Indifference curve = not based om this asaemphion,

3} Iwdifference curve analysis 15 based on loss assumptions as compared W candival ukl iy

analyzis. Heneco, indiffierence curve asalyvsis becormes more realistic in natare.
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[ cardinal wtility wnabysy, margmal wiility of money 15 assumed o0 be constam sl iy
not possible o divide price effect into fncome effect and substitution cffect bt in
indifference curve anmalysis, it 15 possible o divide price effect into meome effect and
substitution effect, Indifference curve analysis provides more comprebensive explanation
of theory of demanid

The Giffen’s Pamdox has been explained in indifference curve analysis but cardisal
utility amalysis tailed to expluin this concept

The cardinal wbldy analysis hos been based on the unreshishc assumphion of
independence of ufilities but indifference curve analysiz iz free from this ond has
highligkted that substiuie goseds and complonentary goods are capable of infuencmg the
utifitbes of cach other.

Althpugh both the analysis are based on the same equilibeivm conditico, ver indifference
curve analysis 15 supenor b cordingl wbility anelyss as o s based on less anrcalistic
assumplions.

[rei fPerence curve amalbvsis helps w highlight the effect of change in price on the welfare
of gonmimer, If 3= a result of change in price, consumer moves from lewer o higher
indifference curve, his welfare is enhanced,

Hoth the analvsis are subjective i nature bt construction of preference schedube an the
busis of changine physical quantries of twe commodities and replacement of the bw of
diminishing marginal wility with diminishing marginal rate of substitution in case of
imdifference curve pnalyses indistes that this snalyses s leadmg towards greater
whpectivily and behaviourism.

Check Your P 1

O Why indiffere nee curve shopes downsands from lefi to right?

Ans.

(R, Gine oy tad properties of mddTerence conve,

Ana,

I thies besson, the comcept of consumer behaviowr has been expluined in espect of candinal

utility apalviis as well = indifference curve analysis, In cardinal otility amalvsizs, relation
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between total utelity and mwrginal wility has been highlezhicd. Further, ,uw of dirninshing
marginal utility and law of equi-marginal utilicy kave been explained. In case of cardieal
utifiey. conswrrer cquilibrium has been analysed with single commodiny as well as two
commmasditios, The conswmer 5 said to B in equilibrium if he does nat want to purchase cither
mire or [¢ss quanbty of & conmnodity when entice incame of the consumer 15 spent on singls
commaedty, I consumer spends iz entire income on two commodities, he will go on
substituting the commodity giving low marginal utility with commedity giving high margisal
utility 1l the margmal utilites of both the commesdites become sguel assuming thit prices of
both the commedities are sume, In indifference curve anabvsis, the concepts 2., definition of
mili erence curve, margmal e of substitution, budpet Ime ol consumer eguilibram have
been examinsd In indiffercnce curve ambysis, consumer is said 1o be in cquilibrivm when
consumer buys that combination of teo commodities which vields him maximum satisfaction
with grven income and preces. Moreover, he does oot want to make sny chenge m his curment
spending. Cardinal utility znalysiz as well as indifference curve analysis are of ubmost
mportance in certain ficlds of real life but, at the same time, bath the analysis suffers from
varions limitations abko. According to varicus econofmists, although both the analysis bas

many similarities, yet mdiffersnce curve pmalysis = superior to cordinal whility anakysis,

2.6 Ouestions for Practi

A, Short Answer Type Questions
}1. Explain the refationship betwoen total and marginal utility with the help of
iagram.
2. List the asswnptions of cardinal ubliiy analysis,
13, Whant cke vou miean by Laow of diminishing: manginal atilany'!
O, Give example and droow o dingmm for few of egui-margimal otibity
5, Explain Consimer’s Equilibrivm with Single Commedity through example,
ko, Dhisenss Comnsumer’s Equilibrium of two Commadities with the help of suifable
example,
7. Whai do wou mean by indsffenence curve!
. Explain the concept of Consumer Equilthriwm.
O, What iz the meaing of price line under indifferene ¢ curve’?
B. Long Answer Type Questions

1. What are the laws of cardinal wility? Give assumptions.




02, Dascuss the consumer's eguilibrivm under candina] whlity analysis with the help
of suitable diagrams.
(3. Crigcally evaluax the Cardinal Utiling Analvsis.
4, Explain the effects of change in income and prices of commaodities on budget
lime,
45, Expluin the varous properties of Indifference Curve Crgieolly explam
consumer’s eguilibrium determined under indifference curve analvzis,
O, Why indifference curve analvas 15 superior e cardinal ubilsty nnalyses?
278 | Readi
o H.L, Abwo; Advanced Economic Theory { Microeconomic Anilysis),
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A0 Learning Objectives
After completion of 1Es unil, learmer will be able 10
o Deseribe the meaning of production fursction
& [dennfy different types of production funcficn
s Differentiaie between the low of varishle proportion amd law of retums to scale
sl Iniroduction
A product's supply depends upon its cost of production, which in wum depends upon the

physical relationship berween inpus and cutputs as well as inpu prices. In deciding the cost of
production, the physical relstionship between inputs and outpats is crucial. Therefore, theory of
production relates 1o the physical laws governing production of goods, The theory of production,
like the theory of demand, examines how a producer or firm can use its capital effectively to

maximeze profit They must make the following production decssion:
{2} Whai should be produced by a firm?
(b1 How should the firm produce?
) How much and & what price does the firm sell?
{di What is the best way for the firm to market its produce?

These decisions are crtical in the production process becanse they determine the goals of

the firm. In the fortheoming pages, we will thoroughly sudy these aspects of production

4.2 Meaning of Froduction Function

Production function means transformation of physical inpuis inte physical outputs. The
functional relaticnship between phyvsical inpois and phvsical outpul of & fimm 18 known as
proshuction function, Alpebmically, it can be written as:

‘Ir __Ir*H| Kn. L| E'

Basically, there are four factors of production ie., land, labor, capital and entreprencur. From the
above cquation it will be read as: Production (Y 15 a function (£ of labour (), capatal (K}, land
(LY amd entrepreneur (E) According o Koutsoviames, "The production is purely o 1echnical

relation which connects factor inputs and ouput.” Watson defined production funchon as, "The

av




relation berween a firm's physical production and the material factors of production is colled as

provluetion fincton,

13T  Prodiciion Finci

In economic theary, we are interested in two types of production functions. Firstly, when
the quantifies of some inputs are kept constant and the quentity of one input = varied, This kind
of production fanction is called as the law of dimimshing marginal returns or law of variable
proportions and refurns oos fctor, T0 5= impertant 10 note that reums 1o variable factors are
relevant for the short un because in the short run some Tactors ke, capitl equipment, machines
and land remained fived and factors such as labour and raw marenal are incressed o expand
output, Secondly, the preduction functions with two or moere than two varable factors which 15
called the law of returns 10 scale, The short run production function can be weiten as

O=1iL, K}
Im this, O stands for catpurt, L for labour and K for capital which = beld constant in the short run
Thus, the concept of retums ooa factr i concemed with the study of how mapurl changes when

the amount of variable factor, such as labour 18 increased,

To wnderstand this, first we will stwly some concepts of physical products that are
penerally used for the stady of returns oa vanable fctor, Regarding physical production of

factors there are three concepts;

Total Product
Types of
AHEF&QE Product
Praduction Function
Hargtnal Product

A. Total Product (TP} Todal product of a vamable facior i= e amount of wdal oulpus
produced by a given quantity of the varahle factor, keeping the quantity of other factors

such as capdtal constant.

]




B, Average Product (AP): The average product of o variable factor {labour) is the ol
outpul divided by the amount of labour employved with 3 given guantity of fixed faciors

used to produce & commodity. Symbaolically,

ap-d

L

Here, AP = Average product, () = Total output, L = Total units of vanable factor {labour), Ii
has been generally found that the average product i3 an iedicator of productivity of the

vanable factor.

Table | Total Product, Marginal Prodoct, and Average Product of Labour

Labour Total Product (TP) Average Product Marginal Product
(™. ol (AP = /L) {MP = AQVAL)
Waorkers)

1 20 2 i

2 16 L4 L6

3 48 ] 2

4 56 I4 b2

5 i) 12 4

fr Al 1] ]

7 | 56 | 4 -4

C. Marginal Prodoct {MP): Margingl product of a variable factor iz the addinen made to the

total production by the cmployment of an extra unit of a factor.
Symbolically,

Ag
MP= —=
AL

MP = margnal product of labour,
AL} = Change m total output,
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AL = Change in = variable factor (labouwr),

It is impotant 1o note that the marginal product of a facter changes ar diffenent levels of
emplovment of the factor. It has been found thar the marginal product of & Factor rises in the

beginning and then Falls s more of it is used for production, The concepts of Total Produce (TP),
Marginal Preduct (MP) and Average Product have been explained with the help of a Table 1.

Check Your Proprese]
1. What is meant by production function?

22, Explain the types of production foncrion,
s,

In the preceding pages, we have studied that in the short run the output can be increased
by increasing the amoun of the vanable fsctor. Therefore, the response of outpul 1o changes in
the amount of a vanable factor, while kecpang the units of fxed factors constant, is referred to as
returns o a factor. Besides thiz, outpul can be increased by increasing all the factors of
production in the long mun. The response of output to changes in the size or scalke of all the

factors 15 called as retums o scale. Thus, there are two laws of production:

Law of Vamable Proportions or Returns 1o a Factor and Law of Retums o Scale.

&40 Law of Variable Proportions

I eeonomie theory, the law of variable propenion sccupies an important place, This law
examines the production function with one factor vanabde, keeping the quantities of other factors

conatant,

When one factor's quantity 1= inereassd while the quantity of other factors remains
unchanged. the proportien betwesn fixed and vamable factors changes. The law of variable
proportions states that gs the proporion of factors is changed, the tolal production at first
incresses  more  than  propomicmately, then  equi-proportionately  and finally  Jess  than
progortionately, The clissical economists named it the law of diminishing returns, It is now
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psually called the law of variable proportions. It can also be called the law of diminishing
marginal product o diminishing marginal retums.

Gl Stigler, writes, Ay egeed fmereswents of ove e ave added; the inputs of ofher
praducrive senvices being held constars, beyvond o certain point the resulting fncrements of
pradher will decreare, §e, the margingl prodict will diminish,”

According o Leftwitch, “The fow of vardable progestfons states et 5 the dopad of one
regoures & fwereased by egual increments per anit of e wiile the inpuls of other resonrces are
feld constant, sl ot will inoremse, bt bevond seme point the revulting oufpat increases

wilfl Beevrone sonaller anad sovaller, "

According to Samuelson, “An fncreese in soure inpuis eetadive e atfor fived inpary will,
i a miven state of techwolsgy, canses oulpiit o increase; hut after a peint e extea ourpn
sesnfting from the same addisions of extr inpets will become Tess and Tess”

Assumptions ol the Law

The law of vanahle proportions holds good Lmd:rgn: fol lowing assumptions:
. Une of the factors is variable while all other factors are fixed.
. All units of the variable factor are homogeneous.

. The state of technology is assumed to be given and unchanged. If change in

technology will oocur then AP and MP misy rise mstead of diminishing.

, This law 1= hased upon the possibility of varving the propomions in which the
various factors can be combined W produce a product. For instance, 2 hectares of
land with | labourer; or 2 hectares of land with 4 labourers. It is imporant to
mention here that this law does not opply io those ceses where the factors must be
wsed in fixed proportions to vield & product.

Stages of Law of Vardable Froportion

When a variable quantity of one factor is combined with a fised quantity of the otlee, the

provfuction process can be divided into three stages, as shown in the iable below,
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Table 2 Three Siages of Production

Units of Labour Total | Average | Marginal | Identification of Three Stages of I
Land No.or | Product | Product | Product Production
(Hectare) | Workers) | (00 (aAP= | qMp-
Q/L) | AQUAL)
1 1 2 2 z Stage |
1 2 5 2.5 3 Increasing Betums to 3 Variable
1 3 9 3 4 il
1 4 12 3 3 Stage 2
1 5 14 23 2 Dipinishing Returns w-a
1 6 15 25 1 WVarabla Factor
1 7 15 | 21 i Stage 3
1 3 14 1.7 N Megative Retums o a Vanable
Factar

[ will be seen from Ggure 1 that the behaviour of the variable factor's tofal, averaee and margral
products i response T an inerease in s amount is vpically divided infe three stages.

A, Increasing Marginal Refarns (0 8 Factor (Stage 1 Towml prodect rises a1 an increasing
Fate tooa point in this stage. During stage |, the wal produect confinues 1o mse, but £3 sope is
decreasing, implying thet from point E o G, the tofal produst rises af a diminishing eate ithe
fodal product curve i3 concave downwards af this level), e, the marginal produg falls but
remaing positive, The peint E where the total product siops incressing of an increasing rate
and starts mereasmg ot the diminishing rate 18 called the poini of mflection. The average
product curve reaches s maximum point at the end of stage 1 10 is worth neding that the
marginal produsct m thiz stage mitially rses ond then Galls, but ot remams higher than the
average product during stage 1, implying that the average produsct continues o rise,
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B. Diminishing Marginal Returns to o Factor (Stage 2§ Towl product continnes e incrense
al & diminishing rate in this stage until ot reaches its maximum point G, where the second
stage ends. The vanable product’s AP and MFP both ane diminishing at this stage, but they
have remaned positive, The vanable facior's marginal product 5 zero at the end of the
sccodd level, e at point C.

. Megotive Marginal Returns to a Factor (Stage 3): Total product is declinmg in this stage,
and the total product curve is sloping downward, As a resull, the variable factor's margnal
product is negaive, and the marginal product curve goes below the X-axis

Figure 1
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From the above fizure the relationship between AP and MP can be explained.

& AP iz mising in Stage 1. MP rises a1 Tisst, and then stans o fall. B worth noting that as
AP rises, MP must be grester than AP,

b, AP decreasas in Stage X MP continues o decrease until it reaches zero at point C. MP

rermating bedow AR ns long as AP is dechining

c. MP becomes negative in Stage 3. While AP continues o decline. it remains posiiive. [t is

important o remember that even iF MP 15 negative, AP must remain positive,

The relationship between MPand TP can alio be explained

#, TP increases af an increasing e in Stage | as long as MP rizes. However, as MP

decreases, TP increases at a decreasing rate.

b. During Stage 2, a5 MP beging o decline, TP nses at a diminishing rate. There is no Ase

in TP when MP =0,
G When MP is megative in Stage 5, TP begins o decline,
The Stape of Rational Decisions

A key question now 15 in which stage a0 ratiopal producer would seck to producs, A
rational producer would never ey o0 produce in stage 3, where the vanable factor's marginal
product 15 negative. He will stop at the end of stage 2, when the variable factor's marginal
proluct is zero. The producer will maximize the total product and thus make maxiomom use of
the vanable factor at end point € of the second stage, where the marginal product of the varable
factor i5 zere. According to Ferguson, "Even if units of the vamable mput were free, a rational
provlucer would not employ the zero marginal products because thear use entaiks a reduction in

intal cutpuai.”

A rational producer will not want to produce in stage 1, where the fixed factor's manginal
procdsct is negative. It means be will not make the maximum wse of the fixed factor in stage 1,
and he will also not completely exploit the opportunities 1o increase output by rajsing the
quantity of the varmble factor, whose averape prodoct wall continue to grow durding stage 1. As a
result, & reasonable producer will not stop at stage 1, but will expand farther. From the above, it

i5 clear that g ranonal producer can never be found producing m stages. | and 3. As a result, stage
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| and 3 in the production function reflect non-econpmic regions. Therefore, o reasonable

proclucer will offen ey o produce in stage 2 where the marginal and average product of the

variahle factor is decreasmg.

f'.l =] ol In;t:.ﬁn“ Hllﬂﬂlllf H elurms te @ Titilhlﬂ Factor

A, Effective utilizstion of the Fixed Factor: In the beginming, the quantity of the fixed factor is

i

abundant refative 10 the guanniy of the vanable factor, Therefore. when more and indare unas
of the variable fctor are added 10 the constant quantity of the Nxed factor, then the fxed
Factor is more imemsively and eMectively unilised, thar s, efMiciemy of the fixed Gicior
incresses as additional units of the variable factor are added w it Due o this, initially
production mereases ot on ncreasng rste, On the other side, some omount of the fixed factor

remaing unutilised becavse the vanable factor is relatively smaller in quantity

» Ineresse in EMciency of ie variabbe feior, ,19 more amd more units of the variable Gactor

are emploved: the possibility of division of labow and specialisation increases. Thus, greater
the quantity of the varisble input, the grester the scope for specialsation which will further
help 1o increase efficieny and productivity,

Better Coordination between the factors: 5¢ long s the fived  factor remains
undenstilized, additional application of the vanable factor tends o improve the degree of co-

ordination between the fixed and vanable foctors. As & resull, tokal sutpul increases ol an

InCreasing rabe.

. f Diminishine Marginal B E

This is the nust impornan stage of the law of diminishing retwrns. Following ane the main

couses for the operation of this Taw

1)

I

Searcity of the Fixed Factor: When with the increase in the variable factor the fixed factor
hecomes more and more searce i relaion to e vamahle factor so that as the units of the
viriable Facior are increased, they receive less and less aid from the Gxed Gctor, Hence,
marginal and average products of the variable factor decline

Imperfect Substitutability of the Factors: Factors of production are imperfect substitutes
of each other, Mote and more of labour, for example, cannot be continuously used in place of

additional capital. Accoedingly, diminishing retums 1o the factor becmnes inevitable.
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3 Indivisibiliny of the Fised Factor: 11 the Pactors were perfectly divisible, there would have
been no aecessity of mking the large quantity of the fixed facior in the beginning o combineg
wilh the varying quantities of the other factor. A significant point worth mentioning is that if
factors were completely divisible, the ssue of differing factor proportions would net lave
arisch and thus the pheaomeson of norcasing and decreasing marginal returns w a factor
wiild not have ocoumed.

1) Poor Coordinatien betwesn the Toctors: Increasing the application of the wariable Cactor

alomg with the fixed factons] above o cerioin point crosses the ideal factor rabio linit

Consequently, the co-ordination berween the fixed and the vanable factor becomes poor

Canses of Negative Marginal Returns

The waal prodict declines and the marginal product become negative as the amount of
the varialde Tactor i3 increased (o the constant quaniity of the fixed factor. The phenomenon of
nepaiive margimal retirns to the varmable facter occurs when the amount of the variable factor
mncreases too large in relation w the fixed faowor, as they get in cach other®s way, causing total
production to fall rther than rise. In short, just as the marginal product of the fixed faclor was

negative due 1o its sbundance in the first stape, the margingl product of the varishle fctor s

negative doe o ils excessiveness in the thind stage.

The kw of diminishing retums, which states that marginal physical product almaely
diminishes, even though 11 mereases at Nirst, his been discussed previously, Untl Marshall, o
wad assumed that three fows of production are distinct and different, Modemn economisis, on the
other hand; beheve that decressing, constant and meressing refums are three phoses of one
general law ie., law of vanshle proportiens, rather than three different laws, Furthermiore, before
Mazzhall, it was assumed that the lww of diminishing etums applied o agrnculiure and
manufaciuring mdusiries was charcterized by constant or meresang remrns, However, this is no
longer the case; the law of diminishing returns has a wide rimge of applications. This liw covers
industoes as well as sgriculiure. In cose of apphication o indusiries Facters of production nmast
be incremsed in onder to maximise the eutput of manufacured producis. Labor and capital are
more imporiant s manufactuing industries than land and capital 15 usually fxed in supply

dunng the short term. As & result, mcreasing the number of workers 15 pursied 0 ICrease
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procductivity, When more labour 15 used on a fixed amount of capital, the marginal product of
labour must eventually decrease. Wheress in case of application o agriculture, labor and capital
can be increased to the desired extent in order o increase agnculiural output since these ane
variable factors, but nod Jand, which is a fxed feowr of preductien. As a resull, when rizing
doses of labouwr or capital are added to a fixed amouwst of land, the varable factor's marginal

return starts to decrease, and the law of diminishing returns becomes operative.
“I J -
There are variows reasons due o which this law is applicable w the agriculiure sector,

A, In agricultere, nature plavs o significant role. Maturol factors such os reinfall have o
significant impact o agricultural production, However, there 15 a 101 of concern aboul the
supply of minwater. As & result, the law of diminishing retums kicks in quickly.

B. With contimued agriculwre, land Ferulity continues 1w decline, As a result, the marginal renirn
decreases a5 more units of labour or capital are added to it

. Agncultural activities are spread out over vast aress of land, requinng less supervision. As &
resulr, it cannol be efficiently supervised. Consequently, the ¢ost of production rises,

[ Agnculture s considered a5 & seasonal cecupation. The demand for labour in the sgnculiure
Sector is for some months only while the rest of the time they remain idle, which casses a rise
in cost of production.

B, Due to the lower degree of division of labour and specialisation, sgriculture experiences o
faster application of the bw of diminishing retims.

F. In additien 1o this, all pieces of land are et fortile in the some way, When demand for lond
rises, even less fertile land is cultivated, It translates o bower marginal retums and higher
production cosis,

Thus, the law of diminishing retums 18 conmdered universal since it applies to all fields of
sutput,

Slmpertance of the Law of Diminishing Margioal Beturns
A, Malthus based his population theory on this law. According to him, food grain production

lags behind population growth bocause agriculiure i3 subject o the law of diminishing

refums.
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B. This law is the foundatien for Ricarda's theory of rent. The first dose of labour and capital 1o
lard vields higher retums than the second. The difference between the first and zecond dose’s
returns is referred (o 2 “rent.

C. This law is also considered as the basis of the theory of distnbution. According to the
marginal produectivity theory of distribution, as more and wore anits of factor of production
are employed its marginal productivity decreasss. As a result, it's per unit share in total

production decreases.

Lostponement of the Law of Diminishing Marrinal Retirns

I thee following two situations, the law of variable proporiions can be posiponed:

A I echnological advancements occur, the apphcation of the low of vanable propoetions can
he delayed. Because, with the advancement in technelogy the law of variable proportions
becomes inefTective, resulung in increased elficiency and lower gost,

B. The operation of this law can also be postponed when the factors of production are perfect
substitutes of cach other,

Check Mour Propress 11
1. What 15 law of varighle propotion?

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

Q2 Define TP and MP,

L

3.4.2 Law of Returns to Scale

Mg, the seale of production in the context of two Taetors of production means a given
amoust of labour and capatal is used in the production process, Thus, the proportionane change in
both the factors brings about o chamge in the seale. The behaviour of total output when all inputs
are varied by the same proporfion is called retums to scale as applicable in the long run. Long
run is that prodkiction fusction in which all the factors of production are vanable. Thus, in tlas
pe of production Tuncton we 1y 10 find oul the behaviour of outpal when in is possible o
change the stze of all the factors. It means we tmed to explion the behaviour of outpur in response
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i changes in these scales, Any change in the scale means thae all inputs or factors are changed in
the same properion. According o Kowltzoyviannis, "The temm refums 1o seale refers o the

changes in output as all Factors change by the same proporteon.”

In the long run, output can be incressed by increasing all factors in the same proportion
or differemt proporions, Ordinaeily, lew of returns o scale refers o increaze i outpul a8 & resuli

of increase in all factors in the zame proportion. Such an increse in eutpul is called retums o
scale. In the long run outpul may be mereased by changing all factors by the same proporion of
by dlifferent proporions,

Let us start from an initial level ofinpuis and outpos:
P=riL. K)

If both the factors of production, iz, labour (L) ond capital (K} are incrased in the same
progortion [k, then production funciion will be rewritten as:;

P =/ (kL, kK}

. . . : R i
If P*, increases in the same proportion as increase in factors of praduction. i.e.. — = m, then we
F

amy that there are eonstant retums o scale.

L]

IF P*, incresses less than proportionste increase in factons of production, 1.2, — = M, then we

have decressing relurns o scale,

If P, increases more than preporiicmale increase in factors of production, ie., = M. we have
_Fl

increasing refurns w scale,

Increasing retums to scale occurs when a given percentages increase in all factor inputs
causes’ proportipnately prezster increase in output. For example, if 100%% increase moall factor
inputs (labour and capital) causes 15309 increase in outpul then retums 1o scale are called

imcrepsing.  From sbove, it can be said that when outpat increases at a ligher rate than the

meresse i factors of production employed.
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Causes of Increasing Returns to Scale

There are numerous reasons due o which in the Ininal stage the fimm is having moresing

reTurns:

A, Indivisibility of Factors: Some factors are available in large and lumpy units and can
therefore be wtilised utmost efficiency ot 0 larps level of cutput. Therefore, in the case of
soine indivisible and lumpy factors, when oufput 1 incressed from a smeall level oo large
oz, indivisible Factors are better utilised and therefore increasing returns are obtained.

B. Greater Possibilities of Specialisation of Labowr and Machinery: Wik the increase in the
spale, retums o scale can occur because the firm can introduce greater degree of
specialisation of labour and machinery ond also becawse it con install technologically more
efficient machinery.

Az in the large seale of production, instead of being peneral, workers con specialize in
performing & particular task in the production process.

Thus. it can be sasd that as the scale of production s increased, due to indivisibility of
factors such as labour, machmes, division of labour and specialization and many tvpes of
coonmmiey are availlable to the firm, On account of these economies, proportional increase in
returns 15 mere than the propormionate increase m factors of production. All these economies are

only intemal economies as these are related e the scale of production of the concemed firm,

Constant Beturns 10 Scals

Comtant retums To scale aceur when a given percentage increase in all Factor inpurs
causes egual percentage increase i eutpul. Therefore, i we are doubling or trebling all faciors
then outpot will alen respond in the same proportion. For instance, if 100% increase in all factor
inpuls causes % iBerease in oulpul, it isa case of constant retuens W scale. [n mathematics,
the case of constant returns to scale 15 called as linear homogensous production function or

homogeneous producton functon of the Tirss degree,

Thus, comstant fetumns 1o scale cecurred when total outpur increases af the same rate

which all the factors of prediuction are inceeased. This situation arises, when after reaching &

certain level of production, economies of scale are counter-balanced by diseconomies of scale,

Thes function states that if labour and capital are increased in equal proportion thes catput wall
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also increase in the same proporion. Cobb and Douglas production functien & based on thiz
aiale.
Decreasing Returns to Scale

Decreasmg returns to scale occurs when o given percentage increase in sl factor inputs
causes propomionaiely lesser increase in outpu, 17 100%% incrense in all factor inputs causes, say,
only 80% increase in sulput, it is a case of decreasing returns o scale. The fusdamental cause for
the cperation of decreasing returns o scale, according o some ecobommists, is  when
diseconomies surpass econoimizs of scale, For instance, indivisible factors becoming inefficient
and less productive, difficuliies of conrol and ngidities due we lange managements, higher costof
skilled labour, higher price of raw maresial and high trassport charges. Thus as a company
EOARE B size, ils adminisirative structure becomes more complex. The management is likewise
umable fo adapt quickly o shifting demand and eost conditions, Afler o certain point in the
expansion of the factors, disecomomies of seale ocew, resulting in decreasing remirns o seale, 11
is important to mention here that there is & difference between decreasing retumns to scale and
diminishing marginal refurns,

Table 3 Beturns o Scale

Units of all | Tatal Average I Muorginal Beale
factor inpuis Returns Heturns Heturms
e {quintals) (quintals) (quintals
Ome L 10 Lo
Two o) I | i1 Bt
Three i5 L1466 13
Four & 15 25
Five ' T 17 ' 25 opeta
I Hix | 102 - 17 1 L7
Seven | 114 1628 12 Decrezammg
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The former anises due (o the increasing complexities of the organisation, while the later is due w
the application of increasing units of a varisble factor o fixed factors. Table 3 explains the law
of retums to scale, when the units of all factors are increased in the same proportion, the total

cutpul responds at different rates Le., increasing, constant and decreasing,

The retums w scale can be explained with the help of a figure, It will be seen from figure 2 tha

when the units of factors of production are increased, the outpul increazes ai a higher seale

imitially,

A more and more units are pul ioig the production process the marginal  prodest becomes
constant because the percentage increase in outpul is equal to the percentage increase ininputs, [T
we increase further the units of inputs the output will start declining.

In this figure, the product curve shows increasing retums from B o T, constant returns from T to

K and dimimnishing retums Trom K o S,

Figure 2

+ Constant Beturns g

Chit pist

¥ Uhnits of factors of Production ?'{

From the above discussion, it = clear that when the units of all the factors are incressed o the
same proportion, total output increases st the different metes Le., increasing, constant and

decressing.
Check Your Fropress -111
O L What iz the law of returns 10 scale? Explain the different stages of this law.




02, Which iz the raticnal stage of production and why?

L5 Sy

In this unit. we discussed that the production funciion deseribes o physical relationship
which must be combined weh prices of inputs 0 determine the efficient resowrce combanation of
prolucing a specific level of owtpar, There are two tvpes of inpul=outpul relmions or production
functions. Firstly, the production function when the quantities of seme inpuls are kept constant
and the quantity of one mnpat are variad which 15 called the law of vanable proportion. Secondly,
fhe input=output relation by varving all inputs propormicnally s called &5 retoms o scale, Since in
the long min all faciors can be varicd, thus law of netums w scale relates o long-run production
function. The way ressurces are combined in a production process, the productivity of resources
in varicus combinations and the praces of the resources involved in the production process all
have & major role m determuning the cost of prodoction of & commaodity, Thus, production s the
mosl important activity taking place i an economy because the deckions about what o prosduce

and how 1o produce ane important [ any economic system.

.6 Ouestjons for Practice

Short Ansywer Type Questions

1. What 15 the production tunctson?

02, Distimguish between fixed and varizble factors of prosduciion?
3. Mention the assumptions of law of variable proportion.

. Explam the lmw of increasing retums to a facior.

05, What do you understand about the law of returns 1o scale?
6. Define long run production function,

Q7. Define TP, AP and MP.

&, Distinguish between fixed and varishle factors of production.
08, Mention the thres singss of production.

Qi0, Will & producer ever stog in stage 1™ and 3™ of production?
1. Which iz the rational stage of production?
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2, What are diminishing returns and increasing retums o seale?

Long Answer Tvpe Questions

1

Q2.

Ql.

. Explamn the law of varisble proporions. Explan vanos stages of this law with

the help of a able and o diagram.

Etate and explain the law of vanable proporiions, How does it differ from the law

of remums o scale’?

Explain and illustrate the three siages of production with the help of law of

variable proportions, In which swage a rational producer would ke w operane?

. Explain and illustrate the law of diminishing returns, Why does this law operate?
Drozs it mpply to agrneulture only?

. Explain the circumstances under which the increasing retums (0 3 factor operate
Is i always applicable te ndustry?

Q6. What do you undersiand by returns o scale? Explain the three types of retums o

seale,
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M.A (ECONOMICS)
SEMESTER 1
COURSE: MICRO ECONOMICS 1

UNIT 4 : CONCEPTS OF COST AND REVENUE
STRUCTURE
4.0 Learning Objectives
1 Inireduction
4.2 Types of Costs
4.3 Theuries of Cosi
d.3.1 Traditional theary of costs
Flxed and variable costs
Short run average cost curve
Shart run marginal cost eurvie
Relatbrnship between average and nsarginal cost curves
Long rum average cost eurve
Long run marginal cost eurve
4.1.2  Maodern Theary of Cosi
Short run avernge cost
Short run marginal cost
Long run average cosl

Long run marginnl cost
4.4 Bevenue canvepls

44,1 Total Hevenue (TH)
442 Average Revenue (AR)
443 Marginal Revesue (MR)
4.5 Relatdonship hetween AR and MR
dof Helationship bedween AR, MR and TH
4.7 Relatlonship between AR, MR, TR and Elasticity of Demand
4.8 Revenue carves under
4.8.1 Perfect Competitiom
482 lmperfect Competition

483 Monopnely
[k




dfd  Mopopolistic Competidon
4.9 Sigmificance of Revenue Curves
4,10 Summnry
411 Duestinns for Prociice

4,12 Suppested Repdings

At the end of this unit, the learner will be ablie o
= [etenning the meaning of fxed and varinble cost,
= Rnow the concept of short mun cost corves wmder traditional theory of cost

& [efing the concept of long run cost eurves under tradifonal theory of cost
®  eseribe the short run ad long mue eost curves wnder naodeen ooy,

4.1 Intredustion

The production is one of the mporunt activities of sny econemy, There are fowr ficiors
of prodhuction e, land, labour, capital and  enteprencumship. Producbon = monly
tranzformation of inpets infto cwput. For production purpose, when these faciors are used then
some remunerabion is given & these factors for therrsenaces, payment mide te them 15 cost for
the productsa wmil. The payment made w the use of mpuots s called cost. The inperance of
costs carmot be ipnored especially i the moedern world. Costs are one of the impoertant factors
that determine the size and quality of the praduct The costs affect both the supply and demand
i ¢ society, The cost of production i relation to prce advises a A e prodece or not to

produce and determine the level of production or service fo be proved ed to the custopers

4.2 Tvpes of Costy
Coat of production 3 the mest important feee goverming the supply of a peoesbact. [t should
b podnited out here that for cach level of ougput, the firm chooges beast cost combination of
factors, Variows coneepis of costs as ane used in modem economic theory are explained below
and then we tum to study the denvation of short-run and fong-rm cost curves,
There wre different types of costs used in price theory, thess are mongy costs, explicit
cohts, implict opsts, real s, apportunity costs, pravite and social cosis e
Iy Maomey Cost: I i the money cutlays of o firm en the prosesses of production of s autput,
A prodducer considers only the money ¢osts of procurmg the inputs necessary forprduct=
These are the payment made to buy row materml, rent, woges ond sabaries paid to its
fubour, buying und repamme of machmery, payment for electmeity, feel, ransportation,
mnsuranee snd tx payment ete. Money cos s the production cost expressed in manetary
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Explicit Cosi: These refier w0 all those expenses made by Ciom o buy gosds diecdy,
These include purchase of row matenal, depreciotion chorges, fuel, electricity bills,
transportaten et ete, so directly made o the apenes, These areolso called accounting
oMLK,

Implicit Cost: These refer o smplied or umneticed costs, Imphcit costs are the costs of
self -owned or self cmploved ressurces These include rent on his owmn land, interest paid
on his o capital and salary to s own lzbour, The accounting costs or the commctual
cash pavment, which the finm makes to other factor owned for purchasing or hirmg
thevarious factors nre alio koiwn ns explicil cests, The money rewands for other Swctors tle

enfreprenent himszlf awns and employs inthe fimm arg known as implicit cost. The economisis

kim0 corgidenstion both the explicl and mnplicil cost.
Econemc cost = Accounting costs + [mplicit costs
~Explicii cost + lmphicit costs
Henl Cost: The producer caleulates hes privade cost of production enly and he does not
inchode thase costs which are borne by the secbety is called real cost A mill oamer will
count his money cost only and ignore the sufferings or saorifices of the peeple living
nearby, who hivve to pay i the form of mereased medical bills dwe to smoke coming out
of chimmeys or water waste commimg out of the mill,
Opportunity Costst The concept of epporunity cost ocoupies a very impenant place in
masdern economee anolysis, The opportunity cost of any commasbity 15 the next best
alternatwve thot 1y sserificed,  Prof. Benham defines the oppodunity cost os, “The
opporunity cost of anvihing es the next best alternative that could be produced mstead by
the same factors or by an equivalent group of factors, costing the same wmount of money,”

The concept of apportunity cost bears two imporant poims ficst, the opportumity
comt of anything is only the next best aliernative foregome. Thus, opporfunity cost
producing o good 15 nat any other ahermative good that could be produced with the =ams
factors, it 15 only the most vakuable other pood, whch the s=me factors could producs
Sgcand peint woerth neting & all the facions used in the production of one thing may not
be the same as are reguired for the production of next best altermative good,

Therefore, the opportunity cost of o pood should be viewed us the next-best
alternative gosd that could be prsfuced with the “same vahee" of the factors which are
mmiore of less the same. It i3 the cost of production of any wnit of commaodity for the valwe
of Factors of production used in producing another unit, These are alse known as the
aliernative costs or transfer costs. With the given resources in a Bretory washing machines
and refrigeraors can be prodoced, only washmg machines are produced worth twe bakhs
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g0 opporiunity eest of refrigerators is teo lakh rupeies
&) Private and Social Costs: There ae certaln costs which amsge due we the Museton of e
firm but do not eormally figure in business decisions nor are such costs explizithy pasd by
the firm= Certain suwch costs wre pid by the society, Thas, the ol cost generansd by the
flrm®s docksbon miy be dividbed into two cabegon ies,
a)  Those paid owt or provided by the firms and are known as “private cosis”,
by Those not paid by the fims incheding use of resources freely available plis the
disutility created in the process of production and are known as "Social costs’
Private costs o these which are actually mcwrred or provided forby an individual or o firmon
thie purchise of goks ansd services from the market, Fora firm, all the actual costs, both explhicit
and imphicii, are private costs. Privale cosis are indemalised in the sense that ‘the G most
compensate the resources owned in order o acguire the right o ose the resource.” Tt is only the
mbermslised cost that is incomporated o frms fetul cost e prodoctss,

Social oot an the ather hanad, |mp|:m: the cost whech society bears on accound of
prodiction of a comimodity. Social cost Includes bots “privaie cost® and “exernal cost’.
Extermnal cost includes {a) the cost of “resources for which the fim s eot compelled 1o pay a
prace’, e g, atmosphere. ivers, lakes and also for the use of pubkic utility services like
roadbwayes, dramage sysiem eic, and (b)) the cost in the form of diswtility crested through air,
wider und noise polhution’s etc. The cost of expenditure meurred to safeguard the mdividual
and public againgt various kinds of health hazands ereated by production svsierm and thas is

used in the estimation of social costs,

(M. Differentiate between Explcit and Implcit costs,

2. What is opporiunity cost?
Ane,

u I] . s [:-\. I
Mow, we wall explain the shape of cost curvies in shord nm and fong roneedith the helpof
traditiemal and modern theones of costs,

431 Traditional Theory of Cost

Theee ane some facwors wlich can be readily adjusesd with tie changes in owiput level.

These factors may b labour, raw material cte. Omn the other hand, thore are some factors such
108




as capital cquipment, buildings etc. which can’t be <o peadily varied. It requires a cormparatively
beger thme to make varstions lnohem, The faciods such as raw materials, labour ewe, which

o be readily vamed with the change in the Jevel ore known as variable factors and the factor
sich as capital equipment and buldirgs which connot be o readily vaned are called fixed

factors,

Comespondmg to this distinction bebween variable factor and fixed fuctors, coonamists
destimwish between short mn and leng run, The short rum s 8 period of tme in whch sutput
can ke increased or decrensed by changing only the amount of variable factors such as nbour,
raw muderial ete. In the short un, quantdies of the fxed fuctors such s capitel cquipment,
factory building ete. cannot be varied, e the guantdees of fixed factors remaie unaliered.

O the other hand. the long run is defined as the perod of time in which the guentities of all
factors meay be varicd, all facters being variable in the kong run,

Im the short ruim, obmicst all the factors of productsen are fxed in guantty and the okl
fined costs (TFC) mclude the expenditures of the finm per umit of time for all the Gxed inpets
Simnilarky, the total voariable costs {TYC) = the total expenditure incurred by the firm per unit
of time for all varable inputs, Total cost eguals tdal fixed cost plus wial vanihle cost, Some
other concepts of costs include explicit costs and implicit costs, Exphat cost e ludes the value
of aotual inputs weed by the Firm b produce the product. The vadue inputs owned by the finm

shld b estirvated from what they couwld cam i theee best alternative use,

Fized Ot | Varighle Cost

Fixel costs are thise costs which are mdependent of autpud, that s they do ns chanpe
with changes In ouput. These ceas ane a ‘faed’ amount which muost be beeamed by a fion in
the sloat run whether the emput is large or small. Even if the firm closes for seme time in the
short run, these costs have to be bome by it Fived costs are alao knowmn *as overhead cosi” and
mcheds charpes siech as contractual rent, insutance fes, mainfenance costs. imlerest on capital
mvested, propery taxes smndmum admimistative expenzes obe. Thus, fised costs ame those
wihiich are ihcumed in hicing the fixed factors of production svhose amount cannot be aliered in
the shor rus,

Yarnble costs, on dhe ether hind are those costs, which are incumred on the emplevment
of vannbe fucters of productson, and their amoumt can be altered in the short nem when sudpuot
cises or falls. I e (rm shuts down fer some feme n the short o, o well mol use varable
factors and wiall mot, therefore, incur any vanable costs, Yariable costs are also called ‘prme
costs” o “divect costs.” The sum of tetal Nixed cost and total vanable costs s calbed the total
cost of production. The tal Faed cost curve 15 herizomtal straight e o the OX aas which

ghoows that whatever the guantity of oupu the same i.co constant. The total vargable cost curve
1w




ix sloping upward riging from zero owiput initiaBy gradually and later at a B@st spoed. Besides
this. the okl cost of the vertical addition of total fixed cost [TFCp and toal variable cost ( TV,
Since the TFC is consan the difference between TC and TEC will always continue to be the
BAITHC

Total cost of busines= s the sum of ks ktal varioble costs and totnl fxed costs.

TC = TFC+TWC
Where TC = Toatal costs
TFC = Toral fixed costs
TVE = Toatal vanable costs
L
TC
TVC
E.,.
o
=
]
FC
-
1
' Cutput x|
Figure 1

Oz o mupre factars of production are fived guantity in the short run. Total fived cost
(TFCH, wtal variahle ot { TV and total cost (1) have been shown i fig, oo, 1
Sinee the total Axed cost emams constant wheteyver the level of outpat, the total fised cost
curvie is paralled to the X-axis. Bt is scen in the fig. | that todal fixed cost curve stans from a
point on the Y -axis meaning therehy that todal fixed cost will be incumed even iF output is zero.
O the ether hand, the tetl voriable cost curve (TY'C) rises upward showing thereby thot ps the
output 15 mereased, the datal variable costs al=o moresses. The fotal vanable cost curve TV
starts from the origin which shows thit when output 1= zere, the sariable costs are alzo ml 1t s
wlso noted that TC i3 o funetion of the otal subpet.

[ =1 (L}

Total gost curve (TC) has been obtamed by adding up verneally rotal fxed cos) and 1otal
vuriivh le cost curve, Therofond, veriscul distance between TVE and TC 15 constant throughoui.,

The total cost curve (TC) 1= exuctly the ssme os that of the toml oot {TVC) becanse the same
L1




vertical distance always scparates the bws okt curves.

Shori-Run Average Cost Curve

The short run iz o period of e i which output con be incressed or decreased by
changing onky the amount of varable fctors such as [abour, Taw materal et In the short run,
quantiites of the fiaed Gclors such as coptel equipnment, Factory batld@ng wic. cannst be varied,

Le. the quantitics of fixed factors remain unaltered.

The convepd of average custs is mone freguently ased tem in economic theory, Average cos1 is
total eost divided by the numiber of units of total eutput produced
AC=TOTO
A, Aversge Flued Cost (AFC)
Averagre Fiwed cost s the intal fxed cost divided by the numberof wmits of fodal outpat produged

Themfore,
AFC = TFRCTQ
Where T i total output preduced. 1155 seen from the figuene
2 qhat the wemge Famedd cunst i_:ilnrinl_lnl_l:-;l'_l.' Falis ﬂ'n-n'n,:g'himr
Figure 2
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The aversge fixed cost curve possesses anether property; 17 we pck ap any pomt on fhe (AFC)
curve and multiply 1t with the correspending quantity of owtpat produced, the product will be
saine Because ial faed cost remaing oonsiant throwghost.
B.  Awerage Varlable Costs (AVO)
Awersge varable cosr i= the total variable cost dvided by the nomber of unis of suiput
produced. Thenfore

AVC = TVCT




Thus, average variable cost is variable cost per unit of owput. The average variable cost will
generally fall a= the ouput ineresses from zero o the normal copacity outpui dee (o the
oecumence of mereasing retums, Bl bevond the normal capacity owtput the avengre varishie
cost will mse steeply becmise of the operation of dimineshang retums
Average Total Cost ATC or AC
Average tofal cost of what is ssmply known as average cost is the total oost divided by the
number of units of outpa prodduced.
Avwempe ¢osl = Toal Cost/Ouipun
AC =TCT

E-im:n:gm tomal cost i the sum el totl variable coat and tatal Nixed cost, the :L'ftraget'nul cost is
also the sm af sversge variohle cost and average fised cost

TC =TV + TFC

AL = ANC + AFC
The shape of average total cost will depend o average lixed cost and the average variable cost,
We fmdd in the Frg, 2 that in the begrinning, both AVC and AFC curves fall, the ATC curve,
therefore, falls sharply o the begmning, When AYC beogng rismg, bul APC curve 1s falling
stocply, the ATC curve continwes to fall. But a5 sutput increases further, there is a shamy risc m
AV which more than offsces the fall in AFC, Therefore the ATC curnve rises after a poimt,
Therelione, the aversgs cost curvg (ACC) ke the ANC curve first falls, reaches its minimum

vidue aod then rees, Average cost curve s therefore almeost of o U shape

Short Bun Marging Cost Curve
The concept of maninal cost accupes an smporunt ploce meconomic thn:L'u'y.!drgh:l
cosl §s “additlen” w e ndal cost cansed by prsdiecing ooe mone unit of outpe, Ly other words,
miarginal cost B the addition to dotal cost of producing n unis instead of n-1 units where nis a
given number.
MC = TC - TCn-|
Since marginal cost i a change in etal cost as a result of change in outpur, B can also be wiitten

HLS

M =ATC
ATo

Where 2TC 15 a change in Totyl cost and 4'C) 14 2 gmall change m owtput.
MC & independent of fived cost. Since fixed costs do not change with ouwtput, theee are no
rorginen | fised costs when output increases,

Wy = TCp ~TCr -1

TC=TVC +TEC




= TWCa + TFC - TVC™ -TFC
-W':. - T"-’E'.-. i
Mfarpmal cost 15 independent of fixed cost and, thes, can be directly atiributed o change m

variable cost
. AT
MC AT
Belation Between Average and Marginal Cost Cyrves

The relationship between the morginal ¢ost and average cost i2 =ame a8 that between
amy other marginal sverage quantsties, 11 can be ustrated with the help of following example
shown in tuble no. 1

Table 1: Relationship Between Average and Maorginal Cost

Units af Fimed Cost | Varlable |Total Cost | Average Marginal
Ot {Hs [Cost (Rs) i s.) Cost (Rs) | Cost{Hs,)
i 2 | @ | 102
1 42 | 1 152 Th a0
3 42 | 1350 192 4 4
4 42 - 210 252 63 &0
5 42 | 30 352 T4 1)
f 42 | 340 552 @ 230
. {

The: relutmonship betwosen average amd margimal cost cin be shown with the help of fig. 3 when
maarumal cost 15 above average cost, the avermpee cost cises but when onanginal cost 15 below the
averaae cosl, average cost falls. When marginal cost stands egual to the average cost, the
avernze cost remans constant. The mmimmem pomt of macginnl cost curve comes pror to the

minirmiem point of average cost curve,
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Figure 2: Belotionship between Marginal Cost and Average Cost Curves

I is mod mece=sary that when averape cos curve 1= fulling, marginl cost curve will also be
falling whit can be said definnely 15 that, when average cost curve is falling, marginal cost

curve will be below the avemge cost curve.
Avernge Cost (AC) Curve Ushaped

Basically { AC) avernge cost curve gets its shape because of the operation of the law of
varighle proportions. I the beginning, the propedtion of foud factors is relatively large as these
are under-utilised m the beginming, Therefore, AC will fall with increase in the amoant of
virighle Bactors When the proportesn between bixed and vanables factors s mest dessrable, AC
touches its mimmum. Later on, proportion of vanable factors becomes relatrvely loreer and,
therefore, AL swings upwanl. In other womnds, we know that AC is the additon of AFC and
AVCL Inthe berinning both AFC and ANC fall with increase moowtpul, therefore, AC shouold
decline g more is produced. AC does not necessacily go up as AVC beging to rise becamse
durm this period full in AFC may be preater than rise m AVC only when increase m AV iy
rmsre than a decrease m AL, that AC silll move up, Thus, AC has a minimum point at a kange
output while AVC records a minimam at a bower owput, The availabdlity of internal coonomics
and diseconoms alse offer an explanation te the U-shape of average cost curve, 11 B becauss
of due 1o the application of the By of the diminishing retwms (or indresing oosts ) thad the AVC

curve ises That is why 1t becomes U shaped
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(. Explain short rum cist cerves,

Ans .

All factor inputs are assumed to be freely vanble in the long penod, There & view represented
by eeonomists ke Koight, John Rebinson amd Kalder that if all f&cors ane freely vanable and
the cemmodity is perfectly divizible, a large firm has no advaniape over a small firm under
perfeet competition. For this view inputs all cconomies and diseconomics in production o the
exiatence of indivisible factors and assumes that there ame ne independent coonomics of
disecanomies of scale. The seule of o frm = inersased aceordmgly as ot mereases all of s
factors inputs together i the same propoartionso that the propoeticn in which they are combimed
remaing the same. Natarally, then the bong peried cost curves of the firm {LAC and LMOC) will

be horizontal as shown in Fig, 4 bekv,

Y

0 Output X

Figure 4
But there 15 an opposite view represented by Chemberlin, sccording to whom there are
mubependend economies as well os diseconomies of seale. I we pgres with this view, the limg
pericd cost curves will abio be U-shaped as shown in Fig. 5 below:
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However, they will be flatier than the short-penoed cost curves for the obvious reason that in ihe
kangr pemod it 15 possile to adpst the facior propoion asdeguately and thus o reduce the e
ot which tofal cost tends 1o changs in the fimss's outpad,

Inthe leng rum none of the facters 15 fmed and all can be vaned o expand preduction snd,
therefore, the firm hos no fixed costs in the long mn, & long o cost curve depicts the functional
relationship bebeeen sutput and bong run cost of preduction, Long nm average cost curve
depicts the possible average cost of producing all passible bevel of owtput.

Inorder s understand the derivation of long nan average cost eurve, we consider the three short
run average oost curves a8 shown in the figure 6, These shoert run average cost curves an alo
kEnownas plant curves [ the short run, the fem con b opermting onany short ran avenisge cost
curvig, given the size of the plant Tt is secn that upto OB amount of oetpat, the fem sl operate

on the short run average cost curve SAC) though it eould also produee with shert run
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Figure 6

[t k= seen that upto OB amownt of ewtput, the firm will operivie on the shor nus averags
cost curve SAC) thowgh & could okso produce wath shorl ruin sverage cost curve SAC: becanse
upte OB amount of output production on SAC) curve entails lower cost than on SAC:, For
metaece, iU the level of owpat OA s produced with S50 0 will cost AL per st and & ik s
produced with SAC, it will cost AH per unit. It & elear from the fgure that AL s smaller than

AH. Sumilarly, all other output levels wpio OB can be prodwced mome ceonomically with the
L1n




amalier plant S0 than with the larger plant SAC:, Tt is thus clesr that in the Bog nancthe firm
will produce an output which i linger tham O (but less thun O, than it will be econamical
to proshuce on SAC, (8 will be seen from the figurs tha the autput is brger than OF bt less
than (Y. can be produced ata ke cost peromil on SAC: than on 5AC ), Thus, the mutput O
i praoduced sn SAC: cosi CR por undtwhich Bs ksaer thia C3which s the cost incumed wisco
produced on SAC).

Therefore, i the firm plons fo produce. between outpass OF and OF8, if will empho the
plant cormespomnding w shor-vun averege cost curvie 2AC:, I de firm bas w produce an outpw
which cxceeds OD then the cost per ueit will be lower on corresponding to the shont-run
pvernge cost curve SAC s then on 3AC;

[t k=, thus, chear thivl i the long muem the fiom hes a Cheice in the employmend of a plant,
uncd 11 will employ the plant which yields possible mummuom unit cost for producing @ given
output, The long mn aversee cost curve depicts the keast possible weergpe cost for producimg

virious levels of outpud when all fuctors meluding the siee of the plant have been adjusiod,
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Figure T: Leng Run Avermge Ceat Curves
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Suppoec tiow tiat the number of allemative plasts that the finn can bave ane very |lange.
Then instead of having a wikle area for cach sheort poriod AC, now the LAC will have one point
from cach SAC, the point of tangency LAC and the relevant SAC. The LAC then envebops the
SACs hence it is knewn as the “envebop curve”. As Leftwich wontes “the poirt of tangency is
takem to minmmum o for any grven owpat, the firm shousd vse the scale of plant whoss short
run average cost curve is tangent to the leng-nm average cost at that mueput.

The LAC is tangent to only the bowest SAC at the minimun point of the bater, In case
of all these plants whech come carlrer the peant of wogency = pooer to the manmum paint of
SAC, miicating that a bigper plant reduces cost, But in the case of plants coming after the
krwer SAC, the points of tangensy are b the right of the minimum of 3ACs imphang that over
utifisation of a smaller plam reduces cost rather than the construction of a bigger plant. Thus
LAC s the locus of all those points which represent minima of cost of production for various

output levels, LAC s al=o called covelope curve,
Lomg- Run Average Cost Curve In Constant Cost Case

If the prosuction fuscton 15 bnear and homogeneous and also the prices of mpats
remam constant, then the long i averige cost will remam constant w all levels of owlput as

depected in fig. #

Average Cosl

_-.11,,.
[

A B cC

Quitput

Freure & Long Bun Avempe Cost Cupee
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Itwnll be mestscod that all the shorl rum averaEe mosl ourves such s SAC |, SAC: armd SAC have
the same mnimem average oost of preduction. This means that whatever the size of the plant,
the minimum average cost of production i the same. This implics that all factors can be adjusied

in the lomg rum in such o wiy that the propontion beteeen then always remains eptimam.

Lang-ren Margingl Cost Curve

The lemz min margingl cest curve can be direetly derived from the long mn total cost
curve, sing the long-run morginal cost ot a level of cutpust i given by the slope of the todal cost
curve il the poimd cormesponsdimg to thit level of output,

I the figure % long run marginal average cost curve which i Ui-shaped. Tt is noticeable
that lortg ron marginel Gost (LM cumve s Aatter than the shan-nim micgeal sost urves,
The relationship between long mn margmal cost curve and long run average cost curve 15 the
sumi as that bebween shortonn avernge and shoctrun moasginal cost curve. [t is also seen that
gt the level of outpun at which g particular SA0 curve 18 magent o the LaC curve the
carteaponding S curve intersects the LMO curve, In other words, at the level of meput
witere the short-ron avemge cost = equal to the long rm cost, the corresponding short-rum

margimal cost is equak vo long run manginal cost K,

L .

Cost

Output

Fryure 9@ Long Bun Marginal Cost Curve
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Check ¥ owr Progress-111
QL. Why long run cost curve & called envelope curve?

(R Exphuim the fone man cost corves i Tradinenal theory of costs?

4.32 Mpdern Theory of Cosi
The traditional thesry of cost has been criticised by o numiber of schokars and and they have

given new thedsries of costs, The writers of this new appreach were mainky G, Stigler, Sargent

Flarence, C.A, Smth, K.J, Amow efc, 1was m 193% that G, Stigler advanced the idea that
pveraze varablke cost in the short-rum hos o {kat stretch over 2 period of tme, [t s also called
suucer-shaped short mn average vanoble cost (SAVC), I s also argued that this fEakeess 15
maimby due o the fact that firm belps some provision for additienal productive capacity which
B knowe as the ‘Teserve capacily” bo inercase the output in the context of abrupt demand of its
produst,

S) CaalC
Average Fixed Cost

Average Variahle cost
Average Total Cosi

A, Average Fised Cost Corve: Some changes have besn mtrsduced regarding the sverape
fived cost (AFC). Basically, this cost comprises of the cost of physicol snd personal
organisation ol the fiem Le, dee fllowing one;

a} The salarics of staff ecpoved dircctly in production and paid on a fixed torm basis.

B The wear and tcar of machinery.

¢l The safarics and expemliiuee ol adminisiracivie staff.

d) The costs on maimtenancerepair of buikdings,

¢l Expenses on the maintenanoe of knd.
The impomance of AFC is that it mamly detemmines the size of the plan, The emreprenewr
witlhd like 10 plon the level of output that be con produce efficiently and flexsbly, Moreover
sukzh a pland ol I have the capac iy mone thien the “expected average” level of sndes [t s becanse

of the businessman prefons o ave some “resceve capacity” due b svme reasons. Actually, he
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wittils o el scasunal and -'.'_-.rv;.'|i-:.'a.| (huctustions i hes demand, SCL'\uudl}'- the rescrve capacily
st provide maone feedom to mecrsase his autpat in case of abrupt merease in demand Tor his
product. Thidly, the resene capacity & required to have time for repains without affecting the
runnimg of the plant confinuously, At feurth place, seme kind of technolegy neods reserve
capacity becawse ot s overy ddticult 1w omstall and operate bime amd g Even atb the
organisational and admimiscative level some reserve capacity is needed for emploving the
sdimimistrative staff 1o ollow some Borease in the production opemtions of the finm,

The bgure 10 shows that the firm has some largesi-copagity units of mashmery which
canpses e ting un ahsolute lmit B in case of shor run inerease in output, Beswdes, the finm kas
smmall unst machmery which Hmet expanson of cwiput to oundany (A} given in the deagram,
Hutthis is not an abselate bouwndary as the firm can cxpand 118 output mthe shor-run o absolote
limit B, This can be dene either by paying overtime o direct [abowr for working longer hours.
In thes gantext AFC 1= deprebedd by dotted e in the figure or this lrat can be imereased by
purchasing some additional small units tvpes of machinery. In this context AFC curve shifis

upwards bt stans declining again.
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E. Avernpe Variahle O psd Curwe

In the modern theorics of cost, PW.5, Andrew’s theory come 16 be pne of the most
recognised theories reparding average vanoble cost. In his theory cost consists of {1} rw
miaterals {11} direct labour that changes seth output and () runnmg, costs of mschinery,

[ thee short mun, avenge vanohle cost iz almast like U shaped but having a flat streich

over reasonable range of profuction a8 i shown in the figuee . This fiat stretch shows that the
AN comeides with MC which remsing per weit of owtpur, Wheress to the left of this mnge
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of stretch MO neomins below SAYC but on the righi side MO remaing above the SAVC. The
declining portion of the SAYC indicates fall in costs because of betber wliisation of the fixed
factors, It is maimly becawse of this bath skills and productivity merzase of variable factor Le.

Eabour, This berter skill fiurther reduces the cost of produaction by maeking the proper use of mw

materils el
']
A
Ty
&
e
SAavC
M
“
T = SAVE = )IC
AESERVE
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Flgure 11

Bt the msing part of the SAVC indicates the decliving produoctivity of labowr due to freguent
breakdown of machinery because of its over nise. the mereasing cost of lbour due to overtime
povmients, ehe, The smporance of SAVC with having o cenamm oz flar portion that represents a
reserve capacity of the form necessary for Llfifling the wwgent demand of vs product. The

reserve capacily has been shown in figure 12
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Figuire 12
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Bt it is defferen Bain e excess capacity that incrcases with ihe U shaped cost curves as given
i thee traditional theory of fims. This waditioral theory noa say takes the assumption that cach
plant is designed without any Bexibiling. [ is designed insuch a way that opfimal peoduction
ke place only in aaingke level of catput {xom the Ggare 123, s frm prosduce s ostput x which
ix smalber than xm xithere B excess capacity ie. equal to the difference between s-x. This
exeess capacity is considered undbesirahbe as it leads to higher units costs.

[ the madern theory of costs, the ranpe of owput x %7 08 shownoin figure 12 reflects the
planned reserve capacty which does not leod 1o morease m costs, The Ffrm anticipates using its
plant sometmes cleser tox) end other closer 10 x:. Usially on an sversge an entrepreneur wants
tor experade his plant wethin the range of x5 22 1 issaid that genemlly firms conskber the *nerosal’
bevel of utilizanon of the plant which may be somewhere between two-thind and threc-guartsrs
of their capacity. It has beenshown ar a point choser to Xa and X,

Co Average Total Cest Curve

In the modern theery, i becomes desirable to know the shape of the average ofal cost

curve capecially when the variable cost curve has a saucer type shape. This has been depicted

in figure o, 13

Shert run Marginal Cost Curvg
The ATC curve continues be decline up o cedam level of output [X4) and of this pont the
reserve copacity ends, At thes level of output the MO intersects the avernge total cost curee at
itx minimum kevel, This takes place o the right of the kevel of owiput 2a, whene the (i portion
of SAVE comes 1o itz end,

&

Cosg

e
Q = OUTPUT XA

Figure 11
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Lung Ron Avernge Coss Curve (L-5haped Cosi Curve)

[ the Eomeg-run all costs are considered variable costs and these costs make the ksng-nin
cost L-shaped. These costs have been further divided ino production costs and managenal
costs. Al the large scale of production, msmagersl costs may imoraase bul oo thee otler band, the
production costs decling more than the increase in managerial costs 1tis due to this fact that
the fotal LAC curve declines with the increase in scale.

Production costs decling steeply in the beginning and then pradually, As the scale of
production mensases, the Lshape of the produchon cost curve 15 deseribed by the techmical
ceonomies of the rge-seale production. [ the large firms infreduce new echmgues, thiey muost
be cheaper to operate, Anyhow, even with the ¢xisting known technolegy some econaimizs can
ilwivs be achieved ol the larger owiput, 1t may be becawse of further decentrahsation, skill
mprovement. secondly, less repair cods as firm reaches o certain =ze and thindly a
multrproduct firm muoy well undertake tisefl o the production of some of the material or
cquipient, which it requires rather buving from other finm's managerial costs. There exists
varions level of management each with it appropriate kind of management techniques. There
arg smabl scate wnd forge-seake organisatiomal technigues, having differcnt techmigues of
manazement that fall up to certam plant size but at very brge scole of production managernal
costs may e but at a very slow rae,

In brigf, preductien cost falls smocthly 81 Inrge scales but mamagerial cost may rise at & slow
rate i very lirpe scale,

Today, modemn scholars =eem 10 accept the dechne iniechnical costs more than that of
the probable ree of managerial costs, that s why the LRAC curve fulls smoothly o reenasnsg
canstant at & very large-scale outpat. LAC may be drawn bmplying that cech short period SEAC
which includes production costs, adminisrative costs, other fixed oosts and an allowance for
norrmad profit, LAC curve may be dmwn by joinemg the podnts on the SATC curve comespand mgg
tor thie o thirds of the full capacity ofevery plunt size, This has been shown i fgpere 12

¥
e
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Fipure, 14




IFLAC declimes continuowsky the L3O sl be bebow the LAC at all scales as have been shown

in figure 15,

st

LAC

n Cutput

Figure 15
There is a minimam optimal scale of plant (in figure 13) e which all possible scales of

eoonomues are enjeyed, but bevond thoye scales the LAC remams constant, Here the LMC lics
bedomy the LAC until tie miniomwm optimmal scale is been achioved and coincides with the LAC

bresonsd that devel of eutput a5 shown in fgere 146
¥
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The abdvwe shapes of costs are more malistic than the masditiona] thesry using U shaped cost

EUrYEs,
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Lheck Your Frogress-1Y
CH . Explain average variabie cost of short run of modern theory of cost?
Ans,

Q2. What do vou mean by average total cosi of short mn?

REVEMUE CONCEFTS

Every producer, after producing a product 15 inlenested ke sell his product mthe market, The
revenwe of & firme together with its cost, detenmimes profit In tkis chapter, we sty the
cohcept of revenue. The berm “revenue” refers to the receipt obtained by a A from the sale
of certain quantitics of a commodiny af variens prices, There are three maoin types of revemus
e tofal revenus, averape mevenue and margingl evenws, The revenwe s requred For
determination of price. Without pevenue profic cannad be found out. Even in market forms

equilibrinn can be fouwnd oot with the hebp of revenue,

4.4 Hevenue Concepts
The three basic revenwe concepts are: Total Beveree, Average Revenoe angd Margingl

Bevenue
Revenue
l |
Total Revenue  Average Revenue Marginal Revenue
(TR) (AR} (MR)

Frgure 16
4.4.11otal Bevenue (TH)

Tedal revenue is the ameant of income received by the fm from the sale of s prodoces, [

12




obtained by multiplying the price of the commadity by the number of unite sold. The eoms

which o Arm meeeives after selling ils cwlpwt in the matket = knovam as total revenne,
Total Revenue = Price x quantity sold
TH= = )

where, TR denadis Totel Revenue, P denotes Price and 0 denobes Cuantity soeld,
For exomphe, o colewlstor company sold 100 calculators of the price ofRs, 500 eoch, TR i=Rs.

S0,000, (TH= 500 = 10 = 50,0048},

Tabde 3; Total Bevense ol Constani Price

Cruamdity sold (03} Price {(F) Toimnl Bevenue (TR
| - . - y;
1 5 10
3 5 15
4 ¥ 20
3 ¥ 25
L] § 3

When prce is constant, the behaviowr of TR = shown in table 3, assumimg P=35.
When = 5;
TR = PO und TE=5x]=5

When prce is declimang with mersase i guaniiy sold. {ce. loperfect Competsteon on the
goodds market) the behaviour of TR @5 shown in table 3and fgare 17,

Table 3: Total Revenue when Price is Declining

Criantity sobd {CF) Price (P Taeal Revenue (TH)
1 1 i1
2 | 9 I8
3 ] 4
4 7 i
5 i 0
i} ] L]
7 & If




¥ | a 24
o I 2 I8
o | | L1

Bl Lad
L=-E=-]

&

)
(=]

Total Revenuse

N\ TR

0 v ¢+ 3 ¢ 5 & 7 8 3w X
Qutps

Figure 17

TR - PQ

Whisn l""I.I:I'-II:I.'I'H-'I w flh =10
When P=3,Q =8, TR =24
When PF= L, =1, TR =L

142 Average Revenue (AR)

Average R.m.-v.:nw.:l.a the mevenue per unit of cutput sold. found by dividing otal revenwe by the
number of units sold. In the words of Prof, Lickhafsky, “Average revenwe is defined os total
reveny divided by the number of units sold, Avempe revenee 15, thus, metely anether 19nm

mesnang price of the product,™
Average Bevense (AR} =Total Revenue' Mo, of wnits sold

Avermpe revenue Is the revenue per wnit of the commedity sald, 1t s cabeubated by dividmg

the Total Bevemee( TR) by the number of uniis sald (10)
AR = TR A);
if TR =P

AR = PO~

it




AR denotes Averape Revenue, TR denotes Total Revenue and O denotes Queantity of unit
soldd,

Far example, if the Total Revenue from the sale of 5 anits is Bs 3, the Average Revenue is
(AR~ 3055 =6}

It 35 1o be noted that AR is eqeal o Price

AR=TRAD = PVO=F

In other wends, average revenue means price. As consaners demamd curve lusiraes the
relationship between price and quantity demanded, it also represents the average reveme or
the price ar which variows units of the commedity ane being sold, since price paid by a buyer
constiiuees e revenoe from ibe seliers polm of view, One man's capendinere & other
persnn s incame.

4.4.3 Murginal Revesue (MR)

Pelarima | revenue s addiion made 10 the total revene by the sade of an addibonal it of the
swme commedity, In the wonds of MC Conpel. “Marginal revenue is the addition 1o total

revenus which msults from the sale of one more unit of ouput.,” Margmal revense con be

expressed p

IR - TRn- TRn-1

Here, MR = Marginal Revenue

TRy - Totol Revenue of n Units

TRa - Tuotal Bevenue of {n -1 Umis

To illugirate the concept of marginal revenue, it by sabe of 10 units total revenue {TR) equals

Ha. 1000 und by the sale of 11 umitz, total revenue {TRe- 1} incresses to Bs, | 100,
then marginal revenue 15 Bs, 100 {bems the difference between Bs, | 10 and B, 10007},
4.5 Rulationship between AR and MR

Ifa firvm is able toosell sdditional units at the same price, then AR and MR will be consting and

egual. If the fom s abde to sell sdlditand omts andy by redscmyg the poce, then both AR amd ME wall @l
ol b lifferem

A Constant AR and ME (ot constant Price)

When price remains constant or fixed, the ME will e also constut amd will coincide wath
AR, Under perfect competition as the price is uniform aed fixed, AR is equal to MR and
their shape will be a straight fline horizontal 10 X-axis. The AR amd MBE Schedule under

20




condant prics is given i Table 4 and in the figure 18,

Table 4; TH. AR, ME ot Constant Price

Crianticy Price Tl Average Marginal
anld Pl Revenue Revenue Revenw:
{t [T} 1AR) [ MW p
1 5 5 5 3
2 5 [ 5 5
A ) i3 § 3
“ 3 21 5 3 |
k] | ] 235 5 i
6 | 5] m o [3 5

AR

Price
W, ]

0 1 2 3 4 5 & X
Output

Fogume LR
B, Declinimg AR and MEB (ai Declining Frice)

When a firm sells larpe quantitics at lower prices both AR and ME will fall but the fall in
MR will be mwore steeper than the fall in the AR is to be nodod intabbe 4 and fig. 4 that
ME will be bower than AR Both AR and ME will be sloping downwards straight from
left ter might, The ME curve divides the distance between AR Curve and Y axis into two

I 51




cgual parts, The decline in AR necd net beoa stmight line or linear, [F the prices arc
dizclining with the increase in quantity sold, the AR can be non-likear, 1aking a shape of

comcave or convex 1o the offgin,

Price

Figuire 1%

Table 5: AR, TH, ME ot declining price

Cruanbity sold [ Price (P Averape | Tolal Revenue | Margingd Bevenoe
() Favenue (AR ) (TR {MR]

1 14 13

2 ] ] #
3 4 L]
4 T i 4
5 f i 2
i 3 E1}] i
7 4 1R -2
] 3 4 3
0 i 1% A
I I I -B
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RBelatioaship between AR and MR can be expliained as:

a) If AR Curve s rislng upward from Left to Bight: Then ME corve will also rise upwand,
This neans that ME willl be greater them AR, And the revens curves drawn will show thid

ME curve isabove AR curve (Fig, 53

: 04
1..'
M Fatd
o
=
: A
= :
o
P
O +
Q X
Quantity
Frgmre 2

In the above figure, we find that AR and ME stards from the same point P. AR nises
upwvards from kL to fght, The ME curve also nses opward and MR curve = above AR
curvie. Lt shows
a. MQ>AQ
b, Or MR = AG
b, If AR Curve is o Straight-Line Downward Skeping: Then ME curve will pass through
iiddie of any perpendicular drawn to the Y -axis
e, If AR Curve I Canvex o the Orlgin: [t means, o5 more and more of commadities are
=old, convexity of the AR shows that AR falls buf ot a skewer mbe, In cise of ME, the
curve will be agamm convex % the ongin, The comvexity of the curve shows that ME falls
but it a slower speed, When we compare cormves AR with convex MR, ME will be fallmg
fasper than AR and ME will be below AR
o IFAR Curve s Concave to the Origing In that case ME = also concove to the oriion, AR

curve 14 concave b the ergm, when the curve s sbopine downward from left to mght,
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means that AR = lalling at 2 higher rase for additional unms, the MEB carve will also Gl at

a higher rate for additional units.

4.6 Belatkensiip berween AR MR o T

To understand the relationship between AR and MR, let us understand these concepts with the
hefp of o table & and Ngure? |,

Tahkde &: Relationship between AR, ME and TH

Units Sald AR{T) TR MR
fa) (TR} {Pq) (TRn - TRn-1)
| 1] R 1€l
. k! 1K =
i B 24 i
4 7 28 4
| ] (7] el 2
{ 5 34 0
T 4 28 -2
£ 3 24 -4
& . 14 — 1
i | 14 -8

he table shows thet as price fulls from Bs, 10 fo Rs, |, the output sold merepses from | e 10,
T increase from L0 to 30, then remains 30 and ultimately falls from 30w 10, We find that
whon AR Ealls, ME Falls more than that, pe.. Frao Bs. 10 0 0 and then becmines megateve. TR

miereases ntinlly at o diminishing rate, it resches maximum amd then starts falling.

Havenis

Frgure 12
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The Frg. 22 shaves thnl TR curves stwrts froan S0 1 s kooesen as itial ot nevenae.

Tl TR rises from 5w M. At M. TR = masimm, Afer that it falls, Thus, TR dses, reaches
mazimum and then fz2lls In the =ame figure, AR and MR start from poimt 5, AR falls, MR
lso fiulls but ME 5 mush belew AR MR falls, reackes zero and then it becomes negative,
AR fzlls e remaing pesitive throughout. When average revenue functions are lingar {sraight

lines), the raie of fall of margimal revepue is double the mte of full of aversge revenue,

When margmal revenoe s positeve, tofal revemer mses, when MR 1= rem the ol mvenoe
becannes maximawm. When margioal roveme: bocomes negabive ol revenue stads falling.

When AR and ME both are falling, then MR falls at a faster rate than AR,

The refotson=hip among AR, ME and elosticity of demamad {2) 15 stated as folkows,
B = AR (e-1e)

The nelationship bebtween the AR curve and ME curve depends upon the elasbicny of AR
curve (AR = [0 = Prse).
a. When price elasticity of derand is greater than one, MR & positive and TR is
I AN,
b When price clasticity of demand is fess than one, MR is negative and TR is
decreasing.
. When price elsticity of demaond is equal to one, MR is equal to rero and TR is

maxmmnum and constand,

It is e be noted that, at the ouput raege of | e 5 anis, the prise clasticity of domanml s
greater than one pscording to total outlay method, Henee, TR 15 mercasing and ME is pasitive
[ Table 6, Fig 223

Al the puiput range of 3 o 6 units, the price elasticity of demind & equal to one.

Henge, TR i maxenum snd ME eoquals to zemo,

Al the owlpat range of & units to 10 units, the price elasiieiby of demand is less than unety

Henwe, TR is decressing and MR iz negative,




Table 7: TR, AR, MR ami Elnsticity

Chembity (00 Prce P TH AR MR Ekasticity
0 1 0 1 =
| o 1l L] i
2 4 I8 4 b
3 1 24 B i wE
4 7 I ] 7 4
5 B L] f 2
& [ 30 5 i e=1
7 F 2% 4 x|
B 3 24 i -4
b 2 I8 2 - o
i | L 1 -K
il ] 0 0 -0

vt

Price

it
o

Revenue (TR)

Tatal

=

o
MR X
TR
=
Quantity (Q) X
Frgure 23
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The cxccplem ocours wider condions of ]’.L'I!:.T\i.'t cunl.]:-::lil:m:n wherein demand is FILT'.IL"E.'II}'
clastic becanse the cocflicient of clasticity v mfinite |y large and the teom to be subiracted is

infimie by amall amd may be taken as rero.

Throvgh the applicatén of this fommula, it can be scen that MR is always positive at any poind
where clasticity of AR or demand curve s greater than unity and ML & alwavs negative

where elasticity of the AR curve or the demand curve is less than unity,

From thes melabonship, we can maintan that ME egquals price mims the mhe of poce to
clastzeity of demand, 1= cvidend from this relationship that ME 05 abaays less than prce,
sith one exception, because it is caleulated by subtracting some valic, represented by PE

from price.
Check Your Progress-\
Q. Define AR and MR?

A, s

2. Explain the s between AR and TR

Mover we will dhsouss shape of the revenne corves and their rebtionship i different matket

rﬁ:ﬂILﬂ.

4.8.1 Bevenue Curves Under Pecfect Competition

Under perfect competstion or 3 Perfectly compentitive market, the firm & o prce taker. N
cannet change the market price as it las to sell it products & the préce prevailing in the
market, IF o fom ees o sell s produce o o price above the morkel price, it con lesg its
customers in the madket, 11 15 becouse there would be other firms in the market which =l the

surmw prroachct= ot the price previaling in the market or al a lower price than the firm's price

Therefore, imder perfect competition, the firm has 1o accept the price prevaibing m the market-
determingd by market Forces such as demand and supply, Hence, it means thit the average
pevenee o the price woueld remabn consant for the T, Furdiermore, constant AR implicy

constant MR, Thus, it means that wnder perfect cormpetitson, AR=MR=Price,

| 5




ICAR s comtant, MR will also be cormtant. In this cose AR zd ME wall be cqual. It happens
under porfect competition where AR curve and MR curve of the firm will coineide. The
curves drawn will be horieontal ie., paraliel to X-axis, Mow, we can show with the help of
folbewing toble 7 and figh. As we increase owtput, price or AR remains the same, Lo Rs 10,

TR mereases but al o constant e
ME i also constam ie, Bs. 10 and o s equal io AR,

Tahle §: Relatbonship between TR, AR and MR

[ UnisSald | Pricc{AR) | TR MR
1 [ 10 BT 1l
[ 2 1 b1 1]
E 3 14 H 1
4 [ 10 40 Iil
5 10 5{) T
b Industry
|'1 =

Price P 3

=
LI - -
b4 Ouantity o
I'ﬂ.uvunuu' Firm
(= il P " * | 5
A = AR =Feic
L
L= N = P~ T = MR = e
Cluaniity

I3




Frgure 24

In fig. X-axis shows the owtput sold and the Y -axis shows the revenue. As shown in Fig, at
price, CHF, the s=ller con sl any amount of the commodity, [ thiz case the AR curve is the
horantal line, The ME curve comeides with the AR, It &= s0 besaose additional units wre sold
al the zame price as before. In that case AR= MRE. A notewaorthy point & that OF price is
determingd by Demand and Supply of industry and the finn only follow,

Here, the hormsontal straight line mdicates the firm’s revenue curvedprice line o7 demanid
curvel. It implics that ai Ba [0 per wnal, the scller or finm can sell any quandsy of autpud,

Thercfore, the fima's AR curee is perfoctly elastic wnder perfoct competition.

4.8.2 Bebaviour of AR and ME under Lopecloct Comgpetitin

If AR falls, MR alse and MR falls faster than the AR, In that case MR iz below AR The
downward slopping of AR and ME curves is acially found @ ocs=e of 2 firm 1t con be shaown
with the help of o table 8 and fg 9,

Tuble %: Relationship between AR, MHE and TH

Linits Sodd Price Price TR AR MR
(ARl {podgh (THq) (TEn -TRn-1)
1 i i 1l 1
1 E 1% 9 H
3 B 4 B i
4 7 23 T 4
: f 30 3 2

The above tabbe shows that as AR or price falls from Rs. 100 Bs. &, the TR increases from
Bs. 10 to Es 30 at 2 doosmshing rute. ME n thos cose fulks from Bs, 1000 Rs, 20 ME s the
rawe ar which TR charges, When we compare AR wib ME, we find thar AR falls a1 a slow
rafte wheneas MR falls at a fasicr rate.

/.

L F
7 E

LS TR 8 R
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Figurs 25

AT 00 output. AR 15 PO whereas ME 1 MO,

PO > MO
AR = MR (Since AR = P)ar P> MR
483 Bevenue Curve Under Mongpely

Under the Maonopoly market. there is a singbe seller in the market Thus a monopaolist is 3
price maker. [t imples that if o monopofist firm wants oo sell more in the market, it can ede
the prce of the prodoct. The demond corve for the monopohist's product = alse morket
dermand curve for the prshuct since by detimbion the monspalist e the only suppber in the
mifusiry. As the demand curve of the consumers for a prodect sbope downwands, the
mpnapolist faces a downwand sloping demand curve. It thus implics that the monopolist can
cupand the demand for his product by lowering the price. The market demand curve facing
dowrward the monopolist can expand the demand for his product curve since price is
ilentical with average revenwe. Unlike perfect competition, where average revenie curve is a
horizontl straight line, average revenoe curve of the monepelist is downwand sloping. It
shiows the sales he would be able w0 have ot differem prices, Sinee average revenue curyve
shopes dowrwards, Throaghout its length marginnl revenoe curve wall alse shope downward
and e below meermgpe revenee curve, [ because margmal revenes fails at a much fuster mite
than the average reviue. Iommplics that whenever the nxmopolsd sclls a Bege guantsiy, the

price of his product falls, hepee marginal revenue nmust be less than the price.

Under this tppe of market, the firm's average revemes curve shopes downward fome lefl o
right. Accordingly, the firm's AR curve or demand cumnve o price line slopes dewnward,
Ad=sn, if the AR curve slopes downward, the MR curve alse slopes downward. ard faster than
the AR curvie, 5o that MR<AR.

The average revenae and marginal revenue are rebated to cach other through elasticity of AR

curve, MB can be known with the help of the follewing fomuli;
MR = AR[ele-1]

Here AR stands for averame mvenue and ¢ for elasticity AR can also be known by the

folkswing fommula

Price = AR = ME[e-1/¢]

[ 30




Since |:|.|.:..1.i|;it}- will be less Iﬂlil}'.. ME will be less than ]:riu.'. The extent b which MEL lics

betorw AR depends upen the value of the fraction

It bevomes evident from the fig2a () thal where elasticity of AR carve is greater than unity,

MR s always positive. Where it is egueal o anity, MR is always Zemo, In case the clasticity of
AR curve B unit theowghout s length like a rectangular hyperbola, the MR corve  will
coincide with M- wxis as shown with dodted line i Figune 26 (),

A

PRICE

v
F E:{i =00

Ed>1 MR+ve
Ed=1
Ed<]

\ QUANTITY

g 26a)

AR Ed=0

Ay

PRICE

L)

L
e

QUANTITY

Fig. 26 (b)

The following schedule dlustrates the behaveeor of AR, MR amd TR in o monopssly market:

Tahle 10: Retationship between AR, MR and TH

Chunputssales Average Revenue Total Revemue Marginal Hevenue
0 AR =TRA} = Price TH=AR*() ME =THs THw
(Tm mmdts) fin Hs.) {In Rs) (In K=}
L 0 | *20=20 20
2 I 2* fi=36 I
3 I6 I*1h—df 12
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4 14 4* 14=30 B

i 2 12 5% 1260 4

The above table 9 shows that the naonwpolist sells 5 unds of a product when the price is B=. 12
per unit, [f it increases its price 10 Ra 14, he can scll only 4 units, Similardy, as he trics to

mnerease the poce, the demard for the same woull decline,

Un the other mide, 1ma rmonapoly murket. if a firm wunts to =ell mone wmts, it wall lower the
prace of the product. In the table, it is enident that if the fom meneages the sales from | oanit o
2 unis, the price would be redieced 1e B 18 from Bs.20, Likewise, the mercrment in sabes o

34 and 5 units resulis in @ reduction inprces 1o Re. 16, Bz 14 and Re. 12 respectively,

¥

o+ A

104
LiE]
g 1st
; 14"

1L

MR AR
x! - t . + ' : =X
YQ {#  amd 3 gh s
Units of Output Sold
Fipure 27

Infig 27, X-axis shows the output and Y -axis shows the average revenue and marginal
revere, Here, AR shows the average revenue curve and ME shows the marginal revenus
curve, The poird A indicutes equal AR ol ME., Furthermore, the AR curve slopes dewisard
showing less prce with on inerense mosales of output, It represents that a monopoly firm mest
kvwer the price or AR of produet to sell more of 6, Also, IFAR falls, MR would alsao fall bai

faster than the AR reswltmg m MB < AR,
4.5.4 Bevenue Curve under Monepofistic Competition
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Under Maopopadizte: competition, the market involves features of boih perfect coanpetebion znd
misnepoly, It is more common than in the sther o markets. Furthermore, in this type of
rarket. there are a farge number of sellers having peoducts with some differentiation w create
o moncpoly in the morket. As a msult, there woaldnt be more close substibute  and
competibve product m the market. It smplies that F a mondpolest frm wants te sl more in
the marker, it can reduce the price of the product. Under this tvpe of marker, the finm's

aversze revenu e curve slopes downwnrd From lefi to right,

Table 11: Relntionship between AR, ME and TR

Crutpast/=ales | Average Revenue | Total Revenue Marginal Revenue
L) AR=TRQ= Frice . TR=AR*(} | MR = TRa TRy
{In wnits) {im B} {In Bs) {ln B}
I | I *20=10 20
1 1] 2*19=38 1
5 . = — T T
4 |7 | 4%17-08 14
5] It 5= 1=80 2

The above table 11 shows that the monopolistic firm sells 5 unite of a product when the price
i Bs 16 per unit. If &t mereases s poce to Bs 17, he can sell only 4 unns, Similarly, as he

rees o dpenease dee pree, the demand for the same would decline.

O the ather side, inoa meaopalstie market ifa firm wanms o sell more units, i0will lower the
price of the product. In the table, it is evident that if the firm e neases the sales from | oanit to
2 wnns, the price would be reduced 1o Bs.09 from Bs20, Likewise, the merement in sales to

3.4 and 5 umits results in a reduction in prices 1o Rs 18, B | T and R 16 respectively.
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Frgure 27
In fig 27, M-avis shows the outpot and Y-axis shows the average revenue and marginal
revenwe. Here, AR shows the average revienue curve and MR shaws the nsarginal revenue
curvg, The parint A indlicates oqgual AR and MR, Furthermore, the AR curve sbopes downwand
shiwing fess price with an memase 0 sabes of owlpot, IE represents that o monopoalistic firm

miest lower the price or AR of product to sell mare of 1, Alse IFAR falls, ME weould also il
bud fester than the AR resultng in B = AR

The difference betwesn the monepoly and monopolistic competitieon &= that under
monipolistic competition, the AR curve 15 more elistic. It means that in response o a given
chamge in prce, the change i demand will be relatyvely more for a monopelestic competitive
firm thas monapoly firm. [t is becanse of the availability of clese substinuies in momopoelistic

competiton ond there iz pe close substitee m monopoky,
4.9 Significance of Revenpe Curyes
The muin paints of the sigmficance of AR und ME curves are as umder

A, Estimation of Prefils and Lesses: A producer ol out whether be i making

supemonnal profits, normal profits or sustaiming losses, For this purpose, he compares
AR anih AL

[F AR = AC, the firm makes the supemarmal profis,
[F AR = AC, the firm cams normal profits

IF AR = AL, the firm suesains losses.
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B. Eguililrimm: The other pomt of imporance of AR and MR curves & o kpaow how
much a producer sheuld prodsce, The finm sill be in equilibrium st that point whee MR

= M. Thiz 8 a general condition for the firm under all market sitsations

C, Capacity Utilisntion; [t 15 through revenue curves that we come e know whether a firm
i= prodwcing to ks full capacity or nod e.g. under perfect competimion, iF AR curves ane
tangent to AC curve ot its minimum poisd, the frm will be producing ot bis full cepacity,

I Price Chanpges: The concepts of AR amd ME are also gsefal 40 the factor services {such
as remd, wages, mderest amd prodis) i docrmining thar prces. b facior pricing, they
become inverted Li-shaped. The AR and ME curves become ARP and MEP (Avemge
Revenue Productiviny and Margizal Revenue Productiving).

0. Explain the shape of revenoz curves i perfiect competition

Allﬁ- -

410 Symmary

In the short mm, almost 2l the Factors of producteon are fixed in quantity and the ttal fined
cokts { TEC) include the expendifures of the finm per unit of time for all the fixed inpusts.
Similerty, the total variable costs (TYC) = the otal expenditure incurred by the firm per unit
of time for all varmble inputs, Tetal cost equals total fixed cost plus tetnl varmble cost, Some
other corcepts of costs include explicit costs and implicit costs. Bxplicit cost ineludes the value
of actual inputs weed by the finn w produce the product. The vidue inputs owned by the finn
should be estimated from what they could eam in their best altemmtive e=e, Cost curves are 2
usefid tool 10 anabyse firm beboviowr, [n most cases, we can observe three properties of cost
cuirvies. Tl margmal costcure cwemtul Iy rises as ougpie brcreases, he v e Wil oosl curve

& U-shaped, and the marging | cost curve intersects the average tetal curve at its bottom.
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Revenus refers fo the amount ecived by a firm fiom the sale of a given quentity of 3
commodity in the martket, Bevenue is a very imporiant comeept in economic analysis,
It iz directhy influenced by sales level, 1o, a5 sales incresses, revenue albso incresses,
The revenue comcepts are concerned with winl revenue, svere rvenue and morginal
revenue Wien MR falls b b pesitlve, TR inereases at a diminkslung e, When MR
is #zero, TR is at its maximem point. When ME falls and becomes negative, TR srams
fulling. Revenue curves have different shopes i different market forms. Bevens
cirves are imporant for price aswell as for profil decrmination,
A1l Ouestions for Practice
Short Answer Type Cuestions
Ol Whant do you miean by Private and Social Cosis?
02, Write o zhord note on:
s Euxplicil cost
®  Chpporiunity cost
w  Money cost
3. Explain the concept of fixed and vamable cost of tmditionul theory of cost
k. Deefine short runcaverage cost curnve under maditional thearny of cosi
()5, Explain the rekationship betwesn AC and MO under shon period of traditiomal cost

b, Drigpugs ghaort pum marginal cost cunee under traditional theory of cost

7. Explain fong mom cost curve under modern theory,
(R, Define the terms
a. Toal Bevenue
b. Marginal Revenue
0%, Diseuss the relationship between TR, AR and MR with the help of switable diagram.
Q0 Why elasticity of AR curve is greater than unity, MR is nlways positive and
whereit 15 equal tounry’

211 Explam the short nm curves under manopoly.,

Long Answer Type Cruesthins
{}1. Explain the mekationship among average cost and marginal cost. Why average cost
curve is U-shaped?
2 Explain short run cost gerves in detail voder traditionaf theory of ost,
O3 Why LAC curve 14 also calbed envelop curve and why it is U-shaped wmder
traditional theory of cost?
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(k, Driscwss dhe concept of short run cost curves of modern theory of cost with the help

of diggrrams,

Q5. Explain the types of revenue curves with the help of table and dsgrums,
O Mhacuss the relatonship between TR, AR MR and elasticity of demand wath the

help of suitable tahle and disgram.
7. Exsplain the Behavicur of AR amd ME under monopoely and monopelistie

competition

8. What are the shapes of AR and MR under perfect and imperfect competition and
wihy'!

O, Whit s the effect of efasticity on shape of mevenog curves under monopolistic

competition!
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0 Learnine Objectives
At the end of this unit. learner will be able po:
= [Explain the concept of perfect competition and its Reatares,
#  [dentify the effccts of changes in demand and supply on price,
& [higcuss price determination in market time period, shor tiose period and Bong fimse
period,
«  [hetenmine cquilfbrivm of finm and industry under identical cest conditions.

= Amabyse eguibibrium of i and ndustcy under different cost condiions,

5.0 Intraduction

The term “market” is defimed oz o place where buvers and sellers mvet each wsther for the s2lz
and purchase of commodity. Aceording o Coumot, “Econonssts undentand by the tenm
miarket not any pesdticnkar morket plage in which things are Bowpht and =kl but the whoele of
umw Tegiom mowhich buvers and sellers are i such free intercourse with each other that the
price of same good tends to equality anstly amd gquickly™. Morkets can be divided nte o
broad part= ou the basks of competition Le. perfeer competifon amd lnperfoct comgpetition,
Further, imperfect competition iz divided inbo four parts e monopoely, menopolistic
carmpetiton, dospaly and oligopoly. In this unie, perfect competition, ite feanires, price and
oufput determuinition of firm aod ndustry have been amabysed,

5.1 Perfect Competition and its Features

Perfect competition is a market form in which there exists large nmber of buyers and selbers
selling homogeneus products, Accerding (o Chong Yoh, "Perfect competition is o market
siusten where there 15 0 large number of sellers and buyers, o homogenesus produst, fres
entry of firms mto the mdustre, perfect knowledpe among buyers and sellers of existing
maarkst condibions and free mobility of fctors of prodoction ameng afemabve vwes.” The

various characteristics or agsumptions of perfect competition are as fol bews:

A, Large Number of Sellers wod Buyers: In perfect competition, the nember of sellers as
well as buyers s mfinabely krge. The presence of Inrge number of buyers moplies that
demand for vanous commodities 15 confmmuous and miense in ootore, The presence of
Burpe number of scllers implics that cut throat competition exisis beoween scllers and

buyers. Under perfect competition, presence of large number of sellers indicates that

mnchvidua] selber sells anly o small wmeunt of the tonl demand of the product. Hence,
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individuad seller does naod have comirel over the supply of the given prduct amd cannot
inflwence the price of the same. Therefore, individual fm is considered o be price
taker not the price maker. The market forees of demand and supply help o deermne
the price of the product in this market situatien, morsover these conditions are given for
an imbividual bBrm, A indevdsal birme bas to decids sehether st want w0 sell larger
amoust o the smaller of the product at

given prices,  Therefore,  averge price
revenies curve or detnand curve for an

mndividuad firm i perfecty eloste e,

parallel e X oaxes amd  margmal B
AA=RAR
revehise curve 15 also a straight lme
paralbel 1o X axis which coincides with
averipe revenmaer ourve. Margmal oas i %
Cermnieity

well as averape revenue curveshave
bicen shown in figare 1. The quantity :L:I:;Tp:l|m.::-nc“::: =

amd price have been nxasuwred on X

axis and ¥ axizs, respectivetly, Opoas the mven price Foer the individus] firm and at this
price firm can sell any amount of the commodity. Therefone, overmge revenue {AR)
curve s perfectly elustse e, parallel to X axis and margmal revenee (MR} curee
codneides winth AR curve

Hemogenows Produoctss The products are homogenous i pature m perfect
competibion. Homogenous means same m guality, seee, colouwr, form ete. In the market,
products are perfect substitutes for cach oiher and cross elasticity of demand is infindte
in case of suech products. The price of every unit of product is same as products are
identical, [T any firm charges slighily higher price for the given product, whaobe of the
demind will shefl 4 the ocher proghucers und consequently, fimm will bave 1o reduce the
price wo the criginal level and vice-versa,

Free Entry and Exit of Firms: In perfectly competitive market, firms ane allowed 1o
freely enter and exit the industry. 1 there exists supernormal profit in ey ndustry, finm
can independenly choose to enter the industry but 1F there exists siation of lesses in
the indfusiry, firm can leave the industry freely, The free entry and exit of firms amply
that there is slight possebilicy of the emergence of monopoly and single Qo camnm

contred the price and supply of the prodsct.
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B Perfect Knewledpe: bn perfect competstion, scllers as well ax buwers have perlect

F.

knowledge of market conditions Le. price, demand and supplys IF buyers have perfect
knowbedge of price and supply conditions then it iz not possible for selbers w charge
higher price from buyers, Hence, sune price will be chorged for a certain produc
throughout the market. 1t sellers have perlect knowiedge ol demond conditions, then
possibility of ever-production or shertage doces not exist Morcover. there is no need for
the scllers to adwvertise their products due to homogenous  products and  perfect
knowledge of market conditions,

Perfect Maobility of Factors of Production: There exists perfict mobility of all the
factors of producten in the perfecily competitive market, A stight mercase m the price
of a cerzin factor will allow the movement of that factor wnits from other ficms or
inchusiries o the specific firm or industry., As a result, the price of that factor will come
down te the onginal level in the specific finm or madustry, FHence, prices of various
factors of producticn akso remain zame in the perfect competition

Absenee of Contrals: The controls on the free cheice of producers and consumers in
foerm of price conirels, miticning ete, do net ¢4z in perfest competition 1f government
frmposs mesiTichons, then forces of competition cannot pefform their woerk e, free and
contemious adjustments m the market, effciently

Absence of Transpart Costz In perfiect competbion, cost For moving the product from
one place b ancther 15 assumed to be constant. In this marka shvation, ransponation
of the products s not reguired o5 number of selkes 13 lorge, produsts are homogenous
i oiture and every commodiy s ensaby ovaloble moevery locality, village, town and

city.

3.3 Brice Determination wder Perfect Congectition

In peerficetly conpetiive market. mdividual fiem is rot 8 price maker rather & price taker, Mow

the gquestion amses, hew the prce s being determined wnder perfect competition, Different

ceonomists have given different views regarding this issue. According o Jevens and his

fodbowwgra, price of a commodity is alwavs equal to its margingl wiiliy (MU ie. MU=Price, IF

price is mone than the marginal wtildy e Price = MU, consumer wall redece the punchase of

the commodity. Consegquendly, demand of the commodity will decline whooh will furiher

reducs the price of the commodity and it will become equal to the margmal otiley of the

commasdity. If price 15 less than the marginal wizlity Le. Price = MU, consumer will increase

the parclsase of the commodiy, Consequently, demand of the commodity will increase which
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will further increase the price of the commodily and # will become gqual o the nargsal
utility of the commaedity. Hence, Jevors and his followers has analysed that price of a geod is
determined by Hs demand alone Higher the demand of a cormmadicy, higher will its price and
vise-versa, On the other hand, Ricardo, Mill and other cconomists have propeunded the idea
thit price ofa conmmodity 15 determmed by the supply force only. Inshor ime penod, supply
curve af the firm is fis marginal cost curve. The force hehind the supply curve i margisal
cost, According te this wview, price of a proeduct is equal to its marginal cost (MO} ie,
Price=M, I MO > Price, then firm will be incurring [osses. Hence, the supply of the product
will be reduced which further increases the price of the product and B will become equal o
tis margmal cost. [F MO <Price, then firm will be caming profits. Hence, the supply of the
product well be mercased which further declines the price of the prodect and it will bocome
equal to the marginal cost. Therefore, price of a commodity is determimed by it supply only.
Higher the supply of a commosdity, lower will be its price and vice-versa.

Table 1: Price Determination under Perlect Competitien

Price of Apples
] Demand for Apples [ Supply of Apples o
fin Bs. per ) Changes i Price
(in Kibegrams) (i Koibogrioms)

Kilogram)
20 120 10 i D=8,
30 L0y i [ Imsreass o Poce
40 &l Bl D=5, Eyuilibrinm Price
a0 il [ (] | D<8§,
6l 41 (Bl | Decline in Price

According do Marshall, views of Jevons and bis followerss ps well as Ricando and  his
fodbowers are pol complerdy mght as priee of a conmodily 5 deceomined webiwr by i
dermand only nor by ds supply alone. The price of a commodity s determined by bath its
derand as well ag supply. This concepr hag been explisined by Marshall with the help of an
exgmple of a pair of scissers, Whensver, o cboth picce = out by stissors, il seems that only
one blude cuts the chsth piece and other remuns fixed. If we conclede that ane blode of
scisqors 18 enough 1o cut a cloth pieee that is tofally wrong IF & person is given one hlade of
scissors 10 ol @ cloth piece then he will not b abks 10 do this, Therefore, badh the blades is
significant o cut o choth prece, Hence, price of o commadity commot be determined sither by
i= ddemand alone or by its supply alone miber both dermand and supply 5 needed o determine
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prace. I the demand for a product is mone than ds supply, tben it will inleosily conpetition
among buyers. Therefore, price has tendeney W increase. If the supply of a product is mare
than its demamd, then it will intensify competiion among scllers. Therefore, price has
tendency to decling. If supply of p commadity is exaetly equal 1o its demand then there will
be no competstien amang buvers as well os sellers,

Hence, there is no tendency for
the price of a commaodity o rise

or full. Therefore, equiliboum

Price

price will be delermined st
point whene  there s equaliy
between the demand for and
supply of a commodiy.  This
concept has boen explained with
the helfp of 2 table 1. At price Bs.
20, the demand fioc apples is 120
kg and supply B2 40 kg, Excess of

0 X
demand  dver  supply will Quantiiy

miensify  competiion among Figuria 2: Price Determination

buyvers whech pushes the price

Ha. A0, At price Rs, 30, the demand dor apples & 10 kg and supply = 60 ke, Conpetition
pmong buvers will continus due to excess of demand over supply whach further pushes the
prece to Re 40, At price Rs, 60, the demand for apples 15 40 kg and supply is 120 kg Excess
of supply over demand will incensify competition among sellers which reduces the price o
Rs. 500 At price RBs. 50, the demand $or apples i 60 kg and supply is 100 kg, Competition
among sclbers will continue due to excess of supphy over demamd which further reduces the
price 10 Bs 440, At price Rs, 40, demand for and supply of apples are egual to each other i.e,
B kg At this prce, then will no competition omong buyers as well s selbers and price has
no tendeney to increase of decrezee. Therefors, Be. 0 s the equilibrium price wheh s
determingd by the equality between supply of md demand for opples, The determination of
prge under perfect competiton has been expluined with the help ol fgure 2. Incthis figeee, dd
& the demand curve anid 55 15 the supply corve. Al prace OF ), supply 18 more than demand 1e
Fi%i= Py Excess of supply over demand will reduce the price w OF. At price OFz, demand
s more than supply Le P28 PoDe, Excess of demand over supply will inerease the poce o

(. At price OF, demand is exactly equal 1o supply Le. PIY = PS. At this poce, there will be
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oo comipetition among buyers or scllers and price has no tendency b incrcase or decrease.
Thercfore, equilibrivm prce is determined by equality betswoen supply of amd demand for a
coimimsdity,

sl Effects of Changes in Supply and remdand on Price

The effectz of changes in supply and demand on price von be divided inbo three paris be.
effects of changes in demand on price, effects of changes in supply on price aed effects of

srmubaneons chnges mosupply and demand on price
A, Effects of Changes in Demand on Price

If supply of a commodity is  given,
merease in demind for o commasdity will
case e prioe wovlse due w eacess of
demand  over supply. IF supply of a
commedity s given, decresse in demand
for w commodivy will cawse the price to
decline due W excess of supply  over

dermand.  This  phemomenan has heen

explained with the belp of figure 5 In this

Chaamtity
Figure 3; Effects of Change bn Domand on Price

figure, price is measured on Y axis as well
= gquantity demamded and sopplied on X
wxes. 54 = the supply curve and ded B the demand cwrve. By the mtersection of demand o
did and supply curve a8, 0P price is determined. If supply s given bt dermand mereases to
chidy, there will be inense competition amoeg buvers on-price OP, Therefore, price rises (o
OfFy with incrense in demand, The price OF is determined by the intersection of demand
curye aydy and supply curve s 0P supply &= given but demind decresses fo daxdz, ther will be
miense competinon_ameng sellers on price OF, Therefore, prce dechines @ QP with
decrease in demanid. price P is determimed by the miersection of demand curve dd; and
SLpply curve a5

B. Effects of Changes in Sapply on Price

IF demard for o commodity is given, mencase e supply of o commedity will cause the price
tx decling due o exeess of supply over demand. IF demand for a commodity 5 piven,

decrease in supphy of a commudity will cause the price 10 increase due to exeess of demand
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over supply. Ths phenomicnen has
been explained with ke help of i
figure 4. In this fgure, price is
measured on Y axis as owell as
guantity demandes snd  sappled on
X axis. s5 s the suppby curve and dd
iz the demand cuwrve. By  the

miersection of demand curve dd and

"

supply  curve s, OF  price s Ciunntity
determined, If demard 1= given bui Figre d: Effects of Change in Supply on Price

supply incresses 10 sz there wall be mbense competbon amone sellers on prce OF,
Therefore, price declines to OF: with increase in supply. The price OF:i5 deiemined by the
mivrsection of demand curve dd and supply curve sxs. I demand 88 given but supply
decreases 10 55, there will be intense competition aneng buvers on price (F. Therefore,
price increases to O with decrease moosupply. The price OPyis deeermined by the

mierscction of demand curve &b and supply curve g5,
C. Effects of Simulinneous Changes in Supply and Demond on Price

If demanad for o commedity rses but its supply declmes o1 the same time, the price of a
commadity will menzase, IF demand for a commodity declines but s sepply increases at the
sitmee time, the price of a commodity will decrease, This concept has been explained with the
hefp of figune 5 (AL In this figure, price is measured on Y axis as well as quantity demanded
mind papplied o 3 ik, w4 b thi supely v snd dd 1s e denand orvve, B the lntarsrotion
of demand curve dd and supply curve g8, OF price = determined 1F demand for a commodity

rises o dyd) bt itz supply declines o055 ar the same time, the price of o commiodity will
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mecrcase o OF. !(1: pice O B deterimined by the intersechion of demand corve dqed; and
Aupply curve sxas. IF demand for a commuedity declines to dads bat #s supply nereases o 59
i the: =ame time, the prce of a commadity sl decrease w OF: !17: price OF: & determined
by the mtcrsection of damand curve dadz and supply cerve 55000 demand for amsd supply of a
commadfity, changes m the same dircction and in oqual proportion, the equilibrivum will
remaimn unchanged. This concept bas heen explained with the help of fipure 5 (Bl In this
figure, price is measwed on Y axis as well as quanioty denanded and supphed on X axs. 55
the supply curve and dd is the demand curve. By the indersection of demand curve dd and
supply corve ss, OF price is determined. 1F demand inereases wo did) and supply increases o
s131, preee will romain wnchanged at OF. IF deomansd dechines o dadz wod mipply decreases o
23z, price will remain unchanged at OP. if the nse in demand is more than the nse in sopply,
the equilibrium price will morease. [T the rises in supply is miere than the rise in demand, the
cauilibrinm prce will decling, It is not only the rebative magnitwdes of changes in supply and
demand which affect the changes i eguiibrum prces but relative magnifudes of the
elastreities of supply and demand wlse offiect the equilibrium price

$..2 Price Determinuti 4o Different Tine Persod

Accordieg o Marshall, price of a commadiey 15 determened by ns demand as well 25 supply
urder perfect competition. Mow the question anses, is it demand or supply which has greater
impact on price of 8 commesdity. Marshall has given answer to this queston. According o
befarshull. “As o peneral mule, the shorter the period which we are considering the greater must
be the share of our stienion which is given to the influence of demand op volue, and longer

the persd, the maore apariant will be thie mfloence of cost of production on value,™

Very Shom Porind

Timwe Elements Shemr Pl

Leiig Pedingd

The prce of o commadity 15 affected more by demand o supply 15 determined by the time
elemint. In short timee period, i is very difficul for the selbers wosdiust supply in accordancs
with demand. [n keng time period, selles can casily adjust supply in accordance  with

|_'||:1'r|:u-||:| '|'|1.|:mﬁ'|n:. mn c.'|1||r| 1'il-'l1t_'! [H:rl::l_l. r11.|: i11:|'||_|-:'rh:_.w._. af :L'ma.'ru] BSOITHOTEE 10 e arndd m
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ko o Fr:riq:d._ the i:lll.pa.-:.'l ol }1.|]1p|:.' LR L B g To stwd}' ;1riL1.' determnaitsen wder
perfeet competition, time clement kas been divided imo three parts e, market time persod,
shiart time period and long tme poriod.

5.3.1Determinatiog of Very Short Period (Market Price)

The market tme peried = that tme penod m which sepply of o commasdity 15 perfecily
melastic as i = almest impossible (o adsust sepply sccondmg 10 the demund for o commodity,
The morket tinwe period is alse known ps very shon time period Suppese, there B supply of
100 kg apples ot o given ploce om a particular day, Suddenky, the demand lor apples imcreases
b 204 kg, It is nod possible 10 merense supply of apples m very short time penod. Inerease m
dermund for apples will ree competition ameng buyers, censequenty there will be increase m
the price of apples. The market price is that pnce which actwalby peevails in the market at a
particular point of time. If there & sudden incresse in demand, the market price will also rise
mstunty, If there i sudden decreas: m demand, the macked price will alse full instantly. The
determuination of market price can be discussed in case of penshable goods and nom-
perishable ponds.

(A} Determingtion of Market Price in case of Perishoble Gomsls

[ perishable commedites ane those commodizies whose quality deteriorates within market
time pened or very short time period ¢ milk and milk products, frois, vegetabies cic. The
producers want to sell these commodities immedEately after their prodoction as it s not
possible to store these commodities for onger time pericd, Therefore, entire production of
these commusditios is supplied m the market immedsaely 1w ovoid detenortion in the quabiy
of these commodities. 16 demand for these commoditics increases, it will kead to rise i price
ns =upply of these poods i fixed in market tme pericd. Contrry to il i7 demand for these
commiashitios decreases, supply will be mond than its demand which will couse the price w
decling inoomnber to sell Enboe stock of these commodities. Therefore, increase in demand will
bl 1o rise in prices amd decrcase 0 demamd will lead o fall i prsces in case of perlshabbe
comimesitics, This phenomenon has been explained with the help of ficure 6 (A)dn this
figure, price = measured on % axis as well o5 quantity demanded and supplied on X acis s
& the supply curve and did s e dermnd curve. By the inersecton of demand curve dd and
supply curve &g, OF price is determined. 15 demand for a commodity rises o dydbut its
supply rermains Nxed at sgq, the price of a conmoedity will instamly increase o CF. The price

OF ) B derermined by tee intersecton of demand curve d oy and supply curve sgo. 15 demand
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fir o -L'um.lm.rdll:.r declines to dady b EEH.i:I'I HE] .wppl:r renams foocd al hy, the prece of a
commadity will instantly deerease to OF: The price OF: i determined by the intersection of

demand curve dxd: and supply curve sgo.
(B} Determination af Market Frice in cose of Nop=perishable Goadls

The nop-perishoble commosfines are those commodites. which con be swoned  for o
censiferable persod of time as therr guality does oot detenorate within morket fime period or
very sho time persed ¢.g houschold furniture, shoees, tovs, metor cors, cloth et In case of

num-perishieble commadities, the concept of meserve pnge exests in the mind of prodecers,
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Flgure b: Det:m‘finlunn of Market Price
Beserve price & the minmum price af which producer does not want o sell any amount of
the wood [Fmarke price of non-penshable commadites declines to reserve price or below it
producer will not scll any amount of the good rather be will store the commodine until price
mereases marg than its reserve price. I price incresses abeve the reserve price, producer will
trv o =l more and more amount of commodity, The producer s willing fo sell the entin
existmp slock of the commadity al certain musimum level of prce, IF there 15 rese in demand
afler this maximub level, the supply Beeomes pedeetly inelistic. The supply cerve of non-
perishable commaodities in matket tme perod i5 partdy more elastie and panly perfectly
mckastic. This concept has baen explamed with the help of figure & (B In this figure, price is
messured on Y axis as well ds gquamity demanded and supplied on X axis. O1 & the reserve

prece at which producer & npt willing to sell any amount of 2 commodity, 155 i3 the supply
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curve and did 1s the demand curve. The i) part of sepply curve 55 more elastic and s s parl of
supply curve is perfectly inelastic. At price OF, ontire existing steck of a good ic. Oga is
available forsale. Beovend this poimt, supply is perfectly inelastie. IF demand increases to dd,.
stpply will emain fixed ot Oqg bt price will rise to OPjinstantly. OF; price is determimed by
the intersection af demand curve Gid) and inelast part of supply curve 55

sude AleTETIination of Shori-run Frice

Short time period = that tme period in wheeh seme factors of preduction are Bxed and others
wre variphle in nure, This e period = longar than the morket time penod, Henee, supply
of a commodity con be increased £
tr =ome extend by inorcasing the ~ ¥ 3 51
units of variable fotors  of EE_
production ic. labour amd raw
miaterial,  Therefore, shan  mn Pih--

supply curve i3 more clastc than Baf--

perfectly inelastic supply curve of
miacket time period. The supply
curve of an mdustry m shost time
period 15 upward slopmg from lef
tx ight. I there is e modemand

for & commodity, price wall

(] ] - X
e Ouantity

imcrease bl remains lower  than
the market price and higher than Figure 7: Determination of Shart-run Price
the original price. 11 s bwer than

rnarket price as supply can be increasod tooa limited amount @ sher mee 1 is kigher than the
origingl price as complete adjustmoent of wupply and demand is not possible in short run. The
determinatica of shor mme price has beem shiown in the figere 7. In this Ggure, price is
messured on Y oaxis a5 well as quantity demanded ond supplied on X oxis dd & ongmal
demand curve, =5 is guppldy curve in market time perioed, Ogo is the guentite supplied and OP
is the market price. [f demand moreases 1o o dy, the inersection of dyd; and =5 will determine
price ab higher level OF); but quantity supplesd will remam fixed i Okgp, 55 1= the shet mn
supply curve which s more elastic than ss. The intersection between = and qd; determines
shiort Tun supply at Chyy ond shart rum prece: at OF ;. Heoce, price OF: 15 higher thun omginal
price OF and lower than market price OF,,
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St 20cicrminaiion of Long-run Price

The long time perod is not a specfic tme perod. Ths tme perod varies from mdistry 1o
sty Ingise of tronspor! industey, iron and steg! industry and engineening goods indusiry,
the long time penod 5 of ten vears but m cose of cotton texiile, o 15 of one vear only, The
bomar tame period = that time perssd a0 which all the fictors of proshiction anre variable in
nature. Aceording to Bober, kng time pered 15 “long enowsgh o eneble the firm (o make

adjustment 1o a changed demand by varving the size of the plant and equipment.”

Larw of Incawziving
BT

Lomww an o s ey

Loog Run Price P

Law of Dy el g
Fcinrm

The long nm price has besn called normael price By Marshall and naturel price by Adam
smuth, The normal price & thit price which prevadks n long ime penod m the market, when
there 15 complete adjnstment among demond for and supply of commodity, Mow the hasic
quecsthon ks owlcther the long mus price will become eguil 10 origingl prce or not. The answer
oy this question is tha kng me prce can be mere than, equal o and less than the origisal
prsce based on the Bw of retums, operative in the given indostry. Therefore, long mun price
caiy b determined b case of Ireasing costs ipdustry, comstant costs indusiry and decreasiog

costs mndustny,
A, Deferminadion of MNormal Price in Increasing Costs ndustry

If the production is govermed by low of incrensing costs oo given industny, then
diseconomies are more than the intemal and external economees. In this phase, indusine’s
kong mum supply eurve willl be more ekstic than shert run supply curve, The long mun supply
curve will slope upward from lelt o rght Inthis spoation, oormal price will be less than
miarket price as well a4 ghon e prce bt more than the ociginal price. This concept has been

explmned i the figure 8 (A)
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I tes bgure, dd e coginal demand cwrve, sgu is supply curve i market peicd and
the iptersection of these two curves determine the market price 21 OF and market period
supply a1 Oga. [Fdemand rizes o did). is intersection with sg will determine market price at
hiiggheer level OF, 595 B the shert man supply curve, itz intersection with d;d; will determine
shiort run supply at O, whech 15 Bigher tham market persd supply Ok and short run price il
CH'> which is lower than market price OP. 525085 the long run supply curve, its inkrssctan
writh dydy will determine long run supply at Oq: and leng un poee at O, The leng run
gupply Clgs i hagher than market period supply Ogo as well a3 short run supply Oy The koog
run price OP: i lower than market price OF; as well as short mn price OPsbut higher than
original price OP,

B, Determination of Marmal Price in Constant Costs Industry

I the producion bs gevemed by law of consuanc coss i a0 glven bdusiry, then

disgcanomies are exacthy equal to the mkemal and extemal economes, In this phise,

Frico
Frice

\\'dl
d

- i

P ety
L]

Fgere & Dermingtion of bong-nun fomml Price

invidu=my's long run supply curve will be a straight line poaraliel fo X axis In this gitustion,
norrmal price wall be Bess thon market price as well as short run price but ggual 1o the original
pree, This concept has been expluned in the fgure 8 (BY In this figure, dd s ongnal

deminnd curve, sgo 15 supply curve o market peried asd the intersection of thest two curves
determing the market price a OF and market period supply at Ogp. IF demand rses 1o did;, its
micrsection with sge will determine marcket price at higler level 0Py 25 15 the short un
supply carve, fs mtersection with dydy will determine short run supply at Og) which & highor
than market period supply Ogeand zhort run prece ar OF; which s oecr than market price
(. Psz is the long nn supply surve, #s infersection with didy will determme loog nn
supply wi Ogz and long nm price at OF The bing run supply O is kigher than macket period
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supply Ogg as well as shod mon swpply Og) The keog run proce OF is lower than mueket proce
CH as well as short run price OF: but equal to original price OF,

C. Determination of Mormal Price in Decreasing Costs Industry

If the production is geverned by liw of decressing <osts in & given mdustry then
discconomies ane kess than the miternal and extermal economees, In ths phise, imdustny”s long
run zupply curve will slope downward from left to nght, [n this situstson, normal price will be
bess thun market prece, short run poce and onginel price. Thes concept has been expluined in
the figure 8 (T In this figwre, dd 15 ongimal demand curve, sgo 15 supply curve oo marked
peried and the intersection of these two curves deterrmine the market price at OF and market
pericd supply ot O 16 demand rises to did . its infersection with sge will determing marked
price at higher fevel OF. 55 is the short rum supply curve, it intersection with dydp will
determine shor nm supply ot Ogy which s higher than market period supply Oge and shaort
run price ot OF; which = lower than matket price OP), 535 15 the long mun supply cune, os
miersection with did; will determine long run supply at (Ogp and long mn price ar OFy The
g rum supply Oz is higher than market period sepply Ogeas well as shert cun supply Og)
The long rum price OF: is bower than market price O, short run prce OPand original price
OF,

Therefore, it can he said that shorter the time period. mere &5 the influence of demand on

price. Longer the time perusd, more = the influence of supply on price.

Chiec K Y our Profeess-1
M Exploin the concept of perfect competition

02 Define Market price and Normal price.

(¥ [Mzcwss the effects of change m demand on price when supply remains the same,

Adi lidustry b4 collection of virbous (s prodsecing idemscil produecis. A o i a single

unit engaged m producton for sale at 2 profit and with an aim of maximising profi. A firm is
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] -.:|.|m|i|'.|ri|n|1. when there 15 no tl:ndcnl.':.-' lo increase or decrease the 1:-1.|q:||.|1..-‘|.-;.'-:.'u'rd|.ng L
Kousoyiannis, A firm is in eguilibrivm when it maximisgs is profi " A profil maximising
firm will gooon increasing its oulpus as lopg as tise m oudput provedes larger profin o dee firme
Ifa firm knews that reducing the output will provide lorger prefits, i will tend to reduee its
output, IF fiom 15 abready commg maximuam profit, any increase or deerense oo output may
bead 1o decling in profit. In this phase. thene i o endeney 10 expand or contract the owiput
ond this stoie is colled the stobe of equilibrium, When the firm is incurring besses, its main gim
i b minimese keses, The firm may mceresse or deécrense its outpul as Jong s there s
pissihility of further decline in loss of the firm. The firm is m sate of equbbrmom when its
krsmes are munmmum, When the positten of equilibrium §s atimed, fion has oo tendercy to

chamge the Bvel of outpuit.

SrConditions for the Equilibrium of Firm

In perficct competshon, equiibnum of an indisvidual Grm con be explamed with the belp of
pwo approaches. Fostly, total revenue acd total cost approach. Secondly, margingl revemee

and marginal cost appreach. Both the approaches have been explained as helow

A, Totnl Revenve and Total Cost Approach

In toial revenus and todnl cost approach, there ane two possibilities for the finm to aftain
cguilibrinm e either to sam maxmmum profit or o weur minemum losses, The fimm will be
carmning proft of ol revenue 15 mome than otel cost. The profit wdl be maxmnum 2t a paamt
where the gap between fotal revenue and 1ol cost 15 maximum. Al thes stape, firm has no
tendency fo incrense or decrease s outpul. Therefore, required condition for sttzining
eguilibriunm i= frm must cam maxemen ameunt of profs. IF fion i incwrrng losses, s mam
gim is to minimise fosses, The firm will be incurning losses, if total cost 18 more than total
revenwe. The losses will be minimwm at a point whene the gap between otal cost and total
revernee B8 minimum. At thie stage, firm has ne tendency o increaae or decyeass #R outpul
Theretiore, if finm i incwrming esses, requined condition for atainmg egquilibrinm @s firm must

HLCUE rrikimrm amount of lesses.
B. Marzinal Hevenwse nod Marginnl Cost Approach

According o margital revenee and marginal cost approach, twe necessary conifitions must

be fulfilked by the firm o attan equilibrium level, Firsthy, marginal cost (M) must be egual
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by rmargmal revemee (MR Secondly, marginal cost curve mnst oot the nenzimal revenus

curve from bebow.

ke equilibrium of firm as well as industoy can be studied under tweo different condifions i.e.,

whentical cost comditsons nnd different cost eondtions

b Eguilitrium of Firm and Industey yoder Ldentical Cost Copditions

Eguilibnum of fima and industry urder ldentical cost conditions can be studied under shon

time period as well a5 long time period.

S IShort-run Equilibeiwm of Firm

[he shor wme peried (8 tat time period in which some facwrs of production ane fixed and
otlcrs ane vartshle in natire, During such a short span of time, it is not pessible to establish
new finms in the indusory, B is abso not possible for new firms o eneer the industry and old
firms o leave the mdostry within such o fmited Wme. Hence, the number of firms remain
Fined dhumnmg short run, The procust ws well as factor units are assumed % be homogenous and
thieir price remains same throughout the market ander perfect competition. This states that all
firmns in the industey work under klentical cost condBtsns i which cost eurves of all the firms
pre of same level and shape, In such o shstion, prce of o commdity = given for an

mifivichml firm and equibibrinm of every firm adll be determied o the same kevel of oaipui.

Wery Ehoit Penimd

Ehvirt- sl i | buriim F Flrmi f e —
imiber Idenonl Ot
Cradilimns
Lamig Peried

The ecuualibrium of a firm 10 short ome persd con be attimed by fullilling following two

necessry sondibions;
M = MR
MO Gurve must cud mateing] revenus curve froom below,

Thres sitvstions can exist while ataming short-run equilibriom of & frm under identeeol cost

|.1:n|_'|||i|1115 1 [ ~:|_||1::r-r|im'|1?|l |'|m'|'||:5~, Il'ﬁ}i_ﬂ. :Lnd pdvrmal pnlﬁt:».
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A, Firm's Equilibrium with Super-normal Profits
In shert-run, finn's equilibrivim with super-rermal profics has been showm in figure 9, SMC
aned SALC are the short-run margmal cost and

i ¥
avernge ool eurves,  respechively,  The E
wvernge vanable cost curve 15 AV, All the B
& SNAC
three curves i.e. SMC, SAC and AVC are U- E ! gaC
shaped. AR B average revenue curve amd g ! )EW
w E__'
MR s marginal mevenuae curee at given price dpl— 7 'I
| AR
OF, The fiem is in equilibriem at point E as
K
at pomt E, MRE=MC and MC curve cuts MR .
curve from bebow, OO s the eguilibrium -
o~ i -y H
kevel of output. The total revemwse s (8 =00) 0 o FEER

= PEQ. The total cost i L= 00 = LOOR.
The firm will be cammg super-normal
profits as tetal revenue is more than tetal cost Le. OPEQ = LQOK. The difference beiween
botd revenus and totl cost is super-pemmal profit 12, OPEQ ~ LOOK =~ KLEF, At ouiput
0, L) is Hhie averags oou ot of which MO i aversge yacahis coat and LM iy nverage

Figure 9: Equilibriuen with Supar-rarmal Priofis

fiwed cost. The price OF or EQ s moeme than short run average oost L0 by EL. Henee, EL 15
peofit per unit. At the point of equilibrivm, teeal profit will be EL< LK (00 = ELKP.

B. Flrm's Eguilibrium with Sormal z ¥
Proflts E i
5 \ <
The firm will be caming normal profits it B
tpial revenwe is cqual oo betal cost. The E \ E'.
:ﬁ ] ey

firm"s equilibrium with nomal profits has ; l{:-l.-'llit
been explained in Fgare 11, The finn iz m \‘__‘_/

cauilibrium at poimt E as at poimt E, P L
MRE=MC and MC curve cuts MR curve from ;

X

" 1) i 1 1 . U
below, () i= the equlibrivm level of a P
output.  The tatal revenes 1z OP=00) -

OPEC, The wiel cost is EQeO) = OPECG.
The firm will be carming normal profits when total cost s coual to total revenue e OPEC.

Figure 11: Equilisrium with Mormal Profits

At output O, EQ is the average cost ouwt of which MO is average variable cost amd EM is
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averaze fixed cosl The price OF or ECY 18 cgual b0 average cost which covers both avierase
variable cost MO amd average fined cost EM. In this phase, fiem is i equilibrivm sith
normaal profits.

. Firm®s Equilibrium with Losses

In short-run, firm"s equilibrivm with

losses has been shown in figure 1D, g ; e

The firm is in equilibrivim o poim E E E'r:-m: AVC

w o point E; MB=MC mnd MO & 7

curve cuts. MB curve from bebow, EH Lo ,-'I

() = the cqubboum bevel of - p

output, The total pevenwe is CHP=CH} N Il‘n\ Es E.q/ BReE

= OPEQ, The total cost is LQx0Q = Pa————4=T ——
LOOK. The firm will be incurning e

bpsses as tokl oost B more than ol i -
revenue ie. LOOK = OPEQ. The @: 4 Output

differcnce between total cost and  ggyre 10! Equilibrium with Losses

totied revenue 5 losses pe, LK

CREC = KLEP. At owtput O, L0 s the avemge cost out of which MO 5 avenge vorinble
coat and LA is average fixed cost, The price OF or B i5 less than short run avemge eost LG
by EL, Henee, EL & less per unst, At the point of equilibriom, total loss will be BEL=EP ({00
= BELKP, If the firm & meurring lesses, the gquestion arises  whether the producer will
continue production or shut down the firme. In this situstien, firm's main aim g o minimise
bopsscs. Farm will not b2 shut dewn as long as fiem 65 able o minimise its less by contimeing
production. In Goure 10, fim iz incurrmg losses at cguilibrivm pomt E bt firm will st be
shit down as finm is able o minmise losses ab this point. At equilibrivm point E, OF iz
eguilibrium price and 00 is equilibrivm owtput, 'With equilibrivm price OF, firm s able to
cover enire average variable cost MO} and some pan of average fixed cost EM. I firm kas
been shut down af this point, the entire average fixed cost must have converted inio bsses. Al
this pomi, firm is able o minimise losses by contmuing production. Suppese price has
declined to OPythen firm will be in aqulibrium ot B At B, Ly s average cost out of
which (ks avermpe vanable cosd and B L i avernage fized cod. The price OPF, covers only
sverige variahle cost 10, Mo part of average fixed cost = being covered. Hence, there is no

possthelity of mimimisation of fosses i fwture, Se, firm will be shot down ab point By, 1o shon
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tinc p-::nud. the condition for fiem's shut down pnl 2 Fll.'ii.T\L' shoubd be 1:|.|1.|a.| 0 o
average variahle cost e, Price = mimimum AVC. In figuee 10, the condiion for firm's shut
donwn point 85 fulfilled at poant Ej. Therefore, E; iz the shut-dosn point of the firm in shore-

.

Eb 25hori-run Equilibrium of Industry

During short fime premed, it is not possibbe o catablish new frms inthe industry. 1 is also nod
pessible for new finms o enier the industry and old finms 1o kave the industry within sich a
Bornted vime, Hemoe, tbe number of firms remaies ixed during short run, The cost condetpons
for wll the firm are sdentecal and price of product is given, IF ol the firms of an industey are in
eguilibrium, then industry will alse be in equiibrem. If one firm is in equilibrum with
super-naemmi | profis then all the other firms and indostre waill Be e equilbrism wih super-
norrmal prefits, 1 o single firm’s eguilibrium 55 determined with lesses then other firms as
well as entire insdistry will moequilibrium with lesses If an mdividual finm®s eguilibrum 15
atained with nomal profils, then all oher firms and whele of the mdustry will be in
equilibriom with normal profits, In short time persod, there 8 very bess pessibiliy dlsad
imidustry is in eguilibriven with normal profies as the sdjustments that are needed 1o attoin
norrmal profits cannat teke place within shon span of fose. Theretore, short-run egmivbrium

of industry can take plyce erther wath super-nomal profits or osses,

& ] s Bl o G Y | 1nd

In long mam, industey wall be in equehibrivm when there is no possibality either to expamd or
contract s ouiput. The changes in the owtpat of sn indostre can foke plsce because of two
rensons, Firstly, when existng fiems of an industre either increase or decnouse ther output.,
Soecopdly, the entry of pew firms may expand the ouiput of an mdustry and industre’s outpuot
miay eontract becanse semie fimms kave left the indwestry. o long-roe, for an indestry to be in
cqguilibriom, all the exstng firms should be in ¢quilibrivm. As all the frrms have identical
cost comditions s 1 Fone firm is inequilibrium than all sther frmns will alzo be inequilibaum,

In lomg-run, the conditéons for firm"s cquilibrivm arc:
MOC=ME ard
MC must cut ME curve from bebow,

10 fhrm s o equi lbrium wiil seper-namal profis i sho-run, sew O wall enter ot

indusory which will expand the output of an indusry. In this siation, fioms are in
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coutlibriun bud sndustcy o el moequiibrneen. Sonilerky, B femoos meegqudlibriom with losses
in short-run, some existing fims will leave e industory which will centract ihe owtput of an

idusery. In this sineation. finms ane in equalibrium but Bdusoy 15 not in equilibrisem.

Far un indusiry to be i eguilvbowm in leng-mn, there are two conditions, Firstly, all the firms

of an inchestry mest be i equilibien. Secondly, the firms must oot enter or leave the

indusery. For exsuimg fins 0 be in ¥
e . £ LA

cquilibriom. marginal cost st be F

= i
equaf by margmal  orevenue e E ;. /;;n'.:
ME=3C. I firms carn nommal profin E;- \"‘\. =]

5 P = A ARin
then no firm can enter or keave the B e B
. | 7 ARMR
infustry. For 2 firm to cam normsal - \ 1] - |

1 R AR=MAE

profits, iverage sost must be egqual to
pverige  mevenue  Le ACTAR
’ I ' i y : —y
beretore, oo conditions for long-run o e v

cqubibriaim of fo amd industey are
Hgore 12! Longsun Equiibricm uder Identical Coi Conditons

i} MRE=MC and
il AC=AR, Inperlect compebition, AR=ME,

=0, comditlan can e wrelien as:
Price (AR =MB=MC=AL

Margmal cost curve culs the average revenue curve 3t bowest point. Thercfore, absove

cetdition can b pestansd as:
Price (AR =ME=M{= Minimum AL

The equilibrum of finm as well as industry in fong-ron umder identical cost conditions Fas
been expltined in figure 12, LAC i35 bng-rm avenpe cost curve and LMC &= long-nin
margmal cost curve, Af price OF, AR and ME are average revenue and margmal revenus
curves, respectively, Equiliboom s atimined at £ where MO=MR and O 12 autpat, A1 By,
prece OF) s higher than average cost MGy by Eihdy. EiM) is super-normal profit per unit
which leads o eotry of new firms in e industry, At Ei, firms are s equil brium but indusiry
& not in equiibrium as AR=AC, Al price OP:, AR and ME: are sverage revenue and
minrgieal reveme sures, respectively, Equilibrivm is sttained w1 Ez whene MO=ME and O0;

s output, Al By, price 0P 5 lower than sverage gost MaO: by ExMz, ExMa & per unit loss
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which will induce sanc ffons to lesve the mduatry, Al Er, Ao are moeguilibriem bud
indesry is not in oquilibrium as ACAR. At price OF, AR and MR are average revenue and
rmargimal revenue curves, respectively. Eguilibrium is attamed at E whene MC=MR and O is
oufput, At E, price OF is oquel to average cost BEQ Le, AR=AC At E, firms as well as
industry are in cqualibriim as MO=ME=AR= minimum AC.

57 Equilibrium of Firm and Industry under Different Cost Conditions

The equilibrivem of firm and industry under diffierent cost conditions cap be stdied vmder
shoert tme period as well as bong time peried,

571 Shori-run Equilibrivm of Firm

In perfect competiion, adl the firms may not have some cost condshons rather there con be
difference m cost conditions of vanous fems because of heteropenesty of differem fnctors of
production. If all the wnits of facters of production are hemogenous, =il the difference in
cost conditions exEts dee o heterogeneity of emreprencurs. Therefare, some fomes wall have
kewer costs as they ase more efficient than mher Rems, With given price and differert cost
conditions, some firms will be in equilibrivm with super-normal profis and other firms will
cither be having bosses or normal prodic ot the point of equilibrium. In cose of different cost
conditions, equilibrium of firm in shodt fime period cin be sftwned by fulfilimg follbwing

bwir mecessury conditions:

MO = MR

MO curve must et marginal revenue curve from below,
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Therc are those frms i the mdustry Le Fion & Fam B and Fom . In shert run, there is oo
tendency foe cntry and exit of the firms The most efficsent firm is Firm A which has the
bowest costs. Firm B 18 less efficient than Firm A and more efficient than Finm C. The costs
of Finm B is higher than Firm A e lewer than Firm C, The Firm © is the leost ¢fficient and
hits the heghest costs, The shor-run equalsbrum of tiom under diflermmt cost condiens bas
been cxplained in figure 13 In this fguee, ouipet is messured on X axis and costs and
revenues on Y-axes, SAC, SMC and AVC are short-run avergge cost, shor-run marginal cost
und pverage vanable cost curves, respectively. AR 5 overage revesue curve and MR s

miargmal revenue curve,

In figure 13 (A, Fiem A is mest efficient and has the lowest eosts, The firm is in egoilibrium
at poind E 25 af point E MRBE=MC and MC cuerve cuts ME curve from below. OC) @5 the
gguilibrium level of cutpat. The total evenue is QIF=0C) = OPEQ. The tosal cost is RO
= LOOK, The firm will be cuming super-nommal profits as tofal revenue 15 more thon total
cost pe, DIPEG = LOOK. The difference between toml revenpe and todal cast s super-nomal
profic Le, OFEQ — LOOK = KLEP. I (igure 13 (B, Fam B s less efficient than Fam A and
has costs higher than Firm A, The firm & in equilirium ab point Ej as at point Ej. ME=MC
and MC curve cuis MBE cwrve from below, OCh B the aguilibrivm lesvel of oafpid. The tocal
revenee is OP=CHy = OPEQy, The ol cost is ByQy=0C = OPECh. The frm will be
carming mormil profits when tokl cost s el o total revenee te OPE Gy, In figue 13 (C),
Firm © &= kss efficient than Firm B oamnd hes costs bgher than Frm B, The firm s in
cogutlibriun wt point Bz as o point Bz, ME=MC and MO cwrve cws ME curve from below,
0 i the cquiibrivnm level of outpet. The teal révenwe is OP<0C = OPE:Q. The wetal
cost s LaCh=00k = LaCh{K:. The finn will be incuming losses &5 fotal cost i more than
el revenue §e LaOwDE= OPEADL, The difference between totnl cost and total revenue is

bossgs L Lol Kz — OPE20: = KoLz E:P

Theretfore, some firmes cam super-noemal profit, some other cam normal profis and =41l

others incur keses while attummg short-run eguilibrium under differsnt cost conditions,
=L28hort-run Equilibrivm of Industry

The indestry will be in equilibrium i shon-run wnder different eost conditions if all te
culsting firms of an indusiry are in eguiltbrivm. In figure 13, at given price OF, the
egutlibrium cutputs of Fom A, Firm B and Friem Care O, 00 acd 00, respactively. The

mibusry's equdibrium oatput will be the summaton of ouput of all the three firms, As
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different (inns carn seper-narmal profit, nocme | profet and mewr losses, there summastion wall
decide whether industry wall be in equilibrivm with super-nomal profits or losses, Therefore,
short-run equilibrium of indusery under different cost conditions exists either with super-

nornnl profit or besses

&3 Long-ren Equilibrivm of Firm and Industry

The vanouws firms operte under different cost condmions 10 leng-run doe to beteropenety of
various foctors of preduction. To discuss bong-run eguilibrinm of frm and industry ander
ditierent cost condeions, the concept of margmal firm s of wimost mpertance. Margmal fimm

1% the firm which 15 the least efficen and has the highest costs This firm wall be caming

i ¥ % L] E '|

§ e i : o LA ; . i -?:
E | ] L|l|'[ E | ! |I E II'- ,-'I
L 1 i = I| lI = ) l'r
i \ g F . ‘_EP % @t E s \_r___,,/

| Durtpust " o Dutgul ? Chyar
[ Firm & B Firet B ] Rirm £
Fgearg 448: Lang-ne, S3id by isda: Dfferont Cost Condiinay

normil profits so whenever there is decline in price, margmal firm will be the fird firm o
leave the mdustry, Those firms which are more efficient than marginal firm are regarded as
mtra rrargenal femes and wall be earming superaoormal profi. The tao necessary condibions for
loig-run equedibenem of (o and induistey under defTeren cost conmditons are {1y ME=MC of all
the firms ond {i1) Price (AR) = AC of the marginal finm, Thene wme thres firms e, Fiem A, Fimm
B andd Firm O inoa specific madustry. Finm A 1= the mest effscient and has the kaest costs, Firm
B is bess efficlent tman Firm A amd has legher costs thae Flam A Both Floms A and B oane
regarded as mira marging] finms and caming super-normal profits. The Fim O s the beast
cfficient and has the highest costs. Firm © is regarded ag marginal firmn and caming normal
praxfit, [F there is slipht decline in the price, Finm C will be the first w leave the industry, The
long-nm equidibroum of frm and industry under different cost conditsons has been explamed in
figure 14, In this figure, at price OP, AR iz average revenue curve and MR s marginal revenue

curve for sl the frms, LAC amd LMC are loog-rum average cosd and lomgz-run margine] cos
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curves, respectively, Finm & iothe most efficent and has the lowaest costs. Fion B s less
efficient than Finm A and has higher eosts than Firm A The Fim C s the least efficient and
has the highest costs. Fiem O s regarded as marginal firm and earning normal profit. Inocise of
Firm €. price & cxactly cgual w0 lkmg-rum avemage cost Bz I price dechoess shghily below
O then Finm C will be the first to keave the industry. Both Firms A and B are reganded as inira
marginal finrs and carning super-nomzl profits. Incase of Finm A and Finm B, equilibriom is
attnined ot E and Ey, respectively as at these poimis MO=MR. In figure 14 (A}, Fiom A iz maost
efficient and hes the lowest costs, The fom = 0 equilibriom at pont E and OO} 15 the
equlibrium kevel of owtput, The tetal revenue & OP=00 = OPEC, The mtal cost is LO=O) =
LK The firmn will b eaming super-normol profits as tetel revenae is more than total cost
e, DIPFEC) = LUK The shifference between toful revenue snd total cost is super-nimmal prodit
Le. OPFEQ - LOOK = KLEP. In figure 14 (B, the Firm B is in equilibriwm at poimd E; and 00
15 the cquilibrium level of output. The total nevenwe s OP=00 = OPE Q). The total cost 1=
Ly =)y = Loy G The finn will be caming super-normal profiis as total revenue is more
than total cost e, OPE Ch= LiGnOK,. The difference between total revenwe and total cost is
auper-sormal profic ie OPFEQ) — LiCwOE = KiliEP In figure 14 (C), Fiem C s margival
firm. The firm is in egquilibriem at pomt Ez and O} s the equilibrimm kel of oatpud. The
okl revenue 15 OP<OC: = OPE:Ch, The tofal cost s EAQy=00: = OPE2Ch, The frm will be
carming nammal profits as okl revermee is equal o jotal cos e OPEXQ;, Firm A and Firm B,
both are ecarning super-nonmal profiis but super-nommal prodit s higher in case of mone
efficient firm i.c. Firm A Figure |4 has shown tlar all the firms are in eguilibrivm. The
marginal firm is caming normal profit g there i no tendency for other firms to enter or leave
the mdesary. Therelfore, (Fall the fiorms te. Fiem A, Fiem B and Flem C are moeguilibiium then
industry B also i eguilibeium. As inma-marginal firms are in couilibrivm with saper-nomal
profit then bong-rum cquilibrivm of industry under different cost conditions i3 also attained with

super-normal profits

M. Mention the conditions necessary o adain short-run eguilibrivm of a fimm.,
2. Lizt the neegssary conditions 1o attain long-run cqguilibrivm of firm and industry,




&8 Bummary

In this unit, the concept of perfect compention, fs featunes and effecis of chanpes 10 demand
und supply on price hove been discussed, The price determimition in market time perod,
short tme: persod and long tme period have also been explamed. Moreower, the equilibrium
of firm smad inadustry wnader identiczl as well as different cost condizons have been analysed
Perfect oompenton s a market sauation o which there exiss large member of buyers and
seflers selling identical products. In this market form, there & free eniry and exit of firns,
ghacnoe of transportation cost. perfect mobility of factors of production and  perfiect
kEreowledpe wmong buyers and sellers, The teo necessary conditions s afttam short-run
cquilibrium of an individual fim arc (i} MC=MR (i} MC must cut ME curve from bebmy,
The tway necessary conditions o attain fong-ran equilibrium of firm and industry ane {@)
MC=MR (i} AC=AR. In shor time perod, firm can éam svper-nommal - profits, normal
profits and incur losses, Super-normal profit exists i fion’s average revenue 15 mote than
pverage cost. When aversge revenue 1= exactly egual -t nverge cost then firm s eommg
ourinal profis, I average ool 8 meve tean average revenie then fimn most be incuring
bosaes. Under identical cost conditions, industry will ke i equilibrivm with nommal profits in

ksnr-rum

59 Chwestions for Practice
A Short Answer Type Questions
1. Ezxplam the vienaas features of perfest competition,
2. Deserrbe the effects of stmultaneous chunges m demand and supply on prce,

3. Driseuse the price determmation in market time period with the help of suitable
dingrams,

4. Explam long-num egquilibrivm of firm and mdusiry under identicnl cost
conditions.

5. Drscuss shore-cun equillabibun of fiomeand inchstry wsber difeecim caost

conditions,
i, Long Answer Type Quesiiony

1. Give the meandng of perfect comgpeitkmn, How B price derermining under
perfect competition?
2. How price and outpat of 2 finm is determined in perfiect competition.

174




Driscusy the price delermmation in short and bng ras under perbect conmpebition.

£8

Explain Long-man Eqguilibrivn of Firm and Industry under different oost

conditions with the help of dagram,

5. Drscuss equlibeium of Finm and Industry ander Different Cost Conditions for
short period

6. Explom equalibrium of Firm o Industoye wnder [dentecnl Cost Comdtions for

short and long peried.
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&0 Learning Objeciives
After the completion of this unit, kearter will be able to:

= Define the Monopely and Momospelistic Competition,

#  Determine the price and equilibrivm under Monopoely and Moropolstbe
Competition

& Megun the Monopoly Power

#*  Determing the price under discriminating Moo poby

s Understund the sellmg costand excess capacity

«  Compare the Monopoly competition and Monepolistic Cempetition

6.1 Lotrodustion

I ecomamie ferms, imperfect compebtion 15 o marked stfotion under which the conditens
necessary for perfect competilion are nor sstisfed. The concepl of imperfeat compefition was
firstly explamed by the Econemist Mrs, Joan Rebmson m 1933 in her beok “Economics of
Imperfect Compettion™, There are four bpes of imperfisct murkets. These matkets ane:
Mlonopoly {only one seller), Higopoly (fow sellors of goods), Monopolstic competiion
(many selbers with highly differentiated product) and Monopszony {enly one buyer of 4
peaduset .

6.1 Monapolyv: Meaning and Features

The wisrd Monopoly is the combination of two words: Mone (single) and Poly {Controf) 1
mieans Monapoly & that competition whene thee is only one or o single'producer seller of the
commashity in the market and there 15 ne close substibution of that commodity, For example,
m Punjab, there i onky ore seller of ebeciriary e, Pungab Stale Electneity Board and
cloctneity bas no close substshuiion in the markel. In monopoly, ditference bobwoon firm and

mduesty diss not exisl,

Accordieg o Kousoyinnes, “Mompoly 5 a ke shiuston i which thene @5 a single sclicr,
There are no close substtutes of the conmodity it praduces, there are bamiers i eny™. Ag
per Fergoson, "A pure monopaly exists when there & onby one producer in the market. There

are na dire competitions.™
Features' Assumptinns

Folbowing sre the main featunes of monopely competi ton;
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. Unsler memopaly, there 13 a smgle seller or producer of the commodiy but bas bree
number of bulors.

2. There no close substitution of the prodwced commedity in the marker.

3 Them e some restrctions on the entry of the new fimn, These restrictions can be in
the form of nistural or wrisficisl,

4. Monopolist 1= the prive maker and has fofl control on the supply of product, He can
charge ditferent price from different buyer for the sarme product,

5. Ther iz ondy one firm and diFference between lrm and mdustry does not exist

6.2.1 Nat i { and Revemie Under M b i
Under Monopedy, firm’s demand curve constituies the mdustne's demand curve because therd
no ditference bebween firm ond the industry. In thes madkeet, both oventge revenue (AR} as

well a5 margisal revenee (MR} curves slopes downwand from lefi to night. AR sbopes

dowrward, i meuns 1F producer fixes bigh prce, then demand wall decrease and vice-vemsa,

Y
"
E
b
E | o
[
[ ]
. E

iR
L *
o (=] CUTPLUT
MR
Fig 1

In Fig. 1, on the X-pxis, output ond on Y-axis, revenue has been messuned, AR 15 overape
revenee curve and MR i marging] revenue curve. Bath are sloping downwand from left to
clght whersss ME b8 below e AR curve showing tear a1 O} output, average mevenue AR

or Price ts PO and margmal revenue (MR is B [n other words,
AR=ME or PO=ED

Falbawing dre the two approaches o detenmine the poice and cquilibiium umbe monapoly

competiiion:
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Gl 2l Total Revenue and Total Cosi Approach

With towl revenue and total cosl approsch, menopobist will ged maximum profit where the
difference berween the TR and TC s mavinum and this & an equilibrivm siuation for him,
This approach can be explained the help of fgure 2. This shows that TC 8 total cost curve,
TH 15 total revenue curve and OO0 55 profit corve, TR curve stacs from the origin O (madicases
that when owtpiet is zero, then TR s alse zero) and TC stans from P {indicates that TC
mchedes both FC and %O and if producer discomtinues its output, be has 10 bear the loss of
fimed costp CC" starts from O showing initially producer beam the dsses but when producer
starts production, TR mereases, However, inthe beginnmg, the e of increpse m TR 5 less
than TC Therefors, BC pard of O curve shows that producer 15 imcuming losses, A the
point BE, total revenwe s equal to dofal cost. & means producer s working on bneak-even
poind (Break-cven point s that sitwabien where prodwcer has no profit oo less, here his
TE=TC). Wher producer increases his output mare than BE paint, TR will b more than TC
and CC " slopes wpward. It shows that firm 15 carmang profit, When OC° curve will reach its
highest peent E, then the producer will be caming maximum profits. The amount of cutput i.c
O will be called equilibriom output. [f the prodecer will prodoce the output  after
equilibrium eutput, than his profits will go on diminishing and again he will reach at break-
evenn pomt e BE. IF the prodecer produces more than BE'. then TR will be Bss than TC

umd proshucer will incur foss,

w

ra=an

T
a

TH

6222 Marginal BRevenwe gnd Marminal Cost

Aceording o this approach. monapobist sall be in eguilthrmm aned earn maximum prestits
when MU=ME and MC curve cuts ME from below, I can b2 expluingd with the help of
diagram:
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Fig 3

In fig 3, outpul 15 shawn on Xeaxis and revenueicost on Yeaxis, MO 1= marginal cost, AR
average revenue and ME is marginal revenue curves. At the point E, MU=ME and MC curve
cuts ME curve from below so this point is an equilibrium peint and 0} is the equilibrium
oL,

Check Your Progress -]
0. Defime Monopaly,

'ﬁnﬁ' 8 B B 8 B e R 8 8 8 R BR R B R R A e n R

O Ghive any twa feshemes of mmopoly

Short run s that period of time when monepalist/producer cannot change the fixed faciers
like band, building ctc but can change the output with the help of variable facior Bke abowr.
Under short run peried. monepolist can face folkwing three siustions:

AL Super Normal Profic: [f the price’Average Bevenue {AR) of the product is more than
it verage Cost {ACH, then monopolist will ger the super normal profits, In other words:
super normal profit=AR=AC, The producer will produes upio the level where ME (a1

thes pomt b will be mequelihroam suation),
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Y
Super Normal Profit

* X

Fig 4

In fig 4, cutput is measured on X-axi and revenueprice is on Y-axis, SAC and SMC arg

ot num nverage cost and shorl tun marginal cost curves whereas AR and ME o
average roverwe and marginal revenue curves respectively. The monopoekst is in
cguilibium at the peint E where MO=ME and MC cuts MR from below {at this poin
both condstions are [ulfilled =0 this = an equilibrmom pomdh, At this level, monopolist
proshuces OO cutput and sell= it at AR pnce which = more then average cost B} by AB

(A0, Thes, in thes situaiion monopofest will eam super nocmal profifs re. ABPP.

« Mormal Profid: If the poce'Average Revenue (AR) of the product & equal te i Average
Cost (AC) than monopolist swill get the normal profis. In other woeds! nsnmal
profit=AR=AC,

In fig 5, output 15 mensuned on X-axs and revenue/prce i on Y -anis SA0C and SMC ane

O e ayvierage cost and it run marginal cost curves whencas AR and ME ane
average revewue and marginal revenoe curves respectively. The monopolist iz in
equilibrium at the point E where MO=MRE and MC cuiz MR from below {at this poim
both conditions are fulfilled =0 this = an equilibrioom poimd), At this level, monopolist
proshuces OO cutput. At thes level of output. average cost iouches avernge mevenue curve
ol the point A (it means prce OF is equal to the average cost AQ). Therefors, manepolist

wil eam marmie] profi at the poind,
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MR
O Output o
Figs

C. Losses: The monopolist may bave 1o bear lesscs in the short mun period o the
price’Average Revenue (AR) of the prodact is less than is Average Yariable Cost

(AN, Once the price falls below the AVC, manopolist will stap the production,

I fig &, cutput is measured on X-axia and revenoe/price is on Y-axis, S3AC and S8 are

ot e average cost and shen run marginal cost curves whereas AR snd ME are
average revepus amd marginal revenue curves respectively, The manopelst iz in
cquilibrium ai the point E where MC=MR and MC cuts MR from below. The manopolist
will produce OCF leved of cutput and selks it ae OF. A OF price, AVC touches the AR
curve al paint B, [ shows that producer will cover only AVC from the previd ling price,
Ad OHF povint, he waill bear boss of fixed cost e AR per unit and total loss ABPPC. IF the

prlce docreases below OF, the producer will stop the procuctin
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fid  Price and Oiput Equilibrium i Leng Bun Peclod

In lymg mun, monepolist will be m equilibrivm when long run moerginal cost s cqual o
rrargimal revenae., In this siteation, he will try to cam super normal profic and fiv the prece o
get it In ather words: Super Mormal Profi {(Long run l=AR=LAC,

Y
Supear Normal Profit

=X

Fig7

i fig 7, output 15 mepsured on X-pxis and revene/price 15 on Y-axis, LAC and LM ore
tn-g run average cost wnd long run margingl cost curves whereas AR ad ME are averape
revenue and marginal revenee curves respectively. The monopolist is in equilibriom ot the
poind E where MC=ME and MO cuts ME from below {ui this peint both conditions are
fidfilled 50 thes s am equilibmum pomi), A1 this fevel, monepolest prodhuces OO0 autpet and
sells I @t AB price which i more tlean average ot BO by B (AQ-BO). Thus, i thls

gL ten monepelist will cam super nonmal profit e, ABPP,
6825 Mopopoly couilibrivm and Lave of Cosi
There ame theee Bws of cost fel law of diminishing cost, inereasing cost and constant

costwhich effect the pace of the product:

A, THminishing Cost: This law s alse knoem as lew ol incrensing return,. According to
this faw, producton increases and cost per unil decBnes. [n this stustion, preducer
must sell his product sl ko price W incrense its sakes, In Fig 8 AC and MO ane faliing
The MC ancd MR cwl cach other al point E. So, Oee i nopsalist sl prosbuce O wnics
of commadity and sell the same at QT Price and gets PORS prodt,
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Fig 8

B, Incrensing Cosis: This low is ala known s decmesing mowm o scabe, under this siustion
producer will get the masimum profit at poind E (indicated in the Gg %), where margieal
revenwe marginal costs are equal 1o cach other (MRB=MC), The producer will preduce OT
units of the commodity at OT prce and will get profits of PORS,

o T oumrur

Fig9

C, Constant Costs: In this situsticn, cost will rempin the same whether production is less or
mare, Inthe fig 140, the AC curve will be parallel to 0% and for all the levels of outpet AC
will be equal to MC. AR and MR mpresent the average revenue curve and marginal
revenne curve reapectively, The eguilibrium of finm i ot point E where MO-ME ard OT
is the eouilibrium output with U1 Price, The morepely profr will be egual to PORE
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bl Degree of Monopely Pewer

Mepzurement of monepedy power depends upon vorioes Factors bul commonky there are pas

miethnds for messuring it

A, Lerners Memsure: Acconding o this, monopoly power 15 the difference betwesn the
price and the margmal cost. [t means anaer the differenee between these ton, lorger te
monepoly power and less tee difference between these two, less the nionopoly . power.
Following is the fornmelba fior measuring the menopoly poswer:

MP = Price-Margingl Cosd
Price
B. 4.5Bain; Accordmg Prof 15 Bam, monapoly power s the difference berwesn the price

and average oo,

O Discuss the determination of price and output under menopely long periosd,

Price discomination refiees 1o selling the same commodity or product at different prices to
differcnt buyers. In sther words, it a mosopolist charges different price from different

censumers for the same commodity is called price discriminatkon or discriminating

185




munepoly. For example, when a producer chagges Bs. 1000 For 2 chair from X custoamer and

Bs. B00 from custemier Y for the same chair, then producer is practicing price dscrimination,

Accordieg ty Fobinson, "Price discrimination is charging different prices for the same
product or same price for the differentiated prodwet.”™

Awcordisg te Stigler, "Price discrimination is the sale of various preducta ot prices which are
not propartional te their marginal costs.” In the words of Dookey, “Discrmimatory. menopoly
means charging different mtes from different cussomers for the same geod or service, ™
Types: Price dscrimination iz of the following kinds;

A, Personal Price Dscriminafion: [t refers o chargmy of different prces from different
austomers for the same proghct. For example, if a doctor charges differend price’fes of
his services from rich amd poor patients than it 15 calbed personal prece discrimination,

B. According to wse: When differend prices are charged for different uses 1w which the
commmdiy 15 pul. for example, mie of clectriciy for domestie use 15 costly than for
comrmercial purpascs.

C. Area-wise Discrimination: when the moenopohist charges different prices at different
plages for the some produet, § iz celled s area-wise or geogmphical discrimination Thia

type of discrinination is ako called dumping.

Frof. Pigou has divided the degrees of price discrimination inboe three categories:

First Degrees: Inthe st degree of price diserimination, the monapolisi is able wo scll each
sepurate. unit of product o o ddferent price. The seller chorges expctly the price the
buver wants oy pay. This mesms that the seller dows ot keave 3 dhscount’sumles o the
comsumer. This bype ol prce discrmination = cdled perfoct discrummatsea, The = the
“take-it-or-Sedave-it” price discrimination.

Second Degrees In this degree. the buvers are divided into different categonics and
From diferent catepories difforent price is churged which oo the lowest deomand price of that
ETOwp.

Third Degree: [n this depree. the marker B divided ito several smaller markew or sub
markets, and  from each  market  differemt price is charged.  The  price  charged inoa
small market or sub market depends on production and the conditions of demund for that

small market. Price discrimimation is pessible when Tollewing conditions exist in the market;

Single Scller or Producer of a Commuedity: Price decomination s enly possible under the
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mnepely market strocture where theee & a singhe seller or producer of & commodity or
service, In other tyvpes of market struciurs, it is nod possible,

Two Separpte Markets; Thene should be two or more than two separate murkets m
which product or commodity is being sold. They shouldn't he close o ench other.
Different Elasticity of Demand! The price dfference ndscates that the demand
forpoodsisdifferenithe two markets. The monopolist caneset the kighest market price w
here lexibility 1sbess anad also the lowest morket price whene flexbility 1s more efastic
Mature of the Froduct: The catune O e product of serviee maust e such thati
cannot be resobd. Chherwise, you cannot discriminate on the basi of price.

Ignorapce of Buvers: Price discrimination is possible ifthe buver is lary and does pot
know the market conditions, the monopoli=st will  charpge  different buvers different
prces for their prducts or - services. Sometimes customers. are loey ond don't
care ahout the shghtest difference m prochect anif service offerings,

Sale pn Order: Price docrimination s also possible when a smgle sclbor selb b prodsct
om onder,

Lepal Acceptance: When a monopobhist hos fepal sanctsen from the povernment woosell s
product at difforent prves then the price discrimmation 5 possible. For example, PSEB
has legad sanction from the gevemment fo charge different prices for the use of electricity
in agricelural sector and industrial seetor.

Varfous uses: Price differences can alfso ocour when users of o service or product have
different uses. For example, Indian Railways charge different freight rates for coal and

silver.

£27.2  Price and Output 1 ination Under Price Discrimminati

Wie koow dear under piice discrimisatim, monopobst charges the diffeent pokses from
differemt consumer for the same product For that purpose, he will divide the entive market
inie ub-markets on the basis of the elasteciby of demamsd for the product. Only of the elasticity
af demand b different, prce discrimbsation will e profioble. Aler dividing the niacke, the
monopelist has e decide: (1) how muoch the total outpat sheuld be produced? (2) Hosy the
toeal output should e distribuied beeween the sub-markets? And (3) what prices should be
charged i each of swh-mirket? In order to exploin i, suppose there are two different morkets
fe A and B having different elasticity of demand.
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The monopalist has o decide o1 whal level of outpad be should produce w et maximum
profit, henee, he will be in oquilibrivm at owiput st which MR=MC and MC curve cuts the
ME curve from below, 1E iz assumed that the produet is homogenoas, In the above fig 11,
miargral revenue curee of A market and of B market 15 expressed by MBEUA) and MREIB )
whereas averape revenue curve of A market and of B market = expressed by ARUA) and
ARH) respectvely. The total mesgisal revenve (MO curve moluwdes margimal cost of
rmarket A and marker B owhereas MRE(T) & the combimation of marginal revenue of hoth &
wnd B markets, Thus, the total output 15 fsed ot that point where MO (TMBCT) and MOUT)
cuts ME(T) from below. Therefore, the equilthrrum of the diseriminatmg monopoelist s
carablished at outpat OO0 at which MO (1) catg ME (1] In other words, he will produce (0
output. For dividing the total outpet (00 into two markets, the discriminating monopolist
will deseribute it in such g way that marginal revernse inoeach is equal to the marginal oost of
whobe output (which s equal toOF), Therefore, he will s2l] ostpat O932 in micket Aand C01
m mark et B

The elasticity of demand 55 different in each market, =0 mopnopolist will churee different
prices in both the markels, [ 15 akso shown that m Market B mowhich elasticity of demand is
greater, the price charged 15 lower than that m Morket B wchere the elasticity of demand 15
bess, So 002 outpat will e sobd at price OPLA) In market A and Q01 output at OPIB) o
market B.
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£l.7.3 Frice Determination Usder Dumpiog

Durping oceurs when monopedist sells his product in domestic country at high price and in
foreign country at low price. In odher words, in this case of priwe discriminetion, producer
chirges lower price m the foreign market and high price i the domestic country as he enjoyvs
mienepoly m o domestie country and faces perfect competition m foreign market. The dermand
curve for the prodwet will be perfectly elastic for him where be faces perfect compsiition,
while demand curve wall be doping downward where he enjovs monopoly, This can be
explned with the help of fipere 12,

Ini the domestic morket in which the preducer hos a monopely, sverge revenue curve AR (14
as well as mangnel revenue cumve MBI are slopmg downward, In the foreign market,
producer faces perect competiton so AR(F) curve will be a horizontal sraight line ad the
MR curve will comeide with the ARF} curve, MO i the margnad oot curve of output
und the aggregate maninal revenue curve 15 represented as QRS

AR(F]) = MR[F]

AR{D)

SepgA~mE=Tmn

o Q(H) QF) cureur

Fig 1Z

The fig shows that the marginal cost curve MO mdersects the MBE curve o poimd 8. Thenefore,
an equilibelum suput S F & deermined. The toal OO0 (F) gutput s diswibuated betweon
the forcign and the domestic marker in such & manner that the Marginal revenue in cach
market & equal to each other The producer will scll OOYH)y owtpat at OP(H) price in
domestic coaniry sl QUHEHF outpes at OFF) price in foreign country, Here OP(H =00

bt rsarginal revenue in both countrics are equal,
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. Define dumgping.

2. What do wou mean by price discremenatsn®
Ans,

6.3 Mopopolistic Competition; Meaning snd Features

The term monopelistc compettion was given by Prof Edward H. Chambedin of Horvard
Liversity it 1933 in his book Theary of Monopoiste Competition. The term smonopalise
cempetibon represents the combinution of menopoly and perfict compettton. Menopalistic
campetiion refers 10 a market situation in swhich there are a large number of buyers and
sellers of products. However, the product of cach seller is different in ome aspect or the other
and these prodects have ¢lese substituies, For example, there are many well-known brands in
soap like Lux, Rexona, Dettol, Dhove, Pears, ek,

Avcording to 15, Bains, “Monopoelstic competizon is market structure where there is o linge

number af small sellers, sellng diflerentened but close substbwe products.”

According o Baumol, “The term monopelistic competition nefers o the market stroctore m
whiclk the scllers do have a menopoly (they are the anly sellers) of their own product. but

thiy are also subject to substantial compe ttive pressures from sellers of substifue products™
Festures: Following are the features of monepolistie competition:

1. Large MNumber of Selters and Buvers: The sive of sellers amd buyers &= lage in
monepolist competiton. Each firm &llows the independent price policy, The buvers do
nat have perfiect knowkedye abowt all the products, their gualines snd poces

2. Diflferentiated Products: Under menopolistee competition, the prodwcts of sollers are
different in many respects, like difference in brand, shape, colowe, style, trademarks,
durability, and quality. Therefore, buyers can easily differentiate among the available
prociucts in mae than one way, However, under monopoelistic competition, products arc
close substitutes of each ather.

Y. Free Entry and Exit: Under monopolistic competition. there ane mo restrictions imposed
on firm for their entre and exit from the marker, This s the same condition os prevailing

under perfect competiion.
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.

Restricied Maobility of Factors of Production: Under monopobste competition, the
factoes of preduction as well as goeods and services are not perfectly mobile. This is
becauwse if a firm'producer i5 willing to move is factors of production or gesds and
sgrvices, it has to pay heavy transporiation cost. This keads 1o difference in the prices of
prrosdusts

Price Polley: Sinilar to manopoly. average and marginal revenue curves of an
orgamization alse dope doweraard in case of monopolistic competition. This implies that
a Frm can sell more anlby i the prices are low of these products, On the other hand, under
monppolistic competition, iF the prices of products are higher, then the buyers would
swilch o other sellers doe o chose substbutahilidy of products,

Sellimg cost: Each and cvery finm trees to promote their product by spemding on
advertisements and pablicioy. The purpese of this cost is w maximise their profis.

Under monepolistic competition due 10 product differentiation, a fom foces o dovwnward
slopaing demond curve. [1 5 highly elastic b not perfectly ekastic. The reson s theat of
the firm incresses price of therr prosluct, then buyer will siop buymg their predust and
shifl to aneiher frm o who has med changed hes poce. On tee odher hand, of o decneases
the price of peoduct, then he will atract new buvers. Under monopoliste competition,
pverage cost, averigne variohle cost, margrinal ooet and selling cost are of U-shaped. D
tir alifferences i product, supply curee cannet be drawn Fig 13 shows averapge revenus

and marginal revenss curve under monopalistic competition

L

MoE MW

AR

Fig 13
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LCheek Your Progress = [V
O . Define monopolistse compeiition.
Ans,
Q2. Give any two featwres of menoepolistic competition
Ans,

A, Short Ron: The shof-nm equiliboium of a monopslistic competitive organization s the
sime a5 under monopely, The firm wall be in eguilibrium al that point where marginal
revenus equals morgingl cod and MO cuts ME from below, In short rum, a firm con get super

norrnal profits, normal profits und losses

L Super Normal Profif: Under monopelistic competitien, a fim will enjoy the super
normal profite where MO=MR and MO cuts MR from below,

4 SMC
c
o SAC
s
i AR
SNP MR
%
Q1 SutPUT
Fig 14

In Fegure 14, outpt is measured on X-axis and cost'reverue'price is on Y-axig. AR is
the average evenus curve, ME represends the marginal revenwe curve, and SAC cureg
represens the shorl run average cost curve, while SMC signifies the short mun marginal
cosl, 11 can b seen thatl ME miersects SMCat point B {E point e epubibnom pomi
where ME=MC and MO cut MR from below) which showed sutpet OCHand price is
CrP Cwhicl Is equal to 01, Therefore, QR Is the sepemonmal proli per wnlc of osgpul
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ws supernermd profi per unit of oubput i3 the differomee between the averpee evemse
amd average cost And supernormal profit would e measured by the area of roctangle
MRS

. Mormal Profifz A firm will eam normal peofits when the price of product is equal to

iverupe cost of the sume produs

¥
L ] EA.-I:
C
0
s
T
it
o Q ourput
Fig 15

In Figure 15, outpat 15 estimated on X-axis ad cosbrevemese on Y -nxis, SMC in.-:lr;;m-sﬁ'lm
ruin margingl cost whereas SAC sho nin average cost. E is the equilibrium poimt where SMC
infersccts MR from below and SMC=MR. At this cquilibriam point, the equilibrimm cutput is
CHD and price OF |, The curve AR touches 5AC ot poimt B AR=5AC), thus this I poinl s

normmal prodit earming poist for o firm.

1. Laosses: [n sl e |.'|:'."]'I:!l-.'| whan shor fun AVETagC CORL LY grearcTr than AVCrImS ICWCnme,

o firmm eIl incur losses, a8 shawn o famare 16

L] L CHUTIUT
g i
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Figure 16, outpud s neasured on X-axs and cosbmvenwe'price s on Y-axis The Gon s mw
equilibrium at point E, where MO=ME. At this egoilibrium level the output is OO at price
OF, Cormesponding to this, the sverage cost (0] s greater than average revenwe RO, Hence

reveres i5 less than cost; the firm will incar bess which = MRS,

B. Long Run: Under monepolistic competition, in leng num iF existing firms are carming
super normal profis, then new  fimms will enter in e indusiry, With the endering of new
firms, production will meresse as 2 result price will dechine, Hence each and every finn will
earn normal profitin long run persod instead of super normal profits, Mow profits wee nemmal

vnly when AR = LAC, It is further explamed woith the figore 17:

' LMC
LAC

Q

P

C
& AR
5
T

E MR
0 al

X

OUTPUT
Fig 17
In Figure 17, output s estimated on X-axis and cost'revenue on Y -asda. MO Indicanes ’mg

run morginal gost whereas LAC losg nin average cost. E 15 the equilibrium point whens LMC
miersects ME from below amd LMO=ME. At this equilibnium peint, the equilibriem ouiput is
(W31 and price OF. The curve AR touches LAC a1 paint P {AR=LAC), thus this €} peint is

norinal profit carning point for a fim

Cenerally, group s related with the industry. The mdustry ncludes all firms which ore
producing beanogenous prodwce. Whereas under monopolistle competiton, group consisis of
a finn peoducing differentiased preduct and have close substiute. For instance, soap making
firms like Lux, Dove, and Pears are a prop, Following are the assumprion of group

eyl b i
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pdl  Demand wndd cost curve of all the fons are wdentical,
a3 2 Mo fiem will affeet the price and cotput of another competitive firm,
Y D C
R
"1 C [Cost Curve)
Plk
E
[ o
:t D (Group Demad
Curye
E D1 {MNew '-L:L-r.d
K Curve)
L X
0  outPuT gr a Qi
Fig 18

Figure 18, shows oupul @5 messuned on X-axis amd price |s on Y -axis. 10 all fires §ix OF
price of the product, then they will cam supernormal profit Le. PRTPL This supernonmal
profit will attract the other firms o enter into the market. Then new finms will also start the
owiput as a result producton will increase i the marker amd the fiom's pew demand curve
will b2 shifted o DIDLThe dernand curve is tangent (o the cost curve a1 E point (which is
cquilibrinm peint] and all frme will carmn normal profits a0 this siuation. Henee the

equilibrinm price i= OF1 and output is OO,

634 Selling Cost

The curve of sellleg oosis waspropounded by Prof, Chambedin Under  monopolistc
competiton, products are differentiated; therefore, producers have to push wp the sales of
their prodwct. For this pumpese. producers doo the publicity regarding the products or fry to
promixe their prochect. Such a sales promodion expenses are known as selling cost, This cost
michsdes all the prometion expenses ke advertisement on televisin, newspopers, rads and
gatarics of mlespersons incwmed by the preducers o increase the demand of their product

The =elfing cos is different from producton cos because production cost ks related with the
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exposes incumed by the producer for the produciion of 2 product The production cost
inchedes all the expenses on memudctwring of a product ke raw material, clecincity, wages
of Babours and ranspartation cost (not included m selling cost as this cost do ot increase the
demmond of 8 priducth et Like the cost curves, selling cost curve §s also U- shaped under the

mifuence of the Bw of variable proportions.

b3
.|
E s
L)
E
id
L8]
E
o
L]
DOuUTruUT
Fip 19

Figure 1%, showes the skopes of A0 15 averge selling cost, Inthe mutel stoge, ot Eafls bocauss
proportienate ineresse in sile s more thae the merease i selfing cost, Lter, if starts msing s
it inadicates that alfter a poant proportenate inceease mosabe 15 less than the selling cost.

APC=Avarage production cost

{varable cost anly)
ACi=APC+Average selling cost

P ACZ
[
i D2 (ARZ)
c
£/ D1 (AR1)
C
o
5 D [(AR]
T X
o Q Q1 a2
OUTPUT
Fig 20

Under momopolstie competition, the selling oost alse effect the price-output of a firm, Figure

20 show thet owtpat 15 measured on Xeacis and cost'revenwe 1= on Yoaxis. AR s inially
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averaze production cost wied AC] (avermee composie cerve) meludes average  praduction
cost and average selling cost whersas AC2 includes average composite oost and additioesal
average selling cost. The initially equilibrium position 85 when OC) outpud is sold at OPF price.
The fimn cams PRSTsuper-pormal profits, Mow, when sclling ¢osts are mewrred in the first
mstimee, the new gquilibnium posiion brmgs TISTRIPT profits {atter selling cost demiand
will also mercase and sew demand curve will he D1 (ARDY by selling OO0 caput ad
Oy price, Agnin, if firm increases the selling cost, then demand gurve will shifi to D2 {AR)
und frm will get PZRZSZT super nomal profits by selling O02 output at P2 price. The firm
will, however, continue t increase the selling cost o maximee therr profits, IF the fimm
spends more om advertisement beyond thes level, the wddibon o revenue wall be less than
cosks,

§35 E ¢ §

Inatiaily, the excess capacity was outlined by Wicksell and Caimes but later on it was
propounded by Chamberfin in a systematic way. The doctrine of exoess capacity 18 concemed
with momopalistic competition in the long-mn. It is defined as “the difference beracen ideal
foptimum) autpuet and the output actually attamed i the kbog-nm,”

Under perfect competition, svernge revenue’demand gurvetouches [ong-run avernge cost

curve [LAC) at ks minbmm point and twoe condidions 1. .

{1 LMC = MR and
] AR (proce)= Minomunm LAC ane ful Gilisl.

This mcans that in the long-run the entry of new finms forces the existing firms to make the
best use of their rescuarees 1o produce ot the lowest point of average total costs, Figure 21
show the firm will be in equilibrom sitvston ot the pomt E {01 this peint conditiens ore

wikere () is the ideal or optimwm output and enjoys profils in long run,

i
E
LASC
§ LA
g
=21
=2 A= AT
[ - .
= =] - M
stk
Fig 21
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Under monopedistic compelition, average everwe or denmnd curve slopes downward and
twis comditions i.oe (i) LMC = MR and (iiy AR (price} = Minimum LAC are not fulfilled.
Thus, under this competition, firms works under excess capacity means they are  not

producing optimum owipt,

Figure 22 show that guiput s messured on X-axis nn;pncl:."nmt = miensured on Y-axis, AR
e nvernee revene, ME @ morginal revenoe, LAC = long nin average cost and LM = long
run margisl cost. The demand curve is indssated by o and finn is inegudlisawm at the poine
El amd cutput s OO0 bud this s not thee idenl output becouse d is tangent to LAC ot A o te
beft of E. If firm weant to produce bevond (401 then it wall meur bosses as LMO=MRI1. Henee,

cxcess capacity (0 under monopolisik competition cannot be weillse,

Chamhberlin's Excess Capaelty: In previous concepis of exeess capacity, it i discussed that
ureber perfect compettion, each finm produces at the minimem painton its long run aversge

cost curve and demund curve 15 ngent to s ot thet pont,

Thizs wall be the kleal output and no excess capacely exits in perfegt competition, W hereas
urkker monopebistic completion, in long rundemand curve slopes dovoward and eguilibriuvm
of the firm is b the keft of the minmmum point on long nem overage cost curve. Thus, firm
cannot wilise s excess capacary. Bur according e Prof. Chamberlmn under sonopslisie
competiton there is a freedom of entry and peice competition, the tangency point between the
finm™s dermand curve and the bong rum average ot curve wonld lead to be the “ideal sutput™

wnd e exeess capacity, Prof Chamberdin sssumes (1) there is - large no of firms, (21Each
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{irm provduces simmlar FII.'I.'-IJLH.'l. 135 there 13 a Froedom 1o oder 1o the |:||:|.||J|.t|:|.|.-:m process, {4

Long rum cost curves are of U-shaped.

Y
- o

Price and Cost -

Fig 23

Figure 23 show due to no price competitbon dd cunve has not any impoertance wheneas DD i a
grovip demend curve, Further, thiz fig shows that ai E point firms are caming super normal
profits in short rup peried. The super nermal profits attract new finm to enter i the market
resulting DO shifted w DI DT where it is wwches the LAC at the poim E1. At the point E1,
firms earn normel profic without price cempetition and selling O} output at price OF,
According o Chamberlin due to mon-price compeiition ander monopolistic competiion each

firm in the group producing OO cwtput but D01 is the sbeol oatput or the excess capacity,

64 Comparison Between Monopoly aod Mosopolistic Competition

Follewing are the main point which showes there s difference betwesn these two

compétizons;

1} Mumber of bavers and sellers; Under maonopoly there 1= only single producer/seller
whereas  in monopolestic  competmion, there wre many  sellersproducers. Hoth
commpelitbors have many buvers.

2} Product: Prodwct may or may not b bomogenos under menopaly on the other hand;
there is always a product differentiation,

31 Barriers toentry: Monopody & chaructenzed by the existence of bamriers to entry. Therd

are ne barmcrs o cnory in monopelistic competiion,




4} Degree of kniwledge: The buyers amd scllors have pediect knowlodee abowt markst; on
the ether hand under monopolistic competition the sellers and buyers have mwot perfect
knowledze abour marker

5} Revenue curves: Under monopaly AR and MR curves are kess clastic whereas these arg
more elastic in monopolstes competition,

6) Profits: Under both competitions in shot run period. a finmm can  cam super nenmal
profits, normal profits ond losses whereos in lomg min pericd. under wmonopolistio

competitien, a firm coneam nommel profits and monopolest cam super normal profits

Sheck Your Progress — v
(M. Define selling cosd,

S N R R R R R R T ]

In this Unst, monopoly conpetition as well as mosopokastic competition & discussad. Here,
Monopoby competition i that competition where there i single prodweer of the product and
product has no close substineion; on the ather hand, in Monopolistic competition there dare
iy =ellers but prodwet di flerentiation exids. The monopolist will be in equilibrinm and earm
miaxsmum profits when two conditions are fulfilled, These conditsons are (1} MO=ME and
(2F MC curve cuts ME from belew, In short rum, menepolistic cams super normal profit,
normal proft and keses where are i lomg run, be enjoys super nenmal prodis:Monopolist can
charge different pnee for the same product foam different consumers under discrimimating
menspoly, It mey be due to personal. geographical o different uses of product. Price
dizcoimination is possible only if the elasticity of demand m one market is difforent from
clasticity of demard in oher market, Dumping is & speceal case of price dBcrimigation where
misopolistic charge high price i domesie eountry and low price m forcign country for the
agime pracust, The reasen Behind it & that in domestic coumiry mosepolist enjoys monapoly
incl m forsign country he fies perfect competition. Undeér menopolistic competition, averags
cost, average varishle cost, manginal cost and sellmg costare of Usshaped, Due to differences

i produet, supply curve canmot be deawn, A firm con cam supernormal profis, nenmal
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pru:ﬁu and losses i sherl rem pvl.':riud whereas in I‘-"-"E rum perecil, it ot cirn norial ]Tullil'.'n

only.

6.6 Questions for Practice

AL Shori Anvwer Type Questitns

Ol Define Monopaby. Give its assumptions

{32, Explom the term Momopohist 15 o prce maker.

03 Eaplain the concept of todal revenue and totol cost under monopoly,

Q4. Whatdo vouw mean by price discrimination’! Chive gxample

05, Explain the shopes of AR and ME umder monopoly and why?

{6, Drsouss the degrees of Proce Discomination.

7. Explam the concept of excess capacity m detail,

08, Discuss Prece and Outpul Determination Under Monopehstic Competition
(Cimoup Eguilibriom

09, Explain the nature of Demand and Cost Curves Under Monepolistic
Comypetition.

B. Long Answer Type Questions

Q1. Explain the term monopoly and how prsce cetermmation vnder shart and long
pemod.

Q2. What s price discrimination? Explain its degrees and conditions,

O3, Explwin the prce and owtput determanmtsn under price discrimination,

4. Explain the meoning and featumes of manepolistic competition

05, Explain price and Ouipwt Detemmination Under Monopolistic Compebtion
{ Individual Equilibriwm ).

O, Compare ond contrast monapoly and monopolists: competition.

B Supsested Readings
*  H.L Ahwa: Advanced Economic Theory {Microeconomic Analysis)
«  Koutsoyiams: Madem Microecenomics

o KN Vermos Misne Economic Thieory
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SEMESTER -1

COURSE: MICRO ECONOMICS |

UNIT T: THEORIES OF DISTRIBUTION: MARGINAL PRODUCTIVITY THEOQORY
AND THE MODERN THEORY

STRUCTURE
Th Learnimg Ohjectives
T.1 Introduction
T.2 Meaning andd Types ol st ribation
7.3 Theory of Factor Pricing and Need of Separate Study of Factor Pricing
Tob Profuctivity of the Fachor
T4 Marginal Froduoctivity
TAY Average Prodoctivity
TS Cost of the Factor
T.E Thesrkes of Distribution or Factor Pricing
T.51 Marginal Productivity Theory Under Perfect Competition
T.5.2 Marginal Frodoctivity Theory Under Tmperfect Competition
T.5.3 Modern Theory of Facier Pricing

Tabs Sy
T.7T Duestmnss for Fractice
T8 Buppested RHeadings
L learning Objeclives
Adter studying this unit, Leamomvill be able 1o
& [lescribe the meaning, types and aspects of distobution of ingome
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7.1 ltruducting
Far the producteon of gesds, various types of factors of prodoction like band, labour and

capifol arg used, In other words, output is the resuft of coordination of these factors of
produetion, As o result, what 15 50 ever 15 produced thit is distnbuted among difterent factors
of prodoction in the shape of rent. interest and wages as a reward of their services o
contribuizon in the production? Thus, theory of digribution in economics is related with the
slkscution of total production among vanoos fuctors of production. In this Unit, we will
disguss aboul theones of detribution and the purpose of thes Unat 15 to meke vou understand

the comcepis and theenes of dizstribution,

7.2 Meaning and Types of Distribution

Inzimple words, distibwion means giving each perzon a portion of their work, The theory of
disgtribfution deals with the pricing of factors of production. Productionmaterisls such as
fand.labour, capital, buildings ond entrepreneor are used W produce cerin posds and
services. As o result of these fuctors theprodoct = distobuted 1o these prsduction fuctors. For
cxample workersreceive wages tandlondsreceive rentandentreprencurs receive  profic Thus,
distribution in the economy refers 0 activities refated to the distnbuton of prsduction
between production factemsover a period of tme, In ether words, the theory of distrbation
mizans division of Income among the factors of productbon in terms of rent o landlords, wage
ooy Babourer, interest to capital and profit 1o enireprencurs.

According to Profesger Chaproan has defined, "The economicy of distibution secounts  for
the sharing of wealth producad by o community among the agents o7 the cwmers of the agents
which have been active in s production.” As per Professor Sehigman, “All wealth that s
created in society finds wbs way to the finad disposiion of the mdviduls throush ceriom

chiminels or sounces of income, This process & krown as distobwtion,”
Types of Distribution

Therc are twao types of sdistrbuizon:

A, Personnd  Distribution:lt refers to the meome sharingbetween different people or
indbvidusls in e counry. [0 nor abour ncedne  soucces Tordifferent people b the
country, but abew their size. It onlyimeans questionsaboutineguality in the distribution of

incope atd wealth and how bo reduce inequeal ity
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B. Functional Distrilation: This means dividing national income bebween various achors of
prosduetion swchas land, labowr, andcapital dependmgon the comribution ofprodaction. [t
is concemed with the problem of peicing of the productive Factors,

Aspecis of the Frice of Each Facr
In generml, the price of cuch ttem bas b sides:

A, Price Aspect: Prce aspect refers too dhe  amount paid by the company o7
firmn for the services of different Botors of production used in the production process. For
cxample, payvment of wages to labours, mierest o capBal, et 1o land is related with
rrice aspect

B, loncome Aspect: lnomme aspect i related with te income of cacy and every Tactor of

peeduction for their services. For example, Iabour gets wages, employes geds salaries cie.

73 Theery of Faciur Pricieg and deed of Separate Study of Factor Pricing

Thewry of factor pricing is concerned with the determination of prices of the sernices of
different factors of production. These fictors are known ps inpuis like bour, land, copial
et In other words, the theory of factor pricing 1= known as theory of distribution. Bt facior
precing theory e sepamite from poduct pricing. The prices of a commodty are determined by
tee neractken of supply and demand but thes ineractien b= me applicable on e faciors of
production. The reason behind it is that the nature of demand and supply of factor services in
thié factor market i3 entirely different fom the natare of demand and supply inothe commosdity
minrket. Professor Adfed Macshall has ¢mphasised thot there s a need for a separate theary of
factor pricing because the characteristics of commoditics and factors of production dare

different:

I} The demond for a foctor of prodection = not g direct demand as it depends on the
alemanad for the goesds and services mwhich they are emploged, Whereas, the demand
for a cormimslity s a direct demand becaise B divecily satsfics e wani of a
«COISLIITICE.

2y The demuond For a factor of prsduction s a jomt demand becawse too or more than
two fctors are jolndy demanded for productlon,

3) The factors of production like labour, entreprencur ¢ic are affected by the economic

factars as well as the non-ecomamic: factors
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Thars, we come o the ¢onclision that theugh the value of the commodities and the prices of
the factors of production are determined by demand and sapply vet, diee to some differences
of the factors of production on the side of supply, there is a need for a separate theory of
distriftion,

T4 Productivity of the Factor: Productivity meass contribution ofa fctor in the toal oumput
L] Maceinsl Froductivity
Margmma | prochuctiviy of o factor refers to skl itional prodoct 2s ooresult of applying addiional

unitof & factor, keeping other Fictors as constand. 1 can be used as:

Ao Marginal Physical Preductivity: It may be defined as the addition e the toial
peeduction resulting from emploving ene more unit of a factor of production. 1t refers
o the difference made o total product by gpolying one addisonal oo of inpu
M PFPo=1Fn-"11"Pn-1

MPPn:- Marginal physical productivity of o unit

TPPn- Totml physical productivity of o units,
TPPn-1:- Total physical prodctivity of n-1 unis
B. Marginal Revenue Prodwetivity: It i3 defined as the addition to total revenue
resuiting frem the applying of sne mone unit of a fagtor of peeduction, It s caloulated
by maltiplving the margmal physecal productivity with margmal revenue.
MRP=MPP*MR
C, Valug of Marginal Physical Productivity: [t is caleslated by multiphying MPP with
Averape revenue,
WM P=MPP=AR

It refers o per anit praducivity of a variabbe factor. Average physical productivity is

mes=ured by dividing toral phvsical product by the number of units of the variable factor,

APP=Taotal Phoysical Product/Unns of the varinble fuctor,

Averpe revenue prslocinaty s caloulated by dividing folal nevenue product by the oomber
of units of the variable factor.
ARP= Total Fevenwe Product/Units of the variable factor,
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143 Costelihe Faclor
It refers w0 exponscs meurred on hinng the factor of production. [ has two aspects;
Average factor cost; [ omefiers 1o per unit cos of the factorn AFC-

Total Factor cost/Unis of the factor empleyed

Murginel factor cost: [t refers wo additional cost of hiring one more unit of facorof
productien.
Check Your Progress |
(M. What is the meaning of marginal productivity?
Ans,
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2. What do vou mean byaverage productiviny?
Ans.

7.5 lheories of Mstribution or Factor Pricleg

Mlnrgna | proghuctivity theorny 1 the oldest theary of dearbatien or facker pricing. [t was
developed by Germon econemist T.H, %on Thunen @ 1826, Bur loter on, many ¢conomists
tike Walrs, Edgeworth and Clark contributed for the development of this significant theory
of distnbution, According tothis theory every fctor of production gets remuneration equal fo
s margingl revenue prsduciivity. The theory shows that boey the prices of difforent faciory
of production are determined. According o this theery every factor of production gets

remumeration cqual toits mangieal reveme: producEvits.
A Assumptions

The marginal  productivity  theory  under  perfect competiteon s based om the
firllowingussumptions

1) Thene is perfect competition both m the factor market ind prodect madee

2y Al units of the facior are homogenous and factos of preduction ane perfectly mobile,

3} Ewery entreprencur aims at maximising the profits.

4} The low of vanable propoertions i apphicable m the economy. 1 means outpet can be
claneed by changmg e proporiion of Geclors,

5} Factors of production can be substituted for each other. It means capital can be wed in
place af Ebowr.
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6} There is full employment of factors,
T} There is no change in wghmigue of production.
B} This theory s applicable onky m the long-mn,

B. Explanation of the Theary

Every producer uses factors of producisen ike labour, land, capgal due to their productve m
mature. The producer pay for the factor depends upon its productivity, The greater e
productiviey of a factor, the higher will e its reward. IF the price of a facior of production is
beas than its manginal revenue produet, the prodacer will use more of this Fcior. When morg
of o factor i= emiployed, it marging] evenoe produc. diminishes The producer will stop
giving further employment oz soon s the marginal revenue produsct of the faetor is equal o
is prce, Ths theory can be expluined:

From the Yiew Poinf of the Industry

Under the perfect completion from the view point of an mdusire, marginal productivity
theary awidies the price of cach factor of prodwction is determined by the eguakity of demand
and =upply, But according to this theory, it of assumed that there B full employment in the
copnomy, therefore the supply of the facior is constant, Henee, price of factor is determined

by its demand ondy,

¥ 5L
e At A paint W=MRP
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8] SUPPLY,/DEMAMND 5
Figl

In fig |, supply and demand of labour &5 measured on X-axis whercas wages and MBEP is
messured on Y-oxis The supply of labour is shown by 5L which & constom and pamlle] to

O, on the ather hond WW indicates the wages of the lnbour and DEY 12 the demand gurve of
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Eabour. The equilibrium point 5 A where supply and demand carve of labour cuts each other
und price of factor is determined by COW,

From the Yiew Pelnt of Firm | Perfect Competition)

Under perfect competition. in order 1o get maximum profits, the finn will employ that
number of foctors where margmal factor cost 15 equal to mononal revenue  prodect
(MFC=MEF) 1 the MEP & less than their pmoe, the firme wall bear the Iesses |1 can be

explined with bebp of following bl

Table | :Factor Demand by a Firm

Gz ) Price’ AR=MRE MRP=MPP*ME Price of
Uitz of a facoo MPFP (7 n factor (T}
| R 4 32 14
p i 4 24 ' L&
3 4 E 16 14
4 2 | L] 14 .

Taltle ne | showed that factor cost i 3 16 and price/AR of prodwced praduct is 3 4. When
firm increased units of a facter, the Morginal revenue producrivity (MR of factor is
declinmg. Morginal revenve productivity of first it is ¥ 32, second of * 24, third of T 16
and fouwrth of ¥ 8. Thes, 10 cam maxismum profit, tee firm use a factor wp to the point wheee
= MEP = equal o moargingl faclor cost. Henee, the firm s 0 equilibriom stage wwhen o

employs 37 it of factor where Bclor cost (3 16) is egqual to MRP (2 16),
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r
&
c
T
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In frg 2, unity ol & factor are measured on Meaxds and facior cost! MIRP are shown on Y-axis,

BERFP iz marginal revenes productivity carve and W oindicates price of a facor. At pont E,

W line cits MREP 0 this point & equilibrium as MEP=W.

C, Criticisms: Margmal produstivity theery has the following drawbicks

]

2y

i}

4)

5)

6)

Ll

Unreallstic assumpilons: This theory is based on mony sssumptions like perfect
competition, homogenous factor, perfect substitutability, perfiect mobality ete, But in
reility, thess assumptions do ot exist, Beciese imperfiect competition ex s m reality,
full cmployvment @5 @ rare phomanonon, all the factors of production are belergemeous
andd it & diffecult to move factors fom one place to another.

Constant fechnology: This theory assumes that there is ne change in technobegy of
preduction bul in realiy, 1 i not constnmt as we {ace dynaoie changes inoan
CCOTOITY.

One sided: This meeginal prodwctivity theory 15 one sided theory as it takes o
comsideration enly the demand side and ignores supply. This theory assumes supply is
comstund but supply can e chimged m kong period.

Based on long perivd: The theory is based on long mn pened and ignores short nun
perned, Bul Lond Keynes stved that m long period we all are dead. 5o problems of
short perees] s important than thet of kg nn penod

Diffienlt te measure MPP: Accordmyg to Hobson it s defficult to measure the M PP
af a luboar. Becawse il producer wants o measure the BPEF of labour than he has 1o
increase the units of labour alorg with other factors like raw material, machinery etc.
Diffieult to measure marginal prodectdvity of one factor: The producer ses
variius foctors of production like land, lobour, copital eic to produce the goeds and
services pnd 115 difficult to Fmd out the contmbution of 0 single ficior in the process
of producticn.

Marginal Productivity Theory (Under Imperfect Competithoni

There i= a drawback of marginal productivity theory as it sssumes pérfect competition, but in

reality, 1t 15 unreatiste and mmsgmnary, Economists ke Robinson, Chamberhin analvsed the

determinaticn of factor pricing under imperbect competibion, There are many types of

miperfct competition ke monopolistic, olgopoly, momspsosy ete, b here  only

mpeepsony B oanalysed. A mehopsony s 8 market in which there & only ose buyer. In

menepsony market, there 15 perfect competition in product market {means MEP-AEP) wnd
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onperfitel competitton o faclor market {means e buyer of the factors) o ths market, te
pavmcnt paid 1o a factor of production will be less than its marginal revenwe productivicy

(W=BRP). S0, there will be exploitation of the facwors of prodiection.

¥ MEC

Pl AFC

ARP

- X
o N UNITS OF LABOUR

Fig 3
In fig 3. onits of labour wre memsured on X-azis and wages on Y -axis, AFC iz Average Foagtor
Cost curve and MPC 15 marginal Sctor cost. Both AFC and MPC are rising, bt MFC lies
ahove AFC. At the point E. MEFC = BMEF so0 0 this equilibrium point, producer sall employ

O wunbts ol labour and OF waees, Bul waged wre less i MBP. 11 mcany teeee 1y

exploiinton of labeur and producer 15 earnm g super nommal profits we. PPIEM.

Li3  Modern Theory of Factor Pricing

The marginal producGvity theory s defective because it deals only with demand side of the
factor and igndres the supply side of the facten, The maden theory of dstribwlon alss known
us the supply and demand theory of distnbution states that the price of the foctor s
determinzd by the mieractssn of the forces of demamd and supply of the concemned
factorPrces pakl for fectors of production are bascally determined by demand and supply

conditions.
A, Assumpelons: Following are the asmptions of modem theory of factor pricng;

1} Every producer tnies o maximeze ther pmfits,
21 The producers have perfect knowledps about MEP
31 Competition exists in fostor merket acd i different units of facters,
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B DRemand for Facturs of Produclion

The demand for facters of production and deanand for gosds ane differcnt because the
dermand For poods s direct and the demand for factors of production i derved demoand as
ther services are requined For the production of ather poods and services, The demand for the
factor is determined by its marginal reveoue productivity. Fellowing arc the factors which
affecing demands:
1) If & fackr of production hos substitute i the market, then it= demand will be fady
elaste. But of substitute 15 not available, the demand will be melaste,
2y I the demanad for final product s expected o be high, then the demand for all the
factars which produce the product will alio mercase.
3% Ifa factor of production = very important in the proghuction of a commasdity, then i1s
ahomand will be high.

C. Supply of Factors of Production

supply of factors of producton abo differs from the supply of gosds. There = a dimet
relutionship between the supply ond price of pood. In other wonds, the supply of goods
meereates with the increase in price on the ether band there s ot dircet relation bevween the
prices of services offered by the factors of production and their cost of production, But it
pzssumed that there 15 0 positive relalion between supply and price. 1t coammnot be unrealistie
becawse higher the price of & (ader of prodoction, other things remainig the same, higher
will be its supply and if price declined than supply 2lso declined. The supply cune of a facior
of production is pesitively inclised. Lo, Bs slopes upward from beft 1o right,
In o perfest competition, there are lorge number of firms which demand the services of a
factor of producton and brpe nomber of buvers. In such a Factor market, the prce of a factor
(leke lobour) i= determined where demand and supply of Bbour 1= egual 1o zach ather. In
other words, # con be smied in long period labour will get the paymentwapes equal 1o its
MR
Supply depends upon the following fuctors;

1} For o country, supply of land i3 perfectly inclastic but if the opportumaty cost of it

increases than s supnly curve will be wpward sloping.
2y There is nerelation between supply of labour and wage rate.
3) Them is a direct relabon between rate of imterest and supply of saving.

4) Supply of eninepreneur depends upon many nop-cconomies fictors,
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DERSAND AND SUPPLY OF & FACTOR

Fig 4

Inthis fig 4, DD s the demand corve and 55 i the supply curve ofa factor, the demand and
supply curves intersect o point E. The equilibrium factor price §s OF, The price of o fsbor
cmaed be stable at the level higher than or lower than OF, For example, the price & more
than (W, thenthe supply will be greoter than the guantity demand therefore, the competiion
between the owners of the fetor will frce doewn the price to OF level, Similaddy, the price of
factor canned be determined below the OF becouse at lower price, the supply of a factor is
bess than demund, Thecompetsten among the prodecers demandmg the factor of production
will push the proce to 8 level. Hepe, the price of & factor of productaon 13 detenmned by the

mferaction of the forces of demand and supply,
D, Criticlsm: This theory is criticised on the basis of following poinis

Iy The theory is kased on the sssumption of perficet cormpetitbon in both the product and
factar markets, But in reality, imperfect competition exists in both the markets

21 The theory nssumes that afl the umit of o facior are homogenaus. But i reality faiors
are heterngenesmes,

30 D assumes thal produces main maocive 15w maximise ther prodin boy sonedmes deir

motrve san be to merease the sales ns to merease the profit
Check Your Progress 1l

(M, Grve way bwo pssumptions of margnel productivity under perfect competition
Ans.

N P N R P RN P P R N T T R PP TR TR TR AR S
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02 At whid poant cguelibrium Bctor price exisl?

AR AN AN AL SIS RS E NSRS SRS S .

7.6 Summary

In this Unit we have discussed vanons sspeets of distribution including theories, The theory
of distribution in economics i= related with the alfecmion of wial production among various
factors of production. There are we types of disribution which are Persenal Distribution and
Functional Drstribution. The value of the commodities and the prices of the factors of
production are determined by demand and suppty vet. doe o some differences of the faciors
of production on the swle of supply, there s @ nesd for o sepacate theory of distmbution,
Hiverever, prsductrvity mesns contributsn of a factor o the wsal oput. [8 has two aspects
L, marginal productiviey and average productiviey. Acconding w Marginal Productiviey
theary every factor of pedection  gets remuncration equal 10 08 margisal revenwe
productivies, The warginal productiviey theory is defoctive hecause it deals ondy sith demand
side ol the facior and lgnores the supply slde of the factor. The smodern teory of distrbution
also knowm ps the supply and demand theory of distributon which states that the price of the
factor &= determined by the interaction of the forees of demand and supply of the concerned

facior,

7.7 Questions for Practice
A Shart Answer Type Chuestinns

1. What dio vou mean by the term productivity. give exampie?

)2 Explun the concepts of
i Marginal Fhyseeal Productivity
b, Marginal Revenue Productivity

O3 Define margmal productiviny umnder imperfect competition,

(b Explwin the theory of marginal prodhustivity under perfect compstition from the
point of view of industry,

05 What are the assumptions of modiern theory of facisr pricing?

B. Long Answer Type Qooestions

F Stade and explain the morgingl produstivity theerses of dstribution.

213




02 Explaig the theory of margmal producevity under perfect competation from the
povind of view of firm and industry

O3 Explain the mosdem thoory of distribution in detil.

4L Critieally evaluate morginal productivity theory of perfect competition,

Chf.Cnbcally evabute medern theery of factor pricing
7.8 Suppested Rendings

e H.L Ahuja; Advanced Econemic Theory [ Micreeconomie Analvsis)
o Koutsoeaannes: Mobern Memeasonomes

& koM Werma: Micio Beomomie Theory

214




M.A (ECONOMICS)
SEMESTER - |
COURSE: MICRO ECONOMICS |

UMIT &: THEQORIES OF RENT AND PROFIT

STRUCTURE
4.0 Learning Crbjectives
L1 Introduaction

.2 Meaning of Rent
H.L1 Economic Hent
E.LZ Contract Rent
A3 Ricardian theory of Rewt
E.LI Assumptions of the Theory
£.12 Explunation of the Theory
Rent Under Extensive Cultivation
Rent Under Intensive Cultivat bon
B4 Criticism of the Theory
§.5 Modern Theosry of Hent
851 Features of Modern Hent Theary
8.5.2 Demand and Supply Analysis
2.5 Rent is a Surplus Refurn

H.E.#!mmnﬁc Rent and Elasticity of Supply
perfecily elastic supply

perfectly inclastic supply
less ihan perfectly dastic supply
Bt Rent and Price
B.7 Cluasi Hend

B8 Distinction berween Rent, Quasi-Bent and Interest

1l&




8.9 Important Differeaces between Ricardian Theory and Modern Theory of Kent
.10 Mature of Prafit

£.101 Pure and Gross profit
B2 Net Profit

B.11 Determination of Peofit under DiMerent Theories

HA1.1 Risk-Taking Theory of Profm

8.11.2 Uncertainty-Bearing Theory of Profii
£.11.3 Clark®s Dyvoamic Theory of Profit

B 114 Schumpeter's Innovation Theery of Profit
115 Rent Theory of Profit

116 Monopoly Power Theory of Profit

£.11.7 Labour Exploitation Theory of Profit
8.11.8 Marginal Productivity Theory of Profit

12 Functions of Profi

E13
B4
K15

SUMmETY
Questions for Practice

Suppested Repdings

At the end of this unit, leamer will be able fo:

[Drefine the meaning of remt

Dreseribe the types of renl

Betermmation of rent under Bicardian theory of rent and modern theory of rent
Fonow the mgaming of Quasa rent

Konow about the nature of Profit

Understand the determinaon of Profin under di fferent theories
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s [Describe the Functions of profit

E.1 [Introduction

The services of factors of production are needed w produce goods required For the satisfaction of
human wants, No entreprencur possesses all these fBictors o requisite quantities. He s,
therefore, 1o hire them. Since the persons supplying these Bictors are themselves consumers amd,
thug, have 1o spend ot goods and services, they will sot supply these factoss free of charge. Each
factor, therefore, expects a price for the services that it will render like rent for the land, wages
for labour, interest for wse of capital and entrepreneur wants profit. In this lesson remuneration

given for the use of land 1., rent will be studied,

.2 Meaning of Rent

Rent 15 the price of the services or use of the land, e.g. rent of house, 0 maching, a cor, e, Bui
in econonmics, it refers o the price paid for the usesservices of land and other free gifis of namre
According to classical ceonomics, the only land 15 pasd the rent which is the payment for an
arginal prosfuctivity of the soil. The modern economics says thal other factors like labour,
capital and orpamization are also paid the rent based on their scare supply,

fll  Economic Bent

Economic rent is the minimum amount of money that an ewner of land. labour or capital must
receive in order o let someone else use that land, labour or capital. In economics, the rent ander
discussion 15 always the econemic rent. It 15 definad on the basis of the minimum amount of
return that the owner of the factors excepts from its use.

According te the classical economisis, econamic rent 15 that payment which 15 made for the use
of land alome, 1t iz determined by the ferility of the land. It is also called net rent. Moddern

connmmist uses the term rent as payment made on land and free gift of natre which are scarce in

the short run, Many factors eam some income over and above their minmmum earning in the shor
pericd which is rent, Economic rent is the positive difference between the aciual paviment made
for & factor of production (such s land, labour or capital) e its owner and the payment level

expecied by the vamer, due 1o ats exclusivity or scarcity,
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fil Contract Bent

It 15 the total lease omount, wheh femant 15 ready to pay for the property as per his agreement, It
inchades the minimum opportunity cost of the owner along with all the other payments like tax,
insurance, maintenance, utilitics and other senvice charges which otheraize are paid by all
awner. The tenant pays the amount as specified in the written agreement. It 15 also called gross
rent. Confract rent refers to that rent which = agreed upon between the landowner and the user of
the Jond, B s the payment done according to the comtract to the faindiord. It 1z determined by
the forces of demand and supply of asscts in the markel. In economic, it includes the interest on
the copital invested and lobour charges wages,

Contract rent means the total rent thiat 15 or is anbcipated o be, specified in the rental conlract o
payable by the tenant to the owner for rental of a dwelling amit. including fess or charges for
management and mainenance services and those ailhy charges that are included in the rental
contract, [n determining contract remt, contract rent is not decreased by any rent concessions.

In everyday usage, the term rent 15 wsed to denote ony periodic payment mnde for the use of &
house, a machineg or & transport vehicle, sav a 1axi. In that sense, this term s synonyvmons with a
hiring charge, The poyments made by tenants o the landlord are also wsually termied as rent, B
this i nod rent in the econemic sense, Since this pavment includes & pavment for the use of Lumd,
a retum on the capital invested on the land, & payment for the nsk bome by the landlord which 15
made for the use of lsnd only, When a Banmer hires a piese of land, he wsually setiles the
payment which he would make 1w the landlord, This amount is known as contract rent and
depending on competition for land.

Contract rent iy be higher or lower than economic rent. It must, however, be remembered that
whereas the confract rent nvolves the paver and the payee. the cconomic rent need not
neces=arily be paid to someons else, e.g., 1Fa frmer cultivates his own fand, Econemic rent may
emerge due 1o reason fo be siudied later on, but there is no quesiion of any contract rent in this
cese, In this lesson, the term rent will be used in the sense of sconomic rent, though the adjective

eeonomic” may often be dropped in the next poart of the kesson,

Siace ceonomic rent does not sesult from any effort on the part of the landlord, it is also called
producer’s surplus. This view that rent = reward for the more ownership of a factor of
production. and not 3 payment for efforts spent on §t 15 quite mmportant in sconomics, Following

thiz idea, the concept of economic rent may be widened 1o include any surplus (of retum owver
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cosl} d:rmmmgy any factor of production if s supply 13 less than perfectly elastic and this is the
case with most of the factors with land as the main example.

$.3 Ricardian Tt (R

Ricardo was among the pioneers of modem coonomics; be presented the theary of rent i 1E17
in the aftermath of the high rise of corn and lend prices afier the Napoleonic wars. He analyzed
the increase in both bind and com price and interrelaied the both in his teory as, “Rent is a
pomion of the produce of the carth that is paid to the landlord for the use of the orginal and
indestructible powers of the soil™,

The land rent anses because of the soil fertility ratio or the location of & picce of land. Ricardo
considered land as a gift of pature; all the carnings from it are suplus revenues & it has no
supply price or cost of production. Also, Ricardo stated that the land price increases with the
scarcily factor that 15 inversely proportional o the cost of land. The second imparant point was
the degree of productive capaaity or fertility of the land. some fends are more productive than
other henoe cost maore.

In very simple words we can say Ricardn defined rent as that portion of the produce of the earth
whech 15 paid to the landlord for the use of the ongmnal and indestructible powers of the soil. He
hased his theory on these points that Land is heterogensous mquality 1.e.. all plois of land are
nof equal i fertility; the differences in fertility of land ome due to originel amd indestructible

powers of the seil and there exists no-rent land which just meets the cost of cultivation.

bl Assumptions efthe Lheory
Ricardian Theory of rent is based on cerain assumptions which are as follows:
1. The land has no altemative use as 1t 1= wed only for famming.
1. Fertilivy of land differs feom land to land so, some pieces of land ane more Pertile while
COMparing.
A Law of diminishing returns applied in agriculture. Therefore, the output will not increase

at the samie rate at which labour and capital have been incressed.

4. The population of the countey rises continuously in geomelrical progression.

5. The Ricardsn theory of rent is based upon a long temm,

b, The Ricardian theory assumes the existence of no-rent [and which does not enjoy any
M.

7. The Ricardian theory assumes that the supply of superior grade of land is limited.
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B The Ricardian theory rests upon the fandamenal assumption that land possesses some
onginal and indestructible powers.
9, The theory assumes the existence of perfedt competstion m the markst,
10. The theory assumes that the most fertile and most favourabdy situated land will be first
cultivated,
Miovw thie question anses how does renl anise
The farmer has only two ways of meoressing production 1o meet the nsing of demand. i.c..
extensive cultivation and intensive Cultivation,
Im both these cases, as he uses more and more labour and capital, supur increases bur less tham
proportionately.  Different piece of land produces’ different smount of produciion dus  te
difference n level of fertility. Farmers will prefer o cultivale the most fertile lands Ffirst,
production a5 well as income will be more than that of less fertile land. The difference in
production of a piece of land over the lezs fertile land brought under culuvation s rent. Similarly
renl arises on the intensive cultivation side alse. As more and more wnits of labour and capital sre
applicd t¢ o land, law of diminishing returns will be appled, Initisl units of lnbow and capital

will produce mere than the marginal units, earlier units will earm anplus which is rest.

f.3.2 Explanation of the Theory
Keeping the basic point in mmd, the Ricardian theory can be easily undessteod by taking a

simple, bt Typothetical example,

Extensive cultivation is the type of farming under which production iz incressed by wing more
of land, With the help of given assumptions, Rardo has taken example of an island, where
people go e seitle, nobody is living there before that, Land is in abundance, free @ifl of nature s
nothing has w pay o the we of land, There are four grades of land in the country amd thar each

rrade differs from the other in fertility, The area covered by sach prade is fixed. The land 15 hest
suited for the production of o particalar crop sav, wisat,

According te Ricardo, in & civilization when there s less population, the food requirements can
be met by the cultivetion af only the superior grade land. As the population increpses people will
be fivrced to take up the cultivation of second grade or less fertile pieces of land. Smmilarly, as the
number of people increase the grade of the land decreases for the cultivation of food production

There are Tour grades of land Le A, B, C and I in diminishing order of their fernbiny means A {2
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more productive and 1 i3 leass productve, People wall use A grade land which produoces 30
quintals of feoderains per acre. When demand for food grains will nse due to nse in population,
all the grade A land is fully utilised, people will move 1o gade B land which produces 40 gis of
food grvins, Racardo calls it marginal Lnd as 1 is the Dt o be used and generates rent of 10 gis
| Sqts-40) qgis ),

Land A iz called intra-margial land, difference of produce between infra= marginal and marginal
and 15 called rent. For the same reason now land C has been used which prodsce 30 gis and rent
will be celculmied from C becwuse it s marginal land and A smd B are infri= marginal land, With
increazing demand of food gramns now land D willl be used and produces 200 qus, as now this is
Imst lwnd so it is margnal lend. rent will be caleculated from D as odher lands are intra marmnol

lands,

Tahle 1 Rent under Extensive Cultivation

Crrade of Land Production in qis Remt in qts
A 50 50-20=30
(5] 40 - 2002}
C 3l Jp=20=11
D 20 20-20=0)

Table | shows prade A, B and C will carn rend 30,20 and 10 respectively. The land I will cam
no fenl e, 2ero, 1t is called marginal land
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Beotunder Lotensive Cultivation

This is second rype of farming where on the same pece of land more and more units of labour
aind capital is wsad for cultivation. Law of diminishing retues will operate 80 less nise i
production with more units of labour and capiial. Four uniis of labour and capital are there, The
supply of labowr and capital is variable and comes in units which cost Bs. 500 zach, the law of
diminishing returns operates on cach grade of land as indicated in the table below.

Tahle 2: Rend ander Intensive Caltlvation

Umit of Labour Lrades

and Capital A B « D
I 25 20 15 10
1 20k 15 1 5
3 15 (1] 5 il
4 1 5 i -5

Mew scttlers in this cowtry will find A grade land freely available. Since one wnit of labour and
capital vields 25 gis of wheat, it must sell at Rs. 20 per qt, (o cover expenses of production

Cleardy there is no surplus bere. Receipts from sale of wheat are just equal to coat of cultivation,
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When demand for whent increases, say due o inererse i population, and (7 the whole of A grade
land has already been brought under cultivation, supply of wheat cannot be increased unless the
price nses sulliciently toe make cultivation of infener grsde lnd worhwhile,

Rise in prce will provide the incentive and cultivators can either wum o B grade land or cultivaie
the A prade land more mtensively, nesther of the two alternatives will be possible unless the
price has risen o Ks. 25 per unit, For only then value of the marginal product in each case covers
the cost of labour znd capieal. i the decision 15 (o use B grade land, this is the extensive margin
of cultiviion because cultivation camnod by extended fo the C grasde and B grade land 15 norent
land. If it is decided 1o apply another unit of |abour and capital to A grade land then we can sav
that the intensive margin of cultivation has been resched because it is not worthwhile 4o apply
the thard unit o fabowr and capral even w the A grade land In either cose there will be a surplus
of B, 125 on A grade land. In the same manner, we can caleulate that neither C grade will be
psed nor A and B grades will be usald more imensively unless the price of wheat nises w Bs. 3

T LmE,
¥

PRODICTION
= e e
[ T = T ]

-
=

10

X

i 4 bl ¥ X
P 1 23 479 3 3 370 31 2 v
GRADE A GRADE B GRADE C GRADE D

Figure 2
The situation can be illustrated by Fig. 2, Each diagram isdicates the yield expected from

application of varieus units of labeur and capital o e of the four geades of land. In a populous

country all type of land & used and the best oses will be wilized more intensvely. Thus, on the
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Ay grade four wnits of labour amd capisal are wsed and the suceessive neremenis of veld resuling
there from are shown by the blocks of decreasing size. As is clear from the figure three units of
lsbour and sapital on B grade, twe oo C prsde, only one on 1 grsde lands are used. In each the
il wrea of the block represents the total vield which, multplied by price gives the total value
procduct obtained. Now the cost of applying four units of labour and capital on A prade land 1s
Rs. 500 = 4 = Rz Z0HAD, The total vakue of product resulting froam these units is (25520+H15+140]
=Tt

0 qits = Rs, 50 per gl = Fs. 35, Total cost is 2000, Thus, economic renl on this is equal to Es,
F300= 200R)= Rz 1 300,

Similardy, on B (20=15+100 =45 is equal to Bs. 2250 - R, 1500 = Rz, 750

Production on C 15 25* 530 =250, Cost 15 1000 units so rent is Bs. 250

4 Critici

«  Fertility of Land I8 Mot Oviginal: It has been pointed out that there are 0o "ongingl and
indestructible powers of the sodl" Even good lands, after they have constantly becn
cultivated, lose fertility to 2 considerable extent. IF farmers continue to manure their land
tosave them From complete exhawsiion, it becomes difficult to decide which powers of the
land are 'onginal’ and which are nol This is what makes Stonier to say, "the concept of
the orginal power of the land s fo say the least nebulous,” Coming to indestructible
powers,he says, "in these days of nuclear physics and atomic cnengy it is very dangerous
to assert that anything 15 indestructible.” Ricardo was not aliogether wrong because
coefain faciora like the climate, sumshine, ramfall. siosmtion ek, assocated with a
particular picce of land are in fact fixed by the nature and man cannot alter them.

#  LUse of Land in Order: Carey and Roscher have pointed out that people do oot always
cultivaie the best land firs1 and hence the order of cultivation laid down by Ricardo is
wrong, They have argued that which 1s most conveniently accessible are the first to be
cultivated. This cnticism can also be conssdered irrelevamt because the necessary point in
the Ricardian theory 15 that there must be differences in the yield from different lamsds amd

not the order of cultivation,

Wrong Assumption of no Rent Land: The Ricardian theory, as pointed out in the
beginning assures that there ewists no rent land, which just repays the cost of

cultivation. The critics say tha land bas a variety of ases. [fa plotof land dees net vield sny reat
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whbenwieat s sown i may do so when jute or some other crop b8 o, Further, 1f thar phor 15 pu
tor some other use, say for constructing o building it may vickd =till higher earning,

= Meglects the Searcity Principle: Another charge levelled against this theory is that even if
all fands were egqually feriile, rent will be paid so long a5 the ol supply of land falls
shortof demand for it This rent is known & scaraty rent

* Rent Enters into the Price: Ricardo was of the view that. since nse in price procecds
emergence of rent, it does not enter inte price, this is nof always scceptable as a valid
PrOpICaIHL.

* Wrong Assumption of Mo Rent Land: Ricarde's opinion that the margnal land. which
Just meets the cost of cultivation, 18 o rent land. However, modern coonomics say that
even the margnal land is paid rem because it can give more Woduclivity in case if
altermative crops are culitvated.

= Rent For Different Fertility of Soil: According o Ricardo renn is pad o relation o the
difference in fertility of the soil. The modern economist says that the rent will arise even
it the land has some fertility

Check Vour Propress-1
1. Explain Ricardian theory of remt,

Mg,

B35 Mudern Theory of Bent

The madem theory of rent is the concept of lending a prece of land for the sake of production of
anything like goods and services o for residemial purposes. The payments are mode in refurs for
the allotment of land, it 15 the surplus payment made by the borrower in retum of rented
L S

The theory of rent dates back o 1817, The modem economists Joan Robinson, Stigler, and

2ib




Pareto in suecession laer refined s views and defimoons on the rens and payments. The
Ricardian theory was developed with the addition of other important faclors other than a2 mere
piece of Tand.

Before taking up Ricardian theory we noted the reason why rent is usually msociaed with land
and all that rent can be eamed by any other factor of production, if its supply 18 less than
perfecily elastic. We come hack again te this peint m order to understand the modeen theory of
reTl.

M the theory of Ricardn was related 1o a prece of land, which too was free of cost wnd was
considered a gift of nature ignoring the fact of its value over the period of time, capital spent o
shapimz the lamd, lobour, and other factors of production spplied to 1t. Mms. Joan Robinson
redefined the economic rent fram an mdustnial perspective.

She zaid that from an industnal point of view, when an industry 15 manufactunng a prodect
relates 1w the land acquired for the production Geiliny aod he difference berween earmimgs
actually received and its price is called s rent from an indusirial point of view,

Benham defined rent ms the sum paid to the factors thot need not be paid in order to retain the
factors in the industry. Sugler defined it as the excess of ils return in the best use over iz
posibale feturn in other uges o2 o modem theory of rent. All the above-stated theories defined
refil a3 ool merely a suplus paviment Bewe but a combinational pavment made in retum for
labour, copital, entreprencurial idea, and production factor

.51 Features of Modern Rent Theory

Soane of the major features of modern rent theories ane:

I} Bentis o type of income produced through o difference in actual cormings ond transfer
CAMIng.

2} Rentcomes from the income of all the production factors.

3) Rent is increazed due 1o the scarcity of land in & particelar area; the demand  alse
incregses due o labour and overall econemic conditions. Rent arises when the supply of
the factor is imelastic or purtially elastic, More land means lesser rent and vice versa; if an
indusiry needs more land, 0 will bave o pay lesser rent compared o the already acquired
Space.

Lichan land 15 most expensive due to the scarcity factors 1., lesser land available in o lecality.
Here, the term commereial rent is intmeduced along with rent for residence, The competition s
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wrugher and the land s scarce for homes, offices, industry 20 the best available oprion 15 10 enect
multi-story buildings in a smaller picee of land to meet the needs. The rents are lagher, multi-

fiold times higher than agricultural fsmds in compettive scommercial and residential urban sreas,
Brefinition and Explanation

The madern cconomists like Pareto, Mrs. Joan Robinson. Boulding, Sligler. Shepherd., have tried
tor simplify and generalize the Ricardian theory. According w them, the Ricandian theory of rent
i5 too closely related to land. This creates an impression that rent is a peculiar caming of land
anly. The foct, however, 15 that other factors of production Le,, labour, copital and
cntreprencurship may also be carmimg ecanomic rent. The modem coconomusts say, rent can be

determined in the same manmer as the reward of other factors, 2. by demand and supply forces.

857 Demand and Supply Analysis

A, Demand for o Factor: The demand for o Getor which may be land, labour or capiral 15 &
derived demand. Land, sav for instance. §s demanded for iz produce. The higher the
produce; the greater s the demand for land, A fiem will pay rent equal o the marginal
revenue productively of land, The rent diminishes as more lind is used due 1o the operation
of law of diminizhing returng. The demand curve of a factor is; therefore, negatively sloped
which means mone land will be used only at lower rents, other things of course remaining
he saime.

B. Supply of a Factor; The supply of land to o particular we {say imdusinyd is quite elastic, I
can be shifted to other uses by offering bigher rent than that being eamed by it now, The
supply of a factor {0 an industry) s, therefore, rent elastie. I higher rent iz paid, the supply
of & factor can be mcreased by withdrawing it from other uses. The supply curve of a factor
findusiry} slopes upward 1o the righi

Determination of Rent: The cconomic rem 15 determined by the intersection of demand anxd

apply curves foe a factor, Inthis figure 3, ﬂlﬂ demand curve e a Factor say labour in a

particular industry is DD and the supply curve of workers is 58" The wage rate or factor price

of Tabsour 05 determined by the market forces is OW, The wtal workers emploved in a

particular industry at OW wage rate iz OL. The waal earning of the waorkers emploved is

equal wr the arca OWEL. At wage rate OW, there are workers who wisild work, at lower pay

Bt they are also paid &t OW wage rate. Those workers whime transfer eamings are less than

thiz wage rate will ke getting economic rent. The toal scontmit rent camed by all the intra
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marginal workers 15 equal in the area WES, The marginal worker Le,, Lth worker 5 mo1

obtaining any rent or surplus.
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il Bentis a Surplus Beturn

The modern cconomists are also of the view that rent as a surplus can be camed by other factors

also. [t 15 not peculiar to land abne as explained by Ricardo, The maodern theowy of renr 1= that it

i5 the difference between the actual earning of a factor unit over its transfer carnings. The

transfer camings of a factor of production is the minimum payment reguired for preventing that

fasctor for transfermmg it to seme other use, It is called the factor supply price in its present

aCoupation.

For example, & worker cams Bs. 6 per month in a factory. In the next best employment, he

can get Rs, 5000 only per month. The surplus or excess of Rs. 1000, which a worker is caming

aver and above the mimimum payment necessary for inducting him to work in the present

accupation i3 the evopomic rent,

The proposition that rent is a differential advantage. enjoyed by superior land over the marginal

lnnd doe to some factors like fermlity and loestion, ignores the fact that the same plot may have

alternative wses and some of these may be mone pang than others and Muctiations in prices of

different crops may make the cultvation of ope crop more profitnble than that of another. Thers

willl, thus, be a tendency of land be ransferred from one use o anolher in seach of higher

carming. However, this 15 true not only for land, but for other factors of production also. Thus, in

order to retam o Factor (or o unit of it) in o particular use, we must pay it at least that much os i

womald et in 5 mext best use. This brings out to us the concept of transter camings, which
Lipscy delines as any payment which must be made o a factor (o Keep it in its present use e, &

payment neccssary to prevent the factor from transferring to some aliemative employment.

229




The concept of transfer eamings Ias a close beanng on the theory of economic remt because
modem econmists define economic reat as the difference between 2 factor's nctual camings and
its fransfer caming, Benham says, "In gereml excess of what unit gets over it transfer caming i3
the nature of rent.” This, we can sav that:
Actal eaming of factor = [ts trensfer enming + Economic reml
Bt an limited cases this eguation gives rise o W equations, viz,
Actual carmng = Transfer camings

And; Actual eaming = Economic rent.

wwmﬁwn

Economic Rent Depends on the Elasticity of Supply of the Factor of Productson. The proportion
of the income of a factor that consists of economic rent depends on the clasticity of supply of the
factor of production which may be

perfectly elastic supply

perfectly inelastic supply and

less than perfectly clastic supply
A. Perfectly Elastic Supply:
The first of these squations holds when the supply cusve of a factor of production is perfectly
elestic, 1., honzontal in shepe s indicated in Fig 4, and industry using this factor can take any
number of units of this factor at the going price. When the supply of a factor of production is

perfecily elastic, then none of its income §5 cconomic rent, Its entire ncome 15 transfer camings,
b
(=

N

Cr Yy
Chiantily

Price/Demand & Supply
L

Figure 4

B. Perfectly Inelastic Supply:

The second equation signifies a siluation, where the supply curve of factor is perfectly inclastic

i, vertical in shape, as indscated in Fig. 5. This disgram shows that the factor is fixed in supply.
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The first equation represents the general situation bepween 1he two extremes, with & supply curve
neither completely horizontal nor completely vertical in shape, a5 is shown in Figure 5. When the

supply of a factor 15 totlly inelastic, then it tonsfer carnings is sao. The entire ingome 15
SOOMMMIC renl,

Ellll:p
Figure 5
The fgure indicates the equilibrivm price will be O,
C. Less Than Perfectly Elastic Supply

It the supply of a tacter of production is neither perfectly elastic nor perfiecily inclastic &=

illustrated in fig.6, then some part of the factor income i cconamic rent and the other part 15
fransfer camings.
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IF omly O& units of a factor were needed, they will be available an price 1, 1T this price tises o
O additional Ol unils will be available for use, Thus, cach point of the supply curve indicates

the price that must be paid in order o keep the comesponding units in use e, i1s ransfer
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carnings, 106 18 decided w employ of units of & factor, the ial earnings of the unis are ObLN,
But the area of this rectangle consisis of two parts e white and biack pats. The white part
indicates the transfer camings and the Black pan indicates the sconomic rent camed by these
units, We can, thus, conclude this secton by emphasizing the pomt that the more elasne the
supply curve of a factor, the more will be alement of transfer carning in the payments made to 1
and hemce, the less will be element of rent included in these payments,

Ricardo expressed rent in too simple way and i all lands were cqually fertile (and equally
favourably situatedy, obviously there would be no economic rent. The differentsal principle com
explain only why a more fertile plot of land commands higher rent than a less fertile land, it does
nok explam bow rent arises. This theory simply ignored the existence of scarcity rent

Modemn econoimists define economic rent in a wider sense 10 denale producer's ncome i.e., all
income earnad by a facior in excess of income necessary e Keep it in ils present use (o7 ils
iransier earmings), Looking from the peant of view of an entreprensur, the income earmed by 2
factor is the price paid by the former. Now 3t the particular price only a limited supply of 3 factor
is avnilable. If more umits of this factor are requited, they wall be svailsbde cither at the same or
at a higher price depending on whether the supply of that facior is perfecily elastic of relatively
inelastic. We have already noted thar if the supply curve of a factor i horzoatal in shape, ie.
perfecily elastic, an increase in demand Tor i will oo kead o any increase in s price. We can
simply recollect that price paid for vanous unis of such a factor does not include rent, 1T,
however, additional units of & factor can be had only at an eahanced price, all units of the Gactos
under competifive condifions will have o be paid the same price. The units already in use will
noww earm mene than their tranefor carmings and this excess i nothing but rent.

Soane writers are of the view that mere melasticity of & factor is not encugh to entitle it 10 thiz
strplus. Another point emphasized by them s that this fctor should be indispensable 6., i
should not be replaced by some other facwors,

Mo the question arises: Can we explain rent of fand by this more general appraach? The answer
i& wes. From the point of view of the economy as a whole, the supply of land is pecfectly inelastic

and henee the transfer earning of land from the point of view of the sconomy as a whole will be
rere and all eamings of land sre remt.

Since the inelastic suppdy of land reflects iz scarcity. the reat eamed in this situstion is often
knoam as searerty rent. From the point of view of & particular mdusiry; the supply of land may be

perfecily elastic and a8 already shown in Flg. 2; land in sach cases may get a price just equal 1o
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it5 wansfer eamings e, rent an thas case will be equal o zero. There s, thus me justification
treating rent of kand by a special theory not applicable to the case of other factors which may also
corm more than their tensfer eamings and, if they do, wages, profits and mierest may alse
contain element of rent.

Check Your P 1
1. What are the features of modem rent theory?
2. Explain fent 15 a surplus reluim.
ARE. [
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8.6 Bent and Price

Fhe relation between reént and price must be clearly understood because it offen causes a
confusion According to Ricardo, rent of land 5 a surplus above the cost of production and does
not, therefore, enter inte price of the produse of land. The legic offered in suppor of this
argument is simple, Since the price of the agricultural produce ends o be equal o the cost of
production of the marginal or oo rent land, rent does oot enter into the price of the produce.
Mgain, singe the price of the produce in guestion must rise © aake cultivaion of the infernor
grade land possible, rent is the result of price, Rent is, therefore, price determined and not price
determining. This is why we come across the statement;, "Comm s nol igh because rent = high,
but rent is paid becawse corn i high," This was the view held by Ricardo and this sull holds so
long as land, regarded as a free gift of natore, requires no payment o maintan its otal supply.

Most of the land s capable of being put 1o altemative uses, iFmore of it is required for one use,
less of it will be available for other pses. In order to attract more land for one particular use,

people will have o offer at lesst the amoont which a ploc of land would have carned in its niost

profitable altemative use, This price 15 called the transfer prce’ or 'transfer cost’ of lamd, Now the

iransfer cost will constitute o plod of the cost of produce mised on that plot of land, Thus, from

the point of view of the supply of land for any particular use rent to be paid 5 not sumplus. but &

part of the cost of cultivation of a particular crop and hence 1§ does enter inlo price.

Davenport, howeser, has settled this controversy by arguing that rent neither defermings price

nor is determined by price and that both of them are povemed by the relative scarcities of the
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produce of land,

8.7 Ouasi Hent

Ricardo assocaated vent only wath land, The peculianities posscssed by land that are responsible
for emerpence of rent are possessed by some oiher factors also, temporarily atleas i oo
permanentdy. One imporiant characteristic of land 1 that s wial supply s almost fxed el
almost nelastie. The case is samilar with ofher nstruments, of pooeduction like machines,
buildings and means of transport, For example, if demand for buildings in a particular wwn goes
up, it will take o number of menths if o years o consiruct new buildings in a pamicalar town
In the mesnwhile, the existing buildings will enjoy a Kind of surplus income, due w the faet tha
thesr rent will exceed the retums expected on therr mvestiment. Marshall attached a great
importance to the analysis of such man-made durable goods and appliances of production. He
coined special term kiown as Quasi Rent o denote soch eamings, Since then, this term has been
used in a varicty of related bur not idemtieal senses. Such camings are called rent because supply
of such goods & fixed, but at the same time s quasi because their supply B only tempoeraniy
fixed. Whereas Marshall, called the whole of such meome, quasi font, whils Fluy and others,
used the ferm to mean income in excess of the normal camings. Samuclson says, "The return to
any Factor in temporanly fixed supply, s somefimes call quasi-reat.”

Ouasi-rent can be camed by human beings also. For example, if demaond for doctors increases
say dunng a war, ther supply cannot be immediately increased. Hence their camings will be of
the mawre of quasi-rent. [n the losg-run, however: whea the supply of doctoes increases, quasi-

rent will disappear.

4.8 Distinetion between Rent, Ouasi-Rent and Interest

The rent 15 wsually related to land and quasi-rent to manmacde assets. Interest 15 assocated with

lpanable funds, Evidently all the three terms denote a retarn on assets the elasticity theough fimes

in case of which is different. The supply of land is farly inclastic, both in the short period and in
the long pertod. Manmade machines have a more elastic supply in the long peried, but o less
elastic one i the short pericd. Loanable Tinds can be quickly increased or decreased whereas
the supply of fixed assets is farcly inclastc m the shor peniod. Thus, the difference between rent,

squissi=renl and interest is o matter oF depree amd not that of Kinad.
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Bent are as follows

Ricardion theory of rent 15 the retum for the original and indestructible powers of the sodl
The modem theory of rent is surplus carned by any factor of production not necessarily land.
over and ahove the minimum eamings necessary o mduce it bo do its work.
In Kicamdian theory, renl &= due to differences in fertility and situation. Whike in modem
theory it 15 due to scarcity or specificity.
In Ricardion theory, Rent & a surplus above the marginal or no rent=land, While in modern
theory it 15 the difference of actual eamings and transfer carmings,
Ricardo sayvs, rent does noi enter inte price while modem sconomists are of this opimion that
Tent enter into prce,
In Ricardian theory, production of land is the mmportant basis of deermination of ren while
in mgdermn theory power of demmnd and supply plays a important mole,
Ricardo theory is based on vanoeus sssumptions while modem theory 5 not based on any
AssumpLons,

Check Your P mn
Define Ouasi Rent,

L

What 15 the relation between Rent and Price?

Ans,
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Lheovics of Profii

There are four factors of production Le., land, labour, copital and iz organigation. The fourth
factor i.e., organisation plays a significant role in the production of goods and services. In the
preseni-day indostnal sef up, an overwhelming importance has been assigned io the entreprencur.
He 15 expecied w play an important rele in modem production. The entreprencur pieneers the
project, organises the productive effort, hires other factors of production and mixes them in the
most profitable way, coordinates therr activities and alse undertakes the most vital responsibality
of risk taking and uncerainty bearing. For all these functions, he expects a rewand from the
socicty, Whatever the socicty pays him, m retum for his services, comprises his profits, gross

pradins,

In simple woeds, prefits constitute for his services comprises his profits, gross profits are
entreprencur’s reward for the functions performed by him for the socicty. It may be mentioned in
the very beginning that the whole of his share may be called gross profits. Pure (or net) profils
are strictly the rewand for risk-taking and uncertainty-bearing (More of this distribution shall be

explained subsequently).

810 Nature of Profit
810,01 Pure and Gross Profit

Ay already mentioned sbove, folal receips of an entreprencur, in liew of his fotal services
remdered o the society, constitute his gross profits. The surplus of ol sale receipts over the
tetal cost of production represents his gross prefits, Pure or net prefit is the amount that oceurs te
the enirepreneur For assuming the risk which 15 inseparable from all business under the system of
production in anticipation of demand. Pure profits are, thus, the payment exclusively for the
bearing of the nsk which cannot be shifted woany other facor of production. This diseribation
between the two teems could be clearer by stressing the constiutes of gross profits. The
following elements which constitute the gross profits are given belows

A, Pure Profit; Pure profits constitute receipts which are for the entrepreneur’s unigue funetion

of risk-takimg. This is an mportant mgredient of gross profits.
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Element of Wages: Besides the fimction of risk-taking the entrepreneur might be managing
the business and putting in a lot of labour. All these duties could have been performed by 2
paxd manager, had he employed him or had be himself got employment somewhere clse, he
would have ol wages as o manager, These wages, thus, appear 1o the part of profis,
Element of Rent: Similarly, the building where the project s located might be his own. ln
case it had been rented to some other concern, it nught have fetched him some reat But now
the gains on this property are included in his gross profis.

Monopoly Cains: Gross profits may alse include certain gains to the entreprencur a= he
happens to enjoy monopoly right in a market. Chance occurrence of monopoly markets
swiells his profiis.

. Windfall Gains: Sometimes unexpecied evenis may muliiply his prefits. For instance,

outbreak of & war, sudden changes in demand and supply and some fscal measures adopted

by the Ciovernment may increase his gross profis.

These gams influence the gross profit. Thus, all such faciors influence the gross prefits. Pure

provfifs could be memsured ifall these elements are excluded from gross profits

8.10.2 Net Profii

Fhe balance which remains after deducting the above three ilems from gross profic is called Ne

profit. This includes rewards for three important functions performed by the entrepreneur:

Al

Reward for Coordination: The entreprencur not only orgamses but also coordinates
betwesn sctivities, deparments and factors of production in his business.,

Reward for Risk Taking: The entreprencur takes all types of foreseceble and untoresceabie
risks in business.

Reward for Inpovation; The entreprencur may introduce o new production technigue or a

new product and eam huge profits

Hence, we can say that Met profit is only one of the constrtuents of gross profil. It may be

defined as the excess of an entreprencur’s receipts over his total costs including both explicit as

well as implicit costs,

Profit is the anly rewand of & factor of production which can be negative, where it is called *loss’

while rewards of other factor of production like rent, wages and interest are always positive.
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1, Drefise MNet Profit,

L T

2, What are the elements-of gross profin?
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$.11  Letermination of Frofit under Different | heorics

It muy be mentoned ot the very outset that vanous ceonomists have explained these thearies, For
instance, Mr. Hawley and the uncertainty-beanng theory by F.H. Knight have given Risk-taking
theory of profit. Innovation theory by Schumpeter, Bent theory of prefit by Walker, Dynamic
theory of prefit by Clark, Monopoly power theory of profil, Labour explodtation theory of profil
by Karl Marx and Marginal productivity theory of profit. Let us examine these theories one by

LU

SaL1 Risk Takiog Theory of Profits

According to Hawley, nsk-takng 15 the speenal function of an entreprenewr and is the basis of
profits. The expectations of profits will fure the entreprencurs to venture into new field and start
new projects. Some of the businesses are speculative and uncenain te a grest extent, the new
ongs are even more so. Unly the cost adventurous entreprencurs would dore to take misk in such
Imes. Greater the nisk, according to Hawley, grester would be the margin of profit. In case the
line of preducton is old and long-cxplosted by all tvpes of entreprereurs. Asks, being eliminated
i almost zer level, the profics would be less. Thus, the degree of risk inherent in a market
project would determine the rate of profis. Implicitly, according to Hawley, the degree of risk
mflucneing the supply of entreprencurs, would determine the profits. Further, Hawley maimtains

that assumption of sk and nsk alone ensures a mangin of profits to the entreprencurs.

Though this theory underiines the most important facter that gives profit and also explains the
profit differentials in various industries; vet the theory 15 pot free from many ebjections, some of

which are given below:
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A, Profits arise nol becouse the risks ore underiaken, bul becouse efficient enfrepreneurs
redhiee thie risks,

B. Like pther theories this theory, too, ignores imporiant factors viz. preductivity innovations,
dynamic facters ete, which influence the rate of profits.

C. According to Knight, oot all nsks give fse o profits. There are certain rsks, which can be
easily insured and are, thus, borne by the insurance companies. Such nsks do not entitle the
entrepreneur to profits. Ouly these risks, which are economic uneertainties such a8 changes
in demand and supply, give nse (o profits

[, The evireprencors are never the msk-bearers, They are rather the innovators; risks being
borne maosily by the capitalist.

Thus, the theory fails on mere than ooe count. Knight tried w0 modify the theoey by introducing

the idea of unceriainty - bearng in place of msk-taking,

8.11.2 Uncertainty Bearing Theory of Profit
A5 alrendy mentioned sbove, Knight divides the nisk into two types:

(i} Risks which are certain and known and could be insured agamst,
{1i} Risks which are unknown and unceriain and could not be insured against, as no

INsurance company insures them

Knight calls the latter risks economic uncertainties and they are caused by changes in the
techniques of production, changes in demand etc. The former risks, on the other hand, are
insurable and easily ascertainable. for instance. loss of property on account of fre, theft or
dishonesty, The expenses on the insurance of these risks make an important part of the cost of

prosdsctio.

According 1o Koight, only the nen-msurable rsks of modem business, whicl are difficult w
ascertamn and calewlate, give nse to profit. When these nsks are bome by them, only then they are
rewarded. Thus, profit is a payment of uncertainey beanng arnd mot for risk-taking. Further,

Knight categorised these non-insurable rsks e, unceraintics intw the following groups:

AL Competition risks which anse from the development of soime sew prodects.

B. Technical risks, which anse from the possibility of machines becoming obsolete;
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C. Risks of government action ansing from frequent changes in the policies viz., fiscal and
monetary, which alier the costs and prices, and

[. Business cycle, which simply reduce effective demand etc.

Thus, these uncerainties bome by the entreprengurs lead o profit, The theory brings oul the
wruth thar peofil is the result of uncertainiies, So far, the explanation is valid. The theory s
inadequate on many points, which need clarification and hence expose this theory o erilicism.
Criticisms

1. Econonuc uncertanty is not the one factor that gives rise to profits. Many other factors

that limit the supply o entrepreneur mny also be responsible for profits,

13

Uncertainty bearing is not the only function of the entreprencure. They might be
rewarded for mumy more fimctions eg, pioneening, initisting and coordinanon the
business eic,

3. Like many other theories, this theory scems to be one sided. It devates the uncertainty to

the status of fasctor of production, which is something unwarranted,
Check Your Progress Y
1. Explain the risk bearing and uncertainty theory of profit. How far this theory explains the

prosfit determination?

W

02."An entreprencur’s role is limited o the extent that he faces the non-insurable risks and
uncertxinty.” Explain this stetement.
Ans,

i mn o R e oo ia i a T i ik o . i .o i o il e e e niiag i g e o i - i o e g . e . il

LS Clark's Dynamic Theory of Profit

According o LB, Clark “Profits arise in a dynamic economy and nol in static economy.” The
static economy 15 one in which the things do not change significantly or remains unchanged.
Such as, the populabon and capital rermmin stationary, goods continue 1o be homogeneous,

production process remains unchanged, and the factors of production enjoy froedom but does not
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move because the margingl product in each industry remains the same, Ako. there is ne

uncertainty and risk.

On the contrary, the dvnamic economy i3 characterized by the genenic changes such as an
incresse in population, improvement in - production technigues, change and imcrease in the
consumner demands, changes in the organizational forms, increase in capital. The major function
of an entrepreneur is w work in a dynamic economy o ake the advantage of these changes and

prosmcie lis business, reduce costs, and expand sales.

Clark beleved that those emrepreneurs who successfully takes the advaniage of these changes in
the dvsamic economy make the pure profit, whicl is in addition o the nommal profit. Pure profits
are short lived becsuse, in the long run, the competitors imitsle the changes mitiated by the
leader. As a reault, the demand for the Dactors of production increases, thereby increasing the
factar prices and the overall cost of production. On the other hand, with an incresse i the autput,
the price of a product declipes Tor a given level of demand as a result of which the pure profis
disappear

Aostnte coodsiny and the fiems under it has the follewing features:

. Absolutz freedom of competition
Population and capital are sationary.
Production process remains unchanged over tine

Homogeneous goods,

LT T i o

Factors of production enpoy freedom of mobility but do not move becavse their marginal
product in very industry is the same,

There is no uncerainty and risk, IF there is any risk, it s insurable

A firms make only nommal prod.

The ollowing lenures chirasienze o dynamis econdasmy;

- PR

Increase in population.

L, Increase in capital.

L1, Improvement in production echnigquees.

F2 Changes in the farms of giness organi@ation.
Aocording we LB, Clark, The major function of entrepreneurs or managers in a dynamic
goonony i5 10 take the advantage of all of the shove features and promate their business by
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expanding their sales and reducing their costs of production, “Profit & an elusive sum, which
entreprencurs grass bul casmol hold. B slips through theie Gngers and bestows itzelf on all
members of the society™. This result in rise in demand for factors pf production and therefore
fisgs in factor prices and subsequent nse in the cost of production, On the other hand, because of
rise im cost of production and the subsequent fall in selling price of the commodities, the profit
disappears. Disgppeanng of profit does not mean that profit arise in dynamic economy once
only, but it means that the managers take the advantage of the changes taking place in the
coonomy and thereby making profits. The Clark’™s dynamic theory of profit is based on a nofion

that emergence, disappearance, and re-emerpence of profits iz a confinuons process.
Criticizm

The dvnamisin iz urgently necessary for the social and economic progress of & sociery, I the
society is dynamic, the entreprenenrs would earn profit and, iT they can earn profit, the supply of
entreprencutship incrénges and, consequently, production in the society increases, The dvnamic
theory of profit is also pot & complete theory, Because, this theory doees oot explain all the causes
of the emergence of profit, This theory dogs not mention that profit moy abso anse due 1o other
factors as well,

$.11.4 Sehumpeter’s Inpovation Theory of Frofit

Prof. Schumpeter propounds this theary, Tlas theory s more or less similar i that of 1B, Clark s
Dymamic theory of profil. Instead of five changes mentioned by Clark, Schumpeter explains the
change caused by innovations in the preduction process, According to this theory, profit is the
reward for imnovations. He uses the term mnovation in a sense wider than that ot the changes

mentioned by Clark.

Innovation refers to all those changes, 1n the production process with an objective of reducing the
cosf of commodity 50 as 1o create gap bebween the exsting prace of the commodity and its new
cost. Innovation may take any shape like introduction of a new lechnique or a new plant, a
change in the intemal structure or organi zational s2i up of the firm or change in the quality of

raw material, a new form of energy, better method of salcamanship, etc.

Schumpeter makes a distinction between ivention and innovatien. Innovatien is brought abowt

mamly for reducing the cost of production and it is cost reducing agent. Profit 15 the reward for
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this siraegic mle. Innovations are ool possible by all enirepreneurs, Oaly exceptional
entreprencurs can innovate. They are capable of tapping new resources, technical knowdedge and
reduce the cost of production. Thus, the main motive for infreducmg innovation 15 the desire to
earn profit. Profit is therefore the cause of innovation

Profits arc of temporary oature. The pioneer whe mnovates cams aboomsad profit for a shoit
period. Soon other entrepreneurs, “swarm in clusters”, compete for profit in the same manner.
The pioneer will make another innovation. In a dvoamic world innevation in one field may
induce other nnovations in related ficlds,

The emergence of motor car indusiry moy i wm stiondate new invesimenis in the congiruction
of highways, nbber wyres and petroleum products, Profits are thus csuses snd effects of
mnovation. The inferest of profit leads entreprencur to innovate and innovation leads to profit,
Thus, profit has a tendency o appear, disappear and reappear.

Profits are caused by imnovation and disappear by mitation. Innovational profit is thus, never
permanent, in the opinion of Schumpeter. Therefore, it is different from other incomes, auch as
remt, wages and interest. These are regular and permanent incomes arising under all
circumstances. Profit on the other hand is a temporary surplus resulting from innovation.

Prof. Schumpeter also explaned his views on the functions of the entreprencur. The enireprencur
arganizes the business and combines the vanous factors of production. But this is not his real
function and this will not yiedd im profit, The real function of the entreprencwr is to ntroduce

innmiy ations in smess, which yield him profit
Criticisms of the Thoory
This theory has enticized on the following grounds:

I, This theory comcentrates only on innovation, which is only ome of the many functions of the
entreprensur and nod the only fewor,

2. This theory does oot consider profit as the rewand for dsk-taking, According o Schumpseter
it i5 the capitalist not the enfrepreneur whe undertakes risk.

3, This theoey has ignored the importance of uncertainty bearing which is one of the faciors
that determines profit,

4. This theory anrbutes profit only w0 moeyvaion ignonng oher Rmctions of enirepren g,
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5, Monopoly profits are permatient in naiure while Schumpeter says that profiis {resulting due
Lo imaoyation | oecur temporanly,

6. This theory has presented & very narrow view of the functions of the entreprencur. He not
oily introduces innovation but be is egually responsible for proper organisation of the
business. Az such profit is sot merely due w innovation. It is also due o organizational
work performed by the entreprencur. As it is well known, not every entrepreneur innovates
and vet he must eam profit, if he is 1o stay in business.

7. 1t 15 an incomplete theory because 11 has failed to explain all the factors that influence profit
Tongvation” i an impertant element and determinant of profit, Prof, Schumpeter™s theory,
like the other theorics of profit, doss net provide o comprehensive explanation of emergence
of profit and hence if 15 also an inadequate theory of profit.

Check Your Progress- V1

Q1. “Innovation” is an important element and determinant of profil.”, comment.
Ans.,

02, Critically evaluate dynamic theory of profis,
Ans.

8105 Rent Theory of Profic

An Ametscan econoanist, Francis A Walker (1EA0L9T) s the exponent of the rent theory of
profit. Walker says that an entrepreneur acguires profit because of his ability 1o perfomm. Walker
argues like this, In & certain production process, if an entrepreneur uses land, labour and capital
owncd by his own self, then the residual part of his revenue, after payment i made o all these

factors of production, is profit.

Mow, &l any particulsr price of the product, some entrepreneurs imayv have this prolit equal 19
rert. They are called the marginal entreprencurs, Any such marginal entrepreneur can have

nothing in excess of the wage, interest and rent camed by his own labour, capital and land

Therefore, if an entrepreneur’s ability to perfonm s mere than that of 3 marginal entreprensur,

then his cost of production would be smaller, and he would be able o eam a pesitive profit, In
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fact, the grester the efficiency of & particular entrepreneur than that of a marginal entreprensur,

the more would be the amount of profit exemed by him

There is some similarity between profic and rent. For, in the Ricardian theoey of rent also, we
have seen that rent is wero on misrginad land and the less the cost of production and moere the
productivity on a plot of land, the more would be the rent enjoved by iz owners, Due w thiz

similarty between peofit and rent, Walker's theory is called the vent theory of profic.

Criticisms

Like the other thearies of profit, Walker's theory cannot satisfactonly explain as to why the firm
and its entrepreneur should get profit. However, the theory atiracts cur atteniion to the similarity
berween peofit and rent. 1T should be remembsered that rent 15 not the only element of profir,

Walker has argued that profit of the marginal enfrepreneur 15 zero and the profits carned by an

inira-raarginal entrepreneur are all remt
This contention of Walker may be correct if:

{1} An entrepreneur may supply his services only in his present business and he has no

altemative employment to 2o to; and
(i1} The supply of eatreprencurial services or the number of cntreprencurs is complenely fixed.

However, in the real world, we abways see that the entreprensurs con supply ther services fo
many altermative areas and from the pomt of view of a particular business, supply of entrepre-
neurial services is not complerely fxed—the supply can increase if the rewand increases, There-
fore, In any paricular business, the minimuam sopply prce of entrepremeurial services is ni Zero,
Loosely speaking, the minimum supply price of an entréprengur in his present business would be
cqual to the maximum amount of rewnrd thet he moy svodl of in an oltemative field of
engagement, other things {i.e., risk or harassment factors) ramaining the same. The minimm
supply price of the entrepreneur’s services in his present engagement 18 called his noemal profit

Il an entrepreneur is able 10 ern profits in excess of his mormal peofit, then this excess is a
surplas and this surplus 15 called pure or ceonomiie profit, The amount of pure profit an entre-
preneur may eam would depend upon the efficiensy of his performance. The more his efficiency,
the more he would be able to zarn a5 pure profit. Therefore, pure profit which is the exesss over

normial prodin s of the nature of the rent of ability, However, we have o remember here that the
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profit of o fiem alse anclodes what is known as windfall or chance income, Therefore, the pure
profit is a surplus, which inchudes the rental surplus as alzo the surplus due to the windfall or

chance factors. Thercfore, pure prefit is 2 mixed surplus.

8.11.6 Monopoly Power Theory of Profit

I there is perfect competition in the morkets, thew connot be any profil, becouse absence of
competition creates opportuniies in the markets o acquire profin, many economisis are of this
view, Az we know, under perfect competition, the buvers and sellers are msumed e possess full

know ledge about the conditions prevailing in the markes,

That 15 why of the firms 0 an mdustry happen to eam more then nommal profit m the short man.
then i the long run, sumber of firms will enter o indusiry, The suppdy of the product would
be imereasing and the price of the product would be decreasing il all the existing firms would
earn just the amount of normal profin A frm under perlect compenition is ong of & krge numbser
of firms. That s why it can sell more or less any amount of 15 product at the market-determined
price. The entreprencur, here, is not required o toke an individual mitstve o increose the
demand for his product and his sales, Therefore, here the eéntrepreneur performs his rouling

activities and for this he gets no more than the normal profii

On the other hand, §f the entreprenswr possesses monopoly power in the market, then he would
have o exen individual mitiagive in giving leadeship in the marker. He will act as price maker
as well as price taker, Mow, in order to mamntam his monopoly power and to increase this power,
he would have to exervise necessary efforts, The entreprencur here has to bear nisk and
uncertainty, and he would have o expand the dominance of his firm in the market through
nnovations. If the eptreprencar can perferm hs job successfully, then he can increase the
demand for his product and geta wgher prce, Conseguently, the amoun of pure profit camed by

him may increase,
Criticisms

This theory has rightly emphasised the role of monopoly power in the emergence of profit, But
thiz also cannot be a complete theory of profit, &5 a monopolistic firm can eamn less than normal
profit or negative pure profit, Le., we may bave p < AC af his MR = MC point. Therefore, the

existence of monopoly elements in the market may be a necessary condition for the emergence
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of profit but it is nod a sufficient condition, a5 monopoly cannod be found in all production

ILHEEE 28

#.11.7 Labour Exploitation Theory of Profit
Mocording to the great philosopher and classical economist, Karl Marx {1818=1883), labour iz

the only fector of production, which com produce surplus volue, The capitalists scgquire profit by
expropriaiing this surplas value, Mars has said that BEbour is the only productive factor, Labour
is mven a rate of wage which is much smaller than the net value produced by it with the help of
machines, raw materials, ete, The copital surplus value (8 defined & the difference between the
net value produced by labour and wlsn it scuall v pets as wape

Ihis surplus value is the profin of the entreprensur who represents the capitalists. There would be
an ineregse in the productivity of labour when this profit s converted into capital and reinvested

for o the Babeur would be able o use more of capital goods or machines,

M5 the productivity of lnbour mereases, the cepitalist sumplus crested by Inbow also increases for
the rate of wage of the workers gencrally does not increase, o1, increases at a much smaller mte.
Thus, explottation of abour goes on meressing At 30 incregsing rate and, slong with i, the stock

of capital also increases.
Criticlsms

s the labour exploitaton theory of profit, te role of labour in the creation of surples value and
the subject of labour exploitation have faken inte consideration.  Many economisis think that,

like labour, the other Factors of production, like kand and capital, are slso producnive,

Besides, Marx has zaid, that it is the capitalisis that acquire prodit, i.e., he thinks that capralisis
are dentical with entreprencurs, although, in modem ceonomic system, cntreprensws and
capitalists may be separate persons, Marx does oot consider the Facr that sometimes the
entreprencurs may have 1o bear risks and uneertamties, Therefore, Mars's theory, oo, cannol be

considered as o complete theory of profic,

H.11.8 Marginal Productivity Theory of Profit

Marginal Productivity theory is a bold attempt to explain the determination of rewards of vanous
factors of production. The marginal productiviny (MIF) theory of Tactor pricing may be applied 1w

the detenmination of the mtes of wage and nierest. We shall now see how far the theory 15
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relevant in determining the rate of profit, The MP theory says that the price of & facior would be
equal 1o the value of i marginal product (VAP

Assumptions of the Theory:
[ All the factor umits are identical,
2} Perfect competition in the fecior marker.
3] Warable input coefficients means that the proportion in which different factors are
combined 10 produce s commodity can be changed
4] Griven stock of each Factor and their full emplosiment {called stationary condition)
51 Given date of techoology {ealled stationary comditsm)
61 This theery belds good in the long fun

Therefore, according to the MP theory, the rate of profit would be equal 10 the VMP of
entreprenentship of entrepreneurial services. According to definition, the MP of entrepreneurship
i& the mcremsnt in wal outpol obiined a5 o result of use of the margisal unil of entrepreneurial

REFVICES,

It imay be noded here that iF we talk of one margingd unit of entrepreneur in place of one marginal
unit of entreprensurial services, then there would be confusion sines 3 business firm may have
ofg, or, ab besl, a few entrepreneurs, and entrepreneur 18 ool 3 cotinuous variable Therefore,
while examining the relevance of the MP theory in the area of profit, we should falk not of
entrepreneurs, but of entreprencurial services, the quantity wsed of which may be messured, say,

in units of Gme as quantity wed of labour is expressed in bowrs.

Then we would be able o say: if the VMP of entreprencurial services 1s greater than the rate of
profit determined in the market, then the entrepreneur would go on increasing the amoeunt of
entreprencunal services used fll the VMP of these services dimimishes owing w the law of

diminishing returms, to become equal 1o the rate of profit
Criticisms

[m the above discussion, we have seen that the MP theory may be applied o the deermination of
the rate of profit {of course, the demand =ide). But this theory also has defects ke those of the
other thesres. Some-of these defecs we shall mention below. The MP theory, 18 goneral,

assumes that there is perfioci competition in both the product and the factor markets. Therefore,
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the theory assumes that there is perfect competition in the narket for entreprenewrial services,
That is, the buyers and sellers of these services are large in number and the sellers are zelling

homogeneous entreprencurial services,

However, this assumption is nol realistic st all. First, services of all the entreprencurs cannot be
homogeneous, Some of the enirepreneurs may be more efficient and some may be less, Second,
the sellers of these services ame nod large in mumber in the real woeld, Also, the existence of
perfec! competition in the market for these services implies that the price mﬁa rate of profit:
determined by the marker forces of demand and supply. Bu, by definition, there is nothing like a
predetermined rate of pure or cconomic profit This profit is a residual carning. A major defect of
the MP theory is that it does no determing the price of a factor. I only analvees the demand side
of the morket and enables us to obtain caly the demand curve for the concersod fctor of
production. This defect of the theory does equally appdy i the case of peofit also, That is, the
theory explams the demand side of the market for entreprencunal services, not the supply side,

Lastly, ancdher defect of the MP theory as applied o profit is that the theory cannot explain all
the elements of profit For example, windfall profit, as we know, 5 an element of profit. Sisce
the windfall profit has oo relation whatsoever with the productivity of enirepreneurial services,
this element of profit is beyond the scope of the MP theory o explain,

411 Functions of Profit

As already stressed above, profits are mssigned an important mole to play in the various
cconomics, Sometmmes, iF 15 said that profits srise af the expense of consumers of society cven
though they benefit the entrepreneurs. A conflict = snid 1o exast between private and social ends
Thes may be particularly true. Bul generally; the two may coincide and benefit the private and
the socisl interests alike, For instance, proper allecstion of resources snd their optimuem
utilisation by the entreprencurs may not only benefit the entreprenceur, but alse the sockety. In the
pucsutl of successful new wventures, the entreprencurs olso develop the economy, In short,

whatever, may be the form of cconomy, profits discharge the fallowing function.

1. In their battle for survival, it is the duty of the entrepreneurs o cover current costs of
business.

2, To cover the future costs of stoving in the maorket arising out of risks, uncertningy,

ohsolescence and replacement efc.
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3. Tocover the losses of unsuccessful ventures by the efficient management of other venlures;

4. To cover the costs of cerain social services such ag education, medical and sanication
facilities through contribution to tax-receipts of Government.

5. To provide a ready basis for allocation of productive resources in various indusines and
sectoes. Magnitude of profit in the variows secters of ceonomy would indicate the need for
inflow and outflow of productive resources in these avenues. A rising mte of profit indicates
the eed for large allocation and a declining rate the need for withdeawal of resources from a

particular use.

Therefore, Profits perform ol these functions and have come o be relied upon increasingly for
realizing the ideal allecation of resources. But 1o set the record in correct perspactive it may be
added that peofits, particulardy for personal gains a1 the cost of society should be controlled. A
regulaied profit policy on the part of the govermment may go a long way in hamonizing the
private amd social end in allocating the resources on an optimum basiz and curbing the wrong

fendencies toward inequitable distribution of wealth and income.

Cheek Your P Vil
O] Write short nodes on monopol v power theory of profil,
Ans.

02, Grve any two Tunctions of Profin,
s,

8,13 Sumimars
Ricardo expressed rent ina simple way and if all lands were equally fertile (and equally

fvoursbly situsied), sbviously there would be no economic rent, The differential principle con

explain only why 8 more fermile plot of land commands higher rent than a less Fertile one, it does
not explain bow rent arises. This theory simply ignored the existence of scarcity reol. Modern
coonomiss define economic rent in o wider sense o denete producer's income e, 2ll income
comed by o foctor in excess of income necossary o keep it in its present use {or its transfer
eamings). In spite of the various shortcomings of the Ricardian theory, it cannot be discarded as
Stonier and Hague remarked “The concept of transter carnings helps o bring the simple

Ricardian theory of rent into closer relation with reality.”
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Profin 15 the amount of Factor eaming enjeyed by the entrepreneur class, Hawley is of the view
that entreprencur’s profit is reward of nsk taken by him, higher the risk under taken, the more
will be the profit comed. Prof Knight develops the wncertoimty beonng theory of profit and
according to that profit is the rewand for bearing uncertainty. This non-insurable nsk friggers
uncertainty and the entrepreneur receives profit as reward for underaking this vneentainty. 1. B
Clark suggests that profin is generated n & soclety which 15 dynamic in namre, According to the
immovation theory the imovator denves profit by otlizing commercially the newdy invented
products. The profit carmed by the entreprencur 15 conssdered as o rewand for his efficiency and
ahility according fo the rent theory of profil,. Marginal productivity theory supgesis thar any
factor input is paid according w thelr marginal revenue product vivy, it may be stated chae profic
determination is yet an unexplored field. No complete explenation for determining profit has
heen given ao far. Only this much could be sawd that all these theones provide us the knowledge
about the nature of profit and they collectively explain the factor which determine peofits.

8.14 _OQuestions for Praciice
Al Short Answer Type Questions
(1. Whatis rent? Explain its types
2. Discuss the festures of Ricardian theory of rent
02}, Briefly explain the congept of rent wnder extensive and intensive culiivation,
a)  sasi-vent
b Interest

4. Discuss demand and supply analysis under modern theory
025, Explmn the term rent is & surplis return.

O Explain the mature of profit.
Q. Discuss the functions of profit,
08 Bricfly explain Risk-taking theory of profit

A Explain the eriticisms of uncertainty bearing theory of profit,
CHI, What are the Peatures of dynamic economy”

O Inpovation is an imspertant element of prefit. Comment |
12 Explain labour exploitaton theory of profit
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B. Long Answer Type QJuestions

01
Q2.
Q3.

Q5.

6.

Q7
0.

Explain the determination of rent under Ricaedian thaory,
Critically evaluate Ricardian theosy of ront.
Explain the features defermination of rent under modem theoy.

Define ecomonic rend and «lasticity of supply under modern theory.

[Mscuss the concept of rent under Bicardian Theory of Eent and the Modem Theory
of Rent. Alse, explain the impenznt difference berween both.

Explain the risk bearing and uncertainey theory of profit. How far this explaing
theprofit determination.

Critically explain the dynamic theory of profii,

Explain the determination of profit under innovation theory, Give criticisms too.

4. Dscuss the rent theory of profit and monopoly power theory.

UG, Explain the marginal productivity theory of profit .

11, What are the types and functions of profit?
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