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BUSINESS ECONOMICS
2: THEORY OF DEMAND AND SUPPLY
2.1: LAW OF DEMAND AND ELASTICITY OF DEMAND

MEANING OF DEMAND

Demand of goods or services

1. Desire (without means to purchase)

2. Means(resource)to purchase and
3. Willingness to use those means for that purchase.

Two things are to be noted:

1. quantity demanded is always expressed at a given price
2. quantity demanded is a flow of purchase (demand per period)

Determinants of Demand:

1. Price of the commodity
2. Others

a.

® oo o

Price of related commodities

Income of the consumer

Tastes and preferences of consumer
Consumer expectation

Other factors

1. Price of the commodity
Ceteris paribus i.e. other things being equal
Indirect proportion / inversely related (because of substitution effect)

Price Quantity Demanded

1 Higher Lesser
2 Lesser Higher
2. Others

a. Price of related commodities

b.

i. Complementary goods (inverse proportion)
Consumed together e.g. tea & sugar| petrol & car | pen & ink

ii. Competing goods or substitutes (direct proportion)
Consumed in place of e.g.tea & coffee

Income of the consumer

i. Normal goods (lessdirect proportion)
Consumption goods:
Basic necessities: Food grains, fuel, cooking oil, necessary clothing
Furniture, clothing, automobiles O wE O O Udiiabled ($emidurables
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ii. Luxury goods (direct proportion)

iii. Inferior goods (indirect proportion)
Quantity demanded rises some extent and decreases thereafter
e.g. bajra (as substitutes like wheat is better affordable)

Business manager should be awareof

i. the nature of goods and
ii. nature of relationship of quantities demanded with changes in income
iii. macro-economic variables that affect the incomes of consumer
c. Taste and preferences of consumers
High demand for goods which are in fashion
i. Demonstration effect or bandwagon effect
211 DOT w35 wbOwi UPT OEz Uwil GUUI O
If friend can afford, he can too. (prestige)
ii. Snob effect(high economic value but low practical value)
When a product becomes common,
Some people reduce / stop consumption
iii. Veblen effect (Thorstein Veblen)
Conspicuous consumption: (consumption for status)

Tasted / not tasted

For manufacturer: helps to plan production | design new model
d "O00UUOI UUz wirdgawrdin UEUD OO
i. Increase in future prices
increase inincome
shortage of supply conditions
Increase in current demand
ii. Decrease in future prices
Postpone and purchase and
Decrease in current demand
e. Other factors:
i. Size ofpopulation:
Larger the population ¢ greater the demand
ii. Composition of population
More old people + more the demand for medicine
More children ¢+ more demand for toys, baby foods, etc.
iii. The level of national income
Higher the income { higher the demand
iv. Distribution of national income
Equal distribution (propensity to consume is high) ¢ higher the demand
Unequal distribution (propensity to consume is low) ¢ lower the demand
v. Consumer-credit facility and interest rates
Higher the availability ¢ higher the demand
vi. Others factors
Government policy towards t axes and subsidies
Business conditions
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Wealth, socio-economic class, group

Level of education
Marital status
Weather conditions

Salesmanship and advertisement
Habits, customs and conventions

Demand Function: 'O "Q0 A& i) YD QU o

Law of Demand

1. Other things being equal (ceteris paribus),

2. If the price of a commodity falls, the quantity demanded will rise and
3. If the price of a commodity rises, the quantity demande d will decrease

Note:

4% Alfred Marshall defines the above

#  Inverse relationship between price and quantity demanded

-

Demand Schedule (individual)
Price Quantity demanded
() (Units)
5 10
4 15
3 20
2 35
E 1 60

o 0O w »

Demand curve slops downward from left to right as

Demand Schedule (Market )
Price Quantity demanded (Units)

() A B C Market
A 5 10 8 12 30
B 4 15 12 18 45
C 3 20 17 23 60
D 2 35 25 40 100
E 1 60 35 45 140

#3  Price t independent variable & Quantity demanded ¢ dependent variable

Demand Curve

AN

AN

\

—

10 20 30 40 50 60
Units

law of demand

Demand Curve

AN

AN

\\

\

20

40 60 80 100 120 140
Units

add up the various quantities demanded by the number of consumers in the market

Business Economics



Rationale for the Law of Demand : Why does demand curve slope downwards?
1 Law of diminishing  Alfred Marshall

marginal utility
2 Price Effect Hicks and Allen

(a) Substitution effect  Price-increase makes the other commodity cheaper and vice versa

(b) Income effect Price-decrease increases purchasing power
3 New consumers Price-decrease brings new consumes
4  Different Use Used for varied purpose if price falls

Used for limited use if price increases

Exceptions to the Law of Demand

1 Conspicuous goods Veblen effect or prestige goods effecte.g. diamond
2 Giffen goods Price-increase reduces purchasing power
Sir Robert Giffen (inferior goods with no substitutes and
(bread and meat) OEEUxawWUUEUUEOUPEOQwWxOEEI wbOwWEOOUU
3 Conspicuous necessities  demonstration effect (TV, refrigerators, A/c)
4 Future expectations during drought, people expect that prices of food grains
about prices would rise in future hencedemand more at the price

5 Demand for Necessaries  Necessariesof life
6 Speculative goods Stock and shares

7 Impulsive purchases Consumer some time irrational

EXPANSION AND CONTRACTION IN DEMAND (result of change in price)
MOVEMENT ALONG THE DEMAND CURVE (Change in quantity demanded)

Demand Schedule Demand Curve
Price Quantity demanded 6
() (Units) °
a |l
A 5 10 \
s 3 -
B 4 15 5
C 3 20 1
D 2 35 °
0 10 20 30 40 50 60 70
E 1 60 Units

Business Economics 4



Expansion: Price decreases from 4 to 1 and quantity demanded increases from 15 to 60

Demand Schedule

Price Quantity demanded

Expansion in Demand :

(downward movement)

() (Units) 5
4 15 1

. |
1 60 ~

Contraction: Price increases from 2 to 5and quantity demanded decreases from 35 to 10
Demand Schedule Contraction in Demand :

Price Quantity demanded (upward movement)

() (Units) 5

D 2 35 ¢
5 |

5 10 ~

INCREASE OR DECREASE IN DEMAND (Result of change in factors  other than price)
SHIFT IN THE DEMAND CURVE (Change in Demand)

Demand Schedule

Demand Curve:

Price Quantity demanded (Units)

Income p.m. 6
() 5000 4,000 6,000 s |
A 5 10 8 12 ¢ |
B 4 15 12 18 “3
cC 3 20 17 23 2
D 2 35 25 40 o
E 1 60 35 65 ’ 5 20 40 60 80

Units
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Increase in Demand :

Demand Schedule

Price Quantity demanded (Units)

Income p.m. 6
() 5,000 6,000 5 |
A 5 10 12 4
B 4 15 18 ~ 3
c 3 20 23 2
D 2 35 40 .
E 1 60 65 .

(Rightward shift in demand curve)

Demand Curve

20 40
Units

Decreasein Demand : (Leftward shift in demand curve)

Demand Schedule

Price Quantity demanded (Units)

Income p.m. 6
() 5,000 4,000 S
A 5 10 8 4
B 4 15 12 3
c 3 20 17 2
D 2 35 25 '
E 1 60 35 °,

Demand Curve

20 40
Units

PYQH O MOE QQBGE QQQ

(Elasticity between two points)

(d) Total Outlay method

YUYE 0Ubaxo &

AT CHYTCRHNET e — —
! HRPHEL By 00 61 aodhon@inQs op0n Qi Qi
1 Price Elasticity [ Formula
(&) Percent change method >:_U UU_~
0 Yo
(b) Point elasticity method 0 € 00QQa QLY
i n RQ QA QE®D
(c) Arc Method Y0 0 0
0 Y0

T

"YE OW@MO & XD

LELASTICITY OF
DEMAND (Price)

W__
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2 Income Elasticity of Demand ! O

3 Cross Elasticity of Demand 2 'O

Demand Schedule

Price Quantity demanded

() (Units)
A 12 0
B 10 2
C 8 4
D 6 6
E 4 8
F 2 10
G 0 12

Different Methods of Elasticity of Demand

% Change Method Point Method

Al - — b A — b
Bl - — 5 B — 5
c - - 2 c - 2
D - - 1 D - 1
E|l - - |05 E - 05
F — - 02 F — 02
G|l — -0 G — 0

LELASTICITY OF

A&B

B&C

Cé&D

D&E

E&F

F&G

Yoo O

0 YO

Y0 0

0 Y0

Demand Curve:

14

12

10

8
¥

a

2

T
0 12,0
2 4 6 8 10 12 14
Units

Arc Method

It s

= ™

o I

- 11

_ 3

- 1.4

R — 0.71

_ 0.33

- _— 017

6@ e amb 6 wE 0o K

l==
DEMAND (Income)

2ELASTICITY OF

DEMAND (Cross) 'F
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ELASTICITY OF DEMAND (usually negative but signs not considered)

Demand Schedule

Yo 0
= T %

Demand Curve

13

Price QD Unit elastic
() (Units) ¢ pm v
prc P :
Exist 10 10 o
New 8 12 9
8
7
9 10 11 12 13
Units
Price  Quantity Inelastic 13
demanded less than one *
11
() (Units) p pT B
P Ju— w10
Exist 10 10 pm ,
New 8 11 8
Applicable: rice and wheat :
9 10 11 12 13
Units
Price Quantity Elastic v
demanded more than one *
11
() (Units) ¢ pm
R _ c w10
Exist 10 10 pm p .
New 9 12 8
Applicable: Television
7
9 10 11 12 13
Units
Price Quantity Perfectly Ine lastic | zero .
demanded mT pT "
- - 11
() (Units) pm N
Exist 10 10 5
New 8 10 Applicable: Salt \
7
9 10 1 12 13
Units.
Price Quantity Perfectly Elastic L
demanded infinite v
11
Units s
() (units) <oem
Exist 10 10 pm T \
New 10 12

Units

11

12

13
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Elasticity of Demand (Total Outlay) (elastic or not only calculated not exact ~ A)

Price changes but no change in total outlay: % 51 EOAQU

Price QD Total Outlay Price QD Total Outlay
() (Units) () () (Units) ()
Existing 10 1,000 10,000 Existing 8 1,250 10,000
New 8 1,250 10,000 New 10 1,000 10,000

Price decreases & total outlay increases & vice versa='0 0 ¢ 1 8@ &6 € Q0 ®i W

Price QD Total Outlay Price QD Total Outlay

() (Units) () () (Units) ()
Existing 10 1,000 10,000 Existing 8 1,250 10,000
New 8 1,500 12,000 New 10 900 9,000

Price decreases and total outlay decreases and vice versaiO 0 Qid@ &6 ¢ Q0 ®Oi W

Price QD Total Outlay Price QD Total Outlay
() (Units) () () (Units) ()
Existing 10 1,000 10,000 Existing 8 1,250 10,000
New 8 1,100 8,800 New 10 1,100 11,000

The Relationship Between Price Elasticity and Total Revenue (TR)
Demand
Elastic Unitary Elastic Inelastic
Price increase TR Decreases TR Remains same TR Increases

Price Decrease TR Increases TR Remains same TR Decreases

Determinants of Price Elasticity of Demand (o]
1 Availability of substitutes
High High
Low Low
2 /1 OUPUDPOOWOT WEWEOOOOEDUA
Greater (e.g. clothing) High
Lesser (e.g. salt, matches, button etc.,) Low
3 Nature of the need that a commodity satisfies
Luxury goods (TV) Elastic
Normal Goods (Food) Inelastic
4 Number of uses to which a commaodity can be put

More uses (milk used for curd, cream, ghee etc.) High

Business Economics



Less uses

The period (in caseof petrol price hike)

Shorter time period (fewer trips)

Longer time period (change the car)

Consumer habits

Tied demand

Price range

High or Low price range

Middle price range

Low

Inelastic

Inelastic

Inelastic

Elastic

Income Elasticity

Elasticity of Demand (Income) ( ) (three propositions)
1 If the proportion of income spent on a goods remains the same as income increases
2 If the proportion of income spent on a goods increases as income increases

3 If the proportion of income spent on a goods decreases as income rises

A
Unitary
More than Unitary

Lessthan unitary

Expenses  Current Income Revised Income Elasticity of Demand
% % Reason PN
Rent 4,000 40% 4,200 35% 40% =35% Lessthan Unitary
Food / Dress 4,000 40% 4,800 40% 40% =40% Unitary
Recreation 2,000 20% 3,000 25% 20% =25% More than Unitary
10,000 12,000
Features of demand for the goods
Income Demand Ft Goods Type Goods Example
@ “O@mnbk “Y“OdP 05 Normal Goods Wheat
by "dPnb Mdg b 2 Luxury goods  Television
() “Opmb 8d@ P (0.4) Inferior Goods Bajra
(e) "O@ b §EQ®E T O Buttons

d “oO@mnbk "Op b 1 Unitary

Business Economics
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CROSS ELASTICITY OF DEMAND [

Substitutes Product

Demand Schedule 0 S{i E’_~ Demand Curve :
Price of x QD ofy 0 o Curve slopes upward
() 13
Exist 10 10 Unit elastic

N 12 12 c p s 12 12,12
ew M oonc P /
we 11
Applicable: 0 /

(e.g. tea/ coffee)

Units
Complementary Goods
Demand Schedule Yo 0 Demand Curve :
| i T 56
Priceof x QD ofy Curve slopes down word
) Unit elastic
() (Units) 13
_ L, S PT
Exist 10 10 [Ar P G p 12 \
New 12 8 u \
Applicable: v 10 10719
(e.g. tea/ sugar) ’
8
7 T
7 8 9 10 11 12 13

Units

ADVERTISEMENT ELASTICITY OF DEMAND
i - e@e WD 6 (¢ 65006
) 001 GO D 6 G 6 Qo 06 Gt 0000 &
™= Tqi olbo M f 0 G@ M O@®HE WD QU6 OF W% 0
5 QoY QF Q&E 0

C
c~z| S
o

DEMAND FORECASTING
An art and science of predicting probable demand based on past years pattern
Usefulness:

Business managers can plan / prepare budget effectively
Vital in the process of planning and decision OE OB 01 wE U

WOEUDPOOEOWO! YI OwbUwi U
#3  Helps in mass production and optimum production
#3  Helps in investment | production facility | scheduling | pricing

Business Economics 11



Scope of Forecasting:

Can be used at local level to international level

Depends upon the areaof operation of the firm
Depends upon cost and time involved

Trade-off between cost of forecasting and benefits

Types of forecasts

1. Level:

4% Macro-level: general economic environment | measured by Index of Industrial Production,

National Income and employment etc.

# Industry level: demand for cement in India
#  Firm level: demand for cement for Sankar Cements

2. Time Period: Short term (< lyear) |[Long term: (> 1 year)

DEMAND DISTINCTIONS

A

P ON P @ N

N

[

N P MmN

/ UOEUEI UUZ wi OOEUWEOEwW" O0UUOI Uz Uwl OOEU

Producerszgoods Machines, locomotives, ships etc.,
@UUI Ewi OUwxUOBEUEDOI
"OOUUOI UUz wi OOEU Readymade clothes, prepared food etc.,

Durable goods and Non -durable goods @eE OOUUOT UUz wi OOEUA
Non-Durable (not used more than once) Bread, milk etc.,
Durable Car, refrigerator, readymade shirts etc.,
Derived demand and Autonomous demand
Derived demand Demand for cement is derived from building activity
(usually durable goods)
Autonomous demand Demand for goods is independent
Industry demand and Company demand
Industry demand Demand of steel for steel industry
(all companies put together)
Company demand Demand of steel for a steel company (TATA Steel)
Short-run demand and Long -run demand
Short-run demand Immediate change in demand w.r.t. price change

Long-run demand Slow change in demand for price change

Factors affecting demand for non-durable consumer goods:

1. Disposable Income: Personal incomet personal tax
2. Price:
3. Demography: characteristic of the population (includes non -human)

Business Economics 12



Factors affecting the demand for durable consumer goods

ok~ N

Consumer can postpone the replacement ofdurable goods
Durable goods require special facility (e.g. roads for automobiles)
Purchase decision for durable goods influenced by family
Replacement demand: More if the current holdings is more
Demand for durable goods influenced by price & credit facili ty

Factors affecting the demand for producer goods:

Demand for producer goods (being capital goods) have derived demand

Derived from the demand of consumer goods produced

Demand depends upon the profitability and size of market of user industries

Hence data required for estimating demand are

1.
2.

Growth prospects of the user industries
Norms of consumption of capital goods

Note: if price increase in

1.
2.

Substitutable factor of production (labour) ¢ increased the demand
Complementary factors of production t decreases in demand

Higher demand for producers demand if

Higher profit making prospects
Firms optimistic in future selling
Advances in technology

Lower cost of finance

Methods of demand forecasting

1.

200VY1 awldi wE Ua i (fuithbledd hort rdn) @sbaiyinierview) Methods:
a. Complete enumeration method
b. Sample survey method
c. End-use method (based on consumption of FG)
-O0U0T ow! Ual UUz wux OEOUWOEa wOOUWET wUl EOQOWEOEwWUI OEwUOWET E
Collective opinion method: (or sales force opinion or grass roots approach)
a. Salesmen opinion taken after adjusting bias
b. Adjusted for changes in factors of demand [price, income, advertisement etc.]
c. Suitable for shortrunasUE O1 UO1 Oz Uwx1 UUx1 EUPYT wbUwUI UOUPEUDYI
Expert opinion method: by interviews and questi onnaire
Delphi technique: obtaining opinion of experts by well -designed questionnaire
Statistical Methods: (the best one)
Trend projection method s:
a. graphical method
b. fitting trend equation or least square method
c. Regression analysis
Controlled experiments: test marketing by changing the determinants of demand
Used less as it is costly and risky

Business Economics 13



Market experiments can be replace by controlled laboratory experiments or consumer clinic
Barometric method of forecasting:
Economists use economic indicators to forecast trends in business activities
As meteorologist use the barometer to forecast weather
For this purpose
45 Anindex of relevant economic indicators is constructed
Movement of these index is the basis for forecasting
#%  There are
0 Leading indicator s: huge orders for capital goods
o0 Lagging indicators: heavy household electrical connections after construction in past
o Coincidental indicators: simultaneous change (e.g.rate of employment)

Business Economics
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2.2: THEORY OF CONSUMER BEHAVIOUR

Nature of Human Wants

Wants are unlimited 7  Wants vary with time, place, and person

[ee)

Every wants is satiable Wants are influenced by advertisement

©

Wants are competitive Wants become habits and customs

1

2

3

4 Wants are complementary 10 Wants differ in intensity (urgency)
5 Wants are alternative 11 Wants are subjective and relative
6

Some wants recur again 12 Wants from natural instincts, social obligation, status

Classification of Wants
Necessaries Comforts Luxuries

living Happy living  Expensive living

Utility is the want satisfying power (not usefulness) of a commodity.
It is a subjective entity and varies from person to person.
Two important theories are

1. Marginal Utility Analysis propounded by Marshall (British economist) , and
2. Indifference Curve Analysis propounded by Hicks and Allen .

MARGINAL UTILITY ANALYSIS : explains how a consumer spends his income on different goods
and services so as to attain maximumsatisfaction.

Total utility (TU) : It is the sum of the utility derived from different units of a commodity consumed
by a consumer.

Marginal utility (MU) : It is the additional utility derived from additional unit of a commodity.

Assumptions of Marginal Utility Analysis

1. Rationality: attempts to attain maximum utility out of limited money

2. The Cardinal Measurability of Utility (money is the measuring rod of utility )

3. Constancy of the Marginal Utility of Money

4. The Hypothesis of Independent Utility (ignores complementarity between goods)

The Law of Diminishing Marginal Utility (exceptional cases: Money, hobbies that to some extend)

Marshall : 2 31T 1 wEEEDPUDPOOEOWE] Ol i POwpPki PET wEwWwxI UUOOWET UPYI Uuw
diminishes with every increase in the stock thathe EOUT EEa wl EU8 »

Business Economics 15



Total and marginal utility schedule Total and marginal utility graph

Cupoftea TU MU 100
90 ’__...-—-"“""—'——._-\"‘
1 30 30 © e
L
2 50 20 70 p
60 s
3 65 15
Z 50
4 75 10 = y
5 83 8 30
20
6 89 6 10
7 93 4 0 T
-10 4 i 0
8 96 3 Cups of Tea
9 98 2
10 99 0
11 95 {4

Important relationships between total utility and marginal utility from graph

TU rises as long as MU is positive but at a diminishing rate because MU is diminishing
MU diminishes throughout

Saturation point: When MU is zero, the TU is maximum

When MU is negative, total utility is diminishing

MU is the rate of change of TU or the slope of TU

MU can be positive, zero or negative

I o o

Consumer equilibrium
(with the law of Equi -Marginal Utility)
Rupee worth of satisfaction that the consumer expect to get = Rupee worth of satisfaction that the

consumer actually gets

Condition: — — ¢ +— —

Limitations of the Law (assumptions)

Homogenous / identical units (unchanged habits, taste etc.)

Standard units (not spoonful water to thirsty man)

Continuous consumption: N o time gap between the consumptions

The law fails to prestigious goods like money, gold, etc.and hobbies, alcohol and cigarettes
N o substitutes or no complements

o gk~ wbd R

Based on unrealistic assumptions of MU
" OOUUOI Uz UbyMarghallGWbat a consumer is ready to pay - What he actually pays.

Purchasing more of a good, diminishes reduces marginal utility

The consumerz €huilibrium =marginal utility =given price (assumed: perfect competition prevails).

Business Economics 16



Prof. Hicks redefined E O O U U Gurplus: the money income gained by a man arising from a fall in

price of goods he purchases.

, EUUT EOeyUwi O O0wWOT w" 6O6UUOI UzUw2UU:

Schedule
Units Marginal Price() " OOUUO Graph
Utility Surplus
1 30 20 10 35
2 28 20 8 20
3 26 20 6
E 25
4 24 20 4 5
T 20
5 22 20 2 B
Z 15
6 20 20 0 @
7 18 20 4 g0
8 16 20 { 5
9 14 20 { 0
0 2 4 6 8 10 12 14
10 12 20 { Units
11 10 20 {
12 8 20 {
Limitations :
1. Difficult to measure the marginal utilities T 1 OET1 wEDI I PEUOUwWUOOwWOI EVUUUI WwEOOUU
2. Inthe case of necessaries, the marginalitilities of the earlier units are infinitely large. In  such case
Ol 1 wEOOUUOI UzUwUUUxOUUwWPUWEOPEaAaUwWDOI POPUI &
3. 311 wWwEOOUUOI Uz UwUUUx OUU WE bubstititds.] EwEa wUl | WEYEDOEEDODUA
4. Not applicable for prestige value (e.g., diamonds).
5. " OOUUOI Uz Wanbibe meadiiddin terms of money because the marginal utility of money
ETEOT T UwEUwWxUUET EUIl UWEU]I wOEET wEOEwWUT T yaréndu U0l Uz Uu
assumed that the marginal utility of money remains constant. But this assumption is unrealistic).
6. The concept can be accepted only if it is assumed that utility can be measured in terms ofmoney

or otherwise. Many modern economists believe that this cannot be done.

Practical applications of consumer surplus

P wN

Business firm should ensure more consumer surplus to repeat purchase
Business manager makes better decisions for pricing

Consumer surplus helps in large scale investment

Finance minister can increase tax if consumer surplus is more

INDIFFERENCE CURVE ANALYSIS by Hicks and Allen :

Consumer preferences approach (ordinal concept)

Business Economics 17



Assumptions Underlying Indifference Curve Approach

1. The consumer isrational and possesses full information

The consumer canrank all combinations of goods according to the satisfaction

If the consumer prefers combination A to B, and B to C, then he must prefer combination A to C.
If combination A has more commaodities than combination B, then A must be preferred to B.

Ea S

Indifference Curves : (Ordinal analysis of demand ) An indifference curve is a curve which represents
all those combinations of goods which give same satisfaction to the consumer.

Indifference Schedule "OOUUOI Uz Uw( OEPITITUIC
Combination Food Clothing MRS 14

A 1 12 12 bt
6 6 10 N\
. N\

B 2
g
C 3 4 2 £ . o .
D 4 3 1 \ S .
43
2
MRS ¢ Marginal Rate of Substitution 0 . . . . .
0 1 2 3 4 5

Food

Indifference Map : A set of indifference curves is called indifference map.

All combinations of IC 1 give same satisfaction, all combinations lying on ICz give greater satisfaction
than those lying on IC 1.

18
16

. \
o |\ \

Clothing

I1C>

ICs

[ T S R N < L ¢ < ]
0

Food

Marginal Rate of Substitution : Marginal Rate of Substitution (MRS) is the rate atwhich the
consumer is prepared to exchangeone goods for another.

MRS of X for Y as the amountof Y whose loss can just be compensated by a unit gain of X in such a
manner that the level of satisfaction remains the same.

o

U

<

MDA G QREEHEIR 6 O 0 QO BHND & Y'Y

(e}
<
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MRS is falling. There are two reasonsfor this.

a. The want for a particular good is satiable so that when a consumer has its more quantity, his
intensity of want for it decreases.
b. Most of the goods are imperfect substitutes of one another.

Properties of Indifference Curves (IC)

1. ICsslopesdownward to the right :
As substitution increases one good and reduces the other good
2. ICsare always convex to the origin :
Reason:Diminishing Marginal Rate of Substitution and imperfect substitute
two extreme situations :
Perfect substitute goods ¢ IC is straight line

Perfect complementary goods ¢ IC consists of two straight line with a right angle bent which is
convex to the origin or in other words, it will be L shaped.

(a) Perfect Substitutes (b) Perfect Complements (c) Imperfect Substitutes
4 4 =
3 3 2
H = ]
. 4 < £
g g &
2 2 g
3 3 § 3 3
g i £
3 5 E o 5
° 3 %
S S
1 81
\l‘ 2 & (i

0 1 2 3 4 0 1 2 3 q,, Pizzas per semester
Pepsi, Cans per week Pie, Slices per week

3. Indifference curves can never intersect each other .

Y4
> A
2
S C
|
5 Gy
IC1
>X
°© Good X

4. higher IC represents a higher level of satisfaction than the lower IC
5. IC will not touch the axis :
Assumption: as the consumer wants both commodities at least a few item(not nil)

¥

Good Y

o
b
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Budget Line : a budget line shows all those combinations of two goods which the consumer can buy
spending his given money income on the two goods at their given prices

5 X 5 % ”
(Vi) (ViRV] 0

Indifference Schedule Budget line or Price line
Orange Apple DI a £ O QAN Q
- ” , 0
Pricepu. 10 20 01 Qv enn 6 0E ¢ BB
Combination within ™ 200
A 20 0 v
B 16 2 10
8
C 12 4 . H
D 8 6 g°
4
E 4 8 K
F 0 10 ?
0
0 5 10 15 20
QOrange

Any point in price line ¢ capable of purchasing
Any point (say K ) + Under spending
Any point (say H) ¢ beyond the reach

"OOUUOI Uz Uws @UDPOPEUDPUOO w
#  where a consumer derives maximum possible satisfaction from the goods

2

# and he is in no position to rearrange his purchases of goods.

Assumptions:

1. the consumer has a given indifference map which shows his scale of preferences for various

combinations of two goods X and Y.

he has a fixed money income which he has to spend wholly on goods X and Y.

prices of goods X and Y are given and are fixed for him.

All goods are homogeneous and divisible.

3711 wEOOUUOI UUWEEUUWs UEUPOOEOOaAZ WEDBEWOERDPOPAT Uwl BUwU

ok~ wDn
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"O0UUOI UzUws BUPODPEUDUO
Consumer’s Equilibrium by
y Indifference Curve Approach

t
BN 'F
\ Consumer is at equilibrium at
i Point E, when budget line AB
.gg a is just tangent to "iC,’
g N £
(5] B
i o
) IC,
A0,
) M % T

Commaodity X

Consumer selects E point rather than points F and G as this point falls in IC2 curve (means more
satisfaction than IC1 curve) as well as budget line (means within his budget)

UG | B ¢
4 EQIT TTREER A E A& ARG KAYA 5
4 EQ] TIDBEROA A 4

a i s 0 7Y
! ANOEI| DA GEHY Y Y
Consumer is in equilibrium position when price line is tangent to the indifference curve or when the

marginal rate of substitution of goods X and Y is equal to the ratio between the prices of the two
goods.

c~x| [«f]

Orange Apple

Price p.u. 10 20
Indifference Schedule IC1 IC2 ICs
Combination within "200| O [ A| MRS | O [ A | MRS | O | A | MRS
A 20 0 25| 1 - 30| 2 - 17| 1 -
B 16 2 19| 2 6 24| 3 6 12| 2 5
C 12 4 14| 3 5 19| 4 5 8|3 3
10 5 10| 5 2 15| 6 2 514 3
D 8 6 77 15 (12| 8 1.5 31|15 2
4 8 519 1 10| 10 1 216 1
F 0 10 4 111 05 |9 |12 05 |1 |8]| 05
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2: THEORY OF DEMAND AND SUPPLY
2.3: SUPPLY

$SU x x O a z w Udmbuntiaugdbll dr service that the producers are willing and able to offer to the
market at various prices during a period of time.

Two important points apply to supply:

1. The supply refers to what firms offer for sale, not necessarily to what they succeed in selling.

2. Supply is a flow. The quantity supplied is so much per unit of time, per day, per week, or per
year.

Determinants of Supply :

1. Price of the good
2. Others
a. Price of related commodities
Price of the factors of production
State of technology
Government policy
Nature of competition and size of industry
Other factors

=0 oo o

Determinants of Supply :

1. Price of the good
Ceteris paribus i.e. other things being equal
Direct proportion / Directly related (because profitability)

Price Quantity Supplied

1 Higher Higher
2 Lesser Lesser
2. Others

a. Price of related commodities :
Shift in cultivation from corn to wheat
(indirect proportion | inversely related)

Price of Wheat Quantity of Corn Supplied

1 Higher Lesser
2 Lesser Higher
b. Price of the factors of production
Cost of factor Quantity Supplied
1 Higher Lesser (If higher dependency on the factor)
2 Lesser Higher (If higher dependency on the factor)
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c. State of technology
Technology Quantity Supplied
1 Higher Higher
2 Lesser Lesser
d. Government Policy
Government Policy  Quantity Supplied
1 Higher Taxes Lesser
2 Higher Subsidies Higher

e. Nature of competition and size of industry
More the competitors + more the supply
f.  Other Factors
i. Foreign policy
ii. Goals of the firm
iii. Marker structure
iv. Natural factors, etc.

LAW OF SUPPLY

Other things remaining constant, the quantity of a good produced and offered for sale will increase as
the price of the good rises and decrease as the price falls.

Supply Schedule (individual) Supply Curve
Price Quantity Supplied 8
0) (Units) .
A 1 5 w3
B 2 35 ?
c 3 45 ;
D 4 55 e e e
E 5 65

Supply curve slops upward from left to right as law of demand

Market Supply : add up the various quantities supplied by the number of suppliers in the market.

Exceptional: supply of labour, short run not to adjust the supply
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MOVEMENTS ON THE SUPPLY CURVE

[Expansion / Contraction]

INCREASE OR DECREASE IN THE QUANTITY SUPPLIED (as a result of price)

Supply Schedule Supply Curve
Price Quantity Supplied 6
() (Units) °
A 1 5 ": /
B 2 35 2 /
cC 3 45 !
D 4 55 %o 0 20 33 4 0 &
E 5 65 o

SHIFTS IN SUPPLY CURVE
INCREASE OR DECREASE IN SUPPLY (as a result other than price)

Supply Schedule Supply Curve
Price  Quantity supplied (Units) 6
Technology °

() Semi Manual Auto w: \
A 1 5 2 8 2
B 2 35 20 40 1
Cc 3 45 30 55 ’ 0 0 20 30 4 0 6 70 8
D 4 55 45 70 e
E 5 65 55 75

ELASTICITY OF SUPPLY

Elasticity of Supply : it is the percentage change in quantity supplied divided by the percentage

change in price.

1 Price Elasticity [} Formula
(a) Percent change method y~_U UU_~
0 Yo
(b) Arc Method N 5’6~ 0 NE)
0 Yo

(Elasticity between two points)

LELASTICITYOF 0 Qi odmb® w6 dE o

6@e amb 6 Wi bmbp(b
0O wE 00RO W

SUPPLY (Price) '™ 0 Q1 ol d IIH 1 Qb
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—a
CA

2 Measurement of supply -elasticity

o
C
C-l| CA

e Wy
1 IO s 5F v

Example: the supply function is given as n p Tt Tp Ty. Find the elasticity of supply using point

method, when price is 15.

Answer: O — -

iTE%%pﬁ

n pvu

n pPUMPTPU

N UT

O pmm —

ELASTICITY OF SUPPLY (positive but signs not considered)

U Tt

o

Supply Schedule Yo 0 Supply Curve
™ T ¥
Price Quantity Unit elastic
supplied Gc pm 0
()  (Units) P q v
Exist 10 10 ) /
New 12 12 :
Price Quantity Inelastic
() supplied less than one 2
(Units) p pTm .
Exist 10 10 PTG e : /
New 12 11
Applicable: rice & wheat .. T
Price  Quantity Elastic )
() supplied more than one
(Units) < opm .
Exist 10 10 PP . /
New 12 14 ::

Applicable: Television
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Price Quantity Zero | Perfectly Inelastic *

() supplied mTopmn - "

(Units) PTG

Exist 10 10 ) u
Applicable: Salt "

New 12 10 .
Price Quantity Perfectly Elastic

() supplied infinite "

. T 13

(Units) < . % b -

Exist 10 10 P u
New 10 12 ,

Equilibrium Price (Market ):

an

#3  where quantity demanded equals quantity supplied.
The determination of market price is the central theme of micro economic analysis.
Hence micro-economic theory is also called price theory.

Supply and Demand Schedule

Price QD QS Impact
on Price
5 6 31 Downward
4 12 25 Downward
3 19 19 Equilibrium
2 25 12 Upward
1 31 6 Upward

Business Economics

Supply and Demand Curve

~

N

/

~

15

Units

20

25 30

35
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3: THEORY OF PRODUCTION AND COST
3.1 THEORY OF PRODUCTION

MEANING OF PRODUCTION

Production: the outcome of the combined activity of the four factors of production
Factors of Production: land, labour, capital and organization.

# Production = creation of utility

& Utility: Utility of form | utility of place | utility of time | personal utility.

Utility Description Example
()  Form utility Changing the form of resources VELEDWOHOAQ
(i)  Place utility Changing the place of the resources N & CER Q i | 60
N o @i Q Od QR
(@) extraction from earth G Q¢ Qia di QQoO i
(b) transferring goods / transporting
(iii) Time utility Making available in off -session [ 0¢ ho@de ¢ QQ

(iv) Personal utility Making use of personal skills for services £ 1 QM ¢ i QU@NE QI8

As per James Bates and J.R. Parkinson

Production is the organized activity of

transforming resources into finished products

in the form of goods and services; and

# the objective of production is to satisfy the demand of such transformed resources

Production does not include

2%

#3 work done out of love and affection,
voluntary services and
# goods produced for self-consumption.

Intention to exchange in the market is an essential component of production.

The standard of living :
Depends on the volume and variety of goods and services produced in a country.

Rich country: produce goods in large quantities

FACTORS OF PRODUCTION

1. Land:ALL free natural resources| supply is fixed
ALL = land | fertility of soil | water | air | light | heat | natural vegetation etc
Characteristic
(1) afree gift of nature | Not created | has no supply price
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(2) Supply is fixed & limited :

Inelastic as per economy but, it is relatively elastic as pera firm.
(3) Ricardo: the production power of soil is indestructible (restored)
(4) Passive factor: production with human efforts
(5) Immovable : from one place to another place.
(6) Multiple uses
(7) Heterogeneous: varies in fertility.

2. Labour: human efforts of body or of mind (partly or wholly)

to secure an incomeby producing goods or rendering service
apart from the pleasure derived from the work.

Characteristics of labour :

(1) human effort + psychological considerations (leisure | fair treatment etc)
(2) perishable | cannot be stored | no reserve price for labour

(3) Active factor : other factors are productive only with labour

(4) inseparable (labourer and labour)

(5) Labour power differs from labourer to labourer

(6) All labour is not productive

(7) Labour has aweak bargaining power

(8) Mobile factor

(9) Available C hoice| working hours & leisure hours

(10)No rapid adjustment of supply of labour to demand | but directly related

Capital : is wealth of an individual or community
used for further production of wealth.
Capital, asa stock concept,yields periodical income (flow concept)
Wealth: goods | human qualities use able in production (may be idle)
Capital: (not primary or original factor)
s x U O Et0 méakswf production 7z wO U w
gnan-madeD OUUUUOI OUUwWOi wxUOEUEUDPOOZ w
for further production of wealth
Capital example: machine tools | instruments | factories | dams | canals | transport equipment

Types of Capital

Types Description Example
0] Fixed capital Durable (long use) | Tools, machines
(i) Circulating capital | Single use Seeds, raw materials
(i) | Realcapital Physical goods Building, plant, machines
(iv) | Human capital " UOE Oz UwU| Trained labour
(v) | Tangible capital Rights and benefits | Goodwill, patent rights,
(vi) | Individual capital Personal property | House of individual
(vii) | Social capital Property of society | Roads, bridges
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Capital formation : production of more capital
Sacrificing current consumption Y sustained increase of real capital
Three stages of capital formation

1. Savings: which depends on ability to save and willingness to save;
2. Mohbilisation of savings : which depends on availability of financial institutions and products; and
3. Investment : i.e. the process whereby the real savings get converted into real capital assets.

4. Entrepreneur : the person who organises business for a profit;
Functions of an entrepreneur
a. Initiating business enterprise and resource co -ordination
Finds business opportunities
Obtains / Organises factors of production
Coordinates for higher productivity
Remunerates factors of production
Takes profit for his risk taking
b. Risk bearing or uncertainty bearing (for Profit as per Frank Knight)
c. introduces innovations (by Schumpeter)

The objectives of an enterprise

1. Organic objectives: survive (recover costs) + growth and expansion (by R L Marris)
2. Economic objectives : profitability
3. Social objectives : enterprise lives in society and meet the needs of the society
Supply unadulterated goods
Avoid profiteering and anti -social practices
Create employment
Production not cause for pollution
4. Human objectives : development of employees
Provide fair deal
Develop new skills and abilities
Provide work climate
Involve employees an opportunity in decision making
To make the job contents interesting and challenging
5. National objectives

To remove inequality
To produce as per national priorities
To help the country become self-reliant

To train young men as apprentices for economic growth

1. Lack of knowledge and information:
2. Restrictions imposed in the public interest by the state
3. Infrastructural inadequacies
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4. Changes in business and economic conditions + external factors
5. Inflation | rising interest rates | unskilled workers

$O0U01 UxUDPUI z tbjackve) Bdatiord) ize, physical facilities, finance, organization structure,
marketing, legal formalities and industrial relations.

PRODUCTION FUNCTION

Production function: (Samuelson)

the relationship between the maximum output | UO O wi D U Gesdurues & ibpat) w

where

sQWUUEOEUWI OUwUT T wUEUT woOil wOUUx U0 wOi wi pYI OWEOOOOEDPUA

a,b,c,d 6 & 6n, are different factors (inputs) and services used per unit of time.

Assumptions of Production Function

1. Input-output relationship exist for a specific period of time
2. State of the art is given. No innovation
3. The output from the input combination is maximum level

Production Function

(1) | Shortrun | Increase production by varying input of labour, 0 Yoh
raw material except capital equipment (i.e. fixed)
(law of variable proportion)

(law of diminishing return)

(2) | Long run | Increase production by varying ALL input

(Production varies subject to laws of returns to scale)

Cobb-Douglas Production Function (Paul H. Douglas and C.W. Cobb of the U.S.A)

Study of the American manufacturing industries and does not goply to an individual firm .

6 € QdDE O QAWE Q6 BQEEYIQE HO 6

PT 1T Ul ws0zwbPUwOUUxUUOws+zwli 1l wgUEOUPUA WO whesiEiv® UU wE OE w
constants.

The conclusion drawn from the study :-

1. labour contribute d about 3/4" and
2. capital about 1/4t of the increase in the manufacturing production.
Though it has many shortcomings yet used as approximation

1. Law of variable proportions or the Law of Diminishing Returns

Input -output relationship: with one input (labour) is variable and others are fixed

Applicable: in short-run
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#% Total product (TP): resulting from the efforts of all the factors of production combined
# Marginal product (MP): the change in TP for change in the variable factor.0 0 YO "Y0

#% Average product (AP):

Product Schedule

Quantity Total Average | Marginal | Law of variable
of labour | Product | Product | Product proportions
Labour (TP) (AP) (MP) (Stages)

1 100 100.0 100 Increasing

2 210 105.0 110 return

3 330 110.0 120

4 440 110.0 110 Diminishing

5 520 104.0 80 return

6 600 100.0 80

7 670 95.7 70

8 720 90.0 50

9 750 83.3 30

10 760 76.0 10

11 740 67.2 $20 Negative return

Y

Point of
Inflexion

Output

O  Fig.114 N M\
Amount of a variable factor MP
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Relationship between Average Product and Marginal Product
Average product (AP) | Marginal Product (MP)
1 | Derived from Total Product Total Product
2 | How arrived Ye oudae Qo w0 "YOZ'YD
0O WeE o QO

3 | When o o1 60 00

(best for producer) o 0Qb dw 60 00

b 08 60 00

The law operates under following assumptions

The state of technology given is unchanged

There must be some inputs whose quantity is kept fixed (not proportionately varied )

#3  In fixed proportions to yield product case, MPof the variable factor will then be zero

Physical inputs and outputs only considered and not economic profitability in monetary terms.

Explanation of the law of return

Stage Return Situation Reason for Return

1 Increasing | QQuQMO 6 DI QWO G (1) Fuller utilization of fixed factor

(2) Proper utilization of variable factor

2 Diminishing | ‘QQQMG 6 &idI QWO O (1) Inadequate fixed factor

(2) Paucity or (no substitute) of fixed factor

3 Negative "QQOORD O DIGOT QRO DG

Stage of operation
Stage 1:Not produce | else continue to add variable factors until the fixed factor used fully
Stage 3:Stops production | as MP is negative

Stage 2:Production is carried over though AP & MP are decreasing

2. Returns to Scale: the relationship between inputs and output in the long run when all inputs are
changed in the same proportion .
Returns to scale may be constant, increasing and decreasing.
# Constant returns (? + DOT EUw' OO0OT 1 O1 OUU w /) 10 6dAI&) écEubvinénuthes s U O O »
increase by some proportion and the output also increases by the same proportion
#> Increasing returns to scale occur when the inputs increase by some proportion and the output
increases more than proportionately. (reasons: indivisibility of factor s, efficient utilization of
resources, synergy etc.,)
4% Decreasing returns to scale occur when the inputs increase by some proportion and the output
increases less than proportionately. (reasons: difficulties in management, coordination and control)
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Production Optimisation:
Combination of factors of production that would minimise the cost and maximize the output

Isoquants: or equal product or product indifference curves show all those combinations of different
factors of production which give the same output to the producer.

Various combinations of X and Y to produce a given level of output

Schedule Iso quant curve
Factor Factor X | Factor Y | MRT S
Combination
A 1 12 -
B 2 8 4 o
5
C 3 5 3 5
&
D 4 3 2
E 5 2 1
MRTS: marginal rate of technical substitution T
O T T T ll T T X
1 2 3 4 5 6
FACTOR-X

Isocost lines show various combinations of two factors which the firm can buy with given
expenditure or outlay.

FACTOR-Y
9] m

p -3

(N

B 0 F
FACTOR-X

Producer Equilibrium: By combining Isoquants and isocost lines, a producer can find out the
combination of factors of production which is optimum i.e. the combination of factors of production
which would minimise his cost of production.
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Least cost combination factors (Produc er Equilibrium)

FACTOR-Y

T L1 M1 N1 o1
FACTOR-X

Producer Equilibrium = C

For producing a given output, the tangency point of the relevant isoquant (representing the output)
with an isocost line represents the least cost combination of factors.
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3: THEORY OF PRODUCTION AND COST
3.2: THEORY OF COST

COST ANALYSIS : the study of behaviour of cost in relation to one or more production criteria,
namely, size of output, scale of operations, prices of factors of production and other relevant
economic variables.

Cost Concepts

1. Accounting costs and economic costs
a. Accounting cos ts: Payments for factors of productions (explicit costs)
b. Economic costs: Accounting costs + opportunity costs (implicit costs)
Economic costs to be earned is the real earning power

2. Outlay costs and opportunity costs
a. Outlay costs: Actual financial expenditure
b. Opportunity costs: Sacrificed alternative

3. Direct or traceable costs and indirect or non -traceable costs
a. Direct or traceable costs: Identified to a product, operation or plant
b. Indirect or non -traceable costs: Not identified

4. Fixed and variable costs
a. Fixed costs: Costs are fixed for a level (unavoidable until shut down)

(Otherwise called: inescapable or uncontrollable costs)

b. Variable costs: Vary proportionate to output

5. Incremental costs and sunk costs
a. Incremental costs: Additional cost for business decision
b. Sunk costs:

Already incurred costs and non recoverable
E.g. R&D, special equipment, advertisement, etc.
A barrier for new entrants

6. Historical costs and replacement costs
a. Historical costs: Cost incurred in past for purchasing assets
b. Replacement costs
Cost incurred for replacing assets
Increase in price increases replacement cost
7. Private and social costs
a. Private costs: Incurred by firm (explicit or implicit)
b. Social costs

Costs borne by the society for business activity
(private cost + external cost)
Price not paid for atmosphere, rives, roadways etc.

Cost for air, water and environment pollution
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COST FUNCTION : the mathematical relation between cost of a product and the various

determinants of costs.
Dependent variables: unit cost | total cost

Independent variables: factor price | size of output | technology | capacity utilisation | efficiency

SHORT RUN TOTAL COSTS: Total, fixed and variable costs (in long run all costs are variable)
Short run total costs (only variable factors can be varied)

Completely Fixed Cost (FC): Fixed amount incurred irrespective of units produced
(independent) even during shut down in short run

Cost Schedule Graph
Units 1200
1,000
0 1,000
100 1,000 w 600
200 1,000 o
200
300 1,000 0

0 100 200 300 400 500 600
400 1,000 Units
500 1,000

Completely Variable Cost (VC) : Varies w.r.t. output

Cost Schedule Graph
Units 1200
1000
0 0
800
100 200 " o
200 400 100
300 600 w0
400 800 "o m om0 w0 w
Units
500 1,000

Semi variable cost : Combination of fixed and variable costs

Cost Schedule Graph
Units SVC 300
0 1,000 000
100 1,200 L
200 1,400 L%
300 1,600 0
400 1,800 "o wo w0 w0 a0 w0 o
500 2,000 o
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A stair -step variable cost: remain fixed over certain range of output; but suddenly jump to next level

Cost Schedule Graph
Units SvC Total cost ($)

1-100 1,000
101-200 1,200
201-300 1,400
301400 1,600
401-500 1,800
501-600 2,000

Activity level ($)

Total cost (TC), total fixed cost (TFC) and total variable cost (TVC)
TC=TFC+TVC
TFC is parallel to X-axis (TFC isincurred even if the output is zero )

TVC curve rises upward from origin as output increases

Cost Schedule Graph
Units TFC TvC TC va
0 1,000 0 1,000 TC
TVC
100 1,000 200 1,200 | s N
200 1,000 400 1,400 Q Cost
Total Fixed
300 1,000 600 1,600 e Cost
400 1,000 800 1,800
500 1,000 1,000 2,000 OUTPUT >X

Short run average fixed cost (AFC), average variable cost (AVC) and average total cost (ATC)
"Y¢ 0"Q@Qud@I ¥ 006 Graph

000 T 6: GORO6ON 6

Ya MC  ATC

R AVC

"Y€ 0000 QO ® @ @ O
06 Q¢ BoRoOooONOI

o wo

COST

5 "Y¢ O0aéni "¥0

0 Yo mom s - -

OD& 0¢ @ROONOI
E10@ O wo

AFC

Gy e CWEYE 0@ YO OUTPUT
EBe Q0D 6 B 03O &
E106 Y6 Y6

00
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Various Costs

Output TFC TVC TC AFC AVC ATC MC
1,000 0 1,000

1,000 50 1,050 1000.00 50.00 1050.00 50
1,000 90 1,090 500.00 45.00 545.00 40
1,000 140 1,140 333.33 46.67 380.00 50
1,000 196 1,196 250.00 49.00 299.00 56
1,000 255 1,255 200.00 51.00 251.00 59
1,000 325 1,325 166.67 54.17 220.83 70
1,000 400 1,400 142.86 57.14 200.00 75
1,000 480 1,480 125.00 60.00 185.00 80
1,000 570 1,570 111.11 63.33 174.44 90
1,000 670 1,670 100.00 67.00 167.00 100
1,000 780 1,780 90.91 70.91 161.82 110
1,000 1,080 2,080 83.33 90.00 173.33 300

© 0O N O 0o b~ W N P O

e =
N B O

Behaviour of Cost
Short Run Average, Marginal and Total Cost Curves

1. FCdoes not change with increase in output upto a given range.
AFC comes down with every increase in output.

2. VC increases but not necessarily in the same proportion as the increase in output.
AVC curve: first falls | then reaches minimum | then rise again

3. MC Additional costfor an additional unit of production (variable cost)
MCC: (U shaped) falls in the beginning and rising after a certain level of output

4 TCti UUOwWUT T w 3" " wbUw?4> wUl ExI weUUYI &

Behaviour of AVCC & AFCC and its impact on ATC

Stage AVCC | +| AFCC | =| ATCC
1 | Beginning Fall + | Fall = | Fall
210 woio QI '@ "06"0M 0 Rise + | Fall = | Fall
3|0 woi6QI '@ 060D q Rise + | Fall = | Rise

Relationship between AC and MC

1 ORE QO WEQE Oi WHI6ARJOE 66

2 ORMQO EQE Oi WHI6ARJOE b6

3 o 6Ql Qe Q& 6 & b6 060

MCC cuts ACC at its optimum point
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Comparison between Short Run ACC and Long Run ACC

1 | Short run Average Cost Curve (ACC) Long run Average Cost Curve (ACC)

Y4 SAC, SAC, Y4

\ . J/ SAC3

i \LS 2

: o

w 5 a '

: g L s

> [ H
z < b :
o >X o M NV Q m >X
il OUTPUT
2 | U shape Flatten U Shape
3 | Fixed and variable factors of production | All are variable except state of technology
(Change in technology gives L shapecurve)

ECONOMIES AND DISECONOMIES OF SCALE

The Scale of Production : Large-scale production (Advantages: reducing the cost of production )

Inte rnal Economies and Diseconomies

Economies of production (due to efficiency of the entrepreneur or use of machinery)

Description

Economies

Diseconomies

(i) | Technical

(large production)

Efficient use of machinery

Division of labour and specialization

Difficult to control

And coordination

(i) | Managerial

Reduction of managerial costs
because of division of labour,

specialization and decentalisation

-Dot
Red tape and bureaucracy

miscommunication

(iii) | Commercial

Bulk purchase enjoy lower price

Lower advertisement costs

Disproportionate increase

in advertisement costs

(iv) | Financial

Cheap finance for expansion

Steep rise of interest costs

(v) | Risk bearing

Diverse (multi -production)

May increase risk

External Economies and Diseconomies

accruing to each memberfirms of the industry

Economies

(i) | Cheaper raw materials and capital equipment: (Exploration of new and cheaper resources)

(i) | Technological (Discovery of new knowledge)

(iii) | Development of skilled labour

(iv) | Growth of ancillary industries

(v) | Better transportation and marketing facilities

Diseconomies (Government restrictions, pollution control costs, increasing costs of resources)
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4: PRICE DETERMINATION IN DIFFERENT MARKETS
4.1: MEANING AND TYPES OF MARKETS

Introduction

Free goodsor zero price goods: abundant goods | e.g. air, sunlight, etc.

4% Economic goods: scarce goods | have an opportunity cost | exchangeable in the market |
command price.

Price connotes money-value i.e. the purchasing power of an article expressed in terms of money.
Value in use: usefulness or utility

Value in exchange or exchange value or economic value:
Command over commodities (Ricardo)
Value given up for obtaining goods
Determined in the market where exchange takes place
4> Considered for economics: Exchange value| Not sentimental value (exaggerated one)
4% Market: collection of buyers and sellers determines the price for exchange
Not only place and formal | Online | Advertisement in Newspaper
The elements of a market are:
0 buyers and sellers,
a product or service,
bargaining for a price,
knowledge about market conditions and
one price for a product or service at a given time.

O O O o

Classification of Market
Product market: goods for households for consumption
Factor market: factors for firms for production

Geographical area: local | regional | national | international

Time : very short period | short period | long period | very long period
Nature of transaction : spot market | future market

Regulation : regulated | unregulated

Volume of business : wholesale | retail
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Type of competition :
i. Perfectly competitive market
ii. Imperfectly competitive market
# Monopoly
# Monopolistic
#  Oligopoly
Types of Market Structures

1. Perfect Competition : Many sellers selling identical products to many b uyers.
Monopoly : Single seller producing differentiated products for many b uyers.
Monopolistic Competition: Many sellers offering differentiated products to man y buyers.
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Oligopoly: A few sellers selling competing products to man y buyers.
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CONCEPTS OF TOTAL REVENUE, AVERAGE REVENUE AND MARGINAL REVENUE
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Relation: MR | AR | Price elasticity of demand g
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Total revenue will be maximum where elasticity is equal to one.

A competitive firm should shut down Q& Y&H | "Q0O&m 6

A firm will earn maximum prof its 0" i QY 0 6.

In a straight line demand curve, the elasticity of the middle point is equal to one.
#3  The marginal revenue corresponding to the middle poin t of DD curve (or AR curve) is zero.
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BEHAVIOURAL PRINCIPLES
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Marginal Cost Curve (MCC) cuts Marginal Revenue Curve (MRC) from below
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4.2: DETERMINATION OF PRICES

Price: the exchange value of goods | value of factors of production

Demand and supply: determines price in free market (equilibrium price or market clearing price)
Free market: no government or others interventions

Government intervention: in price fixation for petrol, coal, fertilizers, rice, sugarcane

#  Market forces change the equilibrium price but adjusted itself

Determination of price

Price Demand Supply Situation Graph: Equilibrium Price
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