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PREFACE

This book deals with the top1cs in Business Economics included in the syllabus forthe
Second Year B.Com course offered by the Dr.B.R. Ambedkar Open University. These top-
IcS generally cover the core area of the subject to be studied in the Second Year of the Three
Year Degree Course in Commerce (B:.Com.). The syllabus for the sake of convenience is
divided into blocks, each of which comprises a number of units. Each block generally covers
aspecific area of the subject. The units are prepared by specialists in accordance with a
format so designed as to enable the student to study and understand them without much
difficulty.. Each unit begins with aims and objectives followed by conten Fhas at its end
model examination questions intended to test the student’s comy _ihe subject
matier. Technical terms with which the student may not generally be ] /
end of each unit under the head “Glossary”. :

As the knowledge of Economics is highly essential to the students of commerce in

- view of the greater use of economic analysis in business situations, the subject of Business

Economics is included in the core area of Commerce. Business Economics i 1s essentially, the
applied economics pertaining to business decmlon-makmg The knowledge of economic
tools of analysis is very useful to modern businessman in the decision- -making process. An

attempt has been made to incorporate the recent trends and developments in the subject, |

The course material of Business Economics consists of 7 blocks, which are divided
into 23 units. The firstblock deals with nature, scope and concepts of economics; definition
and the subject matter of Business Economics; objectives of a business firm and decision
making in business. The second block covers the demand analysis and demand forecasting,
Block three deals with utility analysis, while the fourth block deals with production analysis.
The fifth block is devoted to cost, revenue and profit analysis. Block six explains the market
structure, pricing policies and methods. The last block covers the macro aspects of econom-
ics like national income, savings and investment, business cycles, economic development
inflation and unemployment

The University hopes that this material will help the student to get acquainted with the
phigcipal issaes in Business Economics, which make for its distinctiveness and significance,
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1.1 AIMS AND OBJECHVES

The purpose of this unit is to acquaint you with the subject matter of economics, explain
the meaning and scope of economics, its relationship with other social sciences and
various approaches to the study of economics.

Once you are familiar with economics, you are introduced to managerial or business
economics which is the subject of our study. The nature and significance of BUSINESS
ECONQMICS, its relationship with other subjects such as Economics, Operations Research,
Accounting , Econometrics are explained in this unit.

After studying this unit, you should be able to:

explain what Economics is;

iist out basic economic problems;

distinguish between economic theory and economic policy;
differentiate Positive Economics from Normative Economics;
explain Micro Economics and Macro Economics;

explain the nature and meaning of Business Economics;

distinguish between Business Economics and Economics;

explain the relationship between Business Economics and other subjects such
as Economics, Accounting, Operations Research and Econometrics.

1.2 INTRODUCTION

The basic question for the beginner is what the subject is and what it is about. If we
start with the definition of Business Economics, which 1s the subject of our study, at
the very beginning, in technical terms, he will not be able to understand anything. He
may not be having any idea about what Economics is. Unless he has sor - idea of
what economics is, unless he has some understanding of the subject ‘Economics’, he
will not be able to grasp the nature and scope of ‘Business Economics’.

Therefore, the subject matter of ‘Economics’ is introduced first to the beginner in
simple terms and then the nature and significance of Business Economics is explained
clearly.

It is probably not a surprise that no one can have all that he or she wants of everything.
Yet, that is the first lesson of *Economics’. Things are SCARCE and desires are unlimited
and it means, a choice is to be made.




1.3 SUBJECT MATTER OF ECONOMICS

Economics teaches us how a person tries to satisfy his unlimited desires with the limited
resources at his disposal. In other words, it teaches us how to use the available scarce
resources to meet our unlimited desires. Here the question of choice comes in. The
need for choice arises in the context of SCARCITY.

The discipline of economics studies the problem of scarcity and shows how choices
should be made. It helps in understanding what is gained and what is sacrificed each
time a choice is made. Because choice is S0 pervasive, it is not surprising that a great
deal of intellectual effort has gone into its studying. The result of this effort is the
field of economics.

Hence, ecenomics is the study of the allocation of scarce resources among alternative
and competing ends. In less elegant language, economics is the study of how best
10 use what is available to get what is wanted. Choice is not done in a vacuum. The
process of choice is a part of culture and society and hence there are always limits
on what can be decided. Most of the personal decisions are made within limits imposed
by time, laws and customs. Within these limitations how to use scarce resources to
get the greatest amount of satisfaction possible is the domain of economics.

Recent thinking on the subject-of economics is that besides studying the behaviour of
an individual deriving maximum satisfaction from the use of his limited resources, economics
is concerned with the levels of income and employment in a country as well as the
causes of their fluctuation. Its study is, thus, intended to promote economic stability.
And in respect of underdeveloped economies, it concerns itself with the study of economic
growth and development and the theory of income and employment are recent additions
to the study of economics. It means the suuject matter of economics is widening as
days pass by.

A distinguished economist on being asked to define economics, once replied, “economics
1s what economists do”. There is truth in this, for the boundaries of any branch of
study are seldom quite clear and topics which it contains at one time may be excluded
at another and new topics may be included. Consequently, any short definition of the
boundaries of economic analysis is unavoidably inadequate.

We can say that Economics studies man’s life and work not the whole of it, but only
one aspect of it. It is concemed with only the ECONOMIC BEHAVIOUR of an individual.
It means it tells us how a man uses his limited resources in order to satisfy his unlimited
wants to the best possible extent.

It we look at the society, we see the farmer tilling his field, the labourer working in
the factory, the clerk at his desk, the doctor in the hospital, the teacher in the school

or college and so on. They are all engaged in economic activities. They earn incomes

to satisfy their wants. The purpose behind all the economic activity is the ‘des.ire to
purchase goods to satisfy human wants. Neither goods nor money is an end in itself.
But they are needed for satisfaction of human wants which promotes human welfare.

A pe‘rson wants food, clothing and shelter. To get these things he must possess money.
For earning money, he must work or make an effort. This effort le‘ads to satllstgctxor‘l.
By making of the efforts, man earns money with the help of Wthl’} he satisfies his
needs which gives satisfaction. Thus, wants, efforts, and satisfacrlpn, sum up the
subject matter of Economics. It can be shown in the form of a circle
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In the primitive societies, the connection between wants, efforts and satisfaction was
close and direct. When a man was hungry, he picked up some fruit or hunted an animal
or caught a fish, ate it and was satisfied. But in a modern society, things are not so
simple. Here a man produces what he does not consume and consumes what he does
not produce. The weaver produces cloth but he cannot use it all himself. He sells it

in the market for money with which he buys things, which he needs. This act of selling

. what you do not want and buying what you want is called ‘exchange.' Today the
process of exchange comes in between wants, efforts and satisfaction.

Thus, economics, especially neo-classical economics, asserts the existence of a universal
economic problem which is unaffected by-history. It is the common feature of every
form of society, slave-feudal, capitalist and socialist. In all societies, according to the
above view, means fall short of ends, since wants are assumed unlimited by nature
while the means by which they can be satisfied are always limited by definition.

Thus, the definition of the economic problem as one of the scarcity turns neo-classical
economics into an exclusively quantitative analysis. It directs its attention to such questions
as ‘How much does a country produce?” What.is the level of per capita income? and
so on. Perhaps, the father of economics, Adam $mith has given a correct lead to the
~ subject when he defined economics as “a science of wealth”. The historical process
“of the development of a society is of interest to the economists and the industrial revolution
beginning with 1760 is a turning point in the subject matter of economics.

Check Your Progress — 1

‘Economics is the study of the allocation of scarce resources among alternative and
competing ends’. Explain

..............................................................................................................................................
..........................................................................................................................................

1.4 FACTORS OF PRODUCTION

After the Industrial Revolution, machie-made production came into existence. Now-
a-days most of the goods are produced in factories. To produce, them the labourer
gives his labour, the landlord his land, the capitalist his capital, while the entreprencur
organises the work of all these factors. Labour, land, capital and entrepreneursiip

t‘l
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all these four are termed as factors of production. Factors of production are any
resources that are used up in the process of producing goods or services. Today
some economists prefer to call them inputs. Factors (or inputs) can be as tangible as
a piece of coal or as intangible as the thought process of an entrepreneur.

Land

It includes not only surface area, but also water, minerals, coal, soil fertility, éir and
any other natural endowments associated with the geographic territory. This factor
could azcurately be called natural resources. Rent is the return for utilising land.

Labour

It is a factor that includes a variety of qualities. It refers not only to physical labour.
but also to skills and talents that differentiate one person from another. Labour includes
a warker’s ability to execute specialised tasks, to read and to use past experience in
performing a job. A physician practice of his or her profession is labour just as a machine
cleaner’s efforts are labour. Labour gets wage as its return.

Capital

Capital is a produced wealth that is used for further production. A factory is capital.
It has been produced by those who built it but is not directly consumed. It is a produced
means of production which is used to produce other items. Trucks are capital as they
contribute to more production. Machines are capital as they are uséd to make both
capital and consumer goods. Office buildings and hydroelectric dams are capital. Capital
gets interest as its return. o

Organisation

An organiser or entrepreneur is onc who organises, manages, operrtes and takes the
risks associated with a business venture. Entrepreneurship is distingaished from labour
because it is a special class of lubour that includes the capacity and willingness to
take such risks. The returns to a factor possessing this quality are called profits. The
organiser or the entrepreneur is the one who takes risks by introducing both new ways
of making old products and new products.

The above factors of production together produce goods and services. Goods are tangibles
like tables, cars, shoes, etc., and services are intangibles like haircutting, education,
etc. Goods and services are not regarded as desirable in themselves. They are needed
for the satisfaction of the consumer. The act of making goods and services is called
by the economist Production and the act of using these goods and services to satisfy
wants is called Consumption.

Because the above factors contribute to production, they earn rewards when the products
are sold. Land earns rent, labour receives wages and capital receives interest. The
Labourer earns wages, the Landlord gets rent, the Capitalist gets interest, while the
entrepreneur’s reward is considered profit. Economics studies how these incomes-
wages, rent, interest and profits are determined. This process is called distribution.
Thus, the subject matter of economics is Consurption (i.e. the satisfaction of wants),
Production (i.e., producing gooeds and services or creating utilities or making an effort
to satisfy our wants), Exchange (i.e. money. credit, banking, etc.) and Distribution
(i.e., sharing of all that is produced in the country among labourers, landlords,. capitalists
and entrepreneurs). '




Check Your Progress—2 ‘

Explain the concept of organisation as a factor of production.

...............................................................................................................................................

Check Your Progress —3

What is the subject-matter of economics?

..............................................................................................................................................

1.5 BASIC ECONOMIC PROBLEMS

There are three basic problems called central problems of an economy. Whatever may
be the type of economic system, i.e., whether it be capitalist or socialist these problems
are common. Economists are interested to find out how decisions on these questions
are arrived at in various types of societies,

What goods are being produced and in what quantities?

This question arises out of the scarcity of resources in relation to humnan wants. It also concerns
the allocation of scarce resources among alternative uses. Further, an economy has to decide
how much resource-allocation should be made for the production of consumer goods and how
much for capital goods. Thechoice between consum.. goods and capital goods involves the
choice between the present and the future. If a society decides t. produce more capital goods
now, the production of consumer goods will be cut down. But in future it enables the economy
to produce more consumer goods.

By what methods are these goods produced?

This involves the choice of techniques. Once the society has decided what goods and
services are to be produced, it must then decide how the selected goods are produced.
There-are various aliernative methods of producing goods and the economy has to
choose among them, Broadly, we can divide the technigues of production into two categories,
namely, (a) Labour-iatensive technique, where more labour is employed and (b) Capital-
intensive technique, where the use of machinery is more. The choice between different
methods would depend upon the factor supplies, the prices of the factors of production
and the goels of the economy.

For whom shall goods be produced?

For whom to produce means how the national product is to be distributed among the

‘
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The above three probiems are fundamental and common to all types of economic systems.
But different economic systems try to solve them differently. For example, 2 capitalist
society will leave everything to be decided in the market place and all these societies
are labeiled as market-oriented economies. On the contrary, in a socialist society, everything
i1s .ken care of by the Government and ali these societies are labelled as state controlled
ecnnomies. But even the market-oriented economies, where everything is sought to
be decided in the market place — LAISSEZ-FAIRE economies, have run into trouble
often resulting in depression where the economic activity is at the lowest ebb. Hence,
we find, now-a-days, even in capttalist societics, state intervention to regulate economic
activity, perhaps to a limited extent in comparison with the state intervention in socialist
societies.

3

1.6 SCOPE OF ECONOMICS

Scope means the sphere of study. Economics is a discipline of two general bodies of
analysis, namely, economic theory and economic policy.

1.6.1 ECONOMIC THEORY

Economic theory consists of a set of principles which are useful to analyse and describe

the relationship among the more important economic variables. The part of the theory

which takes care of consumption, production, distribution and exchange with reference
to individual units (consumers, firms, etc.) is referred to as micro economic theory.
However, it is also necessary to study the behaviour of groups or n entire economy
with respect to consumption, investment and saving, etc. This is studied 1 macro €conomic
theory. Macro theory also studies how the economy as a whole grows or develops.
In the open economic systems, the theory of international trade plays a crucial role in
studying the possibility of ways of generating economic surplus from the foreign sector
for the growth of the domestic economy.

Traditional economic theory deats directly or indirectly with individual units, basic economic
functions, i.e., consumption, production, exchange and distribution. Modern economic
theories take up these activities in the broader perspective of a macro world economic
setting where correlation of world forces affecting these fundamental activities are
analysed and the implications for the economies are interpreted. In doing so, economic
theo:;y cannot be ignorant of the roles played by politics, sociology and so on. The
approach of our study has got to be, in other words, interdisciplinary and international.

1.6.2 ECONOMIC POLICY

Economic theory essentially has more useful counterpart - the economic policy. Econon?ic
theories will remain as useless intellectual exercises, if they do not suggest any posi.tive.
policy implications. Thus, the proper scope of economics is not merely to satisfy inteilectual
curiosity by means of theorising but to formulate useful economic policies.

In fact, it is not surprising to observe that every important economist and every mgjor
school of economic thought has had important elements of theory of economic policy.

7




The theory of economic policy, which is within the jurisdiction of economics, studies
the organisation and the structures of economic systemn as a whole with or without
the market mechanism. According to Frank Knight, the central issue of economic policy
is the distribution of power among different economic units. To Schumpeter, “economic
policy is politics, such that the state becomes an active variable”. '

The literature on economic development is replete with the issues of economic policy:
considerations which have their impact on growth and development. Different schools
of economic thought advocated different types of economic policies. For example, the
classical school, in addition to building a body of economic theory. had also a coherent
theory of economic policy. In the scope of economics, the classical writers included
not only theories of value and growth but also a theory of capitalism as a theory of
the economic order. The classical theory of economic policy also included the roles
of market mechanism and of government as a social controliing force. Marxism can
be interpreted as a theory of economic policy and also as an example of economic
theory (theory of value, theory of capitalist development and se on). Marx’s theory
of economic policy encompasses his theory of capitalist development and theory of
capitalist organisation and so on. Thus, the scope of economics includes both €conoric
theory and economic policy. To be meaningful, economic science must bring withu
its jurisdiction both economic theory as well as appropriate policy making.

1.7 DEFINITION OF ECONOMICS

There are a large number of definitions of Economics given by various economists.
Some of the definitions given by some well known economists are discussed here.

Adam Smith’s Definition

Adam Smith, the first among the classical economists and the “father of econormics”
publishcd a book in 1776 ‘An inquiry into the Nature and Causes of Wealth of
Nations’. In this book he defined economics as ‘a science of wealth’. The other early
economists also accepted this definition. But this definition received severe criticism
as it exclusively paid its attention to wealth as if wealth was everythiug. Attention
was not paid to man for whom the wealth is really meant. Writers like Carlyle and
Rusking dubbed it as the worship of Mammion (tre god of wealth). They also accused
it as the science that taught seifishness and meannesZ an¢ hence it is dubbed as the
dismal science. '

Alfred Marshall’s definition

Marshal shifted his emphasis from wealth to welfare. Wealth, according to him, was
not the end but only a means to an end, the end being human welfare.

He observes “Political economy, or sconomics, is a study of mankind in the ordipary
business of life. It examines that part of individuz! and social action which 1s most
closely connectied with the use of the material requisites of well being”. As Marshal
himself put it, Economics 13, on the ope side a study of wealth, and on the other, and
more important side, a part of the study of man. When Marshall said that economics
is a science of ordinary business of life, it means that it tells us about a man’s way
of living, that is how he earns his income and how he spends it. An individual has
several aspects of his Iife, viz., social, religious, political and esonomic. Economics
has no concern with th2 social, religious and political aspects of human life. It is concerned
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purely with the economic aspect of human life. It means those actions which relate
to wealth 1.e., how a man produces his wealth and how he uses it; how wealth is exchanged
and distributed among individuals in the society. Economics, according to Marshall,
studies human welfare-not the whole of human welfare but only a part of it, namely,
economic or material welfare. Thus, the focus of study is shifted from wealth to the
welfare of man.

Inspite of all this, Marshall’s definition was also criticised. Prof. Lionel Robbins has
objected to the “‘welfare’ definition on the ground that it includes within its purview
only material welfare. It ignores or excludes non-material welfare of human beings.
Further, it is not possible to divide in a clear-cut manner the material and non-material
welfare aspects of human beings as is assumed by this definition. The two are so closely
mixed up with each other that it is impossible to separate them.

Lionel Robbins Definition

Prof. Robbins rejected the definition given by Marshall and others and substituted a
definition of his own. In 1932, Robbins published his famous essay entitled ‘An Essay
on the Nature and Significance of Economic Science’ which broke new ground and
completely altered the definition of economics. According to him, ‘economics is the
science which studies human behaviour as a relationship between ends and scarce
means which have alternative uses’,

The above definition lays down three important propositions. They are ends, scarce
means and their alternative applications. Ends here refer to human wants and as we
know that our wants are untimited in number. The satisfaction of one want gives rise
to another. Although our wants are unlimited, the means at our disposal to satisfy these
wants are scavce or limited. If these means were also unlimited, no economic problem
would have arisen. The word ‘scarcity’ is relative in the sense that the resources are
scarce 1n relation to their demand. These scarce resources or means have alternative
uses. Not only are our méans scarce but they can be put to a-number of uses. This
makes them all the more scarce. If a commodity or a service could be put to one or
few uses only, no economic problem would have arisen. After the commodity had been
put to that use, the remainder of it shall become a free commodity with little economic
significance. But in actual life, we find that a commodity can be put to several alternative
uses. ‘

Paul A. Samuelson’s Definition

According to Samuelson, ‘economics is the study of how people and society end up
choosing, with or without the use of money, to employ scarce productive resources
that could have alternative uses — to produce various commodities or distribute them
for consumption, now or in the future, among various persons and groups in society.
thus, Samuelson’s definition presents the problem of choice in a dynamic setting and
widens the scope of the subject.

Another explanation of the subject matter of economics consists of the way in which
the productive forces should be organised for their unfettered growth. For this unfettered
growth of productive forces, the concept of equality in human relations has to be brought
in and therefore Economics should be concerned with the social relations that men
enter into when they engage in economic activity

There is a good list of definitions as discussed above. Yet the scholars can g0 on extending
it many times more. But it is always difficult to compress into a few lines an exact
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defintion of a subject that differentiates its boundaries very clearly from other disciplines.
Instead of defining a subject in a few lines, it 1s always better to go on discussing its
range.

1.8 WANTS

As we have already discussed, ends or human wants are unlimited and to satisfy these
wants means are scarce. In this connection, let us discuss about human wants in detail.

Human being is a bundle of wants. His wants are infinite in number and variety.

_As civilisation increased, human beings were not satisfied with bare necessities of life.

This struggle is continuing for comforts and joys of life. All persons do not have the
same wants. They vary from individuatl to individual and they are also relative to one’s
social and economic position.

CHARACTERISTICS OF WANTS
The following are the chief characteristics of wants :

i) Human Wants are unlimited : There is no end to human wants. When one want
is satisfied, another takes its place. This never-ending cycle of wants goes on rotating
in the human mind.

ii) Any particular want is satiable : Although wants on the whole are unlimited, 1t
is possible to satisfy a particular want provided one has the means. If a man wanis
a car, he can have it and be satisfied. If he is hungry, he takes food and the want is
satisfied. This can be done only when one has the required money.

iii) Wants are complementary : Very rarely a single commodity by itself satisfies a
want. Usually it calls for something else to help it. It we want to write a letter, we
must have a pen as well as ink and paper. The pen alone is not enough. Thus coffee
needs milk, sugar and coffee power, shoes need laces and so on.” Therefore wants
are complementary.

iv) Wants are competitive : As we cannot satisfy all our wants at a time, there will
be competition among them All of us will have limited amount of money at our disposal.
Whereas we want many things at the same time. We cannot buy all of them. We
must therefore, choose between them by accepting some and rejecting others. Thus,
there is competition among various things we could buy.

v) Wants are alternative : Therc are several types of goods for satisfying a particular
want. If we are thirsty, we can have water, lemon juice, lassi or any other cool drink
in summer. In winter if we want to take something hot, we can have tea, coffee or
hot milk etc. Thus, there are several alternatives to satisfy our needs. But the final
choice depends on their relative prices and the money at our disposal.

vi) Wants vary with time, place and person : Wants are not always the same and
they are not the same with everyone all the time. Different people want different things
and the same person wants different things at different times and in different places.

vii) Wants vary in urgency and intensity : all wants of individuals are not equally
urgent and they do not possess the same intensity. Some wants are more urgent and
important than others. These are generally satisfied first while others are postponed.

o




. CLASSIFICATION OF WANTS

The goods and services that we require in order to satisfy your wants are generally
classified as necessaries, comforts and luxuries. Let us consider them one by one.

a) Necessaries : There are the goods without which human being cannot exist in
this world They are also called minimum needs of life namely, food, shelter and clothing.

b) Comforts : After satisfying the necessaries of life, human beings crav= for comforts.
Human beings are born not only to live but to live well. Comforts make for a fullex
life of human beings. For a student, a book is a necessary, a table and a chair are
necessaries of efficiency but cushioned chair is a comfort.

¢) Luxuries : Human beings never stop with comforts. After, comforts are satisfied,
he wants luxuries too. Luxury has been defined as something superfluous, something
we could easily do without. Luxury cars, jewelry, silk cloths, cushioned beds are used
in order to increase one's status in the society.

The above classification is only a tentative one and we cannot attach permanent and
fixed labels of necessaries, comforts and luxuries to commodities. We cannot say
that a car is always a luxury and a shirt is always a necessity. The same thing may
be a necessity under one set of conditions and luxury under others. A car may be
luxury for a villager who goes for cultivation, but for a busy official or doctor in a
city, it is a necessity. Similarly, what may be regarded as a luxury in India may be a
necessity in England. Overcoats and electric heaters are luxuries in India but necessities
in England. Hence, we may conclude that goods are necessaries, comforts or luxuries
according to the climate, country and the people we are considering. They are relative
to a person, time and place.

1.9 BASIC CONCEPTSIN ECONOMICS

There are certain basic concepts in economics namely, utility, value, price and wealth.
These are discussed below : :

1.9.1 Utility

We know that goods and services satisfy human wants. This want satisfying power
or quality in goods or services is called utility. It is essentially a subjective or introspective
concept. It relates to inner sentiments and emotions of human beings. It has no physical
or material existence. It resides in the mind of consumer. The same commeodity may
have different degrees of utility to different consumers. Mr.A may enjoy gating mango
but Mr.B may not like mango. There is a difference between utility and usefulness.
A thing may possess utility but it may not be useful. For example, liquor is harmful to
health, yet it may have a high degree of utibity for an alcoholic. Utility is also not
synonymous with pleasure. A thing may posscss utility but it may not give pleasure
when consumed, eg. Poison.

The main forms of utility are as follows :

a) ~ Form Utility : By changing the form of an Article, we can give it grea't.er uti‘lity.
For example, the transformation of a log of wood into pieces of furniture,

b) Place Utility : By trénsporting a thing from one place to another, we can add

utility. When wood is in the forest it does not possess any utility. But when it is

11




UNIT - 2 : BUSINESS FIRM AND ITS OBJECTIVES
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2.0 AIMS ANDOBJECTIVES

The purpose of this unit is to explain what a firm is, what its objectives are and various
theories of the firm evolved by economists,

After studying this unit, you should be able to:
@®  Explain the meaning of the firm;
® List out the objectives of a firm; and

®  Discuss the different theories about the objectives of the firm.

2.1 INTRODUCTION

In economics, firm refers to a.unit of control. It controls productive operations by hiring
factors of production. It sells services to other firms. It takes decision to produce any
commodity. It also decides the nature and quality of the product. It plans to adopt the
method of producing the commodity. In this context it becomes important to note that
economic theory makes a fundamental assumption that maximizing profits is the basic
28 objective of every firm, But in recent years, profit maximization has been increasingly
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they represent titles to property. Hence, they are sometimes called representative wealth.
But free goods like air, water and sunshine are not wealth as they are not scarce.
Personal qualities like honesty, skill, ability and intelligence too are not wealth. They
are a source of wealth but are not wealth in themselves as they are not transferable.

Wealth and welfare

Wealth and welfare are closely interrelated. Wealth is the means and welfare 1s the -
end. Wealth can be used to make people happier and comfortabie. But all wealth does.

not bring welfare. It may actually be harmful as in the case of a bad bak, poisonous
drugs, wine, tobacco, etc. Though the above goods are part of wealth, they do not
promote human welfare. Hence, increase in wealth does not necessarily mean an increase
in welfare. - '

Thus, wealth and welfare do not go together under all circumstances. But, on the whole,
wealth is a powerful means of promoting human welfare. '

Check Your Progress — 4

“All goods do not have value”. Explain.

..............................................................................................................................................

Check Your Progress -5

Explain the cdncept of wealth.

..............................................................................................................................................
..............................................................................................................................................

................................................................................................................................................

1.10 MICRO VS. MACRO ECONOMICS

: 7
There is an important distinction in economics betwéen micro and macro economics.

1.10.1 MICRO ECONOMICS

Micro economics looks at what happens in individual units of the economy. It is the
study of particular firms, households, and commodities. It is concerned with what determines
the prices of individual goods. It also considers what determines the incomes of particular
factors of production. It attempts to explain the working of the markets for individual
commodities and the behaviour of individual consumers and producers. It recognizes
interdependent relationships both competitive and complementary between micro markets.
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As small objects get magnified under the microscope, in micro economic theory, we
study ‘all the facets of problems like the behaviour of a consumer, equilibrium of a
firm, price determination in a single market which are smal} when compared to wholesale
business, population in general, large scale business dealers, etc. For example, micro
economics seeks to explain how the single firm decides the sale price for a particular
product, what amount of output will maximize its profits, and how it determines the
lowest cost combination of labour, materials, capital equipment, and other inputs with
which to produce this output. It is also concerned with how the individual consumer
determines the distribution of his total spending among the many products and services
available to him so as to maximize his satisfaction or utility.

1.10.2 MACRO ECONOMICS

Macro economics looks at the economy as a whole. It is concerned with the overall
performance of the economic system rather than individual parts. It deals with total
or aggregates ¢.g., total national income, total employment, output and total investment.
It is aggregative economics which studies the interrelations among various aggregates
and examines their nature and.behaviour, their determination and causes of fluctuations
in them,

It deals with the economic affairs in general, instead of studying the prices of individual
commodities. It is concerned with the general price level. Similarly, the level of employment
in the economy, the aggregate consumption, aggregate investment are all macro economic
variables. Here, you may get a doubt about the term ‘aggregate’ when we are using
it in explaining macro economics. It is nothing but an abstraction that people find
convenient in describing some salient features of economic life. For example, while
we observe the prices of edible oil, power, telephone calls, movie tickets, vegetables,
every day, we never observe “the price level”. Yet many people (not only economists)
find it both meaningful and natural to speak of “the cost of living” — so natural, in
fact that the Bureau of Ecanomics and Statistics, and other bodies attempt at measuring
it and are widely publicized by the print media.

Among the most important of these abstract notions is the concept of national product,
which represents the total production of a nation’s economy. The process by which
real objects like ballpoint pens, basket balls, cigarettes, cinema tickets get combined
into an abstraction called national product is called aggregation, and it is one of the
foundations of macro economics.

Macro economics seeks to explain why at some times as little as 2 per cent of the
labour force is unemployed and at other times as much as 12 per cent or even more,
and why at sometimes there is full utilization of the economy’s productive capacity as
measured by its workers, factories, equipment, and technological know-how and why
at other times a good part of this capacity to produce goes to waste. It also seeks to
explain why the total of goods and services produced (in other words, Gross National
Product) grows at an average rate of 6 per cent per year in one decade and at an
average of only 1.5 per cent in another, and why in some time periods the price level
rises sharply, while during some other time periods, it remains stable or even falls. In
the words of Edward Shapiro, macro economics attempts to answer the truly “big”
questions of economic life-full employment or unemployment, capacity or under capacity
of-production, a satisfactory or unsatisfactory rate of growth, inflation or price-level
stability.

14 In contrast, micro economics is concerned, not with total output, total employment, or
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total spending for all goods and services combined, but with the output of particular -

goods and services by single firms or industries and with the spending on particular
goods and services by single households or by households in single markets. The unit
of study is the part rather than the whole.

1.10.3 INTERDEPENDENCE

There is no rigid analytical demarcation between micro and macro economics. Both
of them are interdependent and interconnected, for the parts affect the whole and
the whole affects the parts. Changes in the macro economic variables ultimately affect
the micro economic variables, Thus changes in individual output, income and employment

-lead to similar changes in national output, income and employment and vice-versa.

After all, the whole consists of parts. Hence, a general theory should integrate both
the wings of analysis as they are complementary but not contradictory to each other.
They cannot be looked at as watertight compartments. They are like Siamese twins.

Check Your Progress —6

)] What is Micro Economics? -

..............................................................................................................................................

1.11 POSITIVE ECONOMICS AND NORMATIVE ECONOMICS

Now we will distinguish between positive economics and normative economics.

1.11.1 POSITIVE ECONOMICS

It is concerned with things as they are. It studies as to how the economic system
works. Here one is concerned with observing the world as it is. A greater part of
economics is of this kind. Positive economics attempts to describe and analyse the
existing situation rather than suggesting how to change it. It is not based on any ethical
considerations. It seeks to explain and predict the economics phenomena. For example,
we may be interested in increasing the revenue of the State and the production of
alcohol may be encouraged. Here the positive economist may not be seriously bothered
whether production of intoxicants will be detrimental to the interests of the people or
not. He is merely interested in seeking ways and means by which the total revenue
of the State can be increased. The theories in positive economics are based on a set

Or. BRAOS un.llu //’éL?éQ
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of assumptions. It is also called theoretical economics.

1.11.2 NORMATIVE ECONOMICS

Normative or welfare economics is concerned with ‘what ought to be’ rather than
with 'what actually is’. It provides economic policies. It is based on our judgements
about what is good and what is bad and hence it is mixed up with our philosophical,
cultural and religious positions. It is based on our value judgements. In discussing economic
problems with our friends, we suggest what the government’s economic policy ought
to be, how Government should act to increase the level of employment; how to change
the tax system and so on. However, the subject of welfare economics is concerned
with the well-being of the people as.consumers and producers. A normative economist
may plead for prohibition on ethical grounds even though the State may be losing some
revenue. The important task of normative economics is to define an ideal economy
as an economy that can give maximum satisfaction to individuals from the available
resources.

The distinction between positive and normative economics can be explained with an
example. The questions like 'what government policies wili reduce unemployment?’

and ‘what policies will prevent inflation?’ are positive ones, while the question ‘ought

we to be more concerned about unemployment than inflation?’ is a normative one. In
other words, positive economics deals with description, whereas normative economics
deals with prescription-what a firm should do and how it should achieve its objectives.

Check Your Progress -7

What do you mean by Positive Economics ?

..............................................................................................................................................

1.12 RELATIONSHIP OF ECONOMICS WITH OTHER SOCIAL SCIENCES

Economics is what Samuelson calls “the queen of social sciences”. A social science
basically deals with human behaviour and so does economics. Economics being one
of the social sciences, is closely related to other sister social sciences.

i) Economics and Politics

Originally Economics was called as Political Economy The relationship between politics
and economics is the closest. All political problems have their roots in economic causes.
Political institutions affect the economic conditions and economic conditions in turn
affect the nature and form of democratic institutions in an economy. Colonialism for
a long time was responsible for the misery and poverty of Indian masses. Therefore,
there is a close connection between economics and politics.

ii) Economics and History

History is a record of past events. It studies the social, political and economic conditions

g vaa -
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of people at different periods of time. Hence, economic conditions are a part of History.
For undersanding the present-day economic problems, we need their background history.
History is also useful in establishing or verifying economic laws. It does not merely
tel} us the stories of kings and queens. 'Fhe oloseness between Hmtony and Bccmomtcs
can be expressed.as follows:: . .. o RS R S

“Economis, w1thout htstory has no root I-.hstory wnhout Econonncs has ‘ng *frmt"

iiii) Economlcs and Ethlcs

Ethlcs 1s concemed wrth morals It tells us what is rlght and w‘hat 1s wrong Fthlcal
or morql consrderatlons govem all economxc actwttles An economlst cannot say “nght”

pure scrence and as sueh _,‘t 15 not concerned w:th rlght or wrong lt ;s Sald to be neutr&l

‘with regard to ends.

Economics also draws heavily from subjects such as psychology and anthropology
Knowledge of math,emat;cs is also needed to understand the basic. economic principles.
(But logical reasoning is the key to success in understandmg, mterpretmg and solvmg
basic economic problems and principles and issues). Economics is also related to statistics.
Government and business frequently collect and issue'vast amounts of numerical-informatios:
These are used to study such things as per capita income, tax rates, corporate profitability,
agricultural production, industrial growth; étc. This type of information is:ithmensely
helpful in pohcy formulatlon

1 '13 BUSINESS ECONOMICS OR MANAGERIAL ECONOMICS-

The economlc polltlcal and busmess envnronment is undergomg a sweepmg change
throughout the world. The world is shrinking at an amazingly rapid pace, and the countries
are becoming borderless. The revolution in communications, the unification of Europe,
the collapse of communism in Eastern. Europe and former Soviet Union;, the disappearance
of licence-permit raj in India, gigantic flows of foreign capital and direct foreign investment
throughout the ‘world including countries such as China, and the movement toward a

. market economy in former communist and socialist countries, all leading towards a

truly global economy

In such a rapldly ehangmg world managers of frrms today are. faemg a dlfﬁcult task.
They cannot bank on their commonsense and experience only while taking decisions.

They have to equip themselves with necessary skills to enable them to take the right -

decmons Resources — men, material and money are scatce and managers have fo
make the best use of these resources to achiéve the firm’s objectwes The proﬁtabahty
or otherwise of a firm depends upon the decision-making capacity of the managers.

A study of Busmess or Managenal Economrcs helps the managers in takmg proper

decrsrons

1. 14 DEFINITIONS OF BUSINESS ECONOMICS

Managenal Economnos or, Busmess Econormcs isa growmg subjeet and lt ns an mterdlscnplmary '
.subjectr Eventhough it is difficult to. bound the scope of the subject whlch is still | growing,

in a few lines, several managerial economlsts tried to define it and we give below

" some of the definitions.
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Spencer and Slegelman : “Man-agenal Economic- is the Inte’gratmn of economlcztheeory

with business practice to facilitate decision-making and forward planfning™. v se wan '

W.W:Hayness : “Managerial Economics is the study of the allocation of the-resources’
available to a firm or other unit of management among the activities of that umt

RS LT I M{
Prof Evans J.Douglas : “Managerial Economics is concerned with the apphcatlons
of* econormc principles and methodologies to the decision-making process w1th1n the’
fifm or ‘o¥ganisation under conditions of uncertainty. It seeks to establish rules and’
principles to facilitate the attaintment of the desired economic goals of management.
These economic goals relate to costs, revenues and profits, and are imporiant within
both the business and the non-business institutions”

Jam:lzi"Phppas and Eugene Brigham : “Managerial Economics is the applications

of économic theory and methodology and tools and techniques of decision sciences

to busmess admmlstratmn practice”.

Domuuck Salvatore : “Managerial Economics refers to the applications of economic
theory and the tools of analysis of decision science to examine how an orgamsatlon
can achieve:its alms or objectives most efficiently™

A critical analysis of the above definitions reveals that managerial economics means
different things to different authorities and defining rnanagerlal economics is like describing
an cigphant’by cight blind men. However, the following features which are common

in §éVerdl definitions may be drawn to undcrstané somewhat clearly what managenal :

econOmws appears to be:

i).-.r-- - 'sManagerial economics is concerned w1th decision problems of business firms.
+n.3dt deals with identification of the decision problem which is mostly economic in
.mature; and the choice of alternatives to allocate resources which are scarce,

-+ in thermost efficient manner. In other words, it is concemed with optimal allocation
- #.0f scarce:resources.

1) Manager:a! economics is goal-oriented and it 1s prescriptive and not descnptwe
oo It dedls: thh how decisions should be made in order to realise organisational
o 'goa]s

iiii)": Managenal economics is pragmatic. It is concerned with those analytical tools
<,;.wh1ch arge useful in improving decision-making. It liberally draws the necessary
toojs from de01smn sciences.

iv) Managerial economics helps the managers of the business firms to solve decision
probiems in the most efficient way and realise the objectives of the firms. v’v}nch%
means Managerial Economics draws heavily from Micro Economics which deals
with-economic problems of business firms. Among the definitions discussed above,..
the definitions given by Pappas and Brigham and Salvatore seem’td be most;

~ appealing. Managerial cconomics in fact provides a link between traditional 'econonTics -
* and the decision sciences such as Quantitative Techniques or Mathematiosaid’
j*"'g_'Statlstics Econometrics, Operations Research, for managerial dec;slon-mhkmgrf

" 'and such a link may be explained through the foltowing chart

s
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As dlscussed already, Busmess T:,conormcs is'a developmg subject and it is mterdxsmplmary:‘

in nature. Eventhough there is no unamrmty among Manager:al Economists regardmg
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Let us explain them one-by-one.. = .
i) Profits . ' e

Every ﬁrm whethef it is in the public or prlvate sector, must maku: pmflts in order to
survive: and proSper Whatever may be the other goals of a business firm, profit is
one of the most 1rhportant obJectlves“of a firm’ Hence it is necessary for'a Managerial
Economist to updetstan& the nature of prifit, the various theories’ of profit and profit -
policies. The nature of profit, the various profit theories, the measurement problems
of proflt profst pohcws, proflt planning and control constitute the subject-matter of
Business' Economics. -

i) Demantl A’iialysi"s'l‘an'ﬂ Demand Fo;eo'ﬁsﬁng

A firm cannot survive without profits and if cannot maKe profit unless its products
are saleable — unless there is demand for the products. The quality of the product
may be the best, the productlom process, may be the most efficient, and the price may
be the lowest. But all these aspects will, be of no use if there is no demand for the
product. Sales Forecasting or Demand Forecasting of the- firm’s products will help
the firm in planning for production and in controlling its costs. Demand analysis helps
the Managerial Economist in. making reasonably good estimation of demand and-a.good-
sales forecast. Thus demand analysis ~ the nature of demand; the kinds of demand;
demand distinctions, elasticities of demand, methods of" demand forécasting and the
criteria of a good forecasting method constitute the subject matter of Business Econorics.

iif}  Production and Cost Analysis

An analysis of production processes and costs will help the business firm in arriving
at optimal input-output decisions (i.e., the most efficient input-output decisions). Only
those firms, which are able to control costs, can meet competition effectively. There
are certain costs, which are relevant for decision making. An understanding of various
cost concepts is essential for decision making. Proper classification of costs will help
in-making use of certain togls-and techniques such as Cost-Volume-Profit Analysis’
and In€refvesital t’ostmg for | proﬁt plannmg zind phcmg decisions. Hence Prédubtton_
and Cost Analysns w1ll constltute the sub_;ect matter of Busmcss Economics.

lv) Ma_rk’gt __S_trnctiiré',lCompetition and Pricing

The pricing strategies and pricing policies of a business firm depend among other things,
on the kind of competition a firm faces. If the firm is virtually in a monopoly position,
it may adopt one particular pricing policy. It is necessary to understand the different
kinds of competition, for pricing decisions. Market Structure, Competition, Pricing Policies:
and Pricing Methods form the subject matter of Business Economics.

v) Pricing Policy, Methods and Pricing Practices

A firm which is in an oligopoly market (a. market where a few firms operate, each
having a substantial share of the total ‘market), may adopt a stable pricing policy. A
firm which is facing stiff competition against a large number of firms in the market
on the other hand, may indulge in frequent price cuts and it may find favour with incremental
pricing technique. A firm which is virtually in a monopoly position, may adhere to what
is called ‘full cost or cost plus’ pricing. A firm introducing a new product, may fix a
low penetration price expecting rapid expansion of demand in the near future (and
hence manufacture on a large scale, having low margins while fixing the price). Pricing
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Pricing objectives, pricing policies,
matter of Business Economics.

palicy Gf a firm i based on the vety philosaphy of a firm. The pricing policics and
practices of'a firm depend on various factors — the competitive situation — actual and

' Pﬁtﬂltm],ﬂle bbj#éfi&eéi of the firm-both shori run and long run and so on.

pricing. methods- and pricing pi-actices_ form the subject

vi) Capital Budgeting Decisions ' -

Once a decision to make investment on capital projects is taken by a firm, and once
the investment is made, the costs are sunk and the decision is irrewi;rsib!c, Any wrong
dec.sion made will have adverse impact on the firm and the consequences will be far
reaching. The significance of capital -budgeting, the need for investment on capital
projects and different methods .of appraisal: of capital projects constitue the sﬁbject

Fe -

matter of Business Economics. -, . . . ... -

vii) .. Regulation : the Goverament and Ecomomy : ;i .-

Govethment interveries in‘many ways in business, industry, trade and profession. Fos
example, @ license is ‘generally required 't enter and remain in many Businesses such
as operating a liquor shop or a medical Stor,e.' Patent granted by the Government to
an inventor is another examplé ‘of hiow the Governrient intervenes to protect inventor
Who has the exclusive right to use of the inventjon for a specified number of years.

invention in exchange for royalty payments,

The patent.holder can use.the patent directly or grant.a license. for others to use the

Government also intervenes'in the: économy in ‘order to protect consumers against unfair
trade practices, -‘quké‘r"s‘- againist hazardous Wworking COndit'ith' and the environment
ﬁga‘i’tist‘pol_l’ﬁtibni'an_d de'g‘rhdation;i; CTARE P e e

LT e L e e T, e DL e e T e R
These governmental regulations also form the subject matter of Business Economics.

Asis falg-’e’ady meﬂ-t:ioned,‘B'ijsin‘ess Economit;_s-i'sli-ﬁkcd' to tfadit’i'ohal-e.ebndniic theory
and it draws liberally from decision sciences suck as Operation Reseaich. - '

' 1.16.1 BUSINESS ECONOMICS AND ECONOMICS,

Business Economics is basically normative:in nature.and a Business Economist has:

_topr(wide prescription for managerial decision problems of the firm: He has to advise

! the business firm — what it should or should not do in.order to-realise its‘goals. Business

Economics also draws ‘on positive economics by utilising the relevant economic theories
as a basis for prescribing choices. The roots of Business Economics are well-entrenched
in Micro Economic Theory. Price theory, demand analysis, market structure and competition,
production and cost analysis are essential elements of Micro Economics which Business

Econorics liberaily draws upon. Macro Econontics is also useful for Business Economics: *

Since 4 business firm is a sub-system in the economic system and since it is not operating
in isolation or im a vacuum, ‘sifice tnacro-cconomic policies: of the governmént such as

! bank rate, import and export policies, tariff rates, effect the functioning of the firm, it

1s necessary for the Business Economist to study carefully the macro economic environment.

A knowledge of Macro economic issues and policies will help the Busienss .Econom_ist

in giving sound advice to the firm and enable it to realise its goals.
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4.5 Bijsiness Economic

. Agoording to Adam Smith,:

1.16.2 BUSINESS ECONOMICS AND OPERATIONS RESEARCH

Opc_r'ations_Rcsearch as a specialized subject has evolved during the Secona World

- War. Both operations rE?;?archandg{cf:ogomw;Ihegrygxejcgncemcd with model building,

by wug o GEL e - 2 .
Sorhe GF the Operations Resear odels such as quening thegry, linear, progracyming.
Rie’ d ih Business Economics, Whilo.ccgnomuc sheory hag dealt
g_ﬁX:m:zaiibn of profits and minimization of costs, operations
research focussed sttentionzon the doxice ‘of Gptimizitiofand the concept of optimization®

has been used widely in Business Economics. This cdﬁéé“fﬁfi'&ﬁ'f‘épti’fﬁiza”tiéri'ixs”éd' in

‘Business Economics is in fact borrowed from operations research. Incremenial reasoning

widely used in Business Economics is closely neﬁt&é‘ﬁ%&;ﬁk@ﬁiﬁﬁhd@liﬁﬂ@gﬁﬁg models
of Operations Research. .. : S
PP VR dnnl Sl
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s and Accounting. .. - e
The focustob Accountingis-fadt eHangitig froth the oncept of “scorekeepng™ to' that
of “mignagetial decision making”. ‘Phistrend has led to the evolution of a new-specialization
known as “Managerial Accounting” and the Cost and Rievénue-inforination generated’
by Managerial Accounting is found to be relevant for Managerial Economics. There
is much commonality betweeniBasiness Beonomics and: Man#gerigdiAvsovhting and

s such as Cost-Yolume:Profit Apalysis and Incrementa] or Differential,
used css Ecanomics a5 well as Managerial Accounting.

‘used in Biisiness Ecanomies as well as !

SRR
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1164 BFUSINESS ECONOMICS AND ECONOMETRICS . oo .
Miithiematiéal Bcorlotnics is used 1o express in‘equationdl fOff, the econoiiiit models
postulited iri éconotitic theory such ds demand function. E¢Bnotettics applies statistical

aepsy ot vl L
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tools (particularly regression analysis) to realiworld data to-estiniste the Todéls postulated

by econgmis, theory and. forecasting. Thus.some «of the methods-of demand forecasting:
in.Business Economics make wse of Mathematigel Ecanomics and Econometric. modgls.:
The statistical tools such as Correlation and Regression techniques, Time SerissoAnalysis,

are made use of in Business Economics for Demand Estimation and Demand Forecvastingh
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Economics deals with the problem of scarcity and shows how t_:hoiccs should be made.
Economics studies the ecobic: aspect of taxMsITRINGworky SHlies ) Lot

Faators o Production -« land; dabour; capital aud: entreprencurship:— areused:im the.
process:of producing:goods of services. Economics is:conperned with the:human belraviour. '
Hereezid it cutled a-sboial-stience! I fact:itiis. the ‘queén ofssocial:scienses. ' The:
subjecthatteys sfecononics denls -with the basic-problems:such.as ‘what to-produce,
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~ positive and normaftVe approathies afi ‘the twd
- the definjtion, scopé of Bu

- of scarce resources: (men, fifaterial and money) which &fe ta'betd
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No human being can satisfy the unkim;wammhmh%’fmmthzfm'ﬁiaeemﬁﬁ person.
Wants are not only competitive but also complementary-to each other. A chg{lmogi;ty
or service can have utility if it satisfies human wHiits Vati€ of a cotnttiodity, whichis
scarce, possesses utility and it is transferable. If we express yalue, in.termg of money,
we call it as price. Wealth, which is also scarce, possesses utility and it is transferable
from one place to another. So, anything whichhas value'ishivealtin’? o 40
Positive economics studies the working of the existing eCondthici systerh. 1 iticoncefnied
with ‘what actually is’ whereas, ‘what ought to be’ is dealt b?(‘,porp}‘q_t@gclngnomi‘gs.
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Eci.omists have classified econoriic Aalysis inio two,branehes o Miere angd Macre.
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Micro econiomics is concerned with the eleh énts of eco Activity = thefirm.and

the gonsymer. In other words, it takes particular indjviduals, households, firms, sndustries
or prices of different commadities as the unit of study, On the other hand, macsoeetpomics

studies.the gconomy as.a. whole. It deals with the ultimate.determinants ofithe: whole
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; arch and econometrics for finding op i the most satisfactory solutions
to the managerial decision problems at the level of the firm: The firm and the managerial
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Since the subject matter of Business Economics is focussed on 1dentifying and:-solving
the decision problems at the managerial level, Business Economics draws that part of

economic theoryand: ‘m'eth'odo'log'Y’%_v@ﬁib'ﬁ‘-‘%§‘_fthcfﬁ?‘ for dgcis-idﬁ’iﬁakfﬁ’g%ﬁcf"ft" dées not
consider abstrast econothic theorigs’atd behaviour analysis!Blisiness econofiits also
draws liberally from other'decision sciencessiich as-operations research, §€dnometrics

arid managerial accounting, venthough it isréoted i edonomtic’ theory! Busifieds Eeonomics
draws predominantly” from:-Mitro Eeotiothic FRetry $uch A8 detndndithesry ‘praduction
andcost analysts;market stidture antt coiipetition: Sinced busin€ss  firm ‘ddes not
operate in isolation, since it is a part of the economie’systemm; it ty effecfed™y macro
economic policies and changes. Hence, & Business Economist eannot affprd ta jgnore

P NP k. s A
mac flomic énvironment.

FERTE IS R E it b e DR IRy VDL

i pE e e T B S T R B

N MM AIS . ' :
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'of Micro. Economics which Business

Economics liberally draws upon. But the knoﬁié.dge of macro issues and policies will
help the Business Economist in giving sound advice to the firm and enable it to realise
its goals. ' S oo
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(i)
(i) _ ‘
W)
)
i) -

(vii)

ubject- m_att_cf of Business Economics consiz;ts of:
Proﬁtsr

- Demand Analysis and.Demand Forecasting

production and Cost Ansysis

Market Structure and Compa_‘.tit'iciﬁ ‘ 4

Pr‘iéian'PoI_icy, Mefhd&s and Pncmg Practices = -

Capitai Budgeting Decisions -

Regulation : The Government i_nd Economy

1.18 CHECK YOUR PROGRESS : MODEL ANSWERS

l ~

The discipline of economics studies the-problem of scarcity and shows how choices

- should be'made. It helps in'understandifig what is gainied and what is sacrificed

- each time a choice is made. Bécause choice is so Ppervasive, it is not surprising

-1t takes risks by int'rod'u_cir_l
- Products; - e

‘or marketable.

that a great deal of intellectual effort has gone into studying it. The result of
this is the field of economics, Hence, economics is the study of the allocation

of scarce resources among alternative artd competing ends.

- -1t has-been customary to classify factors of production into three: Land, Labour
- and Capital. Bat in recent times, econiomists have begun to speak of entrepreneurship

or management as-a fourth factor of production. It is popularly called as organisation.
2“both new ways of ‘making 'o'id" Products and new

Thé:_ _squéct‘ r'hatter‘orf economics i_s .:- (i) Consumption; (it) Prbduétion; (iigi)-Exchangc' '

and (iv) Distribution.

All goods do not possess value. In economic sense only. economic goods have

value . These goods- should possess three qualities to have value. They are (i)
They must possess utiljty; (i) They must be scarce; and (1ti) They must be transferable
In the _ordihary language; "wealt'lux;, is meant by peopls as money.- But m economics,-
money. is not the only form of wealth. Anything which has value is wealth in .

- economics. In economics, the term wealth is synonymous with economic goods.

Econgmic goods are scarce and command a price in the market. In order to

. call anything as wealth, it must possess three attributes. They are: (a) It must

posses utility (b) It must bé_scarce in relation to its demand (¢} It must be transferable

. from one person to another. .

i) Micro economics looks at what happens in‘individual units of the economy,
It is the study of particular firms, households, and commodities. It is concerned

. with what determines the prices of indiyidual goods. It also considers what

. determines the incomes of particular factors of production. It attempts to

explain the working of the markets for individual commodities and the behaviour

of individual consumers and producers.

g Macro economics looks at the economy as :a; whole. It isl.c‘on'Cefnqd with

the overall perfortnance of the economic system rather than individual parts.
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It deals with total or aggregates eg., National Income, total employment,
total savings and total investments. It is aggregative economics which studies
the interrclations among various aggregates and examines their nature and
behaviour, their determination and causes of fluctuations in them. It deals
with the economic affairs in general. Instead of studying the prices of individual
commodities, it studies the general price level.

Positive economics is concerned with the things as they are. It decribes or analyses
the existing situation rather than suggesting how to change it. The theories in
positive economics are based on a set of assumptions. It is also called theoretical
eCOTOICS.

Managerial Economics is a developing subject. It is interdisciplinary subject. Some
econormsts opine that it is applied micro economic theory. Defining managerial
cconomics is like defining an elephant by eight blind men. However, the following
definition appears to be a satisfactory one: Managerial Economics is the application
of economic theory and methodology and the use of tools and techniques of decision
sciences to find out optimal solutions to managerial decision problems and to
realise the objectives of a business firm. Eventhough managerial economics helps
in solving deciston problems of a business firm, the concepts, tools and techniques
of managerial economics can be used fruitfully to solve the decision problems
of a non-business organisation as well.

1.19 MODEL EXAMINATION QUESTIONS

L
1.

10.

Answer the folowing in about 30 lines each.
What are the basic economic problems of an economy? Discuss.

Define egonomics and explain its nature and scope.

What is the purpose of economic thcor}" How can it be useful to economic
policy?

Explain the nature and scope of Business Economics. How is Business Economics
related to Economics?

- Explain the scope of economics buy analysing the definitions of it. How is Business

Economics related to Economics?

Explain the relationship between Micro Economics and Macro Economics. How
is Business Economics different from traditional economics?

Explain the significance and the chief characteristics of Business Economics.

How is Business Economics related to traditional economics ? Discuss the subject
matter of Business Economics.

Define Business Economics. What is its significance? What is the subject matter
of Business Economics?

Explain the characteristics of wants and classify them.
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Answer the following in about 15 lines each.

1.  Explain the factors of production.
2. What is meant by utility? Explain the main forms of utility.

3. What is meant by positive economics and normative economics? Is business econonucs
positive orf normative in nature?

4. Distinguish between Micro and Macro Economics.

5.  Define Business Economics.

6.  Explain the relationship between Economics and History.

7.  What is the subject matter of econemics?

8. Expl‘ain the relationship between economics and business economics.

What do you mean by Business Economics?
10. Explain the scope of economics.

11.  Explain in brief the basic concepts in economics.

1.20 RECOMMENDED BOOKS

1. James Pappas and Eugeﬁe Brigham : Managerial Economics
2. Dominic Salvatore :  Managerial Economics
3. V.G Mankar . Business Economics

4. P.L. Mehta ‘ :  Managerial Economics
5. Varshney and Maheshwari : Managerial Economics
6. D.N. Dwivedi . Managerial Economics

1.21 GLOSSARY

Consumption : The total expenditure on goods and services.
Goods :  Commodities or services for which there is a demand.
Macro Economics : That part of economics which is primarily concerned

with the study of relationship between the broad
economic aggregates.

Micro Economics : That part of economics which 1s concerned with
the study of the individual decision units.

Normative Economics : It is concerned with ‘what ought to be’ rather than
with what ‘actually is’. It is based on value judgements.

Price : : Value expressed in terms of money.

Production : The Process of making goods and services.
26




Positive Economics

Utility
Value

lf Wealth

It is concerned with things as they are.

The satisfaction, pleasure or need-fulfilment derived
from consuming some quantity of a good.

Purchasing power of a commodity in exchange for
other goods and services.

Anything which has value.
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UNIT - 2 : BUSINESS FIRM AND ITS OBJECTIVES

Contents
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2.0 AIMS AND OBJECTIVES

The purpose of this unitis to explain what a firm is, what its objectives are and various
theories of the firm evolved by economists.

After studying this unit, you should be able to:
®  Explain the meaning of the firm;
®  List out the objectives of a firm; and

@  Discuss the different theories about the objectives of the firm.

2.1 INTRODUCTION

In economics, firm refers to a.unit of control. It controls productive operations by hiring
factors of production. It sells services 1o other firms. It takes decision to produce any
commodity. It also decides the nature and quality of the product. It plans to adopt the
method of producing the commodity. In this context it becomes important to note that
economic theory makes a fundamental assumption that maximizing profits is the basic
objective of every firm. But in recent years, profit maximization has been increasingly

i X4
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questioned by economists and several alternative theories of the firm have been evolved.

2.2 THE CONCEPT OF ‘FIRM’

A firm is that which mobilises resources such as raw-materials, labour, etc., to produce
goods and services. It sells goods and services to individuals and to other firms. The
firm is an individual organising unit of control of business activity.

Considering the legal commitment, the firm may be an individua' unit, which is owned
and controlled by a single person (popularly known as sole proprietorsh ip), or it may
be a partnership firm (where two or more persons agree to share the profits of a firm
carried on by all or any one of them acting for all, governed by Indian Partnership
Act of 1932}, or a Company (registered as per the Companies Act, 1956), er a statutory
corporation (created by an Act of Parliament or State Legislature), or a Cooperative
Society (formed and registered under the Cooperative Societies Act). Irrespective of

-the form of ownership a business firm is a purposive orgartisation whose aims are

directed towards achieving identifiable ends, purposes or objectives. A firm without
clear objectives is like a rudderless ship.

Check Your Progress - 1

Define a ﬁﬁn.

2.3 OBJECTIVES OF A FIRM

According to Peter Drucker, a world renowned management consultant and author of
several books on management, the prupose of a business is to create a customer, and
a business enterprise has only two basic functions — marketing and innovation. According
to him, the aim of marketing is to know and understand the customer so well that the
product or service fits him and sells itself. He defines innovation as the task of endowing
human and material resources with new and greater wealth-producing capacity. He
strongly feels that innovation is crucial to economic development. Drucker states that
objectives must be derived from “what our business is, what it will be and what it
should be” '

Objectives, according to him are the fundamental strategy of a business and they must

be capable of becoming the basis as well as the motivation for work and achievement.

While traditional economic theory states that the basic objective of a business firm is
to maximize profits, modern theorists opine that there must be multiple objectives. There
1s no unanimity regarding the objectives of a business firm and economists have evolved
several theories about the objectives of a firm.

Some of the important theories are:

a)  Profit maximization theory of the firm
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b)  Sales (Revenue) Maximazation subject to some satisfactory level of profit.
¢) Wealth or Value Maximazation theory of the firm |

d) Long-Run Survival ,

¢)  Size Maximization

f)  Managerial Utility Maximization

2.4 PROFIT MAXIMIZATION THEORY OF THE FIRM

According to Joel Dean, a distinguished managerial economist, a business firm is
an organization designed to make profits and profits are the primary measure
of its success. Traditional economic theory as already mentioned, makes a fundamental
assumption that the primary objective of a firm is to maximize profits. For a long time,
_ this assumption was accepted without any criticism and the entire micro economic
theory was evolved based on this assumption. But the theory gradually faced increasing
criticism from modern economists. Perhaps, during the times of classical economists,
when most of the firms were managed by single owners or sole proprietors, the assumption
was relevant and valid to a great extent. The owner-manager of the firm was assumed
‘to strive hard to maximize the firm’s short-run profits.

The modern economy is dominated by giant firms. Most of the firms are Joint Stock
Companies. The owners are the shareholders dispersed over several regions of the
country/world and the decision-makers are the paid executives who professionally manage
the firm.

There is separation of ownership from management in the Company form of organisation,

where the paid executives may set standards or targets of reasonable profits, rather

than attempting to maximize profits. No one denies that profit is an important objective

of 2 business firm without which the firm cannot survive. But there is disagreement
regarding the goal of “maximization of profits”.

Critics point out that to maximize profits, the firm needs full information on the prices
of factor inputs, future demand, competitive conditions, etc. Future is uncertain and
information is inadequate and hence it is not possible to attain the goal of profit maximization
in a dynamic, uncertain world.

2.5 SALES (REVENUE) MAXIMIZATION THEORY

Economists like William Baumol have evolved ‘Sales (Revenue) Maximization’ theory
" as an alternative to profit maximization theory. Baumol opines that a firm strives to
achieve certain level of profit and within the profit constraint, aims at maximum sales.
The ‘certain level of profit’ is generally the profit level that keeps shareholders happy.
Sales are in terms of revenues (Rupees/ Dollars) and not in terms of physical units
of goods and services. Baumol made an empirical study of several large firms and
found that sales maximization was the primary objective of these large firms and not
profit maximization. These large firms were joint stock companies, where there is separation
of ownership and management and it is the managers (who are paid executives) and
not owners (shareholders) who are the decision-makers.

The shareholders who are collectively supposed to be the owners are hardly involved
30 ip decision-making. The reasons why the managers were aiming at sales maximization
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sub‘jéct to profit constraint appear to be as follows:
a)  The salary and other perks of the managers are related to sales revenue

b) Banks and other leading agencies take into consideration the sales revenue of
the firm while financing.

¢)  The trend in sales revenue is considered to be a good indicator of the performance
of the firm

d)  Managers find it difficult to achieve profit maximization objective vear after year.
Profits may fluctuate with changing conditions - economic, political, social, technological
and competitive. Environment may change from time to time and it is difficult
to maximize profits in an uncertain world. Moreover, the managers may not be
rewarded if they are successful in maximizing profits in a year but in an attempt
to maximize profits, if they fail and if the firm suffers losses, they may be blamed
and their jobs may be at stake.

e)  Growing sales strengthens the competitive spirit of the firm and larger sales and
higher market share will.enhance the image of the firm. Promotions of the managers
are linked to growth in sales and increase in market share of the firm.

But Baumol's sales maximization theory subject to profit constraint may be relevant
to some extent in the case of large firms in an oligopoly market but empirical validity
of sales maximization objective is not conclusive.

2.6 WEALTH OR VALUE MAXIMIZATION THEORY

Firms exist in the society because of their usefulness. They produce goods and services
needed by the society and distribute them. They pay taxes when they make profits.
They provide employment to the people. Shareholders, managers, workers, customers,
suppliers, and creditors ate directly related to the firm. If several firms in the society
do well, the society prospers and if many firms fail, the society is doomed.

The basic model of the firm is derived from what economists term ‘the theory of the
firm’. Traditionally, the objective of the firm was assumed to be profit maximization
(as was already discussed) — the owner-manager of the firm was assumed to aim at
maximization of profits in the short-run. With the advent of the company form of organisation,
and with increasing criticism against ‘profit maximization’ concept, an alternative model
of the firm was evolved and the primary objective now is assumed to be wealth or
value maximization of the firm. It is assumed that the firm continues to operate for a
long period of time and it is not going to be liquidated or wound up. It is also assumed
that it is possible to estimate expected future profits of the firm throughout its life.
The expected future profits are discounted to the present value by using appropriate
discount rate. The appropriate discount rate depends upon the risk and uncertainty
faced by the firm. The greater the risk and unceratinty, the higher will be.the discount
rate. A firm engaged in finance business faces greater risk and uncertainty and the
discount rate hence, will be higher whereas a firm engaged in the distribution of domestic
gas faces less risk and uncertainty and therefore the discount rate will be much lower.

The discount rate also depends upon the present rate of inflation and the expected
future rate of inflation. If the price level is stable, and when the rate of inflation is
negligible, the discount rate will be lower. On the other hand, if the expected rate of
inflation is higher, and when the present rate of inflation is significant, then the discount
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rate will be higher because the discount rate will be adjusted to the inflation rate.

The value of the firm is its present value which is the value of its expected future

profits discounted back to the present at an appropriate discount rate (discounting is-

converse to compounding).

VALUE OF THE FIRM OR Present Value of expected future profits

WEALTH OF THE FIRM _ of the firm

If expected future profits of a firm over a period of its life of say, ‘n’ years are P +P,,P,
+ ... +P

P 1 P 2 P n
PV —- + + .....
(+r)! (14r)* ()
n Pt
=3 -
o (D)

(The above equation assumes that you are familiar with the concept of discounting
and PV which is discussed in the next chapter).

Where,
PV = Present Value of the future profits of the firm

r = The appropriate rate of discount used to discount the future profits to the present
value

n = the number of years

P, P, and so on and so forth represent the expected profits in each of the years ‘t’.
It is the sum of the PV of future of profits of each ¢f the years from 1,2,3... to ‘n’
years.

Many critics have questioned wealth or value maximization theory of the firm. They
point out that managers of the firm may be more interested in power, prestige, leisure,

employees' welfare, greater control than in maximizing the wealth. They may strive

to achieve satisfactory profits rather than maximizing the value.
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Check Your Progress -2

Explain wealth or value maximizatin theory.

.........................................................................................................................

2.7 LONG RUN SURVIVAL

Some economists such as Rothschild have suggested that firms aim to survive over a
fong period of time. The dividends of the sharcholders, the safety of their capital, the

‘present and future compensation in the form of salaries and perks and promotions of

the managers and their job security depends upon the continued existence of the firm.
But the objective of long-run survival is difficult to measure. No firm would like to
face bankruptcy and every firm would like to survive and prosper. This cannot be
considered as the primary or specific objective, Long-run survival at best may be considered
as one of the several objectives of the firm and not the only objective of the firm.

2.8 SIZE MAXIMIZATION THEORY

Some economists such as Pensore suggested growth or size maximization in terms of
sales, assets and/or the number of employees as an alternative objective of the firms.
Managers have great interest in growth because they gain prestige, personal satisfaction
and better position. Grov/th gives them a feeling of achievement and a sense of pride.

2.9 MANAGERIAL UTILITY MAXIMIZATION

Berle-Means, Galbraith and Williamson have sugzested alternative theory of the firm.
In large corporate firms, the ownership and managerial control are vested with different
kinds of persons — ownership with shareholders and managerial control with management
team, consisting of paid exccutives. Eventhough, theoretically shareholders have the
ultimate power to direct and control the firm, the actual powers are vested with professional
managers, who are paid executives. The professional managers have no personal interest
to maximize profits. They are free to pursue their own goals once they have achieved
a desirable level of profits that will provide satisfactory dividends to the shareholders.

The managers may try to expand the staff under their control; the more the
number of staff that report to the manager, the more happy he or she feels. Increase
in the number of subordinates will enhance the status of the manager. The managers
also woulld like to enjoy perks in the form of expenditure for entertainment, luxurious
office, luxurious car, etc. Expenditure of this nature, to a great extent will enhance
the power, prestige and- status of the manager and he will have the feel of having a

large empire of which he is the ruler. Berle-Mean-Galbraith-Williamson Models of Managerial

Utility theories are perhaps more relevant to the Jarge firms.
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1) The opportunity cost concept

it) The incremental Principle

| 11} The discounting principle

iv) The concept of time perspective

i) The Opportunity Cost Concept

The *opportunity cost’ is the value that must be foregone in using a resource for one
specific purpose or in undertaking one specific activity. In other words, it is the value
of the next best alternative sacrificed. It arises because of the fact that resources

~are scarce. A resource that is used for one purpose cannot be used for something

else at the same tithe.

For example, A student.completed B.Tech and he got a job offer of Rs. 2,00,000 p.a.
He turned down the offer and joined a two year MBA course. The opportunity cost
of doing MBA for him is the salary foregone for two years by not taking up the job.

Opportunity Costs are the costs which are not incurred and hence easy to overlook
but the costs which are not incurred also play a significant role in decision making.

ii) The Incremental Principle

When a decision has to be made, regarding a change in the volume of business, some
costs will change as a result of the decision, but some other costs will not change.
The only costs that are relevant to the decision are those that would change
as a result of the decision and such costs are called incremental costs. Those
costs that do not change as a result of the decision are called sunk costs and
they are irrelevant for decision making. For example, a decision to add another
shift of workers in order to increase output would increase relevant variable costs
such as wages, raw materials, etc., but it would not change the cost of land, building,
machinery and other fixed assets, If the decision to add another shift of workers is
not taken, then there will not be additional costs of wages, raw materials, etc. Incremental
cost is the change in total cost (increase or decrease) that results from a decision.
Incremental revenue is the change in total revenue that results from a_ decision. The
incremental principle states that, profit being the main objective of a business firm., a
decision is rational only if it leads to increase in profit which would arise in either of
the following cases: :

(1) If it causes total revenue to increase more than the total cost
(i) If it causes total revenue to decline less than the total cost.

For example, XY Firm takes a decision to increase output by 10,000 units during the
year. The added costs of the decision are:

Wages Rs. 2 per unit ' Rs. 20,000
Raw Material Rs. 3 per unit Rs. 30,000
Other Expenses Rs. 0.50 per unit Rs. 5,000

Rs. 65,000
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Whatever may be the form of ownership of a firm, a business firm is a purposive
organisation whose aims are directed towards identifiable ends, purposes or objectives.
Objectives are the fundamental strategy of a business and they must be capable of
becoming the basis as well as the motivation for work and achievement,

While traditional-economic theory states that the basic objective of a firm is to maximize
profits, modern theorists opine that there must be multiple objectives. Joel Dean, one
of the contemporary business economists states “economic theory makes a fundamental
assumption that maximizing profits is the basic objective of every firm. But in recent
years, profit maximization -has been extensively qualified by theorists to refer to the
long run; to refer to management’s rather than to owners’ income; to include non-
financial income such as increased leisure for high-strung executives and more congenial
relations betweeh executive levels within the firm; and to make allowance for special
considerations such as restraining competition, maintaining management control, warding
off wage demands, etc. The concept has become so general and hazy that it seems
to encompass most of men’s aims in life. This trend reflects a growing realization by
theorists that many firms, and particularly the big ones, do not operate on the principle
of profit maximizing in terms of marginal costs and revenues...”

Thus the above statement sums up contemporary thinking regarding the objectives of
a business firm.

‘Thus, several alternative theories of the firm are evolved such as:

a)  Sales (Revenue) Maximization Theory which states that a firm after achieving
a certain level of profits to keep the shareholders happy, aims to maximize sales
revenue. The wage enhancements and promotions, the bank financing to the
firm anc the success of the firm depend more on sales. This theory emphasizes
on the sales and states that the firm aims {o maximize sales,

b)  Wealth or Value Maximization Theory states that a firm aims to maximize its
value or wealth. The value of the firm is the sum of the futrure profits discounted
back to the present at an appropriate discount rate. In other words, the value
of the firm is its present value.

c) Simons’ satisficing theory states that time and information constraints compel
the firm to achieve a satisfactory level of profit rather than achieving maximum
profits,

d)  Managerial Utility theories state that the divorce between ownership and management
leads to maximizing the utility of the paid executives after attaining a certain
level of profit. The paid executives who are the decision-makers try to expand
their staff, go for luxurious office and get more perks rather than maximizing
profit.

There have been several alternative theories evolved by economists. In spite of several

criticisms against the theory of profit maximization, profit maximization theory and

wealth or value maximization theory are the base on which the theory, concepts and
issues of business economics are evolved.

2.12 CHECK YOUR PROGRESS: MODEL AN SWERS

i. A firm is that which mobilises resources such as raw-materials, labour, etc., to
produce goods and services, It sells goods and services to individuals and to
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other firms. It is an individual organising unit of control of business activity. It
is a purposive organisation and its aims are directed towards identifiable ends,
purposes or objectives. '

Traditionally, the objective of the firm was assumed to be profit maximization.
With the advent of the company form of organisations, and with the increasing
criticism against profit maximization concept, an alternative model of the firm
was evolved and the primary objective now is assumed to be “Wealth or Value
Maximization’ of the firm. It is assumed that the firm continues to operate for
a long period of time and it is not going to be liquidated or wound up. it is also
assumed that it is possible to estimate expected future profits of the firm throughout
its life. The expected future profits are discounted to the present value by using
appropriate discount rate. The appropriate discount rate depends upon the risk
and uncertainty faced by the firm. The greater the risk and uncertainty, the higher
will be the discount rate. The value or the wealth of the firm is its present value
which is the value of its expected future profits discounted back to the present
at an appropriate discount rate.

If expected future profits of a firm over a period of its life of say, ‘n’ years are
P+P,P+ ... + P

PI PZ Pn
PV = + 4o —
(4+r)! (1+1)? (1+r)"
n Pt
=2
=1 PO

Where, PV = Present Value of the future profits of the firm

r = The appropriate rate of discount used to discount the future profits to the
present value :

n = the number oflyears _
P, P, and s0 on and so forth represent the expected profits in each of the years.

3. Herbert Simon, a nobel prize winner has introduced theory of the firm known
as the ‘satisficing’ theory. According to him, future is uncertain and information
and time are not adequate to achieve the goal of profit maximization. Due to
time and information constraints, firms aim to achieve some satisfactory level
of profit. Because of these constraints, and consequent problems, managers strive
to achieve a satisfactory level of profit, a satisfactory level of growth, etc.

4. Traditional economic theory makes a fundaméntal assumption that the primary
objective of a firm is to maximize profits. For'a long time, this assumption was
accepted without any criticism and the entire micro economic theory was evolved
based on this assumption. But the theory gradually faced increasing crificism
from modern economists. Eventhough ‘profit maximization’ theory is severaly
criticised, an alternative theory has not yet found general acceptance. Business”
Economists have made ‘Wealth or Value Maximization® theory the base for developing
theories, concepts and issues of Business Economics. Wealth Maximization’ theory
is conceptually closer to ‘Profit Maximization® theory. Sales Maximization theory
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more relevant it appears to larger firms. ‘Satisficing’ theory of Simon is popular
but 1t is difficult to be made a base for development of concepts and theories
of Business Economics.

2.13 MODEL EXAMINATION QUESTIONS

I
1.
2.

IT

L B oW

Answer the following in about 30 lines each.
Define a Firm and explain briefly the'objectives of a fin.

Explain ‘Profit Maximization’ and ‘Wealth Maximization’ theories of « Firm. Which
theory is being favoured by modern economists?

Explain “Satisficing’, ‘Managerial Utility’ and ‘Sales Maximization’ theories.
Do you think that they are better alternatives to ‘Profit Maximization’ theory?

Answer the following in about 15 lines each.

Explain the following

(1)  Profit maximisation; and (11)  Wealth maximisation.
Explain the satisfycing the_ory.

What do you mean by the term “firm”

Explain long-rﬁn survival as an objective of the firm.

List out the different objectives of the firm.

2.14 RECOMMENDED BOOKS

1.

AT ~ N VS R 6 ]

P.L.Mehta : Managerial Economics
R.L.Varshney & K.L.Maheshwari - Managerial Economics
G.S.Gupta : Managerial Economics
D.N. Dwivedi : Managerial Economics
V.G.Mankar : Business Economics

2.15 GLOSSARY

Firm * Afirm is that which mobilises resources such
as raw-materials, labour etc., to produce goods
and services, It is individual organising unit of
control of business activity. -

Marginal Cost :  Additional cost of producing one more unit.

Marginal Revenue ¢ Additional revenue earned by selling one more
unit. 4

Company : A company registered under the Companies Act,
1956.
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39 Recommended Books

3.10  Glossary

30 AIMS AND OBJECTIVES

In this unit, you will be introduced to Decision Making in Business. After going through
this unit, you should be in a position to: '

®  understand the meaning of ‘Decision Making’;
explain the decision making process,

discuss opportunity cost concept and its usefulness in decision making;

®
o
@®  define incremental principle; and
®

appreciate the concept of time perspective.

3.1 INTRODUCTION

Business Economics is concerned with decision making at the level of the firm. Decision
making is a complex process. Decisions taken by a firm have far reaching effects
and deicsion making is easier said than done. -

Since decisions relate to and depend on the objectives of the firm and have far reaching ~—
effects on the firm and its objectives, it is important to carefully determine the objectives
of the firm. The objectives of the firm have to be defined clearly and unambiguously.

In the previous unit, we discussed the various objectives of the firm and explained
the theories of the firm evolved by economists. In this unit we discuss the decision
making process and the concepts which help in taking the right decision.
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3.2 MEANING OF ‘DECISION’ AND ‘DECISION MAKING’

Everyone is faced with decision problems almost everyday. It may be a simple problem
on how to spend the evening after office hours or it may be a major decision of resigning
the present job and taking up another job. As long as a choice is made out of two or
more alternatives, it is a decision. Decision making is a ‘choice-making’ activity.

For a firm, the decision problem may be either to appoint a clerk-cum-typist or a computer
programmer; whether to make a component all by itself or buy the component in the
market; whether to drop a product and add a new one. Managers have to -aake several
decisions everyday, some significant decisions and some routine decisions. The success
of a decision depends upon the quality of judgement and careful thought.

Decision Making is defined as “the selection from among alternative courses of action” —
Harold Koontz. Managers consider decision making as their central job because they
must constanfly choose what is to be done, who is to do it, and when, where, and
occasionally even how it will be done.

For the purpose of taking decisions they must have clear understanding of the goals
or objectives of the firm, which they would like to realise. They should also know the
aliernative courses of action by which a goal can be reached under the given circumstances.
They must be aware of the limitations or constraints. They must have the necessary
information and ability to anlyse and evaluate alternatives in the light of the goals sought.
They must have a desire to arrive at a solution by selecting the best alternative that
satisfies goal achievement of the firm.

3.3 THE DECISION MAKING PROCESS

Once the objectives or goals of a firm are bleariy known, the decision making process
will take place. The following are the steps in the decision making process:

i)  Identifying the Problem

The first step in the decision making process is identifying the problem. If the problem
is not identified correctly, any solution to a wrong problem may create more problems.
The problem once identified must be defined and formulated. Once the problem is
diagnosed and defined, the next stage is to determine how urgent and important the

_ solution is. How urgently the decision problem must be solved; how costly is the problem
* likely to be if not solved; how expensive is the solution; answers are to be found to

the above queries.

ii} Collection of Necessary Information

In order to determine the scope and the root cause of the problem, necessary information
must be collected. For example, if the firm is losing its market share, then external
variables about the economy, availability of disposable income, competitors’ proniotional
techniques such as advertising, trends in people’s tastes and attitudes etc., can be
studied through published reports or through surveys conducted by the firm. The effects
of these variables can be studied on the internal variables of cost, quality and promotjon
of the given product. The relevant and timely information will help the manager in
taking the right decision and enable him to contribute opfimally to the realisation of
the goals of the firm. Excessive information is costly and inadequate information wiil
not help manager in taking the right decision. The information must be relevant, adequate
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What do you mean by ‘decision making’? List out the steps involved in the decision making
process.




and timely. The collected information is subjected to a systematic indepth study. The
quality of the decision depends upon the quality and preciseness of information. The
information about the decision problem must be as accurate as possible. This helps in
diagnosing the problem properly and in finding the very cause of the problem.

iii) Identifying Resources and Constraints

Before efforts are made to solve the problem, a critical look must be had at the resources
available to be used in the solution as well as any constraints to the firm. There may
be difficulty in finding a solution to the problem due to these constraints. The problems
with no resource constraints are the easiest to solve. The manager must take into consideration
the resources and constraints or limitations that are relevant to the decision problem.
For example, the problem may be how to increase sales revenue in rupee terms. The
sales revenue can be increased by increasing the price. But highly competitive market
may be the constraint. If the price is increased, customers may be lost to the competitors
and sales quantities may decline and the sales revenue may fall drastically instead of
increasing. When there are a large number of firms supplying the product, it will be
difficult for the firm to increase the price. The solution may be found in cutting the
costs and in expanding the sales in physical units without increasing the price.

The resources available to the firm include time, money, personnel, expertise, materials
and information. In other words, the resources may be men (managerial skills, manpower),
money, machinery (technology), and materials. The optimal allocation of these resources
-is essential for effeciive decision making.’

iv)  Developing Criteria for Choosing the Best Course of Action

Criteria are generally developed so that the alternative courses of action can be compared
against a set standard. The criteria should be established as early in the decision making
process as possible so that alternatives that do not measure up can be discarded or
omitted. This enables to design different courses of action and the best one can be
- selected. While selecting the best course of action, the objectives of the firm should
be kept in mind. The solution should not go against the very objectives or goals of the
firm.

A Ceneration and Develonment of Alternatives
st be
1) The opportunity cost concept
.ii) The incremental Principle
’ i) The discounting principle
iv) The concept of time perspective

i) The Opportunity Cost Concept

The .‘o‘pportunity cqst’ is the value that must be foregone in using a resource for one
sgemﬂc purpose or in ur_ldertaking one specific activity. In other words, it is the value
of the next best alternative sacrificed. It arises because of the fact that resources

are scarce. A resource that is used for one purpose cannot be used for something
clse at the same time.

For example, A student.completed B.Tech and he got a job offer of Rs. 2,00,000 p.a.
He tu‘med down the.off.‘er and joined a two year MBA course. The opportunity cost
of doing MBA for him is the salary foregone for two years by not taking up the job.

Opportunity Cos_ts are the costs which are not incurred and hence easy to overlook
but the costs which are not incurred also play a significant role in decision making.

ii} The Incremental Principle

When a decicinm hac fiv oo e o s oo A5 .o ~
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The added revenues by way of sale are estimated to be Rs. 90,000. Since the added
revenues are more than the added costs by Rs. 25,000, it is desirable to implement
the decision. ' :

Incremental principle is widely used in various decision making areas such as pricing
decisions, make or buy decisions and so on. Knowledge of incremental principle will
help the firm in finding the most efficient solution to managerial decision problems.

iii) The Discounting Principle

The discounting principle stresses the significance of the time value of money in decision
making.

If we are offered Rs. 100 payable either now or after one year, we prefer to receive
Rs. 1G0 now, perhaps for the following reasons:

1) Rs. 100 if invested in a Bank or other organisation, it grows in value. Money
has earning power and it muitiplies over a period of time.

i)  Future is uncertain and for inexplicable reasons, the offer perhaps may
be withdrawn after one year and hence accept the offer of Rs. 100 now.

)  There may be changes in the general price level and if the general price
level rises during the year, rupee value will fall and Rs. 100 receivable after
a year may buy less quantity of goods than what it can buy today. Thus,
a rupee today is worth more than a rupee tomorrow. A bird in hand is
worth two in the bush.

Discounting principle is the opposite of (or converse to) compounding principle. The
discounting principle is usefui in measuring the value of the firm and in investment
decisions. When making investment on capital projects, utmost care is to be taken.
One wrong decision in this regard tends to disastrous consequences. Several important
techniques such as Net Present Value (NPV) and Internal Rate of Return (IRR) are
used in Investment or Capital Budgeting Decisions. And these techniques are based
on the discounting principle.

As students of secondary school, you might have studied ‘compound interest’ in arithmetic.
The formula for finding out the amount which is the sum of the ‘principle’ and ‘interst’
which is familiar to you is given below:

A=P(l +r)
where P = Principal; r = rate of_ interest
nl_z_enumber of years; A = Amount which is equal to = P + I
( I = interest amount)
Taking ‘r’ in decimal terms, we may rewrite the formula as follows:
A=P(1+ ) :
By uéing the term FV (Future Value) in the place of A,
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PV '(Present Value) in the place of P, we may rewrite the formula in a modified form
as follows:

Fv = PV(l + i")"

' 1
Therefore, PV = —ﬂ-—- OR PV = FV[--—-———- ]
(I 4y (1+r)

The above formula is used to find out the present value of future cash flows/ earnings.

Here, in PV formula, ‘v’ is the appropriate rate of discount and the value of ‘r’ depends
upon the risk factor involved. The higher the risk, the greater will be the value_of ‘r’.
The discounting principle helps the business firm in taking appropriate investment decisions.

iv) The Concept of Time Perspective

This concept states that while taking a decision, the firm shall take into consideration

the short-run benefits and the long-run consequences of the decision. A decision may

be profitable in the short-run, but may have disastrous consequences in the long-run. )

For example, charging a high price when the demand for the product i1s more, may.. .

bring more profits in the short run, but the-image and goodwill of the firm may be: ' R
damaged over a period of time and the stability of the firm may be at stake in the:

long run. On the other hand, a decision to have low profit margins may affect thel’
profits in the short run but such a decision may build goodwill and result in the long

run stability of the firm. R

A decision to invest Rs. 50,00,000 on Research and Development instead of expanding
the current output may result in sacrifice of profits presently, but a strong Research
and Development will increase the competitive strength of the firm in the long run.

Check Your Progress —2 | 5 =

Give the meaning of ‘Opportunity Cost’ with an illustration.
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Calcu’la.tc the explicit Or actyal COsts, the impljcjt 0T opportunity COsts and the totg)
€conomic cogtg of attending the college.

Explicit or actual costg
Tuition + hostel ang fbdd * books, ete
=Rs. 2,00,000 + 50,000 + 25,000 = 2,75,000

Implicit or Oppor_tunity costs

The totaj €conomic cost: Explicit Cost + Implicijt cost = Rg. 4,75,000

Thus, the cost of doing MBA_is not just Rs. 2,75,000 (the actuaj €osts) but it is R,

. ,75,000. It 18 easier to 1gnore the Opportunity costs of Rs. 2,00,000 which were not

3. Discouriting principle js vonverse to that of compounding principle. According
to the discounting principle, a ripee receivable today is much m::72 valuable than a
Tupee receivable after one year because jt €arns interest when invested,

The Present Value of Rs. 10p due in one year @ 10% discount is Rs. 90.53
The PV of R;, 100 due in one year @ 20% discount ig Rs. 81.95.
4. a) The PV of ap annuity @ 10% discount for 4 years is 3.1699
« The PV of ap annuity at 10% discount rate for 6 years is 4.3553
The PV of Project I = R;. 200000 X 3.1699 = Rs. 633980
The PV of Project IT = 43553 x Rs. 150000 = Rs. 653295

Since the PV of project I1 is higher, it s advisable to choose Project 11,

b) If the discount rate is 20%, then it is advisable to choose Project |.

PV of annunity at 20% for 4 years 2.5887
PV of annuity at 20% for 6 years 3.3255

: PV of Project I = 200000 x 2 5857 Rs 517740
= PV of Project 11 = 150000 X 33255 - 498825,
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4.1 INTRODUCTION

The purpose of the theory of demand 1s 10 determ_ing the various factqr's wh.ich 'fiffect
demand. It does not discuss the law of demand only, since 1t 18 misleading m the
gense that it concentrates on price as the sole determinant of demand. However, demand
is @ multivariate relationship as itis determined by many factors simultaneously. Some
of the important determinants of the market demand for 2 particulgr. prqduct are the
price of the product itself, consumers, income, prices of other commodities i1 the ‘marlget,
consumers tastes, income distribution, total population, consumers’ wealth, credit availability.
Government policy, past levels of demand and past levels of income. But the traditional‘
theory of demand has discussed only four of the above determinants - the price of
the commodity, the price of other commodities, NCOMes and tastes of the consumers.
This unit discusses various aspects relating the demand like, meaning and kinds of
demand, law of demand and 1ts exceptions.

42 MEANING OF DEMAND

{u our daily life, the word, ‘demand, 18 used in a very loose sense to mean the desire
of a person to purchase a commodity o service. But in the subject of economics it
has a specific meaning. Demand implies more than a mere desire 10 purchase a commodity.
1t means that the consumer is both willing and able to purchase the commodity which
he desires. His desire should be backed up by his purchasing power. A poot person’s
desire to travel by air from Hyderabad to Delhi has no significance, since he does
not possess the ability to pay for it. On the other hand, another person’s desire to
travel by air backed by purchasing power constitutes ‘demand’. Demand. thus, means
the desire of the consumer for a commodity backed by purchasing power. If a consumer
is willing to pay but is unable to pay, his desire will not become demand. Similarly, if

the consumer has the ability to pay but is not willing 10 pay, his desire will not be
called ‘demand’.

Check Your Progress — 1

What do you mean by demand ?

........................................................................

4.3 KINDS OF DEMAND

There are three kinds of demand. They are:

(a) Price demand;
(b) Income demand; and :
{c) Cross demand




L

FORECASTING

# ~
?ﬁ‘ BLOCK-II : DEMAND ANALYSIS AND % |

Unit-4 : Theory of Demand

Unit-5 : Elasticity of Demand

Unit-6 : Demand Forecasting :

49







UNIT - 4 : THEORY OF DEMAND

Contents

4.0 Aims and Objectives
4. 1‘ Introduction
4.2 Meaning of Demand
4.3 Kinds of Demand
4.3.1 Price Demand
4.3.2 Income Demand
4.3.3 Cross Demand
44 Demand Schedule and Demand Curve
4.5  Factors Determining Demand
4.6 Law of Demand
4.7 Exceptions to the Law of Demand
4.7.1 Giffens’ Paradox
4.7.2 Prestige Goods
4.7.3 Speculation
4.7.4 Illusion
4.8  Summing Up _
4.9 Check Your Progress: Model Answers
4.10 Model Examination Questions
4.11 Recommended Books
4.12 Glossary

4.0 AIMS AND OBJECTIVES

The aim of this unit is to explain what is demand, what are the determinants of demand
and what is law of demand.

After going through this Unit, you should be able to-:

explain the meaning of demand;

identify the kinds of demand;

draw the dema-nd curve;

list out the factors determining the demand;

define the law of demand; and

® ® 00 0 o

state the Hmitations of the law of demand,

——

51




52

4.1 INTRODUCTION

The purpose of the theory of demand is to determing the various factors which affect
demand. It does not discuss the law of demand only, since it is misleading in the
sense that it concentrates on price as the sole determinant of demand. However, demand
is a multivariate relationship as it is determined by many factors simultaneously. Some
of the important determinants of the market demand for a particular product are the
price of the product itself, consumers, income, prices of other commodities in the market,
consumers’ tastes, income distribution, total population, consumers’ wealth, credit availability,
Government policy, past levels of demand and past levels of income. But the traditional
theory of demand has discussed only four of the above determinants - the price of
the commodity, the price of other commodities, iNCOMES and tastes of the consumers.
This unit discusses various aspects relating the demand like, meaning and kinds of
demand, law of demand and its exceptions.

42 MEANING OF DEMAND

In our daily life, the word, ‘demand, is used in a very loose sense to mean the desire
of a person to purchase a commodity or service. But in the subject of economics it
has a specific meaning. Demand implies more than a mere desire to purchase a commodity.
It means that the consumer is both willing and able to purchase the commodity which
he desires. His desire should be backed up by his purchasing power. A poor person’s
desire to travel by air from Hyderabad to Delhi has no significance. since he does
not possess the ability to pay for it. On the other hand. another person’s desire 10
travel by air backed by purchasing power constitutes ‘demand’. Demand, thus, means
the desire of the consumer for a commodity backed by purchasing power. If a consumer
is willing to pay but 18 unable to pay, his desire will not become demand. Similarly, 1f
the consumer has the ability to pay but is not willing to pay, his desire will not be
called ‘demand’.

Check Your Progress—1

What do you mean by demand ?

43 KINDS OF DEMAND ‘, '

There are three kinds of demand. They are:

(a) Price demand;

LP9

(b) Income demand; and

(c) Cross demand
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4.3.1 PRICE DEMAND

It refers to the various quantities of a commodity or service that a consumer would

purchase at a given time in a market at various hypothetical prices. It is assumed

here that other things such as consumers’ income, tastes and prices of interrelated

goods remain unchanged. The quantity demanded of a particular commodity depends

on the price of that commedity. Mathematically, this can be expressed in the following
form: :

Dx = f(Px)
Where, Dx stands for demand for commodity’ X’

‘f” denotes function, and ‘P’ for price.

PRICE

DEMAND

Fig. 4.1 Demad Curve

The functional reiationship between price and quantity demanded is well accepted.

Consuner behaviour is so consistent that economists feel justified in making the strongest
possible generalisation concerning the relationship between price and demand. The
relationship between price and demand is called inverse relationship. This relationship
is generalised by the downward sloping demand curve.

The functional relationship between quantity demanded and price is illustrated with
the help of a demand curve. In the diagram 4.1, price is taken on the vertical axis
and the quantity demanded on the horizontal axis. The curve ‘DD’ is labelled as demand
curve.

In this diagram, it is easy to visualise the inverse relationship between price and quantity
from the demand curve which is sloping downwards from left to the right.

4.3.2 INCOME DEMAND

It refers to the various quantities of goods and services which would be purchased
by the consumer at various levels of income. There is a critical functional relationship
between income changes and change in consumption quantity. This functional relationship
is defined mathematically as Dx = f(y). It means the quantity of good ‘X’ purchased
is a function of consumer’s income. The functional relationship between income and
quantity demanded may be inverse or direct. There is not a great consistency of response
by consumers with respect of quantity variation for different goods as incomes change.
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Consequently, it is difficult to make strong generalisations with respect to this functional
relationship. In the case of superior or normal goods, the demand will increase with
the increase in the incomes. The diagram 4.2 illustrates the relationship between income
and the demand for a superior or normal good.

Y d
5 fN' ------------- :
O ! ]
e
d o
0 M
DEMAND

Fig. 4.2 : Demand for Normal Goods

In this diagram, ‘OX’ axis represents demand for superior or normal goods, while *OY’
axis represents income. When the consumer’s income is ON, his demand is OM. But
when his income increases from ON to ON, the demand increases from OM to OM,.

As against this, the demand for the inferior commodity decreases with the increase in
income. This relationship is called inverse relationship.

INCOME

DEMAND
Fig 4.3 : Demand for Inferior Goods

In the diagram 4.3, at ‘ON’ income, the demand for the commodity 1s ‘OM’. But when
the consumer’s income increases from ON to ON, the demand of the commodity decreases
from OM to OM,.

Thus, in the case of normal goods, the income and demand are positively related while
in the case of ‘Inferior’ or ‘Giffen Goods’, the relationship is negative.




4.3.3 CROSSDEMAND

It means the varous quantities of commodities or services which will be purchased
with reference to changes in the prices not of this commodity but that of other interrelated
commodities. These goods are either substitutes or complementary. The correlation
between the demand for one commodity and. the price of another may be positive or
negative according to the manner in which these two commodities are related to cach
other.

If the two commodites are substifutes then obviously they satisfy the same want.
The more the consumer buys of one, the less he requires of the other. for example,
tea and coffee are good substitutes. If the price of tea increases, the consumers may
buy less of it as they can buy more of coffee. Thus, a rise in the price of tea increases
the demand for coffee. A fall in the price of tea on the other hand, may reduce the
demand for coffee because the consumers will now increasc their in take of tea. This
relationship can be illustrated with the help offigure 4.4 A. When the price of tea
increased from ON to ON, the demand for coffee increased from OM to OM,.

d

PRICE OF TEA

0 M!\‘d’ A

DEMAND FOR COFFEE
Fig. 4.4 A : Cross Demand - Substitutes

If the two commodities are complementaries, then the consumer requires both the
commodities to satisfy his want, Bread and butter can be taken as complementary
goods. If price of butter increases the consumer may buy less of bread as the price
of bread also increases. Thus a rise in the price of butter decreases the demand for
bread. The diagram 4.4 B explains this relationship. When the price of butter falls
from ON, to ON, the demand for bread increases from OM, to OM.

PRICE OF BUTTER

o

M'M X

DEMAND FOR BREAD

Fig. 4.4 B : Cross Demand - Complementaries
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Check Your Progress — 2

"Explain the relationship between demand for a commodity and (i) its price; (ii) prices
- of related goods; and (iii) income.

................................................................................................................................................

..............................................................................................................................................

4.4 DEMAND SCHEDULE AND DEMAND CURVE
DEMAND SCHEDULE "

A demand schedule can be constructed to any commodity if the list of prices and the
quantities purchased at those prices are known. An individual demand schedule is a
list of the various quantities of a commodity which an individual consumer purchases
at various levels of prices in the market. A demand schedule, thus, states the relationship
between the two variables of price and quantity demanded.

The following is an imaginary demand schedule for oranges;

Table 4.1 : Demand Schedule

Price Quantity demanded
(Per dozen) {In dozens)

Rs.

1 15

2 12

3 10

4 : 7

3 5

On this basis of this schedule, we can draw the demand curve for oranges.

4.4.2 Demand Curve

In the diagram 4.5 the prices of oranges are given on ‘OY’ axis and the quantities
demanded of oranges are given on the ‘OX’ axis.

When the price per dozen is Rs.1 only, 15 dozens are demanded. We plot this point
on the diagram. We plot the other points in the same manner and by joining these
points we get the curve. The demand curve ‘DD’ shows the direct relationship between
the price of oranges and the quantity demanded of them. :
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Fig 4.5 : Demand Curve

The demand curve has a negative slope from left to right. If represents an inverse
relationship between price and demand. It indicates that more and more quantities of
goods are demanded at lower prices.

Why does the demand curve slope downwards?

The following are the reasons for the negative slope of the demand curve or for the
operation of the law of demand.

() The Law of Diminishing Marginal Utility : Acoording to this law (explained
in detail 1n Unit-7) as a consumer consumes more of a particular commeodity,
the utility that he gets form additional units will diminish. The price of a commodity
that a consumer is ready to pay will not be more than the utility of it. As such,
a censumer will buy more units of a commodity when its price falls.

(it) Substitution Effect: When the price of a commodity goes down, it becomes
cheap and is substituted for other goods. This part of a rise in the demand for
a commodity due to a fall in its price is known as substitution effect.

(iii) Income Effect: The real income of a consumer rises due to fall in the price of
a commodity. In other words, if the consumer buys same quantity of goods, a
part of his money income is saved. In the case of normal goods, he spends it on
the same commodity and thus its demand is increased. This part of the increase
in demand is known as the income effect.

Check Your Progress -3

What do you mean by the law of demand ? Why does this law operate?

4.5 FACTORS DETERMINING DEMAND

In addition to the determinants of demand which we discussed zhove i.e., price of
the commodity, income of the consumer and the prices of substitutes, there are some
other factors which can bring about a change in demand. They are:
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i) Change in wealth distribution: If wealth is more evenly distributed, fhe demand
for necessities and comforts by the poor people will increase as they were denied
of them so far, while the demand for luxuries will decrease.

i) Change in population: A change in the size and total composition of popoulation
will bring about a change in demand. If the children are more in the total population,
the demand for toys increases. On the other hand, if old ‘people are more, the
demand for walking sticks, false teeth and medicines will increase.

ili) Change in the quantity of money in circulation: If the quantity of money
under circulation in an economy increases, people will have more purchasing
power. Consequently, demand for commodities will also increase.

iv) Technical progress: Due to technical progress, new discoveries enter the market.
Consequently, old goods are discarded and the demand for new goods increases.

v)  Advertisement: Advertisements in News Papers, Radio and Television will bring
about changes in the demand for various commodities in the market.

vi) Change in fashions: When fashions change, the goods that are out of fashion
will be less in demand eventhough they may become cheap.

vii) Change in Weather: Cotton clothes will have more demand in summer and woollen
clothes will have more demand in winter. The changes in the prices of above
goods in those seasons will have consequent change in the demand for them.

viii) Expectations about future prices : When the consumer expects that there
will be a rise in the prices in future, he may buy more at the present price and
vice versa.

4.6 LAW OF DEMAND

Let us know the meaning of law of demand. The law of demand tells us the functional
relationship between the price of a commodity and its quantity demanded in the market.
It means that it shows us an inverse relationship between the above two variables. In
the words of Alfred Marshall the law of demand can be stated, as “the greater the
amount to be sold the smaller must be the price at which it is offered in order that it
may find purchasers; or in other words, the amount demanded increases with a fall in
price and dimtnishes with a rise in price”. But the above law operates only under the
assumption of “other things remaining constant”. The above phrase implies that when
we state the law of demand, we assume. (i) that the incomes of consumers do not
change: (11) the tastes and} fashions of consumers remain unchanged: and (111) the prices
of their related commodities remain the same. The law of demand will operate only if
the above things remain unchanged. A change in any one of them will make the law

inoperative in the market.

4.7 EXCEPTIONS TO THE LAW OF DEMAND

The law of demand is only a general statement. There are a few exceptions to this
general statement. They are:

4.7.1 GIFFEN’S PARADOX

According to the law of demand when the price of a commodity increases, its demand
must decrease. But some times the demand curve instead of sloping downwards may
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rise upwards. In other words, some times people may buy more when the prices are
high. Though such occasions are rare, we can imagine about some of them. This type
of situation was first discovered by Sir Robert Giffen (1837-1910). Goods of this type
are known as ‘Giffen Goods’, after the name of the man who discovered it. The Giffen
goods are those that violate the law of downward sloping demand.

This can be explained with the help of a small éxample. Let us take the case of a
poor man who spends a major part of his income on an inferior commodity like ‘bajra’.
The remaining small amount he will be spending on other items. Now let us assume
that the price of bajra rises, but the prices of other commodities remain the same.
Let us assume that the poor man’s income also remains unchanged. He would now
be worse off than before. His real income will fall. Therefore, the monthly sum of
money which he used to allot to bajra buys less than before due to price increase. If
he buys the other commodities in the same quantities and spends the remaining amount
“only on bajra as before, he will be forced to starve. Hence, the consumer would readjust
his expenditure cutting down on other items in order to not only maintain himself but
also to increase the quantity he bought per month. As this strange phenomenon was
first observed by Sir Robert Giffen, it has been named as ‘Giffen’s Paradox’. Giffen

..discovered in Britain that faced with an increase in the price of bread, the families in
working class of Britain were compelled to curtail their consumption of meat in order
to purchase more bread.

4.7.2 PRESTIGE GOODS

Sometimes, people purchase certain goods as their possession confers a higher social
status on them. For example, diamonds and precious stones are purchased by the richer
sections only to maintain high prestige in the society without caring for the high price
of the goods. -

4.7.3 SPECULATION

‘Sometimes, the price of a commodity might be increasing and it is-expected to increase
still further. The consumers will buy moze of the commodity at the higher price than
they did at the lower price. Thus an increase in price may not be accompanied by a
decrease in its demand which is contrary to the law of demand.

4.7.4 ILLUSION

Sometimes, CONSUMETs develop a false idea that a high price good will have a better
quality. When the price of such commodity falls, they feel that its quality also deteriorates
and they do not buy it.

Check Your Progress —4

What is the meaning of prestige gdods‘?

.............................................................................................................................................
..............................................................................................................................................
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4.8 ‘SUMMING UP

As you have learnt, the term ‘demand’ implies a different meaning in economics. Demand
for a commodity depends on the willingness of a consumer and his purchasing power.
Three kinds of demand — price, income and cross demand - explain the major factors
which determine the demand for a commodity. Demand also depends on other factors,
such as, fashions, weather,velocity of money, population, advertisement, etc.

Demand is mversely related to price. Income affects the demand in a positive way

for the operation of the Jaw of demand like, law of diminishing marginal utility, substution
effect and income effect. There are certain exceptions to this law. They are Giffen's

Paradox, prestige goods, speculation and illusion of consumers.

4.9 CHECK YOUR PROGRESS: MODEL ANSWERS

1. In our daily life, the word ‘demand’ s used in a very loose sense to mean the

a commodity. It means that the consumer is both willing and able to pufchase
the commodity which he desires.

2. (1)  The demand for a commeodity is inversely related to its price. The demand
curve slopes downwards from left to right. That means it has a negative
slope. :

(i)  The related goods may be complementary or substitutes. In the case of
complementary goods like bricks and cement, the demand moves in the
same direction. Increase in the price of bricks will lead to decrease in its
demand and also in the demand of cement. The demand curve has a negative
slope. In the case,of substitutes, the demand moves in the opposite direction.
The demand curve has a positive slope, implying sloping-upwords from left
to right.

(1)  When the income increases, the demand for commodity also increases.
That means the demand curve has a positive slope. But in the case of
inferior goods like coarse cereals, after a certain level of income reached,
further increase in income in accompanied by a fall in demand because
of consumer' shift to superior goods.

4, Sometimes, béopie purchase certain goods as their poséession confers a higher

social status on them. These goods are called prestige goods, For example, diamonds
and precious stones are purchased by richer sections only to maintain high prestige
1 the society without caring for the higher price of the goods.

-
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4.10 MODEL EXAMINATION QUESTIONS

I
l.
2.
3

Answer the following questions in about 30 lines each.
Distinguish between different kinds of demand.
What are the determinants of demand? Explain them.

What is the law of demand? Draw the demand curve with a demand schedule.
Explain the limitations of law of demand.

State and explain the law of demand? Are there any exceptions to it?

Discuss the law of demand, What are the exceptions to the law of demand?

Answer the following questions in about 15 lines each
What is the meaning of Demand in Economics?

Explain the Law of Demand. '

Explain the Giffen’s Paradox.

Why does the demand curve slope downwards?

What is substitution effect,

What is Giffen’s Paradox.

What are exceptions to the law of demand?

. What is the income effect on normal and inferior goods?

4.11 RECOMMENDED BOOKS

1.

L 9%

Stonier and Hague © A Text Book of Economic Theory
H.S. Agarwal : Micro Economics

M.L .Seth © Principles of Econom..s

V.G.Mankar . . Business Economics

D.M.Mithani & V.S.R.Murthy Fuundamentals of Business Economics

4.12 GLOSSARY

\

Demand © The willingness and ability to pay a sum of

money for some amount of a particular good
or service,
Demand Schedule A table showing the quantities of a good

demanded at varying prices.

Demand Curve -1 Acurve relating the priée per unit of a product
to the quantity of the product which the consumer
wishes to buy. '

Demand Function : The relatiohship between the quantity of a é“ood
which a consumer wants to buy, and all the
quantitative factors which deterrine this demand,

Ceomplementary Goods : Goods demanded together, 61
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UNIT - 5 : ELASTICITY OFDEMAND
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5.8 Model Examination Questions
5.9 Recommended Books

5.10 Glossary

5.0 AIMS AND OBJECTIVES

The aim of this unit is to explain the elasticity of demand, iis kinds and the measurement
of elasticity. At the end of this unit, you should in a position to:

@  define elasticity of demand,;
®  explain price, income, Cross and promotional elasticities of demand; and

@  describe the determinants of elasticity and different methods of measuring elasticity
of demand.

5.1 INTRODUCTION

Elasticity is a tool by which we measure the degree of a dependent variable’s responsiveness
to changes in an independent variable. For example, price of the commodity, income,
advertising, prices of substitutes/compliments, are independent variables and guantity
demanded of the commodity is dependent variable. Although, elasticity has a wide variety




of applications, many of its most interesting and useful applications are found in the
study of consumption demand.

The concept of elasticity of demand measures the responsiveness of demand for a
commodity to changes in the variables in the demand function. The measurement of
impact of changes in these variables is important in effectively forecasting the demand
for that product.

5.24 MEANING OF ELASTICITY OF DEMAND

Elasticity of demand means sensitiveness or responsiveness of demand to the change
in price. In other words “elasticity is a measurement of the percentage responsiveness
of a'dependent variable to percentage change in an independent variable.”. The responsiveness
of demand may be small or great. Take the goods like vegetables, ghee, salt, etc.,
whose demand does not contract much with the rise in their prices. While there are
goods like televisions, fridges, cars, etc, whose demand contracts much with the rise
in their prices. The law of demand does not solve this problem of the degree of change
in demand to a change in prices. The credit goes to Alfred Marshall who offered a
solution by formulating the concept of price clasticity of demand. In his words, *The
elasticity (responsiveness) of demand in a market is great or samll according as the
amount demanded increases much or little for a given fall in price, and diminishes
much or little for a given rise in.price”. In the words of Prof. Lipsey, Elasticity of
demand may be defined as, “the ratio of the percentage change in demand to the percentage
change in price”.

In general, demand elasticity is simply a measure of relative responsiveness of quantity
demanded to changes in one of the determinants of demand, other determinants assumed
as unchanged. More specifically, elasticity is defined as the ratio or the percentage
change in quantity demanded to the percentage change in the demand determinant
under consideration. Therefore:

% change in quantity demand of 'X'
Elasticity =

% change in parameter 'A"

Where the parameter ‘A’ may be any one of the following:
(1) current price of the commodity (P );

(i) current price of related good (P,)

(1) current income (y); and

(iv)  the expected price of the commodity (EP );

The larger (absolute) the value of this elasticity measure, the more responsive 1s quantity
demanded to changes in the parameter under consideration. In other words, larger
would be the magnitude of the effect. While it is conceptually possible to consider
the elasticity of demand with respect to each of the demand determinants, there are
certain insurmountable problems in quantifying ‘Tastes and Preferences’ which make
it virtually impossible to measure its elasticity. But the demand in the real world cannot
be completely elastic or inelastic. That is why we say that the elasticity of demand is
‘more. or less’. -
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5.3 KINDS OF ELASTICITY OF DEMAN D

There are as many elasticities of demand as its determinants. The most important of
these elasticities are: '

(1) Price Elasticity of Demand --
(ii) Income Elasticity of Demand
(iii) Cross Elasticity of Demand

(iv)  Promotional Elasticity of Demand

5.3.1 PRICE ELASTICITY OF DEMAND

As we know, the law of demand states that quantity demanded and price are inversely
related. If price falls, quantity demanded increases, while if price increases, quantity
demanded decreases. But decision-markers are frequently interested in the effect that
changes in price and quantity demanded have on the total revenue. The changes in
price and quantity demanded tend to have the offsetting effect. If the percentage increase
in price exceeds the percentage decrease in quanlity demanded, total revenue will
increase. On the other hand, if the percentage increase in price is less than the percentage
decrease in the quantity demanded, the total revenue will decrease. Thus, the effect
of a price change depends upon the relative responsiveness of quantity demanded tc
price.

The measure of relative responsiveness of quantity demanded to price is known as
price elasticity of demand. It can also be expressed as the ratio of a rclative change
in quantity to a relative change in price. The formula for calculating the price elasticity
of demand is:

__ Percentage change in quantity demanded of 'X'

E
P Percentage change in the price of X
Ep zA D, - AP,
D, P

Where Ep stands for price elasticity; Dx for Demand of good X; and Px on Price of
good X.

If the percentages are known for quantities, then the numerical size of E can be easily
calculated. Let us suppose that the percentage increase in the Quantity is 3 and the
percentage fall in the price is 1. Then

3%
Ep = = _3
-1%

Higher the elasticity of demand, greater will be the percentage change in quantity

demanded for every percentage change in price. For example, if Ep = 3, it means
that one percentage change in price will lead to the change in the quantity demanded
by 3 percentage, and if Ep = 0.3, this implies the quantity demanded will change by




i) Perfectly elastic demand (e = o)

ii) Perfectly inelastic demand (e=0), where change in price, however large, causes
no change in quantity demanded:;

ni})  Unit elasticity of demand (e=1), where a g1ven proportionate change in price
causes an equally proportionate change in Quantity demanded:;

v) Relatively elastic demand (e > 1), where a change in price causes a more than
proportionate change in quantity demanded;

V) Relatively inelastic demand (e < I}, where a change in price causes a less than
Proportionate change in quantity demanded;

Let us explain these kinds one by one.

i) Perfectly Elastic Demand

Y
] Ep=cc
g o 0
G X
DEMAND

Fig. 5.1 ; PerfectlyrElastic Demand

——————
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ii) . Perfectly Inelastic Demand

In this case even substantial change in the price will not bring about any change in

demand. The demand in this case is insensitive or not responsive to changes in price.

The elasticity of demand in this case 18 Z€r0. Like perfectly elastic demand, cases of
perfectly inelastic demand are also rare in real life. It can be shown with the help of
a diagram also. Se¢ Fig. 5.2. In this—case, the demand curve is 2 vertically straight
line. :

PRICE
m
i
o

0 D DEMAND
Fig. 5.2 : Perfectly Inelastic Demand

iii) Relatively Flastic Demand

It is a situation where a small proportionate change in the price of a commodity is
accompanied by a larger prpportionate change 1n its quantity demanded. Elasticity of
demand here is said to be greater than unity. It 1s shown in the diagram 3.3.

DEMAND
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'F:"‘i_g. 5.3 : Realitvely Elastic Demand
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iv)  Relatively Inelastic Demand

It is a situation where a substantial change in the price of a commodity is accompanied
by a smaller proportionate change in its quantity demanded. Elasticity of demand here
is said to be less than unity. It is shown in the diagram 5.4

PRICE

DEMAND

Fig. 5.4 : Rel'atively Ineasltic Demand

V) Unitary Elastic Demand

It refers to a situation where a given proportionate change in price is accompanied
by an equally proportiondte change in the quantity demanded. Elasticity of demand
here is said to be equal to unity. This is shown in the diagram 5.5. :

PRICE

|

i

|

pp=——t——-

1

|

|

I

M

M1
DEMAND

Fig. 5.5 : Unitary Elastic Demand
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The entire discussion about the price elasticity of demand can be summarised in the
following table:

Table 5.1 : Price Elasticity, Measares, Meaning and Nomenclature

Numerical Measure of Verbal Description Terminology
Elasticity
1 2 3
Zero Quantity demanded does Perfectly inelastic

not change as price changes.

Greater than zero but Quantity demanded changes Inelastic
less than one by a smaller percentage than
does price.
One Quantity demanded changes Unit elasticity
by exactly the same
percentage as does price. Elastic
Greater than one but Quantity demanded changes
less than infinity by a larger percentage than
does price.
Infinity Purchasers are prepared to Perfectly elastic

buy all they can obtain at
some price and none at all .
at an even slightly higher price.

Basic Determinants of Price Elasticity of Demand

A question normally arises as to what makes a demand for one commodity elastic
and the demand for another inelastic, or the demand for the same commodity elastic
at one price and inealstic at another price.

The basic determinants of the elasticity of demand of a commodity with respect to its
own price are:

1. The availability of substitutes: The demand for a commodity is more elastic
if there are close substitutes for it. If the price of the commodity is raised, consumers
buy less of the commodity and buy more of its substitutes. Qpposite will happen
if the price of the commodity is reduced.

2. The nature of the need that the commodity satisfies: In general, luxury goods
are price elastic while necessities are price inelastic. This is so because the use
of the latter cannot be postponed or significantly reduced, while that of the former
can be done so. It is to be noted here that there is no strict demarcation as to
which commodities are necessities and which are luxuries. A commodity like
car may be a necessity in USA, while 1t is a luxury in India.

3. The time period: Demand is more elastic in the tong run. Longer the time period
considered, greater will be the possibility of substitution for a cheaper good. For
example, if the price of petrol increases (diesel price remaining the same), in
the short-run it may not be possible to replace the petrol engines with diesel
engines, but in the long run it is possible to replace because diesel is now relatively

cheaper.
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4. The number of uses to which a commodity can be put: The more the possible
uses of a commodity, the greater its price elasticity will be. When the price of
a commodity is very high, consumers will put the few units they buy only to the
most important use of the commodity. At successively lower prices, more of
the commodity is purchased to be devoted to the less important uses.

5.  The proportion of income spent on the particular commodity: If the proportion
of consumer’s income spent on a particular commodity is very small, demand
will tend to be inelastic. The commodities that belong to this category are salt,
match boxes, etc.

6. Habit forming goods: In case of habit forming commodities like tobacco and
alcohol, the demand for such goods will tend to be inelastic, since the consumer
forms a habit for their use.

Check Your Progress — 1

Elasticity of demand is high for some goods and low for some other goods. Give examples.
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5.3.2 INCOME ELASTICITY OF DEMAND

We know that consumers income is also one of the determinants of demand. Income
elasticity of demand for a commodity shows the extent of demand for the commeodity
changes as a result of a change in his income

The responsiveness of demand to changes in income is termed as income elasticity
of demand. It can also be expressed as the proportionate change in the quantity demanded
resulting from a proportiaonate change in income.

Percentage change in quantity demanded

E = —
Y Percentage change in income

Symbolically, we may write
AD AY
Ey = —]5"‘ = —\}—
Where; AD = Change in demand
D = Original demand
AY = Change in income

Y = Original income

Example-1
Find the income elasticity of demand, if a consumer’s demand for a commodity
increases from 100 units to 200 units per month when his income rises
from Rs. 2,000 to Rs. 3,000,
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AD AY

We know, Ey = ——— + ——

D Y
D= 100units A D=200- 100 = 100 units
Y= Rs. 1000 A Y=3000- 1000 =Rs. 1,000
100 1000
By -—— + —
100 2000
100 2000
= —_—— ¥ —_— =
100 1000

For normal goods income eiasticity is positive. Some of the writers have used income
elasticity in order to classify goods into “luxuries” and “necessities”. A commodity’is
considered to be a luxury if its income elasticity is greater than unity. A commodity is
a necessity 1f its income elasticity 1s small. '

Kinds of Income Elasticity
Income elasticity of demand is generally classified into five categories. They are:

(i) High Income Elasticity: When the percentage change in quantity demanded
is greater than the percentage change in income, the income elasticity of demand
is greater than unity. Thus, E >1

(ii) Unitary Income Elasticity: When the percentage change in demand is equal
to the percentage change in income, the demand is unitary income elastic. Thus
E =1
¥

(iii) Low Income Elasticity: When the percentage change in demand is less than
the percentage change in income, the income elasticity of demand is less than
unity. Thus, Ey =< ]

(iv) Zero Income Elasticity: When the income changes in any proportion-and carries
no cffect on demand, then the quantity demanded remains unchanged. Thus E_
=0

(v) Negative Income Elasticity: When an increase in income causes a decrease
in the demand for a commodity, the demand is said to be negative income elastic.
Thus E, =< 0.

Decision making with the help of Income Elasticity

The income elasticity of demand helps in the following manner to classify the commodities
for taking business decisions:

a) If income elasticity is positive and greater than one, the commodity is a fuxury.
For example the demand for cars, etc., is highly income elastic.

b) If income elasticity is positive but less than one, the commodity is normal one.
For example, the demand for food grains is ircome inelastic.
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¢) If income elasticity is zero, the commodity is not influenced by income changes.
For example, consumption of commodities like salt, match-box, etc.

d)  When income elasticity is negative, the commodity is inferior. For instance, cereals
like jower, bajra, etc., are inferior goods, so their income elasticity is negative.

Determinants of inceme elasticity
The main factors which determine income elasticity are:

1. The nature of the need that the commodity covers: The percentace of income
spent on food declines as income increases. This is known as Engel’s Law.

2.  The initial level of income of a country: For example, a motorcar is a luxury
inan underdeveloped country while it becomes a ‘necessity’ in a developed country.

3. The time period: Consumption patterns adjust with a time lag to changes in
income.

Check Your Progress —2

What is meant by income elasticity of demand?

5.3.3 CROSS ELASTICITY OF DEMAND

Commodities generally have substitutes and complements in the real life situations.
You have learnt in demand funciton, that demand for a commodity 1s not only a function
of its own price but also a function of the prices of related goods. The concept of
elasticity of demand can also be applied in a situation where two commodities are
related to each other. In this case, the elasticity is called cross elasticity of demand.

It is the responsiveness of demand to change in the price of other related commodities.
It can also be defined as the proportionate change in the quantity demanded of X resulting
from a proportionate change in the price of Y.

This change in the demand for one good due to a change in the price of some other
good comes about because of the fact that the two goods may be either substitutes
or complements to each other.

Percentage change in quantity demanded of X

E = . ) .
XY Percentage change in the price of Commodity Y

Example-2 _

The price of coffée incresses

the demand for tei mcrcnws”rftom § kg., to 10 kg. Determine the cross elasticity of

demand of tea fg'f..coffce.

from Rs. 50 per kg. to Rs. 70 per kg. and as a result -
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P coffee = Rs. 50

A P coffee = Rs. 20 (Rs. 70- Rs 50)
Q tea = 5 kg.
A P coffee = 5 kg. (10 kg-5 kg)

Here, AP coffee = change in price of coffee, AQ tea = change in guality of tea,

A Qtea Pcoffee 5 50
Crosse = X = —— = =25
I\ Peoffee Qtea 20 5

This sign of this measure of cross elasticity will depend upon the nature of inter-relationship
between two goods. If the two goods are substitutes, it will be positive. In the case
of complementary goods, the value of cross elasticity of demand will be negative, because
changes in the price of one good cause opposite changes in the quantity demanded of
the other good. For example, in case of substitute goods like Pepsi and Thums Up.
The cross elasticity in such a case would, thus, be positive because the change in the
demand for Thums Up and the change in the price of Pepsi move in the same direction.
The closer the commodities as substitutes for each other, the greater is the cross elasticity
of demand.

If two goods are complementary products, such as sugar and tea, their cross elasticity
will be negative. If price of sugar goes up, its demand will reduce, and simultaneously
the demand for tea will also fall. Since price of sugar and demand for tea move in
the opposite direction, their cross elasticity will be negative.

In case, if the two goods are unrelated, i.e., they are neither substitutes nor compliments,
the cross elasticity of demand in such a situation will be zero.

Cross-elasticity may vary from minus infinity to plus infinity. Complementary goods
will have negative cross elasticities and substitute goods will have positive cross elasticities.
The main determinant of the cross elasticity is the naturte of the commodities. It two
commodities can satisfy equally well the same need, the cross elasticity is high and
vice-versa.

Check Your Progress —3

" Define Corss Elesticty of Demand.
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3.3.4 PROMOTIONAL (ADVERTISING) ELASTICITY OF DEMAND

Advertising occupies an important place in the present day competitive market economy.
It aims at creating or expanding demand for the product or the service. Advertising,
thus, contributes to the total cost of the product and influences demand for the product.

——4




The following features can be observed in understanding the relation between advertising
and sales:

(1) Itis possibie to make some amount of sales without any advertising. This means,
no advertising is needed for minimum level of sales.

(ii) There is a direct relationship between level of advertising expenditure and the
volume of sales, beyond the minimum level of sales. This means that with an
increase in advertisement expenditure the sales wil Increase.

(i) In the initial stages the sales will increase more than proportionate than the advertisement
expenditure. But beyond a particular point the advertising expenditure will result
in less than proportionate increase in sales. After some further expenditure or
advertisement, a stage will come where no further increase in sales is possible
with the help of advertisement, :

How far, the demand for a product will be influenced by advertisment and other promotional
activities may be measured by the promotional clasticity of demand. This may be defined
as the ratio of proportionate change in sales to proportionate change in advertisement
expenditure.

Mathematically -
c Q-9 @+ Q) ,
: (A,~A) / (A, +A)
Where,Q, = Original quantity
Q, = Changed quantity
A, = Original advertisement expendjture
A = Changed advertisement expenditure

Where Q@ and A refer to sales and advertisement expenditure respecrtively.

It is important to note, in this context that some articles are more responsive to advertising,
for example cosmetics. But promotional elasticity is not always considered with the
price clasticity, particularly in case of luxury goods, which are more advertisement
elastic than price elastic. The 10:lowing are some of the important factors, which influence
the advertiging elasticity of demard

(1} Advertising elasticity is different for new and old products, and also differs between
products with an established market and a growing market.

(1) The time lag ir responsive advertisement varies. It may be delayed in some cases,
depending on the general economic environment and the media chosen. Tt also
depends upon the type of the product.

(n) The advertising elasticity of demand depends on effectiveness of advertising.
The firm may resort to advertising to defend it against the other competitors’
efforts to promote the sales of their products.
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5.4 MEASUREMENT OF ELASTICITY

Elasticity of demand as a responsiveness of the quantity demanded to price change
can be measured with the help of any one of the following methods. Depending on
the information available, a particular measure can be applied.

There are three methods to measure elasticity of demand. They are:
i) Total Outlay or Expenditure Method

i) Point Method

111) Arc Method

5.4.1 Total Outlay or Expenditure Method

This method is associated with the name of Alfred Marshall according to which we
measure the elasticity the change in the total expenditure due to a change in price.
This method refers to the total amount spent on the purchase of the good after the
price changes. We can observe this in the following table. :

Table — 5.2 : Elasticity of Demand and Total Outlay Method

Price Quantity Total Outlay Price elasticity of
(Rs.) demanded (units) (Rs.) Demand (Ep)
I 20 100 2,000 } —
16 1S 2,000 P
II 20 ] 100 2,000 } Ep > |
16 F150 2,400
111 20 , 100 2,000 } Ep < 1
16 110 1,760

In the above table, the total amount spent remained the same at Rs. 2,000 even after
a change in the price i.e.; decreased from Rs.20, to Rs. 16. In this case, the elasticity
is said to be equal to unity (Ep = 1). Here the demand changes in the same proportion
as the price. When the total amount of money spent increases (or decreases with a
rise in price) with a fall in price, the elasticity is said to be greater than unity. The
total money spent increased from Rs. 2,000 to Rs. 2,400 (case 1I) with a fall in price
from Rs. 20 to Rs. 16. In this case, the proportion of change 1n demand is relatively
greater than that of price. The total amount of money spent decreased (case 1.1} from
Rs. 2,000 to Rs. 1,760 with a fall in the price. In this case the elasticity is said to be
less than unity. Thus, when the price and total outlay move in the same direction, the
elasticity of demand is said to be in elastic. This method can also be represented with

the help of a diagram. .




[
<1
= &

/ ' EP< 1
X

TOTAL EXPENDITURE

Fig. 5.6 : Measurement of Elasticity - Total outlay mehtod

i

In Fig. 5.6, price is measured on Y axis and total outlay on X axis. The elasticity of

~ demand is explained with the help of total outlay curve. This curve slopes downwards
to the right with the fall in the price from OM to ON. Over the price range ON to
OM, the elasticity of demand is elastic. The outlay curve is perdendicular and parallel
to OY axis over the price range ON and OQ. It shows that outlay is constant and
indicates that elasticity is unitary. Over the price range OQ the outlay curve slopes
downwards to the left as the amount of money spent dimineshes as the price falls. In
this case, the elasticity of demand is less than unity i.e., inelastic.

The main drawback of the total outlay method is that it does not help us to measure
the elasticity of demand numerically. It simply tells us that elasticity of demand is
equal to, greater than or less than unity.

Check Your Progress — 4

What are the three types of elasticity of demand?

...................................................................................................................................................

54.2 THEPOINT METHOD -

This method is also suggested by Alfred Marshall. In this method, we take a straight
-line demand curve j@ining the two axes and measure the‘elasticity between two points
Q and Q,, which are assumed to be intimately close to each other.
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Fig: 5.7 : Measurement of Elasticity - Point Method'

In the diagram 5.7 ‘RP’ is the straight-line demand curve, which connects both the
axes. In the beginning at the price QM, the quantity demanded is OM. Then the price
changes to Q, M, and the new quantity demanded is OM, . The symbol 'P’ represents
the change in price while the symbol 'Q’ shows the change in quantity demanded.
The price elasticity of demand can be determined by the following formula.

Ed _ Percentage change in quantity demanded

Percentage change in price

The percentage change in quantity demanded can be found out thus:

‘Change in the quantity demanded AD

Initial quantity demanded. D

The percentage change in price can be found out thus:

Change in Price AP

Initial Price P

Change in Price Quantity / Intial Quantity AP AP
Change in Price / Initial Price - P " P

Therefore, =

MP

e

OM




Appendix (not compulsory)
Substituting the symbols, we have

AD AP ADpp dD P
Ed = — =+ = = X
D P APD dp D

In terms of above diagram, the equation is

MM' NN! MM' ON MM! ON
L et - — or — ——sam = ——arr X —
OM ON oM NN! NN! OM

The smaller triangle QTQ’ is similar to the bigger triangle QMP. Therefore, the ratio
of sides is the same. In other words,

MM! Q' | - . MP
or —— 1sequalto
NN! QT oM

We can now recast the above equation by substituting,

MP TQ' AQ
— for or s
QM QT AP
MP ON MP QM
Ed= — X ‘— = — X — (...ON =QM)
QM -~ OM QM oM
_ MP  (after climinating QM |
OM on both the sides)

The price elasticity of demand is therefore, MP/OM. Now we have got two triangles,
i.e., QMP and RNQ which are similar to each other. Therefore, the ratio of their sides
is also the same. As such MP/OM will be the same as QP/RQ and QM/RN (Since
OM is the same NR).

MP oM ON QF
Hence, Ed = —— or —— or —or —
oM RN RN RQ

Assuming that the distance between Q and Q' is reduced indefinitely, the two points
will coincide and as such, the elasticity of demand at the point Q will be equal to

QP/RQ.

On a straight-line demand curve we ¢an make use of this formula to find out the price
elasticity at any particular point. We can find out numerical elasticities also on different
points of the demand curve with the help of the above formula. It should be remembered
that the point elasticity of demand on a straight line is different at every point. Elasticity
at any one point is the ratio of the lower part of the straight line to the upper part.
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When elasticity is measured at a point on a straight-line demand curve, it is called
point elasticity of demand.

3.7.3 ARCMETHOD

The main drawback of the point method is that it is applicable only when we possess
information about even the slight changes in the price and the quantity demanded of
the commodity. But in practice, we do not possess such information about minute changes.
We may possess demand schedules in which there are big gaps in price as well as
the quantity demanded. In such cases, there is an alternative method known as Arc
method of elasticity measurement. In this method the mid-points between the old
and the new data in the case of both price and quantity demanded are used. It studies
a portion or a segment of the demand curve between the two points. An Arc is a
portion of a curve line, hence, a portion or segment of a demand curve. The formula
for measuring arc elasticity is given below:

Change in Quantity demand Change in Price
Ed = -
Original Quantity Plus New Original Price plus new price after change

Symbolically, the formula may be expressed thus :

Q-Q, P-P,
Ed = -
Q+Q, P+P,
Here, Q =  Original Quantity demanded
Q, = New Quantity after change in price
P =  Original price
P, = New price after change

We can take a numerical example to illustrate Arc elasticity. Suppose that the price
of a commodity is Rs. 5 and the quantity demanded at that price is 100 units of a
commodity. Now assume that the price of the commodity falls to Rs. 4 and the quantity
demanded rises to 110 units. In terms of the above farrenla, are elasticity, then, will
be - :

100-110 5-4

Ed = +
1004110 5+4

1o -1

20 9
9
2
3

7

(The ﬁégative sign here may be omitted)

4
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5.5 SIGNIFICANCE OF THE CONCEPT OF ELASTICITY OF DEMAND

The concept of elasticity of demand is highly useful from theoretical and practical
points of view. It has wide range of applications. Some of the important applications
are: '

1. To Businessmen: In a free capitalist economy, if production is to be profitable,

his total revenue would rise fetching what amount of profit. This he can know
¢asily if he has an idea about the demand elasticity for his product.

2. To fix rewards for factdrs of Production : In fixing the rewards for factors

of production, the concept of elasticity of demand is of great use. If the demand
for a factor is inelastic, the trade union can extract high wages. On the other
hand, if the demand for labour is relatively elastic, the wages will be low and
the efforts of unions in getting high wages will not materialize. The same thing
holds good in respect of other factors of production too. '

3. To Government : This can be used by the Government for imposing statutory
price controls on various commodities and to stabilize the prices of various commodities,
It is also of great help in framing tax policy and in fixing the proper rate of
exchange for its currency.

In this way, the concept of elasticity of demand is of a great practical significance to
businessmen, economists, trade unions and government policy makers.

3.6 SUMMING UP

detail. The price elasticity of demand explains the responsiveness of demand due to
changes in price. The relationship between relative change in"demand and proportionate

of demand for a commodity due to the changes in the price of other related commodities,
The promotional elesticity is the other one discussed in detail.

Three methods pertaining to the measurement of elasticity of demand are discussed.
How change in price affects the changes in the total expenditure is explained by the
total outlay method. In the point method, a strainght-line demand curve Joining.the
two points is used to measure elasticity of demand. The third method, i.e., Arc method,
studies a segment of the demand curve between the two points. Finally, the significance

-of elasticity of demand in decision-making is explained.
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57 CHECKYOURPROGRESS: MODEL ANSWERS

1. Demand is more elastic for goods like comforts and luxuries (Air-conditioners,
Colour Television, VCRs; having more substitutes (Tea, Coffee); whose consumption
can be postponed; substitute goods like soft drinks, etc.

Demand will be less elastic is the case of essential goods (rice, wheat); goods
consumed as a matter of habit (pan masala, tobacco); very high priced goods
{diamonds), goods whose consumption can not be postponed (food, clothes), etc.

2. The responsiveness of demand to change in income is termed as elasticity of
demand. It can also be expressed as the proportionate change in the quantity

demanded resuiting from a proportionate change in income.

Percentage of change in quantity demanded

Ey =
Percentage change in income

3. It is the responsiveness of demand to change in the price of other commodities.
It can also be defined as the proportionate change in the quantity demanded
resulting from a proportaionate change in the price of Y.

E Percentage of change in quantity demanded of X

XY

Percentage change in the price of good Y

4. The three types of elasticity of demand are :

(i)  Unitary elasticity' . When a small change in the price keeps total outlay
unchanged the price elasticity is said to be unity (Ed=1).

(iiy Greater than unity elasticity : If a small change in price increases total
outlay or if small increase in price increased total outlay or if small increase
in price reduces total outlay, elasticity of dernand is said to be greater than
unity (Ed>1).

(i) Less than unity elasticity : If a fall in price decreases total outlay (increases
with a rise in price), the elasticity of demand is said to be less than unity
(Ed<1).

58 MODELEXAMINATION QUESTIONS

Answer the following questions in about 30 lines each.

1. What is elasticity of demand? Explain the different kinds of elasticity of demand.

2 What is price elasticity of demand? Explain the kinds of price elasticity of demand
with the he!p of diagrams.

3. What are the methods which measure elasticity of demand? Explain them in
brief.
4. Explain the total outlay method of measuring price elasticity of demand.




II.  Answer the following questions in about 15 lines each.

1.  What is elasticity of demand ?

2, Whatis income elasticity of demand? What are its determinants?
3. Explain the cross elasticity of demand ?

4.  What are the basic determinants of price elasticity of demand.
5.  Describe the total outlay method in measuring elasticity.

6.  What is the point method of measuring elasticity?

7.  Explain the practical utility of the concept of elasticity of demand.

5.9 RECOMMENDED BOOKS

1. H.S.Agarwal : Micro Economics

2. M.L.Seth : Principles of Economics

3. M.L .Jhingan : Advanced Economic Theory
4. S.K.Mishra and V.K.Puri : Modern Micro Economics

5.10 GLOSSARY

Elasticivy :  The degree of responsiveness of one variable
to changes in another.

Price Elasticity of Demand . The degree of responsiveness of the quantity
demanded of good to changes in its price.

Income Elasticity of Démand . The degree of responsiveness of the quantity
“demanded of a good to changes in income
of consumers.

Cross Elasticity of Demand : The responsiveness for a commodity to
a change in the price of other commodities.

Promotional Elasticity of Demand : The ratio of proportionate change in sales
to proportionate change in advertisement
expenditure.
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UNIT - 6 : DEMAND FORECASTING .

Contents
6.0  Aims and Objectives
6.1 Introduction
6.2 Objectives of Demand Forecasting
6.3 Purpose of Demand Forecasting
6.3.1 On the basis of Time Period
6.3.2 On the basis of Levels
6.3.3 On the basis of Category of Goods
6.4 Approaches to Demand Forecasting
6.4.1 Steps in the Prolcess of Demand Forecasting
6.4.2 Techniques/ Methods. of Demand Forecasting
6.5 Criteria for a Good Forcasting Method
6.6 Demand Forecasting for New Products, Established Products and Producers’
Goods
¢.7 Limitations of Demand Forecasting
6.8 Summing Up
6.9 Check Your Progress : Model Answers
6.i0 Model Examination Questions
6.11 Recommended Books
6.12 Glossary
6.0 AIMS AND OBJECTIVES

The aim of this unit is to explain you the purpose of Demand Forecasting and various
approaches to Demand Forecasting.

At the end of the unit, you should be able to :

explain the objectives and importance of Demand Forecasting;
describe the Forecasting on the basis of time period, levels and category of goods;
apply various methods/ techniques for forecasting the demand; and

suggest suitable techniques for demand forecasting relating to established products,
new product and Producers' goods.




6.1 INTRODUCTION

Knowing the demand for its product is a signtficant activity for the firm. In modern

business, production is often made in anticipation of demand. Anticipation of demand

implies ‘Demand Forecasting’. Forecasting means expectation about the future course
- of developments. Demand forecasting means expectation about future course of the

market demand for a product. This enables the firm to make necessary plans for production
y and sales by keeping in view the market conditions. Any forecasting requires managers
' to predict for future, which, by its nature, is unknown. In fact, it is to minimise the
‘uncertainties’ of the unknown future that these forecasts are needed. The forecasts
must be so that correct decisions can be taken.

The demand forecasting 1s an estimate of the future demand. It cannot be hundred
per cent precise. But, it gives a reliable approximation regarding possible outcome,
with a reasonable accuracy, if it is based on the mathematical laws of probability.
Now, let us explain the objectives of demand forecasting.

6.2 OBJECTIVES OF DEMAND FORECASTING

Demand forecasting has several objectives. The following are some of the imporiant
‘ " objectives:

(1) To reduce cost of raw materials and control inventories, to stock enough raw
materials according to demand estimates;

H (1) To arrange for short-term financial requirements such as working capital;

(u1) To fix sales targets based on demand estimation and to provide incentives to
sales people; i

(1v) To arrange for appropriate promotional efforts such as advertising and sales campaigns;

e (v) To prepare proper price policies for achieving desired results;

(v1} To plan production programmes so thatthere is neither over-production nor under-
production.

6.3 PURPOSES OF DEMAND FORECASTING

Before one takes up a forecasting exercise, one has to find out the specific purpose
for which the predictions are made. The demand forecast can have difizrent interpretations
and applications, depending on the purposes of the forecast. The purposes of the forecast
can be understood in a systematic way by classifying them (i) on the basis of the
E time period; (ii) on the basis of levels of forecast; and (iii) on the basis of category
. of goods.

6.3.1 DEMAND FORECASTING ON THE BASIS OF TIME PERIOD

On the basis of time period the sale predictions can relate to any one of the following:
d (i) Short-term; (ii) Medium-term; and (iii) Long-term.

There is no hard and fast rule to say that a particular calendar time for these time
periods. A short-time forecast generally refers to a period of two to three months, a 83
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medium term to a period between three months and one year and a long-term to a
period of more than one year. In some cases, a period of one year may be short period.
You must, however, be kept in mind that this calendar classification of periods is only
tentative. -

i) Short-term 'Forecasting

Short-term forecasting serves the following purposes :

(i) To evolve a suitable policy in view of the seasonal variation of demand
and so as to avoid the problem of short supply or over-production of the
firm’s product in the market.

(i) To determine the suitable price policy to clear off the stocks during off-
season and to take advantage in the peak season.

(iii) To evolve a rational purchase policy for buying raw materials and control
its inventory stock with'a greater economy.

(iv) To set the sales targets and for establishing control over the business.

(v) To enable the firm to have a short-term financial policy to make use of )

the surplus cash and / or to arrange for cash in times of need.
ii) Medium term Forecasting

It 's a known fact that the effect of the present policies cannot be predicted for the
lor.g-term. These policies may be internal (example: quality improvement) or external
(example: governments’ tax policy), the effeet cannot be usually predicted for more
than about a year ahead. In case of medium term forecast, experience and sound judgement
are more important than statistical forecasting. The medium term forecast can assist
in the decisions about timing of an activity, like advertising expenditure. These forecasts
also contribute to control or revision of the decisions based on long-term forecast.

iii) Long-term Forecasting
I

A long-term forecasting relates to the informations which are vital for undertaking
strategic decisions of the business pertaining to its expansion or contraction. In general,
the long-term demand forecasting serves the following purposes:

‘(i) ‘Long-term demand potential will provide the required guidelines for planning of

a new business unit or for the expansion of the existing one. Capital budgeting
by a firm is based on the long-term demand forecasting.

(i) It is essential to determine long-term sales forecdst for an appropriate manpower
planning by the firm in view of its long-term growth and progress of the business.

(i) In view of the long-term demand forecasting and the production planning, it becomes
easier for the firm to determine its long-term financial planning and programmes
for raising the funds from the capital market.

-




1) Macro economic forecasﬁng;
i) Industry demand forccasting;
i) Firm demand forecasting; and

iv) Product line forecasting.

iff) Firm (Company) Demand Forecasting: A big (e.g. Hindustan Lever Limited)

non-durable goods. For each of these categories of 800ds there would be distinctive
pattern of demand. Forecastmg based on this classification Servers any or all the purposes
mentioned above under two classifications.

Check Your Progress — 1

What do you mean by Demand F(_)recasting ?

..................................................................................................................................................

...............................................
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Check Your Progress — 2

‘{dentify the uses of demand forecasting based on levels.

..-..---..-...u-----...-.......--..-...--......--...-.......-...-......................-.......-...-...................... .......................

..................................................................................................................................................

...................................................................................................................................................

..................................................................................................................................................

7 APPROACHES TO DEMAND FORECASTING

Problems and methods of forecasting differ in case of established products and new
products. For the established products, past sale trends and competition conditions are
known, while this is not so for the new products.

The forecaster has to decide how much the sociological and psychologica\ factors are
going to enter into the exercise of forecasting. To be more effective, this exercise
must also include the factors like special features peculiar to the product and market,
nature of competition, impact of uncertainty, risk and the consequent ITors in accuracy,
etc.

Though, a general forecast is useful for a film, but it will be very helpful, if the general
forecast 18 broken down into different forecasts, which are specific with respective
commodities, areas of sale, domestic and export market, €tc. ‘

6.4.1 STEPS IN THE PROCESS OF DEMAND FORECASTING

The following steps are necessary to have an efficient forecast of demand :

i) Identification of objectives: The first step 18 10 identify and clearly lay down
the objectives of forecasting, whether it is short-term forecast, forecast of market
shares or & general industry forecast. The purpose of this exercise may be the

estimate of one or more than one aspects, like quantity and composition of demand,
price to be quoted, sales planning, inventory control, €tc.

ii) Determining the nature of the good: There are three important categories
of goods, viz., Capital goods, Consumers' durable goods, Consumers' non-durable
goods. Demand determinants of these categories are also different. Hence, the

determining variables of the demand function for the product are to be ascertained.

ili) Selecting 2 proper method of forecasting: Another step is to select suitable
methods of forecasting in view of the objectives, availability of data, etc. For
example, if the data shows cyclic fluctuations, the use of linear trend will be

suitable. Similarly, general trend may be more useful for long-term forecasting,
while seasonal patterns will be more important for the short-term forecast.

iv) Interpretation of results: Mere preparation of forecast does not help the management.
Interpretation of results is also of equal importance. Once the data are collected




and statistical estimates are made, their implications are to be judged for policy
making. Interpretation of demand forecasting is an art. It is very significant for
business decision-making. For that, we need to frequently revise the forecast in
the light of changing circumstances because forecasts are; in the first instance,
made on ihe assumption of continuation of past events.

6.4.2 TECHNIQUES/METHODS OF DEMAND FORECASTING

It is to be noted here that there is no easy method or a simple forr ula, which enables
the manager to predict the uncertainty of future with cent per cent accuracy. There
ar€ various methods to estimate potential demand. Some people rely on personz. judgement

~or statistical calculations. One must take a mid way by combining statistical results

with the value judgement. Again, different statistical forecasting methods are not mutually
exclusive. They are to be used in combination for accuracy and cross checking purposes.
In other words, forecasting must depend both on judgement and rigorous analysis. Basically
there are two approaches to the problem of demand forecastmg They are - Direct
methods, and Indirect methods.

Direct methods are useful to obtain information about the intentions of customers by
means of market research, survey, economic intelligence, etc. Indirect methods are
useful to make use of the past experience as a guide, and by extrapolating past trends
to estimalte the level of future demand. For the sake of simplicity and easy understanding
we can classify the methods of demand forecasting in the following manner:

i. The Survey Method/ Opinion Poiling Method.
ii. Trend Projection Method/ Extrapolation Method.
1. Economic Barometers.

v, The Statistical Methods.

Of the above, the first one is considered as an example of the Direct Method, and
the remaining are considered as Indirect Methods. Now, let us examine the application
of above methods in demand forecasting.

I. THE SURVEY METHOD

The survey Method of demand forecasting can be further divided into the following
four kinds:

1) Survey of Buyers’ opinion
ii) Survey of Sales — Force opinion
1ii) Survey of Experts opinion

1v) Test Marketing

(i)  Survey of Buyers’ Opinion

A sample survey of the consumers may be undertaken questioning them about what
they are planning or intending to buy. The questionnaire may be prepared for this purpose.

- This may be mailed to the consumers or may be sent through enumerators. Such consumer

surveys provide excellent information on a number of important demand relationships,
such as price demand, income demand, advertisement expenditure demand, cross demand,
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“etc. Though it has its advantage of first hand information, it has its disadvantages

too. The important problems of disadvantages are (i} to contact large number of customers
scattered all over the market is time consuming and costly affair, (ii) consumers may
hesitate to reveal their plans because of personal privacy or commercial secrecy, (1ii)
the consumers may change their intentions due to unexpected changes in conditions.
If these disadvantages are limited or restricted, the information obtained from this method
is used as an important primary source in forecasting demand with a greater degree
of certainty.

(ii)  Survey of Sales-Force Opinion

Under this method, the sales persons have to report to the head office their estimates
or expectations of sales in their territories. The company can also obtain such information
from the retailers and wholesalers. By aggregating these forecasts a generalisation
on an average is made, which is also based on the value judgement and collective
wisdom of top sales executives, marketing manager, business economists altogether.
It can be used for foreéasting the sales of newly introduced products. Its main drawback
is that it .is subjective, so its accuracy depends on the intelligence of the reporting
sales persons. Sometimes the sales force-may not give the real picture about the products.
Therefore, this can be used as a source of information for demand forecasting with
due care of above disadvantage.

(iii) Survey of Experts’ Opinion

Obtaining views from a group of specialists outside the firm will have certain possible
advantages of speed and less cost. This method is best suited in situations where intractable
changes are occurring. For example, forecasting future technological states. It 1s possible

“that in cases where basic data are lacking experts may give divergent views, but even

then it is possible for a manager to come to an idea on the basis of these views. One
formalised example of this group of tools is the ‘Delphi’ techniques. At it is simplest,
panel members are asked by letters to give their predictions of the likely hood of occurrence
of specified events. Postal anonymity from other panel members minimises the impact
of personal inhibitions on the making of speculdtions about the future. Letters of the
outcome and in particular of the consensus then informs personal members. Those
who dissent are invited to give their reasons for discounting or else they are asked to
modify their forecasts. This process may be repeated again, and the final range of
outcomes regarded as probabilistic forecasts.

(iv) Test Marketing

Test marketing is especially useful for forecasting sales of new products or the potential
of existing products in new areas. It involves selecting a fest area, which can be regarded

as a truly representative portion of the total market. A firm may reduce the price m
the actual market and observe the reactions and compére the sales resulting form price
reduction with the sales in the past. It may fix up different prices in different markets
and observe the responses of buyers. The firm may make an experiment in one of
the markets regarding new advertising campaign on other sales promotion schemes.
In this way the firm finds out buyers’ responses regarding various aspects of the product.

If the product is successful in the test area, similar levels of success will be forecast -

in the total market.

Even though this method has the advantage of a real life experimeny, it has some disadvantages
also. They are: (i) It is exceptionally both expensive and time consuming, (ii) It is
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evels, population, social background, tastes and preferences, occupational pattern, etc.,
(i1i) The test must be continued for long enough to permit the consumer repurchase
cycle to cooperate, otherwise false predictions may be made.

I. TREND PROJECTION METHOD

A time series analysis of sales data over a period of time is considered to serve as a
good guide for demand forecasting. For long-term demand forecasting, trend is computed
from the time based demand function data. Trends refer to the long-term persistent
movement of data in one direction — upward or downward. The important methods
used for trend projections are: (i) The Method of Moving Averages, (ii) Time Series
Analysis.

(I)  The Method of Movirg Averages

This method is based on the past sales data and designed to compensate for regular
cyclical/ seasonal variations. Under this method either 3-yearly, 4-yearly or 5-yearly,

etc., Moving Average is calculated. First moving total of the values in group of years -

(3,4 or 5) is calculated, each time giving up the firist preceding year from the group.
Then, it is divided by the number of years in the group. This can be understood with
the help of the following illustratjon.

Moving Averages

Year Demand 3-year Moving Total 3-year Moving Average (Trend)
1993 10 - -
1994 12 36 12
1995 14 42 . 14
1996 - 16 45 15
1997 15 51 17
1998 20 - -

The moving average (Trend) so obtained is plotted on a graph and from graphical presentation
forecasting is projected through the extensions of the curve for the year ahead, measured
on the X-axis. In the same way instead of yearly data, monthly data can also be used
to project a trend for a particular month,

Il TIME SERIES ANALYSIS

This method is a refinement to the earlier method and attempts to build seasonal and
cyclical variations into the estimating equation. Therefore, the equatior appears to be

Sales = a. (trend) + b. (season) + ¢. (cycle) + d {(unforeseen changes)

Here, a,b,c and d are constants calculated from the past data. Sales forecast can again
be obtained by substituting the values of trend, season and cycle in the equation. Trend

out with the help of economic barometers (explained in subsequent paragraphs) for
the period of forecast.

a9
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This method is simple and inexpensive; hence, gained popularity. It is also not free
from limitations. The validity of this method rests on the assumption that past data
can be used to predict future sales, because there is a persistent tendency of the data
to move in the same direction. {For detailed understanding of this technique, please
refer to the unit on. Time Series Analysis in your Business Statistics Course Material:
Group-B, P-(1].

. ECONOMIC BAROMETERS

Generally, the Barometric techniques involve statistical indicators, usually time series
which when combined in certain ways and provide indications of the direction in which
the economy, or certain industries in it, is going. They are Barometers of market change.
These can be classified as (1) Leading indicators, (ii) Coincident indicators, (iii) Lagging
indicators.

The leading indicators series move up or down ahead of some other series. The coincident
indicators move up or down at the same time as the lzading indicator series move.
The lagging indicators move up or down after the lzadings indicators have moved.
For example, the bank rate is the leading indicator; the rate of interest charged by
commercial banks is coincident indicater; and the rate of interest charged by money
lenders is lagging indigator. The following are some of the major leading indicators,
coincident indicator and lagging _,iz'im‘to\rs:

Leading Indicators: Non-agricultural blié‘em_t#; index of net business formation;
new orders of durable goods industries; new building permits for private housing units;
industrial materials prices; stock prices; corporate profits after tax, etc.

Coincident Indicators: Employees in non-agricultural establishment; un-employment
rate; GNP expenditure estimates; industrial production; personal income; sales of retail
stores, etc. : N

Lagging Indicators: Business expenditure on new plant and equipment, book value
of trade inventories, labour cost per unit of output; commercial and industrial loans;
banks rates on short-terms business, €tc;

These Barometric indicators can be used in forecasting demand in the short-run, since
these do not always lead by the same length of time and also may lead in different

directions. Forecast based on these indicators miy serve as a warning to the decision .

makers. When there is a dJown swing in some of the indicators, they are warned that
a general downward trend is the offing and they should be careful to plan in advance
their production and inventories. | ;

IV. THESTATISTICALMETHODS e

Many statistical tools/ techniques are now available for estimating demand for the
product. If sufficient relationships can be established statistically, and also supported
theoretically, then a fairly complete market model can ‘be built in equation forth, using
past data, Most commonly for demand forecasting purposes, the parameters of the
demand function are estimated with the regression analysis by an equation to a set of

observed data. In this regard the following economic indicators may be considered:

() Personnel disposable income towards demand for corrsumer product; (b) Agricultural
or Farm Incomes towards demand for Agricultural equipments, Fertilisers, etc. (¢)
Construction contracts for demand towards building materials such as cement, bricks,
steel, tiles, etc., and (d) Automobile registry over a period towards demand for car,
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spare paris, petrol, etc. By collecting such information, demand parameters may be
computed with the help of regressicon analysis. When we consider the relationship between
two variables — one dependent variable (eg. Sales) and arother independent variable
(eg. Price) the relationship is called simple regression. Where the relationship 1s between
one dependent variable and a number of independent variables, it is known as multiple
regression. These can be expressed mathematically in the equation ferm as follows:

Simple Regression : y=a+bx

Here, v — sales; x — Price; a,b are constants. By finding out the values of ‘a’ and 'b’
by using regression mechanism the regression equation is established. Afier establishing
the regression equation, it is possible to calculate the value of ‘y’ for given value of

[

X
Multiple Regression :

In this model, firstly, it is necessary to specify the form of dependence of 'y’ on the
‘x” variable. This dependence may be expressed in linear form in which we show
additive influence of the independent variables (x,, x,, X,, X,... X,} on the dependent
variable ‘y’ as under:

Y =a+bx, +bx,+ b3x3 ..... bx, +e

Here ‘y” (sales) is the dependent variable; b,, b,.. b_are the co-efficient of ihdependent
variables; X, X,, X, ... X are independent variables; ‘a’ is the intercept or the constant
value at ‘y’ irrespective of the influence of ‘x’ variables; ‘e’ is the error or residual
value which will arise as the difference between the actual value of each ‘y’ observed
in association with each set of *x’ values and the estimated value of each ‘y’ that is
associated with the set of ‘x’ variables in the regression equation (For detailed understanding
of the application of Regression techniques refer to the unit on Regression of your
Business Statistics Course )

The other statistical models are — Naive models, Simultaneous equation models.

Naive models are generally useful wherg situations are stable or experiencing only a
gradual change. In a stable situation, for example, one may use the ratio of advertising
outiay and sales at the past to forecast how future sales will react to future advertising
outlays.

The models of simultaneous c¢quations can be used where 1t is possible to build up
the relationships between dependent variables and independent variables undertaken
in the study. By solving the equation we can get values of those variables.

Example - 1

A garment manufacturer conducted a survey of demand for men’s dresses. It is found
that the average daily demand (D) in terms of price (P) is given by the equation :

D=1400-10P

i) How many dresses per day can the manufacturer expect to sell at a price of
Rs. 100 per a dress?

if)  If he wants to sell 200 dresses, what price should he charge 7
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Solution

6.8 SUMMING Up
This unit has focused on the concept and purpose of demand forecastmg under different
circumstances. A firm, which is an individyal OTganising unit of contry

activity, has a basjc objective ofmaximising its profits. In thjs context, 1t has to produce
and sell ag much as it can. For this PUrpose, there 15 4 need to estimate demand for
its goods / services. The various techniques that are useful to estimate the demangd
under different cIrcumstances are discussed. Keeping in mingd the purpose, availability
of information, ete., the firm can make use of one or other suitable technigues to maximise

it profits and to make use of jtg INput resources in an optimal Mmanner,

i) It shows the firm its existing market share and helps in improving jts market

v) It helps the firm in allocating its Scarce resources on its various products.
3. Y=58+114 (200)
Y =58 4 208 = 222.2 lakhs.

6.10 MODEL EXAMINATION QUESTIONS

I. Answer the following in about 30 lines eaoh,
l. " How do the short-term and long-term demand forecastings help the business
firms?

2. Whatis demand forecasting? Explain the Survey Method of demand forecasting.
/
3. Explain the various methods of forecasting demand for established products.

4. Howdo demand forecasting methods for new products vary from those for established
producis?

5. Discuss briefly the statistical methods for lonig-term demand forecasting.
6, What are the criteria for selecting a good forecasting method?
7, Explain the steps involved in the process of demand forccasting,

9
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¥)  Quickness: The technique employed should produce quick results and the data
required must be easily available.

vi) Flexibility: Forecast is to be maintained up-to-date. The forecasting procedure
should permit the changes to be made from time to time.

6.6 DEMAND F ORECASTING FOR NEW PRODUCTS,
ESTABLISHED PRODUCTS, PRODUCERS' GOODS

In re=i jife situation We come across different circumstances to forecast the demand.
Thes: circumstances may be for New products, Established products and Producers'
goods. Now, let us identify the suitable techniques of demand forecasting, which we
have already discussed, to these circumstarices.

New Products.

To forecast the demand for new products we can use any of the following methods:
a) Survey method |

b) Test Marketing

c) Life Cycie Segmentation Analysis.

stage the product is. Keeping in mind that particular stage one can reasonably predict
the demand for such product.

Established Products

Dermand can be forecast for established products by using any of the following methods

a)  Market surveys;

b} Opinion surveys;

c) Trend projections;
d) Regression analysis

Producers’ goods

earlier can be used. But the forecaster has to keep in mind the factors such ag —
extent of excess capacity in the industry, the existing staff of producers' goods, the
age distribution of the existing stock of producers' goods, the rate of ohgo_lcécéncé,
the availability of funds, the nature of tax provisions, the prices of substitutes, etc.

Lalha

6.7 LIMITATIONS OF DEMAND FORECASTING

So far we have discussed various methods/ techniques to forecast the demand. All
the methods may not be useful under all circurstances. Each and every method has
s own advantages and disadvantages. Eepending on the method chosen for demand
forecasting the disadvantages or limitations of that particular method may be normally
applicable to such forecasting. However, one can choose the appropriate technique 93

\
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keeping in mind the purpose, availability of data, cost and time for forecasting the
demand with reasonable tevel of accuracy for taking various decisions.

6.8 SUMMING UP

This unit has focused on the concept and purpose of demand forccasung under different
circumstances. A firm, which is an individual organising unit of control of business
activity, has a basic objective of maximising its profits. In this context, it has to produce
and sell as much as 1t can. For this purpose, there is a need to estimate jdemand for
its goods / services. The various techniques that are uscful to estimate the demand
under different circumstances are discussed. Keeping 1n mind the purpose, availability
of information, gtc., the firm can make use of one or other suitable techniques to maximise
it profits and to make use of its input resources in an optimal manner.

6.9 CHECK YOURPROGRESS : MODEL ANSWERS

1.  Demand forecasting is nothing but anticipation of demand. It means expectation
about the future course of the market _demand for a product or service.

2. 1) It helps in understanding the various conditions in the whole economy.

iy It helpsthe business. in comparing the trends of the industry with its current
and future sales and thus’in determining its market share.

i)y It shows the firm its existing market chare and helps in improving its market
share.

iv) It helps the firm in allocating its scarce resources on its various products.
3. Y = 5.8 + 1.14 (200)
-y =-5.8 +228=222.2 lakhis.

6.10 MODPEL EXAMINATION QUESTIONS

1. Answer the following in about 30 lines esch.
1. How de the short-term and long-term demand forecastings help the business
firms?

2 What is demand forecasting? Explain the Survey Method of demand forecasting.

i

3 Exdlain the various methods of forecasting demand for established products.

4.  How do demand forecasting methods for new products vary from those for established
products?

5 Discuss briefly the statistical methods for long-term demand forecasting.

6. What are the criteria tor selecting a good forecasting method?

-1

Explain the steps involved in the process of demand forecasting.

o
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2

Answer the"following in about 15 Jines each.

What are the objectives of demand forecasting?

What are the criteria of 3 good forecasting method?
What are the important methods of demand forecasting?
Explain the survey ‘method of ferecasting.

What are the barometric indicators?

‘What is the utility of demand forecasting? ‘

6.11 RECOMMENDED BOOKS"
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P.L.Mehta * Business and Manageria) Economics
V.G.Mankar & MK &, Pillai : Business and Managerial Economics
D.M.Mithanj & VS Murthy U Fundamentgls of Business Economics

R.L.Varshney_& K.L.Maheswari : Managerfal Econpmics

6.12_ GLOSSARY

Demand Forecasting : An estimate of the future demand.

Simple Regression : Rélationship between one dependent variable

and anothzr independent variable.

Muitiple Regression : Relationship between the dependent variable

and number of independent variables.
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UNIT-7: UTILITY ANALYSIS — AN INTRODUCTION
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70 AIMS AND OBJECTIVES

This unit discusses the approaches to utility analysis and examines the ‘Law of Diminishin‘g ‘
Marginal Utility’, ‘Law of Equi-Marginal Utility’, and the concept of ‘Consumers' Surplus’ /
99
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After studying the unit, you should be in a position to:

o differentiate between cardinal and ordinal approaches to utility analysis;
@ explain the law of diminishing marginal utility and its limitations;

@ describe the law of equi-marginal utility; and
@

explain thé concept of consumer’s surplus.

7.1 INTRODUCTION

Consumers satisfy their wants through the consumption of goods and services. Goods

are defined as things that have the ability to satisfy a need. Economists call the want
satisfying property of goods as ‘wutility’. In fact, when a consumer buys goods it is
not the goods that he desires but the utility that he derives from the goods. Goods are
demanded by consumers for their ability to satisfy wants. However, the want-satisfying
power or utility is not inherent in goods. Goods possess utility because it is imputed
to them by the consumers. For example, diamonds are like pebbles, but as we attach
importance to the possession of this scarce good, they have a very high value in the
society. Water, which is essential to life is considered of very great utility, For that
reason a particular type of goods will have more utility for some people than it will
have for others. Furthermore, for a given individual, a particular type of goods will
have differing amounts of utility, depending upon the amount consumed. For example,
when an individual is hungry, he will be inclined to consume food which hasa high
utility for him at that time. But when he is asked to consume again, he may not be
consuming the same quantity and the urility will be also low. Thus, utility of a particular
goods will vary as the quantity consumed varies. Therefore, in a technical sense, each
unit of a particular goods will be distinct from each other unit.

The consumer is assumed to be rational. Given his income and the market prices of
various commodities, he plans the spending of his income so as to attain the highest
possible satisfaction or utility. This is the axiom of utility maximisation. In the theory
of consumption, it is assumed that the consumer has full knowledge of all the information
relevant te his decision, that is he has complete knowledge of all the available commedities,
their prices and his income.

7.2 UTILITY AND SATISFACTiON

The want satisfying power of a commodity or service can be defined as utility. It is
essentially a subjective concept. Thus any commodity or service which can satisfy a
human want is said to have utility. A particular thing is wanted, if it is expected to
satisfy a given want. The consumption of a particular commodity may be harmful or
immoral, e.g., Liquor. Even then if it satisfies some want of a consumer, it is deemed
to possess utility.

The term utility is commonly used as equivalent to satisfaction. But, it has different

meaning in economics. Utility implies expected satisfaction, whereas satisfaction means

‘realised satisfaction’. A consumer thinks of utility when he is buying a commodity

but he derives satisfaction only after its consumption. There may be a gap between
the utility and satisfaction. Generally, in the case of standardised goods, the “expected
satisfaction” of the consumer is often equal to his “realised satisfaction”. Utility is




measured indirectly in the form of price pa1d for the commodity but satisfaction cannot
be measured.

-But the theory of consumer’s behaviour is based on the assumption that .utility and
satisfaction are synonymous.

7.3 APPROACHES TO UTILITY ANALYSIS

There are two basic approaches to the problem of comparison of utilities. They are:

(i) the Cardinalist Approach, and (ii) the Ordinalist Approach or the Indifference
Curve Approach.

-

The cardinalist approach assumes that utility can be measured. Some economists suggested

that utility can be measured in monetary units, i.e., by the amount of money the consumer

is willing to sacrifice for another unit of a commodity. Other economists suggested
that utility can be measured i subjective units called ‘utils’. For example, the utility
of an apple is 40 utils and-that of an orange is 20 utils.

On the other hand, the ordinal school maintained that utility is not measurable but it is
only comparable. The consumer need not know in specific units the utility of various
commodities to make his choice. It is sufficient if he is able to rank the various baskets
of goods according to the satisfaction each basket gives him. The consumer would be
-able to determine his order of preference among the different baskets of goods. Hicks
and Allen are the main supporters of the ordinal approach. The main ordinal theories
are the indifference curve approach and the revealed preference approach.

7.4 THE CARDINAL UTILITY THEORY

According to this theory, utility can be measured in terms of some quantlflable unit.
Alfred Marshal advocated the cordinal approach to utility.

7.4.1 Assumptions

The following are the assumptions behind the cardinal utility approach.

i) Rationality : The consumer is rational. It means he aims at the maximisation
of his utility subject to the constraint imposed by his income.

i) ~Utility is Measurable : The utility of each commodity is measurable. The most
convenient measure is money. The utility is measured by the monetary units that
the consumer is prepared to pay for another unit of the commodity.

i) Constant Marginal Utility of Money : This assumptlon is essential if the monetary
unit is used as the measure of utility. The essent1a] feature of a standard unit of
measurement is that it must be constant.

iv)  Diminishing Marginal Utility : The utility gained from successive units of a
commodity goes on diminishing as the consumer acquires larger quantities of it.

v)  The total utility of ‘a basket of goods’ depends on the quantities of the individual
commodities. If there are ‘n’ commodities in the bundle with quantities x,, x
.. X,, the total utility is:

U=1f(x,x, ... X)
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iv)  The marginal utility analysis of pricing and the diminishing marginal utility can
quickly dispose of the diamond-water paradox, with the aid of this analysis we
can now explain that the relative scarcity of diamonds resuits i high price, while
the relative abundance of water means that its margiral utility and consequently
its price will be low despite its high total utility.

7.6 THE LAW OF EQUI-MARGINAL UTILITY

The law of Equi-Marginal Utility is another important law in consumption theory. This
1s also known as the Law of Substitution or the Law of Maximum Satisfaction
or the Principle of Income Allocation. It is also called as the Second Law of Gossen
(the law of diminishing marginal utility being Go.sen’s First Law), an Austrain economist
who found it. As human wants are anlimited and the resources to satisfy them are
limited, every prudent consumer, therefore, wili try to make the best use of the money
at his disposal and derive the maximum satisfaction. In the words of “Alfred Marshail”
if a person has a thing which can be put to several uses, he will distribute it among
these uses in such a way that it has the same marginal utility, because if it had greater
marginal utility in one use than in another, he would gain by taking away some nf it
from the second use and applying it to the first. &

Thus, a consumer attains maximum total utility from his available income only when
the marginal utilities of all goods consumed are equal. Symbolically,
MU, = MU, = MU, ..., Mu_

I 2 3

For getting maximum satisfaction out of the money at our disposal we carefully go on
weighing the satisfaction obtained from each rupee that we spend. If we find that a
rupee speat on one commodity has greater utility than in another, we shall go on spending
rupees on the former commadities till the utitities derived from the last rupee spent in
the two cases are equal. It means, we substitute some units of a cemmodity of greater
utility for some units of lesser utility. As a result of this substitution the marginal utility
of the former will fall and that of the latter wili rise till the two marginal utilities are
equalised. Hence, this is called the Law of Substitution. The following imaginary schedule
will provide us the marginal utilities of two commodities i.e., ‘X’ and ‘Y.

Table — 7.6 Marginal Utilities of *X’ and ‘Y’

Money Units Marginal Utility of ‘X’ Marginal Utility of Y
1 rupee 10 8
2™ rupee B 6
3 rupee 6 4
. 4% rupzse 4’7 2
5% rupee _ 2 ¥ 0
6™ rupee 0 -2
7" rupee -2 : -4

In the above table, we are assuming that the consumer has rupees 7 at his disposal to
spend on two commodities ‘X’ and *Y’. The two utility schedules indicate tha! the
consumer’s preference for commedity "X’ is mere marked since he seems to receive
more utility from tus consumption of X’ than from “Y’. If he spends his whole income




Check Yoilr Progress —3

What are the assumptions of Cordinal Utility Approach?

..................................................................................................................................................

...................................................................................................................................................

7.5 LAW OF DIMINISHING MARGINAL UTILITY

Total utility is the sum of the utilities obtained from the units consumed. If a consumer

consumes more of a commodity per unit of time, the greater will be the utility from it

upto a certain point, i.e., maximum utility. This is called his saturation point for that
particular commodity. Marginal utility, on the other hand, is the change in total utility
resulting from one unit change in consumption of the commodity per unit of time. In
other words, marginal utility is the addition of utility which a person derives from a
small addition of a commodity.

Alfred Marshall defined diminishing (marginal) utility as “the additional benefit which
a person derives from a given increase of his stock of a thing, diminishes with every
increase in the stock that he already has”™.

This is one of the important laws in consumption theory. According to this law, as a
person purchases more and more units of a commodity, its marginal utility declines.
In other words, the more we have of a commodity the less we want to have some
more of it. It is the practical experience of every consumer that as he goes on consuming
a particular commodity, each successive unit gives less and less utility. This law points
out that the marginal utility of a commodity depends upon its quantity but is not proportional

-to its quantity. The marginal utility of the commodity to the consumer depends upon

the volume of the stock purchased or possessed already by him. The larger the volume
possessed or bought by him, the smaller is the utility derived from an additional unit
of the commodity. The above law can be explained with the help of a simple example.
.The following table, relating to an imaginary consumer consuming bananas, illustrates
rthe law clearly.

Table — 7.1 : Total and Marginal Utilities (in Units)

Number of Bananas Total Utility ' Marginal Utility
(1) (2) (3)
] 5 | 15
2 25 . 10
3 30 5
4 30 0
5 25 - | -5
6 15 -10
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From the table 7.1 it is clear that as the consumer goes on eating bananas, the additional
or marginal utility goes on decreasing. The 4* banana gives no additional utility and
‘the 5% and 6" banana have a negative utility. Their consumption instead of giving satisfaction
causes dissatisfaction. It we look at column 2, we will find that the total utility goes
on increasing upto a point. It also seems reasonable that the utility of two bananas
should be more than that of one and so on. But if we look at that more carefully we
will notice that although the total utility does increase, it increases only at a diminishing
rate. In the above table, when the consumer eats the second banana, the increase in
utility is 10 units and when he eats the third the total utility increases by 5 only. This
can be explained with the help of the following Graph:

7.5.1 GRAPHIC REPRESENTATION o,
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Fig. 7.1 : Total and Marginal Utility Curves

In the graph 7.1 *OX’ axis represents the units of the commodity, i.e., bananas and
along ‘OY” axis is measured the total and marginal utilities. The total utility curve
‘UT’ indicates that total utility increases as the consumption of bananas increases.
But the increase is at a decreasing rate. So the marginal utility decreases. At a certain
level, increasing consumption of bananas may not push the total utility up. In the graph -
at point ‘N’ the total utility is the highest where the marginal utility is zero. After
that, the total utility also decreases, and then marginal utility becomes negative. In
the graph the marginal utility is represented by ‘UM’. The straight lines AU, BD etc.,
represent the utility of the various units of the commodity. The ‘AU’ straight line represents
the largest area because the utility of the first unit is the. maximum. But the successive
straight lines BD; ‘CE’ are smaller in accordance with the operation of the law. At




the 4* banana (point F) there is no addition to the total utility, i.¢e., the marginal utility

is zero. And afterwards the marginal utility is negative which is represented below
the “OX"” axis. The marginal utility curve ‘UM’ is sloping downwards to the right because

with every increase in the quantity of the commodity consumed, the marginal utility .

declines,

7.5.2 ASSUMPTIONS

The law of diminishing marginal utility is based on three important assumptions. They
are:

i) The tastes and preferences of the consumer do not change during the period of
consumption, :

i)  The units of the commodity are homogeneous i., they are same in size and quality,

and i
'

i)  There is no time gap between the consumption of the two units of the commodity.
In other words, the process"of consumption should be continuous witl:n};uf any
interval. TN -

7.5.3 LMTATIONS_.‘

1) The law does not apply in the case of rare collections like stamps, paintings
and coins, etc. In the case of rare collections, the larger the number he collects,
the greater will be the pleasure. Hence, the law does not apply.

i) When we discuss the law, we are applying it only to normal persons. But there
are some abnormal persons too e.g., misers, drunkards, etc. The more the money
a miser has, the greater is the utility that he derives. The more the drunkard
gets pleasure the more he drinks.

_ Inspite of these limitations, this law assumes a great importance in our day to day
life. |

7.5.4 IMPORTANCE

The law of diminishing marginal utility expresses us a basic principle of human behaviour.
It is of greai practical value to human beings in every walk of life.

1) The law is applied in the sphere of taxation. A rich man is taxed more, for the
utility of money to a rich man is less than that te 2 poor man. The principle of
progressive taxation is based on this law only.

ii)  The law can also be applied in determining the prices of goods in the market.
An increase in the stock of a commodity brings a person less satisfaction and
therefore he can be induced to buy more only if the price is lov ered. Hence,
the greater the supply, the lower should be the price to clear it and vice-versa.

- jij)  The law regulates our daily expenditure pattern. We know that as we go on buying
‘more of a commmodity, its marginal utility falls. Having only a limited amount of
money at our disposal, we do not want to waste it unnecessarily on the purchase
of the same commodity in large quantity. We, therefore, stop purchasing it at a
point where the utility of money spent is equal to the utility of the last unit of
the good purchased. We spend the rest of our money on cther goods.
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iv) - The marginal utility analysis of pricing and the diminishing marginal utility can
quickly dispose of the diamond-water paradox, with the aid of this analysis we
can now explain that the relative scarcity of diamonds results in high price, while
the relative abundance of water means that its marginal utility and consequently
its price will be low despite its high total utitity.

7.6 THE LAW OF EQUI-MARGINAL UTILITY

The law of Equi-Marginal Utility is another important law in consumption theory. This
is also known as the Law of Substitution or the Law of Maximuam Satisfaction
or the Principle of Income Allocation. It is also called as the Second Law of Gossen
(the law of diminishing marginal utility being Go.sen’s First Law), an Austrain economist
who found it. As human wants are unlimited and the resources to satisfy them are
limited, every prudent consumer, therefore, will try to make the best use of the money
at his disposal and derive the maximum-satisfaction. In the words of “Alfred Marshall”
if a person has a thing which can be put to several uses, he will distribute it among
these uses in such a way that it has the same marginal utility, because if it had greater
marginal utility in one use than in another, he would gain by taking away some of it
from the second use and applying it to the first. -

. * ; 2]
Thus, a consumer attains maximum total utility from his available income only when
the marginal utilities of all goods consumed are equal. Symbolically,
MU = MU, = MU, ...... Mu_

1 2 3

For getting maximum satisfaction out of the money at our disposal we carefully go on
weighing the satisfaction obtained from each rupee that we spend. If we find that a
rupee spent on one commodity has greater utility than in another, we shall go on spending
rupees on the former commadities till the utilities derived from the last rupee spent in
the two cases are equal. It means, we substitute some units of a commodity of greater
utility for some units of lesser utility. As a result of this substitution the marginal utility
of the former will fall and that of the latter wili rise till the two marginal utilities are
equalised. Hence, this is called the Law of Substitution. The following imaginary schedule

~ will provide us the marginal utilities of two commodities i.e, ‘X" and ‘Y.

Table ~ 7.6 Marginal Utilities of ‘X’ and ‘Y’

Money Units Marginal Utility of ‘X* Marginal Utility of *Y”
1* rupes 0 8
2™ rupee 8 6
3" rupee 6 4
4™ rupee 4’- 2
5" rupee 2 . 0
6" rupee 0 | -2
7* rupee -2 ' -4

In the above table, we are assumicg that the consumer has rupees 7 at his disposal to
spend on two commodities *X’ and "Y', The two utility schedules indicate that the
consumer’s preference for commodity *X’ is more marked since he seems to receive
more utility from ns consumption of ‘X’ than from ‘Y, If he spends his whole income




of “Rs. 7 on commodity ‘X’ alone, he will secure a total satisfaction equivalent to 28
units while if he spends his entire income on 'Y’ zlone, he will secure only 14 unites
of utility. But the consumer will not, however, spend his entire money income on one

commodity alone. The normal consumer behaviour pattern shows that people do not

specialise in consumption. On the basic assumption that he wants to get maximum
satisfaction, the consumer will continue to distribute his limited income on both goods
till the marginal utilities, a rupee worth-of purchase of the two goods, are equal. From
the above utility schedules, we can say that the maximum satisfaction will be attained

if the consumer spends Rs. 4 on ‘X’ and Rs. 3 on *Y’. The maximum satisfaction

will be about 46. In no other case does this utility amount to this. Now the marginal
utility of both commodity ‘X’ and Y’ is same 1.¢., 4 'Yhus, we can come to a conclusion
that we cap attain maximum satisfaction when we equalise marginal utilities by substituting
the more useful for the less usefuli commodity.

7.6.1 GRAPHIC REPRESENTATION

In the two figures given below, we take money units on ‘CX’ axis and marginal utilities
of two goods on ‘OY’ axis. Suppose a consumer has Rs. 7 to spend on ‘X’ and 'Y’
commodities whose diminishing marginal utilities are shown by the two curves ‘AP’
and ‘OR’ respectively. The consumer will gain maximum satisfaction if he spends ‘OM’
money (4 rupees) on X, and OM' on Y (3 rupees) because in this way the marginal
utilities of the two are equal (PM = P'M'). Any other arrangement will give less than
total satisfaction. Let the consumer spend MN money (one rupee) more on X and the
same amount of money N'M' (=MN) less on Y. The above diagram shows a loss of
utility represented by the shaded area LN'M'P! and a gain of PMNE utility. As MN=N'M'
and PM P'M!it is proved that the figure LN'M'P! is bigger than PMNE. Hence, the
total utility of this combination i.e., OM 2nd OM' will give maximum satisfaction.

Commedity 'X* Commodity 'Y’
Y Y
AP OR
)..
- = L
N g
5 > \\
- < \\P
= : §
o
< | % N
2 GA!N OF L 2 \ LOSS OF
UTILITY \ UELITY
0 . X O \\
M N . . X S M‘
MONEY © MONEY

Fig 7.2 : Equi-Marginal Utility
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7.6.2 ASSUMPTIONS

The Law of Equi-marginal utility is based on the following assumptions.

i) Utility is measurable in terms of mdney._

ii) The income of consumer is limited and remains constant.

iit) The margfné] utility of moﬁey remains constant.

v) The consumer is unable to change the prices of the commodities he consume.
v) The law of diminishing marginal utility holds.

vi) The utility schedule of commodity is independent of that of other commodities.

7.6.3 LIMITATIONS

1. The Taw is based upon the assumption that a man acts in a perfectly rational
manner when he spends his money-income on a number of different commodities.
If the consumer is ignorant or blindly follows a custom or fashion, he will make
a wrong use of money. On account of his ignorance he may not know where
utility is greater and where less.

2. Anincompetent entrepreneur will fail to achieve the best results from the units
of land, labour and capital that he employs. This is so because he will not be
able to divert expenditure from less profitable channels to more profitable channels,

3. The law does not apply in cases where the resources are unlimited as for example
1s the case with the frce gifts of nature. In these cases, there is no need of
diverting expenditure from one direction to another.

4. The law assumes that the marginal utility of money remains constant. But it increases
with every decrease \n its available stock.

5. Itis assumed that commodities are mdependent and their utilities are also independent.
But in real life commodities may be either substitutes or complements. Therefore,
their marginal utilities are interdependent.

We have discussed this law in relation to consumption. A consumer consciously or
unconscrously observes this law while spending money on pursuing a variety of goods.
Every consumer tries to equalise marginal utilities per rupee of various commodities
in order to achieve maximum satisfaction. He substitutes an jtem yielding higher marginal
utility to that of lower margmnal utility sc as to secure maximum satisfaction,

However, because of various limitations, this law is not widely used in day to day life.
advocated. Prof. Hicks a new approach i.e., indifference curve approach, to solve
the problem of a consumer. This new approach is discussed in the next unit.

7.7 _THE CONCEPT OF CONSUMER'S SURPLUS

The concepi of consumers’ surplus was introduced in economics by Alfred Marshall,
who maintained that it can be measured in monetary units. In our everyday life, we
often find that the price we pay for a commodity is usually less than the satisfaction
we derive from its consumption, Sometimes we will be prepared to pay much more
for a commodity than we actually pay. Consumer’s surplus is ‘equal to the difference




between the amount of morey that a consumer actually pays to buy a certain quantity.
of a commodity ‘X’ and the amount that he would be willing to pay for this quaﬁitity'
rather than do without it’. In some of the items of our daily expenditure, the idea of
q consumer’s surplus is quite obvious €.g., a packet of salt, a post-card, a newspaper,
a match-box, etc. They are vary useful commodities but at the same time, they are
also very cheep. We are, therefore, prepared to pay much more for them, if need be, .
than we actually have to Pay. From their purchase, therefore, we derive a good deal.

Cor- ymer’s Surplus = Total Utility - Total Amount Spent

The following table illustrates the concepts of the Cdnsumcr’s Surp]ﬁs-

ﬂ Units (Apples - Marginal Pﬁce : Consumer's |
in Dozen) Utility {In Rupees) , - - . Surplus -
: (In rupees . s (In rupees)
1 2 3 4
¥ 40 10 30
2 36 10 26
3 3 10 - 20
4 22 10 12
5 10 10 0
Total Units Total _ Total ~ Consumer's
Purchased Utility 138 Money Spent 50 Surplus 88

In the above table, it is assumed that the price of apples in the ma:xet is Rs. 10 per
H dozen, The consumer will purchase as many apples as will make his marginal utility

equal to the price. Thus, he will purchase 5 dozens of apples and pay for each dozen
Rs. 10. Totally, he spends Rs.50. But his total utility from 5 dozens apples is equal to
Rs."138. He, thus, gets a consumer's surplus equal to: '

H ~ Rs. 138 - Rs. 50 = Rs. 88

e’ The consumer’s Surplus cag be found out from the fourth column of the table. From

- the first dozen of apples the &)nsumer gets utility equal to Rs. 49. Therefore, the consumer
' - would be ready to pay Rs. 40 for it rather than to go without it. But he pays for the

first dozen only Rs. 10 because the price of apple in the market is only Rs. 10. Therefore,
from the first dozen he gets consumer’s surplus equal to 40 — 10 = 30. Similarly, he
gets Rs. 26, Rs. 20 and Rs. 12 consumer’s surpluses on the second, third and fourth
units. From the fifth unit the consumer derives utility equal to 10 and he also pays
Rs. 10 for it. Thus, thereis no Consumer’s Surplus on the fifth unit, The total Consumer's
l Surplus is equal to Rs. 88. We can also represent Consumer’s Surplus with the help

of a diagram.

7.7.1° GRAPHIC REPRESENTATION

In the following graph the units of the commodity are measured al_ong ‘OX” axis and .
marginal utility in terms of money is measured along ‘QY’ a‘xi_s. : 109
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CONSUMER'S
SURPLUS

X
QUANTITY OF DEMAND

Fig. 7.3: Consumer’s Surplus

Graphically, the consumer’s surplus is found by the Demand Curve (marginal utility
curve) for the commodity and the cusrent market price which the consumer cannot
affect by his purchase. In the diagram, DD is the demand curve which shows the set
of prices that the consumer is willing to pay for successive units of a commodity. It is
based on the marginal utility. PP is the price line which is horizontal to X-axis. At this
price, the consumer buys OX quantity of the commodity. The total amont of money
the consumer is willing to pay for OX quantity of a commodity is represented by the
of area ODEX. The area OPEX indicates the total amount of money that the consumer
actuaily pays for OX quantity of the commodity. So, when the consumer buys OX
quantity the price that he pays is equal to the mergnal utility he secures. :

The fact that the price in the market is lower than the price he is willing to pay for
the commeodity implies that his actual expenditure is less than the amount he would be
willing to spend to acquire the quantity X. The difference is cailed the consumer’s
surplus and it is represented by the area of the PDE.

There is inverse relationship between consumer’s surplus and the price of the commodity.
If the price of the commodity falls, the consumer’s surplus increases and vice versa.
o

;
7.7.2 ASSUMPTIONS OF CONSUMER’S SURPLUS

The concept of consumer’s surplus is based on the following important assumptions.
i) ‘There is a fixed relationship between utility and satisfaction.

iy  The marginal utility of money to the consumer remains constant throughout the
process of exchange.




1)  While measuring consumer’s surplus, the priceé changes are taken inio account
but the other determinants of demand are excluded.

1v)  The utility of the commodity depends upon the quantity of that commodity alone.
It means that each commodity is to be ireatéd as an independent commedity.

The Marshall’s concept of consumer’s surplus holds good only on the basis of these
assumptions,

7.7.3 CRITICISM

1. it1s argued that consumer’s surplus is purely an imaginary 1dea. You just imagine
what you are prepared to pay and you proceed to deduct from that what you
actually pay. It 1= all hypothetical.

2. Tt is difficult to measure consumer’s surplus precisely as a few people would
be ready to say w}rklthé‘y would be prepared to pay for a commodity. Besides
different people are prepared to pay different amounts.

3. It does not apply to the necessaries of life. ,1mchj cases, the surplus is immeasurabie.
A man would be ready to pay any amount for a glass of water when he is dying
of thirst. Further, cconomists like Hicks and Allen felt that utility is a subjective
phenomenon and hence cannot be measured in concrete terms.

4. But this notion of consumer’s surplus is useful to exchequer for the imposition
of certain taxes as the consumer will not feel it burdensome if the tax is imposed
on a commodity for which he derives consumer’s surplus.

Check Your Progress -4

What is meant by consumer 'z suiplus?

7.8 SUMMING UP

In this unit, we have dealt with one of the iwo approaches relating to utility analysis,
that is, cardinalist approach. This approach assumes medsurement of utility in ‘utils’.
In this analysis, consumer gets equilibrium when price of a commodity is equa!l to the
additional benefit i.e., marginal ‘u;il‘ity, he derives from consuming that commodity. This
condition is applied even if'there are more than one commodity.

The important theory in utility analysis is the la?.c"of"'diminishing marginal utility. It
means that if you consume more of a commodity, without time lag, the marginal (additional)
utility you get from that commodity goes on decreasing. Another theory we have leamnt
in this unit is the law of equi-marginal utility. In order to maximise our satisfaction
“with the limited mcney we have to weigh the utility derived from each rupce that we
spend. Every consumer tries, as far as possible, to equalise marginal utilities per rupee
of various commodities in order te achieve equilibrium. He is constantly engaged in
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substituting an item by another item so as to secure maximum satisfaction out of his

- -expenditure. We choose that commodity which gives us more satisfaction: This sihstitution

leads to the equality of marginal utilities.

The other concept we have discussed is the consumier’s surplus. It is the excess of
what we are prepared to pay over what we actually pay for 2 commodity.

All the three theories depend on the assumption of measurability of utility. But, in practical
world, we cannot measure utility from a commodity we consume. This assumption
was criticised by many economists. Even marginal utility of money may not he constant
as it may change from person to person.

7.9 CHECK YOUR PROGRESS : MODEL ANSWERS

1.

The want satisfying power of a commodity or service is called utility. A consumer
thinks of utility at the time of buying a commodity. The term utility is a subjective
concept.

The term utility i1s commonly used as equivalent to satisfaction. But in economics

.t has different meaning. Utility implies'expected satisfaction, whereas satisfaction

means realised satisfaction. Satisfaction is derived only after the consumption
of a commodity. It 1s to be noted that in the theory of consumer’s behaviour it
15 assumed that utility and satisfaction are synonymous.

The following are the assumptions behind the Cardinal Utility approaéh:

a) - Rationality: The consumer is rational. It means he aims at the maximisation
of his utility subject to the constraint imposed by his income.

| b)  Utility is Measurable: The utility of each éqmmodity is measurable. The

most convenient measure is money. The utility is. measured by ¢the monetary
units that the consumer is prepared to pay for another unit of the commodity.

¢) - Constant Marginal Utility of Money: This assumption is essential if the
monetary unit is used as the measure of utility. The essential feature of a
standard unit of measurement is that it must be constant.

d) Diminishing Marginal Utility: The utility rained from successive units
of a commodity goes on diminishing as the consumer acquires larger quantities
of 1it.

e}  The total utility of “a basket of goods” depends on the quantities of the
individual commodities. If there are ‘n’ commodities in the bundle with
quantities X, X, ....X " the total utility is U = f(Xl, X, ... X)

The concept of consumer’s surplus was introduced in economics by Alfred Marshall,
who maintained that it can be measured in monetary units. According to him,
consumer’s surplus is “equal to the difference between the amount of money
that a customer actually pays to buy a certain quantity of a commodity ‘X’ and

' the amount that he would be willing to pay for this quantity rather than do without

1t”. This can be expressed with the following formula:

Consumer’s Surplus = Total Utility — Total Amount Spent.




7.10 MODEL EXAMINATION QUESTIONS

I.
I.
2.

Answer the following questions in about 30 lines each.

Explain the law of diminishing marginal utility with the help of a diagram.
Explain the law of equi-marginal utility.

Explain the ¢oncept of consumer’s surplus with Graphic representation.

How do you arive at Consumer’s equilibrium in the cardinal utility approach?

.~ Answer the fallowing questions in about 15 lines each.

Distinguish between cardinal and ordinal approaches of utility.
What is meant by Consumer’s Surplus? |

Distinguish between utility and satisfaction.

Explain the term “utility”.

What is consumer’s equilibrium.

What do you mean by consumer’s surplus?

Explain the relationship betwegn marginal utility and total utility.
What is the importance of law of Diminishing Marginal Utility?
What are the assumptions of Consumer’s Surplus?

What are the limitations of law of diminishing marginal utility?

7.11 RECOMMENDED BOOKS

1. Stioner and Hauge . A Text Book of Econoic Theory
2. H.S. Agarwal ;' Mire Economics
3. M.L. Seth . Principles of Economics

7.12 GLOSSARY

Marginal Utility :  Increase in the total utility of consumption of a

good which results from increasing the quantity
of the good consumed by one unit.

Consumer's Surplus :  The excess of the arnount a consumer is prepared
to pay for a good over the amount he actually
pays for it.

Consumer's Preference : A Term used to denote the relative strengths of

. consumer's wishes to consume various goods and-
services.
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UNIT -8 : INDIFFERENCE CURVE ANALYSIS
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8.0 AIMS AND OBJECTIVES

The purpose of this unit is to explain the ordinal utility approach as exemplified by
the indifference curve analysis. '

After gding through the unit, you should be able to:
@ explain the concépt of 'indifference curve'
® list out the assumptions of indifference curve analysis;
@ describe fhe p;opcrties of indifference curves;
o .

explain the consumer's equilibrium with the help of indifference curve analysis;




L regnise income, substitution and price effects;

o drive demand curve frem indifference curves.

8.1 INTRODUCTION

In the study of marginal utility analysis, we have assumed that utility is measurable
in the cardinal sense. To overcome this difficulty the modern economists have developed
an alternative approach of indifferénce curve analysis based on ordinal measurement
of utility. This is in recognition of the fact that exact measurement of utility is not
possible and that the egonomists can at best give a ranking to consumer’s satisfaction
instead of measuring it in units. In the ordinal approach, the consumer need not assign
specific amounts to the-utility which he derives from the consumption of a good or
combination of goods. He will simply compare the different utilities or satisfaction in
the sense whether one level of satisfaction is equal to, lower than, or higher than another.
He cannot determine by how much one level of satisfaction is higher or lower than
the other. For example, if the various combinations are X, Y, Z, the consumer can tell

whether he prefers X to Y or Y to Z or is indifferent to the comparing of them.

The concept of ordinal utitity implies that the consumer cannot go beyond stating
his preference or indifference. In other words, 1f a consumer happens to prefer X to
Y he cannot precisely tell by how much he prefers X to Y or he cannot tell the quantitative
differences between various levels of satisfaction. At the most he can merely judge
whether one level of satisfaction is higher than or lower than or equal to another or,
alternatively by ranking his preferences as 1%, 2", 3™ and so on. For example, the
individual consumer is consuming rice and clothing. The indifference curve analysis
indicates that he would be consuming both in such a manner that his level of satisfaction
would be the same if he consumes less of rice and more of clothing or more of rice
and less of clothing as long as he remains on the same indifference curve.

Modern ecoﬁomists, like Allen and Hicks, have supported the ordinal approach. They
replaced the utility analysis by the indifference curve analysis. This is also known as
“Substitution analysis". Diminishing marginal rafe of substitution (MRS} is the basic
concept. '

8.2 WHAT ARE INDIFFERENCE CURVES?

To understand indifference curves, it is better to start with an indifference schedule.
An indifferent schedule may be defined as a schedule of various combinations of the
two commodities that will give an equal level of satisfaction to the consumer.

Indifference Schedule

1

Schedule-I Schedule-II
Goods ‘X’ Goods 'Y’ - Goods ‘X Goods ‘Y’
1 15 1 17
2 11 2 14
3 3 11
4 4 B
5 5 6

115



116

In the above schedule the consumer has to start with 1 unit of X and 15 units of Y.
Now the consumer is asked to tell how much of goods Y he will be willing to give up
for the gain of an additional unit of X so that his level of satisfaction remains same.
If the gain of one unit compensates him fully for the loss of 4 units of Y, then the
next combination of 2 units of X and 11 units of Y (2X + 11Y) will give him as much
satisfaction as the initial combination of (1X + 15Y). Similarly by asking the consumer
further how much of Y he will be prepared to forego for successive increments in
the stock of X so that his level of satisfaction remains unaltered. We get combinations
of 3X + 8Y, 4X + 6Y and 5X + 5Y each of which provides the same satisfaction as
combination of 1X + 15 Y or 2X + 11Y. Since satisfaction is the same whichever
combination of goods in the schedule is offered to him, the consumer will be indifferent
among the combinations included in a schedule. Similarly the consumer may have another
schedule representing more of both the goods than the initial combination in Schedule-
IT. Once again the consumer is indifferent among the various combinations in Schedule-
II, but however, it should be borne in mind that the consumer will prefer any combination
in Schedule-1I to any combination in Schedule-I because it is assumed that more of a
combination is preferred to less of it and hence any combination in Schedule-II will
give him more satisfaction than any combination in Schedule-I.

The indifference schedule can be converted into Indifference Curve (IC) by plotting
the various combinations on a graph paper. Indifference curves are shown in Fig. 8.1
for IC schedules I and I1. The points of indifference, at a particular level of satisfaction,
when joined together produce a curve known as Indifference curve. Indifference
curve is a curve which indicates different combinations of two commodities e.g., X
and Y, which yield an equal level of satisfaction. An indifference curve is also known
as satisfaction curve.

Y Y
ic 17 b
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GOODS ‘X' CIOODS :x-
Fig 8.1 (a) : Indifference Fig 8.2 (b) : Indifference
Curve, Curve,

Thus when there are two indifference curves (I & II), combinations on I indifference
curve will be of equal value and similarly combinations on the II indifference curve
will be of equal value. But combinations on the higher indifference curve will have
greater value than combinations on the lower indifference curve. The higher the indifference
curve or the farther it is from the origin, ‘(" the higher level of satisfaction from the
combination of two commodities.




Any combination of goods on IC, gives the consumer more satisfaction than that of
IC,. Indifference Curve shows nothing about the absolute amount of satisfaction, As
such one can say whether one IC represents a higher or lower level of satisfaction
than another but one cannot say by how much it'is higher or lower.

Check Your Progress—1
What is an Indifference Schedule. Give an imaginary indifference schedule.

..................................................................................................................................................
..................................................................................................................................................

..................................................................................................................................................

8.3 ASSUMPTIONS OF INDIFFERENCE CURVE ANALYSIS

Before we discuss the properties of indifference curves, it will be useful if we mention
the assumptions about the psychology of the consumer, which one generally makes in
indifference curve analysis. The assumptions are:

(i) Non-Satiety -

It is assumed that a consumer will also prefer more of a piece of goods to less of
another that is, if he is over supplied or over satiated with one of them he will prefer
a smaller quantity, of that one to the larger quantity. It is, thus assumed that the consumer
has not yet reached the point of satiety in the consumption of any of the goods. This
assumption is, therefore, known as non-satiety assumption.

(ii) Transitivity

The consumer is rational in spending money on goods and his choices are transitive.
That means he is always consistent in his choice. Let us suppose there are three combinations
of two goods, X, Y and Z. If the consumer is indifferent between combination X and
Y and also between Y and X, it is obvious that by law of transitivity he will be indifferent
between combination of Y and Z, which impliés that consumer’s tastes are quite consistent.

(iii) Full Knowledge
The consumer processes full knowledge about all matters pertaining to his decisions.
(iv) Diminishing Marginal Rate of Substitution

The concept of Marginal Rate of Substitution is the basis of Indifference Curves. It
may be defined as the rate at which an individual will exchange successive units of
one commodity for another.

According to the principles of diminishing marginal rate of substitution, it is assumed
that the consumer will be prepared to give up less and less of goods Y for each additional
unit of X. In the indifference schedule given earlier we have seen that in the beginning
consumer gives up 4 units of Y for the gain in one additional unit of X but the level
of satisfaction remains the same. It follows that he gives up 3 units of Y for an additional
unit of X and later on 2Y for 1X and so on. Thus the marginal rate of substitution of
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‘X for Y (MRS xy) diminishes as more and more of goods X is substituted for goods

Y.
Combination of Goods

It is assumed that consumer is not interested in any one commodity at a particular
time as asserted by the utility analysis, but is interested in a combination of goods.

8.4 PROPERTIES OF INDIFFERENCE CURVES

Based on the above assumptions we can proceed to deduce the properties of indifference
curves, namely:

1) Indifference curves slope downwards from left to right.
ii)  Indifference curves are convex to the origin. \
iii) Indifference curves cannot intersect each other.

iv) A higher indifference curve represents highér level of satisfaction than the indifference
curve at the lower level.

v) Indifference curves need not necessarily be parallel to each other.
vi) Indifference curves do not touch axes.

Now, let us explain these properties at length.

i) Indifference curves slope downwards from left to right

This property implies that an indifference curve has a negative slope which means
that when the amount of one piece of goods in the combination is increased, the amount
of the other one is reduced so that the loss of satisfaction by giving up the first one
is compensated for the gain in satisfaction by additional unit of the other one (see
figure 8.1). If the indifference curves do not slope downwards from left to right, they
can be either horizontal or they must slope upwards from left to right. Let us examine
the horizontal indifference curve in the figure given below.
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If the indifference curve had the shape of horizontal straight line, it would mean that
all combinations along the curve are of equal value., i.e. 4y+1x, 4y+2y, 4y+3x and so
on. But this canmot be so if our first assumption is to hold good, i.e., a consumer always
prefers a larger amount of a piece of goods to a smaller one. Hence each succeeding
combination is better than the previous one, so much so the consumer cannot be indifferent
" between the various combinations. He would definitely prefer a combination including

a larger amount of one commodity with the same amount of the other. Therefore; an

indifference curve cannot be horizontal since different combinations on the curve will
differ in importance and satisfaction.

The other alternative to a downward sloping indifference curve would be an upward
sloping indifference curve as shown below:
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Fig: 8.3

If the indifference curve were upward slopping to the right, it would mean that combination
which combines more of both the goods could give the same satisfaction to the consumer
as the combinations which had smaller amounts of both the goods. This is clearly invalid
because the consumer would always prefer the combination containing more of both
the goods to a combination containing less. Therefore, the consumer prefers the same
combination to the other. He cannot be indifferent between them. It follows, therefore,
that indifference curve cannot slope upwards to the right because in such a case the
combinations on the curve will be of different significance and not of equal significance
which is quite contradictory to the property of an indifference curve. Hence the indifference
curve must necessarily slope downwards from left to right as given below in figure
8.4 A,

The down ward sloping indifference curve would mean that all combinations on-the
curve are of equal significance and he is, therefore, ikdiffrent between them for every
increase in the amount of X, there is corresponding decrease in the amount of Y.

ii) Indifference curves are convex to the origin

The property of indifference curve being convex to the origin follows from the assumption
of Diminishing Marginal Rate of Substitution. This is illustrated below (sce Figure 8.4
B).
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Along OX axis we have made AB = BC = CD representing three equal units of
commodity X. In order to get more Y, the consumer will exchange X for Y. It will be
clear from the above figure that as more and more of X is acquired, for each extra
unit of X, the consumer is willing to part with less and less of Y i.e., MRS, diminishes
as 'more and more of X is substituted for Y. Thus, the convex indifference curves
are consistent with the principle of diminishing MRS. We therefore conclude that indifference
curves are convex to the origin.

If the indifference curve is concave to the origin it goes contrary to the Law of Diminishing
Marginal Rate of Substitution.

A concave indifference curve will imply that the MRS  increases as more and more
of X is substituted for Y as shown below.
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Fig: 8.5




It can be seen from the figure 8.5 that as more and more of X is acquired for each
extra unit of X, the consumer is willing to part with more and more of Y. i.e., MRS,
increases as more and more of X is substituted for Y. Thus, if the prirln_ciple‘ of diminishingy
marginal rate of substitution is valid, then indifference curves cannot be concave to
the origin.

iii) Indifference curves cannot intersect each other

Another important property of indifference curves is that they cannot intersect each
other. If they should intersect we arrive at self-contradictory or absurd conclusions.
In the figure 8.6, two indifference curves are shown cutting each other at point C.
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GOODS ¥
GOODS X'
P
- Fig: 8.6 A Fig: 8.6 B

Taking IC, No.1 first
OMof X+ 0OSof Y=ONof X + OR of Y
Therefore OR of Y = OQ of Y

Hence, ON of X + OR of Y = ON of X + OQ of Y, but conclusions that OR of Y +
0Q of Y 1s absurd.

Two indifference curves cannot intersect and can also be shown by the law of transitivity.
Take point A on IC, and peint B on IC, vertically below A. combinations A and C
will give the consumer equal satlstactmn because they lie on the same indifference
curve IC. likewise between combinations B & C on IC . The consumer :s indifferent
because thev give him same level of satisfaction. If combmahon A is equal to combination
C in terms of satisfaction, and combination B is equal to combination C, it follows
that the combination A will be equivalent to B n terms of satisfaction. But a glance
at the figure will show that this is absurd since combination A contains more of comm@ity

Y than combination B. while the amount of X cormmadity 1s the same in both the combinations..

Thus the consumer will definitely prefer A to B, i.e, A will give more satisfaction to

the consumer than combination B. We therefore conclude that indifference curves:

cannot cut each other.
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iv) A higher indifference curve represents higher level of satisfaction

Y

GOODS 'Y’

GOODs 'X’
Fig: 8.7

The combinations which lie on a higher indifference curve will be preferred to the
combinations which lie on a lower indifference eurve because combination A contains
more of both the goods than thé combination B. Hence, combination A on a higher

indifference curve will give him more satisfaction than the combination B on a lower
indifference curve.

+

v) Indifference Curves need not necessarily be parallel to each other

The marginal rate of substitution between the two commodities need not be
the same in all the indifference curves. Hence, indifference curves may be parallel
Or may not be parallel. Fig 8.9 indicates that some indifference curves are parallel

while some others are not
\\ \
Ic,
IC3
e

GOODS ¥

2
Ic,

GoODS X

Fig 8.8 S




vi) Indifference Curves do not touch axes

These curves do not touch either X axis or Y axis. If they touch, the consumer uses
quantity of one commodity only but not the combination of two commodities. This is
contrary to the indefference cugve analysis.

GOODS 'Y’

GOQDS'X’
Fig 8.9

It can be seen from the Fig 8.9 that when IC, touches OY axis the consumer is not
consuming any quantity of X. In the same manner, when IC, touches X axis he s
not consuming any quantity of commodity Y.

Check Your Progress — 2

What are the properties of Indifference curves?

8.5 CONSUMER’S EQUILIBRIUM ..

We have already discussed how the consumer reaches his equilibrium with the help
of utility analysis. We shall now examine how he achieves maximum satisfaction with
the help of indifference analysis.

8.5.1 PRICE LINE OR BUDGET LINE

In order to explain consumer's equilibrium there is also the need for 'il.xroducing the
price line into the indifference diagram which represents the prices of the goods and
consumer's income.

* Suppose our consumer has got Rs.100 to spend on commodity X and Y. Let the price
" of commodity X in the market be Rs. 20 per unit and that of Y Rs. 10. If he spends
the whole of his income on X he would buy 5 umts of X and if the cntire amount is
spent on Y, he would buy 10 units. In other words he can buy any combination that
lies in the price line with his given income and given prices of the goods. It should be
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carefully noticed that any combination outside the price line AB will be beyond the
reach of the consumer with his given income and price of goods and any point within

_the price line, say G will be definitly within the reach of the consumer but on such

combinations he will not be spending all his income. He will not be at point G inside
AB since by assumption he spends all his income on commodity X or Y. Therefore,
the consumer with given income under given market conditions will have different
opportunities of consumption along path AB.
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Fig. 8.10

By superimposing the indifference curve on the price or budget line, the equilibrium
position of the consumer is determined. A consumer is said to be in equilibrium when
he is buying such a combination of goods which leaves him with no tendency to rearrange
his purchases of goods.

8.5.2 ASSUMPTIONS

The following assumptions are made to explain the consumer’s equalibrium;
1) He has a given amount of money to spend on the two goods.

i) Prices of all the goods are fixed in the market so that no individual consumer
can alter the price,

- L
m)  Goods are homogeneous and divisible. .

iv}  The consumer is rational, i.e., the consugner will maximise his satisfactian with
given income and prices of goods. '

8.5.3 CONDITIONS

The consumer is in equilibrium when he maximises his utility, given his income and
the inarket prices. Two conditions must be fulfilled for the consumer to be in equilibrium.

The first condition is that the marginal rate of substitution be equal to the ratio of
commodity prices.

MRS = ——
Xy




This is necessary but not a sufficient condition for equilibrium. The second condition
is that the indifference curves be convex to the origin. This.condition is fulfilled by
the axiom of diminishing MRS.

8.6.4 GRAPHICAL PRESENTATION

Given the mdlfferen'ce map of the consumer and his budget line the equilibrium is defined
by the point of tangency of the budget line with the hi ghest possible indifference curve,
At the point of tangency the slopes of the price line Px/Py and the indifference curves
(MRS” = MU /MU)) are equal.

MU_ P
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o v X
COMMODITY X’
Fig 8.11

Thus the first order condition is denoted graphically by the point of tangency of the
two relevant curves. The second order condition is implied by the convex shape of
the indifference curves. The consumer maximises his utility by buying OX and OY of
the two commodities. Any other possible combination of the two goods either would
lie on a lower indifference curve and thus yield less satisfaction or would be unattainable.
Take point E which also lies on the same price line AB but E lies on a lower indifference

" curve. IC, and therefore will yield less satisfaction than P. Likewise points F.G,H are
also relected in favour of P, smce they lie on lower indifference curve. It is; thus,
clear that of all combinations lymg on AB price line P lies on the highest possible
indifference curve and yields maximum possible satisfaction and therefore the consumer
will be in the equilibrium position at'point-P.

Only at the tangency point of P, the slopes of the price line and mdlfference curve
are equal. The slope of the price line can be represented by P, /P at point 'P'. Likewise,
the slope of IC, can be represented by MRS Xy at Point 'P' The point P indicates the
ratio between the prices of the two goods. At pomnts E,F, the maginal rate of substitution
{MRSxy) is greater than the given price ratio; hence he will buy more of X than Y
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and come down along the price line. He will continue to do so to till MRSxy = Px/Py.
On the contrary at points, G and H, MRSxy is less the given price ratio. Therefore,
it will be to the advantage of the consumer to substitute good Y for good X and thereby
move up the price line AB until the MRSxy = Px/Py. Therefore only at point P, the
consumer Is in equilibrium because at that point the price line is tangent to the indifference
curve or in other words the marginal rate of substitution of good X for good Y must
be equal to the ratio between the prices of the two goods.

Check Your Progress — 3

What ate the assumptions made to explain the consumers’ equilibrium?

B R

8.6 INCOME, SUBSTITUTION AND PRICE EFFECTS

The mcome of the consumer, the prices of othfr commodities, and the price of the
commodity will have influence on the consumers' equilibrium. These effects are discussed

below.

8.6.1 INCOME EFFECT

Another concept associated with indifference curves is the income effect. The effect

of a change in the consumer’s income on his total satisfaction is known as income _
effect. So far we have assumed a consumer with a given income buying two different

commodities at given prices. We must also consider how the consumer will react in

regard to his purchases of the commedity when his income changes while prices of

goods and his tastes and preferences remain unchanged. As a result of change in

consumer’s income his purchases of goods will change. This is regarded as the income

effect. The income effect is illustrated in the kag 8.12.
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Fig. 8.12 : Income Consumption Curve




With the given price and a given money income as indicated by price line P L, the
consumer is in equilibrium at point Q (see Fig 8.12). If the income of the consumer
ingreases, with increased income, he would be able to purchase larger quantities of
both the goods. As a result of a change in his income the price line will shift upwards
to the right (P, L,) and will be parallel to the price line P, L. With further rigse in
income, the price lme shifts to P, L, and the consumer is at equlllbnum at S. If the
various points of Q R and S showmg consumer’s equilibrium at various levels of income
are connected, we will get the Income Consumption Curve. Income consumption curve
is (ICC) 15 thus the locus of equilibrium points at various levels of consumer’s incomes.
The ICC shows the way in which consumption varies when income changes but prices

. remas. unchanged.

If the income effect is positive for both the goods X and Y, the consumption curve -
will slope upwards to the right as given by ICC, in Fig. 8.13. If the income effect is

negative for good X, ICC will slope backward to the left as ICC, and will slope downwards

to the right as ICC, if commodity Y happens to be an mfenor one.
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Fig. 8.13

8.6.2 SUBSTITUTIONEFFECT

Yet another factor responsible for the changes in the consumption of a2 commodity is
the substitution effect. Under this effect we assume change in prices for a corresponding
change in income with the result that the consumer is neither better off nor-worse
off than before, i.e., the real income of the consumer remains the same. However,
when prices change, commodities which are cheaper would be substituted for commodities
which are dearer. This result is known as substitution effect.

Thus substitution effect is illustrated below:
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OREY LW B L
GOODS ‘X’
Fig. 8.14

With the given income and prices the consumer is at equilibrium at point Q on the
indifference curve, purchasing ONvof commodity Y and OM of commodity X. Suppose
the price of commodity X falls, the price line shifts to PL,. With this fall in price the
consumer’s real income or purchasing power would increase. In order to find out the
substitution e\ffec_:i, the gain in real income should be wiped out by reducing the money
income of the consumer that forces him to stay on the same indifference curve. When
some income is taken away the price line is shifted to a new position AB parallel to-
PL, which means that the reduction of consumer’s income by the amount PA (in terms
of Y) or LB (in terms of X) has been made to keep him on the same indifference
curve. The consumeér would therefore rearrange his purchases of X and Y and will
substitute X for Y since X is now relatively cheaper and Y is now relatively dearer.
Thus in order to buy more of X he moves on the same indifference curve from point
Q to point T. Thus, increase in the purchase nf commodity X by MM and the decrease
1n the purchase of commodity Y by NN' is due to the change only in the r¢lative prices

--of commodities X and Y, since the effect due to the gain in real income has been

wiped out by making a simultaneous reduction in consumer’s income. Therefore, movement
from Q to T represents the substitution effect. Subs:iifution effect on commodity X is
the increase in its quantity purchased by MM' and subs:itution effect on Y is the fall
in the quantity purchased by NN'. In short, the substitution effect implies that a change
in the real income of a consumer due to a change in the price is compensated by a
corresponding change in income but the relatively cheaper article is bought in the place
of the dearer one.

8.6.2 PRICE EFFECT

This effect shows the reaction of the consumer and measures the full effect of the
change in the price of the commodity on the guantity purchased with given income.

To begin with the consumer 1s in equilibrium at point Q on the budget line AB. With
the fall in the price of X, the budget line shifts to the right BA, and the consumer can
now buy OA, of X or OB of Y. A further fall in price of X will shift the budget line
to BA, and so on. By joining Q, Q, and Q, we get a curve called the Price Consumption
Curve. The Price Consumption Curve shows the price effect.
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Check Your Progress—4
What is meant by price effect?®

...................................................................................................................................................

87 DERIVATION OF DEMAND CURVE FROM INDIFFERENCE CURVES

The demand curve can be derived from indifference curves. This is done by measuring
money on Y-axis and units of X commodity on X axis. As the price of the commodity
X falls, the consumer will be moving to a higher indifference curve. With the help of
unit price of X, the demand curve for the commodity X can be drawn, where it will
be downward sloping indicating that mere and more of X will be bought as price of X

“ falls. v
M
Lad
=
9 1\
£ & PCC
5 Dy |\ C. E,
Z NP iC ©
Q P, !
= P,
0 K.R, N, KR, NIKR, N, X
QUANTITY OF X
Fig. 8.16
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Money is measured along Y-axis and commodity 'X' on X-axis. The slope of
the price line indicates the price of commodity ‘X’ PCC is the price consumption curve
and the points E , E, and E, lying on PCC represent the equilibrium position of the
consumer. To begin with the consumer is in equilibrium position at E,, where the price
line is tangential to indifference curve IC,. If there is a fall in the price, the price line
shifts to MN, and the consumer has a new equilibrium position at E_. With every fall
in the price of X, the consumer moves from one position of equilibrium to another and
joining all these equilibrium points we get PCC. The price of one unit of X will be the
total amount of money spent devided by the total commodity of X. The consumer buys
OK,, OK, and OK, quantities of X at Equilibrium positions E, E, and E, respectively.
The price of the commodity at E is OM/ON . In fact it is the slope of price line MN,.
The consumer buys OK, quantity of X at price OM/ON, and OK, at OM/ON, price.
The consumer by moving from E to E,and E, to E, is buying more and more of X at
lower and lowest prices.

-

If we obtain this information, i.e, price per unit of X when different quantijies are
purchased by the consumer, then it becomes easy to draw the demand curve of the
consumer. The demand curve DD in Fig. 8.16 has been derived by establishing price-
quantity relationships at different levels of price. For the purpose of expressing per
unit price of X, we measure a unit of X from K]'on X-axis. Now suppose K R, is
one unit of X from R, we draw a line, PR, parallel to MN . Being parallel to the
price line MN , the slope of P R, must be the same as the slope of MN, and hence
the slope of P\R is the price of one unit of X. The amount P K, has to be paid as
the price for a unit of X. Hence the point P, lies.on a demand curve and the consumer
buys OK | quantity. Similarly, we measure one unit of X from K,. Now K R, measures
a unit of X. from R,, we draw a line PR, which is paralle_l to MN,. Now, P.K, is the
price of X and the quantity demanded is OK,. Similarly we can note that at PK, price
of X its demand will be OK

By joining all the three points P, P, and P, we get a Demand Curve DD. It shows
that at P K, P.K, and P.K_ price of X, the quantity purchased will be OK,. OK, and
OK, respectively.

Check Your Progress — 5

What is the relationship between PCC and Pemand Curve?

...................................................................................................................................................

8.8 SUMMING UP

Indifference curve analysis is based on ordinal measurement of utility. By consuming
a combination of commodities, consumer can compare the different utilities. Indifference
curve is the line of all those combinations of two commodities, say X and Y goods,
which yield equal satisfaction to the consumer. A consumer gets equilibrium when the
ratio of marginal utilities from two commodities is equal to the ratio of commodity prices.




and when the indifference curves are convex to the origin. The ratio of commeodity
prices is explained through price line.

The three effects which are associated with ordinal utility analysis, namely, income,
substitution and price effects are explained with the help of diagrams. Demand curve
can be derived from the price consumption curve with the given indifference map and
income of the consumer.

8. 9 CHECK YOUR PROGRES : MODEL ANSWERS

1.

Itisa 115‘[ of combinations of two commodities that will be equally acceptable
to a consumer. Imaginary-indifference schedule may be given for various combinations
of any two commodities, like Bananas and Oranges, which give the same total
satisfaction to the consumer. |

Oranges _ Bananas
1 : 25
2 20
3 16
4 13
5 11
6 10
7 9

1) They slope negatively or slope downwards from left to right.

iy ~ They are convex to the origin.

iif)  Every indifference curve to the right represents higher level of satisfaction.
iv} No two indifference curves can intersect each other.

v) Indifference curves need not necessarily be parallel to each other.

The following assump‘tions are. made to expla‘{n the consumers’ equilibrium;
He has given amount of money to spend on the two goods.

Prices of all the goods are fixed in the market so that no individual consumer
can alter the price.

Gods are homogeneous and divisible.

The consumer is rational, i.e., the consumer will maximise his satisfactions with
given income and prices of goods.

Price effect shows the reaction of the consumer and measures the full effect
of the change the price of the goods on the quantity purchased with given money
income.

The price consumption curve shows the relationship between changes in the prices
of a commodity and the corresponding changes in the quantity demanded of that
commodity. The demand curve also indicates the similar relationship that how
much quantity of a commodity bought by the consumer at different prices assuming
other things remain constant. Thus PCC as well as demand curve yield the same
information about the demand-price relationship. If we are given the indifference
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map and money income of the consumer, we can derive his demand curve from
his price consumption curve.

8.10 MODEL EXAMINATION QUESTIONS

1. Answer the following questions in about 30 lines each.

1. Why do indifference curves slope downwards?

2. Examine the properties of indifference curv.és.

3. Explain the consumer’s equilibrium with the help of indifference curve analysis.

4. Explain digramatically the income, substitution and price effects.

5. What do you mean by price consumption curve? Show how demand curve is
derived from Price Consumption Curve.

II1. Answer the following questions in about 15 lines each.

What are indifference curves? Explain them with the help of indifference schedule.
Can two indifference curves intersect each other?
What is price line? Explain it diagrammatically.

1

2

3

4, What are meant by income and substitution effects?

5 Explain the relationship between PCC and Demand Curve.
6

Why must the point of tangency between IC and price line alone be the point
of equilibrium?
What are the assumptions of indifference curve analysis?

8. What is the marginal rate of substitution? Explain the principle of Diminishing
Marginal Rate of Substitution.

8.11 RECOMMENDED BOOKS

Stonier and Hague . * A Text Book of Economic Theory
H.S. Agarwal : Micro Econcmics
M.L.Seth : Princi.ples of Economics

8.12 GLOSSARY

Consumer's Equilibrium : The state in which a consumer maximises

his utility given his income and the market
prices. _
Indefference Curve : A Curve showing a series of ‘bundles’

of two goods, between which a consumer
1s indifferent.

Income Effect . The effect which a change in price of
a good has on a consumer’s demand
for the good via the change it induces




Marginal Rate of Substitutien
Price Consumption Curve
Price Line or Budget Line

Substitution Effect

in his real income.

The rate at which an individual will exchange
successive units of one commodity for
another.

It reflects the relationship between changes
in the price of a commodity and its quantity
demanded by the consumer.

It indicates the various combinations of
two commodities which the consumer
can buy with his limited money.

The change in the quantity demanded
of a good which results purely from a
change in its price relative to the prices
of other goods.
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UNIT - 9 : PRODUCTION FUNCTION

Contents

9.0 Aims and Objectives

9.1 Introduction

9.2 Meaning of Production

9.3 The Concept f Production Function
94 Assumptions of Production Function
9.5 Produciion Function for a Single Product
9.6 The Law of Variable Proportions

9.7 ' Summing Up

9.8 Check Your Progress: Model Answers
9.9 Model Examination Questions

9.10 Recommended Books .

9.11 Glossary

9.0 AIMS AND OBJECTIVES

This unit provides the basic knowledge pertaining to the concepts of production and
production function. It also explains the ‘Law of Variable Proportons’.

After going through the unit, you should be in a position to:

@ explain the meaning of production and production function;
® describe production function for a single product; and
® diagramazically present the law of variable proportions.

9.1 INTRODUCTION

A firm tries to maximise the level of production given the cost comblitions. With this

end in view, the firm employs an optimum combination of factors of production. Accordingly
it either increases or decreases its expenditure on different factors of production. The
theory of production involves discussion on the law of variable proportions and laws
of returns to scale.

This unit explains the meaning of the term production.and the concept of Production
Function. At the end of the unit the Law of Variable Proportions is explained in detail
with the help of a diagram.

9.2 MEANING OF PRODUCTION

The term ‘production’ in Economics strictly refers to the creation of those goods and
services which have exchange value. It does not mean creation of matter, as matter
can neither be created nor can it be destroyed. Hence, production merely implies the
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creation of utilities. Economic utilities are mainly created in three forms: (i) form utility,
(t1) time utility, and (iii) place wutility.

Prof. J.R.Hicks has given his own interpretation of the term ‘production’. He defines
production as “any activity whether physical or mental which is directed to the satisfaction -
of other people's wants through exchange”. This definition comprises three essentials:
(i) No production is possible without some sort of activity, physical or mental. Thus, a
lawyer is as much a producer as a farmer because his activity is mental in sharp conirast
to the activity of the farmer which 1s physical in content. (ii) The activity concerned
must be directed to the satisfaction of other peoples’ wants. Thus, if a farmer produces
wheat for self-consumption, his activity will not be regarded as production. (ii1) Other
people’s wants must be satisfied through a process of exchange. Thus, if a teacher
coaches students without receiving a salary or tuition fees in exchange, his services
can not be regarded as production.

In a general sense, economists have characterised the production process as a combination
of four factors of production viz., land, labour, capital and organisation. Land plays
an important role in the agriculture sector, while other factors have prominence in the
industrial sector. The entrepreneur, who looks after the organisational aspect of production
1s the decision - maker who, through a combination of the factors of production, produces
the output. Hence, the entrepreneur plays a key r®le in the production of a commodity.
In the literature of economics also entreprencurship is often considered as playing a
dominant role in initiating the process of development. Schumpeter considers entreprencurship
to be an important trait for the development process to take place in any economy. as
an entrepreneur 1s often considered as an innovator. While the four factors of production
are often recognised as being important for the production process, in recent times,
there is a further sub-division of the activities. Hence, the standard economic discussions
of production classify the variables related to the decision of the fitms into only two
categorics, inputs and outputs. An input is simply anything which the firm buys for
use in its production or other process. An output is any commodity which the firm
produces or processes for sale.

Check Your Progress — 1 :

List out the factors of production.

9.3 THE CONCEPT OF PRODUCTION FUNCTION

The production function is a purely technical relation which connects factor inputs and
outputs. Thus, the production function for any commodity is an equation, table or graph
showing the quantity of the commodity that can be produced per unit of time for each
of a set of alternative inputs, when the best of production techniques available are
used. Thus, it describes the laws of proportion, that is the transformation of factor
inputs into outputs during any particular time period. The production function may represent
138 either the technology of a firm or an industry, or of the economy as a whole. It shows




us how, and to what extent, output changes with variations in inputs during a specified
period of time. As it expresses a functional relationship between quantities of inputs
and outputs, it is named as production function. It can also be expressed in the fotm
of a mathematical equation in which output is the dependent variable and inputs are
the independent variables. The relation between the inputs used in the production process
and the quantity of output obtained can be expressed in functional notation as follows:

P = f(A,B,C,D)

Where ‘P’ stands for output of goods per unit of time and A,B,C,D are the various
inputs used for producing the output. The production function is always specified for
a period of time. It is a flow of inputs resulting in a flow of output during a specified
period. Every ; roducing firm has its own production function which is determined by
the state of the technical knowledge and managerial ability of the firm. Inprovement
in techical knowledge or managerial ability of the firm will bring about a new production
function in the place of the existing one. The new production funciton either gives
more output with the same quantity of original inputs or it may use smaller quantities
of inputs for the same original output.

" Check Your Progress — 2

How are the inputs classified for describing the production funciton?

..................................................................................................................................................

9.4 ASSUMPTIONS OF PRODUCTION FUNCITON

The production function is based on the following assumptions:

) It is always related to a specified period of time.
i) Technical knwledge is assumed to be constant.
ii1) The firm in question will use the best and the most efficient techniques available.

iv) The factors of production are divisible into viable units.

' Check Your Progress —3

* What are the assumptions of production function?
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9.5 PRODUCTION FUCTION FOR A SINGLE PRODUCT

For producing one commodity several methods of production may be available. A method
of production is a combination of factor inputs required for the production of one unit
of output. For instance, a unit of commodity ‘X’ may be produced by the following
processes:

Process (P1) " Process (P2) Process (P3)
Labour Units 2 3 4
Capital Units 3 2 : 1

The three activities or processes described above may be graphically presented by
the length of lines from the origin to the point determined by the labour and capital
units. These three processes can be shown as has been done in Figure 9.1.

CAPITAL

L

LABOUR
Fig. 9.1 : Production Function

If there are two methods namely A and B to produce commodity ‘X', method A is
considered technically efficient in relation with other method ‘B’ if *A’ uses at least
one factor less than B. For example, the two methods A and B require the following
factor inputs:

. Method A Method B
Labour 2 3
Capital 3 - 3

In the above example, method ‘A’ is technically efficient when compared;with method
‘B’”. The theory of production concentrates only on efficient methods of production.
A rational entreprencur always goes for efficient methods of production. We must
note here that a technically efficient method is not necessarily economically efficient
as there is a difference between technical and economic efficiency. For example, the
following two methods are technically efficient and are included in the production function.




Method A Method B
Labour 2 | .
Capital 3 4

In the two technically cfficient methods described above, one of them will be chosen
at any particular time depending on the price of factors of production. The choice of
a technique is an economic one which is based on prices and not its technical efficiency.
The goal of the firm using a particular production function is profit maximisation that
1s'the maximisation of the difference:

P = R - C,
where, P = Profits
. R = Revenﬁe
C = Cost

Production function as determined by technical conditions of production is of two types.
1. Production function with one variable input is a short term production function.
2, Production function with all variable inputs is a long-term production function.

In the short-run, it'is possible to increase the quantities of one input while keeping the
quantities of other inputs, constant in order to have more output. This aspect of production
function is known as the law of variable proportions.

In the long-run, it is possible for a firm to change all its inputs in order to expand its
business. This is known as '"Law of ‘Retutns to Scale’. This is discussed in the next
unit,

9.6 THE LAW OF VARIABLE PROPORTIONS

This law is also called Production funciton with one variable input. According to this

. law, in the production funciton of a firm, all the inputs are fixed except one. This one

input is called the variable input.

For example, let us assume that all the inputs such as plant, machinery, etc., of a firm
are fixed but labour is made variable factor of production. Here, the firm tries to increase
1ts output by increasing the supply of labour (other inputs being fixed). When the firm
increases the supply of labour, it changes the proportions between the fixed and the
variable inputs. This law is concerned with the way in which the output changes when
the number of units of a variable input is increased, keeping other inputs constant.
When more and more units of a variable factor are used, holding the quantities of fixed
factors constant, a point is reached beyond which the marginal product, then the average
product and finally total product will diminish. This can be illustrated with the help of
a Table by taking a 5 acre plot of land.
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Table 9.1: Output of Rice (in Units) from Five Acre Land

Number of Total Average Marginal
Labourers Product Product Product

1 2 3 4

1 8 8 g

3 36 12 16

4 48 12 12

5 55 11 7 Stage - 11

6 60 10 5

7 60 8.6 0

Stage - Il
g 56 . 7 4

In the above table, Production Function is revealed in the first two columns. The average
product and marginal product columns are derived from the total product column.

Total Product (TP)

This refers to the total amount produced during a particular period by all the factors
of production employed over that period of time. If all the inputs except one are held
constant, the total product will vary according to the quantity of the variable factor
used.

Average Product (AP)

This is merely the total product per unit of the variable factor.

TP
AP = —
L
Where
AP = Average Product
TP = Total Product
L = Labourers

Marginal Product (MP)

This is the change in total product resulting from the use of one more unit of the variable
factor. .

_ATP
AL

MP

An analysis of the above table shows that the total, average and marginal products
first increased till they reach the maximum and then start declining. The total product
reaches its maximum when 7 units of labour are used and then it declines. The average
product continues to rise till the 4* unit, while the marginal product reaches its maximum
at the third unit of labour, then it also falls. It should be noted that the point of falling
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output is not the same for total, average and marginal products. The marginal product

follows 1t and the total product is the last to fall. This means that the tendency of

diminishing returns is ultimately found in the three productivity curves. This is shown
in the diagram 9.2.

STAGE -1 STAGE - I
STAGE-1 RATé%hrI\IAELITY
ZONE OF |RRATIONALITY

<

ZONE OF
FRAATIONALITY
/‘;‘\

b TP
a

TOTAL, MARGINAL &
AVERAGE PRODUCTS

T~
o X
MP
No.OF UNITS OF LABOUR (L)

Fig. 9.2: Total, Average, Marginal Product Curves

In the diagram 9.2, the TP curve first rises at an increasing rate, but later moves gradually
towards the hightet point, after reaching which is starts falling slowly. This ¢an be
noticed by observing the slope of the TP curve. In the above diagram, at point “a’ the
slope of TP 1s the highest, at *b’ it is less than ‘a’ and at ‘¢’ it becomes zero. The
Marginal Product Curve (MP) and the Average Product Curve (AP) also rise with
TP, The MP curve reaches its maximum point ‘d’ when the slope of the TP curve is
at the maximum point at *a” and then it starts falling. The maximum point on the ‘AP’
curve is ‘e’ where it coincides with the *MP’ cure. This point also coincides with *b’
on the TP curve from where the total product starts a gradual rise. When the TP
curve rcaches its maximum point ‘¢’, the MP curve becomes zero at point ‘f° and
when the former starts declining, the latter becomes negative. When the total product
becomes zero, then the average product also becomes zero. The rising, the falling and
the negative phases of the total, marginal and average products are in fact the different
stages of the Law of Variable Proportions.

In Stage-l, the total product increases at an increasing rate. One labourer produces
18 units while two labourers produce 20 units. In the first stage, the marginal as well
as average product rise but the marginal product rises faster than the average product.
Because the,marginal product is greater than the average product, the former pulls
up the latter. When the marginal product begins to decline, it still exceeds the average
product and tends to pull up the latter. When both marginal and average products are
equal, the marginal product neither pulls-up nor pulls- down the average product Here
Stage-1 ends and Stage-II begins.

In Stage-II, the total product continues to increase no doubt but at a diminishing rate,
till it reaches the maximum point at ‘C’. The boundary for the second stage is at the
point *C’ where the total product is maximum and marginal product is zero. In Stage-
11, the marginal product and the average product both decline but the marginal product
declines at a faster rate than the average product. The marginal product being lower
than the average product pulls the average product down.
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Stage-III begins when the MP curve meets the X-axis and the TP curve reaching its
maximum point. In this stage any increase in the number of labourers on the farm
causes the total product to decline. The marginal product now becomes negative and
the average product continues to decline though it remains positive. As the marginal
product becomes negative in this stage, no firm would deliberately choose to operate
in it.

A rational entrepreneur is expected to maximize his profits. Since profit maximization
is his goal, as long as he produces in Stage-I, he is irrational as he can still increase
the factor of production under consideration and make more profits. Hence Stage-I
is a zone of irrationality. The elasticity of production, which is defined as the ratio of
marginal product to average product, is grater than one in this Zone. Stage-II is a
zone of rationality, as the entrepreneur can maximize his profits. The elasticity of production
here will be between one and zero. In this stage the marginal product curve touches
the X axis and the value of marginal product becomes zero. As long as the elasticity
of production lies in between one and zero the enterpreneur is producing in a zone of
rationality. Once the marginal product becomes negative, that is, as elasticity of production
becomes less than zero, as it is shown in the diagram in Stage-1lI, the entrepreneur,
if he is rational, will not increase production by increasing the variable factor beyond
the point where its marginal product becomes zero. If he chooses to increase the factor
of production under consideration, he will not be maximizing his profits, eventhough
his output may be increasing at a decreasing rate.

9.7 SUMMING UP

In this unit we have examined the theories relating to production. This unit has touched
upon the aspects of production and production function. By production, we mean the
creation of utilities. Production is the result of some sort of activity. It provides satisfaction
and enables exchange. Production function explains the technical relationship between
inputs and output. It enables us to know different methods of producing a commodity.
Production of a commodity can be increased by increasing either one input or more
inputs. Major part of this unit is devoted to explain the law of variable proportions. It
indicates that by keeping all other factors constant, production can he changed by
increasing one input which we term as variable input. The law says that if we increase
one input, output will increase upto a stage and then it falls. In the first stage output
increases at increasing rate and then increases at diminishing rate and reaches at a
point where average product curve reaches maximum and marginal and average products
become equal. At the end of second stage the otput reaches maximum and marginal
product becomes zero. This is the rational stage for the producer to maximise his profits.
And in the third stage the marginal product becomes negative and the output also diminishes.

9.8 CHECKYOURPROGRESS: MODEL ANSWERS

1.  The factors of production are land, labour, capital and organisation.

2.  Inputs are classified into fixed and variable. A fixed unit is one which cannot
be changed in response to changes in market condition requiring an immediate
change in output. On the other hand a variable input is one whose quantity can
be changed readily when market conditions warrant like labour, raw materials.

3.  The production function is based on the following assumptions:
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It is always related to a specified period of time;

(i) Technical knoWledge is assumed to be constant;

(i) The firm in question will use the best and the most efficient technique available;

(iv) The factors of production are divisible into viable units.

9.9 MODEL EXAMINATION QUESTIONS

I.  Answer the following questions in about 30 lines each.

1. What is r»zant by production? Explain the concept of production function by taking
a single product.

2. Explain the law of variable proportions.

3. Describe the three stages of law of variable proprotions with the help of a diagram.

II.  Answer the following questions in about 15 lines each.

1. What is production? What are the factors it depends on?

2. What is Production? What are its essential points?

3. What is meant by production function? What are its assumptions?

4. Explain the terms : (i) total product, (ii) average product, and (iii) marginal product.

5.  What is elasticity of Production ?

9.10 RECOMMENDED BOOKS

Stonier and Hague : A Text Book of Economic Theory
H.S.Agarwal : Mitro Economics
M.L.Seth : Principles of Economics

9.11 GLOSSARY

Average Product : The total product per unit of the variable
factor.

Marginal Product : . The increase in output which results from
increasing the quantity of an input by
one unif,

Production Function : A mathematical relationship between the

quantity of output of a good, and the
quantities of inputs required to make it.

Total Product : The total amount produced during a
particular -period by all the factors of
production employed over that period

of time.
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10.10 Glossary

10.0 AIMS AND OBJECTIVES

The purpose of this unit is to explain you the laws of returns to scale.

After going through this unit, you should be able to:

o explain the concept of returns to scale;
® describe ‘the laws of returns to scale; and
o list out economies and diseco__npmies of scale.

10.1 INTRODUCTION

In the last unit we have discussed the production function with one variable input.
When the quantity of only one factor is increased and that of other factors is held
constant, the proportion between the factors changes. In the long run when all the
factors are increased simultaneously in order to increase the output, the factor proportions -
remain constant. This is called expansion in scale. In this unit we study the production
function when all the factors are variable. At the end we also discuss the economies
of scale.
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10.2 CONCEPT OF RETURNS TO SCALE

Expansion Qf output may be achieved by varying some inputs only, but in the lIong-
Tun, expansion in output can be achieved by changing all factors of production. The

proportion or by differ_ent proportions. The term ‘returns to scale’ refers to changes
in output as all factors change by the same proportion. ‘Returns to scale’ are only
one part of the economies of the scale. Returns to scale are technical economies,
while economies of scale inciude the technical as well as the monetary economies.

Check Your Progress — 1

What do you understand by the term ‘returns to scale’.

10.3 LAWS OF RETURNS TO SCALE

The laws of returns to scale explain the relationship between all the variable factors
and output.The laws of returns to scale assume that:

i) All factors are variable.

ii) A worker works with given tools and implements.
i) Technological changes are absent.

iv) Perfect competition prevails,

v) The output is measured in physical quantities.

Under the above assumptions, when all inputs are increased in unchanged proportions
and the scale of production is expanded, the effect on output shows three stages, In

in inputs. In the third stage, returns to scale diminish because the increase in output

is less than proportionate to the increase in inputs. In other words, if we increase all

the inputs by 10 per cent at a time, then the total output will increase by more than

10 per cent in the first stage, by 10 per cent in the second stage and by less than 10
.per cent in the third stage. The principle of returns to scale can also be explained

‘with the help of the following table. 147
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Table 10.1 Returns to Scale in Physical Units

Unit  Scale of Product ' Total Returns Marginal
(In Quintals) (Returns)
1 2 3 4
1. 1 worker + 1 acre land g 8 Increasing
2 2 workers + 2 acres land 17 9 Returns to
3. 3 workers  + 3 acres land 27 10 Scale |
4. 4 workers  + 4 acres land 38 11 } Constant
5. 5 workers  + 5 acres land 49 11 Returns to
Scale .
6. 6 workers  + 6 acres land 59 10 L
Diminishing
7. 7 workers + 7 acres land 68 9 Returns to
8. § workers  + 8 acres land 76 8 Scale

The above table reveals us the fact that in the beginning with the scale of
production of 1 worker + 1 acre of land, the total output is 8 quintals. When the scale
of production 1s doubled (2 workers + 2 acres of 1and), total returns are more than
doubled as the production increases to 17 quintals. If we still increase the scale of
production to (3 workers +73 acres land), the total returns increase to 27 quintals.

This is called the stage of increasing returns to scale. As the scale of production is
further expanded, the total returns will increase in such a way that the marginal returns
become constant. In the case of the 4™ and 5% units of the scale of production, marginal
returns remain constant at 11 quintals. It means due to increase in the inputs, there 1s
no additional increase in the returns. This is the second stage. Any increase in the
scale of production beyond this will lead to diminishing returns. In the case of the 6™,
7% and 8" units, the total returns increase at a lower rate than before so that the
marginal returns start-diminishing successively to 10, 9 and 8. This phenomenon can
also be shown in the form of a diagram.

Y

C Constant p

Y
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MARGINAL RETURNS

Scate of Production

Fig 10.1 : Returns to Scale




In Fig. 10.1 the OCDE curve represents returns to scale. From O to C, due to the
increase in the scale of production, the returns to scale are shown as increasing. From
point C to D, the returns are constant and from D to E they are diminishing. Now let
us try to understand why the returns to scale first increase, then remain constant and
then diminish. Let us analyse each of the laws of returns.

10.3.1 INCREASING RETURNS TO SCALE

Returns to scale increase because of the indivisibility of factor. of production. This
means that the machines, management, labour, finance, etc., cannot be .livided into
smaller sizes to suit the requirements of a producing firm. When a firm expands its
size, the returns to scale increase because the indivisible factors are employed to their
maximum capacity. As the concept of indivisibility is vague, modern economists attribute
increasing returns to economies of scale and specialisation. When a firm expands its
size, there is a wide scope for specialisation of labour, management and machinery.
Work is divided into several processes and sub-processes for better concentration to
increase efficiency. Another reason for increasing returns to scale is dimensional
efficiency. The output increases more than in proportion to the increase in the investment
in the input. This can be better understood with a simple example. If the diameter of
a water pipe is doubled, the flow of water is more than doubled. Thus, with specialisation
and efficiency, output increases when the size of the firm is expanded. It enjoys both
internal and external economies of scale of production. The firm may be able to install
better machines, sell its goods more easily, borrow money cheaply, get the raw-materials
cheaply as it purchases in larger quantitics and employ more efficient managers and
workers, etc. Further, it may also enjoy external economies in terms of cheap credit,
and transport due to the concentration of a number of firms at one place. Trade journal,
research and training centre appear which help in increasing the productive efficiency.
All these help in increasing returns to scale.

10.3.2 CONSTANT RETURNS TO SCALE

Increasing returns to scale accrue to a firm or industry only upto a point. As the firm

is enlarged further, internal and external economies are counter balanced by diseconomies .

of scale. When economies and diseconomies balance each other output increases in
the same proportion as an increase in the proportion of inputs. Hence, constant returns
to scale occur. This means that if all the inputs are doubled, output also doubles. A
production function showing constant returns to scale is called linear and homogencous
production function of the first degree. The Cobb-Doublas production function evolved
by the American Economists is a lincar homogeneous production function.

10.3.3 DIMINISHING RETURNS TO SCALE

If a producing firm continues to expand even beyond the point of constant returns, a
stage comes when diminishing returns to scale set in. The business may become unwieldy
and it brings problems of supervision and co-ordination. Diseconomies of scale dominate
economies of scale. Diseconomies may arise either due to higher factor prices or from
diminishing factor productivities. When an industry expands its size, the demand for
skilled labour, capital; etc., rises and under the conditions of perfect competition, intensive
bidding raise wages, rent and interest. The prices of raw materials may also increase
and there may be frequent break downs of machinery due to the difficulties invelved
in controlling them.
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Returns to scale can also be represented with the help of isoquants. The diagram given
below depicts the increasing, constant and diminishing returns to scale.
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Fig. 10.2 A 10.2 B 10,2 C

Diagram — A illustrates increasing returns to scale. Here an increase in both inputs
in a given proportion brings a more than proportionate increase in output. Thus ‘OM’
is greater than ‘MN’ and ‘MN’ is greater than NP. If the factor price ration the factor
price ratio remains unchanged, output expands along ray OD.

Diagram — B illustrates constant returns to scale. It shows that when we double both

tputs, we double output. If we triple all inputs, the output level is also tripled. Thus.

OG = GH = HI. The output expands along ray OE as long as the factor price ratio
remains unchanged. '

Diagram — C depicts diminishing returns to scale. Here, to double the output per unit
of time, the firm must more than double the quantity of both outputs used per unit of
time. Thus, here OS is less than ST and ST is less than TZ.

Check Your Progress — 2

Explain the stages of returns to scale.

10.4 ECONOMIES OF SCALE

10.4.1 CONCEPT

A firm or an industry increases its size to take advantage of the benefits of large-
scale production. After the Industrial Revolution, it has become possible to introduce
machinery on a large scale to expand output. The reason for this development has
been manly to take advantage of some of the economies associated with large scale

0 production. Economies of scale are nothing but the reduction in production costsaccrued
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to a firm or an industry either due to its internal expansion or due to the concentration
of a large number of firms at one place.

10.4.2 KINDS OF ECONOMIES OF SCALE

Expansion of the scale provides a number of economies to the firm. These economies
of scale may be of two kinds:

1) Internal Economies
1) External Economies
1)) INTERNAL ECONOMIES

Internal Economies are those which accrue to the firm itself when the firm expands
its output. Hence, internal economies arise within a firm as a result of its own expansion.
In other words, they arise simply due to the increase in the scale of production. These
economies are enjoyed because of the use of methods which small firms do not find
it worth-while to employ. The following are the various types of internal economies.

1. PRODUCTION ECONOMIES : When the scale of production expands a number
of economies accrue to the firm in the production itself. They may arise in the
following ways :

a)  Better techniques of production can be adopted.
b)  Bigger machines can be purchased at economical prices;
¢)  Various processes can be linked up and spectalisation can be achieved.

d)  Large firms will be in a position to make some useful goods from the waste
material.

¢) A large producer can afford to have a separate packing department thereby
packing costs can be reduced.

2. Managerial Economies: When the scale of operations is considerably large,
specialisation can be achieved in the field of management. Professional managers
are appointed to improve the quality of management. Such firms will be in a
position to make use of the information technology for purposes of management.
"The cost on account of these does not increase in proportion to the increase in
the scale of operation. Thus it leads to economies.

3. Commercial Economies: These economies arise from the purchase of materials
and the selling of goods. When the scale of production is large, the per unit
expenditure is reduced due to various reasons. Large business firms enjoy bargaining
advantages at the time of buying the raw materials. The amount that they spend
on advertising would be spread over large volume of production. The expenditure
on sales persons, agents, etc. can also be minimised.

4. Transport and Storage Economies: When the scale of production increases.
economies in transport and storage acrue to the firm. Such firms can depend
on their own transport vehicles. They can also afford to have railway siding
facilities which reduce the loading costs. Large firm can have their own warehouses
to store both raw-materials as well as finished goods. Thus, per unit cost of
transport and storage is reduced in the case of large firms.
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5. Financial economies: These advantages arise from the fact that big firms will
have better goodwill and can borrow at lower rates of interest from banks and
financial institution. Large companies can approach the public by issuing shares
and  debentures. They can also take an advantage of entering the international
markets.

6. Risk bearing Economies: A big firm can spread its risks and it will have the
capacity to bear them by diversifying its output. Diversification may be in terms
of sources of supply of raw-materials and of the process of manufacture.

II) EXTERNAL ECGNOMIES

The economies which accrue to a firm not due to its own operations but due to operations
of other firms are termed as external economies.

These economies are associated with localisation of industry. They occur where an
increase in the size of an industry leads to lower costs for each individual firm in the
industry. They accrue to each member firm as a result of the expansion of the industry
as a whole. The foilowing are the various types of external economies:

1. Economies of Concentration: They relate to advantage arising from the availability
of skilled workers, the provision of better transport and credit facilities, benefits
from subsidiary industries, etc. Scattered firms of an industry cannot enjoy such
benefits.

2.  Economies of Information: They arise due to the publication of trade journals,
magazines and establishment of research centres.

3. Economies of Disintegration: When an industry expands its size, it becomes
possible to split up some of the processes which are taken over by specialist
firms. For example, a number of cotton mills located in a particular locality may
have the benefit of a calendering plant. '

Check Your Progress -3

What do you mean by economies of scale?

10.5 DISECONOMIES OF SCALE

Certain diseconomies are also associated with large-scale production. If the scale of
production is continuously expanded, a stage may come where increase in production
is less than proportionate than increase in the factors of production, The various reasons
for such diseconomies are as follows:

1. Limited supply of factors of production: When the production is increased
. beyond certain limit, it may become a problem to procure factors of production
. from local sources. Then factors are to be transported from other places at higher




rates. The same situation may also arise with regard to raw-materials.

2. Managerial problems: When the scale of production is very large, it becomes
difficult to manage the operations of the business. Sometimes vital information
for decision making purpose may not reach the top management in time. In turn
it may lead to delay in decision making and thereby it may lead to labour problems.

3.  Technical problems: When the scale of production is increased beyond‘certain
limit,, the per unit cost of production increases. Piant and machinery which require
huge funds may have to be acquired and latest cquipment is to be added. Such
technical reasons lead to increase in per unit cost of production. As a result of

these diseconomies, the diminishing returns to scale set in and the per unit cost -

will be increasing.

In addition to the above, the expansion in the scale of operations of different

. firms will lead to so many problems like causing pollution, creating traffic congestion,
mncrease in cost of living in terms of high rents for residential houses, hike in
prices of necessities, etc.

10.6 SUMMING UP

We have discussed the laws of returnsto scale and different economies of scale in
this unit. Laws of returns to scale explain the changes in output when all factors of
production move in the same direction and with equal proportion. You have found three
types of returns to scale. In the first stage, when a firm increases factors of production
by the same proportion, output will increase much more than the increase.in inputs
which is termed as increasing returns to scale. In the next stage constant returns

prevail. If the firm still increases the use of factors of production, it gets diminishing

returns to scale. This stage is known as diminishing returns to scale.

Due to internal expansion or concentration of firms at one place, firm may get economies
of scale. Economies indicate the reduction of costs to produce same quantity. If the
scale of production is increased beyond certain point, the diseconomies to scale arise
and per unit cost of production starts increasing due to various reasons.

10.7 CHECK YOUR PROGRESS: MODEL ANSWERS'

1. The term ‘returns to scale’ refers to changes in output as all factors change in
the same proportion. ‘Returns to Scale’ are only the part of the economies of
the scale. Returns are technical while economies of scale include the technical
as well as monetary economies. In other words, the concept deals with the behaviour
of output in response to change in the scale of production.

2. There are three stages in the returns to scale. In the long run production function,
we study the returns to scale. When the scale is increased there is increase in
returns to scale in the beginning. After that output increases in the same proportion
as in the inputs which is termed as constant returns. If the output is further
expanded the stage of diminishing returns to scale occurs due to diseconomies.

3. The economies which acerue to the firm ¢n account of increase in the scale of
operations are termed as economies of scale. These economies may be classified
into internal and external. The economies which accrue to the firm due to expansion
of 1ts own size are termed as internal economies. On the other hand, the econofnies
that accrue to a firm due to the operations of other firms are termed as external
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economies to scale.

10.8 MODEL EXAMINATION QUESTIONS

I. Answer the following questions in about 30 lines each.

1. Explain the laws of returns to scéle.

2. Explain the two kinds of economies of scale.

3 Discuss the factors responsible for increasing returns to scale.
4. Explain the laws of returns to scale with the help of a diagram.
II. Answer the following questions in about 15 lines each.

I. What is meant by economies of scale?

2 Explain internal economies of scale. |

3. What are the diseconomies of scale?

4 Distinguish between short-run and long-run.produc'tion functions.

5. Explain the external economies of scale.

'10.9 RECOMMENDED BOOKS

Stonier and Hague : A Text Book of Economic Theory
H.S. Agarwal : Micro Economics
M.L.Seth : Principles of Economics

10.10 GLOSSARY

Economies of Scale : These exist when expansion of the scale of
productive capacity of a firm or industry causes
total production costs to increase less than
_proportionately with output.

External Economies : * Egblomies which accrue to a firm due to the
operations of other firms.

Internal Economies : " Economies which accrue to a firm due to expansion
of its own size.

Long-term Production ' . v
Function : It explains changes in outpug when all the factors
are increased.
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11.0 AIMS AND OBJECTIVES

The main purpose of this unit is to explain the supply function and the law of supply.

After studying this unit, you should be able to:
describe the concept of supply ;

list out the factors influencing the supply ;
discuss the law of supply ;

explain the changes in supply graphically ; and

eXplain the elasticity of supply.

11.1 INTRODUCTION

The producers supply goods and services required by the people. These goods are
distributed to different places of consumption through various channels for sale. The goods
and services are offered depending on the demand conditions in the market. We have already
discussed the demand analysis and production function in the previous units. This unit deals
with various aspects of supply function.
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11.2 THE CONCEPT OF SUPPLY

It may be recalled that the term “demand” refers to the amount of a commodity
demanded at a particular price and during a certain period of time. Like-wise, supply also
refers to the amount of a commodity offered for sale by sellers at a particular price during
a particular period. That means supply is always expressed in relation to price and
time. Thus, supply can be defined as “the amount of a particular commoditiy offered for
sale per unit of time at a given price”, ‘

The supply of a good or service is said to take Iﬁlace only when the seller is able

-and willing to offer it for sale. The seller will be able to offer for sale when he holds

sufficient stock of the goods and services. Do you think that it leads to effective supply?.
No. For example, if you go to a vegetable market and find the stock of tomatoes with a
seller and if he is not wiling to seli them, you cannot buy. The willingness of the seller to
offer for sale depends on the prevailing price in the market. Generally, if the market price
is atleast equal to the seller’s minimum price, the seller is willing to sell his stock of goods.
Thus, there is a difference between the stock of goods and supply of goods. The stock
becomes supply with the willingness of the seller to sell.

11.3 SUPPLY FUNCTION

- The supply function refers to the relationship between the supply of a commodity
and the factors influencing it. The main factors which influence the supply of a commodity
are (i) Price of the cornmodity, (ii) Prices of related goods (iii) Cost of the factors of production
(iv) state of the technology, and (v) Production subsidy. All these factors/determinants of
supply can be summaris: 1 and expressed in the form of an equation. This is called supply
function. '

Sx = f(Px, Py, Pf, T.,S)
Where,
f = functional relationship
Sx = The supply of Commodity Y
Px = The price of commodity _
Py = The prices of related goods
Pf = Prices of the factors of production
T = Technology used
S = Subsidy

Thus, it is clear from the above equation that supply of a commodity is a function of

the price of that commodity, prices of related goods, prices of the factors of production, -

the technology-used and the subsidy for the production. Let us discuss these factqgg in

detail. 2 o

(i)  Price of the Commodity : Price of the commedity is the first and foremost determinant
of the supply of that commodity. When the price increases, more quantity of a commodity
is offered for sale. On the contrary when the price decreases, lesser quantity is offered

'




(ii)

(i)

(iv)

(v)

for sale. Thus, there is a strong relationship between the price and supply of a commodity.

Prices of Related Goods : Prices of related goods also influence the supply of a
commodity. For example, if the prices of motor bikes increase while the prices of
scooters remain unchanged a automobile producer will supply more of motorbikes
and less of scooters. Thus, the supply of a commedity changes because of changes
in the prices of related goods.

Prices of the Factors of Production : Prices of the factors of production also
determine the cost of production, When the factor prices increase, the cost of production
¢t'a commodity which is produced with the help of those factors will also increase,
Then the producer will shift 1o the production of other goods which can be produced
at a lower cost. Thus, the changes in the factor prices will influence the supply of
a commodity. : ,

Changing Technology : The advancement of science and technology leads to many
inventions and innovations, Such technological improvements are applied in the production
process. As a result, it increases the supply of commodities. A variety of new products
are produced and supplied in the market,

Subsidies : Government encourages the production of certain goods by giving certain
incentives and subsidies. Such subsidies increase the production of goods and services.
For example, production of urea, development of computer software, etc,

Besides the above factors, certain other conditions also influence the supply of goods

and services in the economy. Wars, social unrest, transporters' strikes and natural ealamities
like droughts, floods, climatic conditions, earth quakes etc., will affect the supply of certain
goods and services.

For example, we experience shortage of vegetables like tomatoes during summer

seasons. We also experience non-avatlability of essential commodities during the times of
curfews, bandhs, etc.

Check Your Progress - 1

1)

.......

What do you mean by the term "supply"” ?
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11.4 LAW OF SUPPLY

By the term ‘supply’ we mean the quantities of a commodity that a seller is willing
and able to offer for sale. We also know that sellers always sell their products for a profit.
If the cost of the production remains unchanged, profits are likely to be high at high prices.
Thus, the supply of a commodity.will vary directly with its price. If the price goes up, the
producer will offer more for sale. And if the price falls, he will be unwilling to sell or will
offer less for sale. Hence, supply varies with a change in price. Thus, it can be deduced
that higher the price the greater is the supply and lower the price lesser is the supply. We
can formulate the law of supply as follows :

“In a given market at any given time, that quantity of any goods which sellers are
ready to offer for sale generally varies directly with the price.” It is exactly the opposite
of law of demand. Thus, the supply is the function of price [S=f(P)]. It is assumed that
the determinants of supply, other than price remain constant. Here, 'varies directly' means
that as price rises the quantity offered for sale increases and vice versa.

Exceptions
There are, however, certain exccptibns to the law of supply. They are :

()  When the prices are expected to fall greatly, sellers sell more in order to clear their
stocks. This happens in the short-run.

(i)  In the long-run the supply is influenced by changes in costs which are in turn affected
by changes in technology.

(i) Changes in habits, tastes, fashions, etc., also affect the supply of commodities.

' L)
11.4.1 SUPPLY SCHEDULE

A supply schedule is a statement of various quantities of a given commodity, offered
for sale at various prices at a particular point of time. It is a tabular statement representing
the law of supply.

The following table depicts a hypothetical supply schedule for mangoes.
Table 11.1 - Supply Schzduls

Price per Kg. of Mangoes Quantity Supplied
{(In Rupees) (In Kgs)

400
300
200
100
50

— ) e B

In the above schedule we notice that as the price falls, less mangoes are offered for sale
and as the price rises, the seller is prepared to seli more of it. The simple explanation
here is that the higher the price of the commodity, the greater are the profits that can be
eamned and, thus the greater the incentive for the producer to produce more of the commodity
and offer 1t for sale.
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11.4.2 SUPPLY CURVE

Supply curve is a graphic representation of the law of supply. The above supply schedule
can be represented in the form of a curve as illustrated betow :

Y
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SUPPLY

O

iig-11.11 : Supply Curve

The quantities of mangoes offered for sale are measured along the *OX” axis and
the price along the “OY" axis. The supply curve, ‘SS§’, slopes upwards as we go from the
left to the right. This means that as the price rises, more quantity is «ifered for sale and
certainly when the price falls, less is offered for sale. This supply curve is related to the
cost structure of the firm.

11.5 CHANGES IN SUPPLY

The changes in the supply of a particular cormmodity are possible without any change
in the price. Increase in supply means more supply of a commodity arriving in the market
without a change in the price. On the other hand decrease in supply means tess supply in
the market. These two can be explained with the help of diagrams.

In fig. 11.2 OQ is the supply at price OP and the supply curve is SS. Without any change
in the price when the supply increases from OQ to OM the supply curve shifts to the right
and the new supply curve'ts S,S,. The Fig. 11.3 explains the situation of decrease in supply.
When the supply decreases from OQ to OK the supply curve S8 shifts to the left and the
new supply curve in 8, S, is formed. '

The reasons for changes in the supply of a commodity are as follows :

- 1) Changes in the cost of production ;

(i) Changes in the production technology ;
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Fig. 11.3 : Decrease in Supply
(i)  Availability of new raw materials in the market ;
(tv} Natural calamities like earth quakes, {loods, drought, etc.,
(v} Development in the transport facilities ;
(vi) Political and social changes
(virj  Desire of the producer to use the goods for his personal consumption :

iviil) Market conditions, etc.,
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11.6 ELASTICITY OF SUPPLY

The law of supply just explains the direct relation between the price and supply of a particular
commodity. It does not explain how much the supply of a commodity has changed due to
a particular change in the price of that commodity. It is the elasticity of supply which explains
the percentage change in the supply of a commodity on account of certain percentage
change in the price of that commodity. ‘

Elasticity of supply refers to the change in the supply of a commodity due to change
in its price. It is the degree of responsiveness or sensitiveness of the supply to changes in
price. It can be explained as the percentage change in quantity divided by the percentage
change in price. It can be measured with the help of the following formula :

. Changeinamountsupplied | Change in price
) Original amount supplied Original price
- aQ . aP
Q ~ P

Where ‘Q’ refers to the quantity supplied and ‘P’ to the price and » represents
a change.

As explained earlier in the supply law, the supply of a commodity changes due to
change in its price. When the supply rises because of rise in price it 1s called expansion of
supply. On the other hand, if the supply declines with a fall in price it is called contraction
of supply. Thus, there can be either expansion or contraction of supply due to changes in
price.

The elasticity of supply may be perfectly inelastic or perfectly elastic. These two
are extreme cases. Normally, it lies between these two extreme limits. The supply is elastic
when with a small change in the price there is a great change in supply. It is inelastic or
less elastic when a great change in the price induces only a slight change in supply.

~ If the supply is perfectly inelastic, it will be represented by a vertical line as shown

7 below: Yy
: S |
w P Perfectly Inclastic
E'.')Z o or
a P Zero elasticity
S
O X

SUPPLY

Fig. 11.4 : Perfectly Inelastic Supply
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Fig. 11.5 : Rerfec{ly‘t E;astfc Supply
The diagram 11.4 represents the case of zero estaticity in which the quantity supplied
does not change as price changes. When the price increased from OP to OP , the supply
remained unchanged. The supply curve is parallel to Y axis. In such cases the elasticity
of supply is equal to zere (Es=0). If the supply 1s perfectly elastic, it will be represented
by a horizontal straight line as shown in figure 11.5. At 'OP' price the supply elasticity is
infinite. If the price is less than this, the supply would be zero. Producers would be supplying
any amount of the commodity at that price. Here the elesticity is infinite (Es=c)

Normally, elasticity of supply is neither zero nor infinite. It will be usually unit elasticity
or relatively elastic or relatively inelastic.

When the change tn price is accompanied by an equally proportionate change in the
supply (Es=1), it is said to be unit elasticty. When the change in supply is more than the
change in price it is relatively elastic (Es>1}. On the other hand when the change in supply
is less than the change in price the supply is said to be relatively inelastic (Es<l1). These
three types of elasticities are represented in the following diagram.

Y
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Fig. - 11.6 : Unit, Relatively Elestic and Relatively Inelastic Supplies




Check Your Progress - 2

What is meant by supply elasticity? List out its types.

11.7 ELASTICITY OF SUPPLY IN DIFFERENT PERIODS

Time will have its influence on the glafticity of supply. The time can be divided
into very short period, short period and long period. Very short period is the period in which
the supply cannot be changed. It is alsd known as market period. During this period
the supply will be perfectly inelastic. This is shown as MS curve in the Fig 11.7

Y

S2

PRICE

S2
S1

VR TIVE

SUPPLY

Fig 11.7 : Supply Curves in Different Periods

5
1

During this period though the price increases, the supply does not change. Supply
will have some elasticity during short period. S,S is the short period supply curve. During
short period the supply can be increased to some extentsby changing the variable inputs
like labour, raw-materials. The elasticity of supply in short period will be less “<hen compared
to that of long period. 8,8, is the long period supply curve. During long period supply can
be increased to any extent by changing all the factors.

That is the reason why, the supply elasticity in long period is more than that of the
short period. In the very short period when the price increases to OP, from OP, there is
no change in the quantity of supply. In the short period the supply increases from OM to
OM,. But in the long period it increases to OM,.
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Check Your Progress - 3

State the time effect on the elasticity of supply.

11.8 SUMMING UP

Supply refers to the amount of a commodity offered for sale by sellers at a particular
price during a particular period of time. There is a difference between stock of goods and
supply of goods. The stock becomes supply with the willingness of the seller to sell. The
supply is influenced by many factors like price of the commodity, price of related goods,
cost of the factors of production, state of the technology and production subsidy.

The law of supply is just opposite to that of the law of demand. The law of supply
states that the higher the price the greater is the supply. The law of supply can be explained
with the help of a diagram.

The elasticity of supply refers to the change in the supply of a commodity due to
change in its price. There are different types of elasticity of supply namely, perfectly
inelastic, perfectly elastic, unitary elastic, relatively elastic and relatively inelastic. The time
will have its effect on the elasticity of supply. '

11.9 CHECK YOUR PROGRESS : MODEL ANSWERS

1. i) Supply means the quantities of goods which are offered for sale at a particular
price at a given point of time. Supply takes place only when the seller is able
and willing to offer the goods for sale. The supply of goods is different from the
stock of goods.

i) Itis the relationship between the supply of a commodity and the factors that influence
the supply. The price of the commodity, prices of related goods, prices of the
factors of production, technology used, subsidies, etc., are the important determinants

of supply.

2. The extent of change in the supply of a commodity in accordance with the Jhange
In its price is called elasticity of supply.

The elasticity of suppty may be perfectly inelastic (e=o): perfectly elastic (e=q) ;
unitary clastic (e=1); relatively elastic (e>1) and relatively inelastic (e<i}).

3. Time will have its effect on the clasticity of supply. The time can be classified into
market period, short period and long period. The elasticity of supply will be perfectly
inelastic in the market period. It will be elastic to some extent in the short pertod. In
the long run by changing all the factors the supply can be increased to any extent.
Theretore, the supply will be more elastic in long period than in the short period.




11.10 MODEL EXAMINATION QUESTIONS

L Answer the following in about 30 lines each.

1. State the law of supply, together with exceptions to it ?
2. Explain the determinants of supply.
3 Explain the different elasticities of supply.

{1. Explain the following in about IS lines each.
What do you mean by the term ‘supply’?
2. What is supply function?
3 Explain the changes in the supply.

4, What is supply schedule ?

5. What do you mean by ‘elasticity of supply’ ?
6. Show the supply curve for an imaginary supply schedule.
7. Show the supply curves in different periods.

11.11. RECOMMENDED BOOKS

H.S. Agarwal Micro Economics

M.L. Seth : Principies of Economics

D.M. Mithani Principles of Economics
11.12 GLOSSARY

Elasticity of Supply: The degree of responsiveness in the supply of a commodity to
change in its price.

Supply o The quantity of a good or service which the sellers desire to
sell at a given price.

Supply Curve : A curve indications the relationship between the quantity of a
good supplied and its price. ’
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UNIT-12 : COST ANALYSIS

Contents

12.0 Aims and Objectives
12.1 Introduction
12.2 Nature of Costs
12.3 Kinds of Costs
12.3.1 Explicit and Implicit Costs
12.3.2 Money and Real Costs
12.3.3 Opportunity Costs or Altemz&_tiva Costs
12.4 Nature of Costs and Classificatiéﬂ Qf éosts in the Short Run
12.4.1 Fixed (.Zosts ‘
12.42 Vanable Costs
12.4.3 Total Costs
12.5 Average and Marginal Costs
12.6 Short Run Cost Curves
12.7 Relationship between Average Cost and Marginal Cost
12.8 Long Run Costs
12.9 Summing Up
12.10 Check Your Progress : Model Answers
12.11 Model Examination Questions
12.12 Recommended Books

12.13 Glossary

12.0 AIMS AND ORJECTIVES

The main aim of this unit is to explain different concepts pertaining to, Cost Analysis and
the relationship among various costs.

After studying this unit, you should be >abie to:

®  contrast between explicit and implicit costs; .

® differentiate between money cost and real c;:)st;

@®  define opportunity cost;

@®  cxplain the nature of costs in short-run and long-run;

169




170

-

® explain the meaning of fixed cost, variable cost, total cost, average cost and margir{a'l
cost;

®  distinguish between average cost and marginal cost; and

@  analyse the short-run and long-run cost curves diagrammatically.

12.1 INTRODUCTION

Commodities are produced to satisfy human wants. Producing commodities means creating
utilities, the aim of which is ultimately to fulfill human desires. The factors of production
or various inputs have to be employed to produce any commeodity. This is the physical
side of production. The remuneration paid to a factor employed in the ptrocess of production
is called the cost of production. The costs of a firm determine its supply of commodities.
On the other hand, supply and demand determine price. To understand the process of price
determination and the forces behind supply, one must understand the nature of costs.

Costs may be categorised into real costs, money costs, opportunity costs or alternative
costs and explicit and implicit costs. '

12.2 NATURE OF COSTS

Firms incur various costs for producing goods and services. These costs of production
are money expenses for buying resources such as raw_materials, machinery and equipment,
depreciation and obsolescence charges on machines, buildings and other capital goods,
rent on buildings, interest on capital invested and borrowed, normal profits of business,
expenses on power, ¢tc,

12.3 TYPES OF COSTS

12.3.1 EXPLICIT AND IMPLICIT COSTS

Explicit Costs : The expenses which are incurred by a firm in buying goods and services
directly are termed as explicit costs. Money expenses made by the producer to hire workers
and to purchase raw-materials, power, etc., are also explicit costs.

Implicit Costs : The expenses which are imputed for self-owned and self-employed resources,
salary of the proprietor or rent on the owner’s own building, etc., are called implicit costs.
These costs are frequently ignored in calculating the costs of production.

Explicit and implicit costs are known as the firm’s accounting expenses. The total costs
of production of a firm include both these costs.

12.3.2 MONEY COSTS AND REAL COSTS 2

Money Costs : A firm usually incurs money expenses for producing a commodity, A
firm spends money on wages and salaries of labourers, for purchasing raw materials, machinery
and equipment, on depreciation, on power and fuel, etc. These money e€xpenses are called
money costs.

Real Costs : Real costs are different from'mcmcy costs. Money costs are those which
are paid by a producer for utilizing factor inputs for the production of commodities. But
money costs do not reveal the fact behind these costs. Marshall believes that numerous




members of society make sacrifices in their efforts to produce a commodity. These sacrifices
and efforts are the real costs of production; workers forego leisure, capitalists save and
invest, and landlords utilize land for production. These sacrifices and efforts made by various
members of society constitute real costs of production. According to Marshals, “All the
efforts and sacrifices made by the producer are the real costs of production for these efforts
are termed as the expenses of production”.

But real costs seldom coincide with money costs of the production. Marshall declares that
“If the purchasing power of money, in terms of effort has remained constant and if the
rate of remuneration for waiting has remained about constant, then the money measure of
costs corresponds to real costs; but such a correspondence is never to be assumed lightly.
Neither can the sacrifice of a person.who serves a few be equated to the painful efforts
by a worker receiving Rs. 10 as wage. Thus the real costs and money costs of production
do not coincide with each other in the short-run or long-run”. '

12.3.3 OPPORTUNITY COSTS OR ALTERNATIVE COSTS

Resources are scarce, but wants are unlimited. When resources are scarce, they are put
to several uses or alternative uses. As they are scarce there arise economic problems.
Otherwise, if they are in plenty, there occurs no problem of alternative use of resources.
Modem economists disregard the criteria of ‘sacrifices and efforts,” as real costs. But they
express the real costs of production in terrfis of alternative uses of inputs. Suppose the
land is utilized to produce wheat, or it is used to produce paddy instead of wheat, then the
cost of land producing wheat is the cost of land producing paddy foregone. It is the next
best alternative use foregone. Suppose labour is employed to produce bricks or it is also
empioyed to produce tiles, then the cost of labour producing bricks is the cost of labour
producing tiles foregone. Similarly, it can be applied to any factor mput, which has an alternative
use. Suppose with a sum of Rs. 500 a producer can produce two watches or a bicycle,
and with the same amount he decides to produce the bicycle rather than the two watches,
then real cost of the bicycle is equal to the cost of two watches, that is the alternative
foregone. :

Opportunity cost has been defined by economists as the-cost of production of a commodity,
that could have been alternatively used instead. According to Bentham, “The opportunity
cost of any thing is the next best alternative that could be produce instead by the same
factors, or by an equivalent group of factors, costing the same amount of money”. According
to Richard G. Lipsey, “The cost of using some thing in a particular venture is the benefit
foregone by (an opportunity cost of) not using it in its best alternative use”.

Opportunity cost has great importance when applied to economic problems. It can be applied
in the determination of factor prices. It can also be applied to consumption and public expenditure.
It explains the phenomenon of price. As the resources are scarce, they would be put to
alternative uses, that is why there arises the need to understand the opportunity cost.

Check Your Progress - 1

What do you mean by implicit cost ?

..............................................................................................................................................
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12.4 NATURE OF COSTS AND CLASSIFICATION OF COSTS
IN THE SHORT RUN '

The period which is required to bring a change in production by changing variable capital,
fixed capital being constant, is called short-run. In the short-run, the firm can change production
only by changing variable capital. If the firm wants to increase or decrease its production,
it has to employ more or less variable capital such as raw-materials and labour. In the
short-run, the firm cannot increase production by enlarging the size of the plant or by establishing
a new plant. In other words, the scale of the firm cannot be changed. That 1s why, short-
run is a period of time in which the production can be altered only by varying the variable
capital while the fixed capital of the firm remains the same.

In the short-run costs of production are classifiéd into two i.e., fixed costs and variable
cOSts.

12.4.1 FIXED COSTS

In the short-run fixed costs remain the same whatever the level of production. If the firm
stops production, fixed costs have to be borne by the entrepreneur. Fixed costs include
interest on investment made on capital goods, rent on land, wages and salaries of permanent
staff, payment of Life Insurance Premiums, depreciation charges, etc. Fixed costs are those
costs which cannot vary with the level of output in the short-run. The fixed costs are
also known as supplementary costs or overhead costs,

12.4.2 VARIABLE COSTS

Variable costs are those costs which change with the level of output. As production increases
or decreases, variable cots also increase or decrease. If the firm stops production, it incurs
no variable cost. In the short-run there is no doubt that the tevel of output can be changed
by altering the variable capital but it cannot be changed beyond the capacity of the existing
firm. These costs include money spent for purchasing raw-materials, fuel, power, transportation
charges, wages for casual and temporary labourers, etc. The variable costs are also
called prime costs or direct costs. '

o

12.4.3 TOTAL COSTS

A firm incurs some amount of money expenses to produce a given quantity of commodity.
The total money spent for producing a given guantity of goods 1s called Total Costs (TC).
It can be observed that as production increases, the total cost also increases. The total
cost of a given quantity 1s the sum of the total fixed cost (TFC) and the total variable cost
(TVC). The total fixed cost is the total money spent on fixed factors of production such
machinery and equipment, salaries to the permanent staff, buildings, Life Insurance Premiums,
etc. In Fig. 12.1 the total fixed cost remains constant regardless of the changes in the
level of output because the scale of the firm cannot be changed in the short-run. The total
variable cost is the total money spent on the variable factors such as raw-materials, wages
and salaries for casual and temporary workers, electricity charges, etc. As the level of
output is increased or decreased, the total variabie costs also rise or fall. If the firm stops
the production of the commodity, the total variable costs become zero. In other words, the
total variable costs change with the level of production as is indicated in Fig. 12.1
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Fig. 12.1 : Total Cost : Fixed and Variable

Total Cost = Total Fixed Cost + Total Variable Cost. In Fig. 12.1, PS is the total cost
Curve. It is the sum of the fixed cost (the distance between PT and OX-axis} and thg
total variable cost (indicated by the distance between the curves PS and PT)

12.5 AVERAGE AND MARGINAL COSTS

Average Cost

The average total cost (ATC) or average cost (AC) 1s the total cost divided by the number
of goods produced. This is nothing but the cost per unit. Average cost is the sum of the
average tfixed cost (AFC) and the average variable cost (AVC). As production increases
the average cost at first falls and then rises. Average fixed cost decreases continuously
as output increases. Average variable cost and average cost are at first noticed to fall
due to economies of scale, and then they rise due to diseconomies of large scale production.

AC = TC/Number of goods produced

. AFC = TFC/Number of goods produced
AVC = TVC/Number of goods produced
ATC = AFC+AVC
Marginal Cost

In the short-period, only variable factors are changed s0 as to bring change in the production.
If the firm intends to produce an additional unit, it has to employ more variable factors on 173




which it spends an additional amount. The additional cost which is incurred to produce
one more unit of commodity is called the marginal cost, which adds to the total cost. Marginal
cost can be computed by dividing the change in the total cost by the marginal output.

ATC
- AQ
MC = Marginal Cost

MC =

ATC = Change in total cost
AQ = Change in quantity

Since the increase in total cost is equal to the increase in the number of units of variable
capital multiplied by the price of the variable capittidhisf samiabde dupiraitten as-

.M C= Increase in quantity of variable capital < .
Increase in output
O R
Price of variable capital
MC =

Marginal product of variable capital
OR
MCn = TCn - TCn-1
where,
MCn = Marginal cost of producing n™ unit of output
TCn = Total cost of pfoducing n units of output
TCn-1 = Total cost of producing n-1 (i.e. one less) units of output.

This is a very import concept in the theory of value. It is useful in the determination of
output which a firm will produce in any period. o

. Check Your Progress - 2

Define Marginal Cost.

12.6 SHORT RUN COST CURVES

In Table 12.1 if the firm increases the level of output, it leads to an increase in total costs
and total variable costs but the total fixed cost remains the same. It is clear from Table
12.1 that if the firm goes on producing more units, the average fixed cost declines continuously
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but marginal cost, average cost and average variable cost at first decline to a certain extent -
of output due to the operation of economies of scale and then they start rising due to the

emergence of diseconomies.

Table 12.1 indicates that form 5 units of output marginal cost starts rising due to dimmishing
returns. The average variable cost is obtained by dividing the total variable cost by the
corresponding total output. Average variable cost starts rising from 6 units of output, and
average total cost stops declining and starts rising from 7 units of output. Mar-gina] cost
falls and rises rapidly. Average variable cost and average total cost decline and increase
slowly. After the level of 7 units of output, marginal cost rises faster than average variable
cost and average total cost, which are less than the marginal cost.

ATC
- AVC

COSTS

OUT PUT

Fig. 12.2 : Short Run Cost Curves

If we observe the short-run cost curves carefully in Figure 12.2, we can study the nature
of the cost curves. In the beginning all the cost curves of AFC, AVC, ATC and MC are
declining. The total fixed costs remain the same whatever the level of output may be, but
as production increases the total fixed costs are distributed among the number of units produced.
Thus the fixed cost per unit (AFC) curve declines without break. It goes on declining as
the level of output goes on- increasing. The shape of the AFC curve is in the form of a
rectangular hyperbola as at. ‘both sides it is rectangular in shape. ATC is the sum total. of
AVC plus AFC. At first it gradually decreases as production increases. The cost per unit
is the lowest and reaches its minimum point at the level of 6 units of output.

Table 12.1 : Cost of Production of a Firm ifn Short - Run

Units of  Total Fixed Total Total Average Average- Average Marginal
Output Cost Variable Cost Fixed Variable Total Cost
Cost _ . Cost Cost Cost
(1) (i1} {un) {iv) (v) (v1) (vil) (viii}.
{1i+ii) {ii=1) (iii+1) {iv+i)
0 100 - 100 100 - 100 -

1 100 20 120 100 2 120 -
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2 100 3 138 50 19 & 18
3 100 525 1525 333 17,5 50.8 14.5
4 100 - 6 66 2 16.5 415 13.5
5 100 80 180 2 16 % 14
6 100 %9 19 16.7 165 332 19
7 100 140 240 43 2 343 41
8 100 184 84 125 23 355 44

This is the least cost-point for the given technique. Economies of scale continue to
operate till it reaches the level of 6 units of output. If the entrepreneurs increases the
production further, economies disappear and diseconomies set in due to the law of diminishing
returns so that the cost per unit gradually increases. The ATC curve lies above the AVC
curve. At first it lies above the MC curve and after reaching the minimum point it lies
below the MC curve. The reason why it slowly increases and decreases is this. The AFC
curve declines continuously and the AVC curve decreases and increases slowly. The ATC
curve is the sum total of AFC and AVC, that is why it gradually decreases and increases.
The ATC curve reaches its minimum point after the MC and AVC curves reach their respective
minimum points. AVC is the cost per unit for employing variable factors. In the beginning
1t starts declining gradually due to economies and reaches the minimum point at the level
of 5 units of output earlier than the ATC curve, and after the MC curve reaches its minimum
point. It starts rising even when the ATC curve is declining. As production is further increased,
the AVC increases faster than the ATC and goes closer to the ATC curve. The gap between
ATC curve and AVC curve is gradually reduced, whereas in the beginning the gap between
the two was wide.

If we look.at the MC curve, as the firm goes on producing additional untits of commodities,
it falls rapidly and then rises very fast. This decline and rapid rise occur because it is the
cost per extra unit produced but not the average cost or cost per unit, which can be derived
by the total cost divided by the number of units produced. Due to the operation of economics
of scale as additional units are produced, it, at first starts declining swiftly reaching the
minimum point at 4 units of output, and then starts increasing fast due to the emergence
of diseconomies of scale intersecting the AVC curve and the ATC curve at their lowest
points and nising above them. It reaches its minimum peint earlier than the AVC and ATC
curves. The MC curve hes below the AVC and ATC curves while they are declining. When.
the AVC and ATC curves are increasing, the MC curve is higher than both the curves.

+The MC curve intersects both the AVC and the ATC curves at their lowest points.

12.7 RELATIONSHIP BETWEEN AVERAGE COST AND
MARGINAL COST '

If we look at Figure 12.3 the relationship between average and marginal costs can
be easily understood. It is clear from the Figure that in the beginning both the marginal
and average costs are falling, but marginal cost is declining faster than average cost because
of the additional amount spent on the production of one more unit. Average cost declines
slowly because the total costs of the firm are equally distributed among all the goods produced.
Average cost is the sum of the average fixed cost and the average variable cost. As production -
increases, the average fixed cost declines continually whereas the average variable cost
at first declines and then rises. '
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} Fig. 12.3 : Relationship between Average Cost And Marginal Cost

While the AC curve is falling, the MC curve is also declining, but at a faster rate than the
AC curve. The MC curv‘g reaches it minimum point earlier than the AC curve reaches its
lowest poirt. The MC curve starts rising while the AC curve is still falling. When the AC
curve reaches its minimum point, the MC curve is still rising and passing through the minimum
point of the AC curve. If output is further increased, the AC curve also starts rising but
less than the MC curve. When both the MC and AC curves are rising, the MC curve is
above the AC curve. While the AC and MC curves are declining, the MC curve lies below

the AC curve.

12.8 LONG-RUN COSTS

The term long-run does not refer to any fixed years of calendar time. We cannot say whether
a 10 years period or a 15 years period is long run. Similarly, short-run period, as explained
earlier, is the period in which there is no possibility of changing the size of the plant or
fixed capital. In the short-run some factors remain fixed and the other variable factors
such as labour, raw-materials, etc., are changed to bring change in output. In the short-
run some factors are kept constant and other factors are variable. In the long-run all factors '
can be changed so as to bring change in the level of production, There are no fixed costs
but all factors are variable. The very long period is a period where the capacity of the
plant will have run out to meet the shifts in demand and its equipment will have been worn
out and will therefore need replacement, etc. In the long-run, a firm changes tts present
policies and commitments. For example, if the company finds that the demand for its product
has increased substantially, it may be five years or ten years or fifteen years before it
decides to change the size of the plant and equipment completely so as to meet the increased
demand. If demand changes rapidly, the entrepreneur will have to redesign the size of the
firm so as to make it profitable. Thus, the long-run period is itself an economic variable.
In fact according to Leftwich, the long-run is "a series of alternative short-run situations 77
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into any one of which a firm can move. The long-run may be compared with the action
sequence of motion picture. If we look at a single picture we have a short-run concept™.

If a firm decides to change a certain level of output, it has to choose some method
among the many technically possible methods. The producer has to choose some method
to minimize cost and to maximise profit. That is, what he has to choose is the least cost
method of production from the alternative techniques avatlable. If the producer chooses
to have a new method, he has to change all the factors, the fixed as well as the variable.
That is why the Iong-run is the period in which all the factors which were vanable really
become fixed. Once installed, they last for a long time. It depends on the entrepreneur’s
capability to select a method which rewards him with large profits and bonuses.
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Fig. 12.4 : Long Run Cost Curves

Fig. 12.4 shows the long run cost curves of a small-sized plant which has a certain
amount of capital which is fixed in the short run. SA€| is the short run average cost curve.
In the short-run the producer can change his output over the U-shaped short-run, average
cost curve. The average cost OP 1s the minimum at point A on SAC, on OM level of
production. , P

In the long run, if OM is the profitable level of output, he can increase the profitability
of this output by installing a larger plant. If he were able to obtain just the right adjustment,
he could set up the plant corresponding to SAC, which is larger than SAC, SAC, represents
the short-run average cost curve. Then the producer could produce the same amount of
OM at the average cost of OP, which is less than the average cost of OP. OP| is the
minimum unit cost of producing OM units obtaining with the plant SAC. This is not the
nmuinimum cost for this plant. But for this SAC, plant, the minimum cost is the point B on
the short run average cost curve SAC, Even then, at the level of output OM, the minimum
unit cost is OP only. This is the least possible cost for producing OM units of output. Either




a smaller plant say the one corresponding to SAC, or a larger plant, say the plant giving
nise to SAC, would entail a higher unit cost for producing the same OM units of output,

However, in this example, the producer may still reduce unit cost in the fong-run,
producing a greater quantity of output. Indeed he may keep expanding his capital facilities
until he has set up the plant corresponding to SAC, in the Fig. 12.4. At point C on SAC,,
the very best average cost of production is obtained. If the producer can profitably market
OM, units of output, then he can produce this amount for an average cost of OP,.

If the producer still wants to expand production, he can do so more economically in
the long run by establishing a larger plant but the average cost will exceed OP,. For example,
if he wishes to produce OM, units of output, he can do so most economically by setting
up the plant corresponding to SAC,. The least possible cost of producing OM, units is
obtained at the average cost of OP, with the SAC, plant. Suppose OM, units of output
are produced with the help of the plant SAC, the cost per unit will be higher, i.e.., OP,
because of the size of the plant which is smaller than SAC,. That is why SAC, is an
economically viable plant which is smaller than SAC,. This is nevertheless greater than
the absolute minimum unit cost of OPz. Thus, in the long run, it is desirable, in order to
produce any level of output to use the plant which has the minimum unit cost. In this case,

1t 15 the SAC, plant which%ﬁ;as thé ¥ninimum unit cost OP, at OM, output.

So far we have looked only at a series of short-run cost curves SAC, SAC,, etc.
Now draw a curve that is just tangential to each of these short-run cost curves. The curve
so drawn is called the envelope of the family of short-run curves. It is labelled as LAC in
Figure 12.4 and it is the long-run average cost curve. It is also called the “PLANNING
CURVE". The LAC is at a tangent to all SAC curves but it touches only one SAC, curve
at 1ts lowest point C as in Figure 12.4. If the producer wants to produce either the OM,
or OM, level of output instead of producing the OM, level of output, then the cost per
unit will be higher. If he wants to produce OM, units of output, the cost per unit s the
minimum compared to that of output O, or OM,. The OM, level of output is the least-
cost output. That is why it is called the OPTIMUM OUTPUT. In Figure 12:4, the plant
SAC, is producing OM output with the minimum cost OP,. The minimum point C of SAC,
coincides with the minimum point of LAC. That is why it ts the OPTIMUM FIRM.

SHAPE OF LAC CURVES

LAC curves are U-shaped just as the short-run average cost curves are. But LAC
is flatter than the SAC. The shape of LAC is like the shape of a saucer. As oufput increases,
the LAC declines upto a stage where it reaches the minimum point, i.e.. optimum output.
After this point, if production increases, the LAC rises. The shape of LAC depends on
the operation of the laws of returns to scale in a particular type of production. There are
different points of view to explain why the LAC declines and then rises. One such point
of view is referred to by Chamberlin.

According to Chamberlin, initially the LAC slopes downwards due to INCreasing returns
to scale. He attributes the Increasing returns to scale to increased diviston and specialisation
of labour and equipment on the one hand and employment of qualitatively different and
technologically more efficient units of factors (particularly machines) on the other. In the
long run, 1f the entreprenuer expands production, the firm enjoys internal economies of
production such as installing better machines, borrowing money cheaply, procuring the services
of a more efficient mandgers and workers, etc. These internal economies contribute to
increasing returns to scale.
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If the output is OP then the LAC reaches its minimum. If the production is further
expanded at the minimum level of LAC, it may become flatter. In such a situation the
economies and diseconomies of scale equal éach other and the LAC has a disc base. If
output is further increased, diseconomies like the difficulties of co-ordination, managerial
problems, labour problems, ete. erupt and outweigh the economies. Then the long-run average
cost curve begins to rise. )

In this manner, the LAC curve falls or rises more slowly than the short-run cost
curve. In the long run all costs become variable. That is why the LAC 1s flatter than the
short-run average curve.

Similarly, the long-run margmal cost curve (LMC) is flatter than the short-run marginal
cost curve (SMC). In the short run there are fixed as well as variable costs. Thus the
SMC falls and rises more rapidly than the LMC. The LMC first falls and then rises intersecting
the LAC at its lowest point E. While LMC is falling, it lies below LAC and while it is
rising it lies above the LAC curve. A rising LMC intersects LAC at its minimum point and
rises further. S

12.9 SUMMING UP

This unit has analysed different kinds of costs which are useful in determining the
equilibrium of a firm. As a rational human being, every producer wants to minimise his
cost of production to produce a unit of output. What is this cost of production ? When a
producer utilizes some inputs to produce a commodity, he pays remuneration to them. The
total remuneration paid to different factors in the process of production of a commodity is
called the cost of production. Costs can be of short-run or long-run; of explicit or implicit;
of money costs or real costs, and of opportunity costs. We have classified the costs as
total costs, fixed costs, variable costs, marginal costs, average costs, average variable costs
and average fixed costs. The relationship between and among different costs is explained.
At the end, long-run cost curve 1s derived. In the long-run, all costs are variable costs, but
in the short-run, the difference exists between variable costs and fixed costs.

12.10 CHECK YOUR PROGRESS : MODEL ANSWERS

1. The expenses which are imputed for self-owned and self-employed resources, salary
of the proprietor or tent to the owner’s own building etc., are called implicit costs.

2. The additional cost which is incurred to produce one more unit of commaodity is called
the marginal cost. '

ATC

MC=2Q

12.11 MODEL EXAMINATION QUESTIONS

I. Answer the following questions in about 30 lines each.

1. What is short period in economics ? Explain and distinguish between fixed and variable
cost.

2. Explain and illustrate diagramatically the short-run cost curves of a firm.

3. Derive the long-run cost curve of a firm and explain 1ts U-shape.




II.  Answer the following questions in about 15 lines each.

Write a brief note on opportunity cost.

Distinguish between real costs and money costs.

Explain the relationship between average cost and marginal cost.

2w N

Distinguish between fixed and variable costs.

s, Describe the shape of LAC curve.

12.12RECOMMENDED BOOKS

1. Stonier and Hague : A Text Book of Economic Theory
2. H.S. Agarwal ; Micro Economics
3. M.L. Seth : Principles of Economics
'12.13GLOSSARY |
Fixed Costs : Costs which in the short run do not vafy with output.
Variable Costs : Costs which vary directly with the rate of output.
Total Costs : The total money spent for producing a given quantity
of goods.
Average Cost ) : The total costs divided by the number of goods
produced.
Marginal Cost : The additional cost which is incurred to produce

one more unit of commodity.

Cost-Curves : The curves drawn to show average costs, marginal
cost and total cost over a range of output.

181




182

UNIT-13 : REVENUE ANALYSIS
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13.0 AIMS AND OBJECTIVES

This unit identifies three concepts in revenue an”alysis and analyses the revenue curves in
perfect competition, monopoly, and oligopoly. It also discusses the relationship between average
revenue and marginal revenue. ‘

After studying this unit, you should be able to :

@ define the concepts of revenue - TR, AR and MR;
®  derive the revenue curves in perfect competition, monopoly and oligopoly; and
@ distinguish between AR and MR.

13.1 INTRODUCTION

The concepts of revenue are necessarily to be known to understand the notion of the equilibriumn
of a firm. You will be knowing in thé¥next few units that there are two types of markets,
namely, perfect and imperfect competition. Revenue curves will be different is different
markets,

- 13.2 TYPES OF REVENUE

There are three concepts-of revenue viz., (i) Total Revenue, (ii) Average Revenue and
(1i1) Marginal Revenue,




13.2.1 TOTAL REVENUE (TR)

A firm's total revenue is the quantity of goods sold ﬁmltiplicd by the price of the articles,

The total revenue includes the quantity of the product sold and the price. For example, a

- firm sold 10 books and it received Rs. 200 for the ten books sold. This amount is called
the total revenue. Total revenue can be calculated if the price of a product is known.

T.R. = Price x Quantity sold

13.2.2 AVERAGE REVENUE (AR)

A ﬁrms average revenue 1s nothing but the price per unit. This can be derived by the
firm's total revenue divided by the number of goods sold. Suppose the firm receives a
total revenue of Rs. 200 by selling 10 books, the average revenue is

AR = Tota] Revenue / Qutput

= 200/10 Rs. 20 per book
2

Revenue per unit or price of the article is Rs 20.
AR =TR/Q
AR. = Average Revenue
T.R. = Total Revenue

Q = Number of.goods sold

13. 2.3 MARGINAL REVENUE (MR)

The Marginal Revenue is the change is total revenue received by selling an additional unit
of the commodity. By selling an additional unit, a firm earns an additional revenue which
adds to the total revenue and this additional revenue is called marginal revenue. Suppose,
a firm receives a total revenue of Rs. 18 by selling 3 books and it receives a total revenue
of Rs. 20 by selling 4 books. Then the marginal revenue is Rs. 2 because it indicates the
additional to the total revenue due to the sale of the 4th commodity which is an extra or
additional or marginal unit sold.

MR = Total Revenue of 4 units - Total Revenue of 3 units
MR =Rs.20-Rs. 18 = Rs. 2
. Similarly, this can also be explained algebraically—
MR = TR, - TR oo (1)
MR = Price of (n +1)th units-Loss in
revenue on previous 'n' units

resulting from a fall in price.................... (2)
TR ,, = Total Revenue of (n+1) units

TR = Total Revenue of 'n' units
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Table 13.1 : Total, Average and Marginal Revenue Schedule

" No. of Units Price or Total Marginal

X' Sold Average” Revenue Revenue
Revenue (TR) (MR)
(AR)
(Rs.). (Rs.) (Rs))
(M (2) &) (4)
1 8 8 -
2 7 14 . 6
3 6 18 4 °
4 5 20 2
5 4 20 0
6 3 18 -2
7 2 14 4

. i
The law of demang states that when price falls demand increases. Suppose, as in Table-
13.1, that a firm sell$ 3 uilits at price. Rs. 6. The firm reduces the price of the product so
as to attract the consumers. If the firm reduces the price of the product from Rs. 6 to
Rs. 5, it now sells 4 units. The total revenue of 3 units is Rs. 18 (Price Rs. 6 x 3 units
sold) and the total revenue of 4 units is Rs. 20 (Price Rs.5 x 4 units-sold) Thus,

MR = TR -TR
MR = TR of 4 units - TR of 3 units
. MR = Rs. 20 - Rs. 18 = Rs.2.

Marginal revenue can also be computed by using the second equation. According to the
law of demand, more goods will be offered at a lower price. In Table-13.1 (the firm ofters
3 umits at a price of Rs.6. The firm sells 4 units of the commodity by reducing the price
to Rs. 5. This involves a loss in revenue on the previous goods due to the reduction in
price. When the price is Rs.6 only 3 units were sold and when the price fell to Rs. 5 the
firm sold 4 units. This must bé understood to mean that the previous units plus the additional
unit are also sold at Rs. 5. It is necessary to reduce the price of the previous goods to the
selling price of the 4th article. There is a loss of Rs. 1 on each of the previous 3 units.
The total loss in revenue on the previous ‘n' {or 3 units) is Rs. 3. This loss in revenue of
Rs. 3 must be deducted from the price (Rs.5) of the last unit sold or (n+1}th unit or 4th
unit sold. Thus,

MR = Price of (n+I)th (or 4th) unit - Loss in revenue on previous 'n' (or 3) units
.. MR =Rs 5-Rs 3 =Rs. 2.

For instance, when 2 units are sold, the marginal revenue is Rs.6 (Rs.14 - Rs. 8) : When
3 units are sold, it is Rs. 4 (Rs. 18 - Rs. 14) and so on. It is obvious from Table - 13.1 that
the decrease in average revenue will be less than the decrease in marginal revenue., When
price is reduced say from Rs. 7 to Rs. 6, the decrease in average revenue is only Re 1
(Rs. 7 - Rs. 6) and decrease in marginal revenue is Rs. 4 (Rs. 18 - Rs, 14)




Average and Marginal revenue curves can be drawn for the above data.
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Fig. 13.1 : Ave;age and Marginal Revenue Curves

The quantity of the commodity is measured on the OX-axis and the revenue on the OY-
axis. As the decrease in marginal revenue will be higher than the decrease in average
revenue, the marginal revenue will be less than average revenue at all levels. When price
decreases from Rs. 5 to Rs. 4, the marginal revenue is zero and the MR curve cuts the
X-axis. When the price is reduced from Rs. 4 to Rs. 3, 6 units of the commodity are sold
and at this ievel marginal revenue becomes negative. Total revenue also comes down from
Rs. 20 to Rs. 18. This is a general dlagrammatlc representation of marginal revenue and
average revenue, :

Check Your Progress - 1

What is total revenue 7

13.3 REVENUE CURVES IN PERFECT -COMPETITION

Normally average revenue (price) is greater than marginal revenue as shown in the Fi gure
13.1. But in perfect competition, an individual firm cannot influence the ruling price, so
the firm can offer any quantity of the goods at the given market price. (Different types of
markets are discussed in detail in Unit-16) Marginal revenue is equal to average revenue
because there is no loss on the previous units.
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Table 13.2 : Demand and Revenue Scheduie of a Firm in Perfect Competition

No. of Units Average Revenue ~ Total Marginal
Sold ' or Price (AR) Revenue (TR) Revenue (MR)
(Rs.) (Rs.) (Rs.)
(1 ' (2) 3) (4)
1 10 10 10
2 10 20 10
3 19 30 i
4 10 40 10

As there are a huge number of firms in perfect competition, the price of the product is not
determined by a single firm or an individual. When there is no change in the market price,
if more goods are sold at the same price the marginal revenue wiil be equal to the average
revenue (MR = AR). Table 13.2 shows the demand and revenue scheduie of a firm in
perfect competition. Let us assume that the market price remains constant at Rs. 10. As
demand increases the firm will prefer to sell any quantity of the goods at the existing price.
Suppose the firm sells one commodity at price 10, it carns a total revenue of Rs. 10 only,
if it sells 2 units at the same price, it gets a net revenug or additional revenue or marginal
revenue of Rs. 10 (Rs. 20 - Rs.10). As more and more units are offered at the same
market price, the total revenue wiil increase but there will be no change in marginal revenue.
The rate of increase in total revenue will be the same as the average revenue or price
and will be equal to the marginal revenue. :

Y
40
(18]
> 30
2
L
& 20
10
0 \ X
1 2 3 4
QUANTITY

Fig. 13.2: Total Revenue Curve in Perfect Competition

In Figure - 13.2 we have drawn a total revenue curve (TR). As the quantity sold increases
at the ruling price, the total revenue also increases. When one unit is sold the total revenue
1s 10; when 2 units are sold at the same price the total revenue is Rs. 20 and so on. The
total revenue curve (TR) rises upwards from left to right.




AVERAGE REVENUE

L MR = AR

PRICE
0

MARGINAL REVENUE

0 X
GQUANTITY

Fig. 12.2 Average and Marginal Revenue Curves in Perfect Competition

In Figure 13.3 we have drawn the average revenue (AR) and marginal revenue (MR) curves.
The firm seils any quantity of output at the given price Rs. 10. The price is constant in
perfect competition, as the volume of output increases the total revenue increases but, the
additional revenue received (MR) by selling an additional unit is equal to the price (AR).
Hence, the marginal revenue curve coincides with the average revenue curve. In Figure
13.3, at a price of Rs. 10 the average revenue and marginal revenue are the same straight
line curve PL, which is paraliel to OX axis ‘

13.4 REVENUE CURVES IN MONOPOLY

In Imperfeci competition, a competition where the assifmptions made under perfect competition
will not prevail, the demand curve or average revenue curve of a firm is less than perfectly
elastic which means that the average revenue curve has a negative slope and the marginal
revenue curve lies below the average revenue curve, In monopoly, there is only one seller
or producer in the market. He clears off his goods according to the law of demand. [n
other words, he selis more geods in the market because he reduces the price of the goods.
If the monopoly firm offers more goods at z lower price, it is clear that the average revenue
curve wili fali and the marginat revenue curve which lies below the average revenue curve
will also fall. This phenomenon can gasily be undersicod from the following imaginary demand
and revenue scheduies for 2 finm under monopoly.

Table 13.3 : Demaid and Revenue Schedule for a Firm in Monopoly

Quantity Average Revenue Total Marginal
of X or Price (AR) Revenpue (TR) Revenue (MR)
{1) (2) (3) (4)

1 7 7 -
2 6 12 5
3 5 15 3
4 4 is 1
5 3 i3 -1

In Table. 13.3, Columns { and 2 represent the relationship betvesn demand and price. This
relationship gives the demand curve of the monopolist. As price falis the demand for the
commodity will increase. When the price falls from Rs. 7 t0 Rs, 6, the demand increases
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_from one unit to two units. But the total revenue increases from Rs. 7 to Rs.12. This is

shown in column 3. The total revenue can be obtained by multiplying the quantity demanded
and the price of the product. By selling an additional unit, the monopolist receives net
revenue which is called marginal revenue as shown in Column 4. If one unit of the product
is sold, he earns a total revenue of Rs. 7. If he sells 2 units at the reduced price of Rs.
6, he gets a total revenue of Rs. 12. The marginal revenue of the second unit can be
derived by subtracting the total revenue of one unit sold from the total revenue of 2 units
sold. For example, the marginal revenue of the second unit is Rs. 12 - Rs. 7 = Rs. 5.
Similarly, the marginal revenues of other units can also be obtained.

These facts can be explained with the help of a diagram.
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Fig. 13.4 Average and Marginal Revenue Curves in Monopoly

It is clear from Figure - 13.4 that the demand curve or average revenue curve (AR} is
sloping downward to the right which indicates that more commodities are sold as the price
falls. Marginal Revenue (MR} is the corresponding marginal revenue curve. This curve

is also sloping downward to the right but it lies below the average revenue curve at all
levels. ¥
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Fig 13.5 Total Revenue Curve in Monoploy




In Figure, 13.5 TR is the total revenue curve. Total revenue increases as the sale of commodities
increases due to a reduction in the price of the product. The rate of increase in total revenue
is not the same as in perfect competition, but it increases at a diminishing rate. Total revenue
increases upto the sale of 4 goods only. If the price is further reduced, more goods will
be sold but the total revenue will decline. ‘

13.5 RELATIONSHIP BETWEEN AR AND MR CURVES

Here we shall concern ourselves with the AR and MR curves which are important in the
analysis of the theory of price. The relationship between AR and MR is explained. Now
we h-we to explain the relationship between the AR curve and the corresponding MR
curve geometrically with the help of the following figure.
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Fig. 13.6 : Relationship between Average and Marginal Revenue Curves

As shown in Figure - 13.6 MR must be less than AR, as long as Average Revenue Curve
(ARC) is falling. The marginal revenue curve (MRC) normaliy falls downwards. Sometimes
it may be horizontal or rising depending on the market situations. In the case of a straight
line, the AR and MR curves fall downwards and MRC is lower than ARC. The rate of
fall in marginal revenue curve is double to that of the rate of fall in AR curve. If we
draw a perpendicular line from AR to the OY axis, the MR curve, the dotted line, cuts
the perpendicular line when it is half way to AR curve. In Figure 13.6 PR= RS.

13.6 REVENUE CURVES IN OLIGOPOLY

Oligopoly means that a few sellers or producers sell 2 commodity in the market. In oligopoly,
the demand curve or AR curve and MR curve will not be smooth curves. They will have
kinks. As the number of sellers and the markets are small, if a firm reduces the price for
its product, the other oligopolists will also reduce the price to a greater extent. Asa result
the firm reducing the price will only experience a relatively small increase in siles..
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Fig. 13.7 : Elasticity of Demand, MR and AR in Oligopoiy

In the above Figure 13.7 we observe that there is a kink in the demand. This is associated
with a vertical jump EF in the marginal revenue curve MR. It is discrete at the point of
the kink There are two linear branches in the demand curve: They ate RT and TD which
is steep. We have to draw the MR curve corresponding to the RT demand curve. This is
RE in Figure 13.7. Next, draw the MR curve for the second part of thc demand curve
TD. This is FS. EF is the vertical displacement in the marginal revenue curve MR.

If the firm in Figure 13.7 wants to sell more by red... ing its price P, all the other firms will
follow by matching the price cut, so that the firm will earn ~r. ¥ a relatively small increase
in sales. In the region below the initial price P or T, the demand curve D will be steep.
There is a kink at point T. The AR and MR curves are tmportant tools in economic analysis.
AR is the demand of the firm in question. The AR curve indicates the price line for the
producer 11t all market conditions The relationship of the AR and AC curves reveals whether
the firm reaps normal or abnormal profits or incurs losses. If AC at the point of ¢quilibrium
lies above the AR curve, the firm incurs loss. If AC lies below the AR curve the firm
earns more than normal profits. If the AR curve is at'a tangent to the AC curve at the
pewnt of equilibriurm, it vields normal profits.

We can also judge whether the firm is utilising its capasity or not by taking into consideration
the relationship between AR and AC. If ARC is tangeniial to the AC curve at its minimum
m ihe equilibrium condition, the firm is running at its full capacity. The equality of MR and
MC determines the equilibrium pesition of the firm under all market situations. This wili
show the profil maximising outpui. '




Check Your Progress ~2

Explain the revenue curves in oligopoly ?

....................................................................................................................................................
...................................................................................................................................................

137 SUMMING UP __ # . .

The equilibrium of a firm is determined on the basis of revenue and cost. This unit has
“touched upon different concepts pertaining to revenue. The shapes of different revenue

curves in different markets are also explained. Here you should not forget that the shapes

of total revenue curve, averages revenue curve and marginal revenue curve in perfect competition
differ from those of monopoly.

In perfect competition, total revenue Increases proportionately to number of units sold as
the price does not change. As no individual can change the price, marginal revenue will be
equal to average revenue. But in monopoly, a producer can change either his production
or the price of his produce. So, total revenue increases as the sale of commodities increases
but it increases at a diminishing ratc (sec total revenue curve in fig. 13.5)ifa monopolist
- prefers to sell more goods at a lower price, average revenue curve will tall, marginal revenue

will also fall and it will be below the AR curves. The rate of fall in MR curve is double to

the rate of fall in AR curve. This is the relationship between AR and MR curves. The
relationship between AR and MR is explained in the later part. In the end, special cases
-of revenue curves are illustrated diagrammatically. '

13.8 CHECK YOUR PkOGRESS : MODEL ANSWERS

1. A firm's total revenue is the quantity of goods sold multiplied by the price of the articles.
The total revenue includes the quantity of the product sold and the price,

T.R. = Price x Quality Sold

2. Oligopoly means that a few sellers or producers sell a cor'ﬁmodity n the market. In oligopoly,
the demand curve or AR curve and MR curve will not be smooth curves, They will have
kinks. As the number of sellers and the markets are small, if a firm reduces the price for
its product, the other oligopolists will also reduce the price. As a result, the firm reducing
the price will only experience a relatively small increase in sales. '

13.9 MODEL EXAMINATION QUESTIONS

I Answer the following questions in about 30 lines each.

1. Explain and show the shape of marginal and average revenue curves of a firm in
perfect competition.

2. Explain diagrammatically the relationship between AR and MR Curves.
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3. Depict and explain the shapes of average, marginal and total revenue curves of a
firm in monopoly.
II Answer the following questions in about 15 lines each.
1. Depict and explain Kinky demand curve of an oligopoly firm.
2. Distinguish between perfect cdmpetition and monopoly in regard to total revenue cufve.
3. Describe the following concepts : |
| (i} Total revenue, (ii) Average revenue and (iii) Marginal revenue.
13.10 RECOMMENDED BOOKS 2
1. Stonier and Hague : A Text Book of Ecolio:nic Theory
2. M.L. Seth : Principles of Economics

13.11 GLOSSARY

Average Revenue . Total revenue divided by the number of goods sold.

Marginal revenue : “ The change in total revenue received by selling an additional

unit of the commodity.

Monopoly . A situation where a firm or individual produces and setls

the entire output of some commodity.

Perfect competition . A theoretical environment in which prices are df;terrnined.
Total Revenue . The quantity of goods sold multiplied by the price of th
goods. ‘




UNIT - 14 : BREAK-EVEN ANALYSIS
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14.0 AIMS AND OBJECTIVES

The aim of unit is to explain the concept of Break-Even Point, its measurement and

application in business decisions.

After going through this unit, you should be able to :

explain the concept of the Break-Even Point;

determine the Break-Even Point;

explain the concept of Margin of Safety;

apply the technique of Break-Even Point in business decisions; and

list out the assumptions and limitations of Break-Even Analysis.
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14.1 INTRODUCTION

In simple words, "Break-Even Point is that point at which the firm attains either no
profit or no loss."” The analysis of this point / stage is called break-even analysis. The Break-
even analysis has considerable significance for business decision making, company management,
econormic research, investment analysis and public policy. Break-even analysis studies the
relationship between the volume and cost of production, on the one hand, and the revenue
and profits from the sales on the other hand. Break-even analysis shows the relationship .
among the factors affecting profit. It helps the decision maker in the choice of the optimal
price, cost and output levels for each product. Break-even analysis indicates the level at
which costs and revenues are in equilibrium. Whatever may be the other objectives of the
firm, profit maximisation is considered as one of the important objectives. In this context,
the firm is interested in finding out the sales volume to maximise the profits or to minimise
the losses. In the words of Joel Dean, "Break-Even Analysis presents flexible projections
of the impact of the volume of output upon cost, revenue and profits".

14.2 BREAK EVEN POINT

Break-even analysis is also called the profit and loss analysis. In Break-even Analysis,
the Break-even point is located at the level of output or sales at which the net income or
profit is zero. At this point, total cost is equal to the total revenue hence, the break-even
point is the no profit no loss level. However, the object of the break-even analysis is not
just determine break-even point but understanding the financial relationship between costs,
revenues, and the level of output. In the business, one is interested to know the minimum
level of output to meet all the costs and also the level of output from which the profits
start coming. Therefore, the break-even point may be taken as the one indicating the minimum
level of production or sales which the company has to achieve in order to become economically
viable.

There are two approaches for representing a break-even point : &
1) The graphical rﬁethod, where one takes the help of break-even charts; and
i)  The algebraic method

Let us now study these two approaches.

14.3 THE BREAK-EVEN CHART

Break-even Chart helps the management in visualising the profit or loss implications a different
levels of sales. It shows the extent of profit or loss to the firm at different levels of activity.

The Break even chart is illustrated in Fig 14.1
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" The volume of output is measured along the 'X' axis and costs-and revenue are measured
along the "Y'-axis.

A linear revenue line (TR) representing total sales is drawn, assuming constant factors.
A total cost line (TC) is drawn starting at the Y-axis fixed cost point and moving to the
right. This total cost line represents at each point the total of all items of cost 1.e., fixed
and variable. In the chart the point 'B' is the break-even point (BEP) when total reveriues
are equal to total costs. At this point the loss ends and profit starts coming after this point.
This point is also known as "no profit-no loss" point. The break-even output is OQ. The
area to the left of the BEP between the total cost line and the revenue line is the loss,
indicating that the firm incurs losses when it produces output below OQ level. The profit
area lies to the right of the BEP above the total cost line indicating that when it expands
the output beyond BEP, it makes profit.

This type of Break-even charts are often used for determining - i) break-even production
volume, ii) profit appropriation for a given level of output; iii) choice of optimum level of
output; and iv) impact of rate of change in sales on costs and profits.

Check Your Progress-1

Construct a break-even chart on a graph paper with hypothetical figures.

..............................................................................................................................................

..............................................................................................................................................

14.4 ASSUMPTIONS OF BREAK-EVEN ANALYSIS

The break-even analysis is based on a set of assumptions, some of which are quite
restrictive. The assumptions underlying the analysis are the following :

i) It assumes that costs can be classified into fixed and variable costs.

i)  Sale price of the product is assumed constant, thus giving, linearity property of total
revenue curve,

u)  Jt assumes constant rate of increase in variable costs, thereby imparting linearity of
total cost curve.

iv) It assumes no improvement in technology and labour efficiency.
v)  Changes in input prices are also ruled out.

vi)  Break-even analysis also assumes that the production and sales are synchronised,
‘in the sense that there is no addition to or substraction from inventory.

14.5 ALGEBRAIC/FORMULA METHOD FOR DETERMINING BREAK-EVEN POINT

Earlier, we have discussed the graphic method of constructing break-even chart. Now,
let us calcualte the- BEP with the help of different formulae. When sufficient information
is available, this mechanism helps us to get more accurate results on scientific lines.
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In order to understand the concept of BE analysis, it will be useful to know certain
basic terms, viz., (i) Contribution; (ii) Profit Volume Ratio

14.5.1 CONCEPTS OF CONTRIBUTION AND P/V RATIO

a) Contribution

The concept of Contribution margin indicates the profit potential of a business enterprise
and also highlights the relationship between cost, sales and profit. It is highly useful technique
for planning and decision making by the management. Contribution margin is the excess
of sales revenue over variable costs. For example, if a product sells at Rs. 10 per unit and
the variable expenses are Rs. 6 per unit, the contribution per unit is Rs. 4. (Rs. 10- Rs 6).
From the contribution margin, fixed costs and expenses are deducted giving finally operating
income or loss. Contribution margin is thus used to recover/cover fixed costs. Once the
fixed costs are covered, any remaining contribution margin adds directly to the operating
incorpe of the firm. This can be expressed in equation form as:

Contribution = Sales - Variable Cost -

b) Profit-Volume Ratio (P/V Ratio)

P/V ratio is important for studying the profitability of operations of a business. Profit-
volume ratio establishes a relationship between the contribution and the sales value. The
ratio can be shown in the form of a percentage. This can be expressed as :

Contribution Sales-Variable cost
P/V Ratio = ————— x'100 = X 100
Sales . Sales

This ratio is also be called as Contribution/Sales ratio. This ratio can also be determined
by comparing the change in contribution to change in sales or change in profit due to change
in sales. Any increase in contribution would mean increase in profit only because fixed
costs are assumed to be constant at all levels of production. This can be expressed as—

Change in Contribution = Change in Profit

P/V Ratio = . or -
Change in Sales Change in sales

The following illustrations help you to understand these circumstances :

Hlustration-1

Total variable costs = Rs. 7,500
Total fixed costs = Rs. 4,500
Total sales = Rs. 15,000
Solution Sales - Variable Cost
P.V.Ratio= x 100
Sales
15,000-7,500
Therefore, P/V ratip =————
15,000
7,500
= — . x 100=50%

15,000




Iustration-2

Sales of a Company were Rs. 60,000 producing a profit of Rs. 1,600 in a week. In
the next week, sales amounted to Rs. 76,000 producing a proﬁt of Rs. 4,800. Calculate

* PIV ratio.
Solution

| " Change in Sales = Rs. 76,000 — Rs. 60,000 = Rs. 16,000
Change in Profit = Rs. 4,800 — Rs. 1,600 = Rs. 3,200

. Change in Profit

P/V ratio =~
Change in Sales
. = 3,200 x 100 = 20%

16, 000

#

1) It helps the management in ascertarfnng the total amount of contribution for a given
volume of sales.

The following are . the special feature:s;cof P/V ratio !

n} It remains constant so long the selling price and the variable cost per unit remain
P‘ constant or so long they fluctuate in the same proportion.

iii) It remains unaffected by any change in level of activity. In other words, P/V ratio . |
for a product will remain the same whether the volume of activity is 1000 units or
10,000 units

iv})  The ratio also remains unaffected by any variation in fixed costs, since these are
not considered while calculating the PV ratio. :

" In case of multi-product organisation, PV ratio is of vital imporia‘riée for the management
to find out which product is more profitable. Management tries to increase the value of
this ratio by reducing the variable costs or by increasing the selling price.

Check Your Progress - 2

Determine the contribution and P/V ratio from the following information.

Sales = 10,000 units @ Rs. 20; and Variable Costs = Rs. 12/- per unit

COMPUTATION OF BREAK-EVEN POINT

There are two ways of determining the break-even point by means of a formula. It
can be determined either in terms of physical units of output or in terms of sales va]ue of
the output i.e. in money terms.

197




14.5.2 BREAK-EVEN POINT IN TERMS OF PHYSICAL UNITS

Viewing in terms of per unit cost and revenue, the break-even point is located at
that level of output of which the price or average révenue is equal to the average cost.
Thus, the selling price should cover the average variable cost (AVC) in full as well as a
part of the fixed cost. The price of the excess of the average cost is regarded as contribution
‘margin per unit, which contributes towards the fixed cost. This can be expressed as an
equation in the following manner. '

TFC

BEP = —
P-AVC

Where BEP = Break-Even Point
TFC = Total Fixed Cost

P= Sélling Price

AVC = Average Variable Cost.

| The application of the above equation can be understood with the help of the following
example :

Suppose, the TFC is Rs. 2,00,000 Price per unit is Rs. 3 and the average vanable
cost is Re. 1 per unit, then the Break-even Point will be-

2,00,0000

BEP = —————
30-10

= 1,00,000 units
"Break-even point is reached when 1,00,000 units are produced and sold. Because

when 1,00,000 units are produced, TC = Rs. 2,00,000 (FC) + Rs. 1,00,000 (VC) = Rs,
3,00,000 and TR = 1000 x 3 = Rs. 3,00,000.

Thus, TR=TC, so that there is no profit, no loss. Net profit is zero, hence, the Break-
Even Point. This method is suitable only in case of single product firm.

14.5.3 Break-Even Point in terms of Sales value

BEP is to be measured in terms of sales value, by expressmg the contribution margm
as a ratio to sales. Thus,

Total Fixed Cost

BEP =
P/V Ratio
" Here, P/V ratio is measured as -
Contribution :
P/V Ratio = x 100
Sales

The following example helps us to understand this mechanism

INustration - 3
A firm incurs fixed cost of Rs. 4,000 and variable cost Of Rs. 10,000. Its total sales receipts
198 are Rs.15,000. Determine break-even point.




. Contribution Sales - TVC
P/V Ratio = X 100 = X 100
Sales Sales '
1.000°1000 100 = o X 100 = 33.33%
) T 15000 15,000 I
Fixed Cost 4,000
BEP = ~- = =Rs. 12,000
P/V Ratio 1/3 or
33.33

Solution
Here, TFC = Rs. 4,000 TVC =Rs. 10,000
Sales = Rs. 15,000 ‘ s

14.5.4 Composite Break-Even Point

In case a firm is dealing in several products, the mechanism we have discussed so far,
ﬁ need to be applied in a little different way. In such cases, all the products produced by the
firm need to be considered for computing the firm's overall Break-Even Point. This is called
"Composite Break-Even Point." A composite break-even point can be computed according
to the following formula :

Composite Break-even point Total fixed cost
‘] (Sales in Rs.)

Composite P/V ratio

or

Total fixed cost X total sales

Total contribution

ﬁ ' Total contribution
Composite P/V ratio = =100
Total sales

This can be understood with the help of the following illustration :

lliustration-4

. The budget of a firm includes the following data for the forthcoming financial year.
a)  Fixed expenses . 3,00,000
p b)  Contribution per unit
Product X . Rs. 6.00
Product Y Rs. 2.50
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Product Z Rs. 4.00

<) Sales forecast

Product X " 24,000 units @ Rs. 12.50
Product Y 1,00,000 units @ Rs. 7.00
. Product Z 50,000 units @ Rs. 10.00

Calculate composite P/V Ratio and composite B.E.P.

© Solution

Sales mix forecast :

X o 24000x1250 3,00,000

Y . 100,000 700 7,00,000

7 . 50,000 10.00 5,00,000
Total T15,00,000

A —— Po————

Therefore sales mix = 1:7:5

(3/15 X 6) + (7/15 X 2.50) + (5/15 X 4)

Composi-te P/V ratio =
(3/15 X 12.50) + (7/15 X 70) + (5415 X 10)

1,44,4000 +2,50,000 + 2,00,000

15,00,000

594

o —————

1500

Total Fixed expenses

i

Composite B.E.P.
Composite P.V. Ratio

549
=3,00,000 =+

1500

3,00,000 x 1500

504 ¢

= 757,575
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B.E.P. Sales for the 3 products

X =7,57,575 X 3/15 =Rs. 1,51,515 (or) 12,121 units
Y =7,57,575 X 7/15 = Rs. 3,53,535 (or) 50,505 units
Z =7,57,575 X 5/15 = Rs. 2,52,525 (or) 25,253 units

14.6 MARGIN OF SAFETY

The concept of margin of safety is very important in the Break-Even Analysis. It1s
the excess of budgeted or actual sales over the break-cven sales volume. That 1s, the margin
of safety represents the difference between the actual sales volume and the sales volume '
arrived by the break-even point. The following helps you to understand this concept.

14.6.1 COMPUTATION OF MARGIN OF SAFETY

Suppose, the total sales of a firm are 5000 units, sold at a price of Rs.-3 each. The
total value of sales is Rs. 15,000. If the break-even point is Rs. 10,000, the margin of
safety is Rs. 5,000 (15,000- 10,000).

The following formula helps in calculating the margin of safety :
PrxS -~ .

MS =
S-vV

(Pr = Profit, S = Sales, V = Variable Cost}

Hlustration - 5

Total sales = Rs. 15,000
Total variable cost = Rs. 3,000
Total profit . = Rs. 4,000
Solution
4,000 X 15,000
MS = = Rs. 5,000
15,000 - 3000

In the above example, the total sales exceeds the break-even point by Rs. 5000. This
is the margin of safety. The margin of safety can be expressed in terms of a percentage
of the total sales as under.

MS
MS = ————— x100
Total Sales
5,000 100
= X 100 = = 33.332%
15,000 :
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Margin of safety can be found out si'mply by deducting from the total value of sales,
the break-even sales value.

Eg : If the total fixed cost is Rs. 8,000, then

FXS 8,000 X 15,000
BEP=——— -
8-V 15,000 - 3000
= 10,000

MS = Tbtal sales value — BEP
= 15,000 - 10000

= Rs. 5,000
/

14.6.2 IMPORTANCE OF THE MARGIN OF SAFETY

A firm will always be happy to have a reasonable margin of safety. The extent of
the margin of safety depends upon the-ratio of fixed overheads to the total cost. If-this
ratio is high, in other words if fixed cost is very high, the BEP is reached at a higher output,
profits are reduced and the margin of safety becomes low. If fixed overheads are low,
then MS tends to be high. Higher fixed overhcads means a firm must have a high level of
production activity to maintain the margin of safety at a higher level. During recession and
depression periods, the higher margin of safety helps a firm when the sales start falling till
the break-even point is reached. It gives the firm enough breathing time for adjustment. A
low margin of safety in such a case may take the sales down below the BEP and the firm
incurring losses.

Check Your Progress - 3

Determine Margin of Safety of a firm from the following information :
Fixed expenses Rs. 90,000 Sales Rs. 3,00,000 and net Profit Rs. 60,000,

14.7 APPLICATION OF BREAK-EVEN ANALYSIS IN PROFIT
FORECASTING

Break-Even analysis is one of the techniques of forecastmg proﬁts Break-even point
indicates that volume or value of sales at which the firms costs and revenue are equal i.e.
it makes neither profit nor loss. This technique is not only helpful in ascertaining the level
of sales required to break-even but also enables the firm to know (with the help of the -
concept of margin of safety) the margin in sales over the break-even level of sales which -
the firm is enjoying. It, thus, helps the firm to plan in advance the changes in costs or
sales or both. The following example helps yeu to understand this application better.




PG “"'( MR
-

Illustration-6

Determine the level of sales to earn a profit of Rs. 6,000 with the help of the following
mnformation.

Total fixed costs Rs. 4,500

Total variable costs -Rs. 7,500

Total sales Rs. 15,000

Solution

Required sales for desired level of profit =

Contribution
P/V Ratio S —
Sales

15,000

x'100
7,500 )

Fixed Costs + Desired Profit

F/V Ratio

4,500 + 6,000
50%

= Rs. 21,000

14.8 ADVANTAGES QF BREAK-EVEN ANALYSIS

The following are some of the important advantages of break-even analysts :

vii)

viii)

It helps in determining the optimum level of output, above which it would be profitable
for a firm to produce.

With the help of the break-even analysis, the firm can determine minimum cost for

"~ a given level of output,

It helps in determining the target capacity for a firm to get the benefit of minimum
unit cost of production.

It helps the firm in deciding which products are to be produced and which are to be
bought from outside.

The break-even analysis can be used in finding the selling price which would prove
most profitable for the firm.

Impact of changes in prices and costs on profits of the firm can also be analysed
with the help of break-even analysis.

Business expansion or contraction decisions are often based onr the break-even analysis.

Decisions relating to adding or dropping a product from product-line are possible with
break-even analysis.
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ix) By finding out the break-even point, the break-even analysis helps in establishing
the point where from the firm can start the payment of dividend to its shareholders.

'

14.9 LIMITATIONS OF BREAK-EVEN ANALYSIS

The preceding discussion on assumptions gives a fair idea of the limitations of Break-
Even Analysis. Now, let us discuss some of the important limitations of this analysis to
view its applications properly.
v
1) Generally material prices, wages, etc., undergo change over a period of time. Since
break-even analysis is based on the past data, those data need to be adjusted for
the changes in ynput prices. Such adjustments are generally avoided in the analysis
because of thgir complexity.

1i) The Break-Even charts are drawn on the basis of given product price. In fact, the
product prices change frequently. The non-inclusion of the changes in prices is basically
due to difficulty of precisely estimating the sales volume at various prices. Hence,
the results may deviate from reality.

)  The Break-Even analysis 1s static in nature in the sense that it assumes a constant
relationship of output to costs and revenue.

iv) [t is assumed in the analysis that the relative share of different products in the total
output remains the same. In practical situations, one finds frequent changes in the
compeosition df demand and product-mix.

v) It 15 a known fact that profits depend on various factors viz., technological improvement,
managerial effectiveness. etc., and not only on the level of output. The break.even
analysis, by assuming that profits are a function of output alone, gives us only a partial
view of the situation.

vi)  Since break-even analysis i1s generally based on accounting data, it suffers from many
iimitations like omission of imputed costs.

In spite of the limitations, the break-even analysis is an accepted and widely used
method of profit planming and control. The following are some of the strong reasons for
s popularity :

i) Break-even analysis is simple, easily understandable and quite inexpensive. Though
it ignores complexity, it helps in focusing attention on fundamental relationships.

it) It can be used for multiple purposes, viz., for determining the sales volume, profit,
contribution. optimum output level, etc.

i) Usefulness of break-even analysis also varies according to conditions in the industry.
This analysis is quite helpful in industries which are not subject to fast changes in
technology as well as frequent changes in input prices and in product mix.

14.10 SUMMING UP

The break-even point is that level of output where total revenue is equal to total
cost, It is a point of no loss no profit. The break-even analysis is the analysis of this point.
It is also called the profit and loss analysis. It reveals the changes in profits caused by
changes in prices and costs. It 1s a technique. to trace the relationsiup between the costs,
revenues and profits at different levels of output. There are two-appreaches for representing
break-even point viz., graphical method and algebraic method. The important concepts ot




break-even analysis include contribution, P/V Ratio and margin of safety. There are different
advantages of break-cven analysis. It is regarded as an important technique in profit forecasting.
Impute of certain limitations, that it suffers from, it is widely used method of profit planning
and control, However, it must be used with due care, keeping in view its ]imitations.r

14.11 CHECK YOUR PROGRESS : MODEL ANSWERS

1) Break.—éven Chart

TR
Y
&
g& TC
g
&
u>.,| FC
o
— o
Els
_ X
Q Q
QUANTITY
. Contribution
2)  P/VRatio=
Sales
_ Sales-Vv.C,
Sales

2,00,000 - 1,20,000
2,00,000
80,000
2,00,000

x 100

40%

li

Contribution x 100

Sales

3. BP/V Ratio

1,50,000

X10=509%

3,00,000
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FC 90,000
P/V Ratio 50%

90000 " 160 =Rs. 1,80,000

50
MS = Actual Sales - BE Sales

= Rs. 3,00,000 — Rs. 1.80,000 = Rs. 1,20,0000.

14.12 MODEL EXAMINATION QUESTIONS

1. Answer the following questions in about 30 lines each.

1. Explain the concept of break-even point and bring out its signiticance in decision-
making. |

2. How do you determine the break-even point 9 Explain the assumptions, purposcs

and limitations of break-even analysis.

3 What is break-even point ? Using hypothetical figures, determine break-even point
in terms of physical units and m terms of sales volume.
4. What are the advantages of break-even analysis in taking business decisions.

5. Explain and ilustrate a break-even chart. What is the usefulness of break-even analysis.

II. Answer the following questions in about 15 lines each.

1. How do you construct a break-even chart ?

2. What are the advantages of break-even analysis 7
3. What are the assumptions of break-cven analysis 7
4. What are the limitations of break-even analysis 7

5. What 1s Margin of Safety ?
6. Explain the concept of P/V Ratio.

7. A firm tncurs tixed cost of Rs. 50,000 and variable cost of Rs. 20.000 and its sales
are Rs. 30.000, Determune its BEP.

8. Find out the profit from the following :
P/V Ratio 35%: Total sales Rs. 4,00.000:
Fixed Rs. 1,00.000.

14.13 RECOMMENDED BOOKS

V.. Mankar : Business Economics

D.M. Mithant & : Fundamentals of Business Economics
V.5 R. Murthy '

Dean Joel : Managerial Economics




Haynes, Mote and Paul

Varshney R.L. and
Maheshwari K.L.

Managerial Economics

Managerial Economics

14.14 GLOSSARY

-

Break-Even Point

Break-Even Chart

Contribution

Margin of Safety

P/V Ratio

It 1s the level of sales or output where total revenue
1s equal to total cost.

It graphically shows the cost and revenue relation
to the volume of output,

-

Excess of total sales value over variable cost.

It is the amount of sales exceeding Break-Even
sales.

It 1s the ratio between the contribution and the total
sales value.
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UNIT - 15 : PROFIT ANALYSIS
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15.0 AIMS AND OBJECTIVES

The aim of this unit is to explain the term “profit * based on various theories developed by
economists and other matters relating to 1t.

After going through the unit, you will be able to ;

explain the concept of profit and its functions;
recognize the factors affecting level of profits:
describe different theories of profit.

explain how a firm designs its profit policy.

15.1 INTRODUCTION

The word “Profit” generally implics the net income of the business. It is the difference
between total collections and total expenditure. But profit in this sense is not the same as




defined by economists. Profit maximization lies at the heart of traditional economic theory.
Even behavioural and managerial theories have not dispensed with profit concept; rather
they have come up with various other concepts of profit such as actual profit, reported
profit, cnitical minimum profit, etc. From the economists’ point of view “profit is a return to
the entrepreneur for the use of his entrepreneurial ability". Considering all these, "Profit’ is
a very mixed and vexed concept. Keeping in mind all these things, we need to relook at
the profit concept and its measurement, the role that profit plays in the context of business
decisions and the sources and uses of proﬁ't;.".'_‘All the firms may generally reveal that profit
maximization is not their policy, but they have a profit policy. Hence, there is a need to
study the profit analysis. : '

15.2 COI.CEPT AND NATURE OF PROFIT

CONCEPT OF PROFIT

There are different concepts of profit. Sometimes these concepts may not be in agreement
with one another. In a capitalist system, profit is the primary measure of the success of a
business firm. Profit is the reward eamned by an entrepreneur for his contribution to the
process of production. The concept of profit entails different meanings. They are:

1) Earnings of Management : Profit may mean the compensation received by a firm
for its managerial function. It is called normal profit which is a minimum essential to
induce the firm to remain in business.

1) Monopoly Profits : It is eamed by a firm through extortion because of its degree
of monopoly power in the market. It is not related to any useful specific function,
Thuz, monopoly profit is not a functional reward. It is, therefore, socially unjustifiable.

n)  Windfall Prefits : Profits may sometimes be in the nature of a windfall. It is an
unexpected reward earned by a firm just by a niere chance, say, like an inflationary
boom. It is socially unjustified, because it is also an undesired sweat less reward.
These come unexpectedly and cannot be trest=d as a reward for any specific activity
of the entrepreneur.

v)  Profit as a functional reward : Wages are a reward for functions performed by
labour; interest s income from allowing others to use one’s money: rent 1s the excess
of the value produced by a productive factor over the payment required to induce it
to work; and profit is the excess of income over the cost of production. Profit in this
sense 1s a functional reward carmed by the entrepreneur.

NATURE OF PROFIT

Profit is a reward to the entreprencur. From the economists' point of view nrofit is a residual
income and from the accountants' point of view, it is the difference between the total revenues
and total costs. Thus, Profit = Total Revenue - Total Cost.

In the accounting practice, when total cost is measured, only explicit costs, i.e. contractual
payments made to different factor inputs by the firm are considered. These include wages.
salaries, expenses on raw materials fuel and power, rents and interests, etc. To these nputs.
cost of depreciation is added. ‘

In the economic sense, when total costs are measured, we include explicit as well as implicit
costs, Implicit costs refer to costs which are to be deemed and imputed as costs when a
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firm uses its own capital for which obviously no interest is payable to anybody. Similarly
the entrepreneur provides managerial services for which he does not receive any remuneration
by way of salary. In true economic sense, therefore, implict and explict costs are included
in the cost of production. Thus,

Profit = Total Revenue - Total Explicit and Implict Costs
This distraction is made clear with the help of the following simple realistic situation :

A trained mechanic has started a repair shop by investing his own capital Rs. 5,000.. His

- shop is located in the garage of his own house such that he pays no rent. Annually, he

makes a net income of 10.000; this is the difference between his revenue (Rs. 25,000)
and his material and other explict costs (Rs. 15,000). Had he not started and run his business,
the mechanic himself could have earned a monthly wage of Rs. 500 i.e. an annual salary
of Rs. 6,000. Similarly, had he invested his capital of Rs. 5,000 in the bank, in course of
one year, he would have got a 10 per cent return on it, i.e. Rs. 500. In the same way, his
garage would have fetched a monthly rent of Rs. 200 i.e., an annual rent of Rs. 2,400.
The information can be presented in a tabular form.

Total Revenue Earned - Rs. 25.000

Total Costs of Operation - Rs. 15,600
Accounting Profit (A) - Rs. 10,000

Opportunity Costs of

-Own labour (wages) - Rs. 6,000
-Own Capital (interest) - Rs. 500
- Own Building (Rent) - Rs. 2,400
Tota\'i Opportunity Costs (B) - m

Therefore, economic profit (A<B) - Rs. 10,000-Rs.8,900 = 1,100.

You may note that economic profit is less than accounting profit by the amount of
opportunity costs. Sometimes, there may be accounting profit but economic loss in the
same operation; such would depend on the order and computation of opportunity costs.
In the example, all the opportunity costs were neatly calculable, But in reality it may not

" be s0, because some opportunity costs may be measurable in monetory terms; they may

be subjective rather than objective; therefore, the computation of economic profit is a difficult
task. This is not to deny that calculation of economic profitability, even if it is just approximate
rather than accurate is a useful guide to decision-making. The business firms hardly prepare
data on economic profit. The balance-sheet data that you have often access in records
show only accounting profit. Such accounting profit reflects the performance of business
unit.

Check Your Progress -1

Differentiate between Accounting Profit and Economic Profit.




There are some other concepts of Profits, which are explained below :

Gross and Net Profit

People generally believe that profit is a residual income; that it is an income left after payments
to all the limited factors have been made. Actually, this is gross profit. This gross profit
also contains interests on the entrepreneur’s own capital, rent due to his own land used in
the business, and wages of his non-entrepreneurial labour-work. By using his personal
facters in his own firm, the entrepreneur is losing what he could have earned had he let
. out these factars and services which he thus loses (i.e. the implicit costs) must also be
added to his paid-out or explicit costs to arrive at total costs. The total cost arrived at in
this manner when deducted from total earnings during a particular period gives us, what is
called, net profit. In short,

Gross Profit = Total Receipts - Total Explicit Costs

Net Profit = Gross Profit - Implicit Costs

Normal and Super Normal Profits

When an entrepreneur enters a particular field of production he expects some minimum
return for his function as an entrepreneur. So long as he gets the minimum expected return
he stays or else he quits the business. The minimum return that is necessary to keep the
producer in his present field of production is his normal profit. If his earnings exceed normal
profit, then the earnings which are in addition to normal profit are known as super normal
profit. Thus,

Actuai Profit — Normal Profit = Super Normal Profit.

15.3 FUNCTIONS OF PROFIT

The word “profit’ has an important role to play in decision situations. According to "Drucker,"
profits mainly serve the purposes viz.(a) It is an index of performance of the firm; (b) It
1s premium to cover costs of staying in business; and (¢) Ensuring supply of re-investible
capital. )

Generally, profits are taken as an efficient measure of the use of ¢conomic resources by
the firm. For the sake of easy understanding, we may categorically state the profit functions
as:

i).  Profitis a measure of operation efficiency of the firm. An increasing level of profit,
other things remaining the same, is an indicator of effective business strategy and
etficient business tactics. It reflects management performance - operational and financial.

i).  Profit is the premium that covers up the cost of staying in business - replacement,
obsolescence, risk and uncertainty.

i).  Profit is the source of internal finance. The net retained earning is used to finance
expansion and replacement programme. Profit reflects the security and solvency of
the firm,

1v).  Profit, its level and rate, is the basis of financial decision analysis. Commercial profitability
is an established criterion of project evaluvation or appraisal,
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v).  Profit reflects the income-earning capacity of the firm and thus determined if the
firm is capitable of discharging social responsiblities (like adoption of village) or not.
This is the reason why public enterprises are also required to generate profit as a
re-investible source.

vi). Inter-firm comparison, inter-industry comparison or product-line comparison are all
faclitated by the index of profit.

vii). Profit and its sources also indicate the areas of planning, control and management.

Like this we find many functions of profit. The point remains that no business firm
can function without having a profit pohcy, because profit plays a crucial role in decision-
making.

Check Your Progress -2

List out the functions of profit.
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15.4 FACTORS AFFECTING THE LEVEL OF PROFITS

Even though, we have some target / goal of profit in the business, it may not be possible
to achieve it because of several influencing factors. Hence, it is important to know these
factors affecting the goal of profit. For easy understanding we segregate these factors
into short-term and long-term.

15.4.1 SHORT-TERM FACTORS

The following short-term factors determine the goal of profit:

i).  Life Cycle of the Product : The age of product is vital to influence demand for
the product. For example, if the product of the firm is in a growth stage, it will give
an optimum outlook to the demand of the product, while if the product has passed
the maturing stage the demand for the product will naturally decline, thus affecting
profits adversely.

ii).  Tastes and Preferences of Consumers : In a dynamic society, tastes and preferences
of people change quite fast. Changes in fashions definitely have a role to play in
this regard. These dynamic forces influence the profits of the firm.

ii). Extent of Competition : The size of profits is inversely related to the degree of
competition. In monopoly situation, profits will be maximum, and as competition becomes
more and more intense, the volume of profits will be smaller.

iv). Business Environment : The general business conditions signi ficantly influence the
profitability of a firm. During the conditions of boom, all firms make excess profits,
while during recession period all firms either make very low profits or incur losses.




v).  Selling Effort of the Firm : In the short run, the sales promotion effort, advertising,
etc. result in expanding the market, thus resulting in the larger size of profit; but in
the long run their impact is nullified to a large extent by the counter selling efforts -
of the competitors, )

vi).  Fiscal Policies : The taxation policy of Government has a significant effect on corporate
profit.

- 15.4.2 LONG-TERM FACTORS

The long-term goal of profit must take into account the following main factors:

i).  For long-term profitability, the consideration of growth of the firm is of prime importance.
This requires an adequate and regular supply of capital from within the system. Greater
the availability of internal finance through profits / surplus, lesser wiil be the dependence
on external finance, which is quite crucisl particularly in a state of depression in the
market.

ii).  Ina dynamic society the main strength of the firm is innovation. The firm must have
an effective research and development section so as to up-date the production technology
as well as product-line.

iif). There are certain factors where a conflict arises between long-term and short-term
profitablity. These are:

(i). If a firm ignores after sales services and research, it can definitely show a higher
profit for that year, but such a policy will be against the long-term interests of
the firm. '

(ii). If a firm spends on labour welfare imparting skill to labour. etc. it may reduce
short-term profits, but will contribute to long-term profits of the firm.

(iti). In order to establish goodwill in the society, the firm has to ignore its short-
term interests of maximizing the profit. It has to avoid the charge of profiteering
and exploitation of the consumers.

The best way in such a case would be to normalize both short and long-term goals. Since
long-term consists of several short-terms, the long-term profit policy has to depend to a
large extent on how short-term profits are earned.

Check Your Progress -3

identify the long-term factors influencing the profits of a business.

15.5 THEORIES OF PROFIT

So far we have explained the meaning and measurement of economic profit. Now
let us discuss the economic profit indetail : Why does profit arise 7 Who produces it ? 213
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Answers to such questions throw further light on the nature of economic profits, its sources
and uses, its accrual and growth. '

In this context we study various theoretical propositions developed by the economists
from time to time. We find that there are number of theories, each trying to explain the
process of emergence of profits. These propositions are still relevant today. The following
table helps you to know the various economists associated with development of theories
of profit.

Theories of Profit
Traditional Views Modem Views Recent Views
- Adam Smith - J.B. Clark - Kaleki
- Ricardo - Schumpeter - Kaldoer
- Karl Marx - Hawly - Passinetti
- Walker - F. Knight
- Marshall - Keirsteed

Now, let us discuss some important theories of profit, viz.,
(1 Dynamic theory of profit by 'clark’
(2) Innovation theory of profit by 'schumpeter'
3) Risk and,uncertainty theory of profit by 'knight'.

Before we discuss - these theories, let us examine the traditional views of economists in

- brief.

15.5.1 TRADITIONAL VIEWS

The classical economists like Adam smith and Ricardo regarded profit and interest
together as a kind of business income, which was left after paying labour wages and the
indestructible powers of the soil. In this view, there was no distinction between ownership
of capital and management of enterprises.

Karl Mark aggregated rent, interest and profit in the category of "unearned income"
(from property) in contrast to wages as the "earned income" (from labour). According to -
him, labour produces more than what is needed to maintain labour in the productive process,
this "surplus value" is pocketed by the capitalists. Thus profit as 'surplus’ value originates
in exploitation of the proletariat (labour) by the bourgeois (capitalists). In this view, profit
is not socially justifiable.

The neo-classical economists developed functional theories to justify profit as legitimate

‘business income. Walker developed the rental ability’ theory of profit on lines of Ricordian

theory of rent. According to 'Ricardo', the difference in the level of productivity between
two grades of land i.e., "differential surplus” over the cost of production of the marginal
tand. "'Walker' argued that the entrepreneur is a superior grade of labour; the difference in.




the level of productivity between ordinary labourers and efficient entrepreneurs entitles the
latter to earn a profit; thus profit is a payment for rental ability-the capability of entrepreneur.

'Marshall' also developed a similar functional notion of profit. He categorized all productive

factors into four-land, labour, capital and organization and their respective incomes as rent,’

wages, interesi and profits. The neo-classical economists developed this functional notion
into the marginal productivity theory of profit. Thus,

Rent = Marginal Productivity of land (L)

Wages = Marginal Productivity of labour (N)

Interest = Marginal productivity of capital (K)

Profit = Marginal productivity of entrepreneurship (E)

There may be difficulties in the measurement of marginal productivity of an entrepreneur,

but one can follow an accounting rule :
Profit = [Value of the total product] - [Payments to factors other than entrepreneur]

The greatest achievement of this neo-classical view was-to challenge the view of

-

profit as a parasitic income. i

15.5.2 MODERN VIEWS
i) Dynamic Theory

The ‘Dynamic Theory of Profit' was propounded by 'J.B.Clark'. He defines profit
as the difference between selling price and costs resulting on account of changes in demand
and supply conditions. According to him, in a stationary economy, the quantum of capital
invested, methods of production, managerial organization, technology, demand pattern, etc.,
remain constant, thus, there is no real or pure profit as surplus. Under competitive conditions,
price tends to be equal to average costs; hence, the surplus is zero. Hence, no pure profit.
However, there may be some frictional profits emerging due to frictions in the system.
But, this cannot be regarded as real profit.

Profit is the outcome of dynamic changes in the economy. It is, thus, a dynamic surplus
of the dynamic economy. A dynamic modern economy is full of changes. According to
. Clark, the 'general’ changes cause profit to emerge are (i) Increase in population; (11) Changes
in tastes.and preferences; (iii) Multiplication of wants; (iv) Capital formation; (v) Technological
advancement; and (vi) Changes in the form of business organization.

On account of these changes the economy tends to be dynamic. Demand and supply
conditions are altered. Some entrepreneurs may get advantageous business positions against
others and may reap surplus over costs, as a real profit. In short, those who take advantage
of changing situation can earn real profits according to their efficiency. Inefficient and careless
producers who fail to move with dynamic changes may not get any profit and may even
incur losses. : ‘

Clark's dynamic theory of profit has an element of truth in it as it emphasizes the
dynamic aspect of profit.

But, it has been criticized on the following counts :

i).  Clark's theory indicates that in a stationary state, there is only a frictional profit. But,
the concept of frictional profit is vague. Rather, normal profit is earned in a stationary
state.
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).  Clark's theory suggests that all dynamic changes lead to profit. Critics, however,
point out that only unpredictable changes would give rise to profits. Predictable changes
will not cause surplus to emerge on account of precise adjustments.

). According, to Taussig, Clark's theory gives an artiticial dichotomy of 'profit' and wages
of management. '

1v).  Clark's theory does not stress the element of risk involved in business due to dynamic
changes. Thus, the best course is to combire elements of risk-dynamic changes to
understand true nature of profit in a modern economy. '

ii) Innovation Theory

Schumpeter propounded this theory. He considers profits as a reward to innovators
for their innovative ability and innovation is a distinctive function of an entrepreneur for
which he gets profit.

Here, an innovator is a person with vision, originality and drive. He introduces new
products, new techniques of production, fresh methods of management, and so on. He
finds new markets for his products. He may not be a scientist who invents the new processes.
but he is the man who successfully introduces them in the production process. He seeks
to put inventions into commercial use for mass production. it is not necessary that the
innovator always succeed. When he does succeed he makes profits, else he incurs losses.
A successful innovator earns more than a conventional businessman; and the difference
in their earnings is known as innovator's profits.

Innovation, as used by Schumpeter, has a very wide connotation. Any new measure
or policy adopted by an entrepreneur to reduce his cost of production or to increase the
demand for his product is an innovation. This innovations can be divided into two broad
categories :

1) Firstly, those innovations, which reduce the cost of production, i.e., change the produciion
function. The introduction 6. a new machine, new and cheaper techniques of production,
exploitation of new source of raw material, new and better methods of organizing
the firm, etc., are included in this type of innovation.

it} Second type of innovations is those, which increase the demand for the product,
Le., change in demand or utility function. This category includes factors like the introduction
of a new product, a new variety or design of the product, a new and superior method
of advertisement, discovery of new markets, etc.

Profits emerge because due to successful innovations either the cost falls below the
prevailing price of the product, or the sale proceeds of the product rise as the demand for
the product has gone up. Usually, the innovation profits are temporary in nature. They
tend to be competed out by imitators and rivals. When an entrepreneur introduces a new
innovation, he is initially in a state of monopoly, for the new innovation is confined to him
only. He, therefore, is able to make large profits. When after some time others come to
know of it and adopt, the innovation ceases to be new, consequently profits will disappear.
If law allows patent rights and the entrepreneur is able to get this innovation patented, he
will continue to earn the innovational profits.

However, even when imitators and rivals adopt the innovation and eliminate innovational
profits from the product, the entrepreneur in a competitive and progressive econonty aiways
continues to make profits with the help of fresh innovations. When one source of innovational
profits disappears, other sources of such profits emerge. Thus, such profits continue to




exist, as the horizon of conceivable innovations is unlimited. Obtaining profits is a necessary
incentive for the entrepreneur to conceive and introduce innovations, which help the economic
growth of the society. Since innovations yield profits and the profit is in turn the motive
behind innovations, one may say that profit is both the cause and the effect of innovations.

This theory is also not free from criticism on the following grounds :

1) Considering profit as a reward for inncvation only is & narrow view of the functions
of an entrepreneur, since he is also equally respensible for the proper organization
of business.

i) Entrepreneur’s profit, according to him, is a resul® of innovaiicn and not risk bearing.
This seems contrary to the facts of life and Schumpeter argued that it is the capitalist
and not the entreprensur who bears risk.

g

i) Risk apd Uncertainty Bearing Theory

The Risk and Uncertainty Bearing Theory is the most popular theory of profit propounded
by 'FKmght'. To understand this theory, first of all, we have to know, what is risk and
uncertainty in his opimon. The entrepreneurs have to undertake the work of production
- under corditions of uncertainty. They have to make estimates of the future conditions regarding
demand for the product and cther factors in advance and these affect their future price
and costs. In view of their estimates and anticipations, they make contracts with the suppliers
of factors of production in advance at fixed rates of remuneration. They realize the value
of the output produced by the hired factors only after some time when the product is sold
m the market. In this process there exists an element of risk and uncertainty.

- - Knight distinguishes between risk and uncertainty. According to him. risk inherent in
any business are of two kinds: (i) insurable, and (i1) non-insurable. Those risks, which
can be calculated statistically and thus insured with ar insurance corpany, are called insurable
visks. These are of two types : (a) risks of loss of assets, resulting from natural factors
like fire, fiood etc., and tb) risks of theft, robbery, ete. By paying insurance premium these
risks czn be taken care of by the eatrepreneur. However, there are certain non-insurable
risks, which have to be borne by the entrepreneur himself. These risks are :

1).  Risks of Coinpetition : These are the risks arising from the policy changes of the rivals,
which inclirde things like changes i prices, product-fine, advertisement expenditure, etc.

it).  Risks of the market conditions : Whole or a major part of the business sector in
an economy may entér a phase of recession or boom, affucting the firms adversely
or favourably.

ui). Risks of technological change : This is aiso called the risks of obsolescence, which
grows with advancement of an economy. These risks arisc from the possibility of
newly installed machinery becoming obsolete with the discovery of new and more
cconomical precess of production, ’

iv).  Risk of pablic policy : Government policy regarding business undergoes a change
over time, some of which cannot be precisely predicted. These may relate to price
control, foreign trade policy, corporate taxation, etc.

These rnen-insurable risks are called 'uncertainties’ by Knight. According to him, the
term risk should be applied only to insurable risks.
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Application of the Theory

Applicafion of this Risk and Uncertainty bearing theory can be understood on the
basis of the following three important lines, viz.,

1) According to Knight, the most significant function of an entrepreneur is to bear risk
and uncertainty which is rewarded by profit. Knight both agrees and disagrees with
Clark. He agrees that profit emerges under dynamic conditions, but he disagrees
that this is the change in underlying conditions which brings profit to the entrepreneur. -
According to Knight, profit emerges due to uncertainty about the changes in underlying
conditions and not because of changes to occur in future, all of them will make necessary
adjustments, and no profit will result. It is only when entrepreneurs have no knowledge
about future that they can make profit. Knight explains that when an entrepreneur

. takes a decision about production, he is taking decision about future output - the future
about which he knows very little. While taking a decision he has, therefore, to bear
-the risk of business because of uncertainty regarding future course of market conditions.
Different rates of profit earned by different firms in the same industry reflect the
difference in their capabilities of bearing risk and uncertainty.

i) Knight, like Clark, also believes that profit is an income for both uncertainty bearing
and organization of business. But then he is confronted with a dilemma that, if profit -
is an income for organization too, then it means that profit can exist in a stationary
state as well. Knight solves this dilemma in the following way. According to him, an
organizer is needed only in-a dynamic state; he is irrelevant in a stationary state. In
a stationary state he is needed only in the initial stage of the firm. Once the initial
adjustments are completed no further change is likely to occur, it being a stationary
state. Thus, in a stationary state neither uncertainty nor organisational activities exist.
It implies that profit can arise only in dynamie state where both organisational activities
as well as uncertainties exist.

i)  Knight makes a distinction between risk and uncertainty. According to him, though
everything, which is uncertain, has risk, but everything, which is risky, is not uncertain.
For example, there are risks like theft, damage, fire, etc., which can be insured against
and, therefore, do not bear any uncertainty. It is only those non-insurable risks of
business, which is uncertain and has, therefore, to be borne by the entrepreneur, for
which he gets profit. That is why Knight describes profit as the reward for
uncertainty bearing and not risk-bearing.

15.6 PROFIT POLICY

While explaining the economic theory of firm, we have made a remark, that firms
may not maximize profit, but they do have a profit policy. Now let us examine various
facts of profit policy decision. Profit planning and profit policy must go together, The former
ts more technique oriented while the latter is more strategy oriented. The firm has to consider
a lot of short-run factors in designing its profit policy.

There are two issues involved in profit policy decisions : (1) Setting profit standardb
and (ii) Limiting the target profit.

15.6.1 PROFIT STAN DARDS

This involves a choice of particular measure and concept of profit with refererice to
which achievements and aspirations may be compared. Much would be of coursé depend




on your ultimate goal. In general, you have to choose from among concepts like - net retained
earnings, net operating margin, rate of return on investment, etc., as bases for setting standards.

The next task in profit policy decision is to decide on an acceptable rate of profit
based on various considerations such as : '

D Rate of profit earned by other firms in the same industry,
i) Normal or historical profit rate earned by the firm itself in the past;
iii) Rate of profit sufficient to attract equity capital;

iv) Rate of profit necessary to generate internal finance for replacement and
expansion. '

15.6.2 PROFIT LIMITS

In addition, the firm considers 2 set of environimental factors to limit its rate of target
profit. Profit target should be limited such that : ‘

1) The shareholder does not ask for higher dividends;

1i) The wage earners do not ask for higher wages;

1i1) The government (tax officials) do not ask for higher taxes;
V) The consumers do not ask for lower prices and discounts;
V) The suppliers_ do not ask for enhanced rates;

vi)  * The goodwill of business is not affected.

In short, while deciding on the target rate of profit, the firm has to minimize the payments
of "slack" and to maximize the capacity to absorb external "shocks". Therefore, these profit
standards and profit limits are the important elements in determining a profit policy of the
firm.

L]

15.7 SUMMING UP

In this unit we have explained various concepts and measures of profits. Accountants
and economists view profits differently. We have seen that basic difference between that
. two views lies with regard to calculation of opportunity costs, real value at constant prices,
uses of current prices in valuation, etc. We have also made reference to various theories
of profit to explain the emergence and growth of profit. Various theories have been grouped
into traditional, modern and recent theories. Finally the profit policy of the firm with a mention
to profit standards and profit limit is discussed. '

15.8 CHECK YOUR PROGRESS : MODEL ANSWERS

i) Accounting profit in the difference between total revenue and total cost. It is a reward
to the entrepreneur. It takes into account only explicit cost. Where as economic profit is
residual profit and it takes into account implicit costs also. The excess of total revenue

over both explicit and implicit costs is the economic profit.

2. (i) It works as a measure of operational efficiency of the business.

{i1) It provides for the cost of replacement, obsolescence.

(i) It is a source of internal finance.
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(ivy Itisa criterion of evaluating or apprai;sing' the projects
(v) It facilitates comparisons.

3. () - Generation of internal finance;
(11) innovation;

(1i1) Policy of the business as regards after sales service, labour welfare, etc.

15.9 MODEL EXAMINATION QUESTIONS

1. Answer the folloﬁing gquestions in about 30 lines each.

1. "To an accountant, net income is essentially a historical ,rgqéz_d of the past. To an
economist, net income 1s essentially a speculation about tHte fq't%re." Discuss.

2. Coﬁpare and contrast the dynamic theory of profit and innovation theory of profit.
3. Write briefly about different thecries of profit.

4, Explain various factors influencing the level of profits.

II.  Answer the following questions in about 15 lines each.

1. Explain the concept of ‘profit".

2. What are the functions of profit 7

3. What are the short-term factors affecting the level of profits ?
4. What are the long-term factors affecting the level of profits ?
5. Explain the issues involved in the profit policy decision.

15.10 RECOMMENDED BOOKS

M.L. Jhingan : Advanced Economic Theory
M.L. Seth : Principles of Economics.
P.L. Mehta : Business and Managerial Ecoenomics

15.11 GLOSSARY

Profit : It is reward to the'entreprcm:aurs.

Accounting Profit : Excess of total, ré;GEnue over total cost.

Economic Profit :Excess of ilotal re\;enue over total explict and Implict
costs,

Super Norma! Profit : Excess of actual profit orver normal profit.

Eincertainties : That part of the risks which are non-insurable. -
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16.0 AIMS AND OBJECTIVES

The purpose of this unit is to explain the meaning and elements of different types of
market situations.

After sfudying this unit, you should be able to :

@ define the markgt; 293



list out th‘e elements of market ;

classify the markets;

describe various forms of market structure;

identify the differences between different markets; and

explain the meaning of monopsony, duopsony and oligopsony.

16.1 INTRODUCTION

This unit zxplains,you‘tﬁé meaning of market, elements of markets and classification
of markets on the basis of area, time and nature of competition. It also describes various
competitive market structures such as Perfect Competition, Menopoly, Monopolisic competition,
Duopoly, Oligopoly, Monopsony, Duopsony and Oligopsony.

16.2 MEANING OF MARKET

The term "market’ is an elusive concept. The word is generally used to describe the
process of exchange. ‘The process of exchange always involves certain elements such as
goods or services, prices, buyers, sellers, place and time.

"Originally™ says Jevons" a market was public place in a town where provisions and
other objects were exposed for sale; but the word has been generalised so as to mean any
body of persons who are intimate business relations and carry on extensive transactions in
any commodity. A great city may contain as many as there are important branches of
trade and these markets may or may not be localised. But the idea of locaitty is not necessary.
The traders may be spread over a whole town, or region, or a country and yet form a
market, 1f they are, by means of fairs, meetings, published price lists, the post office or
otherwise, in close communication with each other.”

According to Cournot. a French economist, "Economists understand by the term market
not any particular market place in which things are bought and sold but the whole of any
region in which buyers and sellers are in such free intercourse with one anohter that the
price of the same goods tends to equality and quickly.”

A market for a particular good or service consists of 21l buyers and sellers of that
good or service. It need not be one identifiable place. The market for foreign exchange,
for example, is a world-wide market, while the market for used cars, furniture etc., consists
of sellers advertising in local néwspapers together with potential buyers reading those newspapers.
Although a market brings together those who are buyers and those who are sellers, the
way in which a particular market operates depends on the number of buyers and sellers
and the nature of the product.

16.3 ELEMENTS OF MARKET

Some elements of market are ;

()  there must be a commodity which is to be dealt with;
{iiy  there must be buvers and sellers;

(i) there must be a place, be it a certain province, a country or the entire world,




where the process of exchange takes place; and
(iv) there must be interaction between buyers and sellers.

For example, in a vegetable market, the buyers and sellers usually meet and an exchange

takes place between them. But in a share market or foreign exchange market, the buyers
and sellers may not see each other face to face, and transactions still take place through
different modes of communication. Thus there are certain goods, which are marketed locaily,
but there are certain other articles like shares/foreign exchange that can be and their domain
of operation may be spread throughout the wqud. These goods have an international market.

16. 4 CLACSIFICATION OE MARKETS

we many classify markets into thrcc categomes according to faotors such as area,

time and nature of competition.

i)

mto:

if)

ifi)

on the basis of area

Markets may be categorised on the basis of area. They may be fiirther classified

a)  Local Markets —such as weekly fairs in villages and daily transactions in consumer
goods in towns;

b)  National Markets—dealing in articles that have demand throughout the country
like television, computers, clothes, etc.

c) Internationz] Markets —there are certain commodities the transactions of which
are carried on throughout the world. For example, Indian Garments, Kashmmri
Carpets, Jute products, etc.

On the basis of Time

Markets may be classified on the basis of time into:

a) Very short period market
b} Short period market
c) Long pertod or secular market which cover a generation.

On the basis of Nature of Competition

On the basis of nature of competition, markets are classified mto two-Perfect and

Imperfect competition. We shall discuss them briefly here. They will be dea}t with in detail

later.

a) Perfect Competition is characterised by a large number of buyers and sellers
essentially with a homogeneous product, which are perfect substitutes to each
other. No singte buyer/seliers can influence the price of the product in the market.
Individual buyers and sellers are essentially price takers. The Market determines
the price of a commodity. Entry into or exit out of market is free hence: no
firm can earn excessive profits in the long run. The market for perishable goods
like vegetables, eggs, etc., to certain extent resembles this type of competition.

b) Imperfect Cdmpetition is characterised by a large number of buyers and
sellers, but less than the number of buyers and sellers in perfect competition.
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The buyers and sellers are not aware of the offers made by others. Naturally,
the same price cannot prevail for the same commodity at the same time in
imperfect competition. Goods are not homogeneous and are not perfect substitutes.

Most of the firms resort to product differentiation strategy to survive for a

longer period. Product differentiation refers to the degree that the output of
one firm differs from that of other firms in a market. Product differentiation
15 an important market characteristic because it indicates a firm's's ability to
affect prices. If a firm's product is perceived as having unique features it can
command premium price. ‘

16.4 PERFECT COMPETITION

. Perfect competition is a market situation. It does not exist in reality any where in
the world. It is a hypothetical concept which economists make use to analyse the competitive
market. :

16.5.1 MEANING

Perfect competition refers to the market structure where competition among the sellers
and buyers prevails in the most perfect form. In the perfect competition there are a large

- number of buyers and sellers. The sellers sell homogenous products and the buyers as

well as sellers have perfect knowledge about the market. According to Joan Robinson,
"perfect competition prevails when the demand for the output of each producer is perfectly
elastic. This entails first, that the number of sellers is large, so that the output of any one
seller is a negligibly small proportion of the total output of the commodity, and second, that
buyers are all alike in respect of their choice between rival sellers, so that the market is
perfect",

In a perfectly competitive market, a single market price prevails for the commodity,
which is determined by the forces of demand and supply in the market. '

16.5.2 CHARACTERISTICS

Perfect competition in the market prevails when the following conditions exist in the market.
These are also known as assumptions or characteristics of perfect competition.

(i) Large Number of Buyers and Producers

There must be a huge number of buyers and sellers in the market. Any one seller
or buyer cannot influence the ruling price in the market. Each buyer's demand is a negligible
part of the total market demand. The individual buyer's activity will have no control on the
market price. Similarly as there are a huge number of firms, each firm's output forms a
very small fraction of total output and cannot influence the market price. That is why each
individual buyer and producer will have to accept the ruling price. In other words, the firm
1s a 'price taker', but not a ‘price giver'. Hence, the demand curve for the product will be
perfectly elastic at the existing price and the demand for the quantity of the product will
be as per its sale.

ii) Homogeneous Product

In perfect competition, the product produced by all firms is identical. A commodity produced
by one firm is the same as that produced by another firm. The quantity and quality, colour

~ and weight of the product produced by various firms are the same. That is why the buyers




in the market are indifferent to the firm when they go to purchase their commodities. Similarly
the producers are indifferent to the buyers to whom they sell. The consumer feels no difference
whether he buys the commedity from one firms or another in the industry, because the
commodity is identical. Hence, there is a single price for the product in the market. In
perfect competition, there is absolute elasticity of demand. In other words., the demand
curve is a straight line horizontal to the X axis. The demand curve or the average revenue
curve and the shape of marginal revenue are the same.

iii) Horizontally Straight Line Demand Curve

In perfect Competition, the average revenue curve or demand curve of a firm will be a
horizontal straight line which is parallel to the X-axis. This type of demand curve indicates
perfect elasti~ity of demand which means that any firm can sell any quantity at the existing
price. As there are a huge number of firms in the market, market price cannot be influenced
by an individual firm. Since homogeneous commodities are produced by various firms, the
price paid by the consumers cannot be different. This can be illustrated with the help of
diagram as shown below.

AR= MR=PRICE

RE VENUE / PRICE
T

0 QUANTITY X

Fig 16.1 Shape of Demand or Average Curve of a Firm
: Under Perfect Competition

Price and Revenue are measured on 'OY" axis, Quantity is measured along the X-axis. At
price OP, the producers sell as much as they like. Because at OP price the demand curve

is perfectly elastic, the producers offer as many goods as they can. Neither can the price
be increased nor decreased. If the price is reduced. the sellers lose thewr customers.

We have discussed three conditions which are necessary for pure competition to exist.
We fund pure competition for agricultural goods such as rice, wheat, etc. In other
sectors, we rarely come across pure competition. In addition to the three conditions
mentioned above, certain other features must be required to create perfect compelition.

iv) Free Entry and Free Exit

In perfect competition, there are numerous firms in the industry. Any firm can expand its
production or a new firm may be set up when the firms in the industry are making abnormal
profits in the short-run. No restriction is imposed on the expansion of existing firms or the
installation of new firms. Producers are also at liberty to curtail the firm's scale of production.
Complete freedom prevails in perfect competition for entry into an industry or exit form
it. In the long-run all the firms earn normal profits and no firm either leaves the industry
or enters the industry. In these circumstances each firm operates at an optimum output In
the long-run.
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iv) Artificial Monopoly

Individual producers and firms create artificial monopolies for the purpose of maximising
profits. The individual producers of the same product come together and form into a single
organisation so as to liquidate competition among themselves and to maximise profits. Such
types of amalgamation of individual firms into a single organisation is known as artificial
monopoly or private monopoly. The Associated Cement Companies (ACC) in our country
in an example of this kind of monopoly.

16.6.4 MONOPOLY PRICE DISCRIMINATION

Price discrimination means charging different prices trom different consumers for-different
units of the same product or service. According to Joan Robinson, "The act of selling one
article, produced under single control at different prices to different buyers is known as
price discrimination”. Price discrimination will not occur under perfect competition. It
only oceurs in monopoly or in imperfect competition. The monopolist governs the supply
of the product that is why he charges different prices from different buyers or in the different
markets. The theory is an extension of monopoly pricing.

“Forms of Price Discrimination

i) Personal Discrimination : This is based on the incomes of the consumers. Doctors
~and lawyers charge higher fees to rich persons and lower fees to poor people tfor
the same service. '

ii)  Natural of Product : Price discrimination depends on the nature of the production.
Suppose, there are two types of editions of the same book, one is a paper back edition
and the other is a deluxe edition. The former is cheaper than the latter.

iii)  Lecal Discrimination : This is based on the locality in which the product is sold.
The monopolist charges a high price in the domestic market for the product whereas
he charges a lower price in the international market for the same product.

iv)  Trade Discrimination : This may also be called use discrimination. For example
the State Electricity Boards charge low rates for agricultural purposes, but they charge
high rates for industrial use.

CONDITIONS FOR DISCRIMINATION

Here we discus important conditions for price discrimination. Price discrimination is possible
under imperfect competition or monopoly. If a monopolist is in a position to get profit by
charging different prices for different units of the same product, he will formulate a policy
of price discrimination. Price discrimination is practicable under the following conditions.

i) Separate Markets

There must be two separate markets. The buyer of one market should not move to the
other market. The monopolist will then be able to charge a high price for a product in one
market and a low price in other market for the same product.

ii) Different Elasticities of Demand

There must be different elasticities of deman& for the same product. If the product possesses
less elasticity of demand in one market, then it should have more elasticity of demand in
the other market. The monopolist sets the profit by selling his products at different prices




in different markets which have different elastlcltles of demand for the same product.

) Now we shall discuss the most common type of price discrimination. The Monopohst classifies
the buyers into two categories. He charges different prices from different markets. The
monopolist produces certain amounts of commodities, which.are sold in two separate markets,
The cost of production is ignored here. This output is adjusted in each market such that
the marginal revenue derived from the first market equals the marginal revenue derived
from the second market. Prices are different due to differences in elasticities of demand
in the two markets: but marginal services are not different. ™

Check Your Progress-2

What is pure monopoly?

..................................................................................................................................................

Check Your Progress-3

What do you mean by local discrimination?

..................................................................................................................................................

16.7 MONOPOLISTIC COMPETITION -

We have already discussed, the market situations of perfect competition and monopoly.
In the actual world, we do not find either perfect competition or pure monopoly. But in
reliability, we find a region of imperfect competition lying between these two limits.

- Under monopolistic competition both the elements of monopoly and perfect competition
are present. In this situation every individual producer differentiates his product in quality,
by branding, trade mark, etc. In our country we find monopolistic competition in the case
of products like washing powder, soaps, tooth paste etc.

Meaning

Monopolistic competition is that where there are large number of producers of a differentiated
product in the market. According to A.W. Stonier and D.C. Hague, "There is compelition
which is keen, though not perfect, between many firms, making very similarly products”.
'In monopolistic competition, the price-output policies will not be influenced by others. There
1s competition among large number of producers who produce close but not perfect substitute
goods. Monopolistic competition is some times known as "group equilibrium."
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Characteristics

The main characteristics of monopolistic competition are explained below :

i) Relatively small number of firms : In monopolistic competition sellers are less
than that of perfect competiton. For this reason, the producers enjoy some monopoly power.
Price-output decisions of individual sellers will not influence other actions. There is an independent
course of action. The producers produce differentiated products and charge different prices
for their products. .

ii) Pro&t_ differentiation : In monopolistic competition product differentiation is an
important feature. According to Prof. Chamberline, there are many firms which produce a

particular product, but the product of each firm is in some way different from that of the

other firm. Product differentiation may be in the form of trade marks, patent rights, brand
names, etc. Product differentiation means that the products are different in some way from
each other. They are heterogeneous. There is.slight difference between one product and
other in the same category. Products are close substitutes with high cross elasticity but

" not perfect substitutes. For example, toothpastes are produced by different companies under

different brand names like Colgate, Close-Up, Cibaca, Forhans, etc.

iii) Freedom of entry of new firm : Under Monopolistic competition, there is monopoly
power to individual firms for its product. The individual firm faces keen competition from
other firms which are producing similar products. So the individual firm cannot restrict the
entry of new firms. Each firm in a way behaves like a monopolist but it faces competition
from others as it also sells almost a similar product that is why it has been a blend of monopoly
and competltlon and named as Monopolistic Competition.

iv) Competitive advertisement : The practice of competitive advertising is the important
characteristic of monopolistic competition. Advertisement creates some difference between
two brands say X and Y in the minds of the consumer though they may be almost identical
in their technical 6r chemical composition. The effective and efficient advertisement creates
difference -of images of the same product in the minds of consumers due to which the
products look different from the point of view of consumers. Thus, advertisement technique
is very important feature of menopelistic competition. For example, every soap producer

-advertises in all types of media like newspapers, radio and television.

v)  Shape of demand curve : The shape of demand curve is based on the product
differentiation under monepolistic competition. There is some monopoly power for the firm
as there is product differentiation. Due to the product differentiation, close substitutes are
available. Thus the firm avill have more elastic demand curve for its product. The demand
curve under monopolistic competition will be less steep as compared to that of monopoly
firm. This means a slight fall in price will lead to a large increase in the demand for its .
product provided the prices of other firms remain the same. The demand curve slopes downward
to the right.

Y
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Figure 16.2 : Shape of Demand Curve in Monopolstic Competition




16.8 DUCPOLY

Duopoly is a type of market situation in which there will b2 1wo producers producing
identical products. But there will be many buyers in the market. The producers adopt a
product differentiation strategy to give an impression to the buyers that the products they
manufacture are different and possess unique charactessstics. Firms in duopoly manage to
earn normal profits over a loeng period. ’

16.9 OLIGOPOLY

The term "oligepoly" is derived form two Greek words ‘oligor’ means a few and 'Pollein’
means to sell Oligopoly represents the market situation where there are a few sellers of
a partrcular commodity, The commodity 1s a differentiated cne. In Oligopoly, there are a
few sellers whereas in monopoly there is only ene tirm in the market. It also differs from
perfect comypetition and monopolistic competition where there are many sellers in the market.
‘The zctions of a seller in oligopoly will be reacted and taken into consideration by others
in the market. He also reacts to the actions of ¢thers. in Oligopoly, a single seller has got
sufficient important position in the market. He will take the changes of other firms into
consideration and determine price, output and sales activity of his product. The changes in
the cutput and price of one firm will affect the amount of cutput and price of other firms. .
In Oligopoly firms are interdependent whereag in perfect corpetition, firms are independent.
Duopely is the simplest case of oligopely, where there are only two sellers.

Prof. Stigler defines Gligopoly as the "Situation in which a firm bases its market policy
in part on the expected behaviour of a few close rivals". According to Prof. Leftwich "An
Oligopolistic industry is one in which the number of sellers is small enough for the activities
of a single seller to affect other firms and for the activities of other firms to affect him".
For exampte, prior to nationalisation, the oil companies operating in india like Burma Shell,
Callex represent an oligopoly. -

Characteristics

i Very few seilers of Product : There are very few sellers in the market producing
either homogeneous or differentiated products. Pricing and ouiput of a single firm will influence
the price and output of the industry. Each firm has large share of the markets and it can
affect the market activities by altering 1ts output.

ii)  Interdependence : Undae. oligopoly, actiens of one firm will be reacted by other firms.
A single firm will also iake into account thu actions of other firms. As there are close
substitutes for the product, there is high cross eiasticity of demand for the products.

iii). Presence of monopoly power : There are 2 few sellers in ohgopoly, that is why
collusion of firms is possible. When they come fo an agreement, they will act as monopoly
so that high price is charged for the product. They will enjoy more than normal profits by
raising the price. In this manmner, firms will enjoy monopoly pewer to som extent.

iv)  Existence of price rvigidity : In oligopoly, if any firm wants to reduce its price, it
will be reacted by uthe: firms. The other firms would reduce thair prices to greater extent,
With this type of price war no one will benefit. Suppose, on the cther hand, a firm increases
its price others will not follow the rise in price. Therefore, no one would like to decrease
the price or to increase the price. Thus the firms will stick to the price which is called
price rigidity.
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v)  Differentiated products : In oligopoly, firms produce differentiated products which
are close substitutes. When each has to stick to the prevailing price, it has to increase its
sales by improving quality and design and by spending more on advertising so as to attract
the consumers' preferences.

Check Your Progress - 4

What do you mean by oligopoly?

.................................................................................................................................................

16.10 MONOPSONY, DUOPSONY AND OLIGOPSONY

Till now we have discussed seller dominated markets. There are certain situations
where a buyer or a few buyers dominating the markets. Monopsony is an opposite .of
monopoly situation. The most important featuyre of monopsony is a single buyer buying the
total quantity of identical products manufactured by a number of sellers in the market. As
a result, the buyer dictates the prize, quality. size and shape of the product. Similarly, if
there are two buyers it is called duopseny. If there are more than two buyers dominating
the market, it 1s called oligopsony. Some of the examples are milk buying organisations,
auto component industries. The group buyers have a control over the market. The main
features of oligopsony are:

(1) Buyers in a particular market are few;

()  Each one of them is of such a size that an increase or decrease in his demand wil}
considerably affect the price,

No sigle buyer can afford to ignore the reactions of his rivals to the pohcres he might
nitiate.

16.11 COMPARISON OF PERFECT COMPETITION,
MONQOPOLY AND MONOPOLISTIC COMPETITION

The comparison of Perfect Competition. Moropoly and Monopolistic Competition tn terms
of various features is shown helow

Characterisites Perfect Monopoly Monopolistic
Competition Competition

Number of buyers  many buyers, many buyers, many buyers

and sellers many sellers one seller many sellers

Entry and Exit free ontry & exit no enry & exit free entry & exit

Product homogeneons only one difterentiated

Knowledge of periect knowledge only une product  imperfect Knowicdge

Infomration and one seljer




Slope of demand horizontal downward downward
curve faced by firm

Long-run profit normal profits excess profiis nermal profits

16.12 SUMMING UP

Market is expiained as a process of exchange of goods or services from sellers to
buyers. Every commodity will have its own market. On the basis of area, time, nature and
competition markets are classified. In the market, guant!:y demanded and quantity supplied
determine the price. Perfect competition is a hypothetical concept which economists make
use to analyse the competitive market. Perfect competition r¢f¢rs'f6 the market structure
where competition among the sellers and buyers prevails in the mpst perfect form. Perfect
competition is characterised by large number of buyers and sellers having complete knowledge
of the market. The products offercd m the market are homogeneous,

Monopoly is a complete opposite of perfect comipetition. In monopoly there will be
only one seller manufacturing a product, which has no near substitute. Monopolist enjoys
protection from competition in the form of patents, copyrights, heavy investment, and technology.
Monopolist firms earn excess profits in the iong run. Duopoly is a market situation with
only two sellers adopting product differentiation strateyy. The term Oligopoly has a Greek
base dand means few sellers. Product differentiation is a popular strategy even in oligopoly
market sitvation. There are two types of cligopoly situations namely, homogeneous and
heterogenous. Oligopoly is characterised by vigorous competition where firms manipulate
both prices and volumes tn an attempt to outsmart their rivals. The actions of each firm in
an oligopoly do affect the other sellers in the market. Price cutting by one firm will reduce
the market share of other firms. Stmilaily, »dvertising ¢~ a new product line may increase
sales at the expense of other sellers. The most distinctive feature of an oligopolistic mdustry
is that sellers must recognise their :nterdependence

Monopolistic competiton is a combination of perfect competition and monopoly. The
features of monopolistic competltmn are large number of buyers and sellers, free entry
and exit, imperfect knowledge about market to botix buyers and sellers, differentiated products
ete. Differentiated products exist where consumers do perceive differences in quality between
brands produced by different firms.

A market dominaied by a single buyer is called moropsony. Monopsony is an opposite

of monopoly situation. The most portant featifre of monopsony is a single firm buying .

the total quantity of identical products manufactured by a number of sellers in the market.
As aresult, the buyer dictate the price, quality, size and shape of the product. Similarly, if
there are twa buyers that is called duopsony and more than two buyers dominating the
market 1s called oligopsony.

16.13 CHECK YOUR PROGRESS : MODEL ANSWERS

l. Pure competition means 'competition’ unailoyed with monopoly elements, whercas
perfect competition involves perfection in many other respects than the absence of
monopoly only. When the three conditions i.e., large number of buyers and sellers,

: ho‘nogeneous product, and tree entry and exit are satisfied threc exists pure cor. ’T)Etltl()n
among buyers and sellers. The competition becomes peifect when other conditions
are atso sansfied.
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A

2. Pure monopoly is that where cross elasticity of demand of the moropolist's product
is zero. Pure monopoly never vecurs in the real world. A monopolist can either fix,
the price or the output to be soid. The total revenue of a pure monopolist remains
constant at all levels of output. Thus, the marginal revenue would be always zero.:

3 This is based on the locality in which the product is sold. The monopolist charges a
high price in the demestic market for a product where as a lower price in the international
market for the same product. |

4. oligopoly is a market situation where there are a few firms producing a product, It
is characterised by vigorous competition where firms manipulate both prices and volumes
in an attempt to ouismart their rivals. The actions of each firm do affect the other
sellers in the market. Price cutting by one firm will reduce the market share of other
firms. The most distinctive feature of an oligopolistic industry in that the sellers must
recognise their Enterdependence. The firms produce differentiated products which
are close substitutes.

16.14 MODEL EXAMINATION QUESTIONS

I. Answer the following qhestions in about 30 lines each.

1. Examine the characteristics of perfect competition.
2. What do you mean by monopoly? Explain different kinds of monopoly.

3. What is meant by monopoly price discrimination? !
State the conditions for price discrimination.

4, What is monopolistic competition? Explain its characteristics.

5. What is monopoly? How is it different from pertect competition?

6. Compare monopoly, monopolistic competition and perfect competition?
7. What is a market? What are its elements?

II. Answer the fallowing questions in about 15 lines each.
1. Define oligopoly. Explain the characteristics of oligopoly.
Explain the kinds of monopoly.

What are the main forms of price discrimination?

ol

Explain the characteristics of monopoly.

h

Differentiate between pure competition and perfect competition.
What is optimum firm?

What do you mean by monopsony and oligopsony ? '
Differenitiate between monopsony and duopsony.

What do you mean by monopolistic competition?
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the monopolised product cannot perceptibly be affected by the other products. In other
words, the monopolies cannot have control over the price and output policies of other firms.
As there is only one firm producing a product in the industry, it is simultaneously a firm
and an industry. The demand curve of a monopoly firm slopes stably downward to the

only one of the two things. The producer either chooses for himself the leve] of odtput or
he determines the price of the product depending on the conditions of demand. Once he
fixes the price for his product, he leaves the level of output to be deter:nined by the demand

. for the product at that price in the market, In any event, the sole goal of the manopolist is
- 10 earn maximum profits, . )

The type of monopoly which was discussed above is called thé Simple or irﬁpe‘rfect monopoly.
We shall briefly describe pure monopoly also, though our main concern is with simple monopoly
and discriminating monopoly.

16.6.2 PURE MONOPOLY

In pure monopoly, there is only one producer, Competition in this form is absolutely absent.
This means that the producer has no rivals, no substitutes. Neither does the monopolist
influence the price-output policies of other firms nor are the price-output policies of his
firm influenced by other firms. In the words of Triffin, "Pure monopoly is that where cross-
elasticity of demand of the monopolist's product is zero" According to Stonier & Hague,
“it (Pure Monopoly) would occur when the average revenue curve of the firm was a rectangular
hyperbola with an elasticity of demand equal to one, and then the monopolist looks the
whole community's income all the time".

Pure monopoly never occurs in the real world. This limiting case is merely a theoretical
one.

16.6.3 TYPES OF MONOPOLY

We shall now discuss the different kinds of monopoly.

i) Natural Monopoly

There are certain commodities which are available in a small or single place. Their supply
is localised. Such localisation of any commodity in a single place is called natural monopoly.
Diamonds are extracted in South Africa. The extraction of diamonds is controlled by South
Africa. India possesses manganese mines, These are examples of natural monopolies.

ii) Legal Monopoly

Any legal right which is sanctioned to a firm to produce a unique commodity is known as
legal monopoly. For cxample, if the right of manufacturing a medicine with the brand name
has been given by law to a company, no other company can produce the medicine using

~ the same brand name. This type of monopoly is what we find in the case of products produced

by multi-nationals like Petroleum Companies, Pharmaceuticals, etc.

ifi} Public Menopoly

There are some utility services which are meant for the welfare of the public. Such services
are only controlled and provided by public agencies and are called public utilities. Municipalities
providing the water supply, electricity, telephones, etc., public monopolies.
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iv) Artificial Monopoly

Individual producers and firms create artificial monopolies for the purpose of maximising
profits. The individual producers of the same product come together and form into a single
organisation so as to liquidate competition among themselves and to maximise profits. Such
types of amalgamation of individual firms into a single organisation is known as artificial
monopoly or private monopoly. The Associated Cement Companies (ACC} in our country
in an example of this kind of monopoly.

16.6.4 MONOPOLY PRICE DISCRIMINATION

Price discriminatiori means charging different prices trom different consumers for-different
units of the same product or service. According to Joan Robinson, "The act of selling one
article, produced under single control at different prices to different buyers is known as
price discrimination”. Price discrimination will not occur under perfect competition. It
only occurs in monopoly or in imperfect competition. The monopolist governs the supply
of the product that is why he charges different prices from different buyers or in the different
markets. The theory is an extension of monopoly pricing.

Forms of Price Discrimination

i) Personal Discrimination : This is based on the incomes of the consumers. Doctors
~ and lawyers charge higher fees to rich persons and lower fees to poor people for
the same service. '

i) Natural of Product : Price discrimination depends on the nature of the production.
Suppose, there are two types of editions of the same book, one is a paper back edition
and the other is a deluxe edition. The former is cheaper than the latter.

iii)  Local Discrimination : This is based on the locality in which the product is sold.
The monopolist charges a high price in the domestic market for the product whereas
he charges a lower price in the international market for the same product.

iv) Trade Discrimination : This may also be called use discrimination. For example
the State Electricity Boards charge low rates for agricultural purposes, but they charge
high rates for industrial use.

CONDITIONS FOR DISCRIMINATION

Here we discus important conditions for price discrimination. Price discrimination is possible
under imperfect competition or monopoly. If a monopolist is in a position to get profit by
charging different prices for different units of the same product, he will formulate a policy
of price discrimination. Price discrimination is practicable under the following conditions.

i) Separate Markets

There must be two separate markets. The buyer of one market should not move to the
other market. The monopolist will then be able to charge a high price for a product in one
market and a low price in other market for the same product.

ii) Different Elasticities of Demand

There must be different elasticities of deman& for the same product. If the product possesses
less elasticity of demand in one market, then it should have more elasticity of demand in
the other market. The monopolist sets the profit by selling his products at different prices
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16.16 GLOSSARY

Duopoly .

Homogeneous Product

Oligopoly

Market

Monopoly

A type of market in which two sellers and
many buyers exist.

A Product that is undifferentiated and
identical in the eyes of consumers.

A type of market in which few sellers and
many buyers exist.

A market is that area which brings buyers
and sellers into contact with one another
for the purpose of exchange.

A market situation of single seller and many
buyers.
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iii) Effects of Combined Changes in Demand and Supply

Now we shall study the effects of combined increase and or decrease in demand
and supply '

When both demand and supply increase, the quantity of the product will increase
definitely. But it is not certain whether the price will rise or fall. If an increase in demand
is more than an increase in supply, then the price gogs up. On the other hand, if an increase
in supply is more than an increase in demand, the price falls but the quantity increases. If
the increase in demand and supply is same, then the price remains the same.

When demand and supply decline, the quantity decreases but the change in price
will depend upon the relative fall in demand and supply. When the fall in demand is more
than the fall in supply, the price decreases. On the other hand, when the fall in supply in
more than fall in demand, the price rises. If both demand and supply decline in the same
ratio, there is no change in the equilibrium price, but the quantity decreases.

If the increase in demand is greater than the decrease in supply, the price rises. If
the decrease in supply is greater than the increase in demand, then also the price increases.
If the increase in demand is éxactly equal to the decrease in supply, then the price rises,
but the equilibrium quantity remains the same.

Thus the price is determined at the point where both demand and supply cut each
other. The only really accurate answer to the question whether it is siipply or demand which
determines the price, is that it is in fact both. At times it seems that one is more i}nportant
than the other, for one will be active and the other passive. For example, if demand remains
constant but supply cenditions vary, it 1s demand which is passive and supply active. But
neither 1s more or less important than the other in deterrmiming price.

17.6 TIME ELEMENT IN PRICE THEORY

The forces of demand and supply determine price. The influence of time on the
determination of price was first recognised by Marshall. When the demand for a commodity
changes, tts supply will also change. But the changes in demand and supply will not be
possible at the same time. For example, an increase in demand will lead to an increase in
supply, but the increase in supply will be possible only after some time. The supply will
take time to adjust itself to a change in demand. Moreover, supply is based on costs of
production. which change over time. In the short period, it is not possible to change the
size of a firm. as costs of production are high. In the long run there 1s enough time to
change the size of the firm to any extent as it should be able to produce at a lower cost.
Hence, the element of time is very important in the determination of the price of a commodity.
Marshall indicates that there are four periods in the theory of value. (1) The Market Period
or Very Short Period {ii) The Short Period, (i1} The Long Pericd, and (iv) The Very Long
Period or the Secular Period. Here we shall discuss only the first three types. Marshall
classified the periods in terms of operations or in terms of the period required for economic
forces to work. Market period is one in which there is no time to change the supply of
the product. The Short period refers to a period in which the supply can be changed to
some extent without changing the size of the firm. The Long period is that which is long
enough to adjust the supply even by altering the size of the plant to meet changes in demand.




After studying this unit, you should be able to:
®  explain the concept of the firm, equilibrium of the firm and equilibrium price;

®  show the determination of price under different time periods viz; market period, short
period and long period;

differentiate the market price from the normal price;
describe the equilibrium position under perfect competition in different periods;

femonstrate the point of optirum firm; and e

explain how the price and output are determined under simple monopoly and discrifninéting
monopoly. '

17.1 INTRODUCTION

In the previous unit we have explained. different types of market structures. Every
business firm continues its production till il reaches the level of maximun profits. Profits
of a firm depend on the price of the product which is determined according to different
periods such as market period, short period and long period. Determination of price and
output differs from une market structure to other. In this unit we dea! with the determination
of price and output in general and in perfect competition and monopoly in particular.

17.2 THE CONCEPT OF FIRM

In cconomics the "firm" refers to a unit of control. It controls productive operations -
by hiring the services of factors of production. It selis services to other firms. A firm
-may have a variety of busiress undertakings. The firm takes decisions to prodiice any
commodity. It also designs the nature and quality of the product. It pians to adopt the method
of producing the commodity.

Taking info consideration the capacity reguired and the conditions in the market, the
firm has to decide the quantity of goods to be produced. Finally it has to frame selhing
costs and pricing policies. The purpose behind ¢ll these decisions is to maximise profits.
Thus it mobilises resources such as raw-materials, labour, etc., to produce goods and services,
t sells goods and services to individuals and to other firms. The firm is an individual organising
unit of centrol of business activity. Considering the legal commitment, the firm may be an
individual one, which is owned and controlied by a single person or it may be a partnership
firm, vwned and controlled by a group of persons, or a corporation, a co-operative firm.
According to different economists, to run a business concern or 10 start or to continue
productive activity, the owners of the firm must own some capital goods and other materials
required for it. According to Karl Marx and Marxist writers, ownership of capital is an
important pre-condition for comtrolling production. The operation of the firm has various
gaals. (These have been already explained in unit-2.)

The concept of firm is to be differentiated from industry. Industry is a group of firms
producing similar commodity. If we take automobile industry, the Bajaj Auto Ltd., Hero
Honda Motors Lid., LML Ltd. etc. are the firms in that industry.
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17.3 EQUILiBRIUM OF THE FIRM

When a firm starts producing a commodity, it continues production of it til] it receives
maximum profits, From this level of output if the firm either expands or contracts its output,
it will earn less than maximum profits.

Suppose, a firm produces commodity X, it continues the production of X commodity
till it reaches a certain level of output say, 100 units of X. At this level of output the firm
secures maximum profits If the firm increases its production beyond 100 units of output
of X, the profitz will not be at the maximum. If it contracts its output below 100 units of
X, the profits wiil again be reduced. In either of the above two levels of output, the firm
will not earn maximum profits. The firm would, therefore. not like to change the production
form 100 units of output of X. Thus the firm is said to be in equilibrium, where it has no
tendency either to increase or to decrease the production when it earns maximum profits.

Assumptions
To explam a firm’s equilibrium position, we must assume the following:
(1) The entrepreneur is rational and wants to maximise profits.

(11 The firm produces only one product.

i) Total Cost-Total Revenue Creteria

We can discuss the quilibrium of the firm from two points of views. One is the total
cost and the total revenue approach. This device is known as the Break Even chart. The
Break-Even chart is used for determining the level of output where profits are maximum.
Every firm wants to gain more returns on the investments made. If the firm intends to
earn huge profits, the difference between the total revenue and the total cost must be the
maximum. Table-17.1. gives the different costs end revenues of the firm under perfect
competition. The fixed costs remain constant, i.c., Rs. 20. The totai costs are shown on
the total cost curve in Figure - 17.1 In the Table, the price is Rs.20. per unit and it 1s fixed
for the firm's output. In perfect competition, it can sell any or ali of its output at the given
market price. The total receipts (revenues) are shown on the straight line marked “Total
Revenue Curve”. The last coluran, of Table-17.1 shows the profit or the loss.

Table 17.1

Toial Total Total  Marginal  Averags Totai Marginal Profit
No.of  Fixed  Variable  Cest Revenue Revenue-  Revenue oF
Units Cost Cost {TC) (MO (AR) (TR) {MR} Loss
{Cutput}y (TFQO) {TVC) (2+3)
(1) (2) 3) (4) (5) (5) O (3) %
1 20 & 20 - i 19 - -16
2 2! 12 2 6 i0 20 i0 -12
3 20 17 37 5 10 30 i0 -7
4 20 20 40 3 10 in ! 10 0
5 2 1 4l 4 10 50 10 6
6 m 20 49 5 10 &) 1 +10
7 iy o 59 HE 1 70 10 -11
] 20 30 71 1 10 B 0 +10
9 20 70 90 20 10 90 10 0
10 20 92 i12 22 10 100 10 -12




_ We can observe from Table-17.1 and from Figure 17.1 that the entreprencur earns
maximum profits where the difference between total cost and total revenue is maximum.
The firm will be in equilibrium when it produces 7 units of output.’ At this level of output,
the distance between TR and TC is at the maximum and thus profits are maximised. If
the firm produces a few units less than 4 units, the total costs exceed the total receipts.
Because, the fixed costs are not distributed over a large number of units to bring the cost
per unit below the selling price. But if the firm produces more, the losses come down until
a break-even point is reached {at 4 units of output). At this level of output, total revenue
is just equal to total cost (Rs.40). This is shown in Figure 17.1 at point A, where the total
cost curve and the total revenue curve coincide. If the firm produces more and more goods,
the total revenue exceeds the total costs resulting in profit. The profits increase with greater
output. Havin - reached the maximum capacity of the plant, if it increascs its production
beyond seven units, the profits will decline again. Costs then rise up on the selling price,
until profits reduce to zero. In Figure 17.1 if the firm produces 9 units of output, the profits
will be zero at point B. If the firm produces beyond this point B, it will incur losses. Thus
the firm will tend to increase its output to the point {i.e, 7 units) at which it earns maximum
profits.
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Fig. 17.1 : Equilibrium of a firm from the point of view of Total Cost and Total
Revenue :

We have to draw a line tangent to TC at 7 units of output which i$ parallel to the
TR curve. Thus the slopes of the TR and TC curves at 7 units of output are equal. The
stope of the total cost curve indicates marginal cost (MC). The slope of the TR curve is
called the MR Curve. At the output of 7 units, MR=MC. When MR=MC, the profits will
be maximum.

(iiy Marginal Cost-Marginal Revenue Approach

We can analyse the equilibrium of the firm in terms of marginal revenue and marginal
-ost. The firm earns maximum profits only at the output of 7 units at which MR=MC. If
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we look at Table-17.1, we see that the firm gets maximum profits at 7 units of output where,
MR=MC= Rs.10. If we produce more thar 7 units, MC exceeds MR and the firm incurs
a loss on each extra unit produced. Loss means that the total profits decrease.
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3 : * AR = MR _
O : MC | MR
: » X
© 1 2 3 4 5 6 7 8 9

ouTPUT

Fig - 17.2 : Equilibrium of a firm from the point of view of Marginal Cost and
Marginal Revenue

It is shown in the figure 17.2 that at 7 units of output the difference between TC
arid TR '1s maximum where profits are maximised. This is also shown in Figures 17.2 in
which the MC curve cuts the MR curve from below at the same level of output (7 units).
The MR is equal to AR in perfect competition, which is horizontal to the X-axis. In this
competition, an individual firm cannot influence the market price. The firm can sell any or
all of its output at the ruling price. That is why the price for the output is tixed. It is clear
from Figure 17.2, that when the output is slightly less than 7 units, MR is greater than

. MC. Thus the producer increases profits by expanding output. If the producer increases

the output slightly more than 7 units, the MC is greater than the MR. Thus the firm faces
a decline in total profits if the output is increased beyond 7 units. The profits are maximised
only when MR=MC,

conditions for Equilibrium

Two conditions are necessary for a firm to remain in equilibrium. They are :
(i) MC=MR

(ii) The MC curve must cut the MR curve from below the point at which profits
are maximised. '




Check Your Progress - 1

List out the two conditions for a firm to be in equilibrium.

17.4 EQUILIBRIUM PRICE

The buyers and sellers in the market bargain about the price of goods and services.
They agree to purchase and sell goods and services at a certain price. In this manner the
price is determined by the interaction of buyers and sellers. In other words, demand and
supply determine prices of goods and services,

Buyers in the market follow the law of demand. The law of demand reveals that
when the price falls the demand increases and when the price rises the demand decreases.
- The sellers follow the law of supply. According to this law, when the price rises the supply
1s increased and when the price fails the supply is decreased. Thus, demand and supply
move in opposite directions. Price 1s determined by the interaction of demand and supply
and the price at which demand and supply are equal is known as the equilibrium price.
Equilibrium quantity is the quantity supplied and the quantity demanded at equilibrium price.
If the price is more or less than the equilibrium price, the equilibrium output is disturbed.
But ultimately the quantity demanded and the quantity supplied will be balanced at some
equilibrium price. We can explain this process of reciprocity with the help of a schedule
and figure. Jn Table 17.2 the quantity demanded and supplied is shown.

Table 17.2 Quantity Demanded and Supplied

Price Quantity Quantity
(In Rs)) Demandec Supplied
(In Kgs.)
2 200 50
3 150 75
4 130 100
Equilibrium 5 110 110 Equilibrium
Price quantity
o 90 120
7 80 130

When the price of mangoes is Rs.2 per Kg., the demand for them 1s 200 Kgs, but the
quantity supplied is 50 Kgs. If the price increases to Rs.3 the supply increases to 75 Kgs,
whereas the demand falls to 150. If the price is again raised, the supply will increase to
100, and the demand will be further reduced to 130Kgs. Again, when the pric goes up to
Rs. 5 per Kg. the quantity demanded or supplied is 110 Kgs. at this price. At a price of
Rs.5 per Kg, the buyers are ready to purchase 110Kgs. and the sellers are ready to offer
110 Kgs. This is the equilibrium price and the quantity supplied at this price is called equilibrium
quantity, i.e..110 Kgs. Once the equilibrium price 1s determined, there is no tendency o
change from this price as this satisfies both the consumers and the producers. If, at any
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time, the price is more or less than Rs.5, the forces of demand and supply will adjust it
back to Rs.5. For instance, if the price increases to Rs.6 the quantity demanded is decreased,
but the quantity supplied is increased. At Rs.6, the demand will be 90 Kgs. and the supply
will be 120K gs. When the supply is greater than the demand, the seller has to reduce the
price to Rs.5. As a result, the supply will fall to 110 Kgs. and demand will also increase to
110 Kgs. Thus, the equilibrium price is re-established. On the contrary, if the price decreases
to Rs.4, the demand will increase to 130 Kgs. The supply will fall to 100 Kgs. Here the
supply is less than th_e demand. Decreased supply and an increased demand will lead to a
rise in the price to Rs.5 where the demand and supply will be in equilibrium. In this manner
the equilibrium is maintained again.
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Fig. 17.3 : Equilibirum Price

In Figure 17.3 DD is the demand curve and S8 is the supply curve. These two curves
intersect at point E. The point, at which demand equals supply, is called the equilibrium
poin‘t. OP is the equilibrium price at which OM, the equilibrium quantity, 1s demanded and
supplied. If demand is less than supply, every sellers will try to sell his quantity of the
product first by reducing the price a little. Sellers compete among themselves to bring down
the price to the equilibrium level. Thus demand and supply determine the equilibrium price.
Once it is established, any disturbance from this equilibrium level will be restored by the

forces of demand and supply.

17.5 EFFECTS OF CHANGES IN DEMAND AND SUPPLY
ON EQUILIBRIUM PRICE
Changes in demand and supply bring about changes in the equilibrium price level
and the equilibrium quantity: When there is a change in either the demand or the supply or

both, a new equilibrium price is established. Thus, whenever change in either demand or
supply takes place, a new equilibrium price is determned.

i) Effects of Changes in Demand

There are some conditions which bring about changes in demand. A change in incomes,
tastes, prices of substitute goods and preferences of consumers will lead to a change in
demand. Figure-17.4 shows the effects of a change in demand and the resultant equilibrium
price and quantity. DD is the demand curve and SS§ is the supply curve. The supply curve




remains the same. The DD and SS curves interesect at point E and the quantity demanded

and supplied is OM at OP equilibrium price. Given the supply, if the demand increases the

demand curve shitfs upward to the right. Due to a change in demand, the demand curve
D,D, intersects SS supply curve at pont E|. The equilibrium price is increased from OP to
OP, and the equilibrium quantity from OM ta OM, . On the other hand, if demand falls,
the demand curve shifts downwards to the left. Due to a change in démand, the curve
D,D, intersects the supply curve SS at point E, The equilibrium price is OP, which had

decreased from OP to OP, and the equilibrium quantity from OM t: OM,. Supply being -

given, a decrease in demand reduces both the price and the quantity and vicz versa.

PRICE

o Me MM, X

QUANTITY
Fig. 17.4 : Equilibrium Price : Effects of Changes in Demand

ii) Effects of Changes in Supply

Changes in supply are brought by changes in technical knowledge and factor prices.
Figure - 17.5 explains the effects of changes in supply. Demand being given, the supply
curve 1s SS and the demand cruve is DD. SS and DD interesect at point E, where supply
and demand are equal at OM quantity at OP equilibrium price. Given the demand, if the
supply increases, the supply curve shifts to the right S,S, and the new supply curve, which
intersects DD cruve at E, reduces the equilibrium price form OP to OP, and 1increases
the equilibrium quantity form OM to OM,. On the contrary when the supply falls, the supply
cruve moves to the left (S,S,) and cuts the DD curve at point E, at which the equilibrium
price is raised from OP to O_P2 reducing the equilibrium quantity form OM to OM,

S2

0 My M M,
QUANTITY

Fig. 17.5 : Equilibrium Price : Effects of Changes in Supply
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iii) Effects of Combined Changes in Demand and Supply

Now we shall study the effects of combined increase and or decrease in demand
and supply -

When both demand and supply increase, the quantity of the product will increase
definitely. But it is not certain whether the price will rise or fall. If an increase in demand
is more than an increase in supply, then the price gogs up. On the other hand, if an increase '
in supply is more than an increase in demand, the price falls but the quantity increases. If
the increase in demand and supply is same, then the price remains the same.

When demand and supply decline, the quantity decreases but the change in price
will depend upon the relative fall in demand and supply. When the fall in demand is more
than the fall in supply, the price decreases. On the other hand, when the fall in supply in
more than fall in demand, the price rises. If both demand and supply decline in the same
ratio, there is no change in the equilibrium price, but the quantity decreases.

If the increase in demand is greater than the decrease in supply, the price rises. If
the decrease in supply is greater than the increase in demand, then also the price increases.
If the increase in demand is exactly equal to the decrease in supply, then the price rises,
but the equilibrium quantity remains the same.

Thus the price is determined at the point where both demand and supply cut each
other. The only really accurate answer to the question whether 1t is Sﬁpply or demand which
determines the price, is that it is in fact both. At times it seems that one is more important
than the other, for one will be active and the other passive. For example, if demand remains
constant but supply conditions vary, it is demand which is passive and supply active. But
neither is more or less important than the other in determining price. .

17.6 TIME ELEMENT.IN PRICE THEORY

The forces of demand and supply determine price. The influence of time on the
determination of price was first recognised by Marshall, When the demand for a commodity

_changes, its supply will aiso change. But the changes in demand and supply will not be

possible at the same time. For example, an increase 1n demand. will lead to an increase 1n
supply, but the increase n supply will be possible only after some time. The supply will
take time to adjust itself to a change in demand. Moreover, supply is based on costs of
production, which change over time. In the short period, it is not possible to change the
size of a firm, as costs of production are high. In the long run there is enough time 1o
change the size of the firm to any extent as it should be able to produce at a lower cost.
Hence, the element of time is very important in the determination of the price of a commaodity.
Marshall indicates that there are four periods in the theory of value. (i) The Market Period
or Very Short Period (ii) The Short Period, (iii) The Long Period, and (iv) The Very Long
Period or the Secular Period. Here we shall discuss only the first three types. Marshall
classified the periods in terms of operations or in terms of the period required for economic
forces to work. Market period is one in which there is no time to change the supply of
the product. The Short period refers to a period in which the supply can be changed to
some extent without changing the size of the firm. The Long period is that which 1s long
enough to adjust the supply even by altering the size of the plant to meet changes in demand.




17.7 PRICE DETERMINATION IN THE MARKET PERIOD

Market period is a very short period, in which the production is neither decreased
nor increased. In other words, the supply of the product remains fixed. Here the nature of

PRICE

0O M X
QUANTITY

Fig. 17.6 Market Period Price Determination : Perishable Goods

price. This is shown in Figure 17.7 The market period supply curve is. MPS tor durable
goods. This curve indicates that nothing can be sold below the reservation price 0S.
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Fig. 17.7 Market Period Price Determination : Non-Perishable Goods

DD is the demand curve which interacts with MPS at point E. The market price is
OP at which the whole production is supplied. Below this price OP, or from the reservation
price OS, as demand increases supply is also increased upto OP, the market price. In the
market period, if demand increases further, the supply remains fixed at OM level but the
price rises. DD, is the changed demand curve which intersects the vertical part of the
MPS curve at point E, where price 18 increased from OP to OP - This will occur in the

case of durables and semi-durables.

Check Your Progress -2

What is market pcriod’?

17.8. PRICE DETERMINATION IN THE SHORT PERIOD -
SHORT RUN NORMAL PRICE '

Short run is the period in which a firm varies its output by changing variable factors
while fixed factors remain constant. In the short-run period, if a firm wants to increase O
decrease its production it will employ more labour, raw-materials, etc. or 1ess labour, Taw-
materials, etc., to match the increase or decrease in demand. But fixed factors or the size
of the plant remain same. U : '

: és of siappl§ and demand determine the price. The supply
1eft to right. The price at which the demand and supply curves

intersect each other {s known as the short-run equilibrium price. The short-run price is
248 -also called the short-run normal price. It is illustrated in Figure17.8

" curve will rise upwards from




v . OMPS.
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.Fig. 17.8 Price Determination in Short Period

MPS is the market period supply curve and DD is demand curve, which intersects
MPS at E, and OP price and OM quantity are established. If the demand for the product
rises, this is shown by the demand curve, D\D,. In the market period the supply is fixed
and it is not possible to increase the production beyond OM. That is why, the market price
will immediately be increased from OP to OP,. But in the short period, it 1s possible to
" increase the production with the help of existing plant capacity by employing more labour,
raw-materials, etc. Thus the supply will be increased along the SRS (Short run supply)
curve by increasing the variable capital. D D, is a new demand curve. The SRS curve
intersects D D,. The short-run normal price is OP, at equilibrium quantity OM, . This price
OP, is higher than the original market price (OP) but is lower than the market price OP,
after the increased demand. '

17.0 PRICE DETERMINATION IN THE LONG PERIOD -
LONG RUN NORMAL PRICE

~ Long-run is such a long period that in it production may be changed by varying the
fixed as well as the variable factors. In the long period, supply fully adj usts itself to the
changes i demand. The long period demand and long period supply of the industry determine
‘the normal price of a product. :

In the long period, there is sufficient time for new firms to enter the industry and
for old firms to leave the industry. When the firms in the industry are earning more than

normal profits, new firms enter the industry so that production increases and brings the .

price down to the original normal price. When firms in the industry are incurring losses,
some old firms leave the industry, due to which production decreases. This results in raising
the price to the original normal price. The long-run new price may be equal to or less or
more than the initial price. It depends on the laws of returns of the industry. If the industry
is operating under increasing cost conditions or diminishing returns, the normal price is higher
~ than the original price. If it is operating under decreasing cost conditions or increasing returns.
the normal price is lower than the original price. If it is operating under constant cost conditions
or constant returns, the normal price is equal to the original price. Thus there is no change
in normal price in constant returns.
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We shall discuss below the determination of the long period normal price under various
cost conditions.

17.9.1 LONG - RUN NORMAL PRICE IN INCREASING COST INDUSTRY

If the industry is operating under increasing cost conditions the long-run supply curve
of the industry will rise upwards to the right as production increases.

b,

LRS

M M2 M
QUANTITY

Fig. 17.9 : Long Period Equilibrium Price Determination in
' Increasing Cost Industry

In Figure -17.9 LRS is the long run supply curve, SRS is the short run supply curve and
MPS 1s the market period supply curve. DD is the industry demand curve which intersects
LRS, SRS, and MPS at E. At this point the industry is supplying OM output at OP equilibrium
price. If the demand curve shifts upward from DD to D D, in the short period, due to the
increase in demand, the industry increases its supply to OM, level of output by increasing
only the variable factors at OP, price. But in the long run, the industry can fully adjust the
supply to the increase in demand by changing the fixed as well as variable factors of the
firm. In the long run new firms will also enter the industry. The industry will increase its
supply to OM, which s more than the increase in supply in the short - run. The new equilibrium
price OP is established where DD, intersects LRS at E, at which equilibrium output is
OM,. The long - run equilibrium price OP, is more than the initial price OP. But the long
run equilibrium price OP, at output OM  is less than the short run equilibrium price OP, at
OM, output and market price OP, at OM output.

17.9.2 LONG-RUN NORMAL PRICE IN CONSTANT COST INDUSTRY

If the industry is operating under constant cost conditions, the long run supply curve
of the industry is horizontal to the OX-axis as illustrated in figure 17.10 by the LRS straight
line. DD is the industry demand curve which cuts LRS, SRS and MPS at point E. The
equihibrium price is OP at OM equilibrium output. If the demand curve shifts to D D, the
supply 1s increased to OM, due to increase in demand in the short run, the equilibrium
price is increased from OP to OP,. In the long run there is sufficient time to increase the

250 scale of the plant. The long run industry demand curve D, D, intersects LRS at E, where




the equilibrium output is OM, at OP equilibrium price. LRS is horizontal to the X-axis.

This shows that under constant cost conditions, the long period normal price is the same

as the initial price whether the output increases or decreases. Thus it remains at the same

level as it was in the short - run. '
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Fig. 17.10 : Loxig Run Equilibriam Price in Constant Cost Industry

17.9.3 LONG-RUN NORMAL PRICE IN DECREASING COST INDUSTRY

If the industry is operating under decreasing cost conditions, the supply curve in the
long run will slope downwards. In the long run, as the industry expands it will enjoy the
advantage of external economies, which lead to the firm's ¢ost curves shifting downwards.
While in the short run the price will increase as a result of increased demand. in the long-
run the price is less than the initial price.
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Fig. 17.11 : Long Run Price in Decreasing Cost Industry 051
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In figure 17.11, DD is the original demand curve, which cuts MPS, SRS and LRS
at E. At this point, the equilibrium price i$ OP, and the output bought and sold is OM. If
the demand curve shifts to the right, it intersects LRS at E, in the long run. In the long
run, as demand increases, the equilibrium price OP, is less than the original price OF
which is the result of increasing returns to scale. But the output bought and sold is increased,
from OM to OM,. In the short period, as demand is increased, the supply is also increased
but less than the increase in supply in the long run. That is why the price is higher than
the original price in the short run.

In the long period, it is obvious that the normal price is higher, lower or the same as
compared with that of the initial market price. This depends on the cost conditions of the
industry in question. It also depends on internal economies or dis-economies and external
economies or diseconomies. However, in the short run, the normal price will invariably be
higher than the long run normal price. -

17.10 'COMPARISON OF MARKET PRICE AND NORMAL
PRICE

The follbwing points will make clear the distinction between market price and normal price:

a)  Market price prevails in a market on a single day or in a very few days. It prevails
at a particular time. Whereas, normal price tends to prevail in the long run. It has a
tendency to prevail over a period of time.

b)  Demand is important in the determination of market price while supply is passive.
As demand increases or decreases, the market price goes up or comes down, while
supply is fixed. On the other hand, the determination of normal price depends more
on the role of supply which tries to adjust itself fully to any change in demand.

c) Market price may vary many times in a day.or a week as a result of passing events
and temporary events which influence it greatly. For example, if there 1s a bandh on
a particular day, the price of perishable goods'may shoot up. But it is only a temporary
phenomenon as the very next day they may come to normalcy again.

Market price is temporary price. In the long run, demand and supply may be changed
by permanent forges. The changes in demand and supply determine normal price.
That is why normal price is permanent and stable. Market price oscillates around
normal price. '

d)  In the long-run, normal price always concides with the long run average cost at s
minimum point. Therefore, firms gain only normal profits under normal price.

e)  All commodities have a market-price. The goods which are produced again and again
have a normal price. Non-supply of such goods can be increased in the long-run to
adjust increases in demand. Non-reproducible goods such as collections of rare coins
and paintings' etc. cannot have a normal price, but they have a market price. The
supply of such goods cannot be increased.

f) Normal price is not a real one whereas market price is real. Normal price may occur
when demand equals the changes in supply in the long run. But these may not be




samne in the long run. Changes in demand may be more or less than changes in supply.
That is why normal price is never arrived at in the long run. In practice, a long period
normal price is never arrived at. There is usually a change in some of the conditions
underlying the long period equilibriurﬁ before it has had time to come into being. The
price which is existing in the market is always the market price rather than the normal
price.

17.11 PRICE AND OUTPUT DETERMINATION UND"R
PERFECT COMPETITION

We shall now discuss how an equilibrium price is determined in a perfectly competitive

market. In perfect competition, an individual firm cannot influence the prevailing price.
As we have already discussed equilibrium price 18 the price which the firm has no tendency
to change. A firm is said to be in equilibrium when it has no motive 10 change or alter its
scale of operations. The firm neither expands nor contracts its level of output . The firm
ecarns maximum profits in equilibrium where marginal cost coincides with marginal revenue.
This is already explained with the help of a diagram (Fig 17.2). In perfect competition the
MR curve of a firm coincides with the AR curve. At the given price the demand curve is
perfectly elastic. The firm can sell as much as it wishes to sell so that demand curve 15
horizontal to the X-axis.

To recapitulate, two conditions are to be fulfilled to achieve the equi!ibrium position
of a firm. They are :

(i)  Marginal Cost = Marginal Revenue; and
(1)  MC curve must cut the MR curve from below.

The firm will be is equilibrium when price = MC = MR = AR.
Assumptions |

For the purpose of explaining the equilibrium of a firm in short-run and the long-
run under perfect competition the following assumptions are usually made :

(1) indentical cost conditions - MC and AC cost conditions are the same for all the
firms in the industry.

(i)  The efficiency of entrepreneurs is the same for all the firms.

(). Factors of production used by various firms are homogeneous.

17.11.1 EQUILIBRIUM IN THE SHORT - RUN

The short-run is the period when the firm varies its production by changing variable
. factors, where the fixed capital remains unchanged.

Hitherto, we have explainéd equilibrium conditions to be fulfilled by a firm to achieve
the equilibrium conditions. But we cannot understand a firm's absolute profit or loss position.
To understand profit or loss position, we must consider three possibilities.

(a) When a firm earns abnormal profits




(b) When a firm tarns normal profits

(¢)  When a firm incurs losses

shaped curves. The firm is in equilibrium
MR curve from below at R, i.e, MC = MR
. T and the average revenye for price is OP

or M.R. Here the price or AR is greater than the average cost. The firm is earning M R
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Fig. 17.12 Equilibrium of the Firm in thé Short-Run

The firm is earning more than normal profits. The arc CPRT shows abnormal profits.

There are number of firms in the industry earning abnormai profits. In perfect competition,
when firms with identical cost conditio

ns are earning supernormal profits in the industry,
new firms enter the industry so as to compete and draw away the abnormal profits. But in
the short-run, it is not sufficient for new firms to enter the industry. So the existing firms
continue to earn supernormal profits. Though the firms are in equilibrium, the industry will
254 not be in equilibrium as there is a chance for new firms to enter the industry.




per unit.
Total Cost = AC x output

= 0OC, x oM, = DOC‘,FMr
Total Revenue = AR x output '

= OP2 X OMl = ’:’ OstMl'

" Total Loss = Total Revenue - Tota] cost

| [:,OP2 SM, ‘,:JOC'FM'
= Dpzc,Fs o

The firm is incurring losses in the short-run. AJ] the firms with tdentical cost curves
are also Incurring nnimum losses, There is a tendency for the firmg to leave the industry,
Even though, they incur losses, the firmg do not do so because, in the short-run, the industry
Is not in equilibrium and there Isa tendency for firms to quit the industry. In the short run
firms change production by varying the variahle capttal. If the price is more than the average
variable cost, the firm covers the full variable Costs and a part of the fixed costs, so that
they remain in the industry instead of leaving the industry. If losses are greater than the

I

losses,

17.11.2 EQILIBRIUM IN THE LONG-RUN ;
Long-run is a period which ig long enough to change the level of Ottput by altering

In the long-run, to meet the demand situation, the plant size or fixed capital or plant capacity

is changed, but this is not the situation in the short-run. In the long run, the long-run average

cost and marginal cost curves are relevant in determining the equilibrium level of output.

In the short-run, a firm has to be in equilibrium when MC js equal to MR. This holds valid
“even in the long-run period. In the long-run, when MC is equal to MR and the price is 255
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equal to the average cost, the firms in the industry earn normal profits. Encouraged by the
. abnormal profits new firms enter the industry, with the result that production is increased.
Competition for the extra profit compels firms to keep the price down to the average cost.
If the price 18 pelow the average cost, the firm in the industry incurs losses. To avoid heavy
losses some firms leave the industry. This decreases the production and forces the price
to stay at the average cost, SO that the firms remaining in industry make normal profits.

In the long-run, a firm is said to be in equilibrium if two conditions are fulfilled:
() Price (AR) = MC = MR
(i)  Price (AR) = MC = AC

. Hence, in perfect competition in the long-run the firm will be in equilibrium if Price
= AR = MR = AC. ' '

Ini the long-run while LAC is falling, LMC 1s below it; while LAC is rising, the LMC
is above; if LAC 18 neither rising nor falling, the LMC interesects it at its minimum, where
LMC = minimum LAC = MR = Price (P). That is, when a firm is said to be in equilibrium
earning normal profits, the LMC interesects the LAC at its minimum which is equal to
price. Price = Marginal cost = Minimum AC. We can understand this with the help of 2
diagram. '

REVENUE / CcOST

OuUTPUT

Fig 17.13 Equilibrium of Firm and Industry in the long-run

" In the figure 17.13 above, LAC 18 the long-run average cost curve and LMC is the
1ong—run marginal cost curve. If the market price is OP,PL, is the average and m_arginal
revenue curve in the perfect competition. At price OP, the firm is 10 equilibrium at point
R at output OM,. All the firms with identical cost curves €arn abnormal profits, with the.
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result that new firms enter the industry and increase production. The increase in production
presses down the price to OP level and equates it to the average cost at its minimum,
where the firm and industry will be in equilibrium.

If the price is OP,, which is below AC, the firm will be in equilibrium at point T
where MC = OP, which is less than AC. All the firms with identical cost curves will incur
losses. In consequence, to avoid losses, the firm in perfect competition will leave the industry
in the long-run. This reduces the level of output in the market raising the price from OP.
to OP to equal average cost, where the firm will be making normal profits. In such a situation
a firm will not leave or enter the industry. The firm and industry are said to be in equilibrium
tn the long-run,

OPTIMUM FIRM

An entrepreneur produces commodities with the given scale of the plant. As he increases
production, the cost per unit decreases. He continues to increase the level of output till he
gets economies of scale. After a stage, he however stops the production of the commodity,
when the firm reaches its minimum cost of production. The average cost is the lowest at
this point. If he still expands his level of output, diseconomies will set in. The point where
the average cost of the firm is lowest is considered as the optimum level of output for the
firm concerned. This is the optimum size of the firm with minimum average cost.

We can explain this with the help of Figure 17.14

Y LAC
SAC1
SAC2 : SAC
SAC3 SAC
SAC4 SACs -6
*‘g) .
O T
X
0 M
QUTPUT

Fig 17.14 : Optimum Firm

We measure units of output on the OX-axis and cost production of the OY-axis.
LAC is the long-run average cost curve. It indicates average cost of production at different
levels of production in the long-run. SAC,, SAC, etc., are the short-run average cost curves
of different scales of firms. SAC, represents the short-run average cost curve, which produces
OM level of output with the minimum average cost at point T.
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TM is the minimum average cost at this level of output. At the level of output OM,
the cost per unit is the lowest with the plant of SAC, compared to that of the other plants.
Suppose, the entrepreneur increases the size of the plant beyond SAC,, various diseconomies
of scale will result and the average cost of production will increase. Similarly as he decreases
the size of the plant, which is smaller than SAC,, the average cost of production will also-
be high. This is because the scale of the plant is smaller and the producer will not be able
to avail all.the economies of scale. Thus SAC ,1s the position where the firm wiil be functioning
at the optimum. OM is the optimum level of output with the least-cost output of the firm.
The firm which produces the optimum level of output with the optimum plant is known as
an optimum firm.

Check Your Progress - 3

What 1s the optimum size of a firm?

17.12 PRICE DETERMINATION UNDER SIMPLE MONOPOLY

We study here the determination of price, output and profit under monopoly. The determination
of price is based on the following assumptions:

1) Simple monopoly

1) Very low cross-elasticity of demand with other goods
i)  Rational monopolist |

v)  Aim of maximum profits

v)  Full competition in terms of demand

Vi No price discrimination

vil)  Uncontrolled power of monopolist

Price and Output under Monopoly

Given these assumptions, the forces of demand and supply determine the price, output
and profit under monopoly. The supply of the product is completely governed by the monopolist.
The price is fixed by monopolist to yield him the maximum profit. But both the price and
the level of output cannot simultaneously be controlied him. He can either decide the level
of output, and leave the price of the output to be determined by consumer’s demand or he
can fix the price and leave the level of output to be decided by the demand for the product
at that price. Thus the conditions of demand decide the price fixation and the level of output
to be produced by the monopolist.

Under monopoly conditions, the demand curve or average revenue or sales curve
slopes downward to the right. The average revenue curve will indicate that the monopolist
can sell more only by reducing 1is price. The AR curve has its corresponding MR curve,
which lies below it. If the AR curve is a negatively sloping straight line, the MR curve will

258 also be a straight line sloping negatively.




‘The monopolist influences price or output depending on the elasticity of demand for
his product. If the elasticity of demand is high for his product, he reduces the price and

sells a greater quantity earning maximum profits. If the elasticity of demand for his product _

is inelastic, he raises the price and by selling less still gains the maximum profits.

The monopolist can produce the most profitable output against the demand for his

product. This will depend on the conditions of supply. The cost of production may rise, fall

or remain constant.

If the cost of production rises, every increase in output will lead to an increase in
cost per unit, and the monopolist can produce less and fix a higher price. If the cost of
production decreases, every increase in output will lead to a decrease in cost per unit, and
he will be abl- to fix a lower price. If the cost of production remains constant, there will
be no change in cost per unit with-every increase in output, but the price will be fixed
according to the demand for the product. Whatever the cost of production may be, the
monopolist continues to produce the commodities as long as the total revenue is greater
than the total costs. In other words, he continues to produce so long as additional units
add more to revenue than to cost. That is likely to happen irrespective of whether the
marginal cost curve cuts the MR curve while it is falling, rising or perpendicular to the
MR curve under monopoly conditions. In perfect competition however, the firm will be in
equilibrium when the MC curve cuts the MR curve from below.

We shall now discuss the price-output equilibrium of the monopolist.

Price and Output Equilibrium under Monopoly

The sole aim of the monopolist is to maximise profits. He goes on producing goods
til MR equels MC, where the firm will be in equilibrium. At this level of price-output., the
profits are maximum. The following figure reveals the price-output equilibrium of the monopolist.
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Fig. 17.15 : Price and Output Equilibrium Under Monopely

AR is the average revenue curve and MR is the marginal revenue curve. AC is
the average cost, and MC is the marginal cost. The monopolist continues his production
upto OM level where MR equals MC at point E. Thus the firm is in equilibrium at E. As
the production is increased beyond the OM level when profits are maximised, the marginal
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revenue is less the marginal cost. The firm will not be in equilibrium as it will earn less
than maximum profits.

If we look at the average revenue curve or demand curve AR, we find that the
OM output is sold in the market at-price OP. In figure 17.15 the price or demand or average
revenue is MI (=OP) corresponding to the equilibrium output. Urider the cost-revenue situation,
where MC=MR at point E in Figure 17.15, the firm will be in equilibrium at output OM.
The monopolist fixes a price equal to MG (=OP). MF or OP is the average revenue and
MG or OS is the average cost at the equilibrium output OM. PS or EF is the profit per
unit.

Now the total Revenue = AR x output sold
' = 0P xOM = [__] OPFM
Total cost = AC x output produced
=0SxOM= [___] OSGM
Therefore profits = TR-TC

=[_JOPFM - [_JosGM
= [: SPFG the shaded area

or

= Profits per unit x total output sold

= P§ x OM
= PS x SG = [___|SPFG

The monopolist earns total profit equal to the shaded area rectangle SPFG, when
the firm is in equilibrium at E in Figure 17.14. Thus the equilibrium price-output and profits
are determined under monopoly. Under monopoly conditions, when there is no competition,
the total revenue earned by the monopolist is greater than the total costs. Normal profits
for the services of entrepreneurial capacities are included in the total costs. When TR
exceeds TC, the monopolist earns more than normal profits and the extent of the excess
profits earned by the monopolist my be called the degree of exploitation. We need to
study the causes for this exploitationand consider who (among the four factors of production
employed in the process of production) gets exploited in this situation.

The exploitanon may arise from the price which is fixed at a higher level than the
cost incurred per unit or AC in which normal profits are included. It may be difficult to
say exactly who is exploited unless the services rendered by different factors of production
are calculated at the prevailing prices for them. Or the monopolist may have exploited the
customers by extracting more money from the pockets than he should have. In imperfect
competition, the exploitation is bound to occur in some form or the other. Exploitation is
inherent in imperfect competition. Exploitation is inherent in perfect competition also as it
was pointed out by Marx, but normal profits are treated in economic literature as just profits,
which under monopoly or imperfect competition, are treated as the firm's abnormal profits.

Monopolist's profits

Check Your Progress - 4

When does a monoplofist reach equilibrium?




17.13 PRICE AND OUTPUT UNDER DISCRIMINATING
MONOPOLY

We have dealt with the distribution of output in two different markets. To maximise
profit, the monopolist charges defferent prices in different markets. Price discrimination,
the monopolist's method of maximasation of profits, is explained above ignoring the costs
. of production. Here, we shall explain price discrimination and profit maximisation taking
into account the costs of production. The aim of a monopolist 1s to maximise his total profits.
For this, he has to consider costs of production and revenues. We assume as we have
done earlier-that there are two markets. The monopolist earns maximum profits win marginal
revenues in the two markets are equal. And at the same time the marginal revenues are
also equal to the marginal costs of the monopolist's total production.

This can be explained with the help of the figure below.
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Fig. 17. 16 : Determination of Price and Output under Discriminating Monopoly

Suppose, in Fig. 17.16 there are two markets, I and 1T and AR, and AR, respectively are
the average revenue curves for them. MR and MR, are the corresponding marginal revenue-
curves respectively. These two markets have different elasticities of demand at each price.
Now the monopolist must determine his total output regardless of how it is distributed. For
this the monopolist follows the profit maximisation rule where MC = MR. We have shown
in Figure-17.16 (c¢) that total (combined) Marginal revenue MR and the marginal cost curve
MC for the total output is the horizontal addition of the two separate marginal revenues
MR, and MR, of the individual markets. Now the monopolist will be in equilibrium at point
E where MC = MR. OQ is the equilibrium level of output. The monopolist faces the problem
of distributing the output between the two markets I and II. For this reason, he has to
follow the rule MR, = MR, = IMR. Following this rule, OQ, output should be sold in
market I and OQ, in market II. As the monopolist distributes his total output between the
two markets, the_marginal revenue MR in market I is equal to the marginal revenue M,
in market II. E and E, are equilibrium points of market I and Il respectively. The price in
market 1 is P, and the price in market II is P,. The monopolist earns total maximum profits
which are equal to the shaded area DREM shown in Figure - 17.-16
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- 17.14 COMPARISON BETWEEN PERFECT COMPETITION

AND MONOPOLY

When perfect competition is compared with monopoly, it may be considered superior
to the latter because of some merits that it has, Perfect competition and monopoly have
some apparent similarities. The aim of both the markets is to maximise profit. Firms in
both the markets reach equilibrium situation when MR=MC. But there are also fundamental

dissimilarities between these two. They are:

1) In perfect competition, there are number of buyers and seilers. There is distinction between
a firm and an industry. There is free competition among the producers. The forces of de;nand
and supply determine the price for the entire industry. All firms sell their product at the
ruling price. No firm can change the price by individual actions. Every firm adjusts its output
to that price. There is only one price for the same product throughout the market. On the
other hand, the firm and industry are one and the same under monopoly. The producer is
a price-setter. There is only a single firm and there is no competition.

1) In perfect competition, the AR curve or demand curve of a firm 1s a horizontal straight
line parallel to the X-axis. It is perfectly elastic. The marginal revenue curve coincides
with it. Under monopoly, the AR curve of a firm slopes downward to the right and the
MR curve lies below it. '

1) Under perfect competition and monopoly, the firms reach the equilibrium stage under
the same conditions, i.e MC=MR. But there is a difference between price and marginal
cost relationship. Under perfect competition when a firm is in equilibrium MC=MR and
MR=AR because MR coincides with AR. Then the marginal cost is equal to MR and-AR
as they are horizontal straight lines parallel to the X-axis. Under monopoly, AR slopes downward
to the right, and MR also slopes down and lies below it, That is why, the MR does not
coincide with AR. When a firm is in equilibrium MC=MR. but MC is not equal to price
AR, but MC=MR<Price = (AR).

tv) Under perfect competition the firm is in the equilibrium position when the marginal
cost curve cuts the MR curve, the horizontal straight line is parallel to the X-axis from
below, and MC curve rises upwards from left to right. On the other hand, under monopoly,
the firm is in equilibrium, when the MC curve cuts the MR curve from be}ow'not. only
when the MC curve rises, or falls but when it is constant because of MR sloping downward

to the right.

v) In perfect competition, the firm in the long-run will earn only normal profits, but in the
short-run it will earn more than normal profits, On the contrary, under monopoly, as there
is only one firm in the industry even if the firm incurs losses in the short-run, it will earn
abnormal profits in the long-run as there is no chance for new firms to enter the industry. -

vi) Some other important differences between perfect competition and monopoly are explained
with the help of figure given below:
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Fig. 17.17 Output Difference between Perfect Competition and Monopoly

EM = Monopoly Equilibrium (MR = MC)
EC = Equilibrium in Perfect Competition (MR = AR = MC)

If we look at figure 17.17 we notice that under perfect competition the firm reaches
equilibrium at EC when MR coincides with AR at the point where MC=MR=AR. The
quantity produced is OQc and the price is OPc. Under monopoty, the firm reaches equilibrium
at Em where MC=MR<AR. The quantity produced in OQm and the prices is OPm. Let
us compare output and price under both markets. Take monopoly output. It is OQm which
is less than the output produced under perfect competition OQc and the price charged
under monopoly is PM which is more than the price charged under perfect competition
Pc. This shows that under perfect competition, more goods are available at a lower price,
whereas under monopoly, fewer goods are available at higher price. Consumers thus forgo
surplus under monopoly. That is why, in recent times there has been a growing demand
that public utilities which are under the control of public authorities like Provincial Governments
should adopt marginal cost pricing which will be beneficial to the consumer.

17.15 SUMMING UP

This unit has introduced the concept of firm and explained two approaches through
which a firm attains equilibrium. A firm is an individual organising unit of control of business
activity. It has a basic objective of maximising profits. Equilibrium of the firm is discussed
from two view points. Maximising the difference between total revenue and total cost is
the first approach. Equalisation of marginal cost with marginal revenue is the other approach.
This view point needs two conditions to be fulfilled 1.e., MC=MR and the MC curve must
cut the MR curve from the below at which profits are maximised.

price is achieved if the demand and supply are equal. Changes in demand and supply bring
about changes in the equilibrium price level and the equilibrium quantity. The importance 263

-

In the market, quantity demanded and quantity supplied determine the price. Equilibrium i
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of time element in price theory is explained by prof. Marshal. In the market period, demand
affects the price. In the short-run the forces of demand and also of supply determine the
price. But supply depends on variable inputs only. Fixed capital cannot be changed in the
short period. In the long run, there will not be any tixed capital as fixed factors can also
be changed. Therefore in the long period, supply and demand forces determine the price,
where supply becomes an active variable.

In perfect competition, a firm will be in equilibrium when it gets abnormal profits or
normal prefects or even losses in the short period. But in the long-run, a firm will always
get normal profits. The reason is that, when an industry gets abnormal profits, other firms
enter into the industry. In the same way if the industry gets losses, a few firms leave the
industry. This process leads to normal profits in the industry in the long-run. Thus, in long-
run firms will be in equilibrium when they get normal profits. A monopolist goes on producing
goods till the Marginal Revenue equals the Marginal cost. The firm will be in equilibrium
at that level of output where it gets maximum profits. The monopolist bifurcates the market
on the basis of elasticity of demand and sell the commodity at different prices. This enbles
him to earn more profits.

17.16 CHECK YOUR PROGRESS : MODEL ANSWERS

1. The two conditions necessary for a firm to attain equilibrium are:

(iy MC=MR

()  The MC curve must cut the MR curve from below the point at which profits
are miaximised.

2. Market perjod is a very short period in which the production is neither decreased
nor increased. In other words, the supply of the product remains fixed. Here, the
nature of commodity plays its role in the determination of price

3. The optimum size is the lzvel of output at which the average cost of production is
the lowest. If the production is increased beyond this level, diseconomies will get in.

4. The aims of the monoplolist 15 to maximise profits. He goes on increasing his production
till marginal revenue equals marginal cost. At this point the firm will be in equilibrium
and the firm will get maximum profits.

17.17 MODEL EXAMINATION -QUESTIONS

L Answer the following questions is about 30 lines each.

1. Whatis the equilibrium of a firm? Explain the equilibrium of a firm form the pomt of
view of total cost and total revenue.

2. Explain diagrammatically the equilibrium of a firm from the point of view of marginal

cost and marginal revenue.
3. What is equilibrium price? How is it determined at different demand and supply conditions?
4. Expélin the price determination in market period and short period.
5. Expalin the determination of the long-run normal pri_ce under various cost conditions,

6. Distinguish between normal price from market price.




7. Expalin the equilibrium of a firm and industry in the short-run under perfect competition.

A 8. Explain the determination of equilibrium price under perfect competition in the long-
H run.
9. How are price and output determined under monopoly? Illustrate diagrammatically.

10, Expalin diagrafnmatically the determination of price and output under discriminating
monopaoly.

11.  Distinguish between perfect competition ad monopoly.

IL. Ansver the following questions is about 15 lines each.

l. What do you mean by the concept of 'firm'?
Distinguish between firm and industry?

What are the conditions for a firm to be in equilibrium ¥

AW

Expalin the importance of time element in price theory.

wh

What is market period? Expalin the price determination in the market period.
What is normal price? How is it determined in the short period?
What is equilibrium price?

Explain bricﬂy the concept of optimum firm with the help of a diagram.

© o u o

Wha: is optimum price?

'10.  Explain the price determination under simple monopoly.

17.18 RECOMMENDED BOOKS

i. M.L. Seth : Principles of Economics

2. M.L. Jhingan { Micro-Economic Theory

3. Stonier and Hague : A Text B'ook of Economic Theory
4. V.G. Mankar : Business Economics

3. D.M Mithani : Principles of Economics

6.  H.S Agarwal D Micro Economics

17.19 GLOSSARY

Equilibrium : A state in which forces making for change in
opposing directions are perfectly balanced.

Equilibrium Price : The price at which a market is in equilibrium

Equilibrium Quantity : The quantity of a good which bought and sold
' when a market is in equilibrium.
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Firm

Normal Profit

Optimum Firm

Price Discrimination

Short-Run

Short Run Cost Curves

A busmess formed for the purpose of carrying
down some kind of economic activity.

" The amount of profit requlred to keep an

entrepreneur in a particular line of producnon
A firm which has reached its most efficient size.

The practice of charging different prices to
different customers for the same commodity.

A time period within which a firm is not able
to vary all its factors of production

Curves showing the functional relationship
between short - run total costs, average costs,
marginal costs and output.
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18.0 AIMS AND OBJECTIVES

The aim of this unit is to explain the objectives of pricing, different pricing policies
and methods, and price discrimination adopted by various firms.

After studying this unit, you should be in a position to :
explain the meaning of price and pricing;

list out the objectives of pricing;

identify the features of different pricing methods ;
d@scrjbe various pricing strategies ;

explain new product pricing 3 and

analyse the concept of price discrimination.

18.1 INTRODUCTION

Pricing decision is a major factor in determining a firm’s long-term success or failure.
Economic theory explains the determination of price by the forces pf supply and demand
which, in turn, are influenced by some other factors. It may, therefore, be said that the
interaction of supply and demand depends upon several factors. How prices are determined
under different market situations-namely, Perfect Competition, Monopoly, Oligopoly-has
been explained in the previous unit. This explains the objectives of product pricing, the
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policies of product pricing and various methods determining the basic price, and also the
concept of price discrimination. The unit also reviews the various practices that help management
n taking proper pricing decisions. .

18.2 MEANING OF PRICE AND PRICING

The economists’ focus on price for two reasons. Firstly, price is readily measurable,
and provides an objective, quantifiable means for comparing competing products. Secondly,
the price of its product is something over which the firm has direct control; the firm can
quickly and easily change price, whereas to change other aspects of the product requires
considerable time and effort.

In economic sense, the utility of a commodity expressed in terms of money is price.
Hence, price is the amount of money demanded by a seller in exchange for giving a product
or service to a buyer. However, pricing is a continuous process with multi-task orientation.
The first task of pricing is to determine the basic price of he product, the second task is
to plan and provide for discount structure, and the third and final task is to offer the product
on a product-line. It is very important that the prices of products shall coincide with the
objectives of the firm and ensure’easy implementation and better control for the management
of the firm.

Check Your _Progress-l

Explain the terms ‘price’ and ‘pricing’.

18.3 OBJECTIVES OF PRICING

The price level set by a firm for its product is not simply a technical matter, but will
be influenced by the firm’s environment, both external and internal. The external environment
of the firm includes market structure, potential new entry, and likely government intervention.
The internal environment of the firm includes the objectives of the firm. The objectives of
the firm are : '

1) To get a target rate of return.

1) To achieve the expected rate of growth in sales.

i) To sustain and increase the market share.

iv)  To stabilise pn’r:r::; and margins.

v)  To help early recovery of cash

vi)  To continue the existing favourable climate for the firm.

The pricing policy of a firm should be such that profits are maximised for the entire
product line. Pricing should take care of the long-run welfare of the firm and at the same




-

time, should discourage the competition in the market to the extent possible. Prices should
be flexible and adoptive to the needs of different competitive situations. Prices shall also
take care of cyclical variations. The price of the product is influenced by, and in turn influences,
all aspects of the product and the firm. Thus, pricing may be studied from many different
perspectives mainly its role and function.

18.4 DETERMINANTS OF PRICE

The setting of prices involves three major areas of information-costs, competition
and consumer demand. The first of these is derived from internal sources v aereas the
second and third involve the external environment. External information will cover such
matters as the extent of the market or markets, the nature of competition within these
markets and the influence of the Government. Each of these matters involves a wide range
of subsidiary questions. Internally there will be questions of costs, volume of production,
size of stocks and required profit. The following are the important factors that determine
the price of a commodity.

a) the demand for the commodity

b)  its cost of production

¢)  objectives of its producers

d) nature of the competition in its market, and

€)  government policy pertaining to the product and the industry

Check Your Progress-2

List out the objectives of pricing.

18.5 PRICING POLICIES AND METHODS

It is now imperative to discuss the various pricing methods generally adopted by the
firms. These methods are :

a) COST-PLUS PRICING

This method is also known as full-cost pricing. It means the level of price, which
covers total cost plus a predetermined mark-up. Mark-up means the contribution margin
to cover fixed costs and profits. This method is quite popular with businessmen, as it is-

(1)  simple to compute and is believed to assure profitable business;

(1)  considered by some as a scientific approach to pricing as it eliminates subjectivity;
and
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(i) considered a satisfactory method of taking care of business uncertainties and
ignorance, '

Cost-plus pricing may be classified into two categories based on the nature of mark-
up viz., rigid cost-plus, and flexible cost-plus. In rigid cost-plus pricing, the price is determined
by adding a fixed percentage to cost. The mark-up is added to variable (direct) cost, where
mark-up is large enough to cover up overhead (fixed) costs and profits. In the flexible
cost-plus pricing different mark-ups are used on the categories of fixed and variable costs
rather than a rigidly fixed mark-up over total cost. The mark-up on different cost clements
takes account of the competition and demand in the input market and is, therefore, scientific
and more reliable. In fiexible mark-up, different firms in the industry allow different mark-
up for each category of cost; depending on the importance of that category of cost in the
total cost and the technology used by the firm. '

b) MARGINAL COST PRICING

The marginal cost pricing implies that the price of the product is based on the incremental
cost of production. Unlike the full-cost pricing, which is based on average cost, the incremental
cost pricing is based on variable cost only. Thus, the difference between the two prices
would be fixed cost. The full-cost pricing is a long period phenomenon whereas the incremental
cost pricing 1s a short period phenomenon. Marginal cost pricing is quite useful for pricing
over the life cycle of the product. Marginal cost pricing allows a firm to develop a far
more aggressive pricing policy than does the cost-plus. It will be useful for multi-product,
multi-process and multi-market firms.

c) TRANSFER PRICING

Vertical integration is common in modern economic systems. A firm is said to be
vertically integrated when it operates at more than one stage of the production process.

" Transfer pricing refers to the determination of the price of the intermediate products sold

by one semi-autonomous division of the same firm. It is essential in determining the optimal
output of each division and of the firm as a whole, and in evaluating divisional performance
and determining divisional rewards. However, profit maximisation for the combined firm
requires that those intermediate products be correctly priced. The correct transfer price
for an intermediate product will be as follows :

i) If there is a perfectly competitive external market for an intermediate good,
market forces will cause the price of the good to approach marginal cost, and
no managerial pricing decision will be necessary.

i)  In the absence of an external market, profit maximisation requires that the
price of each intermediate good is set equal to its marginal cost.

d) TARGET PRICING

This technique aims to provide a target rat¢ of return on total costs at a specified
volume. First, estimate percentage of capacity at which the plant is expected to operate in
the period under consideration. Calculate the costs of producing this output, and specify
the target rate of return. Then mark-up total costs by the target rate of return. The result
equals target revenue. Finally, divide the target revenue by planned output. The resultant
figure is the price. A special case of target pricing 15 break-even pricing, where the target
rate of return is zero. Given the objective of breaking-even within the time under consideration,
management may calculate the prices required to break-even at different levels of output.




The pricing decision then becomes a matter of judgement: “Can we achieve break-even
sales quantity at this price?”

€) LOSS LEADER PRICING

Loss leader pricing is also called traffic builder pricing. A firm to build the traffic
for the firm adopts such a pricing. A loss leader is a commodity sold at a price that represents
a lower than normal mark-up; indeed, loss leaders are often sold below cost. The intention
is that the bargain(s) of the loss leader(s) will attract customers, who will then buy other
commodities from the seller. The profits earned from these other sales more than make
up for the losses sustained on the loss leader(s). Supermarkets often adopt t*is strategy,
offering temporary discounts on certain items, or a more permanent strategy of low price
for certain high volume goods, e.g. oil tins. To the extent that loss leaders impose costs on
the seller, the strategy may be seen as a type of sales promotion.

f) PRODUCT BUNDLING

Bundling is the practice of selling two or more products together for a single price.
When the products are only available as a package, the pricing strategy is referred to as
pure bundling. If at least some products can also be purchased separately, then the firm is
using mixed bundling. Bundling allows firms to increase their profits by extracting additional
consumer surplus. Hotels and restaurants adopt bundling for a meal offered by them. Similarly,
motor cars are offered with stereo, air-conditioning, power windcws, along with the basic
car model. .

2. PEAK LOAD PRICING

Peak-load pricing can reduce costs and increase profits. The practice is appropriate
when three conditions are met. Firstly, the same facilities must be used to provide product
or service at different times. Secondly, the product or service must not be storable. Thirdly,
demand characteristics of consumers must vary from pertod to period. With peak-load pricing,
peak-period consumers will pay most of the capacity costs, while off-peak users will be
charged a price based on variable costs. Peak load pricing is effectively used by telecommumication
industry.

h) PRODUCT-LINE PRICING

‘Modern firms produce more than a single product. As a result, its pricing policy shall
aim at maximising profit on the entire line rather than on an individual product. Price for
each item will then be set with consideration for the prices of the other items within the
product line. Such considerations arise when items within a product line :

1) are substitutes or complements;
1) share common costs ; and
) face different degrees of competition.

Most of the fast moving consumer good (FMCG) firms adopt product-line pricing, e.g.,
different brands of detergent powders/cosmetic soaps from the same firm are offered to
customers at different prices.
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.price of its product is something over which the firm has direct control; the firm can quickly

and easily change price, whereas to change other aspects of the product requires considerable
time and effort. However, pricing is continuous process with multi-task orientation. The
first task of pricing 1s to determine the basic price of the product, the second task 1s to
plan and provide for discount structure, and the third and final task is to offer the product
on a product-line.

The price level set by a firm for its product is not simply a technical matter, but will
be influenced by the firm’s environment, both external and internal. The external environment
of the firm includes market structure, potential new entry, and likely government intervention.
The internal environment of the firm includes the objectives of the firm. The setting of
prices involves there major areas of information-costs, competition and consumer demand.
The first of these is derived from internal sources whereas the second and third involve
the external environment.

The pricing policy of a firm should be such that profits are maximised for the entire
product line. Pricing should take care of the long-run welfare of the firm and at the same
time, should discourage the competition in the market to the extent possibie. Prices should
be flexible and adoptive to the needs of different competitive situations. Various pricing
methods generally adopted by firms are-

Full-cost pricing means the level of price which covers total costs plus a predetermined
mark-up. The marginal cost pricing implies that the price of the product is based on the
incremental cost of production. Transfer pricing refers to the determination of the price
of the intermediate products sold by one semi-autonomous division of the same firm. Target
pricing aims to provide a target rate of return on total costs at a specified volume. Loss
leader pricing is also called traffic builder pricing. A firm to build the traffic for the firm
adopts such a pricing. Bundling is the practice of selling two or more products together
for a single price. In peak-load pricing, peak-period consumers will pay most of the capacity
costs, while off-peak users will be charged a price based on variable costs. Modemn firms
produce more than a single product; as a result its pricing policy shall aim at maximising
profit on the entire line rather than on an individual product. Price for each item will then
be set with consideration for the prices of the other items within the product line.

Price is likely to be most important at the early stages of introduction in cases where
the product has no more than a small degree of novelty. If there are no close substitutes,
price may well be a secondary factor at the early stages of introduction 1o the market.
The product pioneer, as Joel Dean pointed out, has a choice between two basic strategies.
The first is Skimming pricing-initially charging a high price to attract quality sensitive customers.
The second is Penetration pricing-initially charging a low price to atiract the price sensitive
customers to have a taste of the commodity.

Price discrimination is charging different prices for the same product in different
markets, or market segments. Different buyers may be charged different prices or the
same buyer may be charged different prices for the same commodity on the basis of income,
nature, age and sex, use, etc.

18.9 CHECK YOUR PROGRESS : MODEL ANSWERS

1. Price is the utility of a commodity expressed in terms of money. It 1s the amount of
money demanded by a seller in exchange for a product. Pricing is nothing but determiring
the price of the product. It also includes planning and providing for discount.

N




the important objectives of pricing are :

(i)  to maximise the profits for the entire product line ;

(i1}  to discourage the competition to the extent possible ; and
(1)  to take of cyclical variations.

Bundling is the practice of selling two or more products together for a single price.
When the products are only available as a package, the pricing strategy is referred
to as pure bundling. If at least some products can also be purchased separately, then
the firm is using mixed bundling. :

Firms adopt penetration pricing policy to attract price sensitive customers to have a
taste of the product. The motive of the firm is to establish market share first and
then gradually move to more profitable price.

18.10 MODEL EXAMINATION QUESTIONS

I
1.
2.

I1

A

Answer the following guestions in about 30 lines each.
What is price discrimination 7 What are the conditions and types of price discrimination?
What is pricing ? Explain the pricing of new products.

What are the different pricing methods usually adopted by the firms ?

- Answer the folowing questions in about 15 lines each.

What is pricing 7 What are its objectives ?

Whét is transfer pricing ?

What do you mcén by skimming price ?

What are the cqnditions for penetration pricing policy ?
Distinguish_‘bétwéen cost-plus pricing and marginal cost pricing.

List out the déterminants of price.

18.11 RECOMMENDED BOOKS
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3. PL. Mehta : Managerial Economics
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4. Dr. Atmanand . : Managerial Economics
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19.0 AIMS AND OBJECTIVES

This unit aims at discussing various concepts and measurement of national income.

After studying the unit, you should be able to :

define the concept of national income ;

explain the circular flow of income in’#h economy ;

explain the different concepts pertaining the natioﬁal mcome ;
describe the methods of measuring the national‘_iné.orl;e -

identify the problems in the measurement of national income ; and

trace the relationship between national income and economic welfare.
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19.1 INTRODUCTION

It is a common practice to classify some countries as rich and others as poor. Similarly,
some countries are classified as fast growing while others are classified as slow growing
countries. In order to make such statements, it is necessary to understand the level of aggregate
economic activity. But an economy is very complex involving the production of a vaniety
of goods and service. In order to understand the behaviour of such an economy, we need
some indicators or measures of performance. The national income is an important yardstick
of the performance of the whole economy.

The national income is commonly understood to be the total income of a nation like
the income of an individual. However, the concept is not so simple because all the income
of an individual cannot be considered national income. Similarly, some part of the national
income will not accrue to individuals. Hence, the concept of national income deserves special
attention. Further, there are many concepts which are closely related to national income.
A knowledge of these concepts is essential for understanding the effects of various policies
on the aggregate economic activity.

19.2 DEFINITION OF NATIONAL INCOME

Let us now, study some of the important definitions of national income. Simon Kuznets,
a modern economist, has defined National Income as “the net output of commodities and
services flowing during the year from the country’s productive system in the hands of ultimate
consumers”. The United Nations, in one of its reports, has defined the national income on
the basis of the systems of estimating national income as “the net national product, as addition
to the shares of different factors and as net national expenditure ina year's time". According
to the committee on Distribution of Income and Levels of Living (Government of India)
an estimate of national income 18 a measure of the total output of commodities and services
during a given period, reckoned without duplication.

From the above definitions, it is clear that national income is the money value of the
armual flow of final goods and services in the national economy. Some aspects of this definition
deserve to be examined. First, it should be noted that it is a concept relating to value. Since
a varicty of goods and services which are heterogeneous in nature are produced in an
economy, their physical quantities cannot be aggregated. Hence, the measuring rod of money
should be used for aggregating these diverse outputs. Secondly, the national income is a
flow concept. It represents production during a given period. It is common to take the year
as the unit of time in measuring the national income Thus the national income 1s the money
value of the goods and services produced in a particular year. Finally, the national income
represents the value of final goods and services produced during the year. The word,
‘final’, should be kept in mind. While estimating the national income, all the goods and services
produced during the year should not be coni'dered. Only the final goods and services can
be considered. *

There are some goods which are used in the production of some other goods. These
are called intermediate goods. For instance, wheat used in the production of bread 1s an
intermediate good whereas bread is a final good. In other words, final goods are not used
in further production. It may be noted that it is difficult to classify each good as intermediate
or final because some part may be used as intermediate good and some other as final good.
For instance, wheat when used in the manufacture of bread is an intermediate good while
thé same good when consumed is a final good. The value of bread includes the value of




some control over price. Secondly it must be possible to group different markets in terms
of the price elasticity of demand in each. And thirdly, the firm’s markets must be separable;
meaning those products cannot be purchased in one market and then resold in another.

A.C. Pigou, a renowned economist identified the following types of price discrimination::

1. First degree discrimination : It involves charging the maximum price possible for
each unit of output. It is the most extreme form of price discrimination and the most profitable
pricing scheme for the firm Because, buyers are charged the maximum price for each unit
of output. However, it is not common, as it requires the seller to have complete knowledge
of the market and interests of consumers. This type of price discrimination is not in practice
in the present day market scenario.

2. Second degree discrimination : It is an imperfect form of first degree discrimination.
Instead of setting different prices for each unit, it involves pricing based on the quantities
of output purchased by individual consumers. It is often used by electricity department,
high price for heavy consumer and vice-versa. Similarly, to encourage high consumption
of soft drinks, soft drink manufacturers charge more for small quantities and less for larger
quantities.

3. Third degree discrimination : It is most common and widely used price discrimination.
It usually requires setting a higher price in markets with less elastic demand. Markets may
be segmented on the basis of :

() Income : A doctor may charge different fee to different patients according
to the variations in their income

(i) Nature : Off-season pricing for refrigerators, air/water coolers, fans, etc.

(i) Age and Sex Céncessiona] Railway tickets to Senior citizens and school/college
going girls.

(ivy Time : Parks and Zoos charge less on working days and more on holidays.

(v) User : Andhra Pradesh Road Transport Corporation charges differently

for different bus services (high-tech, deluxe, semi-luxury, super-
express, ordinary).

Check Your Progress - 4

What is the main objective of penetration pricing policy ?

..............................................................................................................................................

..............................................................................................................................................

18.8 SUMMING UP

" Pricing decision is a major factor in determining a firm’s long term success or failure.
The economists focus on price for two reasons. Firstly price is readily measurable, and
provides an objective, quantifiable means for comparing competing products. Secondly, the
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price of its product is something over which the firm has direct control; the firm can quickly
and easily change price, whereas to change other aspects of the product requires considerable
time and effort. However, pricing is continuous process with multi-task orientation. The
first task of pricing is to determine the basic price of the product, the second task is to
plan and provide for discount structure, and the third and final task is to offer the product
on a product-line.

The price level set by a firm for its product is not simply a technical matter, but will
be influenced by the firm’s environment, both external and internal. The external environment
of the firm includes market structure, potential new entry, and likely government intervention.
The internal environment of the firm includes the objectives of the firm. The setting of
prices involves there major areas of information-costs, competition and consumer demand.
The first of these is derived from internal sources whereas the second and third involve
the external environment.

The pricing policy of a firm should be such that profits are maximised for the entire
product line. Pricing should take care of the long-run welfare of the firm and at the same
time, should discourage the competition in the market to the extent possible. Prices should

‘be flexible and adoptive to the needs of different competitive situations. Various pricing

methods generally adopted by firms are-

Full-cost pricing means the level of price which covers total costs plus a predetermined
mark-up. The marginal cost pricing implies that the price of the product is based on the
incremental cost of production. Transfer pricing refers to the determination of the price
of the intermediate products sold by one semi-autonomous division of the same firm. Target
pricing aims to provide a target rate of return on total costs at a specified volume. Loss
leader pricing is also called traffic builder pricing. A firm to build the traffic for the firm
adopts such a pricing. Bundling 1s the practice of selling two or more products together
for a single price. In peak-load pricing, peak-period consumers will pay most of the capacity
costs, while off-peak users will be charged a price based on variable costs. Modern firms
produce more than a single product; as a result its pricing policy shall aim at maximising
profit on the entire line rather than on an individual product. Price for each item will then
be set with consideration for the prices of the other items within the product line.

Price is likely to be most important at the early stages of introduction in cases where
the product has no more than a small degree of novelty. If there are no close substitutes,
price may well be a secondary factor at the early stages of introduction to the market.
The product pioneer, as Joel Dean pointed out, has a choice between two basic strategies.
The first is Skimming pricing-initially charging a high price to attract quality sensitive customers.
The second is Penetration pricing-initially charging a low price to attract the price sensitive
customers to have a taste of the commodity.

Price discrimination is charging different prices for the same product in different
markets, or market segments. Different buyers may be charged different prices or the
same buyer may be charged different prices for the same commodity on the basis of income,
nature, age and sex, use, etc.

18.9 CHECK YOUR PROGRESS : MODEL ANSWERS

1. Price is the utility of a commodity expressed in terms of money. It is the amount of
money demanded by a seller in exchange for a product. Pricing i1s nothing but determining
- the price of the product. It also includes planning and providing for discount.

S




wheat, sugar, etc., used in the process of production. Hence, if the value of bread as well

as the value of wheat are added, it leads to double counting. To avoid double counting
only the value of the final goods and services should be aggregated.

Check Your Progress-1

Define the concept of “National Income™.

19.3 CIRCULAR FLOW OF INCOME

Any modern economy Wwill consist of a vast network of interlocking relationships.
One of the important aspects of these relationships involves the relations among total production,
incqine and spending. These relationships in a simplified form reveal the circular flow of
income.

To understand the concept, let us consider 2 simple hypothetical economy in which
there are two sectors-the business sector and the household sector. The business sector
employs the factors of production and produces goods for sale, The household sector, which
is assumed to own the factors of production, supplies factors services and consumes the
output produced by the Husiness sector. Hence, the economic agents in the household sector
are called ‘consumers’ whereas those in the business sector are called ‘producers’. Two
types of transactions take place between these two sectors. First, the household sector
provides factor services to the business sector and in return receives goods and services
from the business sector. These flows are in reat terms and one flow exactly balances the
other. They take place in terms’ of income and expenditure. The household sector receives
income for the factor services rendered to the business sector and gives it back to the
business sector by way of compeﬁsation expenditure. These flows are shown in Fig. 19.1:
It can be noticed that money flows are in reverse direction to real flows. This 1s s0 because
when the business sector is supplymng goods and services to the household sector, it in return
receives money from the household sector.

.Consumption -
Expenditure

Eoods & Services .

Houschold ' ‘ Business
Sector Sector

Eactor Services

Payment of
_ Factor Income

Fig. 19.1 : Circular Flow of Income
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The analysis given above represents a very simplified case and hence it is only hypothetical.
The real world situation is more complex than it is for the following reasons. Firstly, it is
assumed that the economy has no economic relations with the outside area. Such an economy
is called a closed economy. In reality all the economies are more or less open. Secondly,
1t is assumed that there are no Government operations such as government expenditure
and taxes. Thirdly, it is assumed that production occurs only in the business sector, But
Government may also participate in the production activity. Fourthly, consumers are assumed
to spend their entire income in the form of consumption expenditures. It means that there
is no household saving. Finally, it is assumed that the producers will sell all they produce
and there is no inventory accumulation in the business sector. Given these assumptions,
production equals sales and income equals expenditure. Hence the circle is complete and
it will have a tendency to continue as long as’it is not disturbed by external factors. Even

"if we drop some of these assumptions, the basic mechanism of the circular flow remains

unchanged.

If we introduce the Government sector without its undertaking any productive activity
and if we assume that some part of the household income is saved, the relations becomes
more compiex. They are shown in Fig. 19.2.
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Fig 19.2 : Circular Flow of Income




In this new situation, the household savings will go to the business sector as investment.
Further, the Government is receiving taxes and the amount does go partly to the household
sector and partly to business sector.

19.4 METHODS OF MEASURING NATIONAL INCOME

Basically, there are three ways of considering the circular flow of income. Production
gencrates income and it in turn, generates spending. We can measure the national income
either at the production stage, the income stage or expenditure stage. National income estimated
by all these methods would be the same amount. These alternative ways of looking at the
flow of income are known as the Product Approach, the Income Approach and the
Expenditure spproach respectively.

Before we take up the methods of measuring national income, it is necessary to
know the different concepts pertaining to national income. They are : Gross National Product,
Net National Product, Net National Income at Factor cost, Net Domestic Product at Factor
Cost, Personal Income, Disposable Income and Real Income.

Let us first explain the concept of Gross National Product (GNP). It is the total
‘measure of the flow of goods and services at market value resulting from production during
a year in a country. It also includes net income from abroad. It includes four types of final
goods and services, viz.,

(i) Consumers goods and services;
(i)  Capital goods ;
(ii) Goods and services produced by the Government ; and

(iv) Net exports of goods and services i.e., net income from abroad (The difference
between value of exports and imports of goods and services).

The GNP shows a rise or decline due to an increase or decrease in the prices. In
order to have comparable national income estimates, a particular year (when prices are
normal) in taken as the base year and the GNP is adjusted with theindex number for that
year. Presently, in our country the national income is estimated with 1993-94 as the base
year. This will be known as GNP at constant prices.

We now discuss in detail how national intome, which is referred to GNP, is measured
by using each of the three methods (approaches) mentioned above.

19.4.1 PRODUCT METHOD

The final output in a modern economy consists of a large number of goods like apples,
bread, shirts, chairs, computers, etc., and services like medical, legal, educational, domestic,
etc. Let us denote the quantities of these final outputs produced in a given year by Q,, Q,
..., Q_and the respective market prices by P, P, ..., P_. Then according to product approach
the size of the national income will be equal to the sum of the annual flow of final goods
and services valued at their market prices.

National Income = PIQ|+P2Q2+...+PnQn

n
= X PiQi
i=1
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* While measuring the value of total goods and services, we face the problem of double

counting. As we know, the output of one industry becomes the input of another industry.
The problem of double counting is avoided by using the value added concept, i.e., by defining
the production of each firm as its value added. The value added is the difference between
the output of a firm and the costs of raw materials and other inputs it purchased from
other firms. It means the amount added to the value of the output by the firm's own activities.
When we add the sum of values added by all the firms in the economy, we get national
output of a country. This method is also known as Value Added Method which avoids the
problem of double counting.

19.4.2 INCOME APPROACH

According to this approach, the national income is the aggregate value of the factor '
earnings generated by the production of final output. The value of final output of commodity
is reflected in the factor incomes, namely, rent, wages, interest and profits. Thus, if these
incomes earned by the factors of production are aggregated in respect of all the goods
and services, the result will again be the national income.

P,Q+P,Q,+..+P.Q
(RAR, ooerrn AR ) + (W AW+ AW ) + (I +],...H])

=+ (Pr+Pr,....+Pr)) -

-

Where R, W, [, and Pr, denote respectively the flow of rent, wages, interest and profits
generated by the production of good 1. '

19.4.3 EXPENDITURE APPROACH

The National Income can also be measured by aggregating the expenditures on the
final goods and services. It can be measured by aggregating the flows of expenditure on
final goods and services incurred by each of the three main sectors involved, viz., the household
sector, the business sector and the Government sector.

For obvious reasons, these three approaches yield identical results. This is evident
from the circular flow diagram. If we are adopting the product approach or the expenditure
approach, we are measuring the upper half of the circular flow. If we are following the
income approach, we are measuring the lower half of the circular flow.

Estimation of National in India

The task of National Income Estimation in india is entrusted to the Central Statistical
Organisation (CSO). The CSO publishes the Annual National Accounts Statistics which
contains the information on various aspects of the country’s national income. It broadly
classifies the economy into different industrial sectors viz., Primary, Secondary; Transport,
Communication and Trade; Finance and Real Estate ; Community and Personal Services;
and Foreign Sector. The GNP (at factor cost) is arrived at by adding the gross output in
all the sectors including the net factor income from abroad in case of the last on¢ i.c.,

Foreign Sector.

As regards the methods of estimation of national income India, it is not possible to
use a single method. The product method is used in case of measuring national income
generated in the primary sector. As far as the secondary activities are concemed, the production
method is applied for manufacturing activities. While in construction activities the value




added is estimated by he expenditure method using data “om sample survey, budget documents,
etc. And income method is used for estimating the added in the remaining sectors.

19.5 CONCEPTS. PERTAINING TO NATIONAL INCOME

We have already discussed the concept of Gross National -Product. If net exports
of goods and services is not included then it becomes Gross Domestic Product. The national
income is always expressed in money terms. In other words, one has to use prices to estimate
income. In this context we can distinguish between two types of pric=s. One set of prices
relates to prices prevailing in the market. These are known as market prices. These prices
inctude cost of intermediate products, payments made to primary factors, viz., land, labour,
capital and organisation, and also the indirect taxes and subsidies. The income estimated
by using these market prices is known as national income at market prices.

If the component of net indirect taxes, i.e., indirect taxes less subsidies, is subtracted
from the market price, we arrive at another set of prices known as factor cost ". Using
the factor cost data, we arrive at the national income at factor cost. Thus the national
income at market prices and that at factor cost differ by net indirect taxes :

National income at market prices = National income at factor cost + net indirect
taxes.

Another distinction made in the national income analysis is between gross mcome
and net income. As has been already pointed out, the total of incomes received by the
factors of production yields the national income. One of these factors of production is capital.
In the process of production some part of the capital will be used up and this is known as
‘deprecihtion’. In order to maintain the level of the capital, investment should take place
to recoup the used up capital. Hence it is customary to subtract the depreciation from the
aggregate income. In such a case, what is arrived at is the net national income. If no deduction
is made for depreciation, the income is called gross national income. Thus, the gross national
income and net national income differ by deprecation : )

Gross National Income = Net National Income + Depreciation

Two more concepts of income are important. One concept relates to domestic income
and the other to national income. Domestic income is the income which originates in the
country. It is the income generated within the geographic boundaries of the country. But
some part of this income may go to other countries, if the factors of production are owned
by them. Similarly, the country under consideration may get some income if its residents
own factors of production in other countries. If the income going out of the country is
subtracted and the income coming into the countty is added to the domestic income, we
arrive at the national income. In other words, in respect of the national income we consider |
the income accrued to the nationals of the country whereas in the case of domestic income
we consider the income which has originated in the country. From the distinction set forth
we derive eight concepts of national income. They are shown below :

Category A Category B
Type 1 1. Gross national 1. Gross domestic
product at product at
market prices market prices
2. Net national 2. Net domestic
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product at product at

market prices market prices
Type II 1. Gross national 1. Gross domestic
product at product at
factor cost factor cost
2. Net national pro- 2. Net domestic
duct at product at

factor cost factor cost

The difference between Category A and Category B is the net factor income from
abroad. The difference between Type I and Type 11 is the net indirect taxes (indirect taxes
less subsidies). The difference between the two concepts in each type is depreciation.

All the eight concepts of national income discussed above do not tell us anything
about the income accruing to the household sector. This is so because a part of the total
income which accrues to the factors of production is not paid out to the individuals who
own these factors of production. For instance, corporate taxes and undistributed profits do
not form a part of the income of the factor owners. On the other hand, individuals actually
receive some income which cannot be considered to be payment for factor services rendered
in the current year. The standard examples of this type of payments are gifis, pensions,
relief payments and other welfare payments. These payments are called transfer payments.

“Personal income is derived by subtracting some part of factor income which is not accruing
to the households and adding the transfer payments :

Personal income = net national product at factor cost
- undistributed profits
- corporate taxes
+ transfer payments

Another concept of income arises because the entire personal income cannot be used
by the individuals. This is so because individuals have to pay personal taxes out of personal
income. The balance after deducting personal taxes from personal income is called disposable
income. The disposable income may be used either for consumption or saving :

Disposable Income = Personal Income — Personal Taxes = Consumption + Saving,

Per Capita Income : It is another important concept. It is the average income of
the people in a particular year. We get the per capita income by dividing the national Income
by the population of the country. This concept enables us to know about the standard of
living of the people.

Check Your Progress -2
What is Gross National Product?
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Check Your Progress -3
What is NNP .at Market Prices?

..........................................................................................................................

.........................................................................................................................

.........................................................................................................................

19.6 PROBLEMS IN MEASUREMENT OF NATIONAL INCOME

Many conceptual difficulties arise while measuring the national income. These difficulties
arise while demarcating the productive activity, evaluating the non-marketed output and
distnguishing the intermediate good from the final good. Let us consider the three problems.:

] Demarcation of Productive Activity

In order to compute the national income, first of all, the activities to be included in
the measurement should be delineated. It appears very simple if we say that only productive
activities should be included. A productive activity can be defined as the one which uses
scarce resources in the production of goods and services to satisfy human wants. However,
not all activities that result in human satssfaction can be included because it will not lead
to a meaningful measure. Hence, a demarcation has to be made between activities which
can be treated as productive for measuring national income and those which are too general
in nature to be included in the national income measurement.

As a general rule, all the activities resulting in the production c¢f marketable goods
and services are included in the calculation of the national income. However, the institution
of market for distinguishing productive from unproductive activities is not helpful when we
move from developed countries to developing countries in which household enterprise dominates
the productive activity and in which goods are produced for self-consumption.

The demarcation between productive and unproductive activities is based more on
convention than on logic. For instance, take the case of a boy who is given pocket money
by his father and he in turn renders some personal service like cleaning his bicycle. In this
case, the service rendered by the boy is not included in national income on the ground that
it constitutes personal service rendered within the household. On the other hand, if the »
boy is delivering newspapers, his services are included in the national income.

This method of exclusion of services rendered at home leads to complications. By
convention, the services of housewives are not included in the nationa! income. But the
services of a cook will be treated as a part of the national mcome. Because of this convention,
if a cook later become a housewife there would be a decline in the national income. Similarly,
if a group of housewives makes a formal arrangement under which they cook meals for
one another there would be an increase in the national income. In both the cases, there is
no change in the annual flow of output in the economy but there are changes in the national
income.

" The general practice of excluding all types of household activities is more conventional
than logical. Moreover, given the socio-cultural structure of the country, so long as the
services of housewives do not undergo substantial changes, it does not matter, whether
this particular item is included or excluded. But difficulties arise while making international
comparisons of national income or comparison of the incomes a country over 2 fairly long
period of time.

I
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(ii) Treatment of Non-Marketed Output

As a rule national income includes only market activity. But there are exceptions.
Some non-marketed output is also included. For instance, farmers, especially small and marginal
farmers, use a large part of the output produced tor self-consumption. This is included in
the national income. Similarly, rental value of owner occupied dwellings is also included in
the national income. On the other hand, capital gains or losses are not included in the national
income. The controversy about non-marketed output is not about its inclusion or exclusion

. but about the statistical methods of valuation to be followed.

(iii}  Distinction between final and intermediate goods

Productive activity involves the production of a large number of goods and services.
If all these products are valued and aggregated, it 1cads to double counting, It is necessary,
therefore, to make a distinction between final goods and intermediate goods. The value of
the final goods includes the value of the intermediate goods also and hence the counting of
both final and intermediate goods results in double counting. So the value of final goods
only should be used for estimating national income. The practical difficulty here is the classification
of goods into final and intermediate goods. For instance, coal is a final good to the extent
used for domestic purposes, but it is an intermediate good when used in the production of
steel. Hence instead of classifying commodities as intermediate and final, a method known
as value-added method is used to estimate the national income. Value added is obtained
by deducting the value of material inputs used from the corresponding value of output. Value-
added at a particular stage of production represents the contribution made by the factors
of production employed at that stage to the value of final output. It is, therefore, the sum
of rent, wages, interest and profits earned by the factors of production at that stage of
production. A numerical example may clarify it. Suppose bread is the product in the production

¢ of which flour-is used as the intermediate good. Obviously, flour comes out of wheat. According

to value added method, we consider all the three stages of production, namety, wheat, flour
and bread and find the value of the final output.

The following table illustrates the concept :

Stage of Value of . Cost of Intermediate Value
production output (Rs.) products (Rs.) added (Rs.)
* Wheat 80 0 80

Flour 90 80 - 10
Bread 200 90 110
Total | 370 170 200

" The table shows that the value of the final good, namely bread is 200 and it can be
derived by summing up the value-added at different stages of its production. Thus the value-

-addeq in the production of wheat is Rs. 80, that of flour is Rs. 10 and that of bread is Rs.

110, the sum of which 1s again Rs. 200

19.7 | COMPARISON OF NATIONAL INCOME ESTIMATES OVER TIME

Since the national income is always expressed in value terms and psices change from
time to time, it is very difficult to compare the national income of one year with that of

" another. When prices are rising, a rise in the national income may be due toran increase in




either the productive activity or prices or due to both the factors. In order to overcome
this difficulty, the national income is computed in two ways. It is computed using the prices
of that particular year, in which case the aggregate is known as the national income at
current prices. kt is also computed using the prices of some past year selected as the base
year, in which case it is known as the national income at constant prices. The national
Income estimated at constant base year prices is also known as ‘real national income’.

In order to make comparisons of the natienal incomes over a number of years, it is
necessary to compute real national income. Real national income can be obtained by deflating
the national income at current prices by the price index. The price index is the weighted
average of prices, the weights being assigned according to the importance of the product.
- Suppose there are only two items, namely, food and cloth produced in an economy and
food accounts for 60 per cent of expenditure and clothing for 40 per cent of expenditure.
Also assume that the food price rose from Rs. 5 to Rs. 10 and cloth price from Rs. 15 to
Rs. 20. Then the price in the base year would be 0.6 X 5+0. 4 X 15 = Rs. 9. In the next
period, the aggregate price rose to 0.6 X 10+0.4 X 20 = Rs. 14. Now if we take base year
price as 100 the current year price becomes 155.5. This is called ‘price index’. If we have
national income at current prices and the price index, we can derive the real national income
in the following manner : :

Real National Income = Money Natlonal Incomey g0
Price Index

The following example illustrates the method of deriving the real national income :

. NDP at current Price NNP at constant
Year prices index (1990-91)
{Rs. in crores) prices
1990-91 34,235 100.0 -~ 34,235
2000-01 1,04,201 ' 220.71 47211

Check Your Progress-4

7 What is Real National Income ?

19.8 COMPARISON OF NATIONAL INCOME ESTIMATES
ACROSS COUNTRIES

The main purposes of comparing national income estimates across countries 1s to
know the extent to which the living standards of one country differ from those of another.
But there are practical difficulties in makinig these comparisons. First, the content and scope
of economic activity may differ from country to country. For instance, the scope and coverage
of non-marketed activity may differ from country to country. In a developed country many
services like motor driving, house painting, furniture repaiting, tailoring, etc., are rendered
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by the members of the household while in an under-developed country with a semi-feudal
social structure they are rendered-by others. Secondly, different countries have different
currencies and hence they have to be converted to a ¢ommon monetary basis. It is common
to use the official exchange rates for this purpose. However, the official exchange rate
does not reflect the true exchange value between the two currencies involved.

An alternative to the use of exchange rates is the use of a single set of prices for
both the countries under comparison. But this is operationally difficult because the commodities
may differ in quality and because some of the commoditics produced in one country may
not at all be produced in another country.

19.9 NATIONAL INCOME AND ECONOMIC WELFARE

Through the main function of the national inc'ome"._‘;aggregates is to provide a satisfactory
measure of aggregate economic activity, it is quite often used as a measure of welfare,
More specifically, it is often assumed that the higher the GNP per capita, the higher is the
economic welfare. But this is not true. In fact, the GNP includes some items that ought to
be excluded from a measure of welfare while it excludes certain items that are to be included.
Hence a number of additions and substractions have to be made to arrive at a measure of
welfare. For instance, the value of leisure is not included in the GNP, Individuals may derive
satisfaction out of leisure enjoyed by them. If there is a slight increase in the GNP after
a substantial decline in leisure, it is difficult to say that welfare has increased. This difficulty
will not arise if the value of leisure is added to the national income.

Another addition to be made is the value of non-marketed personal services like gardening,
repairing of furniture, etc., which are not included while measuring the naticnal income.

Similarly, there are several deductions to be made from the national income for measuring
welfare. These deductions arise because certain adverse effects resulting from the output
generation are ignored while estimating the national income. For instance, air pollution and
water pollution may accompany the increase in industrial production but these costs wili
not be deducted while estimating the national income. If we need a measure of economic
welfare, it is necessary to make adjustments for these costs.

Another adjustment that is to be made is in respect of costs like expenditure on the
construction of elaborate subway systems in crowded cities, etc. The huge expenditure
incurred in building complex and elaborate transportation systems in big cities do not reflect
any mncrease in the welfare of the citizens. Hence such expenditures should be excluded
while measuring the economic welfare.

19.10 SUMMING UP

The concept of national income is very useful in the mieasurement of aggregate economic
activity. It is a flow concept and hence refers to a period of time. Usually, one year will
be considéred for measuring the national income. The concept of valuec-added helps us to
measure the value of final goods and services and to avoid double counting. There are
three approaches to the measuring of the national income. They are the product approach,
the income approach and the expenditure approach, All the three approaches should give
the same estimate of national income.

There are various concepts of income. Distinctions arise because of the difference
in domestic and national concepts, gross and net concepts. These differences have given




rise to eight different concepts of national income. Two more concepts are those of personal
income and disposable income. Disposable income consists of consumption and saving.

Three difficulties arise in the measurement of national income which are demarcation
of economic activity, treatment of non-marketed output and double counting. One must be
very careful while using the national income estimates for making comparisons over a period
of time and across countries. Comparisons over a period of time can be made if the concept
of real income or income at constant prices is used rather than of money income or income
at current prices. Comparisons across countries can be made only after examining the methods
adopted in measurement and the validity of the exchange rates as an indicator of the true
purchasing power of the currencies.

19.11 CHECK YOUR PROGRESS : MODEL ANSWERS

1. National Income may be defined as the'money value of the annual flow of final goods
and services in the economy.

2. Gross Nation Product = Gross Domestic Product + net income from exports.

3. Net National Product at Market Prices = Gross National Product at market prices -
Depreciation.

4, Real National income can be obtained by deflating the national income at current
prices by the price index. We can derive the real national income in the following
manner : _

Money National Incorme
RNI= - x 100"
Price Index

19.12 MODEL EXAMINATION QUESTIONS

I Answer the following questions in about 30 lines each.
1. Explain the different approaches of measuring national income.
2. Examine the various concepts of income used in the national income analysis and

show their inter-relations.
3 Define national income ? How is it estimated in India ?

II.  Answer the following questions in about 15 lines each.

1. What is circular flow of income in an economy.

2. How far national income can be used as a measure of economic welfare ?

3. What adjustments are needed while comparing national income over time and across
countries?

4, Explam the following concepts :
DGNP; (i) NNP

5. Distinguish between national incore at current prices and constant prices,

6. Distinguish between personal income and disposable income.
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income to change in investment. The multiplier concept explains the cumulative effect of changes
in investment on income viatheir effect on consumption expenditure.

ChangeinY
Multiplier= ——
Change in I

Suppose, an auto company dec1des to spend Rs. 10 crores to modernise its factory to
manufacture pollution-free automobiles.

Its expenditure of Rs. 10 crores goes to workers and firms engaged in modemisation
as wages and profits. The income of Rs. 1 (}oﬁores will be spent at least partly by the workers
and the firms. Suppose they spend elghtyi)elr cent (80%) of their income i.e., they spend 8
crores on goods and services (and suppose the MPC is 0.8 which means that the MPS is
0.2), and save Rs. 2 crores. This Rs. 8 crores expenditure is a net addition to the nation’s
demand for goods and services exactly as the Auto Company’s expenditure of rupees ten
crores. So at this stage, Rs. 10 crores investment by the Auto Company has already pushed
GNP up by sum of Rs. 8§ crores spent by workers and owners of the firms and they inturn
spend eighty per cent (80%) of their new income which accounts for Rs. 6.4 crores.. The
persons who receive the Rs. 6.4 crores in turn spend 80% of the new income and this process
continues, at each stage in the spending chain, people spending 80% of the additional
income they receive. And ultimately, the GNP will increase by Rs. 50 crores, the multiplier
being 1/1-MPC or 1/MPS and the multiplier is 5.

(1/MPS = 1/0.2 = 5). Thus, when the investment increases by Rs. 10 crores, the National
Income increases by multiplier times the investment. It is to be noted that the higher the MPC,
the higher will be the multiplier.

Paradox of Thrift

The classical economists considered ‘Saving’ as a virtue and preached ‘thnft” in the
society. '

They believed that both individuals and society prosper by saving. But according to
Keynes Saving may be virtue for individuals but it is a vice to the society. Saving reduces
effective demand which will ultimately reduce the incomes of the people in the society. Ina
society, one man’s expenditure is another man’s income of that section which receives money
will be getting less and hence that section in turn spends less and saves less. The reduced
expenditure of one section will further lead to reduced income of another section of the society
and the process continues and ultimately the National Income gets reduced.

Understanding the concepts of aggregate demand (Consumption Demand + Investment
Demand), aggregate saving and investment, the multiplier effect and the paradox of thrift wilt
enable us to understand the determination of Income and ‘equilibrium output and income”.

20.11 SAVING AND INVESTMENT IN INDIA SINCE
INDEPENDENCE
Now we place before you data regarding India’s Savings and Investment during the

plan periods so that you can understand whether savings will be equal to investment in the real
world and whether the rate of saving has been increasing or decreasing over a period of time.
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20.1 AIMS AND OBJECTIVES

The purpose of this unit is to acquaint you with the concepts of ‘saving and investment’.
An attempt is made to see that you understand the significance of “saving and investment’.
Certain important terms such as propensity to consume and propensity to save are explained
in this unit. This unit also discusses the factors that generally determine the size of savings.

We then explain ‘saving and investment at equality” and the concept of ‘multiplier”. We
discuss how the ‘multiplier’ works and explain the ‘paradox of thrift’. Lastly, we place before
you data pertaining to India’s saving and investment during the plan periods so that you can
understand and evaluate whether the rate of savings has gone up satisfactorily to induce
growth and development. :

After studying this unit, you should be able to:

®  grasp the meaning of the terms 'saving and investment' and their relationship;

®  explain the determinants of the size of savings;
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®  discuss how saving and investment are at equality;
®  explain the concept of multiplier and its working; and
®  explain the paradox of thrift.

- 20.2 INTRODUCTION

The modern theory of Income Determination was largely developed by Lord John
Maynord Keynes in his classic work “General Theory of Employment, Interest and Money”,
Keynes ‘Saving and Investment’ function in ‘Income Analysis’ discussed in his ‘General
Theory’ has earned a reputation like Marshall’s supply and demand curves in ‘Price Theory’.
Keynes explained the equality between sagings and investment to bring out how equilibrium is
brought about in the economy. In Keynestan analysis, savings and investment are not onl y
mutually dependent but play a crucial role in determining income and employment in the
economy.

20.3 MEANING AND DEFINITION OF SAVING

Let us discuss more about savings first. Foran individual, saving is that part of income
which is not spent on consumption. Whereas for an economy, aggregate saving is that part of
National Income which is not spent on consumption.

Keynes defined ‘Savings’ as the excess of income over consumption expenditure. Here,
income means National Income and Consumption Expenditure means the total amount spent
by consumers on newly produced goods and services (excluding purchases of new homes,
which are considered investment goods). Thus, Savings means aggregate savings i.e., total
savings of househoids in the economy. In Keynesian theory, current savings depend upon
current income. Prof. Robertson, a Swedish economist, defined savings in the ex-ante and
€X-post sense.

Ex-ante savings are planned, expected or anticipated savings of the economy while ex-
post savings are actual, realised or observed savings.

20.4 CONSUMPTION FUNCTION

We can understand the relation between savings and Income better by studying the
Consumption Function. The relationship between consumption and income is termed as
Consumption Function or Propensity to Consume.

The consumption function is expressed as: C= f (Y), where C is the consumption and
Y 1s income. This relation implies that consumption depends on income or is a function of
income. If there is a change in any other variable affecting consumption expenditure, there
will be a shift of consumption function.

Symbols used to indicate National Income, Consumption, Saving, etc.
Y: National Income C . Consumption Expenditure
S:  Aggregate Savings I " Investment Expenditure




20.5 RELATIONSHIP BETWEEN CONSUMPTiON, SAVING
~ : AND INVESTMENT

The relationship between consumption, savings, income, Average Propensity to Consume
(APC), Average Propensity to Save (APS), Margipal Propensity to Consume (MPC) and
Marginal Propensity to Save (MPS) can be understood from the following schedule :

(1) (2) (3) (4) (5) (6) (7)
Y C S APC APS  MPC  MPS
(Income) (Consmption (Saving)  (C/Y) (S/Y) & (AC/AY) (AS/AY)

0 1,200 -1,200 - - - -
2,000 3,000 -1,000 1.5 0.5 0.90 0.10
4,000 4,400 -400 1.1 -0.1 0.70 0.30
5,000 5,000 0 1.0 0 0.60 0.40
8,000 6,000 2,000 0.75 0.25 0.33 0.67

12,000 8,000 4,000 0.67 0.33 0.50 0.50

Average Propensity to Consume (APC) is the ratio of total or aggregate consumption
{ to total or aggregate income. Symbolically, APC=C/Y

Average Propensity to Sa e (APS) is the ratio of total or aggregate savings to total
income. Symbolically, APS =S/Y

As the Income increases, APC declines and APS increases.
Income = Consurnption + Savings

Symbolically, Y =C+8

Since, C + S=Y, APC+ APS=1 and APS = 1-APC

The Marginal Propensity to Consume measures the change in Consumption due to
change in Income. Symbolically MPC=A C/AY

The Marginal Propensity to Save measures the change in Savings due to change in
i Income.

Symbolically, MPS =A S/ AY

{ MPC +MPS = 1 ; and MPS = 1 - MPC
As MPC is positive but is always less than one, and as income increases, consumption
' increases but by less than the increase in income. This is an important proposition in the

Keynesian Model of Income Determination.

l Human beings have working life which is shorter than their total life. Hence, they have
to provide for their non-eaming period while they are working. Their savings serve as ahedge
against contingencies. If MPC is always less than one, then MPS is always positive.
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Check Your Progress-1

Define the following terms :

a) Saving

b)  Consumption Function

¢)  Average Propensity to Consume
d}  Average Propensity to Save

€)  Marginal Propensity to Consume

f) Marginal Propensity to Save

20.6 WHY PEOPLE SAVE MONEY

There are many reasons for people to save money. People save money as a hedge
against unforeseen contingencies. They save money to face problems in life in future boidly.
During times of ill-health, loss of job, savings will come to their rescue. Keynes calls it -
precautionary motive. The proportion of income saved varies from person to person, The
income levels of the people, their attitude and outlook towards future (some may be optimistic
and some others may be too pessimistic), the credit facilities available in he money market in
times of need. All these factors influence savings,

People save money for providing decent education to their children, for performing the
marriage of their daughters, (especially in Indian Society), for constructing house and maintain
uniform standard of living during declining years of life. Conservative people think that saving
is a virtue and hence save money. Peoplé may save money to feel big in society - to achieve
prestige in society and to exert influence in society.

People save money for speculative activities also. They try to make profits through
speculative activities such as buying and selling of shares.

Determinants of the size of Savings

The size of savings generally depends upon the size of income. The hi gher the income,
the higher may be the savings. It depends upon the spending habits of the people and the
Government’s fiscal and monetary policies. High rates of taxation will reduce the size of
disposable income and it will lead to reduction in the size of savings. High rates of interest may
induce people to save more. Changes in the general level of prices will also influence the
savings. When there is abnormal increase in the general price level, the value of money will fall
drastically and their interest and enthusiasm to save money will die and they may think of
converting money into fixed assets such as real estate and housing.




Saving also depends upon the peoples’ anticipation of changes in the economy and
their attitude towards life and towards future. Some may live for today not bothering about
tomorrow, spend more and more today as if there is no tomorrow. In such cases, even
though the size of income is at a high level, the size of saving will be considerably low.

Some others may be so worried about future that they may sacrifice present to have a
better future tomorrow. They may save as much as they can, sacrificing comforts and living
with bare necessities of life,

Thus, many factors influence savings. Economists opine that people save basically for
three purposes : Transactions Motive, Precautionary Motive and Speculative Motive.

Check Your Progress - 2

What are the factors determing savings?

20.7 INVESTMENT

In the ordinary sense, purchase of stocks and shares, debentures, Government securities
would be considered as investment. But this is only financial investment and not real investment.
When economists discuss ‘Investment’, they do not mean financial investment such as investment
in shares. They mean ‘real investment” that is creation of new assets in the economy. Investment
spending, symbolized by the letter ‘I’ is the sum of the expenditures of business firms on new
plant and equipment, plus the expenditures on households, on new homes. Financial investments
and resale of existing physical assets are not included in investment spending. In other words,
investment consists of firms’ desired or planned additions both to their physical capital (factories
and machines) and to their inventories. Inventories are goods being held for future production
or sale.

Before discussing further, let us try to understand clearly the following terms (some of
the which we have already discussed elsewherg) -,

Gross Domestic Product (GDP) : It measures the output produced by factors of production
located in the domestic economy regardless of who owns these factors. GDP measures the
value of output produced within the economy.

Investment (I) : It is the purchase of new capital goods by firms. Capital goods are those
goods which are used for further production.

Saving (S) : Itis that part of income which is not spent on buying goods and services.
S=Y-CandY=C+S

Where, Y denotes the value of GDP and C denotes consumption expenditure by households
and S denotes Saving. :

297




298

Inventories (or stocks) : There are the goods currently held by firms for future production
orsale.

Gross National Product (GNP) : It measures total income earned by domestic citizens that
is citizens of the country regardless of the country in which their factor services were supplied.
GNP equals GDP plus net property income from abroad.

National Income (Net National Product or National Income) : It is the economy’s net
national product which is calculated by subtracting depreciation from GNP at factor cost.

Potential Output : It is the level of output the economy would produce if all factors of
preduction were fully employed.

Aggregate Demand : It is the total amount that all consumers, business firms, and Government
agencies are willing to spend on tinal goods and services.

Aggregate demand =C+ 1+ G+ X-M

Government purchases (G) : It refers to all the goods and services purchased by all levels
of Government It does not include government transfer payments such as social security.

Net Exports (X-M) : Itis the difference between India’s exports and its imports. It indicates
the difference between what we sell to foreign countries and what we buy from them.

National Income : It is the sum of the incomes of all the individuals in the economy eamned in
the forms of wages, interest, rent and profits. It excludes transfer payments and is calculated
before any deductions are allowed for income taxes. This is another method of measuring
National Income.

Disposable Income : It is the sum of the incomes of all the individuals in the economy after
all taxes have been deducted and all transfer payments have been added.

Transfer Payments : Thesc are the sums of money that certain individuals receive as outright
grants rather than as payments for services rendered to employers.

20.8 KINDS OF INVESTMENT

Investment may be (i) Gross Investment or (ii) Net Investment. Gross Investment refers
to the total real investment. Net Investment is that part of gross investment which represents
the net addition to the total existing capital stock in the economnty.

~ Investment may be (a) Induced Investment or (b) Autonomous Investment. Given the
Marginal Propensity to Consume (MPC), an increase in income will lead to expansion in
aggregate demand and hence it will lead to increase in mvestment. Such increase in investment
due to increase in income is called induced investment.

Investment which is not an induced investment and which is independent of the level of
income is called autonomous investment, Normally, autonomous investment is made by the
Government in public utilities such as the construction of railway lines, construction of roads
and bridges. Autonomous investment is income-inelastic whereas induced investment
is income elastic.




Check Your Progress - 3

Define Investment and explain the kinds of investment ?

20.9 SAVING AND INVESTMENT AT EQUALITY

Keynes in his famous treatise *“The General Theory of Employment, Interest and Money’”
pointed out that savings and mvestment are always equal. The National Income can be regarded
as the total income of the economy derived from various activities. Out of this income, part of
it will be spent on consumer goods and the rest will be saved. Hence,

Y=C+SorS=Y-C------- 1

Alternatively, the National Income can be regarded as the money value of the volume
of production which consists partly of consumer goods and partly of capital goods i.e.,
investment.

HenceY=C+lorl=Y-C------2. 2
Therefore, S =1

According to Keynes, the equality between S and 1 is brought about by National
Income. It is the National Income which brings about equilibrium between savings and
investment. When investment exceeds saving, the aggregate income of the society increases
through multiplier effect and the increased income increases savings which becomes equal to
increased investment. When saving exceeds investment, the income gets reduced and this
results in reduction of saving equal to reduced investment.

Check Your Progress - 4

Explain Saving and Investment Equality.

..............................................................................................................................................

20.10 THE MULTIPLIER

The ‘multiplier’ is a significant concept introduced by Keynes in his ‘General Theory of
Income, Employment and Money’. The multiplier can be defined as the ratio of change in
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income to change in investment. The multiplier concept explains the cumulative effect of changes
in investment on income viatheir effect on consumption expenditure.

ChangeinY
Multipliers= ————
Changeinl
Suppose, an auto comp‘any‘decides to spend Rs. 10 crores to modernise its factory to
manufacture pollution-free automobiles.

Its expenditure of Rs. 10 crores goes to workers and firms engaged in modernisation

as wages and profits. The income of Ri;s.‘ 1(rcrores will be spent at least partly by the workers

and the firms. Suppose they spend _eiéhi}‘pbr_cent (80%) of their income i.c., they spend 8
crotes on goods and services (and supposé the MPC is 0.8 which means that the MPS is
0.2), and save Rs. 2 crores. This Rs. 8 crores expenditure is a net addition to the nation’s
demand for goods and services exactly as the Auto Company’s expenditure of rupees ten
crores. So at this stage, Rs. 10 crores investment by the Auto Company has already pushed
GNP up by sum of Rs. 8 crores spent by workers and owners of the firms and they inturn
spend eighty per cent (80%) of their new income which accounts for Rs. 6.4 crores.. The
persons who receive the Rs. 6.4 crores in turn spend 80% of the new income and this process
continues, at each stage in the spending chain, people spending 80% of the additional
income they receive. And ultimately, the GNP will increase by Rs. 50 crores, the multiplier
being 1/1-MPC or 1/MPS and the multiplieris 5.

(1/MPS = 1/0.2 = 5). Thus, when the investment increases by Rs. 10 crores, the National
Income increases by multiplier times the investment, It is to be noted that the higher the MPC,
the higher will be the multiplier.

Paradox of Thrift

The classical economists considered ‘Saving’ as a virtue and preached' ‘thrift’ in the
society.

They believed that both individuals and socicty prosper by saving. But according to
Keynes Saving may be virtue for individuals but it is a vice to the society. Saving reduces
effective demnand which will ultimately reduce the incomes of the people in the society. Ina
society, one man’s expenditure is another man’s income of that section which receives money
will be getting less and hence that section in turn spends less and saves less. The reduced
expenditure of one section will further lead to reduced income of another section of the society
and the process continues and ultimately the N&_‘igic')nal Income gets reduced.

Understanding the concepts of aggregate demand (Consumption Demand + Investment
Demand), aggregate saving and investment, the multiplier effect and the paradox of thrift will
enable us to understand the determination of Income and “equilibrium output and income’.

20.11 SAVING AND INVESTMENT IN INDIA SINCE
INDEPENDENCE _
Now we place before you data regarding India’s Savings and Investment during the

plan periods so that you can understand whether savings will be equal to investment in the real
world and whether the rate of saving has been increasing or decreasing over a period of time.




During the plan period, estimates of saving have been prepared by the Central Statistical
Organisation (CSO). The CSO defines saving as “the excess of current income over current
expenditure and is the balancing item on the income and outlay accounts of producing
enterprises, and households, govemnment administration and other final consumers”.

For the purpose of estimating the domestic saving, the economy has been divided into
three broad institutional sectors : (i) Household (ii) Private Corporate (iii) Public Sector.

Saving of the household sector is measured as (1) the total financial saving, and (ii)

saving in the form of physical assets. Private corporate sector comprises non-;overmnent,

non-financial companies, financial institutions and cooperative institutions. Public sector
comprises government administrative departments and enterprises, both departmental and
non-departmental..

Domestic Capital formation in India

Domestic capital formation refers to investment. Gross capital formation consists of
gross domestic savings and net capital inflow from abroad. The rate of domestic capital
formation in India is now estimated as a percentage of gross domestic product. The size of
investment depends on saving and capital inflow.

We now try to understand the estimated saving and investment (as a percentage of
GDP) during the plan period.

Gross Domestic Savings and Domestic Capital Formation
(As apercentage of GDP at current market prices)

Gross Domestic Savings  Gross Domestic Capital Formation

Year (Asa% of GDP) (As a% of GDP)
(1) (2) 3)
1950-51 - 104 10.2
1955-56 139 14.3
1960-61 - . 12.7 15.7
1965-66 _ 14.5 16.8
1968-69 ’ 12.8 13.9
1973-74 18.4 - 19.1
1978-79 23.2 . 233
1984-85 18.2 19.7
1989-90 22.4 . 25.1
1990-91 243 27.7
1991-92 229 23.4
1992-93 22.0 239
New Series (Base : 1993-94)

1995-96 25.5 _ 27.2
1996-97 233 | 246
1997-98 P 24.7 26.2
1998-99 Q 22.3 234

Source : CSO and Government of India Economic Survey 1999-2000
P : Provisional Q : Quick Estimates
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From the table, we understand that during the last fifty years of planning, therate of
gross domestic savings has more than doubled i.e., from 10.4% in 1950-51 to 23.4% n
1998-99, which may be considered as the result of our sustained efforts of planning for
growth and development. '

Apart from domestic savings, net capital inflow from abroad has been contributing
towards Gross Demestic Capital Formationi.e., investment. The net capital inflow from abroad
has been determined by the policy of the Government towards foreign direct investment,
import of technology and also by the flow of external assistance for economic growth from
developed countries such as the US, UK, West Germany and France.

20.12 SUMMING UP

Saving and investrnent are mutually dependent and play akey role in determining income
and employment in the economy. Saving means aggregate savings 1.¢., total savings of house-
holds in the economy.

There are many reasons for people to save money. They save money as a hedge against
unforseen contingencies. They save money for providing decent education to their children,
for constructing a house, for performing the marriage of their danghters and to maintain uniform
standard of living during declining years of life. People save money for speculative activities
also. The size of savings generally depends upon the size of income, the rates of taxation and
the rate of inflation. In other words many factors influence savings. Economists opine that
people save basically for three purposes : transactions motive, precautionary motive and

 speculative motive.

Investment means “real investment”. Real investment is creation of new assets in the
economy. Investment spending is the sum of the expenditures on new plant and equipment,
plus the expenditures on households on new homes. Financial investments such as investment
in shares and debentures and resale of existing physical assets are not included in investment
spending, -

Keynes pointed out that Savings and Investment are always equal. According to him,
the equality between Saving and Tnvestment is brought about by National Income. Itis the
National Income which brings about equilibrium between Saving and Investment.

The ‘multiplier’ introduced by Keynes can be defined as the ratio of change in income
to investment. The multiplier concept explains the cumulative effect of changes in investment
on income via their effect on consumption expenditures. The multiplier is equal to 1/1-MPC
or 1/MPS. .

Keynes, observed that saving may be virtue for individuals but it is a vice to society.
Savings reduce effective demand whichwill ultimately reduce the incomes of the péople
in the society.

“The Centra! Statistical Organization (CSO) has been preparing estimates of saving and
investraent in India. During the last 50 years of planning, the rate of saving has more than
doubled i.e.; from 10.4% in 1950-51 to 23 4% in 1998-99. Apart from domestic savings,




net capital inflow from abroad also has been contributing towards the economic development -

of the country.

20.13 CHECK YOUR PROGRESS : MODEL ANSWERS

I.a)  Saving : Saving or aggregate saving is the excess of National Income over
Aggregate Consumption. It is the tota] savings of households in the economy.

b)  Therelationship between consumption and income is te-med as consumption
function or propensity to income.

c)  Average Propensity to Consume (APC) : APC is the ratio of total or aggregate
consumption to total or aggregate income. Symbolically, APC=C/Y

Where C = Aggregate Consumption and Y = Aggregate Income

d)  Average Propensity to Save (APS) : It is the ratio of total or aggregate savings
to total income. Symbolically, APS = S/Y

Where S = Aggregate Savings, and Y = Aggregate Income,

€)  Marginal Propensity to Consume (MPC) : The MPC measures the chan ge
in consumption due to change in income. Symbolically, MPC-& CAY.
AL = Change in consumption, and AY = Change in Income

) Marginal Propensity to Save (MPS) :
It measures the change in Savings due to change in Income Symbolically, MPS =
Since MPC + MPS = |, therefore MPS = 1 — MPC

2. Thesize of savings generally depends upon the size of income. The higher the income,
the higher may be the savings. It depends upon the spending habits of the people. It also
depends upon the Government’s fiscal and monetary policies. High rates of taxation will
reduce the size of disposable income and it will lead to reduction in the size of savin gs. High
rates of interest may induce people to save more.

When there is abnormal increase in the general price level, the value of money will fall
drastically and if people expect further increase in the general price level, their interest and
enthusiasm to save money will die and they may think of converting money into fixed assets
such as real estate and housing. Saving also depends upon the peoples’ anticipation of changes
in the economy and their attitude towards life and towards future. Some may live for today

-and spend more and more today as if there is no tomorrow. In such cases, even at high

ncome level, savings will be low. Some may save as much as they can sacrificing comforts
and living with bare necessities of life. People generally save for three purposes - transactions
motive, precautionary motive and speculative motive,

3. Investmentor “real investment” is the creation of new assets in the economy. It is the
sum of the expenditures of business firms on new plant and equipment, plus the expenditure
on households in new homes.

Financial Investments such as purchase of shares and debentures and purchase of
Government securities and resale of physical assets are not included in investment spending.
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Kinds of investment ; Investments may be (i) Gross Investment, or (1i) Net Investment.

Gross Investments refers to the total real mvestment Net investment is that part of |
gross investment which represents the net addition to the total existing capital stock in the
€CONOIMY.

Again investment may be : (i) induced investment, or (i) autonomous investment. Given
the Marginal Propensity to Consume (MPC), an increase in income will lead to expansionin
aggregate demand and hence it will lead to increase in investment. Such increase in investment
due to increase in income is called induced investment.

Investment which is not an induced investment and which is independent of the level of
income is called autonomous investment.

4.  The National Income can be féé;arded as the total jncome of the economy derived from
various activities. Out of this income, part of it will be spent on consumer goods and the rest
will be saved. 1

Hence, Y =C+Sor S =Y - Cormmmmmmmmmms (1)

Alternatively, the National Income can be regarded as the money value of the volume of
production which consists partly of consumer goods and partly of capital goods i.e., mvestment.

HenceY—C+Ior1—Y-C ................. (2)
Since S=Y -C (1) and L= Y = Comrmmmmeemnmes (2)
Therefore, S=1.

According to Keynes, the equality between S and 1is brought about by National Income.
It is the National Income which brings about equilibrium between Savings and Investment.
When Investment exceeds. Saving, the aggregate income of the society increases through
multiplier effect and the increased income increases savings wliich becomes equal to increased
investment. ‘

When saving exceeds investment, the Income gets reduced and this results in reduction
of saving equal to reduced investment. -

- Thus, savings always will be equal to investment, according to Keynes.

20.14 MODEL EXAMINATION QUESTIONS

I.  Answer the following questions in about 30 lines each.
1.  Define the term ‘saving’. What are the determinants of the size of saving 7 Discuss.

2. Whatdo you understand by ‘investment’ ? What are the kinds of investment ? Explain
how savmg and investment are at equality.

Il Amswerthe Miowlng questions in abeut 15 limes €éach.

1..  Explain the relationship between saving, investment, MPC and MPS.
2 Explamthe comept of multlpher and its working.

3. Explsinthe ‘paradox nf ﬂmﬁ’ wath smtable examplm.
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20.16 GLOSSARY
) Aggregate Saving

Average Propensity to Consume :

Average Propensity to Save
- Inventories

Investment Expenditure

. Marginal Propensity to Save

Marginal Propensity to Consume :

Multiplier

Propensity to Consume

Total savings of households in the economy.

The ratio of total aggregate consumption to
total aggregate income. '

Ratio of total or aggregate saving to total
income.

Goods being held for future production or
sale. '

Desired or planned addition to of business‘
firms to their physical capital and to their
inventories.

The change in saving due to change in income

Change in consumption due to change in
Income

The ratio of change in income to change in
mvestment.

The relation between consumption and
meome.
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~ which are cyclical in nature.

UNIT-21 : BUSINESS CYCLES
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21.12 Recommended Books
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21.0 AIMS AND OBJECTIVES

The purpose of this unit 1s to explain the concept of business cycle, its consequences
and the measures that minimise the effect of business cycles.

After studying the unit, you should be in a position to :

® .define business cycles; |

®  cxplain features and phases of business cycles;

@  recognize the consequences of business cycles; and

®  suggest measures to minimise the effect of business cycles.

21.1 INTRODUCTION

In the previous unit we have learnt about savings and investment. We have also
learnt about the influence of savings and investment on the economy. In this unit we will
study about the business (trade) cycles and their effect on the business houses and economy.
We will also study about the measures to minimise the effect of business cycles.

21.2 MEANING OF BUSINESS CYCLES

Business operates under conditions of uncertainty. As a result there are changes in
the level of activity attained. Besides, the uncertainty, there are fluctuations in the economy




Business cycles are recurring changes in the level of business acuivity. The sequence
- of events that constitute a cycle-expansion, downturn, contraction, and upturn is not pertodic.
q They differ with respect to duration, intensity and scope, and they recur at irregular intervals.

According to John M. Keynes “A trade cycle is composed of periods of good trade
characterised by rising prices and low unemployment percentages, alternating with periods
of bad trade characterised by falling prices and high unemployment percentages.”

Mitchell defines. Business cycle "as a type of fluctuations found in the aggregate
economic activity of nations that organise their work mainly in business enterprises. A
H cycle consists of expansions occurring at about the same time in many economic activities

followed by similarly general recessions, contractions, and revivals which merge into the
expansion phase of the next cycle; this consequence of change is recurrent but not periodic.” -

The term business cycle is not applied to the changes in fortune of a particular segment
of the economy. Instead, the term is used for describing fluctuations that are widely diffused
throughout the economy. Further more, business cycle movements must be distinguished
from other types of economic fluctuations. When we refer to the business cycle, we do
not mean the underlying growth trends of the economy, nor do we refer to the seasonal
fluctuations that runs their course each year.

The distinguishing feature of business cycle is that they are a self-propagating force
generated by the economy itself. A number of phenomena contribute to business cycle
fluctuations, including the role of expectations, the existence of capacity, constraints, and
the absence of financial flexibility. No single issue is responsible for a cyclical episode.

21.3 CAUSES OF BUSINESS CYCLES

Economic fluctuations play a major part in the life of a firm. That is why businessmen
often indulge in predictions about the future in arriving at production, marketing and investment
| decisions. Business houses also take the help of marketing research bureaus fo analyse
the causes and effect of business cycles on their products in the market. Economic cycles
are characterised by alternating periods of prosperity and depression. Business cycles vary
in length of time and each cycle has its own characferistics and history. Due to this, economists
differ in their explanation of economic fluctuations.

Some economists are of the opinion that business cycles are caused by external factors
like war, revolution, technological change, population growth, discovery of gold, etc. Other
- argue that business cycle are caused purely by internal factors like expansion and coftraction
of bank credit, investment fluctuations or the interaction of the multiphier with the accelerator.
There is no consensus theory on the causes of business cycles.

21.4 FEATURES OF BUSINESS CYCLES

Each business cycle is unique, but there are enough similarities to make general statements. o .
They are : :

a)  The prices of various industrial products increase or decrease at the same time.
b)  Unemployment tends to decrease when prices rise and to increase when prices fall.

¢)  Prices and comsumer demand vary in the same direction.

d) In general, the retail prices, to a certain extent, lag behind the wholesale prices in
both the prosperity and depression. . 307
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e) The ph;sés and their sequence are same in ali cycles.

f Generalty, prosperity takes as much time to develop as depression.

g)  The duration between two major cycles is 6 to 12 years.

h}  In every business cycle there are cyclical changes in the general price level.

i} Amongst the commodities, the prices ofsraw materials fall or rise earlier than those
of final goods. ‘- '

Check Your Progress-1.

What do you mean by business cycles ?

...............................................................................................................................................
..............................................................................................................................................

21.5 FACTORS INFLUENCING BUSINESS CYCLES

The following are the some of the factors that influence business cycles :

i) Extent to which excess capacity existed in the beginning
i) Extent to which financial distress emerges.

i)  Stance of policy makers, which will determine whether policy actions are taken quickly
to stem the decline.

- 1v)  Change in business and consumer psychology.

The expansion to utilise the full capacity of the firm’s production capabilitics will
eliminate the slack in the economy. The expansion impulse to make use of the excess capacity
may lead to increase in employment, which may be localised in certain areas of the economy.
However, the capacity constraints loom irrthe not too distant future, and delivery lags begin
to lengthen. The change in business and consumer psychology spreads optimism in the
market, which may positively result in increased sales and income for the firm. The expansion
is a cumulative and self-reinforcing activity. New enterprises abound, and existing enterprises
engage in expansion and modernisation in anticipation of further expansion. Economic agents
do not lose sight of the underlying growth trend of the economy; thus come new ventures
are attractive even in the face of a recession. Consumption plans in the aggregate are
based on the Jong-term expected level of income. Tougher business conditions intensify
the degree of competition, and so more progressive firms are able to take advantage of
competitive opportunities to improve efficiency and extend their market share. The likely
response of policy makers creates an expectation in the contemporary economy that the
contraction will be short, and in fact, policy respofises often occur to offset the forces of
decline. These factors together bring recession to an end and boom to start and continue
for a longer period. |

»




21.6 PHASES OF BUSINESS CYCLE

A typical business cycle, in the tcnninologg; of {Vesley C. Mitchell, consists of four—_

distinct phases : (i) Expansion, (i) Recession (iii) Contraction and (iv) Revival. Alternatively,
these phases are also called as Prosperity, Crisis, Depression and Recovery.
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Fig. 21.1 : Different phases of Business Cycles

Among these phases, ‘expansion’ and ‘contraction’ are the most important ones.
Then, in between, there are transitional periods during which the changes in direction
occur ; downturn called ‘recession’ and upturn called ‘revival/recovery’. The expansion
phase comes to an end and goes into the recession and contraction phases at the upper
turning point (peak). The national income, employment and output fall, prices and profits
also decline and the people are thrown out of employment. Eventually, the bottom is reached
and the contraction phase gives way to the recovery and expansion phases at the lower
turning point called contraction (trough). Thus, the four phases keep repeating themselves
as shown above. However, the revival may be slow or fast. It may be weak or strong. It
may represent a quick inflationary flare-up of prices to be followed by another severe slump
or may represent a long sustained span of brisk demand, plentiful of job opportunities, buoyant
prices and better living standards. Similarly, the recession may be slow or sharp; peak or
strong and of short or long duration. * '

Before World War II, many analysts used four stages to describe the typical business
cycle. Modern writers, however, speak of just two phases of business cycles and not four.
- Accordingly, they distinguish between phases of expansion and contraction with upper and
Jower turning points to divide the two. The ‘expansion’ is a period in which the majority of
the significant economic indicators are rising or expanding; the ‘contraction’ is a period in
" which the same is contracting or falling. The expansion and contraction phases are also
popularly referred to as ‘prosperity” and ‘recession’ or ‘boom’ and ‘slump’. Besides, some
economists are content to talk merely in terms of the upswing and downswing of the business
cycle.

Check Your Progress-2

Name the phases of Business Cycle.

..............................................................................................................................................




21.7 CONSEQUENCES OF BUSINESS CYCLES

Certain effects of business cycles on individual concemns are favourable. During revival
and expansion, demand increases, selling prices rise more rapidly than costs, profits increase
and individual manufacturers and merchants generally feel happy.

Business cycles, however, land individual business firms into a number of disabilities
and difficulties. Even during revival and the beginning of expansion phase, certain il} effects
start appearing. The increase in raw material prices, in labour costs and rents, and the
higher rates charged for credit accommodation increase the costs of carrying on husiness.
Later, when the situation becomes more difficult, the evil of cancellation develops. The
businessman finds that his customers are refusing to take goods, which they have ordered.
and there is a decline in the volume of orders. During the later stages of expansion, business
enterprises are confronted by much more severe competition. Prices are maintained with
difficulty. Collections are slow, while at the same time banks and trade creditors press for
the settlement of their claims.

The decline in prices, which is characteristic of the period of recession, usually finds
merchants and manufacturers with large inventories which depreciate materially in value
at this time. These excessive inventories are usually made up of finished goods rather than
raw material. During this period characterised by liquidation. the individual businessman
usually suffers through being compelled to sell his goods at a loss in order to meet his
obligation. This may result in either at least a sacrifice of profits or possibly necessitating
the carrying on of business at an actual loss.

During contraction, these difficultics are likely to continue. One of the most important
reasons for financial loss during such a period is found in the continuation of fixed charges
of all sorts. It is possible during contraction for an individual concern to reduce its direct
costs by the discharge of labour and reductioneof purchase of raw materials, but most of
the elements of overhead cost cannot be so reduced. In this fact, coupled with the necessity
of opening below capacity, is found one of the most important contributory factors to the
financial loss suffered during contaction.

The above discussion make it clear how an average business unit is made to suffer
from the ill effects of the business cycle. Since the cycle in its major movements lies quite
beyond the control of the individual businessman, the latter in seeking to avoid-these evil
effects is forced to do so primarily by adapting his operating programme to changes in
external conditions. With an increasing knowledge of the business cycle on the part of
businessmen in general, this process of adaptation is being followed more widely.

Impact of recession on small units is invariably more severe for a variety of reasons
that are structurally inherent in them. Most small scale units make only custom designed
components or assemblies needed by their customers, Order flow to such small units is
not only reduced, but worse, even component assemblies earlier ordered on them are not
lifted. They might be asked to hold over supplies, making their inventory position expensive
beyond their capacity to bear. While it is possible for their customers to offer discounts
and liquidate stock of products manufactured by them. Such flexibility does not obtain for
these smal] units. They are not able to sell a custom designed component meant for customer
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they sell these components to the customer for whom they were manufactured as and

when the customer is able to “accept deliveries” or they sell as scrap. There is seldom
any third option.

Apart from the usually unhappy cash flow situation, payments due to them for supplies
made take longer than even the already exploitative delays small units are victims of. Batch
production quantities, on which basis they agree to price their supplies shrink in size pushing
up the unit of cost of their production higher than the price at which they are forced to

sell. It 1s quite common for some customers to exploit the situation further by dictating

even lower prices while ordering lesser quantities.

Small and medium industries suffer the most in depression. The resources and liquidity
base of most small units is meager. They have hardly any resources to fall back on. They
are forced to borrow more and more form their bankers or form private money lenders,
and invite growing burdens of interest even when they are groaning under the weight of
the existing interest burden. Though firms can make necessary adjustments to overcome
the ill-effects of a business cycle, this is not always easy and without cost. Since business
cycles cannot be eradicated in a capitalist economy, all that is possible to reduce the ill-
effects of cyclical situations.

21.8 MEASURES TO MINIMISE THE EFFECT OF BUSINESS
CYCLE

The methods employed by businessmen to aveid or minimise the ill-effects of the
business cycles fall into two general categories, viz., Preventive and Curative measures.

A) PREVENTIVE MEASURES

Methods based on foresight, which are designed to prevent the individual concern
from suffering during recession and contraction. The various preventive measures are :

1) Conserving assets during expansion, avoiding undue increase in plant and equipment,
and in dividends.

1) Managing plant in such a way as to -

a)  avoid decrease in unit of production
b) - avoid increase in unit of overheads, and

¢)  maintain satisfactory labour conditions and steady employment throughout the
year.

i}  Avoiding excessive inventories of raw materials, materials in progress, and finished
products.

iv)  Avoiding purchase commitments in excess of financial resources.
v)  Avoiding excessive sales, which result in cancellation.

vi)  Employing a flexible credit standard, which may be tightened during expansion and
relaxed during contraction.

B) CURATIVE MEASURES

The curative measures are designed to assist in the recovery following a period of
contraction. These measures might be adopted during contraction in order to stimulate sales
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and to stabilise the producfion. Of the various measures employed to mitigate the effect
of contraction, the following are worth mentioning : ‘

i} Quick liquidation of inventories.

1) Reduction of costs of manufacture, both direct and indirect.

ii)  Improvement of quality to enhance demand.

iv)  Adoption of selling methods based on accurate analysis of the new situation.

v)  Development of plant and organisation for future bﬁ%ﬁiness.

vi)  Part-time operation.

vii)  Utilisation of profits gained in good times for payments to out-of-work employees.
viti) Launching new and innovative merchandise lines during slack periods.

ix)  Transfer of employees from one department to another during contraction.

x)  Extension of credit with a fair degree of freedom during depression.

xi)  Careful planning of expansion of plant and building.

Check Your Progreés-3

1) What are the factors that influence the business cycles ?

cycle ?

21.9 SUMMING UP

Business cycles are recurring changes in the level of business activity. The sequence
of events that constitute a cycle-expansion, downturn, contraction, and upturn is not periodic.
They differ with respect to duration, intensity, and scope, and they recur at irregular intervals.
The distinguishing feature of business cycle is that they are a self-propagating force generated
by the economy itself. A number of phenomena contribute to business cycle fluctuations.
They include the role of expectations, the existence of capacity, constraints, and the absence
of financial flexibility. No single issue is responsible for a cyclical episode. Economic cycles
are characterised by alternating periods of prosperity and depression. Business cycles vary
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in length of time and each cycle has its own characseristics and history. Due to this, economists
differ in their explanation of economic fluctuations.

Some economists are of the opinion that business cycle are caused by external factors
like war, revolution, technological change, population growth, discovery of gold, etc. Others
argue that business cycles are caused purely by internal factors Jike expansion and contraction
of bank credit, investment fluctuations or the interaction of the multiplier with the accelerator.
There is no consensus theory on the causes of business cycles. Each business cycle is
unique; however, we can generalise that the prices of the products fluctuate along with
consumer,demand in the same direction. The prosperity phase takes longer time than the
depressidn phase, "The duration between two major cycles is 6 to 12 years.

~  Businesg’cycles are influenced by the extent to which excess capacity existed at
the onset, the extent to which financial distress emerges, the stance of policy makers, and
the change in business and consumer psychology. A typical business cycle. in the terminology
of Wesley C. Mitchell, consists of four distinct phases : (i) Expansion (ii) Recession (iii)
Contraction and (iv) Revival. Alternatively, these phases are also called as Prosperity, Crisis,
Depression and Recovery. Business cycles influence business decisions of the firm. The
effect is more severe on small and medium firms. Since the cycle in its major movements
lies quite beyond the control of the individual businessman, the latter in seeking to avoid
these evil effects is forced to do so primarily by adapting his operating programme to changes
in external conditions. With an increasing knowledge of the business cycle on the part of
businesses in general, this process of adaptation is being followed more widely. The methods
employed by businessmen to avoid or minimise the ill-effects of the business cycle fall into
two general categories, viz., Preventive and Curative measures.

21.10 CHECK YOUR PROGRESS : MODEL ANSWERS

1. Busyness cycles are recurring changes in the level of business activity. They differ
with respect to duration, intensity and scope.

2. A typical business cycle consists of four distinct phases. They are (a) Expansion (b)
Recession (¢) Contraction, and d) Revival

3. 4 External factors like war, revolution, technological change, population growth,
discovery of gold. ete., and/or internal factors Iitke expansion and contraction
of bank credit, investment fluctuations or the interaction of the multiplier with
accelerator may cause the business cycles.

(i)  The methods employed by bisinessmen to avoid or minimise the ill-effects of
the business cycle fall into two general categories, viz., Preventive and Curative
measures. Preventive measures are based on foresight, which are designed to
prevent the individual concern from suffering during recession and contraction.
Curative measures are designed to assist in the recovery following a period of
contraction. These measures might be adopted during contraction in order to
stimulate sales and to stabilise the production.

21.11 MODEL EXAMINATION QUESTIONS

I) Answer the following questions in about 30 lines each.
What is meant by business cycles 7 Explain the phases of business cycles.

Describe the various measures to minimise the effect of business cycles.

3 Explain the features and consequences of business cycles. 313
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II) Answer the following questions in about 15 lines each. ;

1. Define business cycle.

2. What are the causes of business cycles?

3. List out the factors influencing business cycles.

4. Suggest the preventive measures to minimise the effect of business cycles.

21.12 RECOMMENDED BOOKS

1. Paul Wachtel
2, P.L.. Mehta

3. R.L. Varshney &
K.L. Maheshwari

Macro Economics (From Theory to Practice)
Managerial Economics (Analysis, Problems and Cases)

Managerial Economics

21.13 GLOSSARY

Business Cycles

Depression

Recession

Recovery/Revival

In a free enterprise economy, demand imbalances
periodically give rise to aggregate changes in the level
of economy-wide activity. These recurring, self-
propagating fluctuations are called business cycles.

Depression is characterised by low prices, idle funds
with banks, mass unemployment and slack trade.

When the business cycle takes a downward turn from
the state of prosperity, the state of recession is said
to have set in.

When the business cycle take an upturn from the state
of depression, the state of revival is said to have set
in.
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22.0 AIMS AND OBJECTIVES

This unit explains the concepts of economic growth, economic development and
underdevelopment, and examines the main factors that determine the economic development.

After studying this unit, you should be able to:
explain the concept of economic growth;

describe the methods of measuring economic growth;
explain the term 'ecénomic development;

differentiate between economic growth and economic development;

e & 2 o »

explain the factors which determine the economic development;
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L define the concept of Human Development; and

® explain the index of Human Development;

22.1 INTRODUCTION

Looking at the conomic state of the world, we see the countries of the world divided
into two broadly distinguishable groups. In the one group we find the people enjoying a
very high standard of living (Japan, United States of America, Germany, France, United
Kingdom) and in the other, majority of them living in great poverty and suffering from
illiteracy, unemployment and malnutrition (Nigeria, Bangladesh, India, Pakistan, Indonesia}.
The former, we know, are the "developed or advanced countries" while the latter are the
"underdeveloped countries". When the countries of latter group show development, they
are described as "developing countries”. This unit explains the concepts of economic growth,
cconomic development and underdevelopment. It examines the causes of underdevelopment.
it examines the causes of underdevelopment and factors influencing the economic development.
At the end it concentrates on an important aspect of economic development namely, Human
Development.

L}

22.2 ECONOMIC GROWTH

We often hear policy makers in the Government talking about economic growth. One
of the central questions faced by every economy 1s whether its capacity to produce is
increasing or remaining the same over time. Some countries grow rapidly in terms of production
and others slowly. If the economy's capacity to-produce goods and services is growing,
we can say that the economy is growing. Economic growth leads to high standard of living
of the people. Now let us see what is meant by the term "economic growth".

22.2.1 The Concept of Economic Growth

[n simple economic growth means an increase in the national income. It implies more
output and greater efficiency in production, 1.¢., an increase in output per unit of input. It
usually refers to the percentage rate at which the level of production of goods and services
in an economy is changing. Thus, it refers to rise in gross national product of a country
over some time. An alternative common measure of growth is in terms of per capita income
or product, which takes into account the ability of a nation to expand its income or output
at faster rate than its population growth. John Friedmann defines growth as "an expansion
of the system in one or more dimensions without a change in its structure”. [f a country
produces more of the same type of goods and services to keep up with a growing population,
while the basic structure of the economy remains intact, it is referred to conomic growth.
In a popular book on Liberia, Robert Clower had pointed out the various concessions to
foreign firms induced its exports resulting in a considerable increase in the gross national
product, this however did not result in complementary developments in other sectors of
the economy. The institutional set-up of the country essentially remained unaltered and its
benefits went almost exclusively to a privileged few. This is called phase of growth.

Economic growth may be defined as a rate of expansion that can move an underdeveloped
country from a near subsistence mode of living to substantially higher levels in a comparatively
short period of time say in years and decades. In the case of economically advanced
countries, it refers to continuation of existing rates of growth. Generally, rapid economic
growth is accompanied by greater industrialization.




Thus, it is clear that the economic growth refers to a quantitative sustained increase
1n a country's per capita output or income accompanied by expansion of economic activities
like production, consumption and volume of trade. '

22.2.2 MEASUREMENT OF ECONOMIC GROWTH

Economic growth is measured in the following ways: ”

i} Gross Domestic Product (GDP): The necessary requirement of economic growth is
an increased output of goods and services in the ceuntry. From this point of view some
economists defined economic growth in terms of national income aggregates. T vy regarded
economic growth as a process whereby an economy’s Gross National Product (GNP) increases
over a long period of time. As well all know, there is no difference between the GDP and
GNP in a closed economy as there are no foreign trade transactions. In an open economy
GNP may be more or less than the GDP depending upon the net inflow or outflow of income
on account of foreign trade. Mere increase in GNP does not mean that the economy has
grown. It is the GDP, which will give a more accurate picture of economic growth of a
country. The increase in GDP must be steady an}d prolonged.

When the population of the country grows at a faster rate than that of GDP, the per
capita product will decline. Do you think that we should accept this trend as economic
growth? No. Then we have to take into consideration the product per capita rather than
the GDP. In this connection, Kuznets rightly defined economic growth "as a sustained increase
in population and product per capita". And, the GDP as a measure of economic growth
does not reveal aything about the distribution of income in the country.

if) Per capita product: It is believed. that the essence of economic growth is an
increase in the product per head of population. Generally, a rise in product per capita leads
to increase in the standard of living of the people. However, in an expanding economy,
improvement in per capita consumption will be less than the increase in the per capita product
for the simple reason of saving for the purpose of capital formation. For the purpose of
measuring economic growth, the per capita product is the most widely used index. We can
estimate the capacity of the economy to provide income to the people with the help of
product per capita.

iii) Distribution of Income and Wealth: According to this approach, economic
growth 1s regarded as sustained increase in per capital output accompanied a reduction in
the existing economic inequalities and an economic betterment of the people. The reduction
of mass poverty is a crucial test of economic growth. In the opinion of Jacob Viner, an
increase in per capita product is undoubtedly an important index of economic progress, but
it cannot be whelly depended upon to gauge economic growth unless it is fallowed by a
reduction in the existing inequalities in the distribution of national wealth. Though this approach
to economic growth sounds good, it is not wholly correct. It is possible that with the increase
in real national income or per capita income, the rich might have become the richer and
the poor might have become poorer. Thus, mere increase in per capita income does not
lead to economic progress till the distribution of national wealth is equitable or justifiable.

Of the three ways of measuring economic growth, the per capita product approach
1s regarded as the most appropriate one. Some modern economists like Charles Bettleheim
argued that in planning for economic growth the aim should be not only quantitative change
in terms of production but qualfative changes also in terms of productivity of labour. On
the basis of such qualitative change an economy as a whole can rise to a higher level.
Simon Kuznets also defined economic growth in terms of structural transformation as "a
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long term rise in capacity to supply increasingly diverse economic goods to its population,
this growing capacity based on advanced technology and the institutional and ideological
adjustments that it demands". Thus qualitative dimensions are added to the growth process,
failing which growth potential that is created productive forces will not be reatized.

Check Your Progress -1

(i) What do you mean by the term 'economic growth™

....................................................................................................................................................

22.3 ECONOMIC DEVELOPMENT

The term 'economic growth' was often used as a synonym of economic growth till
1960s. Now economic development is not considered identical with economic growth. Economic
development is a wider and comprehensive concept. Economic development means growth
plus progressive changes in certain crucial variables, which determine the well-being of
the people. It implies much more than the growth. It includes progressive and fundamental
changes in the socio - economic structure of an economy. It implies both more output and |
changes in the technical and institutional arrangements by which it is produced.

Economic development refers to the problemé‘ of underdeveloped countries. It is the .
process by which an economy changes ffomra low productive labour intensive, and some
times, primitive forms of production, with illiteracy, poverty and unemployment, to an economy
with capital intensive, high productive, full employment and high standards of living. This
is to be accompaniéd by a complete change in the structure of production and distribution
of income, outlook and attitudes of the people in the country. Thus, the entire social and
economic environment has to change. Economic development is, therefore, not only growth,
but also growth with structural changes in the economy, a complete transformation in structure.

22.4 GROWTH VERSUS DEVELOPMENT |

Though the terms of economic growth and economic development are interchangeably
used, there are certain fundamental differences between them. The distinction between |
these two relates to the nature and courses of change. The differences are as follows:

()  Economic growth means more output, while economic development implies both more |
output and changes in the technical and institutional arrangements by which it is produced !
and distributed. ‘

(i)  Economic growth implies an expansion of the system in one or more dimensions without
a change in its structure, while development is an innovative process leading to the structural
transformation of social systems.




(iii)_ Economic growth is related to a quantitative sustained increase in a country's per
capita output, while the economic development is wider term, which relates to qualitative
changes such as technological and structural.

{(iv)  Economic growth is easy to realise. But the process of development is far extensive
involving the changes in the composition of output and shift in the allocation of .productive
Tesources so as to ensure social justice. ‘

(v)  An economy can grow but it may not develop because of persisting problems of
unemployment, inequalities and poverty. But it is difficuit to imagine development without
economic growth. Thus, there may be growth without development but development without
growth is inconceivabie,

vi} A country can grow with the production of a single product. Fore example, Libya
grew as avesult of discovery of petroleum and its production for the consumption of western
capitalist countries. And, if we take South Korea, it experienced structurgl ehanges along
with growth. Economic development involves a_st_ea'dy decline in the share of primary seclor
(agriculture and allied activities) and a rise in tH_e"éhare of secondary sector (industry, mining,
electricity, etc.) activities and tertiary sector (banking, insurance, etc.) activities and resultant
changes in occupational pattern, productivity, consumption patterns, etc. Thus, economic
development involves new dimensions such as distributive justice, human welfare in terms

of reduction in the incidence of poverty, spread of literacy, etc.

Check Your Progress - 2

List out certain important differences between economic growth and economic development.

22.5 UNDERDEVELOPMENT

Generally speaking, economic development refers to the problems of the economic
development of underdeveloped countries. After the Second World War the economists in
both Western countries and the Third World Countries (developing countries) have taken
particular interest in the problems of relatively backward countries. Their interest in the
economics of development has been further stimulated by the wave of political resurgence
that swept the Asian and African nations after the war. The developed nations also have
realised that 'poverty anywhere is a threat to prosperity everywhere' and started showing
interest in the development of underdeveloped. countries.

Now, let us explain the meaning of the tem{ 'underdevelopment'. There is no definition
of underdevelopment which will be universally acceptable. Some economists view
underdevelopment as just lack of development. Thus, most of the Latin American, African
and Asian countries are classified as underdeveloped. They are also called as less developed
or developing countries. A low level of per capita product is an indicator of economic
underdevelopment.

Modem economists define development as a process of eliminating poverty, income
mequalities and unemployment. In this framework, underdevelopment is a situation characterised
by inequalities and unemployment. Stanley defines an underdeveloped country, in terms of
poverty, as one "characterised by mass poverty which is chronic and not the result of some
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country, where superstition and orthodoxy prevail, understanding of natural phenomena was
not put to production use.

Certain inhibiting social customs were also responsible for the low-level development.
The joint family system killed all initiative and enterprise, tying down all members of the
family in one house. People give much importance to the religious feeling and even, they
fight for the places of worship. Tt has given rise to religion based tercorism in such countries.
Nowadays, cross border terrorism has become a severe problem hindering the developmental
activities in these countries. PR

iii) Political Obstacles

Political stability works as an important prerequisite for steady economic development.
Frequent changes of the Governments Jead to diversion from developmental activities. The
decision to pursue economic development involves hard choices like withering subsidies,
popular welfare schemes, etc. thus, the governments will be unwilling or incapable to take
necessary sfeps to promote €conomic development.

Check your Progress-3

List out the economic factors, which hinder the ‘economic development.

.............................................................................................................................................

22.8 FACTORS WHICH DETERMINE ECONOMIC
DEVELOPMENT

Many of the hindering factors, could, if properly managed, be made to generate ECONOMIC
development. For this purpose, efforts must be made o overcome these obstacles. A variety
of factors influence the economic development. T hese factors can be classified as economic
facters and non-economic tactors.

13
I. ECONOMIC FACTORS

(i) Natural Resoarces: The availability of fertile land and water are importart for the
development of agriculture sector. Industrial development also depends on the availability
of minerals like iron ore. copper, tin, bauxite, coal, etc. The abundant supply of natural
resources is just necessary for economic development. These resources are Lo be
properly exploited through improved techniques.

(1) Capital Formation: It plays a major role in the development of a country. For the
purpose of accelerating economic pregress high ratio of income is to be saved. It
raises the level of investment in the country. Capital formation leads to technological
progress. It helps in exploitation of natural résources, industrialization and expansion
of markets, which are essential tor economic development.

i) Sarplus of Agriculterse: The marketabic surplus of agiiculturs plays a crucial role
in the development of the country. The agricultural sector must support the industral




of underdevelopment. These are the ‘obstacles’ or 'bottle-necks', which hinder the development.
These bottlenecks can be classified into two groups, viz., economic factors and non-economic
factors.

I ECONOMIC FACTORS

The importance economic factors which hinder economic development are (1) capital
deficiency; (ii) population pressures; (ii1) lack of technological knowledge; (iv) dualistic economes;
(v) lack of preparation for industrial revolution. Now let us discuss them one by one.

(i) Capital Deficiency

According to Nurkes, " a country is poor because it is poor". Thus the very cause
of poverty and underdevelopment is poverty itself. This is because the underdeveloped
countries are trapped in the " vicious circles of poverty” i.e., a set of forces which act on
and react 1o each other in such a way as to keep a country always in a state of poverty.
These forces are so strong that the underdeveloped countries are caught in a trap with no
possibility of breaking themselves free.

Underdevelopment is the result of lack of supply and demand for capital. Thus there
are vicious circles on both the demand and supply side of capital formation. On the supply
side, capital formation can be generated through investment of the surplus or savings. But
the savings are low due to the low level of income received. The low incomes are due to
the Jow level of production. Low productivity is caused by lack of capital. Lack of capital
is due to the low level of saving and investment. Hence the vicious circle of the supply
side is complete. This can be shown in the form of a diagram.

Low Capital

Formation \

Lack of Capital Low Level of
: Investment

Low Productivity —————>  Low Income

On the demand side, Nurkes says that the incentive to invest is lacking. An expansion
in the production is caused due increasing demand for goods and services. But in an
underdeveloped country demand is low because of low incomes. Lack of capital is due to
lack of inducement to invest. This forms the demand side of the vicious circle. Thus:

%" Lack of Inducement
to Invest

Low Levels of
Capital Formation Low Demand

7

Low Productivity ——————>  Low Income
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It can be seen that low productivity leading to low income is a factor common to
both circles. These circles trap the underdevelopment countries in a low i mcome, low productivity
trap at a stagnant level and only if it can be broken at some point can development take
place.

i) Population pressures

In most of the Asian Countries, the high rate of population growth has had an adverse
effect on economic development. With improvements in medical and health facilities and
the eradication of many fatal diseases and epidemics, and death rate has been reduced in
underdeveloped countries. With only a marginal fall in birth rate, most of the underdeveloped
countries are experiencing “‘population explosion”. With the result that there is over- -population
in agriculture and other primary sectors. Population can act as an obstacle in the sense
that every increase in production is swallowed up by the | increasing numbers. This leaves
very little surplus for investment and the development effort hag to be much more than
what the underdeveloped countries are capable of bearing. Increase in demand for consumption
would mean a large part of investment being diverted to the production of goods meant

. for current consumption , and hence a reduced investment in tong term projects which are

required for reaching higher growth rates.

Increasing population leads to increasing unemployment, because employment opportunities
do not keep pace with population growth. This means that the burden on the employed
increases. The unemployed, the children and the aged have to be looked after by the few
employed persons. This results in lowering the per capita income and consumption, leading
to poverty, malnutrition and frustration.

it) Lack of Technical Knowledge

For each country there are appropriate techniques depending on its resource endowments.
Failure to identify these prolongs the state of underdevelopment. Further, skill formation
should be directed towards the understanding of the technologies relevant to these countries.
Scientific improvements, etc., should be primarily aimed at improving these techniques. F ailure
to do so hinders economic development. The failure could be of two kinds. (a) In some

~ underdeveloped countries, the educational facilities required to understand these are absent

due to a very low incidence of hteracy, thus, the population is not even equipped to understand
these techniques and there is a large scale dominance of inferior and inefficient techniques.
(b) In some other countries a large majority of people is illiterate and only a small minority
is literate and highly trained. The latter are too highly educated to be able to handle techniques
appropriate to these countries. For instance, they might have been trained to perform highly
sophisticated surgery but they may be incapable of planning for the provision of improved
health facilities in the rural areas. In such countries we have highly trained manpower coexisting
with underdevelopment. India, for example, has the third largest scientific manpower in
the world, and yet it 1s an underdeveloped country: What is required here is a plan to reorient
the education to suit our needs. Thus in the underdeveloped countries ignorance of appropriate
techniques of production and the method to improve output are the hindering factors.

iv) Dualistic Economices

The underdeveloped countries are charactrised by a dualistic economic structure.
With great inequalities of incomes, the high-income groups are affected by the consumption
patterns of the advanced countries. A small section of the rich are able to enjoy a very
high standard of living, while others live in a great poverty. The demand for luxury goods
leads to misuse of scarce capital goods, foreign exchange and trained manpower. The diversion










sector by supplying the adequate food grains. The scarcity of food grains in the urban
arcas will arrest the industrial growth. If sufficient marketable surplus is not available,
the country may have to import the food grains, which will cause a balance of payments
problem. It involves large scale spending of foreign exchange that can be used for
the import of technology and other capital goods.

{iv)  Economic Planning: Developing countries can develop properly with the help of
economic pla.ning. Necessary resources required for the development can be easily
raised. 1f they follow capitalist path of development it may lead to many economic
problems like economic inequalities, regional imbalance, etc.

(v)  Technological Progress : Technological changes are regarded as an important
factor of development. Tt will lead to increase in the productivity of labour, capital
and other factors of production. The low-cost capital saving labour intensive technology
will certainly help the developing countries to have sustained economic development,

II. NON - ECONOMIC FACTORS

Non - economic factors will also influence economic development along with economic
factors. According to Nurkse “economic development has much to do with human endowments,
social attitudes, political conditions and historical accidents.” Thus, social, cultural, political
and other factors are as much jmportant as economic factors in economic development.

l Let us explain certain important non-economic factors, which determine the economic
development.
i 1) Human Resources: Human resource is an important factor in economie development,

May economists have shown that the population need not be a bottleneck, but has
a great potential for generating developmental activities. A large supply of labour
can be taken advantage of in two ways:

h (a)  With large surplus labour, workers will be willing to work at low wage rates.
! Since wages are also a cost of production, the cheap supply of fabour reduces
costs. This leads to higher profits than can be used for investment, leading to
more production and an increase in the rate of growth. In the case of labour
shortage, higher wages have to be paid and the cost of production would increase,
thereby lowering profits and investments. Hence a surplus unemployed labour
force would actually be helpful factor in economic development.

(b)  Secondly, labour surplus encourages the use of labour-intensive techrigues of

production. These techmques tend to use more of labour than capital. In many
\ of the industries, labour-intensive technigues of production would mean quicker
and cheapey output. For instance, in the laying of the ratlway lines, roads, irrigation
canals or even building the dams, the labour-intensive techniques of production
help, in increasing output even without the help of complicated machinery like
cranes, earth movers, etc. This not only leads to increase in production but
also ensures the availability of scarce capital goods, which can be used more
etficiently, elsewhere, to build up other sectors.

i) Desire to develop: The cconomic development to a great extent depends on the
people desire to develop. If depends largely on the people’s participation. The development
is not a mechanical process. It involves acitve and furttful participation of the people.
The outcome of any development activity will depead on the skills, quality and attitudes
of the people of the country. -

-
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ii)  Political and Adminisitrative Factors: Political and administrative factors also help
the economic development. Economic development in the countries like Britian. German,
Japan has been due to their political stability and strong administration. A strong,
efficient and incorrupt administration is essential for economic development.

iv)  Social Organisation: Mass participation in the developmental activities is a pre-
condition for rapid economic development. When the fruits of growth are fairly distributed.
the people will show interest in the development activity of the country. The social
attitudes, values and insitituions in the underdeveloped countries should be changed
for economic development to take place. People are to be properly educated in this
regard. The people must allow the Government and entrepreneurs to take up development
activities by maintaining peace and communal harmony in the society.

Thus, many factors, both economic and non-economic, are important for promoting
economic development in the economy. The two major hindrances to development namely,
population and inadequate supply of capital, can be used to plan for rapid economic development.
The first of the two helps us to obtain as much labour as is needed at low wage rates and
the latter enables us to use labour intensive techniques.

- A

Check Your progress-4

How can certain hindracnes be used in planning for economic development?

22.9 HUMAN DEVELOPMENT

In recent years Prof. Amartya Sen emphaised on the concept of human capabilities
for the purpose of measuring economic development in a county. According to him the
core of human well-being is to enhance people’s canabilities for attaining higher standards
of health, knowledge, self-respect and the ability to par..cipa‘e actively in community life.
The standard of living in a society should not be judged by GNP per capita but by people’s
capabilities. The relevant capabilities include being away from starvation, from hunger, from
under nourishment, participation in communal life, being adequately sheltered and so on.
The United Nations Development Prograni"me has incorporated Prof.Sen’s view in its first
Human Development Report in 1990.

22.9.1 THE CONCEPT OF HUMAN DEVELOPMENT

Human Development is a broad and comprehensive concept. The Human Development
Report defined it as “a process of enlarging people’s choices™. The most critical choices
are to lead a long and healthy life, to be educated and to have a decent standard of living.
Choices include political freedom, guaranteed human rights and various ingredients of self-
respect. These are some of the essential choices of people, which are important for getting
other opportunities.

The concepts of economic growth and Euman Development (HD) are not the same.
The economic growth focuses exclusively on the expansion of only one choice. i.e., income,




Whereas the HD embraces the enlargement of all human choices, whether economic, social,
cultural or political. Thus, HD is a wider concept than economic growth. It is very much
concerned with economic growth and with its distribution, basic human needs, human aspirations,
. etc. Mere expansion of income may not enlarge all other choices of the people for the
simple reason that income may be unevenly distributed in the society and the society may
not be allowed to enlarge human options in spite of income expansion. Sometimes accumulation
of wealth may not he necessary for the fulﬁ_l_lment of several kinds of human choices like
equality, democratic rights, knowledge. Econgimi¢ growth is essential for human development.
The human development is also important beeause it is the healthy and educated people
who can contribute to economic growth by takmg part in economic activities, Thus, economic
gro~:nh and human development are closely related. It can be concluded that economic
growth is a means to an end and human development is an end itself.

Human Development is better measure of economic development because of the following
reasons:

i) It results in improving the human condition and people’s choices:

il It is a means to higher productivity;

i} It helps in reducing the population growth;

v} It shows a good physical environment;

v) It reduces civil disturbances in the society for providing political stability.

_ It is clear from the abovt dxscusm that the human development concept covers
the entire society and not just the economy. It gives importance to political, cultural and
social factors along with economic factors. The people are rightly regarded as the end of
development and the means are not forgotten.

~ According to Mahbub UL Hag, there are four essential components in the human
development aspect namely, equity, sustainability, productivity and egz:.owerment. By the
enlargement of people’s choices, they must enjoy equitable access to all the opportunities.
Sustainability is a matter of distribution equity i.e., sharing development opportunities by
the present and future generations and ensuring intragenerational and intergenerational equity
in access to opportunities. The third component, i.e., productivity requires investments in
people and an enabling macro economic environment for them to achieve their maximum
potential. And, the empowerment means that people are in a position to exercise choices
of their own with free will and it envisages full employment for them.

22.9.2 HUMAN DEVELOPMENT INDEX

It recent years the concern of development economists has shifted from economic
growth to human development. As we have seen already, the human development 1s the
‘end’ of all the activities. But its measurement is not an easy task. The United Nations
Development Programme in its Human Development Report (HDR) published in 1990
has formulated and used Human Development Index (HDI) as a composite measure of
Human Development. Since then three supplementary indices have been developed namely,
the Human Poverty Index, Gender-related Development Index and Gender Empowerment
Measure. The concept of HD, however, is much broader than the HDI and these supplementary
indices. It is because many vital dimensions of human development, such as participation
in the life of community, are not readily quantified.




The HDI measures the overall achievements in a country in three basic dimensions
of human development, namely longevity, knowledge and decent standard of living. It is
measured by life expectancy, educational attainment (adult literacy and combined primary,
secondary and tertiary enrolment) and adjusted income per capita in purchasing power party
US Dollars. The HDI is summary, not a comprehénsive measure of HD.

In terms of HD, Norway with an HDI value of 0.939 in 1999 ranks first and Australia
with a HDI value of 0.936 is 1999 ranks second. India with a HDI value of 0.571 ranks
115th and Sierra Leone ranks the lowest in terms of human development in 1999, out of
the 162 countries for which HD Report 2001 calculated the index. It has classified these
countries into high, medium and low human development countries. India s classified as a
medium human development country.

Check Your Progress-5

iy  What are the differences between economic growth and human development?

(i) What is Human Index?

22.10 SUMMING UP

Economic growth means an increase in the naiional income of country. It can be
defined as a rate of expansion that can move an underdevelopeu country from a near subsistence
mode of living to substantially higher levels. It is measured in terms of Gross Domestic
Product, Per Capital Product and distribution of income. Economic Development means
growth plus progressive changes. Ttis the growth with structural changes in the economy.
The concepts of economic growth and development are not the sameé. There exist certain

* differences between thern. The term ‘underdevelopment’ means lack of development. It
is a situation characterised by inequalities and unemployment. There are certain common
characteristics of developing countries like, high rates of population growth, preponderance
on agriculture, low GNP, ete.

There are some fundamental reasons for underdevelopment of certain countries. These
are the factors, which hinder the development process. They are capital deficiency, lack
of technical knowledge, lack of preparation for industrial revolution, social and cultural factors,
etc. Many of the hindering facters, could, if properly managed be made to generate economic
development, The most important one is Human Resource.
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In recent years the concern of development economists has shifted from economic

growth to human development. The human development is a process of enlarging people’s
choices, Economic growth is essential for human development. The economic growth and
human  development are closely related. The United Nations Development Programme
has formulated Human Index for the purpose of measuring human development. It is based
on three important factors namely life expectancy, educational attainment and adjusted income

per capita.

22.11 CHECK YOUR PROGRESS : MODEL ANSWERS

L.

e

(i)  Economic growth means an increase in the national income. It implies more
output and greater efficiency in production. It may be defined as a rate of
expansion that can move an underdeveloped country form a near subsistence
mode of living to substantially higher levels. It refers to quantitative sustained
Increase in a country's per capita income.

(i)  The economic growth can be measured by Gross Domestic Product, per Capita
Product and distribution of income. Measuring economic growth in terms of
per capita output is regarded as the most appropriate approach.

Economic development is wider in scope and includes economic growth. The differences
relate to the nature and cuases of change. Growth means more output, while economic
development implies more output and changes like technical and institutional. Economic
growth implies an expansion of the system but development includes structural
transformation also. An economy may grow but it may not develop. Economic development
involves many new dimensions.

There are certain factors which hinder the development. They are also known as
bottlenecks to or obstacles to development. They can be classified as economic and
non-economic. Economic factors include capital deficiency, population pressures, lack
of technical knowledge, dualistic economies and lack of preparation for industrial
revolution,

The hindrances to economic development like population and inadequate supply of
capital can be used to plan for rapid economic development. Human resource is an
important factor in economic development. A surplus unemployed labour force would
actually be helpful factor in economic development. It encourages the use of labour
intensive techniques of production. This also ensures the availability of scarce capital
goods, which can be used more efficiently in the other sectors of the economy.

(i)  There are some differences between the concepts of economic growth and
human development, though they are closely related. The economic growth
focuses éxclusively on the expansion of only one choice i.e., income, while
HD embraces the enlargement of all human choices. Economic growth 1s a
means to an and, while the HD is an end itself. HD gives importance to various
social factors in addition to economic factors.

(i) HDI is a composite measure of Human Development. It measures the overall
achievements in a country in the three basic dimensions of hurnan development
namely, longevity, knowledge and decent standard of living.
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22.12 MODEL EXAMINATION QUESTIONS

I.
1.

SR A O o

_.
=

Answer the following questions in about 30 lines each.

Differentiate between the economic growth and economic development.
What is economic growth? How is it measured?
Explain the factors, which hinder the cconomic development.

Suggest remedial measures to underdeveloped countries for their development.
What is human development? What are its components?

What is human development? How is it measured?

Explain the factors which influence the economic development. .
Answer the following questions in about 15 lines each. .
Explain the term “Economic Growth™. : RS

Distinguish economic development from growth.
What is underdevelopment?

List out the common features of developing countries.
Describe the Human Index.

Explain the concept of Human Development.

What is vicious circle of poverty ?

What do you mean by dualistic economies?

Explain the concept of economic development.

How can certain obstacles to economic development be used in favour of economic
development?

22.13 RECOMMENDED BOOKS

1.
2.

Sampat Mukherjee : Modern Economic Theory

Misra & Puri . : Indian Economy v

Dutt & Sundaram : Indian Economy

Gosh P.XK. : Economics of Development -
Benjamin Higgines : Economic Development

22.14 GLOSSARY

Economic Development : The progress of growth in the structural changes
in the economy,

Economic Growth : The steady progress of increasing productive
capacity of the economy.




Human Development

Human Development Index :

Investment

Underdevelopment

Vicious Circle of Poverty

Enlarging the people’s choices. .
A composite measure of human development.
The expenditure in real capital goods.

A situation characterised by inequalities and
unemployment.

A set of forces that act and react on each other
in such a way that they keep the country always
in a state of poverty.
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UNIT-23 : INFLATION AND UNEMPLOYMENT
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23.16 Glossary

23.0 AIMS AND OBJECTIVES

The purpose of this unit is to explain various aspects of the two economic problems
viz., inflation and unemployment.

After studying this unit, you should be able to :

explain the meaning and types of inflation;

identify the causes of inflation;

describe the concepts of inflationary gap and stagflation;
suggest the measures to control inflation;

explain the meaning and -categories of unemployment;
describe the causes of unemployment,

suggest measures to remove unemployment; and

explain the relationship between inflation and unemployment.
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23.1 INTRODUCTION

Inflation and unemployment are the two serious problems faced by many economies
in the world, particularly Third World countries. Everyone, either in the Government or
outside, either producers or consumers, either employees or unemployees talk about these
problems. The worst sufferers of these problems are the common people in the sociey.
This leads to frustration and restlessness among the people. As such the Governments aim
at controlling inflation and removing the problem of unemployment in the economy. The
inflation and unemployment are regarded as indicators by which it can be known how well
an economy is functioning. In this unit the meaning and causes of these probi:ms and the
remedial measures to overcome them are discussed.

23.2 MEANING OF INFLATION

Inflation refers to a situation of general increase in the level of prices and consequent
fall in the value of money over a period of time. Different economists defined the term
‘inflation’ in different ways. Let us consider some important definitions which would give
us a comprehensive idea about this intricate problem.

Harry Johnson defines inflation as ‘a rise in prices'. Crowther defines inflation as ‘a
state in which the value of money is falling, i.e., prices are rising. Prof. Samueison puts it
that "inflation accurs when the general level of prices and costs are rising".

Thus, the common feature of inflation is a price rise. The degree of price rise can
be measured by price indices. Some economists view inflation as a pure monetary phenomenon,
while others as a full employment phenomenon. Monetarists say that when money supply
exceeds the normal absorbing capacity of the economy, it leads to persistently rising prices.
Kremmer defines inflation “as too much currency in relation to the physical volume of business
being done”. Goldenweiser states that inflation occures when the volume of money actively
bidding for goods and services increases faster than the available supply of goods.

As understood by some of the leading cambridge economists like A.C. Pigou, “inflation
exists when money income is expanding more than in proportion to income earning capacity”.
Thus, it is clear that when the quantity of money in circulation is more than the total amount
of goods and services, the result is an extra ordinary increase in prices.

Modern economists like Keyens, regarded inflation as a phenomenon of full employment.
Keynes relates inflation to a rise in price level which comes into existence after the stage
of tull employment. He distinguishes between two types of price rise, namely:

(a) rise in prices accompanied by increase in production
(b) rise in prices not accompanied by increase in production

For instance in an economy which is working at a low level with the availability of
unutilised resources, an expansion of money and other factors leading to an increase n
demand will result in a rise in prices and an increase in the volume of goods and services.
Thus rise in prices will be accompanied by an increase in production and employment. This
will continue until all unemployed persons are employed and capital and other resources
are fully utilised; that is to say until a state of full employment is reached. Beyond this
state, further increase in the volume-of money or rise in demand will result in a rise in
prices without a simultancous rise in production and employment.
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According to Keynes, rise of prices upto the state of full employment is good for
the economy because it is accompanied by increased employment and output. This is called
semi-inflation or partial inflation. After the state of full employment, and rise in prices is
bad for the economy because there is no corresponding rise in production and employment.
This is called real inflation or full inflation. This phenomenon can be very well represented
with the help of the following diagram.
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Fig. 23.1 Inflation

In the above diagram price and employment are measured along the Y axis and quantity
of money on X axis. CD is the line of full employment on which P is the point of full
employment. There is no doubt that inflation is accompanied by some rise in prices but
every rise in prices does not indicate inflation. There is some inflation upto the point P and
the line AP measures partial inflation. It is because upto P, increase in money supply was
accompanted by increasing employment opportunities. It is beyond the point P, inflation
sets in.

The term inflation, as understood by Keynes, can be applied to a developing economy
like India where there is mounting unemployment and unutilised resources. Due to several
constraints like limited capital, machinery, lack of transport, inadequate technical know-
how, etc., rise in price level may not lead to increased output even though the country
may not have reached a stage of full employment.

From, the above definitions it is clear that inflation is the rise in the general price
level or fall in the value of moncy. It does not refer to changes in relative prices of commodities.
Here, an important point to be noted is that during inflation all prices are not necessarily
rising. Even some prices may be falling. For example, during the periods of inflation, in
India, the prices of certain goods like personal computers, digital diaries, digital watches
have declined. :




Deflation

Deflation is an exactly opposite situation of inflation. It refers to a phenomenon of
constantly falling prices of goods and services. It is an economic situation during which
period the prices are falling or the value of money is rising. In the words of Pigou “deflation
is that state of falling prices, which occurs at the time when the output of goods and services
increases more rapidly than the volume of money income of the economy”. But modern
economists do not compietely link inflation with the decrease in money supply. Crowther
is of the opinion that “deflation is that state of the economy where the value of money is
rising i.e., prices are falling, o

Measurement of Inflation

Inflation is conventionally measured in terms of movement of wholesale prices. However,
from the point of view of the consumers, inflation is to be.measured in terms of consumer
price index. Presently, in India, apart from the Wholesale Price Index (WPI), three different
indices of consumer prices are available. They are Consumer Price index for Industrial
Workers (CPI-IW), Consumer Price Index for Urban Non-Manual Employees (CPI-UNME)
and Consumer Price Index for Agricultural Labourers (CPI-AL). Of these consumer price
indices, the CPI-IW is the most importnt and popular one. The Dearness Allowance to the
Central Government employees in India is granted based on the CPI-IW. For the purpose
of calculating these indices, at present the year 1993-94 is taken as the base year (1993-
94=100) :

Looking at the Wholesale Price Index, in India the inflationary pressure was concentrated
In primaty commodities such as foodgrains, sugar, o1l prices, etc. Prices rose rapidly during
1990-91 and 1991-92 and the average annual rates of inflation were 10.3 per cent and
13.7 per cent (based on 1980-81=100) respectively. Since then the inflation rate was controlled
because of better performance of agricultural sector and reduction in the fiscal deficit.
The inflation rate was brought down to 10.1 per cent during 1992-93 and 8.4 per cent during,
1993-94. However, the inflation rate rose again during 1994-95 (10.9 per cent) because of
heavy fiscal deficit and rise in administered prices. Since then, the inflationary situation
has come under control with single digit and the prices particularly of primary food articles
have noficeably come down. During the year 1999-2000, the average annual rate of inflation
was the lowest at 3.3 per cent.

Cn

Check Your Progress-1

) Differentiate between partial inflation and true inflation.
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23.3 TYPES OF INFLATION

Economists classified inflation into vaious types based on different grounds.
i) Based on the role of increase in price level

(i) creeping, (ii} walking; (iii) running , and (iv) galloping..

_ii)  Based on the factors which influence money supply and demand for goods

and services . ~
(1) excessive; (i1) cost; and (iii) deficit
jii) From the scope point of view
(i) comprehsneive; and (i1) sporadic
iv) According to the reaction of the Government to the prevalence of inflation
(i) open; and (ii) supressd inflation

Let us discuss them one by one.

L Creeping, Walking, Running and Galloping Inflation

The sustained rise in the general price level may of various magnitudes. According
to the rates of rise in prices different names have been given to inflation i.e., creeping,
walking, running and galloping

1) Creeping Infaltion : It refers to very slow rise in prices like a creeper. When the
rise in price level is not more than 3 per cent a year, it is called creeping inflation.
Such a inflation is regarded safe and essential for economic growth.

i)  Walking Inflation : When the rise in prices is in the range of 3 to 7 per cent a
year or less than 10 per cent, it is called walking inflation. This indicates a warning
signal to the Government to take steps for cont_r@)lling it.

ii)  Running Inflation : It refers to a double digit inflation of 10-20 per cent per annum.
Such inflation affects the poor and common people adversely.

(iv) Galloping Inflation : When the prices rise very rapidly at double or triple digtt rates
from more than 20 to 100 per cent or more per year it is called galloping inflation.
It is also known as hyperinflation. During such situations prices rise every moment
and many times a day. The rate of inflation becomes immeasurable and absolutely
uncontrollable. It is a serious problem and causes economic distortions and disturbances
in the economy.

1L Excessive, Cost and Deficit Inflation

Inflation is classified as excessive inflation, cost inflation and deficit inflation based
on the factors that influence the supply of money and demand for goods and services in
the economy.

1) Excessive Inflation : It refers to the price rise due to excess of money supply in

relation to the availability of real goods and services in the economy.
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Cost Inflation : It refers to the situation when prices rise due to increase in the
prices of factors of production. It takes place when the money incomes of factors
particularly wages increase without increasing output. It is also known as wage-induced
inflation. -

Deficit Inflation : Wen the governments are unable to finance their current expenditure
by taxation, they go for deficit financing 1.e., printing of paper currency. This leads
to increase in the purchasing power in the society and thereby prices rise. in the economy.
This situation is referred to as deficit - induced nilation.

Comprehensive and Sporadic Infiation
Trom the scope point of view the inflation can b either comprehensive or sporadic.

Comprehensive Inflation : When the prices of every comrmodity in the economy
rises it ic referred to as comprehensive inflation. Ti is also called cconomy-wide inflation.
This is the phenomenon of gneral price level (ise n the economy.

Sporadic Inflation : It refers to rise in prices of specific goods due to fall in the
suppty of those goods. For example, during drought conditions the prices of foodgrains
may increase. Thus, it is a kind of sectional mnflation.

Open and Supressed Inflation

Based on the government action to control the inflationary situation in the economy,
the inflation is divided into open inflation and supressed inflation.

Open Inflation : The inflation which occurs when the Government makes no attempt
to control it, is called ‘open inflation’. Free market mechanism is allowed to play its
role in controlling the inflation.

Supressed Inflation : Sometimes the Government controls the prices of some commodities
by certain administrative measures such as price-ceilings, rationing, etc. Suppressed
inflation refers to a situation where demand exceeds supply but the effect on prices
is minimised by the use of price controls by the Government. These price controls
do not deal with the causes of inflation but simply seek to supress the symptoms of
inflation. This type of inflation is also known as repressed inflation.

Check Your Progress 2

What do yout mean by Creeping, Walking, Running and Galloping Inflation 7

23.4 CAUSES AND EFFECTS OF INFLATION

Economists differ over the causes that lead to inflationary situations in an economy.

As we have already discussed, monetarists view that inflation is due to demand pull or
excess demand. That means, inflation is the result of excessive increase in the money supply
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in the face of an inelastic supply of goods and services. Other economists view that inflation
is due to cost-push factors. Let us now explain these views.

i) Demand Pull Inflation

Inflation takes place due to the demand for goods and services exceed their total
supply. Goods may be in short supply because zither resoruces are fuily utilised or production
cannot be increased rapidly to meet the increasing demand. When there is a shortage of
raw-matrial, equipment and machinery, technology etc., the output of goods and serives
may not increase corresponding to an increase in money income. Speculation too plays
significant part in aggravating inflation. When prices are expected to increase, the traders
will hoard the goods and consumers will also purchase more goods, this will lead to rise in
prices. This situation is described as ‘too much money chasing too few goods’. Excess
mcrease in money supply leads to increase in money incomes and thereby leading to more
demand for goods and services. Thus increase in the demand causes price rise in the economy.
Such inflation is called demand pull inﬂatJion and 1t 18 the most common type of inflation

ii) Cost Push Inflation

In this case the prices rise due to increasing $actor costs. It is mainly caused by an
increase in wage rates and profit margins, It occurs when wages rise more rapidly than
the productivity of labour. This leads to a rise in the total cost of production and a consequent
rise in the price level. Further, an increase in the domestically produced or imported raw
materials may lead to increase in the cost of production of finished goods. Increase in the
profit margins also leads to cost push inflafion. Under the conditions of imperfect competition,
oligopolistic and monopolistic firms raise the prices of-their products to offset the rise in
the production costs so as to earn higher profits. This leads to profit push inflation.

iii) Mixed Demand Pull and Cost Push Inflation

Some economists do not accept this dichotomy that inflation is either demand-puli or
cost-push. They view that actual inflationary process contains some elements of both. Infact,
excess demand and increase in costs operate simultaneously and interdependently in an
inflatinary process. This inflation is called as ‘mixed demand-pull and cost-push inflation.
These demand-pull and cost-push mflations may not start simultaneously. In fact, an inflationary
process may begin with eitehr excess demand or wage push. In demand-pull inflation, increase
in price imay precede increase mn factor costs, and may be .vice-versa in the case of cost-
push inflation. But the inflationay process cannot be sustained in the absence of other forces,
If inflationary process begins with excess demand with no cost-push forces at work, excess
demand will raise prices which will in due course pull up money wages. But rise in money
wages, here is not the result of cost-push forces. Such a mixed inflation will lead to scstained
rise in prices. On the other hand, if the inflationary process begins from the supply side
due to increase in factor costs, 1t wil! lead to increase in prices. But the price rise wiil not
sustain if there is no increase in deman'fi. '

iv) Structural Inflation

The demand-pull and cost-push intlations are generally attributed to developed coutnries
where the full employment situation exists. In the case of developing economies the reason
for price rise may be mostly structural deficiencies. According to Myrda! and Streeten.
the underdeveloped countries like India, suifer with structural 'mbalances due to market
imperfections and stagnancy as may be caused by a dual nature of the cconomy with high
fragmentation. As such scarcity in some sectors may cause underut:lisation of the procluctive




capacity of the economy and create the problem of sectoral inflation which is more serious
than a general price rise. The generation of money income causes prices to rise without
an appropriate rise in the real income because of prevalence of these bottleneces in the
economy.

The main bottlenecks are (1) market imperfections, (i1) capital bottleneck, (iii) food

bottleneck, (1v) entrepreneul bottleneck, (v) infrastructural bottle-neck, (vi) foreign exchange
bottleneck, and (vii) resource gap.

In developing countries, like India a variety of factors contribute to the inflationary

situation consisting of both demand-pull factors and cost-push factors. The main demand-
pull factors are (i) mounting Government expenditure; (ii) deficit financing and increase in
- money supply. (11i) influence of black money, and {iv) uncontrelld growth of population. The
- cost-push factors include (i) fluctuations in output and supply, (it} taxation, (iti} Adnunistrated
Prices, and (iv) hike in oil prices. '

Effects of Inflation

The effects of inflation are not unifom on all groups of people in the economy. For

the purpose of analysis of the impact of nflation all people can be divided into the following
major groups.

1.

Debtors and Creditors : While debtors as a group are benefitted by inflation, the
creditors sustain loss. When a person borrows money before the rise in price level
and repays at a later date when prices have risen, the purchasing power of money
repaid will be less. The creditor loses because the value of money is less than the
value at the time of lending.

Investors : Persons who mvest in equities are benefitted by inflation. During the
period of inflation equity dividends increase due to increased corporate earnings. So
equity investors are benefitted.

On the other hand, inflation affects adversely those who invest in fixed interest yielding
bonds. They get the same increase but less purchasing power.

Business Community : Manutacturers, entrepreneurs, businessmen stand to gain
during inflation. Businessmen sell the commodities at higher prices and earmn windfall
profits. The entrepreneurs earn huge profits as the rise in prices will be more than
the rise in the cost of production.

Wages and Salaries : Workers and salaried sections are adversely affected by inflation
since wages/salaries do not rise in proportion to rise in prices. Their purchasing power
will be relatively less and worlkers tend to lose. So trade unions bargain with employers
for rise in wages. R

The Rentier Class : People of fixed income,‘.grmipsgifce pensioners, annuity holders,
those living on past savings; etc., suffér the most on account of inflatizn. Erosion in
their real incomes reduces their standard of living.

Farmers : Farmers are benefitted during inflation because of two reasons. Firstly,
the prices of farm products increase and secondly, the increase in cost of production
is less than the rise in prices. This is more so in the case of farmers who produce
food grains. Further in the capacity of debtors they pay back less purchasing power
to the creditors. Thus inflation gives double benefit to the farmers.
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7. Consumers : Inflation affects consumers very badly. Rise in prices reduces private
consumption through reduction in the purchasing power of the people. Thus consumers
have to lead a low standard of living during inflation.

Kenneth K. Kuriharan, summarises the effects of inflation thus : inflation redistributes
wealth and income in such a way as to hurt the consumers, creditors, small investors and
low and fixed income groups and to benefit the businessmen, debtors and farmers.

Thus, the inflation has got adverse effects on production as well as the redistribution
of income. It leads to economic recession in many sectors of the economy. As a result of
inflation, prices of certain important items of consumption increase very high. It brings a
mal-distribution of incomes. The producers, traders and speculators gain enormously through
ever-rising profit margins On the other hand, people living on past savings, fixed income
groups are adversely affected due to continuous fall in the purchasing power of money.
The working class suffer badly, particularly the unorganised workers, whose money wages
do not rise despite persistent rise in the price level. Thus, the rich become richer and the
poor become the poorer.

Let us now make a mention of effects of deflation. The effects of deflation are
quite opposite to that of inflation. During the period of deflation the creditors will gain and
debtors lose. The deflation is beneficial to those who have invested in the fixed income
yeilding assets. However, investors in equities are adversely affected.

Production and trade are adversely affected by deflation. Profits of traders are reduced
because of falling prices. Entrepreneurs tend to reduce their investment and that results in
unemployment. It benefits wage and salary earners. Pensioners, annuity holders and fixed
income group are benefitted by deflation. Consumers are largely benefitted because they
will be able to buy more and more goods and services with the same money income.

The choice between inflation and deflation is like a choice between two evils but
the lessor evil is inflation. It has got a favourable effect on employment and output. In the
case of the underdeveloped countries, mild inflaiton is advocated as one of the policy measures
of development. But it has to be carefully noted that inflation does not cross its limits.

Check Your Progress-3

Differentiate between demand-pull inflation and cost-push inflation.

23.5 CONTROL OF INFLATION

At this stage, we all know that inflation is caused by the shortage of aggregate supply
compared to the aggregate demand. The inflation affects different sections of the society
advesely. The Governments should take appropriate measures to control the inflationary
situation in the economy. The measures to control inflation consist of those controlling the
excess demand and those promoting production to {ill the gap in supply of goods and services.
These measures are usualiy grouped under three heads namely, monetary measures, fiscal
measures and other measures.




I. Monetary Measures

The monetary measures aim at reducing the money supply and consequently reducing
the demand. The Central Bank of the country initiates the monetary measures to control
the inflationary pressures in the economy. The weapons available under monetary measures
are (1) Bank Rate; (1i) Open Market Operations ; and (iti) Cash Reserve Ratio. The other
measures inclue demonetisation and issue of new currency.

1) Bank Rate : [t is the rate of interest charged by the Central Bank on the loans
taken by the commercial banks. During the period of inflation, it raises the bank rate,
which utlimately leads to rise in the interest rates charged by the commercial banks
on their customers. As a tesult the loans already taken may be repaid and new loans
are restricted. The money in circulation is cut down, the demand for goods falls and
thereby prices also fall. :

i)  Open Market Operations : The buying and selling of securities by the Central
Bank in the open market are knonwn as open market operations. At the time of
inflation, the Central Bank sells the securities, so that the excess money with the
public goes to the bank and as a result money supply reduces, and in turn demand
for goods and the prices of goods will come down.

i)  Cash Reserve Ratio : This refers to the ratio that commercial banks have to keep
out of their deposits with the central bank. During the inflation the central bank increases
the cash reserve ratio thereby the capacity of commercial banks to grant loans and
advances is restricted. This leads to decrease in the money supply, which in turn
leads to fall in demand and prices.

iv)  Demonetisation : It refers to withdrawing of currency of higher denominations.
Such a measure is usually adopted when there is abundance of black money in the
coutnry.

v)  Issue of New Currency : [t is the extreme measure to issue new currency in the
place of old currency. Under this system, one new note is exchunged for a number
of notes of the old currency. Such a measure is adopted when there an excessive
issue of notes and there is hyper-intlation in the economy.

Besides these quantitative measures, the Central bank also uses a number of setective
credit control measures, such a raising rargin requirements and regulating consumer credit.
The monetary meusures may not be effective in controlling inflation, if inflation is due to
cost-push factors.

I Fiscal Measures

For effective control of inflation, the monetary measures should be supplemented
by fiscal measures. The fiscal measures relate to budgetary changes from time to time
with regard to the public revenue or public expenditure. Keynes advocated Fiscal Policy
as an instrument of checking inflation. According to him, if the inflation is due to excessive
aggregate demand over the full employment level, it can be controlied by reducing aggregate
demand. The aggregate demand can be reduced by way of increasing the rate of taxes,
introducing new taxes and reducing the public expenditure. However, it is difficult for the

Government to curtail certain types of expenditure like expenditure on construction of roads.
education, medical and health, etc., which are essential for the development of the people.
So it 18 not possible to reduce such expenditure altogether. However, some unproductive
items of expenditure can be reduced to control inflation. The main fiscal measures are {1)
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Taxes (11) Reduction in Public Expenditure; (iii) Cutting down personal consumption expendtirue;
(iv) Promoting savings; and (v) Avoiding deficit financng.

(1)  Taxes : Increase in the rate of personal income taxes, wealth tax which are direct
in nature will reduce the disposable income of the public. Then the demand for goods
and prices will fall. Increased taxes on the rich people will be much more effective
in checking inflation.

(i) Reduction in Public Expenditure : The reduction in the public expenditure leads
to reduced flow of incomes to the public. At low levels of income, the demand for
‘goods will also be low.

{iii) Personal Consumption Expenditure : This can be reduced by imposing heavy
indirect taxes like excise duties, sales taxes. This will discourage monetary consumption
and demand for goods.

(iv)  Promoting Savings : Another measure is to increase savings on the part of the
public. This will reduce the disposable income with the people and hence public
consumption expenditure. For this purpose, the Government should give incentives
for savings in personal income tax, float loans carrying high rates of interest. It should
also introduce compulsory provident fund contributions. These will restrict the money
supply and demand for goods and services.

(v)  Deficit Financing : Now a days the Governments in developing countries adopt
the policy of deficit financing to fill the gap between the proposed developmental
expenditure and the public revenue. Even the developmental expenditure on long-
term gestation projects and on building the infrastructure facilities, leads to inflation.
Therefore, it would be proper to avoid deficit financing at the time of inflation.

Fiscal measures arc considered to be more effective than monetary measures to
control inflation. However, it should not adversely affect the productive investment and
result in greater unemployment.

III Other Measures

The other measures are those, which aim at increasing aggregate supply of the goods
and services and thereby controlling inflation.

If the inflation is due to speculative activities, the ~c ,ernment may try to restrict
such activities. For example, in India the Government has curbed the evils of speculation
m essential commoditeis by taking over the distribution through consumer co-operatives.

Various measures can be adopted for the purpose of increasing production of goods
and services in the country to meet the requiremetns of demand. The raw-materials if necessary
may be imported on preferential basis to increase the production of essential commodities.
The export and import duties may be suitably changed to improve the supply of scarce
goods in the country and to avoid exporting of raw materials and essential goods for other
coutnries so that equilibrium can be achieved between the demand and supply within the
country. The policy of rationalisution of industries helps in reducing the cost of production
and increasing the productivity. Fixation of maximum prices, public distribution system, control
over the private trade 1n food grains are the other measures, which will control the prices
of esential commodities in the economy.

The control of inflation particularly in underdeveloped countries, largely depends upon
the success of measurc for containing fiscal deficit and for checking monetary expansion.




Besides. these basic measures, it would be necessary to promote the recovery and expansion
of industrial production and to supply the food grains and other essential commodities like
oil and sugar at reasonable prices.

In the context of control of inflation, we talk about a term called disinflation. It is
the process of curbing inflation. It can also be considered as a policy of deflation. As people
id not like using the term deflation after 1930s a new term ‘disinflation” was brought into
vogue. It 1s a deliber.ite action taken by the Government during inflaiton to bring about the
general fall in the price level. According to J.L. Hanson, disinflation is a mild form of deflation
- a polizy adopted to check inflation by restricting demand. '

Deflationary situation in an economy is also to be conrolled. For this the Government
can take monetary and fiscal measures.

Check Your Progress - 4

What are the fiscal measures which can be taken for controlling the inflation ?

..............................................................................................................................................

23.6 INFLATIONARY GAP, REFLATION AND STAGFLATION

Inflationary gap, reflation and stagflation are the important' concepts relating to the
subject matter of inflation. They are described below :

i) Inflationary Gap

+ The concept of ‘Inflationary gap’ was originated by J.M. Keynes. According to him
the inflationary gap in an economy refers to “An excess of anticipated expenditure over
available output at the base prices”. Keynes brought this concept to emphasise the strategic
significance of flow of money influencing the general price level and to indicate the primary
importance of fiscal measures in wiping out the inflationary gap.

The aggregate demand for goods and services i.e., total expenditure is derived from
three sources : (i) Private conumption expenditure (C) (ii) Private investment (1) and (ii1)
Government expenditure (G). Thus the total anticipated expenditure is CHIFG.

The available output to meet the demand for goods and services is a function of
employment and the level of technelogy at a given time. Inflationary gap occurs when there
1s an excess of demand over available supply. The following illustration makes this concept
clear.

First, let us take the demand side. During war period Government’s expenditure
on Armed Forces increases. This results in an increase in the volume of money. Increased
income in the community will lead to Increase consumption expenditure and investment.
Thus there is an increase m the total expenditure (the total demand).

The net disposable income of the community which constitutes aggregate demand

for goods and services may be estimated as under: .

{
\
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Such a narrow approach is inapplicable to a situation where the problem is widespread.
This term is now extensively used to explain the existence of surplus labour in predominantly
agricultural economies. Disguised unemployment is defined as a situation wherein even if
some workers are removed from the processes of production, there will be no change in
output. In other words, if the production remains unchanged, and not reduced in spite of
withdrawal of some workers from the occupation, then there exists disguised unemployment.
Ragnar Nurkse identifies the problem in technical terms when he states that marginal producitivity
of labour being zero over a wide range indicates the prevalence of disguised unemployment.
It should be noted here that regarding the quantification of marginal productivity, there is
no unanimity of opinion among economists belonging to different schools of thought and
hence, the equality of marginal productivity is to be viewed as a way of concepsualising
the problem rather than being a precise definition of it. In this context, Amartya Sen feels
that there exists some confusio‘rf"f;with‘ regard to disguised unemployment. Sen feels that
“the confusion arises because of not distinguishing between labour and labourer”. It is not
that too much labour is being spent in the production process, but that too many labourers
are spending it. '

Disguised unemployment normally takes the form of smaller number of working hours
per head per year; for example, each of the three brothers shepherding the sheep every
third day. It is thus the marginal productivity of labourer, so to say, that is nil over a wide
range and the productivity of labour may be just equal to zero at marginal. It may also
take the form of lower intensity of work with people ‘taking it easy’, for example peasant
having time to watch the birds while working. If a number of labourers went away, the
other would be able to produce the same output working for longer period and harder. In
a family based peasant economy unemployment will naturally put on disguise. “A piece of
land that can be cultivated fully by two may actually be looked after by four, if a family of
four working men having no other employment opportunity happens to own it”.

Let us explain the volume of disguised unemployment with the help of a diagram.
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Fig. - 23.3 : Disugised Unemployment

Let OA be the number of labourers required to put in OC hours of work cach working
full time a day, OC/OA gives the hours of work put in by each labourer. Marginal productivity
of labour becomes nil with OC labour hours. Labour is not applied beyond the point C.




The horizontal axis represents the volume of income and the vertical axis represents
the volume of expenditure (C+1+G). The 45° line is the equilibrium line. At point E, the
economy is in equilibrium because at that point the supply of goods and services (or real
income OY) is equal to demand for them (reflected by total expenditure YE). Therefore,
OY may be regarded as equilibrium income as well as full employment income at current
prices.

OY = Volume of output (income)
YE = Full-employment demand-
YA = New demand

AE = Inflationary gap

" . Suppose, the Government has to increase its expenditure for development purposes,
by an additional amount equal to EA then the new total expenditure is shifted upwards.
The dotted line represents C+I1+G'. Then a new situation arises. The real output (or income)
remains constant at OY but the monetary demand for this output is not YE but YA. Thus,
there is excess of demand equal to EA. Therefore, EA represents inflationary gap which
is responsible for pushing up the price level.

Wiping out the Inflationary Gap

As explained already, inflationary gap starts with additional expenditure by the Government.
Through economy in Government expenditure, the excess of aggregate demand can be
reduced. But this is not always possitle because Government has to spend for economic
development or, during war time, to sustain the war effort. The following are some of
methods to eliminate the inflationary gap.

(i)  An increase in voluntary saving by the community will reduce effctive demand.

(i) The government may use the tax sysiem to move up the surplus- purchasing power
with the people.

(i) The output of goods and services may be increased so as to absorb the excess demand.

The inflationary gap is used statistically to measure the pressure of inflaiton. It enables
monetary authorties to adopt proper anti-inflationary policies.

- Deflationary Gap : Deflationary gap is the opposite of inflationary gap. If the volume

of goods and services is larger than the aggregate demand of them, a deflationary gap
will arise. Under such circumstances, the C+I+G curve is pushed downwards. The decline
in demand may be because of reduction in Government expenditure, a decline in private
investment, and a fall in private consumption.

_ Reflation

Reflation is a cure for deflation. A policy of reflatjon was used in Japan during the
post Second World War period with a view to achieving egonomic recovery. Reflation refers
to a situation of increasing money supply to the extent hecessary to remedy the evils of a
disproportionately small money supply.

When prices fall to a very large extent, it is desirable that there should be a gradual

\rise in the price level. The Government has to take steps to control deflation when it has
reached the other extreme. Such action on the part of the Government is described as
r:nﬁ%on. Cole defines reflation as “inflation deliberately undertaken to relieve depression™.
According to H.E. Evitt, “if, after a period of deliberate deflation, it becomes apparent
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that a fall in prices and wages has.been caused to an extent which is having serious effects
-on indugtry and trade...some resort:to. inflationary: principles must be made. However such
‘a process does not result in mﬂatton as such,.but is- merely, retracing steps taken too far in
_the qung du:ecnon itis known as ‘reflation” so as-to.absolve it of any 1nf1at10nary taint.”

Stagﬂation

Stagflation is a phenomenon where the economy experiences stagnation as well as
inflation. It is a situation in which the economy experiences stagnation or. unemp]oyment
with a high rate of inflation. It is also called inflationary recession. It lmphes inflation and
slow growth. The term ‘stagflation’ is the combination of stag plus ﬂation taking * smg
from stagnatlon and ﬂanon irom mﬂatmn

e

, The mam cause for stagﬂatlon i restrlctmn in. the aggTegate supply When aggregate
supply: is reduced there is a-fall in output.and employment and the. price level rises. A reduction
in a ggregate supply may be due to a restriction in labour supply. The restriction in labour 7
supply, .in turn, may be caused by a rise in money Wages on account of strong unions or by
a rise in the legal minimum wage rate. When the wages rise, the firms are forced to reduce
employent. As a result there 1s a fall in the real income and consumer expenditure. The
decline in the consumption wiil be less than that of real income. This will lead to- excess

demand in the commod1ty market wh:ch w11] push up the prlces

Afiother reason for fall in aggregate supply is the increase’ in mdlrect taxes by the

-Govérnmeénts. When indiréct taxes are increased, they raise costs and prices and reduce

output and eriiployment. Incredse in taxes leads to the transfer of real purchasing power
from the people to the Government. As a result aggregate demand falls and output and
employment are adversely aifeeted

The fo]lowmg measures can be taken for the purpose of commg out of stagﬂahon
(1) The minimum wages are to be kept constant;

(i1) - Taxsbased income policies should: be started;.

“{ify ~The rate-of increase irmoney wages should be limited to the increase in the prouctivity;

and

{iv)’ - Sules tax-and-exoise duties 'may be reduced. - =

'23.7 MEANING OF UNEMPLOYMENT .

In simple words, unemployment is 4 measure ‘of the amount-of manpowe - hat ' is
going waste. In this sénse, it is nothing but the number of idle days spent due to want of
work. In other words, these are the man days available for productive work but lost dueito

- shortage of work, Hence, it is a lass of potennal output due to the lack of employment.
- Employment s -a.means of ensuring a givep .income dlstributlon It s:gmﬁes a fallure to
wprovide-an ﬁpportunlty to earn income through work The prevalence Of unemployment among
. the educated youth is a loss to the nation as the Qountry spends its scarce resources. on

educating them. A long spell of unemployment ruins a man’s dignity and self-respect. It

eredtes’a sénse of frustiation and; eventually; of uselessness. Unemployment ereates tensions
“avithitthe fimily ‘and Within the conmunity: This makes ppeople indifferent to ordinary social
“activities and duties’ Unémployment also makes people w:llmg toresort to votlent exped:ents

Ior regammg status ur‘d a sense nt purpoqe




_ .. Unemployment is devided 'int'o_'two. categories, 'v'ii.*,'”\{blu'n_ta'ry unemployient and.
inVQI,UDfaf}"Li."empioy,ment.. T A A A

Voluntary 'U'nemplqyméig_t"; o

" This is.-deﬁ'nedtaﬁs—ﬁther'unemp}oymem which results from the. withdrawls of SOmIEC Persons
from employment for' diverse reasonis'such.as.{i):absence of need 10 'earn when one-has
already made a fortune, or when.one inherits: a'large amount of wealth or preperty so'ds
to have means of livelihood for a-considerable time, (11} social custom.of certain ELOUPS. 1o
discourage or forbid engagement of certain.members in productive:work; (iti) lethargy. Voluntary
unemployiment has a very limited significance. It is not .our concern here, . . SR

Involuntary Unemployment -

Involuntary unemployment is important. This is defined as the unemployment due to non-
availability or insufficiency of work during periods of say & few weeks, a few months or
even a few years when the persons want to work. It would be appropriate to use the term
‘unemployment’ only in the sense of involuntary unemployment. Thus,.what 18 technically
called involuntary unemployment may simply be called as unemployment So, unemplqymcm

Joan Robinson and other modern economists prefer to call the .uncmﬁloylhen'_t_ siutation
in developing countries as non-empioyment rather than unemployment. Non-employment
means not employed in the modem sector. Under non-employment, the people ¢ither not
working at all or working in traditional or unorganised sectors. Only those who are edrning
in the modern sector are called as employed. e

Check Your l"’l;bgi'e‘Ss-S

What is meant by voluntary unemployment ?

.............................................................................................................................................

23.8 CATEGORIES OF UNEMPLOYMENT -

There are mainly six categories of unemployment. They are ( ij ij,s_guised unemployment;
(1) Seasonal unemployment : (1i1) Technological Unemploymept; (1v) Cyclical Unemployment;
(v) Prictional Unemployment; and (v1) Chronic or QOpen Unémploym@pt. Let us disucss them
‘one by one, S

b

D Disguised Unemployment

The term disguised unemployment, was. first coined by Mrs. Joan Robinson to describe
cyclical unempioyment in developed countries. The adoption of inferior jobs with a relatively
lower productivity by the workers laid off from riormal Jjobs due to'Jack of effective demand

: dmin@"déﬁfession'Was defined as a =simati§n of disguised uneniployment. In her treatment e
* of this, she confines the pheiomenon of disguised uhemployment to industrial sector:only. 347
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Such a narrow approach is inapplicable to a situation where the problem is widespread.
This term is now extensively used to explain the existence of surplus labour in predominantly
agricultural economies. Disguised unemployment is defined as a situation wherein even if
some workers are removed from the processes of production, there will be no change in
output. In other words, if the production remains unchanged, and not reduced in spite of
withdrawal of some workers from the occupation, then there exists disguised unemployment.
Ragnar Nurkse identifies the problem in technical terms when he states that marginal produgcitivity
of labour being zero over a wide range indicates the prevalence of disguised unemployment.
It should be noted here that regarding the quantification of marginal productivity, there 1s
no unanimity of opinion among economists belonging to different schools of thought and
hence, the equality of marginal productivity is to be viewed as a way of concepaualising
the problem rather than being a precise definition of it. In this context, Amartya Sen feels
that there exists some confusioﬁ‘f‘yyim regard to disguised unemployment. Sen feels that
“the confusion arises because of not distinguishing between labour and labourer”. It is not
that too much labour is being spent in the production process, but that too many labourers
are spending it. o

Disguised unemployment normally takes the form of smaller number of working hours
per head per year; for example, each of the three brothers shepherding the sheep every
third day. 1t is thus the marginal productivity of labourer, so to say, that 1s nil over a wide
range and the productivity of labour may be just equal to zero at marginal. It may also
take the form of lower intensity of work with people ‘taking it easy’, for example peasant
having time to watch the birds while working. If a number of labourers went away, the
other would be able to produce the same output working for longer period and harder. In
a family based peasant ¢conomnty unemployment will naturally put on disguise. “A piece of
land that can be cultivated fully by two may actually be looked after by four, if a family of
four working men having no other employment opportunity happens to own it".

Let us explain the volume of disguised unemployment with the help of a diagram.
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Fig. - 23.3 : Disugised Unemployment

Let OA be the number of labourers required to put in OC hours of work each working
full time a day, OC/OA gives the hours of work put in by each labourer, Marginal productivity
of labour becomes nil with OC labour hours. Labour is not applied beyond the point C.




Since the work can be done by OA labourers without changing the total hours of
work, the surplus workers are AB. The marginal productivity of labour is nil at C. The
marginal productivity of labourers is nil over the range AB_This represents the volume of
disguised unemployment.

There is 2 confusion regarding the distinction between disguised unemployment and
underemployment. Underemployment may be defined as the number of hours of work (labour
time) on offer by werk force at the existing wage rate compared with the actual number
of hours taken up. In other words, the gap between the number of hours of work on offer
at the existing wage rate and the actual number of hours taken up is treated as underemployment.

' Unds employment exists if workers are prepared to offer their services even at wage rates

below bare subsistence level whereas disguised unemployment prevails 1n a situation when
withdrawal of a certain quantity of labour does not diminish the total output of the sector.

Both disguished unemployment and underemployment can be shown in the same diagram.
Diagrammatically, the situation is depicted in the following diagram. Given a subsistence
wage level of OWs, the level of labour employment should be OA units. However, if supply
of labour is OD, and if all are being employed, then there are AB units of underemployment
and BD units of disguised unemployment.
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Fig. 23.4 : Underemployment and Disguisedr unemployment

OWs is the subsistence wage Py

-
AB - units of underemployment

BD - units of disguised unemployngent

i) Seasonal Unemployment "% X *sv:

In agricuiture, the seasonal rise and fall in farm activity is a common. ghe

Seasonality in agriculture can be traced to the time interval between sowing of; cegls and
harvesting of crops. The rigid necessity of carrying out operations at the right tlﬁgﬁmw,ﬁ‘
the simultaneity of the harvest period for all cultivators in a particular region are sgagwmiag. . - -.
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aspects. In agricutlure, climatological factors play an important role. In the offseason, nothing
need to be done on the farm. Hence, it leads to enforced upemployment. On the other -
hand, during the busy scason the farm workers may put in more hours than the ‘norm’ in

order to finish the work within a span of time determined by the climatological and other

natural factors. This unemployment during the slack season is called ‘seasonal unemployment’.

Due to this, a part of the work fofce-in agriculture becomes redundant during the slack.
season. : : o - : .

iii)  Technological Unemployment

.- This type of ungmployment occurs due to changes in technigues of production, i.e.,
the introduction of labour saving machinery and processes in industry or the rise of riew
products that make existing ones obsolete. A worker may be displaced from his particular
job by the introduction of a labour saving device. When such a displacement occurs, workers
who have become highly specialised in specific skills that are not needed any more in-other:
types of employment, older workers, and those with poor educational backgrounds find it
very difficult to get new jobs. This kind of unemployment is called technological unemployment.

iv) Cyclical Unemployment

Cycles of business prosperity (booms) and depression are a permanent characteristics
of modern industrialisation. Periods of great industrial activity alternate with periods of general
business depression. Recurrent periods of prosperity and depession are through & succession
of pertods of rapid expansion followed by actual or relative contraction. Deficiency of effective
demand is considered to be the basic cause of cyclical fluctuation. Unemployment caused
by trade cycles at regular intevals is known as cyclical unemploymient. It is the investment
goods which are mostly affected by trade cycles. As production and sales drop during a
recession, businessmen find. that their plants are operating at far below capacity. So they
are less inclined to add futher capacity through investmert in néw plants and‘equipment.
v) Frictional Unemployment e

Frictional unemployment is the amount of unemployment that exists at all time because
of imperfections in the working of the labour markets. When a worker leaves one job, he
will immediately report to a'new job provided there is perfect knowledge and mobility in
the labour market. In reality, it takes time to find a job, evcifajob exists. Frictional.unemployment
is defimed as the temporary unemployment resulting from . siearth or lack of information,
a lack of conformity between jobs avzja{ble;y-ﬁi& the costs of rivving from one occupation

‘ _.
o

or industry to another occupation or ingdstry.
R
 ERE

vi)  Chronic or Open Unemployment
Chronic unemployment is a'fsituatioq_;@which people are unémplé):/ed thfdﬁghoht or
a considerable part of the vear due to}ﬁ?mployment-opportuni—tigs. '
F i ,.x" -
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What is disguised uhemploy
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" Differences of Unemployment Between Developed and Developmg Cou ntnes

The d1fference in the nature of unemployment between the developmg and the developed
countries stems primarily from différences in the mode of organisation in these economies.
" Generally, the unit o production in‘a developed economy is a firm operating with the help
of wage paid labour, whereas in 2 developing economy the-basic unit is a household, drawing
. its labour tnainly from the members of the famaly, Hence; unemployment in developing countries
is h' .en.or disguised while that inrdeveloped gconamics is visible orlchronic, or.open,

There are a'few differences in the types of Keynesran version of unemployment
between the developed and developing countries. ' - TR

Fitstly, the type of unemployent in developed countries-is a cyclical phenomenon and
hence temporary.: As soon as the effective demand expands due to revival of investment
__the dismissed workers would be called back to their normal jobs:

Secondly, the margmal productmty of workers thrown ‘into inferior _]ObS is low but
_not.zerp, in developed countries, whereas the concept applied.to developing countries relates
;. to.zero  marginal productlwty

““Thirdly, disguised unemployment does not refer to any movement of workers from
one job to: another whlch exists mostly in developed countries..

Fourthlv the workers who are thrown out of therr ongmal Jobs can be ea51ly identified
in developed coutnries, whereas those subjected to disguised unemployment in developig
- countnes cannot be 1dentmed

And ﬁfthly, in de 'eloped countries, the problem arises due to lack of effectwe dema_nd
: ,,whlle;—m dev;elopmgrcoun_trles 1 arises prl_manly c_lue to. deﬁmency in effective supply.

23.9 CAUSES OF UNEMPLOYMENT

lee mﬂat}on the issue: of unemployment is mu1t1-d1men51onal A host of factors affect
. the employment opportunities in an economy. The nature of technical progress, capial stock
choice of techniques of production, rate and pattern of investment, government polmeb
and institutions affect the level of employment. We attempt to study the causes of unemployment
relating to- anderdeveloped ‘countries with special reference to India.

“Mést.of the unémployment problern in India isstructural in nature. The population is
growing rapidly and the number of people coming to the labour market in.search of jobs 15
also increasing rapidly. Whereas employment opportunities do not increase, most of the
time correspondmgly due to slow economic growth. As such there has been an increase
in the volume of unemployment from one plan period to another. Soihe cyclical unempIOyment
-~has emerged rnamly in urban areas as aresult of industgjal recession. .

““The mam causes for structural unemployment are (1) slow growth process (ii) increase
in labour force; (m) 1nappropr1ate technology, and (w) mrsappropnate educatlonal system.

_:j) ~_ Slow Growth Process : The size of emplf)yment in any country to a greater extent
. depends on the level of economic growth “When a counitry makes progreSS and'its
productron exnands the employment o‘pportumtxes also w1ll grow In the recent perlod 351




there has been deceleration in the growth of unemployment inspite of the accelerated
economic growth. This may be attributed to steady decline in employment elasticity
in most of the major sectors of economic activity. This is because of the increasing
reliance on imported technologies which are of a labour saving nature.

i)  Increase in Labour Force : The mortality rate has declined rapidly without a
corresponding fall in the birth rate and the country has thus registered an unprecedented
population growth. As a per the latest census (2001), the population of India is 1,027
millions and the annua! growth of population is 1.93 per cent. This is followed by an
equally large expansion in Jabour force. Apart from demographic factors, social factors
like woman education, changes in attitudes of women towards employment, have also
caused unemp]oyment problem.

1) InapprOpnate Technology : As well all know, in India while captial is a scarce
factor, labour is available in abundant quantity. In industries as well as in agriculture
producers are increasingly substituting capital intensive techniques to that of labour.
This has resulted in large unemp]oyfnent problem in India.

v}  Misappropriate Educational System : The education sysytem in India is defective.
In the words of Gunnar Myrdal, India’s educational policy does not aim at development
of human resources. All those who receive oi'dinary education are considered not
only as inadequately educated but also as wrongly educated. Any educational system
which fails to develop human resources properly will not be able to provide employment
to all those who have received it.

; 23.10 MEASURES FOR REMOVING UNEMPLOYMENT

Unemployment problem is a social evil. If it is not tackled, it may even affect stability
of the Government and the cherished democracy may be endangered. Compared to the
unuse of machines, if human beings are unemployed, the costs are heavy. If a machine is
not put work, it does not consume raw-materials or power. But if 2 man is not working, he
continues to eat at the cost of family or society. So, the problem of unemployment is to be
addressed properly by taking appropriate measwc. The important measures can be as
follows :

1).  Population growth is to be controlled by educating the people in this aspect.

m)  Activities allied to agriculture and crucial for employment generation like animad husbandry,
fishery and horticulture are to be developed.

i)  Programmes of afforestation, regeneration and restoration of degraded land shouid
be taken up due to their large employment potential.
&

iv)  The programmes of rural industriatisation should be launched. Under these programmes,
processing of agricultural produce, fruit and vegetable processing industries and industries
to utilise agricultural by-products may be set up. Village handicrafts and cottage industries
have to be develdped.

v)  Inthe industrial sector, a number of kindustry groups have a reasonably high employment
potential. The planning commission has identified certain industry groups like bakery,

262 manufacture of sugar and khandasari, cotton ginning, khadi, handloom textiles, etc.




'The pattern of investment should be so oriented that such ‘high employment potential
in organised and unorganised sectors are to be established.

vi) A massive programme of housing for rural and urban poor should be taken up. The
construction of roads and bridges are to be undertaken. These activities also have
high empleyment potential. But the usage of heavy machinery like proclainers is to
be discouraged. Both skilled and unskilled labour is to be used to the extent possible.

vii)) The governments have introduced many rural development and employment oriented
schemes in India. For example, Swarnajayanthi Gram Swarojgar Yojana (8GSY) a
self employment programme and Jawahar Gram Samridhi Yojana (JGSY), a rural
developiaent scheme. In this regard the State Governments are also lauching various
schemes. The Chief Minister Empowerment of Youth (CMEY) scheme is an example
of self employment scheme started in the State of Andhra Pradesh.

viii) The surplus labour force in the agricultural sector is to be transferred to some other
sectors where it makes a positve contribution to the output.

For the purpose of achieveing the objective of more production with more employment, it
is necessary to reduce the capital intensity of industrialisation. This will necessitate a deliberate
shift towards a more labour ‘ntensive technology mix. Intermediate technologies which are
not too labour intensive and too capital intensive, are to be adopted. They offer considerable
scope for modernisation on the hand and maximising the impact of industrialisation on the
other.

23.11 RELATIONSHIP BETWEEN INFLATION AND UNEMPLOYMENT

Inflation and unemployent are the two main factors, which influence the economic
health of a country. The technique of Phillips Curve 1s used to explain the relationship between
the rate of unemployment and the rate of money wages. Keynes regards inflation as a
lessor social evil since employment tends to rise with inflaiton. On this ground Phillips, follower
of Keynes argued that there tends to be a trade-off between the rate of inflation and rate
of unemployment A.W. Phillips expldined this based on the emperical evidence in U.K.
According to him, there is inverse relationship between these two. When the unemployment
is high, the rate of increase in money wage is low. On the contrary, when unemployment
is low, the rate of increase in money wage rate is high. The reasons put forth for this are :

(i)  When the demand for labour is high and there are very few unemplyed the employer
- prefers to pay higher wage rates. '

(i} In a period of rising business activity, when unemployment falls, the empioyees will

demand more wages.

(i) The change in the cost of living is indicated by the rate of change in retail prices. If
increase in demand for labour and employment is followed by proportionate increase
in labour productivity the prices will not rise. If the rate of increase in money wages

- is higher than the rate of increase in the productivity of labour the prices will rise.

The Phillips, curve relates, percentage change in money wages on the vertical axis

with percentage of labour force unemployed on the horizontal axis.

353




354

]
¢ < Y
E
P 2]
L
=
g
Z
)
)
z
=
o 2
d
()
<
= .
] . %
ol RS .
[~ O 9 = 5-\\ » K

PERCENTAGE OF UNEMPLOYMENT ..

Fig. 23.5 : Phillips Curve

PC is the Phillips Curve. It is convex to the origin. It means that the percentage
change in money wages rise with decrease in the unemployment rate.

For example when unemplyment rate is 3% i.e., ON the percentage change m wage
rate is 2. The growth rate of money wages is ‘OM. If the rate of unemployment comes
down to 2% from 3%, the rate of growth of money wages increases from 2% to 4%. If
the rate of unemployment is 5% the rate of growth of money wages is zero. Thus Phillips
curve explains the reverse relationship between the rate of unemployment and rate of growth

of money wages.

The phillips curve is subjected to criticism on the grounds that it applies to short -
run only. According to Friedman there is no trade-off between inflation and unemployment.

Check Your Progress - 7

What does phillips curve reveal ?

..............................................................................................................................................

23.12 SUMMING UP

Inflation refers to a situation of general rise in the level of prices and consequent
fall in the value of money. Some economists view inflation as a pure monetary pheriomenon,
while others as a full employment phenomenon. According to Keynes rising prices of all
situations cannot be taken as inflation. He distinguishes between partial inflation and full
inflation. Generally, inflation is measured in terms of wholesale price index. Inflation is classified
into different types based on increase in the price level, factors influencing the money supply,




scope and the reaction on the part of the Government. Inflationary pressures in an economy
arise from both demand side and the supply side. In the developing countries like India the
inflation arises because of structural deficiencies in the economy. The inflationary situation
can be controlled by initiating monetary measures, fiscal measures and other measures.

Unemployment is another problem faced by economies in the world particularly, developing
countries. Unemployment means a situation is which people are not gainfully employed in
a productive activity inspite of their willingness to work. There are different categories of
unemployment namely, disguised unemployment, seasonal unemployment, technological
unemployment, frictional unemployment and chronic unemployment. The disguised,unemployment
is prevanlent in underdeveloped countries in the.agricutlural sector. The unemployment mainly
exists because of structural defects. In the urban areas it is because of industrial recession.
The problem of unemployment is to be reduced by taking various steps like controlling
population, development of agriculture and allied industries, rural industrialisation, launching
employment oriented schemes, etc. The unemployment and inflation are inversely related.
Phillips has explained this with the help of a curve, known as Phillips Curve.

23.13 CHECK YOUR PROGRESS : MODEL ANSWERS

1. (i)  Keynes distinguishes between partial inflation and true inflation. According to
him, rising prices in all situations cannot be termed as inflation. In a condition
of unemployment rise in the price level accompanied by increase.in the volume
of production of goods and services is known as partial inflation, It will not
continue for long. Once full employment level is reached, the entire increase
in money supply is reflected simply by rising prices. This situation is known
as real inflation or true inflation.

(1)  In India inflation is measured by whole sale price index. However, from the
point of view of consumers, inflation is measured in terms of consumer price
index. Of the consumer price indices, the CPI-IW is the most popular one. In
our eountry Deamess Allowance to the Central Government employees is granted
based on this index only.

2)  Creeping mflation refers to price rise of not more than 3 pe cent per annum. Walking
inflation refers to the price rise in the range of 3 to 10 per cent per year.

Running inflation is a double digit inflation. It refers to price rise of 10-20 per cent
per annum. Galloping inflation refers to a price rise situation of even more than 100
per cent per vear.

3)  When the upward trend in prices comes from increasing income and higher effective
demand, the inflation is called demand-pull inflation. Inflation may also occur due to
rise in factor prices. Such inflation is known as cost-push inflation.

4)  The measures to be initiated to control inflation may be monetary measures, fiscal
measures and other measures. The fiscal measures include (i) increase in personal
taxes, (11) reduction in public expenditure, (iii) reduction in personal consumption expenditure,
and (iv) reducing the dificit financing.

5)  When some people remain idle willingly, it is called voluntary unemployment. Technicaly,
it is not the situation of unemployment. It does not have any significiance.

6)  Disguised unemployment is explained as a situation wherein even if some workers
are removed from the process of production, there will be no change in output. When
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7)

the people appear to be working but without adequate work, it is called disguised
unemployment. When a work is performed by three people, but it needs onty one,
two people do not have work. It may be called hidden unemployment.

It examines the relationship between the rate of unemployment and rate of money
wage changes. It reveals an inverse relationship between the rate of employment
and the rate of increase in money wages. It shows that when employment is high,
the rate of increase in money wage is low. And on the other hand, when employment
is low, the rate of increase in money wages is high.

23.14 MODEL EXAMINATION QUESTIONS

I.
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Answer the following in about 30 lines each

What do you mean by inflation ? Explain different kinds of inflation.

Explain the causes of inflation ?

What is inflation ? Explain different measures to be taken for controlling inflation.
Enumerate the conéequemces of inflation.

Define unemployment. List out the different kinds of unemployment ?

Explain th: causes and remedies of inflation.

Describe the causes for unemployment in India.

Suggest measures for removing unemployment problem in a country like India.
Which is worse between inflation and deflation ? And why ?

Describe the inflationary gap with the help of a diagram. Suggest measures to eliminate
it.

Answer the following in about 15 lines each.
Differentiate between partial inflation and real inflation.
Distinguish between open and supressed inflations.

Mention the main causes of inflation.

" Discuss the concept of ‘disguised unemployment’.

Explain the concept of “inflationary gap’
What is Stagflation ? What are the causes for stagflation ?
Distinguish between disinflation and reflation.

What are the different categories of unemployment.

" What measures do you suggeét for removing unemployment problem in India ?

Expalin the relationship between inflation and unemployment.
What is Phillips Curve ? What does it reveal ?
What do you mean by structural and seasonal unemployment ?

How is inflation measured in India ?
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Indian Economy
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. Economics of Development and Planning
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23.16 GLOSSARY

Deflation
Disinflation
Disguised Unemployment

Full Employment

Inflation
Inflationary Gap

Involuntary Unemployment

Money Wages
Real Wages

Sthgﬂation
Technological Unemployment

Unemployment

A decline in the general price level of gbods and

SErvices.
It is a process of curbing inflation.

A situation where margmal productivity of labour
is zero.

A situation where unemployment is at a minimum
and the number of unemployed is not greater
than the pumber of vacancies.

An increse in the general price level of goods
and services.

An excess of anticipated expenditure over the
available output at base prices. N

The unemployment due to non- avallablhty or
insufficiency of work.

Wages paid in terms of cash or its equivalent.

Wages in terms of goods and services.

A phenonienon where the economy experiences
both stagnation and inflation. ‘

Unemployment that ocurs due to changes in the
technigues of production.

A situation which exists when the labour force
wish to work but can not get jobs.

357
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Unit - 18 : Pricing Policies and Methods

BLOCK-VII : MACRO ECONOMICS

Unit - 19 : National Income : Concepts and Measurement
Unit - 20 : Savings and Investment

Unit - 21 : Business Cycles

Unit - 22 : Economic Development

Unit - 23 : Inflation and Unemployment




360




- .. "
e R wu'&m.”’“‘ ’ e gggP ORI

0 NS ke W

MODEL EXAMINATION QUESTION PAPER
FACULTY OF COMMERCE
B.COM. II YEAR (3 Y.D.C.) EXAMINATION
) GROUP-III : PAPER-1

BUSINESS ECONOMICS _—

Time : 3 Hours e Max. Marks : 100

_ Min. Marks : 35

SECTION-A (Marks : 4 x 15 = 60) :

Instructions to the candidates

" (i)  Answer any FOUR of the following questiéks in about 30 lines each.

(i)  Each question carries 15 marks.

* Kk X

1.  Define economics and explain its nature and scope.

State and explain the law of demand. Are there any exceptions to it?

What is demand forecasting ? Explain the Survey Method of Demand Forecasting.
Describe the properties of indifference curves.

Explain the laws of returns to scale with the help of a diagram.

How are price and output determined undzr monopoly? Illustrate diagrammatically.

Explain various approaches of measuring national income.

What is economic growth? How is it measured?
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SECTION-B (Marks : 5 x 8 = 40)

Instructions to the candidates

(i)

Answer any FIVE of the following questions in about 15 lines each.

(ii) Each question carries 8 marks.

10.
11.

12.
13.
14,

15,
16.
17.
18.

* * *

Describe the subject matter of business 'économics. &
List out different objectiveé of a Business Firm. |
Explain the following :

i) Opportunity Cost ¢oncépt;

i) Incremental Cosf Concept.

What is cross elasticity of demand ?

What is supply function ?

A firm incurs fixed cost of Rs. 4,000 and variable cost of Rs. 10,000. Its total
sales receipts are Rs. 15,000. Determine break-even point.

What is optimum firm 7
Explain the "paradox of thnft".
Suggest the preventive measures to minimise the effect of business cycles.

Distinguish between open and suppressed inflations.

‘ﬂ.

. ‘w‘w’"-ﬂawuw‘#“’” —




Rl T

B

DR. B.R. AMBEDKAR OPEN UNIVERSITY
UNDERGRADUATE COURSE-11 YEAR

SUBJECT : COMMERCE
COURSE . BUSINESS ECONOMICS

ASSIGNMENT-1

W‘W’-gﬁkf ""'M‘ﬁ“

N.B.
1. Do not copy ther answer directly from any of the books.
2. As far as possible try {o answer the questions independently in your own words.
3 If it is necessary to quote from any source, give the correct reference.
4.  Use your own foolscap pages for writing the assignment.
5 Leave sufficient margin for the comments of the evaluator.
6.  Completion of this assignment normally should not take more than two hours
time.
SECTION-A
L. Answer the following questions in about 30 lines each. o
1. Explain t.he rqlationship between Micro and I\_/I_gcro Fconomics. How is Business -
Economics different from traditional economics ?
2. Explai.n "Profit Maximization' and "Wealth Maximization' Theories of a firm.
Which theory is being favoured by modern economists 7
é. What is price elasticity of demand 7 Explain the kinds of price elasticity of
) demand with the help of diagrams.
SECTION-B
II. Answer the following questions in about 15 lines each.
1. Define Business Economi\cs.
2. Explain the Giffen's paradox.
3. Explain the objectives of demand forecasting.
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N.B.

DR. B.R. AMBEDKAR OPEN UNIVERSITY
UNDERGRADUATE COURSE-II YEAR

SUBJECT : COMMERCE o
COURSE  : BUSINESS ECONOMICS

ASSIGNMENT-11

Do not copy the answer directly from any of the booké.

2. As far as possible try to answer the questions independently in your own words.
3. jf it is necessary to quote from any source, give the correct reference.
4. Use your own foolscap pages for writing the assignment.
5. Leave sufficient margin for the comments of the evaluator.
6.  Completion of this assignment normally should not take more than two hours
time.
_ SECTION-A
L Answer the following questions in about 30 lines each.
1. Explain the law of diminishing marginal utility with the help of a diagram.
2. Describe the law of variable proportions. |
3. Write briefly about different theories of profit.
SECTION-B
II.  Answer the following questions in about 15 lines each.
1. Explain the relationship between PCC and Demand Curve.
2. Distinguish between short run and long run production _functions.
3. A Company manufactures toys. Its fixed cost is Rs. 12,000 including the advertising -

expenses of Rs. 2,000. The average variable cost per a toy is Rs. 2 and the
selling price is Rs. 3.

Calculate the BEP in units.
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COURSE

If it is necessary to quote ffomany source, give the correct reference.
Use your own fooiscag pages for writing the assignment,
Leave sufficient margin for the comments of the evaluator.

Completion of this assignment normally should not take more than two hours
time.

- IL

SECTION-A
Answer the following questions in ghout 30 lines each.

Explain diagrammatically the determination of equilibrium price under perfect
competition in the long-run.

—

Describe the features and consequences of business cycles.

Which is worse between inflation arid--deﬂation?.AMhy ?

SECTION-B
Answer the following question_s in about 15 lines each.
What do you mean by monopolistic competition.
Distinguish between cost-plus pricing amé mﬁ}:éost pg!cing,

How far national income can be used as a measure of economic welfare?
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