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Coorse Title ; Business F.economics Total Marks : 1O
Paper: 11 _ Internal Assessment @ 20
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Objective :

The course has been oullined with o purpose 1o provide conceptual foundation of
eeononties nnd lo explabn the application laws in business environment

UNIT-1 (INTRODUCTORY)

Imrodoction 1o Economics-Micro and Magro Ecomomics Menning, Nature and
Scope; Demand Amalysis: Law ol Demand, Elisticity of Demand: Types md Factors
affocting Elasticity, Demand Forecasting.

UNFT - HH(THEORY OF CONSUMER'S DEMAND)

Utility Analysis Law of Diminishing Marginal Ctility, Low of Equi-Marging Utility;
Indifierence Curve Analvsis: Moeanmg, Properties and Egulibrivm of Consumer
Inddifference Curve Analvsis, Application of Indifference Cupve, Indifference Curve
v/s Utility Analysis.

UNIT = HE(PRODUCTION AND COST ANALYSIS)

Factors of Production, Low of Vanable Propomons; Law of Return o Scale; Low of
Supply: Producer’s Equilibrium: Internal ond Fxternal Econoniés of Scale; Cust
Concepts: Cost Carves, Cost funetion in the short run and long mun.

UNIT - IV (THEORY OF MARKET STRUCTURES)

Pertect Compention: Short run and Long ron equilibrum of the firm, Shut-down
potnt; Sunple Motopoly and Diseriminating Monopoly, Pricing unider Monopolistie
Competition; Emergence of Oligopoly: Pricing . Analvsis: the Kinked Demand
Curve, Pricing Strategy and Methods.

UNET = V (MACRO-ECONONMICS AND BUSINESS)

Business Cyeles ond Busmess Polictes: Economic Indieotors: Input-Output
Analysis; National Income; Aggregntes related (o Natwmil Income (GDP, NDP,
GNP NNP)Y: Socral Aceounting. Manetury and Fiscal Palicy.



Nate for Paper Setter:
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UNIT-I INTRODUCTORY Lesson No.: 1

INTRODUCTION

STRUCTURE

1.1 Introduction
1.2 Objectives
1.3 Definitions of Economics
1.3.] Seience of Wealth
1,3.2 Science of Matertal well-being
123 Sewence of ehaice making
134 5cience of dynamic growth and developmuent
1.4 Nature amd Scope of Economics
4.1 Economics os a Soience
1 4.2 Eeonomics as an Arnt
143 Economics s i Positive and Normative Soience
L5 Summary
1.6 Glossary
L7 Self Assessment Questions
1.8 Lessons und Exercise
LY Further Readings

1.1 INTRODUCTION

The term Feonomics' owes its ordgmn to the Greek word 'Oikonomin’ meaning
household'. Economics is, thus, the study of how we work together to transform
scarce resources into goods mnd services 1o sausfy the most pressing of our mifinne
wunts aod how we dikiribute hese poods and services motig ourselves. This
definition of Beonemics, in berms of using scarce resonrces to satisfv human wanis, is
correct but il is meomplete, 1t brings to our mind the picture of @ society with fixed
resources, skills and productive capacity, deciding what specific kinds of goods it
ought o produce and how they ought 10 be distnbuted. Lconomics, therefore,
concerns isell got just with how o nution allocates o vanous uses 18 searee
productive resaurces, fmporiant as that may be lvalso deals with the process by
which the productive capacity of these resources is incrensed and with the factons



which in the past have led to sharp Muctustions in the mie of utilization of resources,
1.2 OBJECTIVES
Atthe end of this chapier students will be able to -

|, Linderstand what economics s about.

Cretan msightmte the meaning of coononies.

i

i Disouss the notare and scope of ceonomics,

1.3 DEFINTTION OF ECONOMICS

Several defirations of Eeononues have been given by different authors. The various
definltions can be classifed into lour groups;

1. Science of wealth

L Sclence of material well-being

3. Science of choice making and

4. Science of dynamic growth and development
We shall examine each one of these b fly.
1.3.1 Science of wealth, Although the setvity of sequiring ond incrensing materinl
wealth is s old s civilization, a disciplined study of the wealth producing scrivities

commenced aboul 233 years back (in 1776) when Adam Smith, the father of
Economies, published “The Nature and Causes of Wealth of Nations™,

“An mguiry into the nature and causes of wenlth of nations”™ Adam Smith

He msisted thit Economies detls with the ncquisition, accumulation end expenditiae
of wealth. Since his definition gived prominence to the weallh aspect, i1 is called
wealth defimtion’. Many other clussical eeononusts also defined Economics in tems.
of wealth. For example, According to ] B Say, Economics is o "Science which deals
with wenlth”™ The defimtion of Economics. ns a science of weaith, has some meriis,
The tmportant enes aee.

{i) Stress an Wealth: It highlighted an important problem faced by cach and
every nation of the warld, namely ereation of wealth,

(i) Addressing the Problems of Economic. Growth: Since the problems of
paverty, uremploymant ¢te. can be solved (o a greater exient when wealth is



produced and is distributed equitably; it goes to the credit of Adam Smith and
hig followers 10 have addressed {o the problems of economic growth and
merease whe production ol wealth

(i) Adtention w0 important Deonomie issues: By considering the problems of
production, distnbution and exchange of wealth, clussical economists
focused nottention on the important issues with which Economics s
concerned.

The study of Economies os a 'Science of Wealth' hos been eriticized on several

grounds. The minin criticisms leveled bgainst this definition arc;

(i) It s too materighstic: Adom Smith and other classical cconomists
concentrated only on materinl wealth, They totally 1gnored creation of
immaierial wealth like services of doctors, charered accountnns eto.

(1) Neglect of Welfre: The advoeates of Egonomics as a "seience of wealtl'
concentraled 100 much oo the production of wealth and 1wnored social
welthre. This makes their definition incomplete and madeguate,

1.3.2  Science of muoterial well-being, Under this group of definitions, the
emphosis 5 on welfare as compared with wealih m the earlier group. The two
wnportint definitions areas under: “Economies s wstudy of mimkind in the ordiniry
business of Tife. 1t examines thot purd of individunl and social sction which is most
elosely connected with the attainment and wilh the use of the material requisites of
well-being. Thus, it 1s on the one side o stady of wealth and on the other and more
wiporunt side & part of the swdy of man.”™ — Alfred Marshall

“The range ofour ingquiry becomes restricted w thatpart of social weltire thue
can be brought directly or indirectly into relation with the measuring rod of
maney” ALC, Pigou

I the first definition, Economics hus been indicated 1o be a study of mankingd in the
ardinary business of life. "By ordmary business’ we mean those activities which,
oiccupy aconsiderable part of human effort. The fulfillment of cconomic needs is a
very important business which every man ordmarily does, Professor Marshall has
clearly painted out thit Economics is the study of weallh, but more importantly it is
the stidy of mun, Thus, man gets precedence over wealth, Tiere is also emphasis on
materinl reguisites o well-bemg, Obviousty, the materiol things hike food, clothimg
und sheltor, are very imponant economic abjectives.

The second definition by Pigou empliosizes social wellare but restrcts it 10 only that
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part of' it which can be refated with the measuring rod of money. Money is a general
measure of purchesing power by the use of which the seience of Economics can be
vendered more precise. Marshall's and Pigou's defimtions of Ecanamics are wider
and more comprehensive as they take into account the aspect of social welfare.
However. their defintions are erinieized on the following grounds.

i) Neglect of lmmmaterial things: Economics is concerned with not only material
things but also with ymmatenial things like services of singers. teachers,
agtors ete, Marshall and Pigou chose to ignore therm.

(11} The concept ol welfare is very vague; Robbins criticized the wellare
definition on the ground that it i very difficult o stmte which things would
lend to welfiare und which will not. He is of the view that we would study in
Ecomarmics all those goods and services which carmy s price. whether they
promaote welfare or nol

1.3.3 Science of choice making. Prol. Lionel Robbins gave a new definition 1o
Economics in his famous book “Nature and Significance of Economies” which he
brought out in 1931 Robbins gave o more scieatific definition of Economics, His
definition is us follows

“Eeonomies s the soience which studies humun behovior as a relationship between
endsand scarce mebns which have alternntive uses”™.

The definition desls with the following fouraspects:

(i) Economics Is & sclence: Beonomics studies economic humun behnvior
serentifically. Testodies how Bumans try to oplomize (mpsumize oF minimze )
certinn abjectives under given constrimts: For example. it studies how
consumers, with given income and prices ol the commaodities, ity 1o
musximize their satisfaction.

{in) Unfimited ends: Ends refer to wants, Human wants are unlimired. When one
wauni 1 sutisfied, ather wants crop up. [ man's wanis were limied., then there
waoltld be no coanamie problem.

(1) Searce means: Means refer to resourees. Simee resources (natural productive
resourees, mun-matde capinl goods, consumer goods, money and ime ete.)
are imited, the ¢econumic problem arises. 11 the resources were unhimited,
people would be able to satisfy all thewr wants snd there would be no problem.



(v} Alternative uses: Not only resources are gearce, they have altemative uses.
Forexample. coal can be used as o fucl for the production of mdustrinl goods,
it can b used for mnmng trams, i can olso be used Tor domestie cooking
purposes and for so many other purposes, Sinmilarly, finpncial resources can
be used for many purpbses, The man or society has, therefore, o choose the
uses for which the resources wiuld be used. 1f there was only o single use of
the resource, then the economic problem would nor arise.

I follows from the definttion of Robbitis that Feonomies 1s 0 science ol chaice. An
importagt thing about Robbin's definition is that it does not distinguish between
material and non-matenal, and hetween weltare and non-welfare. Anything which
satisties the wants of the people would be studied in Economics. Even if a good 15
harmiul w a person. it would be the subject moner of Economies i1 11 sausfies his
Wonls.

No doubt, Robbins has made Econbmics a seientific study and his definiton has
become populir among some economists. Bul his detinition has also been eriticised
on several grounds, Important ones are:

in Impersonal and colorless: Robbins has mode Economics gquite impersonal
und colorless, By mioking 1L o complete positive science mnd excluding
normative uspects, e hins nurrowed down its seope

ting  lgnored Macro-Feonomic concepts: Robbins' definition is totally silent
dhout cortain macro-coopomic aspects, such as determination of national
meome and emploviment.

(i) No focus on Ecanomic growth and development: His definition does tot
cover the theory of cconmmie growth and development. While Robbins tukes
resourves as wiven and talks about theirallocation, it wotally silent aboul the
mensires 1o be wken totaise these resourees 1.0, natonal income and wealih.

(ivy  Problem of alundance: Somi cntics are of the opimon thor cconomic
problem can also srise due to other reusons like sbundance. For example,
abundance of leman resource (e, over population) 15 o major problem for
MUY CON00Mies.

1.3.4  Science of dynamic growth and development. Although the fundamenial
economic problem of scarciy n relation 10 needs s undisputed. it would no be
proper to think that economic resources - phyvsical, husman, Guancial-are ixed and



cannot be increased by human ingenuity, explorztion, exploitation and development.
A modern and somewhar modified definition 12 as follows :

1.4

"Economics isthe study of how men and <ocicty clivose, with or without the
use of money. 1o employ scarce productive resources which could have
alternative uses, to produce vanious commodities over time and distribue
them for constmption now and e the future amongst various people and,
groups of seciery” Panl A, Samuelson

The above definition 18 very comprehonsive beeanse il does not resirict to
materinl well-being or money measure os a limiting factor, But it considers.
ceonomic growth over time,

Prot Henry Smith also gave an oll mclusive definition of Economics.
According w him, Economigs, 18 the “the study of how in s civilized sociery

“one obtuns the slinre of what ather people have produced und of low thie totul

product of society changes und is delenmined”. By civilized <ociety it is
meant that there sre some legal institutions as well as rights of property and
other established norms m the socicry.

NATURE AND SCOPE OF ECONOMICS

Undler this, we gencrally diseuss whether Ecanomics 15 seience or urt of both and
IFitis a science, whether it is a positive science or a normative science or bath,

Eeonomics — As & science and as an art :

O1ften a question arises whether Economics is a science or on an or both

(PN

Economics as a Science: Ascience 18 commonly defined as o systemaotized
boddy of knowledge about n particutar branch of the umverse. A subject s
considered science i -1 15 o systenutized body of knowledee whicll yuudies
(he relationship between cause and effect.

- 1L s capable ofmeassurement,
- 1t hyas its own methodologieal appamios, and
- has theability w forecast,

[I'wiz analyze Feononues, we find that it has all the Temures of seience. Like
science. it studics cause ond efiect relationship between economic
phenomena. To muke it elear let us ke the law of demand. 18 explains the



caise and effeet relationship between price and demand for o commaodity. [t
savs, given other things consiant. as price nses, the demand for & commodiny
fulls and vice versa. Here, the cause is price und the eflect is lall in quantity
demuanded. Similarly, like science, it s capable of belng meassured, ihe
measwrement 15 in terms of money, Tt has its own methodology of study
{mniducton nod deduchon) and it forecasts the future market condition with
the help ofvarious siatsncal and non-siatisueal 1ols,

However it 1s 0 be nived that Eeonomivs 18 not o perfect scrence. This is
becnugse

- Beonomists do not hivve uniform opinion about a particularevent

= The subject mater of Economics is the econamic behavior of mun which s
highly unpredictoble.

- Money., which 13 used 10 mieasure outcomoes in Economics, is wself &
dependetit varable.

= It 15 npt possible to moke correct predictions about the behavior of economic
varulrles.

1.4.2 Economics as ar art: According 1o LM, Keynes an art is o system of rules for
the attwmment of o given end™. Art s nothing but prucoee of knowledge. Wherens
scienee teaches us o know, ant teaches us w do. Unlike seienee which is theoreneal,
ari is proctical, | we nanalvze Econonues, we find ihat it has the Features of an an also,
Its various branches, consumption, production and public fnunce ete. provide
practicil solutions 1o various economic problems, It helps in solving various
veonmmg problems which we fiee in our doy-to-day life,

Thus. Ecanomics is both a science and anarc. [ s setence inits methodology und an
m its application. Study of unamployment problem s science bul framing suttsble
palieies for reducing the extent of unemployment is an art. According to Cossa
“Seience requires art art requires seience, eiich being complementury 1o the other.”

1.4.3 Economics As Positive Science And Economics As Normative Science

() Positive Seience: As sited above, Economies 18 a science. But the
question anses whethor il 18 o positive sclence or o normative sowhce. A
positive ar pure science analyses canse and effiect relationsliip befween
variables, but it does not pass value judgment. In other words, it states what is
and not what ought to be, Professor Robbins emphasized the positive aspects
of science bur Marshall pnd Prgou have considered the ethical aspects of
science whidh obviously are normative. Pesilive Economics s the one that
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stmply states facts and vses empineal evidence. An example of positive
siatement 1s: “According to the law of demand. a lower price will yvield more
quuntity sold™.

Acconding 1o Robbing, Economies is concemed only with the study of Lhe
economic decisions of individuals and the society ne positive ficts but not
with the ethics of these decisons. Economics should be newiral between
cnids. It 15 not for cconomisis to poss vadue judgments and make
prosoutcements on the goodness or otherwise of human degisions. An
inddividunl wath o Hmided amount of money may use it o buying uor and
ot muilk, but that is entirely his business, A community may use s Hmited
resources for making guns ruther than bulter, but it 18 no concern of the
ceonomists fo condemn or sppreciate this policy. Economics only siudies
fucts and riakes géneraltzations from thiem

13 a pure and positive science, which exclides from iis scope the normative
aspueets of hunuin behavior,

Complete neutrality between engls is, hivwever, neither feasible nor desirable.
It 13 becuuse w many motters, the cconummist has o sugeest measures for
schieving certnin socially desirable ends. For example. when he suggests the
adiption of corlinin policies for incrédsing employment and raising the rates
of wages, lie is making value judgments, The same would be the case when e
states that exploitation of labor and the state of unemployment sre had and
steps shonld he taken to remove them. Sumilurly, when he states that the
limued resources of the economy should not be used 1o (he way they are being
used i shoulll be wsod moa different way, that the choree belween ends 1s
wrong and sheuild be sliered, et he ismaking value judgments.

(i) Normuagive Sefepce: As i normative selence. Eeonomics involvey vahie
judgments. It is prescriptive in nature and deserbes "what shoulid be the
thimgs", Normntive Econorics 18 the one thar mkes vulues mro account, @nd
resulls in statements like: “This tax should be reduced.” For example, the
questions like what should be the level of national income, what should be the
wage mte, how the frois of natonal prmiuu be distributed anmong people - all
foll within the scope of normative science. Thus, notmative ccononics is
conceracd with wellore propositions. Some eeconomists are of te view tho
value judgments by different individusts will be different and thue for
dieriving laws orthearies, it should not be used.

Toeonelule, we may say thal while laying down bws or theories, Eeonomics may be
tremted as pure nnd positive Ecenomics, but as a tool of practical application, it must
have sorme normartive geals i view,



1.5 SUMMARY

An economy exists heesuse of two facts, e human wanis are unlinuted and the
resources are scarce. The basic problem of scarcity gives nse 1o many af the
ceonpmic problems, The subject-matter nmd scope of Beonomics are defined in terms
of Wealth by Adam Smith, Welfare by Alfred Marshall, Scarcity by Lionel Rohinson
and Growth by Paul Samuelson. But, cach delimition is incomplete and inadeguane
nnd created confusion about the nnture and scope of economics. The subject matter
of econmies is divided into two parts — Micro and Macre Ecimomics where tnicno
mears smalland macromenns aggregate, Economics is nseience nswellanart.

L6 GLOSSARY

Economics: The term "Economics’ owes i ongin to the Greek word 'Oikonomig’
meanimg houschald'

Positive Scienee: A positive science nnalyses cuuse nnd effect relationship between
varinbles, butitdoes not pass value judgment.

Normative Sclence: [t involves value judpments, It is prescriptive in niture and
deseribes ‘whiit should be the things".

LT SELFASSESSMENTQUESTIONS

I “Eeonomres isn Science of Weall ™ Commient
1, Discuss Feopomics as i Posilive as well as o Nopmative Science,
LR LESSONAND EXERCISE
1. Explain econoinics as a seience of dynamic growth and developinent.
2 “Eeonomivs is a Science as well as un Ar.” Elabornte it,

1.9  FURTHER READINGS

Chopra, P N Prmciples of Eeonormics™, 2000, Kalyenl Publishers, New
Delhi

Abuja, H. L., "Advanced Economic Theory™, 2000, Sultan Chaned and
Co Py, New Dethi

Jhingan, M. L., “Micro ~Econumic Theory™, 2002, Vrindu Publishets (P)
Lid.. Delhy,

Serth. ML Advanced Economic Theory.



UNIT-I INTRODUCTORY Lesson No.: 2

MICRO ECONOMICS AND MACRO ECONOMICS

STRUCTURE

2.1 Introduction

2.2 Objectives

2.3 Meaning of Micro-Economics

2.4 Scope of Micro-Economics

2.5 Importance and Uses of Micro-Economics

1.6 Limitations of Micro-Economics

2.7 Meaning of Macro-Economics

2.8 Scope of Macro-Economics

L9 lmportance and Usey of Macro-Economics

2,10 Limitations of Macro-Economics

211 Difference between Micro and Macro Econpmics
2.2 Interdependence of Micro and Macre Economics
213 Summunry

2,14 Glossury

215 Sell Assessment Questions

2.16 Lesson and Exercisc

217 Further Readings

1 INTRODUCTION

The subjeet matter of economics (s divided into two parts — Migro and Macro
Feonomics. The erms Micro Fconomics and Macro Economics were first coied
lid used by Ragnor Frisch of Oslo Uhiversaty in 1933 and since then they lave been
sldoptedd by the cconomist all over the workd

The term Micro Economics is derived from the Greek word 'mikros’ which means a
smiall-a millionth part. Thus, in Micro Eeonomics we analyee the economic behsvior
of small mdividual cconomic units such as mdividoal consumer, individual
prowiveers ete

The term Macrd Eeonomies s derived from the Clreck word 'makras” which mgans
furge, Thus, in Maero Economics we analyze the behavior of the economy asa whole
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andwe study the lorge aggregates of the economy, such as total national mcome, total
national outpur, toial consumption: aggregaie ivestment ew. Tn other words, Micro
Econonme analysis 15 individualistic while Macro Economic analysis is ageregalive,

Knowledee of both the approaches is essentinl for complele understanding of the
working of the economic system. But in the beginning, it 1 necessary to know the
precise meaning, scope & subject mntter of these two brunches

22 OBIECTIVES

Atter gowng through this chapler you will be abie 1o-

I Understand the meaning, nuttre and scope of Micro and Mecro Evonomics,
i, Faplain the impartance and limitations of Micro and Mocro Econotmics,
i Dhiscuss the interdependence of Micro and Macro Economics.

23 MEANING OF MICRO-ECONOMICS

Micromenns o smindl part of n thing. Micro Economics thus deals with asmall pant of
the national cconomy. It studies the econonue actions aod behavior of mdividual
units such as individunl consumer, individual producer or firm. the price of o
particular commodity ar factor ete,

Aceording to Kenneth Boulding "' Miero Economics is the study of partienlar
firms, particalar households, individual prices, wages, incomes, individunl
industries, particularcommaodities."

It means Micro Feotonues is 0 stady ol econanne activity of houscholds as o
consumption umt, mdividual finms & industties ax production umt and mdividoal
prices, wages, mecomes and thesr delermination,

In the words of Maurice Dobb, " Micro Economies is in faet s microscopic study
of the economy™,

It menns m Micro Ecenomue analyvais of each muividoal wnt s exarmined separnaly
indetail.
14 SCOPE OF MICRO-ECONOMICS
Micro Economics basically deals wath
) Theory of product pricing
il Theory, of factor pricing { Microtheory of distribution) .

il Theory of economic welfare

1"



. Theorv of Product Pricing: The theory of praduct pricing explains how the
relative prices of cotton cloth, nce, cor nod thousands of other commodities are
determuned. Price of a commodity depenids upon the loreed of demand and supply.
Therefore, unnlysis of demand und supply side is necessary in order 1o explain the
process of determination of price,

Studly of demand side covers the analysis of consumer's behavior and study of supply
side. covers the analysis of conditions of production. cost and hehnviour of firm &
muistry,

Su, tHeory of product pricing 15 subdivided o theary of demid & theory of
production & cost,

2, Fuctor Pricing: Theory of factor pricing i.e. Theary of distribution explains hiow
wages (price for the use of labour | rent { puyment for the nse of fand), mierest (Price
for the use of capial), profits { the rewird for the entreprencur are determmed.

3. Theory of wellare: Theory of welfare basically deols with efficiency in the
allocuton of resoureed, Efficiency in the allocativn of mejources is attmined when it
results in maximzation of stisfaction of people. Economic efficiency invalves three
efficiencies :

1) Efficiency m production - Efficiency i production means produging maximum
possible amount of voods, from the given imount of resources.

i) Efficincy in consumption - Efficiency in consumption mems distribution of
produced goods & services umong the people for, consumption, in such sway us o
masimize wial sutsfaction of society,

i) Bificency m the direetion of production 1.e, overall economic efficiency -
Efficiency inthe dircction of production means production of those goods whicl are
mast desired by the people.

Micro economi theory shows under what conditions these efficiencies are schieved.

We may conulude that Micro Feonomies is mainly concerned with price theory and
allocation of resourees. |1 secks, to exammine the following basic ceonomic questions:

) Whant goods are produced with und inowhat guomtities?
b) Who will produce them & how?
) Towhom & How the wealth so produced shall be distributed?

d) Hlow shall resources be allocated to production & consumption ineficient
nunner’!
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All these questions are in the domam of Micro Economics. Above discussion on
subject nuitter of Micro Fconomics explaims the scope of it

The studvoal Micm Economics is muinly confined 1w price, theory, and resource
allocation. 1t does not study (he ageregates relating 10 whole cconomy. This spproach
does not study national econvmie problems sueh as unemployment, poverty, Inequality
of income cte. Theory of growth, theory of business fluctustion, monetary and fisenl
palicies cte. are heyond the limitof Micro Economies., soil's scope ishimited.

2.5  IMPORTANCE AND USES OF MICRO-ECONOMICS

1 To understand the working of Iree market economy: Micro cconomic
theory helps in understanding the working of free market economy.

2, Explainy price determination & allocation of resources: It explains how
the relative prices of vanows products & faetors are determmed and finther explmns
why prices of these virous producis & Tactors are found different. Also it explains
the process of allocation of resouroes Tor the production of vanous poods &
sllocation of total production ameng the various consumers,

3, It hielps businessman in decision making: The knowledge ofprice theory is
usetul to businessman in deciding policies reganding the prices, cost of production,
ivesiment. mminment of maxdimum productviny eie. Also. with the-help of Micro
Eeonotries the businessman can estimaole demuond for his product

4. Useful to government; It is usefl o govermment in framing economic
pilicies Micro Economic analysis is useful in determuning tax policy, public
expendifure polivy, price policy, efficient allocation ol resources etc

3. Helpful in interpatiopal trade & public fipance: Many aspects of
internutional trade like effects of il determination of’ exchange rate, pains from
interetiono] tade ¢te, can be explamed with the help of micro cconemio analysis, It
ts useful inpublic finance to analvze incidence and effect of purtleulur tux.

6. Madel Building: Micro Feonomies builds simple model which helps usin
understanding complex econmmic sitopnions, Development of vanous terms,
conepts, termnolagics. tools of cconomic anulyss is valushle contribution of
Micro Economics to the seience of econimicy,

7. Basis of welfare ceopomies; Micro Dconomics examines the conditions of
ceonomic welfare It explains how best results can be obtined through avoidance of
wastage of resourees.

Thus, micro economic malysis has great theoreticsl and practical imporiance
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3.6 LIMITATIONS OF MICRO-ECONOMICS
Some of the imporinnt imoations of microecenomics are histed below:

1. Excessive Generalization: Desplie the immense tmportance of
macroeconomics, there is the danger of excessive generalization from individoal
experience o the sysiem as & whole. 1T an individunl withdraws his depesits from the
bitnk, there is no-harm in i, but i all the persons rushed (o withidmw deposits, the
bank would perhups collupse,

1. Excessive Thinking in terms of Aggregates: Agam. mucrocconumics
siiffers from excessive thinking in tepms of agpregates, us it mav not be dlways
puasible to have the homegencous constituents, Prof, Boulding lins pointed out thai 2
apples+ 3 applea= Sapples is dmeaningful ageregine 2 apples + 3 orangea= 35 fruits
miy be described as a fmirly memmingful aggregnte ; but 2 apples + 3 sky scrapers
constitute @ meaningless ageregate | i s the last aggregate which brings forth the
fuallacy of excessive nggregative thinking.

3. Heterogencous Elements: 1L ny, however, be remembered thit
macroeconomics deals with sueh aggrogiies as agerepate consumption, ssving,
investment and meome, alf composed of heterogeneous quantities. Money is the only
measuring rod. Bun the value of money itself keeps on changing, rendering economio
grprepates immeasurable and incomparable in teal terms, As such, the sum or
average of heterogencous individunl quantities loses their significance for securate
cconomic analysts und cconomic policy.

4. Differences within Aggregates: Under this approach one is hkely 1o
overiook the differences within aggregates. For example, duning the first deende of
planairg i Indw ( from 1951-1961) the navioos| weone ncrensed by 42% ; ths,
owever, dossn't nean that the income of all the constituents, Le.. the wage earnars or
salaried persons increased by as much as that of entrepreneurs or businessmen.
Hence, it takes oo necount of differences within aggregates.

. Aggregates must be functionully related: The ageregates forming the mimin
hoily of macroeconomie theory must be significant and omtually consistent. In ather
waordd, these should he lumctionally relited. For exnmple, aggregale consumplion
and investment expenditures—swhich form part of the macroecanomic theary {(Y=C
< 1hwould have no importance, if they were not functionally related 1o the levels of
income, mterest and employment. I these composing neeregates are mutunlly
incapsistent of wre not functionally reluted, the stdy of macroeconomic theory will
be oflittle use.

6. Limited Application: Macvocconomics deals with positive cconomics in
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the sense of an analysis or how the aggregnte thegretical models work— these are far
removed from policy applications: These medels explain (he fimctioning of an
ceonomy and working of things i abstesct and precise terms. Their sbstraction and
precision make such models unsuitable for use due o changes in significamt
vitrishles fram timg to timie snd from one situstion o another But these limitations
may be taken more in the natare of pmetical difficultics in formulating meaningful
sggregates rather than factors invalidatng the immense importance of
macroeconomic anulysis,

27 MEANING OF MACRO-ECONOMICS

The term ‘macro’ was firsl used m economics by Ragner Frisch in 1933, But as o
methodolegical approach to economic problems, it origimated with the Mercantilists
wn the 16th and 1 7th cenmunes. They were cancemed with the economic sysiem as a
whnle,

Inthe | Bth century, the Physiocrats adopted it in their Tuble Economies o show the
‘clreulstion of wealth' (... the net product) among the three classes represented by
farmiers, ndowners and the sterile class, Multhus, Sismondi and Marx in the 19t
century desht with mycroecopopue problems. Walms, Wicksell and Fusher were the
midern contribitars to the developient ol macroeconomc anslvsis before Keynes.

Certain economists, like Cassel, Marsholl, Pigou, Robertson, Hayek and Huwtroy,
developed 4 theory of maney und general prices in the deeade following the First
World War, But eredit goes 1o Keynes wh finally developed n general theory of
o, outpat and eraploymentin the wake of the Cireat Depression,

2.8 SCOPEOFMACRO-ECONOMICS

Mocraeconmmes is the study olaggregates or averages covering the entire economy,
such ns lotal emplovment, national income, national outpul, total investment. toinl
consumption, total savings, ngerepate supply, apgregate demand, and general price
level, wage level, and cost structure,

In other words. it s ageregative economios which examines the interrelations among
the various aggregates, ther determmation and envses of Nuetations in them. Thos:
in the wuords of Proféssor Ackley, “Macroceanomics deals with ecanbmic aifairs in
the large; it concerns the overall dimensions ofeconomic [ife. Inlooks at the Wil size
and shupe and functioning of the “elephunt” of cconomic experience, rathor thun
working of amiculntion or dimensions of the individunl purts. 1t stadies the charncter
of the forest, independently of the trees which compose i
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Magroeconomics is alse known as the theory of ingome and employment, or simply
mcome anaivsis, It s concerned with the problems of unemployment. econonmic
Muetuations, mflaton or deflation, uternationa trade wnd economic growth. 10 s the
study of the causes oNnmemployment, sd the vanous determinants of employment.
In the field of business cyeles, it concerns itself with the effect of investment on total
ourput, total income, and ageregate employment. In the monetary sphere, it studies
the effect of the 101l quantity of money on the general price lovel.

In intermanomil rade, the problems of balinee of pavments and foregn ad full
within the purview of macrocconomic analysis. Above all, microeconomic theory
discusses the problems of determination ef the totnl meome of o country and causes
of its fluctuations. Finally, 1t studics the factors thut retard growth and those which
bring the econamy on the path of economic development

Macroceonomies. on the other hand, “concerns tsalf woh such vanables as the
ngeregnte volume of the output of an cconomy, with the extent (o which its resources
uwre emploved, with the size o the nstional income, with the 'general price level'”

Thus the scope of nneroetonomics e pregates relites to the cconomy as & whole, |
and uses agerepates which relate them to the “econpmy wide tatal ™.

PR IMPORTANCEAND USES OF MACRO-ECONOMICS

L. To Understand the Working of the Economy: The stidy of mucroecotomice
varinhles 15 indispensabile for undersumnding the working of the coonmny, Cur main
economic problems are related 10 the behaviour of total income, output, employment
and the general price level in the economy.

These variahles are:statistically measurable, thereby factituting the possitilities of
amilyzing the effects on the functonitg of the economy. As Tinberzen olserves,
muaeroeconome congepts help in “making the elimmation process understandable
and transparent”™. For instanee, one may not agree on the best metiod of measuring
different prices, but the general price level is helpiul in understanding the nature of
The eeonomy.

1. In Economic Policies: Mucrocconomies s extremely usefil trom the pom of
view ol econotnic policy, Modern govermuents, especially of the imderdeveloped
ceanamies, are confronted with inmumerable mationn] problems. They are the
problens of overpopulution, inflation, balance of payments, general under
productiom, et¢. The maim responsibifity of these governments rests o the regulation
ind control of over population, general prces. genernl volume of trade. gencral
putputs, ete, Tinbergen savs; “Working with mocroeconomic cuneepts 15 o bare
necessity in arder 0 contribute o the solutions of the great probilems of our times,”
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No government can solve these problems in tarms of mdividual behavior Let us
anaiyze the use of macroeconomic smudy 10 the solotion of cerain complex econonic
prohlens,

(i) In General Unemployment: The Kevnesiun theory of emplovment s an exereise
in macrocconomics, The general level of employment i an economy depends upon
effective demand which in tum depends on aggregnle demand and nggregate supply
functions. Linemployment is thus caused by deficiency of effective demand. In order
o eliminnte o, effectve demand should be rised by ereasing total myvestment,
total putput, wial income and total consumption. Thus, macrocconamics hns special
signiffeance in studying the couses, effeots and remedies of general unemployment,

(i) In National Income: The siudy of macrocconomics s very imperiant {or
evalunting the overall performance of the cconomy i terms of nutonal income. With
thi advent of the Great Depression of the 19305, it became necessary to anilyze the
canses of peneral overproduction pnd genern] wnomplovment. This led 1o the
construction of the dats on national income. National income dutahelp in forecasting
the level of econpmic activity and w understand the distribution of income among
difterent groups of people in the ceanomy.

(iii) In Economic Growth: The ccononnes of growth is alse a study 1n
macrdecononiies, s on the basis of meomeconomics (hat the résolifees and
capabilitics of an cconomy arc evaluated. Plins forthe overall increase in national
incamme, output, tnd employment are framed and implemented so as 1o tise the level
of economic development of the economy as a whale.

(iviin Monetary Problems: [t is i 1erms of mecrocconomics thar moneiary
prablems can be analvzed and understood properly. Frequetit changes in the value of
money, inllation or dellation, affect the economy adversely. They can be
counteracted by adopting monetary, fiscal and direct control measures for the
ecomomy osawhote.

(v) In Business Cycles: Further macroeconomics as an approgach o cconom
problems started after e Girewt Depression. Thus its importanee lies m analyzing the
cuuses of economic Puctuations and in providing remedies.

{3) For Understanding the Behavior of Individual Units: For understanding the
behuvior of individuul wnots, the study of moerocconomics s impemtive. Demand (or
mdividunl producis depends upon nggregnte demand 0 the cconomy, Unless the
causes of delicieney n ppgregnre demand dre annlvzed, 10 oig not possible o
understangd fully the reasons for o fall in the demand of mdividual products, The
reasons Tor incrense in costs of o particular firm or industry cunnot be analyzed
without knowing the average cost conditions of the whale ceanomy. Thus, the study
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of mdividual units is not possible without mactoeconomics.
Conclusion:

W many conclude thot mncrocconomics ennches our knowledge of the functioning
of un econoty by studying the Behavior of pational inconie, output, investinent,
saving and consumption, Morcover, it throws much hight in solving the problems of
unemployment, inflition, economic instahility and cconomic growth,

210 LIMITATIONS OF MACRO-FECONOMICS

There are. however, cenmn limitatens of mocroeconomic analysis. Mostly, these
stem frot attlempts W vield macroeconomic peneéralizations fromt individual
experiences

L. Fallacy of Compesition: [n Macroeconomic analysis the “fallacy of
compesition” is involved, te., aggregate economic behavior s the sum total of
mdividual actvities. But whai 15 true of individuals 15 not necessanly true of the
economy as o whale

For instance, savings ure p private virtue bul o public vice, 11 ol savings i the
ceonomy increqse, they may initiate a depression unless they are invested. Again, if
an individua! depositor withdraws his money from the bank there is no ganger, But if
ull depositors do this simuoltineously, there will be sorun oo the banks ond the bankmg
system will be adversely uifected.

2. To Regard the Ageregates as Homogenvous: The mutts defect in thacro
aiubysis is that 1 regards the sgoregates as humogencous without caring about ther
internnl composition ind siructure. The average wage ina country is the sum total of
wagzes in all vecupations, e wages of clerks, typists, teachers; nurses, etc. But the
volume of aggregate employment depends on the relauve siructure of wages ruther
thanon the average wage. 11, fof instance, wuges of murse's increase but of typists fall,
the svermge may remain unchanged, But if the emplovment of nurses {alls o little and
oftypists raises much, sgereente employment would incrense.

3, Aggregate Variables may not he important necessarily: The nggrepate
variables which form the economie svsiem mav nor be of much significance. For
instance, the nationil income ol country is the totul of all individunl incomes. Arise
in natienul income does not mean that individual incomes hove risen, The merease in
nitional income might be the resultofthe increase in the incomes of afew rich people
in the commitry. Thus a nse in the national income of this type has little sipmficonce
from the peintof view of the community. Prof. Boulding calls these three difficulties
us “macroeconomic purndexes” which are true when applicd to o single individual
but which are untroe when applicd to the economic svstem 15 nwhaole,
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4, Indiscrimindte Use of Macroeconomics Misleading: An indiserimmate
and uncriticnl nse of macrocconomics in analyzine the problems of the real world can
often be mislending. For mstnee, i the policy measures needed o schieve and
maintain full emploviment in the economy are spplied to structural ungmployment in
tndividual fimosand industries, they becomé irrelevant. Similarly, measures aimed 31
controlling genernl prices cannot be applied with much ndvantage for controlling
prices of individual producs.

s, Statistical and Conceptual Difficulties: The mensurement of
mavrocconomic concepts involves & number of statistical and conceptual
difficulties, These problems relate (o the aggregation ol mictoeconomic variables, If
inchividual units are almost similar, ageregation does not present much difficulty. Hut
i microeconomic varmbles relate w0 dissimular indradual units, their sgeregntion
mto one nigcrocconomie varinble may be wrong and dangerous,

.11 DIFFERENCE BETWEEN MICROANDMACRO ECONOMICS

I The difference between microcconomies and macrocconumics can be mude
on the following counts, The word micro hus been derived from the Greek word
mikros whieh means small, Microeconomics 15 the study of economic actions of
mdividuals and small groups of mdviduals. It includes: particular houseliolds,
partiolar firms, particular industries, parbcular commodities and individual prices,

3 Magrocconomics {s also derived from the Greek word makros which melns
farge, It deals with aggregates of these quantities, not with individunl incomes bus
with the national meome, not with individual prices bot wath the price levels, notwith
mdividoal ourpue i with the ngtionad oupar.”™

i The obiective of nucroeconomics o dernand side 18 W moaximiee uility
whereas on the supply side is 1o minimze profits &t minimum cost, On the othier
hand, the main objectives of macroecononiies are full employment, price stbility,
economic growth and Mvomble balance of payments

4, The hasis of nucroeconomigs 15 the prive mechamsm which opermtes with the
help of demand and supply Torees. These Torces help to determine the equilibrinm
price in the muarket On the other hond. (the basis of macroeconomics 15 national
ncame, outpul and employment which are determined by sgeregate demand and
npgregane supply.

h B Microeconomics is based on different ussumptions concerned with mationul
behavior of individuals. Moreover the phrase celens paribus s used 1o explom the
economic laws, On the other hand, macroeconumics bases i1 psswmptions on such
viriables us the sggrégnte valume of output of an ccanomy, with the extent 1o which
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its resources are employed, with the size of the national income and with the genersl
price levid.

o Microecotiomics is based on partinl equilibrium analvkis which hefps o
cxplain the cquilibrivm conditions of an individual, o Bemg an industey and o factor.
Om the other hand, macroeconomics is based on geneml equilibrium analysis which
is an extensive study of & number of cconomic varlables, their mlerrelations and
mterdependences for understunding the workme of the cconomiesystom ns a whole.

7. In microcconurmics, the study of equilibriom conditions 15 wndyzed at a
particular penod. But it does not explam the tme element, Therefore,
microeconomick is consldered us b static analysis. On the other hand,
mucrovconanmes is bused on time-lings, rates of chinge, ind pastand expected values
of the variubles. This rough division betwesn nicro and mucroeconmmics 15 nofrgid,
ror the parts affect the whole and the whole affects the prars.

201 INTERDEPENDENCE OF MICROAND MACRO ECONOMICS

Take for instance, when sgeregate demind rises during a period of prosperity, the
demund {or individual produets also rises, 11 this increase in demand is due 1w 4
reduction m the rate of intorest, the demand for 'different types of capital goods will
2o up. This will lead o an merease m the demand for the particutar tyvpes of labour
needed for the capita] goods industry. 1T the supply of such lnbour 1s less elastic, its:
wage rute will rise.

The rise m wage rate ik nude possible by increase in profils as o consequence of
increased demand for capital goods, Thus, a macrocconomic chunge brings about
changes m the values of mieroeconomic variables i the demands for particular
woods,  the wage rates of particu iy industries, o the profits of paftivular firms and
industries, andin the employment pesition ofdifferent groups af workers,

Similarly, the overall size of mcome, outpul. emplayment, costs, ete. in the economy
alfecty the composition of mdividual incomes, oulpats, employment, and casts of
mdividual firms and ndustries. To tke another instunce, when total ourput fulls ma
period of depression, the output of capital goods falls miore than that of consumer
soads, Profis, wages employment decline more rapidly in capual goods industres
than in the conswmer goods industries, '

Chn the othier hand, macroeconomic theary is tlso dependent on microeconomie
analysis. The total is made up of the purts. Natiopa) income is the sum of the meomes
of mdividuals, houscholds, firms nod industries. Towl savings. 1otal myvestment and
ol consumphionare the result ol the saving, investment and consumption degisions
of individual industries, firms, households and persons.
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The general price level is the average of all prices of individual gnods and services,
Similarly. the outpur of the economy is the sum of the owpur of all the mdividoal
producing units. Thus, “tHe aggregates and avernges thol dre studied in
magroeconamies are nothing but ngeregntes and avernges of the individual
quuntities which are stadied in microcconomics,™

Letys tukea fow conorete examples of this macm dependence on microceonomics. IT
the economy coencenirates all its resources in producime only agriculiurnl
cottmidities, the 1otal output of the economy will decling because the other sectors
of the cconomy will be neglected,

The total level of output, income and employment in the coonomy also depends upon
income distibution. 1 there s unequal distribution of income so that income 1s
coneentrited m the honds of a few mich, it will tend to reduce the demand for
corsumer gocds.

Peofits, investment and output will decline, unemployment will spread and
ultimately the economy will be faced with depression. Thas, both macro and micro
approaches to economic problems are interrelited und mterdependent,

213 SUMMARY

Microeconomics: 15 the study of the behavior of miividual econonue agents.
Microeconarmics nsks how individuals allocate their tivne, income and wealth amaonyg
various opportunities {or labor, leisure, consumption, and savings

Macroeconomics, an the other hand, 15 concerned with the econamic ssues that
imvolve the overall economic performance of the nation, mther than that of particular
mdividuals or firms, Mocroeconomics does imphieitly deal with the behavior of
mdividual econtmic pgents in e sense thal notionn] outcomes are he sum of
individual sctions. But macrogcononics deals with tstals, or aparegnte measures of
the ecomomy, like notional meome o average unemployment rotes, rather than
differences nmong individaals. Macroeconomics asks how cconomic nperegates are
determined, why problems related to aggregate economic performance ecour, and
whal government can and should do about such problems

L4 GLOSSARY

Migrocconmmics - unalysis of the behavior of an individual deciston-making units
{individuals, households, firms)

Macrocconomics - analysis of the behavior of an economy as a whole.,
215 SELFASSESSMENT QUESTIONS

1. Do you agree that Micro Eoononnes studies behiavior o tndividual economie umit
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whereas Macro economics studics economy asa whole,
2. What are the basic economic gquestions dealt with by Micro Economics”
3. Disunguish between Micro-Eeonomies and Macro-Tieonomies.
2,16 LESSON ENDEXERCISES
L. Explain the scope and limitations of Micro- Econamigs,
2 Swuite the importance and applications of Maere-Ecanoinies.

I Miero and Macro economies are interdepandent on @ich other. Elueidute this
stigment,
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11 INTRODUCTION

Have yvou ever wondered why dinmonds are very ‘expensive alihough basically
inessential, while water Is important but cheap? Or why does land i Delhi or
Mumbiti commiund very high prices, while desert land in Rajusthan is virtually
worthless? The answers w these and o thousand other questions can be fourd i the
thitory of demond and supply. This theory shows how consumer prelerences
determine consumer demand for commodities while busitess costs determine the
supply of commodities. We shall take up the topic of demand m this Unir while
supply will be discussed in Leston.

32 OBJECTIVES

Authe end ol thisunir, vou will be ablero:
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L Understand the meaning of demand

i, Understnd what determimes demand.

i, Ciet on msaght into the law of demmand.

0 Understand the rationale ol law of demand.

V. Kanow pbout the exceptions tothe luw of demand.
vi. Understand the significance of Taw ofdemand.

33 MEANING OFDEMAND

The concept 'demand’ refers to the guontity of a geod or service that consumiers are
willing nd able 1o purchase an various prices during a given penod of tme. 1isto be
noted that demand, in Economies, is something more then desire to purchase though
desire is one element of it A beggar, for instance, may desire food, but due to lack of
mieans 1o purchase it, his demind is not effective, Thus, effective demand for 2 thing
depends on (1) desire (i) memns 10 parchase and (i willingoess to use those means
tor thut purchase. Unless demand ts backed by purchasimg power or ability 1o pay, it
does not constitute demand, Two things are o be noted about quantity demuanded
One 15 that quantity demanded is alwisys expressed al @ siven price. A1 different
prices different quantiies of ncommuodity are generally demanded, The second thing
15 that quumtiny demuanded s Dow

In shert “By demand, we mean the various quantities of a given commeodin: or
service which consumers wosld bay in one market (n a given peciod of time, at
various prices, or af various incomes, or af various prices of related govds™.

34 DETERMINANTSOFDEMAND
There ure varios factors affecting the demand for s commodity, They ure:

I. Price of the commodity: The prge of a copmmaodity 18 an important
determinant of demand. Cetons panbiis Le. olher things bemg equal. the
demund for o eommodity 18 mversely related to ifs price, 1 mphies that i nse
in price of u commaodity brings about o fall in s purchuse and wvice-versi
This happens because ofimeome and substitution ¢ffects

2. Price of related goods: The price of related goods like substitntes and
complementiry goods stso affect the demond. o the chise ol substitutes, rse
in price of ong caomrmodity lead 1o inceease In demand for its substitute. When
poods are substitutes, a fall m the price of one (ceteris paribus) leads to s fall
in the quantity demanded of its substitutes. For example, if the price of les
fulls, people will try 1 substitate it for cotfee and demand more of it and less
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3.5

of coffee Le. the demand for tea will rise and that of cottee will fall, When
commodities nre complements, a fall in the price of one (other things being
equal) will cause the demand ot the other o rise. For example, o [0l in the
prive of petrol-driven cars would lead o a rse m the demand for petrol.
Simvilarly, & tall in the price of pens, will cause @ rse in the demand lor ink.

Income of the consumer: Thiss directly related to demand. A change in the
income of the consumer significantly miluences his demand for most
commuotdines, I the disposalle ineome ineresases; demand will be mre

Taste and preference of consumer: These are very cffective factors
affecting demand for s commodity. When there §s i change in mste, habits or
preferences of the consumer, his dewnnd will change, Fashions und customs
i society determine muny of our demuands.

Population: [f the size of the population 1= more, demud for goods will e
mare. The market demand For i commoudity substuntially changes when there
15 chunge in the total population.

Maoney Cirenlation: Maore the money in cireulation, higher the demand snd
Vice versa.

Vitlize of money: The valoe of money determines the demand for 8 commuodity
in ther marker. When thete (s o rise oc [l in the value of money there may be
chianges inthe relative prices ofdiiterent goods mnd their demund

Tuxution Policy: High taxes will increase the price and reduce demand,
while low taxes will reduce the prive and extend the demand.

Credit Tacilities: Depending on the avalability of credir favilities the
demand for commuoedities will change. More the fucthivies lngher the demand.

Multiplicity of usey of goods; 11 the commodity bus multiple uses then the
demumd will bemore than i the compmudity is used Tor nsingle purpose.

Apart from above, felors such as elass, group, education, marital status,
vonsumer's expeciations with regard to future price and wenther condifions,
also play animportant role innfluencing household demand.

LAW OF DEMAND

There s an inverse relationghip botween quantity demanded and its price, The peaple
know that when prive of s commaodity goes up its demand comes divwn. When there
1% decrense in price the demund for o commuodity goes up. There is inverse relation
between price and - demand. The law refers 1o the direction i which: guuntity
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demanded changes due to change in price.

A consumer may dempnd one dozen oranges ot 83 per doven . He may domand two
duzen when the price is $4 per dozen. A person generallv buys more at a lover price.
He buvs less nt higher price. Itis not the case with one person but nll people liken to
buy maore due (o fall in price and vice versa. This istrue for sl commodities und under
all comditions. The coonomists call it as law of demand. Tn simple words the law of
demand states that otber things hoing equal more will be demonided ai lower price
v lower will be demanded at higher price,

351 Statement of the Low ol Demand

Prof. Alfred Marshall defined the law thus: “The greater the anonnt to be sold, the
smaller must be the price af which it is offered in order that it may find purchasers
ar in other words the amount demanided increases with a falf in price and
diminishes with a rise in price ™.

The Jow of demand may be illustrted with the hielp of o dentand schedule and a
demand curve.

352 Explanation of the Law

The relutionship between price of & commodity and its denund depends upon niuny
{actors, The most imponant factor is nature of commiodity, The demand schedule shows
response of guantity demonded 1o chiange in price of thin commaodity. This is the tble
that shows prices per unit of commodity wnds sunount demunded per peribd of time, The
demund of ane person is called individual demand, The demand of muany persons is
known s market demand. The experts are concerned with market demand schedule,
The market demand schedole means ‘quanbines of given commodity which all
consumers want 1o buy ol all possible prices of a grven moment of tme’, The demand
schedules of b individuals can be sdded up to Bind outmorket demnd sehedule,

Demund schedule: To illustrate the relation between the quantily of o commodity
demanded and its price, we may take a hypothetical datg for pm:ﬁ and quantities.of
commndity X, A demand schedule is drawn upon the assumption that all the other
influences remmn unchonged. [ thos sttempis (o wolate the infuence exerted by the
price of the good upan the amount solil,

Table 1: Demand sehedule of an Individual consumeér

Price Cuaniity demanded
(s (Linis)
M 5 11
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H 4 15
t 3 20
D 2 15
E I Gl

When price of commoddity X is Rs.5 per unit, & consumer purchases 10 units of the
commndity, When the price falls to Rs. 4, he purchases |5 units of the commodity.
Sumilarly, when the price further falls, the quantty demanded by him goes on fising
utitil at price Rs. 1, the quantity demanded by him rises 1o 60 units. The above table
deplets aninverse relutionship between price and quantity demanded; us the price of
the commaodity X goes onrising, its demund goes on filling:

3.53  Demand Curve: We can now plot the data from Table | ona graph with price
on the vernieal sxis and guantity on the honzonml axas. In Fig. 1. we have shown such
o graph and plotted the five poiits corresponding to cach price-gquantity cormbimation
shown in Table 1, Pamt A shows the same infirmntion s the Girst row 01 Table | thit
at Rs 5 per unit; only [0 units of X will be demanded. Point E shows the aame
information as docs the last mw of the table, when the price s Rs. |, the quantity
demanded will be 60 unix,

- - =
T _.

Figl: Demund Curve

We now dmw u smoath curve through these points. The curve is called the demand
curve forcommodity "X". The curve shows the quantity of "X thut & consumer would
fike to huy at each poce: ns downward slope mdicates that the quantity of X’
demanded inereases s u8 prge falls. Thus the downward slopmyg demnand curve 151
accordance wilh the law of demand which, a5 smted dbove, desoribes an invarse
price-demand relationship.
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154 Rationale of the Law of Demand: Why does demand curve slope
downwards? Different econonusis have given different explanations for the
operation of Juw of densand.

These are given below,

(1) Law of diminishing marginal utitity: According 10 Marshall peaple will buy
miare quantity at lower price because they wanit to equalize the murginal utility of the
commpdity and s price. So g muonn) consumer will not pay more for lesser
satislaction. He 'is: mduced o buy oddinonal units i order 1o maximize his
satisfaction or unilny, The diminishing marginal utlity and equalizing it with the
price £ 1he cause for the downward sloping demund curve.

(23 Substitution effect: Hicks and Allen have explained the law in terms of
sabstintion effect and ncome effect When the price of » commodity falls, 1t
becomes relanvely cheaper than other commuodities. 11 induces consumers
substitute the commodity whose prive hus Billen for other commodities which have
now become relatively expensive, The resull is that the 1wl demand for the
comimodity whose price has fallen inereases, This iscalled substitution effeet,

(3) Income effect: When the price of & commodity falls. the consumer can buy the
same quantity of the commodity with lesser money or hie can buy more ol the sume
corpmodity with the same amount of money. Inother words, as a result of [al] in the
price of the commuodity, consumer's reul income or purchaging power increnses. This
werease in the real income induces him 1o buy more of that cominodity. Thus,
demand lor that commodity (whose price has fallen ) increases, This is called income
effect. Due 10 the operation of Income cffect und substitution effeet. price effea
aperstes o law of demand holds.

(4) Arrival of pew copsumers: When the price of a commaodity fills, mone
consumers sturt buying it beeause some of these who could not afford to buy i
previously may now afford to buy it This mises the number of consumaers of a
commodity ni a lower price and hence the demand for the commodity in guestion,

(5) Different uses: Certam commaoddities Nave multiple uses. [ their prices [all they
will be uied for varied purposes and demand for such commadities will increase,
When the price of such commoditics are lugh, rises they will be put 1o hmited uses
only, Thus, different uses of a commodity make the demund curve slope downwands
reacting to chnonges m price.

355 Excoptions to the Law of Demund: According to the law of demund. more
of n conumodity will be demanded ot lower prices than ot Ingher prices, other things
being equal. The law of demand is valid in mox crases, however there are cetain
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cases where this law does not hold good. The following are the important exceptions
o the law of demind.

(1) Conspicuoux goods: Arncles of presuge value or snob appeal or anticles of
cunspicious consumption nre demanded only by the rich people and (hese articles
hecome more altmctive i their prices go up. Such amcles will net conform to the
ustal luw of demand.

This wus fownd out by Veblen s doctrioe of “Conspicusus Consumption”™ and
hence this eflect s enlled Veblen effect or presuge goods effect. Vieblen effect mkes
place as some constmmers measure the unlity of o commuodity by its price i.¢., i the
commundity is expensive they think that it has got more utility, As such, they buy less
of this commodity at low price and more of it al high price. Dinmonds are often given
us exumiple of this cuse. Higher the price of diwmonds, higher is the prestige vilue
anached o them and henee higher s the demand for them.

(i) Giffen goods: Sir Rober! Giffen, an cconomigt, was surprised 1o lind out thal us
the price of bread imerensed, the British- workers purchised more bread and not less of
il This weis somethimg sgainst the Bw of demind. Why did this lsppen? The reison
given for this s that when the price of bread went up, 1t cansed such o large decling in
the purchosing power of the poor people that they were forced 10 cut down the
cotsumption of meat and other miore expansive bods, Simce bread, even when s
price was higher than before, was still the cheapest food article, people consimed
miore of it and not less when its price went up. Such goods which exhibit direct price-
demand relabonship are called 'Giffen goods'. Geoerally those goods which are
comudered mierior by the consumers and which occupy a substantial place n
consumer's budget nre ealled "Gitfen goods!, Examples of such goods ve coarse
rains like bujra, low quality rice and wheat ete,

(i) Conspivnons necessities: The demund for certnim goods s affected by the
demonstration effect of the consumprion pattern of & social group to which an
mdividual belongs. These goods. due to their consant usage, have become
necessities of Nife, For example, in spite of the fhet thot the prices of television sets,
refrigerators, coolers, conking uns cte. have been continnously rising, their demand
does ot show any tendency to fall.

(ivj Future expectations about prices: It has been observed that when the prices are
rizing. houscholds expecting that the prices in the finre will be sull higher, rend 10
buy larger quuntities of the cotnmodites. For example, when there 18 wide-spread
drought, people expeat that prices of food grains would rise in fiture. They demand
prester guantitics of food grains as thelr price rise, But il is 1o be noted that hene itis
not the law of demand which is invalidoted but there is n change in one of the (nctors
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which was held constant while deriving the law of demand, namely change in the
price expectitionsof the people.

v The Inw has been dertved assuming consumers (0 be rational and knowledgealle
about market-conditions, However, at times consmmers tend o be irmations! and
make impulsive purchises without any mtional caleulations, about price and
usefulness of the product md in such contexts the low of demand fails.

(vi) Demuand for mecessaries: The Tow of demond does not apply much in the vase of
necessaries of lifte. Trrespective of price chimges, people have o consume the
minimum gquantities of necéssary commaodities. Stmlarly, in practice, o household
wiry demand larger quantity of s commodity even it a higher price because it may be
wnorant of the ruling price of the commodity, Under such circumstiances, the low will
not remman valid.

(vii) Speculative goods: In the speculatve market, particularly in the market for
stocks and shares, more will be demanded when the prices are rising und less will be
demanded when prices declime. The hw of demand will also fail if there s any
significant chiange m other faotors on whitch demoand of o commodity depends, 1T
there s o change in income of the household, or in prices of the related commodiries
or m tastes and fashion et the mverse demund and price relaton moy not hold good.
36 SIGNIFICANCE OF LAW OF DEMAND

| Price determination

A monopolist can determine price of o commodity on the basis of such Inw, He can
know the effectondemand due to invrease or decrense inprice, The demand schedule
can help bim to determmne the most suitable poce level,

2, Tux on commoditics

The luw of demand is important [or tex suthorities. The eiloct of twx on difTarent
commoditics 1s checked, The commodity munst be taxed if its demuond i relatively
nelastic. Acommaodity cannot be tuxed 1Fits sales fall 1o greatextent

3 Agricultural prices

The luw of demond 15 yseful to determune agncultural prices. When there are good
crops, the prices coine down due to change m demand. In case of bad crops, the prices
gowup itdemand remiting the same. The paverty of farmers can be determined .

4. Planuing

Individual demand sehedule is used in planming for individual poods and mdustries.,
There is need to know the effect of change in price on the demand of commodity nt
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national and world level, The nature of demand schedule helps to knpw such effect.
33 SUMMARY

The chapter presents the économic concepl of demmnd. Demand micans desire or
wish 1o buy and consume b commuodity or seevice backed by wleguate willingness
und whility 10 buy. The law of demand states that people will buy moreat lower prices
undd less m higher prices, other things being equal and the main determinants of
dernomd jre price of the commuodity, price of relvied goods, level of the income, aste
andd preference. size of popolation. distribution of meame ele. According 1o
Marshall, the demand curve slopes downwards due o the operation of the Taw of
dimimishing marginal usility. However, according o Hicks and Allen #t 15 due 1o
income effect and substitution effect. The demund curve usually slopes downwards;
bt exeeptionolly slopes upwirds omder certam cireumstunees ns n the case of
congpicuons goods, (itfen goods, conspleusus necessities, fUture expectations
about prices, demnnd for necessanes and speculntive goouds.

38 GLOSSARY

Deemund: means desire or wish to buy and consume » commadity or service backed
by adequate willimgnessand ability to buy.

Markel demand: Summation of demand for a good by all individual buyers in the
market.

Demand Tunction: A comprehensive formulntion whicl specifies the factors that
influence the demand fora product,

Demund schedule: sehedule 4s o list that shows various prices wnd the camesponding
aquantinies of demanded,

Law of demand: The low of demand states that people will buy more at lower prices
and bess ol togher prices, other thimgs being equal.

Law af egui-marginal utility: consumer would maximize his utility ithe allucntes his
expenditure on various goods he consumes such that the utility of the lust rupee spent
om eich good is equal.

3.9  SELFASSESSMENTQUESTIONS

1. Analyze vour demand for & certmn brand of warch. Explmn ench determumumt m
detail.

2, Give the etfectondemand of butter in each ofthe following cases.

u. The price of 1o rises.
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b. [he price of coffee falls
c. Anncresse in fanuly income
d. Exception of sudiden scarcity of demand

3, The luw of demund is bused on the Taw ol dimimshing marginal uiility, Give an
example of & commandity where the law of diminishing marginal utility does not
stund trie, and henee consumers buy more of the commaodity us its price rises

4. Comment whether you agree or disagree with these statements and give reasons in
gupportof vour answer,

. Demand of petrol is dependent on demand of automobile.

b, An indivedual 1 concerned with iy demand while o firm'g sale
depends onmurket demand.

& The demand for perishable goods s yenerally more stuble thun the
demand for durable goods.

310 LESSONEND EXERCISES
I State and explain the low o detand with the help o table and disgrim.

2. Whut sre the reasons lor the downwird sloping of the denind curve? Also give
exceptions to the law of demand,

3. Explainthie vartous determimsnts affecting Law of Demsind
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4.1 INTRODUCTION

Till mow we were concerned with the direetion of the chunges m prices and
quantinies demancdetd.

Now wewill iy o metsure these changes, or 1o say, we will oy to answer the
question “by how much™?

Coansider the following situations:

(1) A aresultofa fall in the price of radio from Ry 500 10 Rs 400, the guantity
demanded increnses from 100 mdiosto 150 radios.

{2) As aresult of fall in the price of wheat from Rs 20 per kilogram to Rs 18
per kilogram, the quantity demanded increpses from 500 kilograms o 320
kilograms.
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{3) As a resnlt of falt in the price of salt from Rs 9 per kilogramto Rs 750, the
gunntity demmnded imereases from 1000 kilogrm (o 1005 kilogrums.

What do you notice? You notiee that as a result of'a fall m the price of rudios,
e guantity demanded of thdios inereases, Same'is the case with whent god salt
Thus, we can ay that demand for radios, wheal ond salt all respond Lo price changes,
Then, where is the difference? The differenve les in the degree of ¢ m!nw ol
demand which can be found out by comparing percentage changes i prices and
quantities demanded. Heve lies the concept ofelasticity,

4.2 OBJECTIVES
Aferreadime this chupter vouwill able to:

l. Understand the meamng of Elasticiy of demiand.

2. Flave an ustght into difterent types of elasticiy of dennnd

3 Know about the factors affecting the Price elastiviry of demand.
4+ Understand the imparance of elasticity ofdemand.

43 MEANING OF ELASTICITY OF DEMAND

In cconomics, the term elashoity means o proportionate (percentage) change i one
varable refative to a proportionate (percentnge) chunge m another vanmble. The
quantity demasnded of a 2ood 15 afTected by changes in the price of the gzood, changes
in price of other goods, changes in mcomic and changes in other fictors. Elasticity 1sa
meastire of just how much of the quantity demanded will be affected due to s chinge
in price or income, Elasticity of Demand is o technicnl term used by cconomists to
desenbe the degree of responsiveness of the demuand For o commodity due to a fall in
it price. A fall in price leacds to an inceease in quantity demanded and viee versa

44 TYPES OF ELASTICITY OF DEMAND

The elasteity of demand may be as follows:

. Price Elasticity
. Income Elasticity and
. Cross Elasticity

4.4.1 Price Elnsticity

The response of the consumer s 1o a change in the price of 8 commodity 18 measured
by the price elnsueity of the commodity demmd. The responsiveness of changes in
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quantity demanded due to changes in price is referred to @ price elasticity of
demanid, The prive clsticity of demand 15 messured by divichng the percentage
changze in quantity demanded by the percenmage change i price.

Price Elnsticity = Proportionate change in the Quantity Demonded

Proportionate change in price

Percentage change in guuntity demanded

Percentoge change in price

AQQ 10

— T = e =03

AP 20

AQ= change in quantity demuanded
AP = change in price

P = price

0 = quantity demanded

For example: Quontity demonded iz 20 units gt o poce of Rs.300, When there s a
fall  price 1o Rs. 460 1t results in 2 nse i demand 1o 32 umis. Therefore. the
change m quontity demanded 1512 anns resuling from the change e price of

R 100

The Price Elasticity of Dremand j5= SO0 7 200 x 1 2/1K) = 3
4.4.2 Income Elusticity

Income elisticity of demumd mesunes the responsiveness of quantity demanded o o
chityge tn o, s measured by dividing the percentage change i quantity démanded
by the percentage chapge m income. It the demyand for o commodity merenses by 20%
when meome mereases by | 0% then the income elasticity of that cornmadity 1s.smid 1o be
posttive and relavvely lugh, 11 the demand for food were unchanged when income
increases, the neomie elnsticity would be 2ero. A Tl m demand for o compusdity when
income rases results in o negative income clasticity ofdemand

Percentnge change in quantity demanded
E=

Pereentage chunge v moome

Income elusticity of goods reveuls a few very imporiunt features of demand for the
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zoodsm question, If imcome clasticity is zero, it signifies that the quantity demanded
of the pood 15 quite unresponsive (o changes 1 income. When mcome clasticity s
grearer than zero or postive then an merease 1n mcome leads 10 an incrense 1n
guuntity detninded ol the good. Tlus bippens m case of most of the goods and such
goods are called normal goods. On the other hund, goods having negmtive income
clasticity are known s inforior goods and their demand falls ak income increnses,
Another stgnifleant value of income elasticiry 15 that of anily, When ineame
eliusticity of demnnd s equal lo one, the proportion aFincome spent on goods remains
the sme by consumer’s ncome increases. This represents o useful dividing line. If
the incomie elasticity for o good is greater than one, it shows that the good bulks lnrger
m consomer’s expenditure as he becomes ncher. Such goods are called hixury goods,
On the other hand, if the meome elistieity 15 ks thun one, of shows that the good 15
either relatively less important in consumer’s eve or, it18.3 DECeEssy.

The following examplies will make the above coneeprs clear :

() The income ofa houschold rises by 10%, the demund for whent nises by 5%,

(1) The income ofa household rises by 10%, the demand for TV, nises by 200,

(¢} The incomes nfa household rises by 3%, the demand Lor bugra falls by 29,

(d) The income ofu householid rises by 7%, the demand for commodity X rises by 7%,
(&) The income of phousehold rises by 5%, the demmand for buttons does not chungeat ol
smg formula for incomis elasnciy.

Le [~ Percentoge chintiee in dermond

Percentige chinge on income
We will find income-elasticity for varions goods. The results are as follows:

8. No. Comeminlity  Income=elaxticitg for the Remarks

honsehald
il Wht e = S (Ei<l}) singe < 5= |, whent 5 a
%5 normial good ond fulfills 8 necessity
b TV 10% =2 Ei=]) aimoe 27 1, TV 18 8 oo cotmuodity:
210
¢ Bajm 3% = < HEi<)  Bajris ap inforior commuodity in
-2% the eves of the houschold
d X 1 = L(BEi= 1) shiice income elasticity is 1, X has
T unitary income elusticity.
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C Buttons 0%y =04 Er=1) buttons have zem income-elasticity

?

4.4.3 Cross Elasticity

The guantity demanded of o particolar commodity vanes according 1o the price of
othar commodities, Cross elosticity measures the rfesponsiveness of the quantity
demnnded of n commuodity due to changes in the price of another commuodity, For
exumple thee demand for lea increases when the price of coflfee goes up. Here the
cross elustiolty of demund for tea is high. Htwo goods are substitutes then they will
have o positive cross elasticity of demand. In other words if 1w goods e
complementary to each other then negative meome elasticity may arise

The responsiveness of the guuantity of one commodity demunded 10 a change
iy the price of another pood is cakeulared with the followmg formula.

% change in denand for commodity A
Ec=

% change in price of commodity B

A change in the demand forone good in response Wi change {n the price of another
gooil represents cross elasticity of demuand of the former good for the latter good.

[Frwo commmodities are unrelated goods, the increase in the price of one good
does not result many change m the demand for the other goods, For exwmple the
price tall m Tata salt does not make any change m the demund for Tata Nano,

I two goods are perfect substitutes for cach other, the eross elasticity betwesn them
1w infinite and i ftwo goods are totally unreluted, ceoss elasticity between them is zoro,

45  DETERMINANTSOF PRICE ELASTICITY OF DEMAND

The exict vialue of price efnsticity for s commodity is determined by a wide variety of
faetors. The two factors considered by ceonomists are the avaitability of substitutes
und time, The better the substitutes tor o product, the higher the price elusticiy of
demond. The longer the penod of time, the more the price elasticity of demand for
That product. The price elasticity of necessary goods will huve lower elasticity than
fustiries.

The elasticity af demand depends otithe following Fctors:

1. Natore of the commodity: The demuand [or necessities s inelastie because
the demand does not change much with o change in price. But the demand for
luxuries bs elastic in nature,

2. Extent of use: A commmodity having a vanety of uses has o compiratively
elustic demand.
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i Range of substitutes: The commodity which has more number of
substitutes has relatively clustic domand. A commaodity with fewer substituies hns
retatively inelastc demand.

4. Ineome fevel: Peaple with high incomes wre less altected by prce clinnges
than people with low medimes,

5, Proportion of Income spent on the commodity: When o small part of
income s spent on the commodity, the price chunge does nit affect the demand
therefore the demand is melastic in nature,

6, Uirgency of demund / postponement of purchase: The demand [or cortain
commjodities are highly inclastic because vou cannol postpone its purchase, For
example medicings for any sickness should be purchased and consumed
mmmediaredy.

1. Durability of o commodity: 11 the commadity s durable then i is used it for
nlong period. Therefore elusticity ol demnnd = Migh. Price changes highly inlluences
{he demuomid for durables inthe mirket.

8. Purchase frequency of s product!/ recurrence of demand: The demand for
frequently purchased goods ure lighly ¢lastic than rirely purchased goods,

9 Time: In the short un demand will be less elastic but in the long run the
demanil for commudines are more clastic.

4.6 DEGREESOFPRICE ELASTICITY OFDEMAND

The following are the possible combination of ¢changes in Price and Quantity
demanded. The slope of each combination is depicted in the following graphs.

l. Relatively Elastic Demand (Ed =1 A smnll poreemiage change in price.
Teading toa Targer change in Quantity demanded.




2 Perfeetly Elastic Demand (Ed = «=); a small chonge in price will change the
gunntity demanded by an mfinitc amount.

. --"-. ”
L 1 v
i Relatively Inclastic Demand (Ed < 1): a change in price leads to a smaller

pefeentage chunge in quantity demanded.

w

"

i€, Perfectly Inelastic Demand (Ed = 0} the quantity demasded does not
change regardless of the percentage change in prive,

5. Unit Flasticity of Demand (Ed =1): the percentage change in gumtity
demnunded is the sume as the percentuge change in price that caused (L
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4.7  TYPES OF INCOME ELASTICITY OF DEMAND
The Tollowing are the viurious types of income elastieity!

1. Zero Income Elasticlty: The merease in weonse of the mdividunl does not
mutke any difference in the demand for thut commudity, (Ei =0)

p Negative Income Elasticity: The increase in the income of consumers leads
1o less purchase of those goods (Ei<0),

3. Unitary Income Elasticity: The chunge in income leads to the same
percentage of change in the demand for the good. (Ei= 1)

4 acome Elastivity is Greater than 1: The chonge m income increases the
demand lor thar commeadity more than the change mthe ineome. (11> 1),

5. Income Elasticity is Less than 1: The change mmeome inereases the
demand for the commodity but ut o lesser percentage than the change in the Income.
(Ei=< 1}

With & rise in consumer's income, the demand incrosses for superior goods
und decreases for inferior goods and vice versa: The mcome elasticnty of demand is
pasitive fur superior goods or normal goods and negative for mferior goads since o
person may shift from infenor o superior goods with anise inincome,

4.8 SIGNIFICANCE OF ELASTICITY OF DEMAND:

Theconcept of elasuenty (s useful for the managers for the followng decision making
peuvities:

1, In production i.e. indeciding the guantity of goods 1o be produced

2 Price Bxation i.e. In fixing the prices notonly on the cost basis but also onthe
busis of prives of related goods,

3 In distribution 1.¢. to decide as to where, when, and how much ete.

40



4, In mternational trade 1.e. what to expon, where to export

3. In foreign exchange.
f. For nationalizing an mdustry.
7, Iy pubthie finmmee.

4.9  SUMMARY

Elasticity of demand refers 1o the degree of sensitiveness or responsivensss of
demand to & chunge in any ong ofits determinints, Elssticity of demand is classified
mainly mto threg kinds. They are price elustioity of demand, income elasticity of
demanid ond cross elasticity of demand, Proce elusticity of demund refers to the
percentage chonge 0 quantity demanded of a commadity as a result of 8 percentage
change in price of that commudity where as Income elasticity of démund s the
percentape change in quantity demanded of b commodity s a resull of 4 percentage
chonge in income of the consumer pnd the cross elasticity of demand s the
percentuge change in the guantity demanded of commuodily X as a tesult of a
percentage change in the price of some relsted commodiny Y. '

4.0 GLOSSARY

Elasticity of Demand: i the degrec of sensitiveness or responisiveness of demand to
a chonge in any ane of 115 doterminants.

Price Elasticity: is the porceniage change in quantiny demanded of o commoidiny as a
resultofa percentage change m pree afthat commodity.

Income Elasticity of Demand: is the peroentage change in quantity domanded ol o
commedity iis nresult ofa percentage chunge in income of the corsumer

Cross Elasticity of Demand: is the percentage change in the quantity demanded of
commodity X s o resull of o pereentage change in the price of some related
commodity Y.

Subsritate goods:  goods that can be used in ploce of another wre substitote goods,
Fore g Tennnd coftee. Coke und Pepsietc.

Complementary goods: poods that are comsumed simultnneously. Fore.p. Tea and
Sugut, Carand Petrol efe.

Superiar goods: ure those goods whose demand increases a8 iIncome increases and
also whiich are searce amd have high price.

Inferior goods; are those gouds whose demand falls due to rise in income of the
CUNSUMET.

41



Normal goods: also known as necessary goods ane those goods whose demand
TR renses die o rise m meorme but ataslower rote,

Luxury good: are costly goods and booght by the consumers thar have tugh
disposable income

411 SELFASSESSMENTQUESTIONS

1 State what will be vour reaction in cach case, and commuent whother the
demand elasticity is kely to'be high or low.

i) You have been consuming s certain brand of biscuits for muny veurs,
Its prices rise by Rs. 2.

by A s, 3 increase mthe price of a notebook, whach voo bought lasinime.
c] ARc | merease inthe price of - the brand of saltased in your house.

dj ARs. 15 mercase in the price of the brand of the deforgent you use.

2 On the busiz of following table, calenlte demand elusticity when
a) The price of pen (alls from Rs, 810 Ry, 6,
) The prive of pen rises from Rs 6o Re .8,
Explain why elasticity is different in both the cases.
3 When an incividund's mcome was Rs 2000, the demand for rice was 10 kg An

merense of Rs. 300 1 the mdividual's incomie leads to o fall in the demand ot rice by 2
kg, Assuming that the price olrice remuined constant, whal i the meome elosticity of
demand for rice?

4. The price for coke rises from Rs30 w0 Rs,35 per 500ml Also, the consumers
demand for Pepsi rises from 500mi to 1000 ml, Calculate cross elastivity of demand
af coke for Pepsi.

412 LESSONS END EXERCISE

I What do you meun by elasticity of demund’ What are the different types of
elusticity of demand and nlso state the significance of elasneiny of demand.

2 IMiscuss price elasncity of demand and the vanous determinants ifccting
price elasticity of demand.
3 Explain income elagticity of demand and alse the degrees of ingome

clusticity of demnnd.
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INTRODUCTION

organization fces several internal und external risks, such s high competition,

failure of technnlogy, lobor unrest, mflation, recession, and change i government
lwws. Therefore, most of the business decisions of an organyzation are made under the
comditions o risk and uncortwinty. An organization can lessen the adverse clfeets of
risks by determining the demand or sales prospects for its products und services in
future, Demand forecasting is a systematic process that involves anticipating the
dermmnid for the product amd services ol an prgamizahon m fufore ander asel of
uncontrollable and competitive forces.

5.2

ii.

OBJECTIVES
At the end ol this chapler yvou will be ableto:
Linderstund the meaning of demand forecasting,

Understand the objectives of demund forecasting.,



ik Undemstand the fmctors mituoneing the demmnd forecasting
v, Cret an insight mto stops of demand forecasting

v Uniderstand methods of demand forecasting.

53 MEANING OF DEMAND FORECASTING

Demund forecasting vnnbles an organizaiion 10 ke vierious bisiness decisions, such
a8 plunining the produdtion process, purchasing raw materials, monaging funds, and
deciding the poce of the prodiet, An organiznation can forecast demand by making
own estimaies called guess esumnte or takmg the help of specialized consulians or
murket research aiencics.

Some of the popular definitions of demand forecasting are as follpws:

According to Evan L Douglas, “Demand estimation (Torecasting) may be
defined as o process of finding values for demand in fotare time periods.”

In the words of CundiT and Still, *Demand Torecasting is an estimate of sales
during a specified future period based on proposed marketing plun and o set of
particularuncontrollable and competitive forees,”

54 OBIECTIVESOFDEMAND FORECASTING

Demand Torecasting constitntes an imporant part in making crucial business
decisions,

The objectives of demund foreeasting wre divided into short and long-term
nbjectives, which are shown in Figure-1:

=== == [E
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The objectives of demand forecasting (as shown in Figure-1) arv discussed as
follows:

1. Short<term Objectives: loclude the (ullowing:

a. Formulating prodoction policy; Telps in covering the gup between the domand
and supply of' the product, The demand foreeasting helps in estimating the
requitement of rmw materinl m future, so thit the regular supply of raw nleria] can
be muntained. It further belps mmuxomum wilmben of resources s opembions are
planned secording w forecasts. Stmlarly, human resource requirements are easily
met wilh the help ol demand forecisting.

b. Formulating price policy: Refers 1o one of the most important objectives of
demnnd forecdsting. A organization seta prices of ils produets aceording to their
demand, For exumple i an ceonuemy enters imto depression or recession phase, the
demand for products fall. In such a case. the orgnnization sets low prices of iis
products,

. Contralling sales: Helps in setting sules tareets, which act as o busis for cvalusting:
sales performance. An organization mokes demond forecasts for differemt regions
i fixes sales wrzets foreach region accordmgly.

i. Arranging finance: Implies that the financinl reguirements of the enterprise are
cstimated with the help of demand forecasting. This helps i ensuritiy propeér
liquitdity within the organization.

il, Long-term Ohjectives: Include the following:

a. Deciding the production capacity: Implies that with the help of demand
forceasting. an orgamzation can determme the size of the plont required  for

production. The size of the plant should contorm 1w the sales: requirement of the
OrginiFation,

b. Planning long-term activities: Implics that dommnd lorecasting Helps in planning
for long term. For example, if the forecastad denmind for the erganization's products
15 high, then it may plan to mvest in vanous expansion and development projects in
the long werm.

55  FACTORSINFLUENCING DEMAND FORECASTING

Demand lorecasting 15 a pronctive process thut helps in determining what products
are needed where, when, i in whit quantities, There are o number of factors that
affect demund forecusting,

Some of the factors that infMuence demand forecasting are shown in Figore-2:
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Figure-2: Foctors Alecting Demond Forecasting

The various factors that influence demand forecasting (“as shown in Figure-2)
arc explained as follows:

L Types of Gonds: Afiect the demand forechsting process o b lorger extent. Goods
ein be producer's goods, consumer goods, or serviees. Apart from this, goods can be
established and new goods. Estabhished goods are those goods which already existin
the market, wherens new goods are those which are ver to be introduced n the
arker. Informntion regarding the demand, substitines and level of caompention of
uoods is known only in case of establislied goods. On the other hand, it is difficult to
forecist dermond for the new goods. Therelore, forecasting is different for different
types of goods,

il. Competition Level: Influence the process of demand forecasting. In o lughly
competitive morket, demanid for products also depends on the number of competitors
existing in the markel, Moreover, in o highly competitive morkat, there i always a
risk of new entrants. In such w cose, demand forecasting becomes difficull and
challenging

iii. Price of Goods: Acts a5 a mmjor fuetor that mfluences the demend foreepsting
process. The demnnd forecasts of orpanizanians ave lughfy nffected by change inther
pricing policies, In such @ seenano, f i< difficult 1o estimate (he exact demand of
proxlucts,

iv, Level of Technology: Constitutes an important factor in obtmnmg reliable
demiand forecasts, [ there 1s a rapid chamge in technology, the existing technology or
producis may become obsolete. For example. there is o high decline in the demand off
foppy disks with the introduction of campuct disks (CDy) and pen drives for saving
durg in computer In such a case, it is difficull o forecast demand for existing
prochicts in future,
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v. Economic Viewpoint: Play o crucial mole in obtaming demand forecasts, For
example. iTthere 1s a positive development in an cconomy. such as globalizaion and
high level of investment, the demutd Forecadts of argamizativns would also be
positive.

Apart from aforementioned factors, following are some of the ather important
factors that influence demand forecasting:

w. Time Period of Forecasts: Act as o eruciad factor thot affect demand forecasting,
The accuracy of demand forecasting depends om s time period.

Forecasts can be of three types, which are explained ax follows:

L. Short Period Forecasts: Refor 1o the forecasts that are generally for one yeur and
based upon the judgment of the experienced staff. Shon perod (orecasts are
maportant for deciding the production pohicy, price policy, credit policy, and
distnbution policy of the crgamzalion.

2, Long Perlod Forecnsts: Refor to the [orecasts that are Tor o pertod of 5410 vears
and based on scrntific anplyvsis and sttisticu]l methods, The forecastd help in
deciding ubout the introduction of o new product, expansion of the husiness, or
requirement of extr funds,

3. Very Long Period Foreeasts: Refer to the forecasts thit are for & penod of more
than 10 yeurs. These forecasts are carvied o determune thee growth of populntion,
development of the guonomy, pobliical situntion in a country, nnd chonges in
pitermitionid trade in future.

Amang the aforementioned forecasts, short period forecast deals with deviation in
long period forecust, Therefore: shor period forecusts are more accurate than long
period forecasts.

4, Level of Foreeasts: [nfluemees demand forccasting to o lorger extent. A domand
foreenst can be carried st three levels, namely, mucro level, industry level, and firm
Jevel. At macro level. forecasts ure undertaken for general ceonomic conditions,
such as industrial production and allocation of nanonal meome.

At the industry level. foreoasis are prepared by mrade associations and based on the
stutistical dats Mareover, ot the industry level, forecasts deal with products whose
sules nre dependent on the speciiic policy of o particular industry. Oo the other hond,
at the firm level, forecasts are done to estimate the demand of those products whose
sales depenids on the specific pohey of a particular firm, A firm considers various
factors. such as changes in income. consumer's tastes and preferences, technology.
and competitive stralegics, while forecasting demand For iks producis,
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5, Nature of Forgeasts: Constitutes an amponaat factor that affects demand
forecastng. A forecast can be spevific or general. A general Forecast provides a global
picture of business environtnent, while aspecific forecast provides sn insight into the
business environment in which an organiztion opermtes. Generally, areganizations
opt for both the forecnsts together because over-generalization resiricts securale
estimation of demmnd and too speeific imformarion provides an inndequate basis for
planniog and exceunon.

56  STEPSOF DEMAND FORECASTING:

The Demand lotecasting process ol an orgonization can be elfective only when it is
eonducted systematically and scientifically,

It involves a number of steps, which are shown in Figure-3:
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as follows:

[. Setting the Objective: Refers to first and foremost step of the demand forecasting
process, An oreamzanon necds to clearly state the purpose of demand forecpsting
before mitiating n.

Setting objective of demund forecusting involves the following:

m, Deviding the time period of torecasting whelher an prganization should opt
for short-term forecasting or long-lerm forecusting

b Deciding whether to forecast the overnll demuand for g product in the market
oromly for the arzanizations own products

. Deciding whether w forecast the demond for the whole marker or for the.
segment of the market

d. Deciding whether to forechst the murkel share of the organization

2. Determining Time Period: Tovolves deciding the time pesspective for demand
forecnsting, Demund cun be torecasted for nlong period or shart period, Tn the shon
run, detenminants of dempnd moy not chunge significantly or may remusin conyland,
whereas m the long run, there is s significant change in the determimants of demand.
Therefore, an organization determunes the time period on the basis of its el
objectives,
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3. Selecting a Method for Demand Forecasting: Constitutes one of the most
imporian steps of the demand forecasunge process. Demand cun be foreeasted by
using various methods. The method of demand forecasting differs from organization
to arganization dopending on the purpose of forecasting, time frame; and (atg
recuirerment und its availability, Selecting the suitable methed s nedessary for saving
time and cost and ensuning the velinblity of the data.

4. Collecting Data: Requires gathernng primary or secondary dam. P'nimory’ data
rofiers (o the duta thatis collected by rescarchers through obseryvation, mtery iews, and
questionnnires for o particulor research, On the other hand, secondary data refers (o
the duts that is collected in the past; but can be vtilized in the present
scenarioresearch work,

5. Estimating Resulis: Involves moking an esomate of the forecasied demand for
predetermined vears, The resibts should he easily interpreted and presented in o
usuble form, The results should be easy (o understand by the reader's or management
of the organization

57  METHODS OF DEMAND FORECASTING

Demand forecasting is a difficalt exercise, Makmg estmates for figture vnder the
chungmg conditnons 18 a Herculean rask. Consumars” behavior s the moesi
unipredictable one because it s motivited sod influenced by o multiplicity ot forces.
There is no casy method or a simple formula which enables the managor to predict
the future,

Economists apd statisticians have developed several methods of demand
forccasting. Each of these methods has s relative advantages and disadvaniages.
Selection of the reht melhod 18 essential Lo make demond forecasting accurate. In
demand forecasting, o judicious combination of statstical skill and rational
Judgment is needed.

Mathematiosl and statistical technigues are essential in clussifyving relotionships and
providing techmigues of analysis, but they nre m no way an alternstive for sound
Judgment. Sotod judgntent 1§ a prome reguesine for good Torecast

The judgment should be bosed upon facts nmd (He personal buas bl the forechsier
should not presail upon the facts. Thevefore, o mud way should be followed between
muthematical iechniques and sound Judgment or pure guess wark.

The more commoniy used methods of demand forecasting are discussed below:

Thie various methods of demand forecnsting can be summarized in the form of a char
os shown it Table 1
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1. Opiuion Polling Method: In this methed. tie opmnion of thie buyers, sales force.
and experts could be gathered to determine the emerging trend in the piarket,

Theopinion polling methods of demand forecasting ure ol three kinds:

() Consumer's Survey Method or Survey of Buyer's Tntentions: n this method,
the consumers wre directly approgched 1o disclose their future purchise plans, This s
done by mterviewmg all consumers or & selected group of consumers oul of the
relevant popilation. This is the divect method of estirmating demand m the shret run.
Plere 'the burden of forecasting is shifted 10 the buyer, The fim may go in for
eomplele enumeration or for sample surveys. W the commodity undes consideration
is i intermedinte product then the industries tsing itas an end product are surveyed.

() Complete Enomeration Survey: Under the Complete Foumerntion Survey, the
firm has 1o o for a door 1o door survey Tor the forecas! pertod by contacting all the
households in the area. This method has an gdvantuge of first hand, unbiosed
information, vel it has its share of disadvamtages also. The major limmitation of this
miethod ia thit it requires [t of resources, manpewer and time. [n this methasd,
consumers may be reluetant fo reyeal theirpurchuse plans due 1o personal prvaey or
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commercial secrecy, Moreover, at times the comsymers may not express their opinion
properly or mav delibermely misguide the investiganors,

(i) Sample Survey and Test Marketing: Under this method some representative
howseholds are selected on rndom basis as samples and their opleion s taken s the
genemlised opinion. This method iy based on the basic assumption that the sample
trudy represents the population, Ifthe sample s the rue representative, thero s hikely
i be no significant difference w the results obtuined by the survey. Apart from that.
this method is léss tedious and fess costly, |

A variand of sample survey technigue is st marketing. Product 1esting cssentially
invalves placing the product with i number of users for a sel penod. Their reactions
to the product are noted after o period of time and an estimute of likely demund is
mude fram the result. These are suitable for new products or for mdwcally moditied
old products for which oo prior data exisis. Tt s 0 more scientific method of
entimapting likely demand because it stimulates o nononal lnunchin o closely defined
geographical area.

(fii} End Use Method or Input-Output Method: This method is quite wseful for
mdustrivs which are mumnly producer's goods. o this method, the sale of the product
under considernnon is projected s the basis of demand survey of the mdusines using
this product os nn imtermedinte product, that is, the demand for the final product is the
end user demand of the infermediate product used in the production of this final
product

The end user demand estimation of an intermediate product may involve mamy finol
good industres using this product at horme and abroad. It helps us 1o understand imer-
indostry” relutioti I input-oltput sceounting two mattices used are the transaction
matrix andd the input co-efficient matrix, The major efforts required by this type are
mot i its operation but in the colleetion and presentution of datt.

{b) Sales Foree Qpinion Method: This s also known as collective apaendon method,
In this method, mstend of consumers. the apron of the satesmien is sought. 111
sometimes reforved ox the “grass rools approach™ us 1t 18 o bottont-up method hat
requires cuch sales person in the company 1o make an individual forecast for his or
herpurticelnrsales ierritory.

These individual forecasts are disqussed and agreed with the sales manager, The
composite of all forecasts then constitutes the sales forecast far the orgnmization. The
advantages of this method are that it s eosy and cheap. It does not involve any
elaborate statistical treatment. The moin merit of this method lies inthe callective
wisdom ol selesmen, This method s more useful in forecasting sales ol new
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products.

(¢) Experts Opinion Method: This method 15 also known as “Delph Techmque™ ol
investigation. The Delphi method réquires o panel of experts, who are interrogoted
throveh o sequence ofguestionnuines inwhich the responses (o one questionnaite are
psed 1o produce the next questionnaiee. Thus any information available to some
experts and not toothers is passed on, enablimg all the experts 1o have access to all the
imformation for forecasting

The method s used for long erm forecnsting to estimate potentil sales for new
products, This method presumes two conditions: Firstly, the panelists must be richin
their expertise, possess wide runge of knowledge and experience. Secondly, iis
conductors are objective in their job. This method has some exolusive advintages ot
suvimg thne nand other resources.

2, Stotistical Method: Stntstcal methods have proved to be mmensely useful m
demund forecastimg, In order to mamtain objectivity, that is, by consideration of ull
implications and viewinyg the problem fram sn extermal point of view, the statistical
methods areused,

Theimportant statistical methods are:

(il Trend Projection Method: A {irm exuing fora long nme will have i own
dita regarding sales for pust vears. Such data whett arranged chronologically vield
what is referred fo as ‘time series’, Time series shows the past sales with effective
demand fora particulur product under normal conditions. Such datscun be givenina
tabular or graphic form tor further analysis, This is the most popular method among
business firms, panly because it is simple and ipexpensive and parly because time
sories dotd often exhibila persistent growth trend

Time serieg has got four wvpes of components aumely, Seculur Teend (T), Secular
Vardution (), Cyelical Element (C), and an loegular or Random Vardation (1), These
elements are expressed by the equution O=TSCL Secular trend refers to the long run
changes that occur asa result of general tendency.

Seasonal vuriations refer to chonges in the short run weather pattern or socinl hnbus,
Cyeheal vanations refer to the chunges that occur in industry during depression and
hoom. Random varistion refess 1o the factors which are generally uble such as wars,
strikes, Mood, and faming and soon.

When a foregast 18 maide the seasonnl, cyclical and random vanations are removed
from the observed daw. Thus only the seculor wemd 15 tefl This wrend 1s then
projecied. Trend projection fits o trond line to a mouthemutical equation.
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The trend can be estimated by using any one of the following methods:
ia) The Graphical Methad,

(b} The Lenst Square Method.

a) Graphical Method:

This 15 the simplest eclmique 1o determine the rend. All values of cutput or sale for
different yewrs are plotted on g graph and s smooth free hand curve s diawn passing
through os many points as possible. The direetion of this free hand curve-—upwnrd or
downward— shows the rrend. A simple (ustrinon of this method i8 given in Table 2.

Table 2: Sales of Firm
Yoear SalesiRx, Crore)

993 di)
199 S0
1987 44
|99% 6l
1994 54
20000 62

In Fig. 1, AR s the trend line which hag been drswn ps free hanid curve passing
througlithe various points representing actual sale values,
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(b) Least Square Method: Under thie lenst square method, & trend line can be fitted
to the time senes data with the help of statistical rechmiques such as least square
regression. When the trend 10 sales over time 18 given by straight line. the equation off
this line 18 ol the form: y=a+ by, Where 'o” s the interceptand ' shows the impact of
the independent variahle. We have two variables—the independent varinble x and
the dependent variable v. The line of best it establishes @ Kind of mathematical
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relationship between the two variables v andy. This is cxpressed by the regression y
on .

In order to solve the equation v = a + by, we have to make use of the following.
normal equatinns:

Yy=na+hEX

Txy=nZxthXx2

(i) Barometric Techmigue: A barometer 15 an mstrument of measuring change. This
method s based on the notnon that “the foture can be predicted from certmn
happenings i the present,” In other words, burometric technigues are based on the
fdea thun certain events of the present con be used 1o predic the directions of change
in thie foture. This is accomplished by the use of econcmic and stutistical indicaitors
which serve as barometers of eeonomic chunge,

Generally forecasters correlate o Mirm's sales with three series: Leading Series,
Coincident or Concurrent Series and Lagging Series:

(a) The Leading Sevies: The leading sevies comprise those factors which move up or
down before the recession or recovery starts, They tend to reflect fudure murket
changes. For example, baby powder sales can be foreeasted by exanining the birth
riate putttern five vears earlier, because there is a correlntion berween the baby powder
sales and children of five years of oge and siice baby powder sales todsy e
correlared with birth rate lve years carlier, it is called lngged correlation. Thus we
cun say thut births lead to baby soaps sales

(b) Caincident or Coneurrent Series: The coincident or concurrent series re those
which move up ardown simulinneously with the level of the economy. They are used
i confirming or refisting the validity of the leading midicator tsed a Tew tmanths
niterwards, Common examples of coingiding indicators are GNP itself, industrial
production, trading and the rewil seclor. '

(¢) The Lagzing Serles; The lageing series are those which take place afier some
tune log with respect to the busmess eyele. Examiples of lngging senes ure, lnbar cost
per it af the monudscturmg owtput, loans owstandmeg. leading rate of short werm
lovims, ete,

(iif) Regression Analysis: 11 sttempts o assess the relationship between at least two
variahles fone or inere independent and one depandent), the purpose being to predict
the value of the dependent variable from the specific value of the independen
vartble. The busis of this predicuon generally ts tistoreal daw. This method sians
friom the assuription (hat u bBosic relationship exisis between two vanmables, An
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mteractive statistical analvsts computer package is used to formulete the
mathematics! reluponship which exisis.

Forexample, one may build up the sales model as:

Ouantum of Sales = o, price + b ndvertising + ¢, price of the rival products +d.
persunal disposable income +u

Whierea, b, ¢, dare the constints which show the effectof comesponding varinbles as.
sales. The constunt u represents the eifect of all the virmbles which byve been left out
1 thi equatton but having effect on sales. In the sbove equation. quiitum of sales is
the dependent variabile nnd the varinbles on' the right hand sidi of the equation are
independent variables T the expected values of the independent varinbles wre
substituted i thie equanion, the quantum ol sales wiil then be Torecisted.

The regression equation can also he written in a multiplicative form as given below:

Ouannem of Sales = (Priceds + (Adverusingib+ (Frice of the rival products) ¢ 4
[ Personal disposable income) Y +u

In the nbove case, the exponent of each varible indicates the elastisities of the
corresponding vardable. Stting the independent variables in teems of notation, the
equation formis Q5= P8 Aod2 R 83.Y2" 68,40

Then we can say that | per cent imerease i price lends 1o 0.8 per cont change n
quantum of sales and so on.

I we take logarithmic form of the multiple equation, we can write the equation
in anadditive form as follows:

log QS —alog P4 blogAsclog R+ dlog¥d + logu

In the above equution, the coefficients u, b, ¢. and d represent the elasticity's of
virinblies I AL B and Yd respectively.

The co-efficiemt m the loganthmic regression equation are very useiil m policy
decistion making by the management.

(iv)Econumetric Models: Econometric models are an extension ol the regression
teahinique whereby a system of independent regression equation is solved. The
requirernent for satisfhctory use of the cconometric model in forecasting 15 under
three heads: variables. cquations and dara. The approprine procedure in forecasung
by cconomettic methods s model building, Fconometrics attempts (o express
ceonomic theories in migthematicsl werms hnsuch o way thar they can be verified by
stiuttstical methods and o measure the hmpact of one econonne varuble upon another



s0 a5 10 be able to predict future events,

Utility of Forecasting: Forecasting reduces the nsk nssoniated with business
Auctuations which genarally produce harmful offects in business, create
unemploviment, induce speculation, discourage capital formation and reduce the
profit margin Forecasting is indispensable aod it pluys o very important purt in the
determination of various policigs. In modem times forecasting has been put on
scientifie footmg so thar the risks associated with it have been considerably
minimized and the chances of precision increased.

58 CRITERIAOFAGOOD FORECASTING METHOD:

There arc thus, s good many ways 0 make o guess about future sales, They show
comtrast in cost, flesibility and the adequate skifls and sophistication. Therefore,
there 15 a problem of choosing the hest method fora paricalar demund siuation.

Thereare cervain economic eriteria of broader npplicability. They are:

(1) Accurdey, () Plausibibity, (1) Derabality, tiv) Flexibility, (v) Aviilability, (vi)
Eeonony, (vie) Simplicity and (vill) Consistency

(0) Accuracy: The forecasm obtaimed must be accumie. How i3 an pecurate forecast
possible” To gbtain an icournte forecast, it 1s essentind w check the avcurmcy of past
forecnsts ugainst present performunce ond of present forecasts agnnst future
performuance, Acciracy cannot b tested by precise measurement but buy judgment

(i) Plausibility: The executive should have good understanding of the technigue
chosen and they should have confidence in the techniques used. Understunding Is
also needed for u proper interpretition of results, Plausibitity regquirements can often
improve the accarey olresults,

(i) Durability: Untortunawely, s demsnd Tuneuon fied o pase expenence may
ek cost vary greatly and still Tll apart i o short time as o forecaster, The durability
of the forecasting power ofa demand function depends parlly on the reasonabluncss
and simphicity of functions fitted, but primarily on the stabality of the understamiding
relotionships measured o the past, Of course, the mporiance of durability deter-
munes the allowable cost of the foreeast.

(iv) Flexibility: Flexibility can be viewed as an slterpative 1o generality. A Jong
lasting function could be set up in terms 0f basie ntural forees and liman motives,
Even though (undemental, 1t would nevertheless be hand 1o measure and thus not
very useful, A setof variables whose co-cfficient could be adjusied from time to time
w0 meer changing conditions in more pracical way to mainmin imact the routine
procedure of forecasting.
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(v) Availability: immediate availability of dato is a vital requirement and the search
for reasonable approximations 0 relevance in Late dara is a constant strxin on the
forgcaster's patience. The techmgues employed should be able 1o produce
mesmingtul results quickly, Delay in result will adversely affeet the managerinl
decisions.

(vi) Economy: Cost is @ primary consideration which should be weighed against the
importance of the forecasis 1o the business operations. A question may arise: How
much money and manageral effort should be allocated 1o obuun o high fevel of
forecusting teourncy? The criterion here is the ecconomic consideration

(vil) Simplicity: Statisticn] and econometric imodels wre cenainly vseful but they are
intolembly comples. To those executives who have g fear of mathematics, these
methods wounld appenr to be Latin or Greck. The procedure should. theretore, be
wiviple and casy so that the muanigement may appreciate and wnderstand why it hig
been ndopted by the forecaster.

(viii} Consistency: The forccaster has to deal with various components which wre
independent, 1T he does not make an adjustment i one companent to bring iLin line:
with a forecast ofanother, he would sohieve o whole which would appear consistent.

59 SUMMARY

In fme, the deal forecusting method 15 one gt vields retums over ‘cost with
pecuracy, seems reasonable, can be formulized for reasonably long perieds, can meet
new cirgumstances adeptly and can give up-to-Uute results, The method ol
forecasting is not the sime for nll products. There 5 no unique method for foreensting
the sale of any commaodity. The forecastor may try one or the other method depending
upon his objective, dita svilehility, te grpency with which (orecasts ore needed.
resources he intendy o devolte o this work ind type of commaodity whose demand he
wants to forecast.

510 GLOSSARY

Demund Forecasting: Demnnd 15 u systematie priess that mvolves anticipaning the
dermand for the product and services of an orguuzanon m future ander 85t of
uncoptrollphle and competitive forves.

Producer's Goods: Goods used for praduction of other goods,

Consumer's Gootls; Goods and services used for final consumption ure called
conmier goods,

Sumiple Survey: The probable demand expressed by each selected umt s summed up



to get the total demand of sanple units in the forecast perod.

Regresston Analysis: Methods by which the relationship between quantity
dernanded tod one ormore ndependent variables is estimuted

5.1 SELFASSESSMENT QUESTIONS

L. What are the steps to be considered in mind before forecasting demand for any
commmodity’?

2 Syppose you hiave w forecast dernand for one consumer product ond one industrial
product. Whar will be the techniques vou will use for forecasting demaend? Assume.
that you cat use more than ane teelinique,

3, State the objectives and significance of demand forecusting.
512  LESSONEND EXERCISE

I, What is demand forecasting” Discuss in detail the steps of demand forecasting
PIOCESS,

2. Explamn various methods of demund foreeasting. Highlighn the advanipges and
disadvaritages in cach case.

3, Discuss the factors influencing demuand foreeasting. Also suggest criterin of a
wood forecasting technigue

5.13 FURTHERREADINGS
Chopre, N, Principles of Economices™, 2000, Kalyam Poblishars, New Delhi,

Almya, HLL.. “Advanceid Economic Theory™, 2000, Sulwn Chand and Co(PvroLd.,
New Delhi,

Thingan, MLL., "Micro—Economic Theory™, 2002, Vyinda Publishets () Lid., Delhi,
Seth,M.L,, Advanced Economic Theory,



UNIT-1I THEORY OF CONSUMER'S  Lesson No.: 6
BEHAVIOR

UTILITY ANALYSIS:
LAW OF DIMINSHING MARGINAL UTILITY
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6.1 Introduction
6.2 Objectives
6.3 Utility Annlysis
.3, 1 Totul Uility
£.3.2 Murginal Utility
6.4 Assumptions of Marginal Urility Anulysis
6.5 Law of Diminishing Marginal Utility
6.5, 1 Stitement of the Law
6.5.2 Explunation of the Law
f7,5.3 Exceptions tothe Law
6.5,4 Significance of the Luw
6.6 Sumnary
6.7 Glossary
6.8 Sell Assessment Questions
6.9 Lessons end Exercise
6. 10 Further Readings.

fi.l INTRODIUCTION

Litiliey 18 the want satlsfying power ol o commuodity, 1is o subjective entity amd varies
from persan o person. It should be noted that uility 1s nol the same thing as
usefulness. Even harmful things like liguor, may be said to have anlity from th
ceononmic stund point because people wamt thenn Thus, in Economies, the concepl of
utility 15 ethically newtral. Unlity 15 the antcipated sausioonon by the consumier, and
satisfoction is the detonl satisTaction derjved, Utitity By pothesis Torms the Basis of the
theory of consumer behuvior, From time (o time, different theories have been
scdvianced 1o explain consumer behavior and thus o explain his demand for the
priluct, Two mmportant theories are () Margimal Utility Analysis propoynded by
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Maurshall, and (i) Indifference Curve Analysis propounded by Hicks and Allen,
6.2  OBRJIECTIVES
After going through this chopter you should be able to:

L. Understand the coticept ol utility analvsis,

i. Understand the Law of Diminishing Marginal Ulility,

il Linderstand the sigmificance of Law of Damdnishing Marginal Uiiliny
6.3 UTILITY ANALYSIS

This theory which is formitated by Alfred Marshall, o British economist, seeks to
explain how a consumer spends s income on differsnt goods and services so as1o
attain muximum saliafaction. This theory is based on certain cssumptions. But belore
stating the sssumptions, let us understumud the menning of total utility and muarginul
utility.

6.3.1 Total utility: It is the sum of utility derived from different vnits of @ commaondity
comsumed by a consumer, In ather words, Toral uihiey = the suen ol of wll marginal
utility.

6.3,2 Marginal utility: It is the additional atilivy derived from the consumprion of an
ackilitional unit of o conmodity. In short, Marginal otility = the sddition maode (o the
total utility by the addition of consumption of ane miore umt of & commiodity,

Tomal Utitary s otherwise known as “Foll Sanety™, Margoal Unlity s also known as
Murzinal Sanery.
n4  ASSUMTPTIONS OF MARGINAL UTTLITY ANALYSIS

The law of DMU operates under certain specific conditions, Economists call them
the "ussumptions' of this kow, These sre as follows:

1. Cardinal mensurement of wtility: it s ussumed thatuniity con be memsured wd o
comsumer cun express his sutisticnon mquantiaove wrms suchas 12, et

2. Monetary measorement ol wtility: 11 15 assomed that atility is meosurable in
monetary lerms,

3. Consumption of reasonahle quantity: Iris assumed that o seasonuble goantity of
the commodity s conswmed, For exaomple. we shonald compare MU of glassfols of
water nnd net of spoontul’s. 11 o thirsty person 18 given witer m o spoon. then every
udditional spoon will yvield him more wotity, So, w hold the Taw roe, suitable and
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proper quantity of the commndity should be comsumed.

4, Continuous consumption: v is sssumed that consumprion 15 4 continuous
process, For example, if one lce-cream is consumed in the morning and another it the
evening, then the second ice-creum may provide equal or higher satisfaction as
compared (o the first one,

5. No chunge in Quality: Quality of the commodity consumed s assumed o be
wiiform. A second cop of lce-creamn with nuis and oppmes mey give mone
satisloction than the Hirst one, i the st ice-cream was without nuts of toppings,

6. Rationnd consumer: The consunier is assumed 10 be mational who measures,
calenlutes apd compures the utilities of different commodities and alms @
miaximising totsl satisfaction.

7. Independent utilities: Ir i assumed that all the commodites consumed by &
consumer wre independent. [tmewos, MU of vne commodity s po relaticn witlh MU
of unather commodity. Farthen it s also assumed thit one person’s utility is not
affected by the utility of uny other pepson,

d MU of money remains constant: As o consumer spends momey on the
commexdiry. be s lett with lesser money w spend on other commadities, In this
process, (fe remaining money becomes dearer 1o the consumar and it increases MU
of memey for the consumer. But, such an increase in MU af money is ignored, AsMU
of i commodity T (o be measured in monetiry tarms, i1y assumed that MU of
ey TEmRins constant.

Y. Fixed Income and prices: 1tis nssumed that income of the consumer ind prices of
the goods which Lhe consumer wishes 1 purchiise remuin constand,

It must be noted that ‘Ulity approach 1o Consumer's Equilibriva’ is bused on all
these ussumptions,

6.5  LAW OF DIMINISHING MARGINAL UTILITY

One of the imporunt laws under Marginal Unilivy analvsis is the Law of Dinunishing
Murgiil Utlity, The low of dinnnishing marginal utility is based on an important
Toct that while total wants of 4 person are vioally unlimited, each single wunt is

satinbile §e., each want is capuble of being satisfied. Since each want |y satiable, as
comsEmer consumes more and more units of o good, the mtensity of his want for the
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gondd goes on decreasimg mnd o pomtis reached where the consmmer po lomger wints
i

0.5.1 Stuiement of tie Law

“The additional benefit which a person derivey from a given increase in stock of a
thing diminishes with every increase in the stock that he already has, - Marshall

In other words, as a consumer increases the consumption of any one commendiny
keeping constant the consumption of all other commodities, the margmal utility of
the variable commodity must eventually decline”

This luw describes o very Tundomentol tendency of uman nature. In simple words it
sayvs thut i i consuner tkes more units of 3 good, the exten satisfcton thit he
denves from an exts unit of 4 good goes on falling. 1tis to be poted that it is the
marginal urility and not the wtal wility which declines with the nerense in the
consumplionof o good,

.52  Explunution of the Law

Suppose that you ane hungry and plun w have some oranges, Since you ure hungry,
the first ormnge provides you with great amoant of utility, Theutility denved from the
second orange is cenainly less than thar of the first orange. Sumilorly. the wuliny
derived from the third arange 15 less than thot of the second ommnpe; the fourth oronge
yields yvou less utility than the third orange and so on. After contain stage ol
consumption, the utility derived becomes zero and beyond this stage, the uillty
derived becomes negative. This is because of the reasomn that you are getting satited
AS VOU CONBUIMIE IOre and more oranges.

Whett the utility becomes rzero, it means that the cotsumer is not in need ol the
chmmodity uny Turther, For befter understanding, let us look o the Fellowing whle,
The figures mentioned in the tuble are hypothetical and the luble represents the utility
denived by a person from the consumption of oranges.

Tahle 1
Number of Oranges Totnl Unillty Slarginal Ueilirs
| | 6 6
2 ' ¥ §
3 ' 1S ' 4
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4 i 18 3

5 1 20 2

5 ] 7

7 | 21 0

8 20 -l
Total utitity

Total utility, as the term indicates, 1s the utility derved from all mits of commodity.
Suppose thar o person consumes 10 omnges. In this case. the o utility 15 obtained
by adding the wility derved from ench vnit of oruge In ouwr exanple (Table 1), the
totnl utitity derived fromthe fissis oranges s 21 (2] =6+ 5+4 45 +2+ ),
Marginal utility

Mangimal utility is the utility from o successive unit of commodity, To put it simple,
marginal unlity represents the utility denved from ench unit of commodiry under
considerion.

Svmbaolically,

MU =ATUAC where,

TL =totn] utihity

AT = ghangemtoml utility (TLin-TUn- 1)

C = constmpien and AC = 1 unit ar

In other words, murginal utility of mb anitof commuodity A s e difference between
the jotad utality of ath eobtand the total unlity of (- Dt unitof the commodity,

Svinbaolically,
MUn=TUn-TUn-{

whire,
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MUn = Marginal utility of nth unit
TUn =Totod utilivy of nth uni
TUn-1 = Total utility of (n-1)1h unit

Inourexample (Tuble 1), the marginal wility of the Sth orange is MU4 =TU4 - TU3=
18— 15=3.

The figure | details the path of total utility and marginal utility corves. The 1otal
ptiliry curve nses initiadly and nfter cerain siage, the curve starts declimng. Al this
stuge, the murzingl uriliny corve entersinto the nevative ranc.

e |

3
al)
1N
L
I
I
il

m

Tertn] sod Marginell 1lyilify

P -

LI R O B B

Numbier of Dtanpos M

Table 2: Relationship between Marginul Utility and Total Utility

Marghial ULiTiy Total Ueility
L Deelipes J Irrpeesiass bt gl o dbmbbesliing rile
= Ramhes sz, aml Rzpchex mmniman; vl
3 Fgoomen Neganve Uochmes from the mmaxamum

The Lyw claints that the marginal utility diminished o guantity eonsumed increases,
In some cases, the mareinal utility may keep increasing in the beginning, However, 3
stuge certainly comes at which the murginnl wility starts decrensing. The law is
relevantonty nt this decreasing part.

Why does the marginal utility diminish?

The following two importunt reasons are advanced Tor the operation of the law of
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diminishing marginal utility:

(8 Satighility af particular wangs: Fisstly, humon wants are sagable. Though
you are bn wrdeit Tover of movies, voo connot wotch infinite nuber of movies. At
certnin stage. you e bored of movies, Becnuse vour want is getting satiuted as you
wateh more and more movies, This is the fundusmential reason for the operation of the
faw of diminishing margimal utility.

il Commeoditics are not perfecily substitnres: Scoondly, each commaodity s
uriytee in the usape. This means thot commodities are not pecfectly substitutes. When
you mre satisfied with ane commaodity, you switclh over to another because of their
unigque usapes, When you try out something new, the utility dertved from the first uni
15 figh and the subsequent units give you less and less utility, Theretore, the law of
diminishing margmal wility opermes. Hod all commedinies  been  perfeatly
subwtittites, there would be nothing new to excile vou. In this case, low ot diminishing
nurrginil uthity does notoperate.

H33  Exceptions to the Law ol Diminishing Murginal Utifity

The Law of diminishing margmal unihity does not operste under some circumstances.
The following are the exceprions w the low of dimimishing gl viilivg:

1. Abnormelity: Abnormality I individuels prevents the law from working
wall, Far instance, misers oF doankards are considered abnormal here. Additional
units of toxic substange may yield inceeaxing muarginal utility 1o o drunkand. In this
scenario, the lnw of diminishing margomal unility does not work. Similarly, a miser
may get incrensing maeginal wilities by acquining more and more money. However,
this argument is riled out because the Inw assumes rationality in human behuvior,

2, Rare collections: Some people may involve collection rore anticles such as
untigues, stamps, old paintings. colns and so on. Under these cireumstances also, the
law of diminishing marginal willity does not hold good, Similarly, some peaple
purchase goods such as jowels and diamonds just o display them in order 1w uphold
their social status. [n this case, the law of dinumshing margingl wility does not
wperate pruperly

3 Increasing usage: When muony people stan using o commuodity, the arility
denved from it stans increasing. For example, when you alome nse o moble phone,
you may nor find it much useful IFall vour friends sirousing mobile phone., vou will
start using yours froguently. In this case, the utility vou detive fram vour mobile
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phone start increasing, when others start using mobile phone. Therefare, there s no
possibility Tor the law of dimimshing murginal wility 10 operate under this
vircumsinnes.

h54  Significance of the Law
The importance or the roleof the law of diminishing margina! otifity is as follows:

I By purchising more of a commodity the marginal utility decreases. Due to
thixs behavior, the consumer cuss s expenditures 1o thar commodiy,

y 4 In thie field of public Muunce, this [ow has o practical opplication, mposing o
heavier burden on the rich peaple.

3 This law 15 the bose of some other ecconnmic ws such as law of demand,
elasticity of demand, consumersurplus and the law of substitution etc.

4 The value of commodiry falls by incrensing the supply of & commeodiny, Ir

[orms 4 basis of the theory of value, Iy s way prices are diotermined

6.6 SUMMARY

In making choices, most peaple spread thelr incomes over diflerem Kinds of goods.
People prefer a vanely of goods because consuming more and more of any one good
reduces the marginnl saosfacoon dedved from further consumption of the same
gord. This lnw expresses an important relationship between utifity and the guantity
constmed af pcommaodity, Let us understand this lew with the help ol an example;
Suppose your Eather hus just come from work and you oifer him o glass of joice. The
first gliss of juice will give him great satistuction. The sutisfaction with the seconcd
elmss of juice will be relanvely lesser. With further consumption. o simge will come,
whan e wontld not need uny more glass of juice, Lewhen the marginal utility drops
o zero. After that point, i he is forced to consume even one more gloss of juice, it will
lead to disutility, Such o decrease in satislacton with consumption of successive
units occurs due to Law of diminishing magginal utility’, Law of DMU has universal
applicability and applies 1o all goods and services.

6.7  GLOSSARY
Litiliey - is oowunt satisfving power of o commodity.
Total utihity | in the sumtotal of all morginal utility.
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Murrginal wtility: the addition made to the toial utility by the addition of consumption
ol ane more unit of g commodiny.

0.8

6.9

6.10

SELFASSESSMENT QUESTIONS

L FExpinin the copcept of murginal utilivy malyxis,

2, Diseuss the relutionship between Marginal Urdlity and Total Unidiny,
3 Statz the pssumptionts to e Law ofDiminishing Muorginal Ltifity,
LESSON END EXERCISE

L State oo explnin the Law of Duminishing Morginal Uttty With the
hatp of table and disgrim,

2 Describe the sigmificance of Law' of Dinnnishing Margioal Utility
and also give the exeeptions o the law.
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7.3.1 Sunement of the Law
7.3 2 Explaniation of the Law
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7.8 Further Readings

71 INTRODUCTION

W ktiesw thul Hiaman wants are atilimied whereas the means o satisfy these wants
dre stoctly tendted, 1 therefore” becames necessary (o pick up the mos! urgent winis
that can be satasfied with the money that o consumer has. OF the things tha he decides
1o by e must buy just the nght quantity, Every prudent comsumers will try to make
ther best use of the money achis disposal and derive the maximum saosfaction.

7.2 OBIECTIVES

Alter going through this chapret you Should be able (o)

i Understand the Law of Equi- Murginal Uriliny.

il Undersiand the signtficance ol Low of Equi-Marginal Utiliny.

7.3  LAWOFEQUI-MARGINALUTILITY

The Tundamental problem i an economy 15 that there are andimited homan wints
However. there wre no adequnte resources o sansty oll human wanis. Hence. a
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rational individua! tmes to optimize the nvailable scarce respurces in onder to attain
maximom sausfaction, An individual's anempr 10 oprimize the available scure
resolirees is known os cansumer’s behavior. The lnw of dguiznuarginal arility expluins
stich consumer’s belinvior when the consumer has limited resources and unlimiied
wanls, Because of this reason, the law of egui-marginal utility i further referred 1o as
the law of maximum satisfaction. the prancple of income allocation, the law of
economy inexpendire or the lnw of substitupon,

731 Sttement of the Luw

"A person can get maximum utility with his given income when it s spent on
different cammuodities in such a way that the margingl utility of money spent on
ciach item is equnl”.

Ttas clear that consomer can get masiumum grility from the expenditore of is linned
meaime. He should purchase such amoum of cach commodity that the last oml of
money spend on each iem provides same muarzinel ulility,

7.3.2  Explanation of the Law

In order o get masimum satisfaction out of the funds we have, we carefully weigh
the =atisfaction nhtained from each ropee 'had we spend If we find that o rupee spent
in one direction has greawer urility than m another. we shall go on spending money on
the former commodity, Gl e satslootion derived from the loast rupee speol in the
two cases s equnl.

Inotherwonds, we substiture some units of the commadity of greater utility tor soime
units of the commodity of less utility. The resaly of this substitution will be that the
margimal mility of the former will fall and that of the latter will rise. till the two
ozl ulilies are egualized. That s why thee law is alse colled the Law of
Substitution or the Law of Equi-Marginal Ultility,

Suppose apples and oranges are the two commodities o be purchused. Suppose
further thit we have got seven rupees (o spend. Let us apend three rupees an omnges
und four rupees onupples. What 5 the result? The utthty of the Srd unit of oranges 15 6
anel that 6f the Ath vnitof apples is 2. As the marginal unlity of omngesis gher, we
slwmld buy more of orunges and less of spples. Let us substinule one orange for one
apple s that we buy four arunges and three apples.,

Now (the marginul utitity of bolh ornges and apples is the swme, e, 4. This
wrrangement yields maximuom satisfacton, The wtal utiliny of 4 oranges woold be 10
4 B 4644 =28 and of three apples 8+ 6 4 4= T8 which gives us o totad utility of 46,
The satisfaction given by 4 oranges and 3 apples ol one rupee cach is greater an
coulil be obtmined by any other combination of apples and orunges. In ne otber case
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does this wility amount to 46, We may take some other combinations and see,
Table 1: Marginal Utility of Orunges und Apples

L wide Maepling! @iy Wirrgieal whhii
of St #f ot
1 5] ¥
b L] [
5 v s
' 4 3
5 in
[ o -3
' -3 4
L] - d =

We thus come v the conclusion that we obiain maximum satisinction when we
eyualize marginal urilities by substtoring same units of the more useful Tor the fess
useful commodity. We can illusteate this principle with the help ol a dingrum,

Dingrummatic Representation:
Y|AP

UPITS OF MOM Y

Fig: Equi- Murginal Utility

In the two figures given above, OX and OY are the two axes. On X-axis OX are
represented the vaits of money and on the Y-axi maeginul vualites. Suppose o person
fins 7 rupees to spend on apples and granges whose ditsiothing muonzindl utilites ore
shown by the two curves APuand OR respectively.

The consumer will gain maximum satisfaction if he spends OM maney (3 mpees) on
npples and OM’ money (4 rupees) on oranges because in this sitluation the marginal
utifities of the two are equal (PM = M) Any ather combination will give less woml
supsfoction.,

lLetthe purchase spend MN money (ane rupeg) more on apples und the same amount
of money, N'M'L = MN) less an omnges, The diagrmm shows o less of utility
represented by the shaded arca LN'MP and a guin of PMNE utility. As MN = N'M’
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angd PM=P'M', it s proved that the area LN'MT (loss of etlity from reduced
consumption of oranges) is bigger than PMNE (gain of unlity from increased
consumplion af apples). Hence the wata] utility of this new combination iy Jess.

7.3.3  Exceptions to the Law of Equi-Margioal Utility

Like other economic laws, the w of equi-marginal utility 100 has cenain limitiions
tresceptions, The following are the main exception.

(i) lgnorance: [f the consumer 15 ignorant or biindly follows custom or fashion, he:
will muke a wrong use of money. On account of his ignorance he mav not know
where the utility 18 greater and where less. Thus, ignorsiee muy prevent lim Trom
muking 4 rmatonal use Of money. Hence, his satisfaction may not be the muximum,
because the marginal wilities from iy expenditure cannot be equalized doe 1o
LTI e,

(i) Inefficient Organization: In the same monper. an incompetent organizer of
Business will il 1o schieve this best results fem the units of land, Tbor sod capital
that he employs, This is 50 because he may not be able to diven expenditure 1o more
profitable chumnels from tie less profitable nnes,

(iif) Unlimited Resourees: The lnw has obvigusly no pluce where this resources are
unlimited, as for example, is the oose with the free gifis of noture. Insuch coses, there
v no teed of diverting expenditure fron one dection (o another.

{iv) Hold of Custom and Fasghion; A consumer moy be in the strong clutches off
custom, orisinclined to be aslive of fashion, In that case, hie will nonbe able o derive
maxim salisfaction out of s expenditure, begiuse he cannot give up the
consumption of such commmadities. This s especially e of the conventionul
necessuries like diess or when o munos addicted o some inmoxicant.

(v) Frequent Changes in Prices: Freguent changes i prices ol different goods
render the abservance of the law very difficull. The consumer may not be able to
ke thig necessary adjustments in his expendilire in @ constantly changing price
sitoation,

7.34  Significance of Law of Substitution

The law af sibstituioen is of gres practcal importance, Everybody bas got liniged
income, Naturnlly he st ey to make the best nse ofit.

This can he done by the application of this law in the various aspects of cconomic
life sis umder:

(i) Consumption: A wise consmmer consciously acts on this law while amanging his.
expenditure. His expenditure 1s so distributed thut the same price measures equal
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utilities at the murgin of different purchases. Every person muast try to spend his
income.n & monoer which yields him the gremest snptisfaction, This he will be able 1o
dironly iChe sperds his fmoney i such o monnet as o obtain equal satisfaction from
the murginal units of money spent on the various commodities he purchases,

(i) Production: The low is also of great importanee in pracduction. The producer has
toy wse several foctors of produchon, He wants maximum net profit. For this pumose,
he must substitute one factor for aoother 0 os w beve the most economical
combttbion, for example, be will substitute Tabor Tor machinery aond vice versa, So
that the morginsl utility or morgingl producovity of the two is egualieed in this
munner, e will get most economical combination of the “sctors of production ol his
disprsal to make muximum prafit.

(i) Exchunge: The law also applies in exchange becaime exclnnge 1 nothing else
but substinstion of one thing tor another. When we sell o commaodity, suy; sugar, we
el money, With this maney, we buy another eomamaodity, say, wheal. We hove,
therefore, really substituted sugar for wheat.

(iv) Distribmtion: 1tis on the principle of margias] productvity tat the share of ench
Tactor of produciion (viz., land, labor, capital, erganization) s determimed, The use of
caeh focwor s pushed up 1o a poimt where (s marginal product is equal 1o the nurgimnal
procuct of every other Factor, ol course dller allowing Tor the differences m (heir
respective remunerations. This pecessitatey substituting one factor foransther.

(v) Public Finance: The Govemmient, too, is suided by this low in public
expenditure, The public revenues are so spent as i secure maxmmem weliare for me
community, The Government must cur down all wasteTol expenduure while. the
retum is nol proportionate sod instead cofncentrite IS resources on mare productive
armeme beneficiol expendinome.

(vi) Influences Prices: The law of substiotion influgnces prices. When o
commodity becomes scarce and its price soars high, we substitute for it things which
are less searce. I price. therefore. comes down.

74 SUMMARY

The luw ol equi-murginal utility = also known as Lo of maximmn satisfaction or low
of substitution. Aconsumer has rumber of wants. He tries to spend limited income on
differant things in suih 3 way that marginal wtilivy afall things is equal, When he buys
severul things with given money meome he equolizes muorzoal wiilines of all such
things. The low ol equi margmal wtility 15 on extension of the [ow of dirmmshing
murginal uiility. The conswmer can get maximum wiliey by allocating income smong
commodities in such o way that lasu dollar spent on each item provides the same
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marginal uility.
7.5 GLOSSARY

Equi-Marpinal Utilitv: When o consumer buvs Severnl things with given money
ncame he egualizes marginal peilities ol all such lhings,

7.6  SELFASSESSMENTQUESTIONS

1. Write adetailed note on Law of Equi- Manginal Unlity,

2 Hhighhght the inportance of Law of Equi- Marginul Unlity.

7.7 LESSONEND EXERCISES

I Explain the Luw of Equi- Marginal Utiliey seith the helpof wble sod disgram.

2 Discuss o detiil the exceptions to the Low of Egui- Marguoad Thility and also
highlight its significanve.
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INDIFFERENCE CURVE ANALYSIS

STRUCTURE

.1 Introduction

8.2 Objectives

5.3 Meaning ol IndifTerence Curve Analysis
B30 Indifference curve
832 Assumiptions underlying Indilference ¢urve approwcli
B.3.3  Indifference Map

8.4 Properties of IndifTerence Curve

8.5 Summuary

8.0 Glossary

8.7 Self Assessment Questions

H.8 Lessons End Exervise

8.9 Further Readings

8.1 INTRODUCTION

T thee lost chapter, we discussed muargiml atiliny anilysis of demond A very popular
altertive and more realistic method of exploining consumer’s demuid is the
Indifference Corve Analysis. This approach 1o consumer hehavior is based on
constimer preferences. It bebieves that humun satisfaction, being o psychologieal
phenomenon. cannoi be measured quantitatvely in monetary iemms as was sitempied
in Muorshull's utility andlysis, Lo this gpproach, o g Gelt thot it s moch edsier and
scientifically mpre sound to order preferonces than o measare e in teems of
money, The consumer preference approach iy, therefore, an ordinal concept based on
ordering of prefevences compared with Mashall's approach of cardinality,

#.2  OBIECTIVES
Alter going through this clispier, you will be dble w:
t, Uinderstand the meaning of indi[ference curve.

. Auudvee indilTerenwe curve approach,
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T, Understand the concept of indi fierence map,

v, Explain the properues of indifference curve.

8.3 MEANING OF INDIFFERENCE CURVEANALYSIS

Indiflerence curve annlysis is bavically an altermpt to improve cardinud utility
prathysis (principle of murginal utility), The curdinal wility approach, though very
useful in studying elementary consumer behavion, s enticized for s anrealistic
wisumphions vebemently. In partcilur, economists such as Bdgeworth, Hicks, Allen
and Slutsky opposed wility as a messurnble entity. According w them, unlity v a
subjective phenomenon and can never be mepsored on on abaolole scile. The
disbeliel on the measurement of utility forced them 1w explore an alternative
approech to study consumer behuvior. The explorition led them o come up with the
orhnul utility approsch or mdifference curve analysts. Becunse of this reason,
attrrermentoned cconpmmsts nre known as ordinalists, As per indifTetence ‘curve
analysis, utility is not o measurpble entity, However, consumers can rnk (heir
preferences.

8.3.1  Indifference Curye

Ordinnt analysis of demand (here we will disouss the one given by Hicks and Allen)
18 bsed on indifTerence curves. Anindifference curve isa curve which represents
all thase combinations of two goods which give sume satisfaction to the
consumer. Sinee all the combinations on an indifference curve give cqual
satisfaction to the consumer, the consumer is indifferent among them. o other
wuords, since all the combinations provide the same level of satisfaction the
consumer prefers them equally and does not mind which combination be geis.

Tiy undarstand indifference curves, fet us dansider the example of o consumer wio
has one unit of mangoes and 14 units of orunges. Now, we ask the consumer how
inany units uf aranges he is prepared to give up o got an sdditional unit of mangoes,
s that his level of satisfaction does not change: Suppose the consumer savs that heis
ready to give up 9 it of oranges w ger sn sdditional upit of mangoes. We will have
then two cotmbingtions of mangoes and ordonpes Fiving equal saisfaction o
consumer: Combinadon A which has 1 unit of mangoes il 14 units of oranges, and
combinution B which hus 2 units of mangoes and 9 units of ormnges, Similurly, by
psking the consumer further how much of oranges he will be prepared to Furgo for
successive inerements 10 his stwoek of mangoes so thar hes level of satusfaction
remmins unulieted, we get varous combinations as given below:
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An indifference corve IC 15 drawn by ploting the vanous combinations af the
indifference schedule. The quantity of {owd is measured on the X oxis il the
quantity of clothing on the Y axis. As in indifference schedule, the combinations
Iying om an indifference corve will give the consumer the some level of satisfactiion,
The mdifferense curve 1s also colled Iso-Utility curve.

Figure: Graphical representution of indifference curve
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8.3.2  Assumptions Underiving Indifforence Curve Approach
L. Two commodities: 1t s assumed (hit the consumer has o fixed amount of money,

whole of which is 1o be spent on the twi zoods, given constant prices of buth the
goods,

2, Non Satiety: It is assumed that the consumer has not reached the point of
sawration, Consumer always preter more of bath commaodities. Le. he always ries o
iz e Ingher indifference curve to get higher and higher satistoction,

3. Ordinal Utility: Consumer can runk his preferences an the basis of the
satisfaetion [rom each bundle of goods.



4, Diminishing marginal rate of substitution: Indifference curve analysis assumes
diminishing muzingl rare of substiunon. Due w this sssumption. an indifference
ourve is convex o the origin,

5. Ratiooal Consomer; The copsumer is assuned o blhave ina mtidnal manner, j.o.
heaims tomaximize bis total satisfacton.

8.3.3  Indifference Mup

Indifference Map: An lndifference map represents o eollection of many wdifTerence
curves where each curve represents u certmn level of satusfacton. In shor. o set of
indifterence curves is called on indiftorence map. An indifference map depicts the
complete picture of consumer's tastes and preferences. In the given figure, un
incliTerepnee map of o consumer is shown which consists of three indifference curves,
We hnve tken good X on X-uxis and good Y on Y-axis. Hshouolid be noted that winle
the consumer 15 tndifferent among the combinations lyving on the same indifTérence
curve, he certainly prefees the combinations on the higher indifference curve 1o the
combinations lying an o Jower indifference curve because a higher inditTerence
curve signifies o higher level of satisfaction, Thus, while all combinutions of 1C]
give lum the same suisfocuon, all combimanons Pyang on 1C2 pive him greater
satistietion than those lying on 101

84 PROPERTIES OF INDIFFERENCE CURVE

The muin aitributes or properties or charncteristics of indilfference curves are us
foblows:

IndifTerence curves slope downward to the right : The indillerence curves must slope
downward from left 1o right. As the consumer increases the consumption of X
cormmesdivy, lue has (o give up certaan v of Y commodity i order to maintoin the
same Jevel ol satisfaction,

L -

Fig : Indifference Curve
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1. Indifference curves are always convex to the erigin: This is an important
propeny of indifference curves. They are convex w the ongin. As the consumer
substitute’s commoidity X for commodity Y, the margingl ete of substitution
dimimishes as X for Y along an indifTerence curve. The Slape of the curve 18 refemed
s the Marginal Rate of Substitution, The Marginal Rate of Subatitution is the rate at
which the comsumer must sacnfice units of one commodity to obtain one more unit of
another commediny.

2, A higher indifference curve represents o higher level of satistaction than
the lower indifference curves [ndifference curve that Ties above and w the right of
uncther inditference curve represents o higher level of sutisfiction, The combinstion
af gnods which lies on o higherindifference curve will be preferred by a cansumer 1o
the combinanon which lies on o lower indifference curve,

Y e Mg

(

s R

Fig

In this diggram, there are three indifference curves, 1C1, 1C2 and 103 which
represents different levels of suisfuction. The indifterence curve 1C3 shows greater
amnount of sufisfrction and it contains more of hoth goads than 1C2 and IC]. IC3 =
1C2=> el
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4 Indifference corves can never intersect ench other: The indilference
ourves cannot rersect each ather, 1nis because ot the poim of 1angency. the higher
curve will give us much a5 of the two commoditied a8 is given by the lower
dndifference curve. This is absurd and impossible,

&

In the above diasgram, two indifference curves ace showing cutting euch other at point
8. The combimnations represented by pomts B and F given equal satisfiuction to the
consumer hecause both le on the same indifference curve 1IC2, Simalurly the
combimtions shows by points B iod E on indifferetice curve 1C] give equal
satisfaction top the consumer,

I cambination F ik equal to combination B inwrms of satistaction und combination
E s equnl to combination B in satisfaction. 1t follows that the combination F will be
eeuivalent o E mterms of sansfacuon. This conclusion inoks guite fimny becuuse
caotmbination Fan 102 comums more of good Y (wheat) than combinmtion which
sives muore salisinetion 1o the consumer. We, therefore, conclude that indifference
curves cannot cut cach other, '

5. Indifferente corve will not touch either axes: One of the bisic assumprions
of mdifference corves 1s that the consumer purchoses combumnons of different
commodities. He 18 not supposed 10 purchase only one commesdity. In that cise
indifference curve will wuch ane oxis, This violates the bosie assumption of
inditference curves. '




In the aboyve &iagmm, itis shown that the indifference IC touches Y axis at point Pand
X axis at poine 8. At point C, the consumer purchase only OP commodity of Y good
ond no comumodity of X good, similardy at pomit S be buys OS quantity of X good and
no amountolY good. Soch indifference curves nre zgaimst our basic assumption. Our
basle sssumption is that the consumer bays two goods in combination,

85  SUMMARY

Indifference curves are p gruphical representanan of how much vidue anmdividool
receives from vanous combiations of consumption. We measure value through the
catehi-all term “utility”, an concept fop the value, well-being, sotisfaction, benefii,
ele, that sumeone receives, As have expressed belone, utility is i relatively abstract
concept; people constantly fiuce trade-offs between current satisfaction und later
successor happiness. We can exumine utihiy from a short or long-term perspective in
most cases, ponderg the existentinl queston of which lmppiness is the most
imparuni—ihie current, tungible feeling or that of lnter, but nol-gssured, jov, In this
case, however, we will be sticking to the neo-classical interpretation of wiility, where
we itssuine prople are totally ratiemal and weigh all their decistons fully, implving
that they will mm to make chotees that are both responsible and muximze thew oiility
1 thie long rin. With this definition of atility in mind, wie ciin tackle the concept of an
indiference curve. An ndifference corve wims (o display ol the  vorious
combinistions of consumption for two goods that will give an individoal the sane
level of wility, Because the combinations all give vou the same level of sutisfaction
(utility ), youwon'teare which one yon piok—ithat s, consumers will be indifferent 1o
the various conibinations ilong the indifference clirve.

8.6  GLOSSARY

Indifference Curve: Indifference curves are a grnphical representution ol how much
value un individual receives from vardous combinations of consumption. Since euch
combination pives equal sufisfoction 1o the consumer he s indifferent which
combinntion he ges,

Indifference Map: Aset of indifference curve is called indifTerence map.
8.7 SELFASSESSMENT QUESTIONS
1. What do you understand by indifference curve?
2. State the varions assumptions underiying indifference curve,
3, Construct an indifference curve using hypothetical dati
88  LESSON END EXERCISES
1. Explainindifference curve with a schiedule und dingram.
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2. Discuss in detail propenties of indifference curve,
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0.1 INTRODUCTION

All comsumiers strive to oy imtze thewr ueiliey. We iry 1o get os moch satstaction g
wee cap, The consumer’s scale of preference iy denved by meins of indifference
mapping that is a set of mdifference curves which ranks the preferences of the
consumer. Getting (o the indifference curve which is arthest from the origin gives
the highest total wility,  Although the goal of the consumer is maximizition of
satisfnction, the micans of achieving the goal is not ¢lear. Higher mdifference curve
not only gives higher satisfaction byt also sre more expensive, Here wo are
confronted with the husic conflict between preferences and the prices of the
commiedities consumer wanis 1 consume. With wgiven amonnt of money ineome o
spwnl, we clinnot attin the boghest satisfoction but Fuve tosetile for less.
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9.2 OBIECTIVES
Afer going through this chapter you will be able w:

L Uinderstmnd the meamimg of margimal rate of substitution.
i, Crel o imsight [nto budget line.
i, Explain consumers’s equiltbrium with the help of indifferenve curve.

9.3 CONDITIONS FOR CONSUMER'SEQUILIBRIUM

LA given budget line must be tangent to a0 indifference curvee , or the marginal mie
of substitution berween commodity X and commodity Y (MRS~ y) must be equal to
the prive ratio between the two goods PXPY.

2. Authe poim of equilibrivm. indilerence curve most be conves 1o the origin,

9.4  MARGINAL RATE OF SUBSTITUTION

Marginnl Rute of Substitubion (MRS) is the rate at the consumer is prepimed w
exchange woods X and Y. Consider Table-7, In the beginning the consumer is
consuming Lunit of food und 12 units of clothing. Subsequently, he gives up 6 units.
of clothing (o get s extrs unit of food, his level of seisfaction remaining the sumie.
The MRS here is 6. Like wise when he moves from B to C and from C to D in his
indifference schedule, the MRS are 2 and | respectively. Thus, we cim define MRS of
X for ¥ as the amount of Y whase [oss can just be compensared by s unir gain of Xin
such a munner that the level of sutisfietion remuns the same. We notice thar MBS s
falling L., as the consumer hos miore ad maote wnits of food, heas prepared Lo give up
less pnd less umits of clothing. There are two reagons for this,

l. The want for o particular good 38 satiable so that when o consumer has more
of i, his inteasity of want Tor it decreases, Thus, when the consumer in our example,
has more units of food, his intensity of desire for additionnl units of food decreases,

2 Must goodds are imperfect substitutes of one another. 17 they could substitute
rme another perfectly, MRS wounld remam constant,

9.5  BUDGETLINE

A higher indifference curve shows i higher level of sanisthction than o lower e
Therefore, o consumer, in 11 atlermpt o muxamize satsfaoton will ey to reach the
highest possible indifference curve, But in his pursuil of buying more amd more
voods ond thus abtaining more and more satsfoction, e bas wo work under fwo
constriints: first, e s 1o pay the prices for the goeds and, second, he huas a imited
meney income with which to purchise the goods. Thesé constraints are explained by
thee hudget line or price line. In simple words, o budget line shows all those
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vombinations of twn goods which the consumer can buy spending has given money
mcoine on the two goods at therr given poces. Al those combinotions which are
within the rench of the consumer Lasstming that he spends afl s money ncome ) will
lie on the budget hne.
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It should be noted that any point owside the given price line, say H, will be beyomd
the reach of the consumer snd iny combination lving within the line, suv D, shows
under spending by the consumer.

9.6  ASSUMPTIONS UNDERLYING CONSUMER EQUILIBRIUM

l. The consumer hes o wven mdifference mup exhibiting s scale of
preferences for vanaus compnalions of rwogoods. Xand Y.

2 He s o lxed dmount of money o spend on the two poods. He Luis 10 spend
whole of Bis given money on e two goods,

i Prices of the godds are given and constunt for him. He cannot influence the

prices of the goods by buying more or less of them.

4, Gosewds are homozenegous and divisible,

9.7  CONSUMER'S EQUILIBRIUM THROUGH INDIFFERENCE
CURVEANALYSIS

When consumoers make chaices about the fuantity of goods and services 1o consume.
it 18 presumaed tht their objective is to muximize tatl oility. In maximizing wotal
ulility. the consumer facek o number of constraints, the most iimportunt of which wre
the consumes's incnme hd the prices of the gods und services thot the consumer
wishes to consume. The consumer’s effor o maximize total otdity, subject w these
constritinis, is refemed t uy the consumer's problem. The solution 1o the consumer's
problem, which entails decisions about how much the consumer will consume of o
nummber of goods and services, is referred to as constumer equilibrivm,
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9.7.1  Determination of Consumer Equilibrium

To show which combination of two goads X and Y the consumer will buy o be in
equilibriom we bring his indifference map and budger line wpether. We know by
neww, that the indifference tmap depicts the consumer’s preference scale between
varous combinmations of two goods and the budget Tine shows varfous combinations
which he con alford w huy with his given money incomie wnd prices of the two goods,
Consider the given Figure , in which JCL, 102, 103, 1C4 anid 1C3 are shown tozether
with budgetline PLtor good X und good Y. Every combination on the budget line PL
costs the same, 0

Fig: Consumer's Eguilibrium

Thus combinations R, S, Q. T and H cost the samie to the consumer, The consumer's
atm 15 to maximize s sansfwonon amd for this, be wall try o resch lnghest
mdilference curve.

Swnce there ix n budygel constramt, he will be fotced o remain on the given budgel
line, that is he will huve o choase conbinutions from among only these which Tie on
the given price line. Which combination will he choose? Suppose he chooses R We
sec that R lies on g lower indifference curve ICT, when he con very well ufford 5, Q or
T Iying un lngher indifference curve, Similar iy the case tor other combinatinns on
1C1, tike H, Agaiin, suppose he choases cambination S (or T) Jying on 102, Bui here
again we ste that the constmer can still reisch o higher level of sutistaction remaining
within his budget constramts i.e., he can afford to have combination Q) lying on 1C3
becme it lies on s budget line. Now, what 1t ke chooses combmadon Q7 We find
tha this 1 the best chotce becavse this combination les notonly on his bodger hine
bunt nso puts him on the bighest possible indifference curve e, IC3. The cotsumaor
can very well wish to reach IC4 or ICS, but these indifferonce curves are bevond his
reach given his money income. Thus, the consumer will be ut equilibrivm al poing
om 1C3. What do we notice at point Q7 We natice that at this paint, his budget line PL
is tungent to the inditference curve 103, In this equilibrium position (al Q1 the
consumer will buy OM of X and ON of Y. At the tangency point Q. the slopes of the
price line PL and the indifference curve 103 are equal, The slope of the imdifTerence
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curve shows the marginal rate of substitarion of X forY

(MR Sxy) winich is equal 1o MUx /MUy while the slope of the price line indicntes the
ruizo botween the pricesof two goods e Pri Py

Al eyuilibrium point Q,

MESxy =MUx /MLy =Px/Py

Thus, we can say that the consumer s tn squilibrium position when price line s

tangent tothe indifference carve or when the munginal rate of substitotion of goods X
ined Y is eqquand tothe ratio between the prices of the two goods.,

9.8  APPLICATION OF INDIFFERENCE CURVE

The indifference curve rechnigue his come as a handy ool in econamic mnalysis. T
has breed the theory of consumption from the anrenlistic assumptions of the
Marshinllion wtility anilysis, In particular, meption moy be mide of consumer's
equilitarium, derivation of the demand curve and the conceptof consumer's surplus,
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The indifference curve unalysis hus also been wed toexplain produces’s equilibrium,
the problems of exchunge, mtioning, taxation, supply of labor, welinre economics.
and n host of other problems, Some of the important problems are explained below
wilh the belp of this techmgue.

(1Y The Problem of Exchange: With the help of mdifference curve wechnigoe
thee prablem of exchange betwesn two individoals con Be discossed. We tike 1w
consumers A ond B who possess two goods X and Y in Nixed quontities respectively.
The prablewm is how can they exclinnge the goods possessed by each other. This can
be solved by constructing an Edeeworth-Bowley box dingram an the basis of (heir
preference maps and the given supplies of goods,

In the box disgram, Figure, O is the ongin for consumer A and Ols the origin for
consiemer B (am the dingrmm upside down for understanding ), The verticul sides of
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the two axes, Oa md Ob, represent good Y and the horzontal sides, good X, The
preference mop of A s represented by the mdifference curves o, 12 0 and §3 2 and
B's map by T1h. 12b and [3b indifference curves, Suppose thin in the beginmng A
passesses ObY b anits of good Y and Ob Xb unis of good X. Bisthes left with ObYh.
ol Y und Ob Xb of X, This position is represented by point E where the curve 1o
intersects [1h,

"

Suppose A would like 10 have wore of X und S more of Y. Both will be better off, {f
they exchmnge each other's unwaned quantity of the good, e il cach is b o position
to miisve 1o i higher indifference curve, But at whar level will exchange ke place?
Both will exchimge epch other's good ol a point where the maorginal rate of
substiturion between the two goods equals their price ratios,

This condition aof exchange will be satisfied a1 o point where the indifference curves
of hoth the exchungess touch coch ather. In the above fgure P, Q and R are the three
conceivible points of exchange. A line CC passing theough these paints s the
“comtract curve™ ar the “conflict curve”™, which shows the various positions of
exchiunge of X und Y that equalize the margmal rates of substitution of the (wo
exchungers, '

Il exchunge were 1o ke place gt pont Pihen consumer S would be inoan
ndvintageous position because he tson the highest indiffetence curve Bb. lndividoal
Awould, however, he at adisadynmage for he is on the lowestindifference cnrve {la.
O the other side., af point R, conswmer A would be the maximum gainer and § the
loser. However: both will be o an equal posiuon of ndvantage at Q. They can reach
this lewet only by mutudl agreement otherwise the point of exchange depends upon
the bargnining power of coch party. IEA has better burgnimning skill than S, be con push
the Tnttet to point R, Contrariwise, if B i more skillful in biurgoining he can push Ao
paint P.

(2)  Effects of Subsidy on Consumers: The inditference curve iechnigue can be
used to measurs the effects of government subsidy on low income groups. We take o
situation when the subsidy is not puld in money but the consumers are supplied
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vereals at concessionid rates, the price-difference being paid by the government. This
5 actually beng done by the vanous stiie governments i indie, o Flgure, income s
measured on the vertical oxis and cereals on the horizontal axis.

0o A fF N T 4
b,

Suppose the consumer's meome 15 OM and his price-income line withour subsidy is
MN. Wiien he s given subsidy by supplving cereals at o lower price, lis price-
icamie line = MP (it is equivilont to o full in the price of cereals). At this price-
imeome line, he is in eguilibrium i point E on curve 11 where he buys OB of cereals
by spemding MS amount of mosney, The full market price of OB ceceals 16 MD on the
line MN where the curve lotouches,

The govermment, therefore, prys SO amount of subsidy. But the consumer receives
cerenls it a lower price. He does not receive SD amount of subsidy in cash, If the
maney valpe of the sobsidy were to be paid to him in cash, they would receive MR
amnt af money, The equivalent vananon MR shows that in the nbsence of the
subsidy, a cash paymem would bring the consumer on the same indiffercnce curve,
which mkes Tim as better ol as the subsidy.

Bur the value ol ihe subsidy MR 1o the consumer s smuller thian the cost of the
subsidy DS o the government. Itreveals the fact thiar the consumer is happierif e is
puidd the subsidy in cash rather thanin the ES form of subsidized coreals, In this case,
the cost ol subsidy to the exchequer will also be less, It polnts out o another
imteresting result. When the income of the consumer is mised by giving him cosh
suhstdy, he will huy less cereals than betore, In Figure 12,29 ot the equilibrum point
', he buyvy OA of cerenls which are Jess thun OB when he waos getting them an the
stubsichized price. This is whiit the government acually wanis.

i3} The Problem of Rationing: The indifference curve echnigue woused (o
explain the problem orising from variows systems of rationing. Llsunlly rationing
consists of giving specific and egual quantities of goods 1w each individunl {we
iznore lamilies because equal quimtities are not possible in their case).

The other, rather liberal, scheme i w allow an individual more or less quantities of
the rationed goods wecording 10 his wste. Bocan be shown with the help of
mdifference curve analysis that the lutter scheme is defimitely better und beneficial
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than the former.

Letus suppose that there are two goads nice and wheat that are sntioned, the prices of
the two goods are equal and tht each consumer has the sume money meome. Thos.
given the income and price-ratios of the two goods, MN ik the price-mneame Tine.
Rice is takenon vertical wsis and wheat onthe Horizontal wxis i Figoee 1230,
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Aveording 1o the Tirst system of mnommg, not constmers A and 13 are given egiial
specific quantities of rice und wheat, OR = OW, Consumer A is an indifference curve
L anned B s o T, With the intraduation of the libera) seheme each can hiave more or
less of rice or whest according (o his taste. In this situation, A will move from Pilo Q
on o higher mdifference curve lal. Now he can have ORb of nce + OWa of wheat
Similarly, B will move from Pto R on g higher indifference curve Thi and can boy
ORb of rice + OWb ol wheat,. With the imroduction of the liberal scheme of ratoning
hath the consumers derive greater satisfnction. The towl guontity of goods sold 5 the
Sume.

For when B buys more guantity of wheit WWh, he purchoges less quantity of rice
REb und when A buys RRb more of rice, he purchases WW less of wheat. Thus, the
govermmentul wim of cantralled distribution of goods is not distorbed ot all rather
there has been abetter distribution of goods inseeordance with individos] tstes,

4 Index Numbers: Mensurmg Cost of Living: The indifferent curve analysis is
wiedl i mensunny the cost of iving or standard of living in woms of mdex numbers.
We come to know with the help of index numbers wherher the consumer is bener aft
ar worse off by comparing two tine perods when the income of the consumer and
prices of two ponds change.

Suppese n consuner huys only two good< X and Yin ywo different time perioda thand
I and he spends his entire income on thom in the two periods, 1tis also assomed that
the consumes's tuees and guality of the two goods do not change,

Supmpose thie imitianl budget ling s AB i the bise period O und the consumer is in
equilibrinm at point Pon the indifference curve loin Figure 12,31, The new hudger
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linein penod 15 CD which passes thmugh pomt P, on the new indifference curve 11,
Both the combnutons Pand P e on the ongmol bodge ine AB.

Theretore, they have the same cost. But cimbination T is on the lagher mditTerence
curvee 10 than combination 1 However, the copsumer cannot hove combination P at
the pew price (P) in period 1. Thus he chooses cambination P, on the lower
indifference curve T and i8 worse ofUin period 1 than in the base period O, This shows
that his standard of living his decrensed in period | as compared with period (1.

(5)  The Supply of Labar: The supply curve of un individud worker cian also he
derived with the indifference curve and lelsure and on the wage rate, In Figore 12.32
hours of work and Jeisure are measured on the honzontal axis and income or money
waye on the vertica] axis. W2L o the wage Tline or income-jesure line whise slope
indicares wage rme (w) per hour: When the wage rare tncreases, the new wage line.
becomes WAL and the wage rte per hour-also increases and similady. for the wage
line W3 L. technigue. His offer o supply labour depends on his prieference between
ineonie.

As the wage rate per hout increases, the wape line becomes steeper, When the worker
is in eqquilibrivm ot the wngeney point E1 of wage line WL and indifferonce carve
11, hie earns ELLT wage by working LL hours und enjoys OL of leisure, Similarly,
whien his wage increases, 1o L1 he works for longers howrs 12 L and with B3 L3 wage
increuse, he works for still Jonger hours 1.3 Land enjoys lesser ind lesser leisure than
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hefore. The line connecting the points ETE2 and E3 15 called the wonge-offer corve.

The supply curve of lahor can be drawn from the locus af the equilibrium paints
EITEL und Bt the wape-offer curve 15 not the sopply corve of lubor. Rather, 11
Andicates e supply corve of lboe To derive the supply curve of [abar from the
wage-olfer clirve given in Figure, we draw the wage-hour schedule in Tuble.

Table: Wage-Hour Schedule:
Wage Rate Per
Equilibrinm Point Hour Hours Worked

E, OW/OL=w, LL
E OW/OL=w, LL
E, OW/OL-w, LL

O the basis of the above schedule. the supply curve of labor ts drawn in Figure 12,33
whire the woge mie per hour is plotted on the vortical axis and hours worked (or
supply of labor) on the hortzomal uxis. When the wage rate 15 W labor supplied is
Ol As the wige mte rises to Wland Tubar supplied incresses to OL2 and O1)
respectively, The wage-labor combination points EIE2 and E3 1eace out the supply
of labor curve 851, The 851 curve is positively sloping upwards from left 1o right
which shows that when the wige mte increnses, the warker works for more hours,

1!

n

This attituce of the worker is the result of two forces: ane, the substitution ¢ fect, and
two, the meone effect of the wage incrense. When the wage mie increases, the
tendeney to work longer hours increwses on the part of the worker in arder o enm
more, It s as if lelsure has become more expensive. So the worker has a iendency o
substitite work for lesure. This is the substitution effect of the wage merease.
Further, when the wage rate increases, the worker becames potentinlly better off, he
hos g feeling of swtisfoction and gives preference w lessure aver work. This is the
income effect of the wuge inceease, In the figure, as the wage rte incresses from W
o W2, hours worked imcrense from OL | to OL2Z and 10 OL1. This is because the
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suthstitution effect of wage morease 15 stronger than the mcome effect.

Backwurd-Sloping Supply Curve of Labor: At some higher wage rate if the wage
rute incredses further. the worker miy work for lesser howrs o enjoy more leisure,
This case 1s illusteated in Figure 12234, When the income af the worker memneases
progressively from E1LI to E2L2 und 10 E3L3, hours worked may decline w some
level of ingome, AL the equilibriom point E1 Bours worked are LLL and they increate
to L2L af the equilibrinm poing B2, when his income rises 0 E2L2, from EIL 1. But
fuether increase in income ta EILS leads to the reduction in howrs worked 1o E3L3
from L2 The worker now incredses i leisure hours from OL2 1o 013,

The corresponding supply corve of labour is dmwn in Figare 1235 which is
backwurd slopping, Takimg the subsiitution effect and the meome effect of the wage
merease up 1o the wage rite W2L the substtution effect 1= stronger thiun the income.
effect: Sothe supply curveof this worker is positively sloped from 8 in B2
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A the wage rute W2 the substitution effect exactly equals the ineome effect amd the
S5 curve is vertical w point B2 Ax the wage e increases above W2, the ineome
cffect is stronger than substitution effect and the supply curve 1 negatively sloped in
the region E281 which shows that the worker gives preference (o leisure over work.
In the figure. whan the wige rate imerdises o W3 the worker reduces bis hours
worked from 012 10 OL3 and thus enjoys 1L.2L3 ol lelsure.
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i6)  The Effect of Income Tax wvs. Excise Duty: The indifference curve
techmgue helps mconsidenng the welfore impheations of income tix v, excise dity
of sades wx. Whether an income tx huris the 1ax poyver mone or an excise dury of an
equal amount? Let os take o lixpaver who is reguired 1o pay, say Rs. 2000 annuolly
citlier as income Wwx or as excise wx on o conumodity X Tt is furtber assumed that he
will continue 16 buy the commaodity evan after the imposition af the duty when its
Price goes up.

In the figure, the money income of the taxpayer 18 shown slong the vertical axis. He
has OM ol incomie and s originn price-income line, before the mx is levied, is MN
Hixis i equilibrivm at point Bon the indifference curve 11

-

LLL v 410 ]
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Tor MA quuntiny of X, he spends AB. Now when the excise duty on conmndiry X is
Tevied, s price rises so thin his price-incorme lne shilis o MNT whare be s in
equulitaram ut poiot C on the 11 carve. A esulrof the g, he buvs M quantity of X
aned spends LC an 0L But il the oviginal price, this guantity ML woulth have cost him
LS, Thus SC is the amount of tax which he pay forit.

11 an egual wmount of ts is rnsed by e government (hroogh incomee s instead, the
Laxpayer's income would be reduced by MT (=5C). He moves to a lower line TR on
the indifference curve 13, ar point 12, Since the mdiference curve 13 is higher than 12
the income tux cymvalent o an excise duly places the taxpayer i a favorible
position,

(7} The Saving Plan of an Individual: The indifference curve technigue cun
lso be iwsed to study e <oving plan of in individual. An individual's decision tosave
depends upon his present und Dure income, his tastes d preferences for present
and future commoditios, their expected prices, on the carrent and fuure mte of
interest, and on the stock ol his savings.

As it matter of fact, his decision o save is influenced by the intensity of his desire for
present goods and Tuture goods, 1€ he wants (o siuve more, he spends less on present
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goods, other things bemg equal, Thus saving is, in (act, a choice between present
gooids: and future goods. This s lustmred w Figae 12237 with the help of
indifference curves.

h

Fresnnt Goods
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8 F4d FE 'F
Futum Goooe
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LetPF1 be the vrigindl price-income linge of the individud] where he is Ineguoilibrinm
ot perinl § on the indifferenve curve |,

Given the price of the present mnd future goods, the income of the consumer, his
tastes ani preferences for the present and the future, and tie rate of interest, he buys
OA of the present goods and plans to save so much s 10 have OB of gonds in the
fuiure,

Suppose thereas i chuange o hus preferences, Whot will be the effect of sucha change.
on the consumer's saving plan? If s preference for the present goods inereases, s
price-income line will meove 1o PIF so that he is in equilibrium it point Q on 11 He
now buys OA, present goodls and thus saves less for the Toture gonds, Ax nresuly, the
purchase of the fnture goods will fall from OB to OB 1. On the other hand, if in his
estimation the value of future comsumption increases, his price-income fine will
msve 10 PLUF where he will be in equilibrium at point B on Leurve. He will, therefore,
save miore snd thus reduce his consuntprion of present goods o OA2 in arder 1o have
(B2 future gonds. Similar effects can be tmoed if the mate ol interest chamges, other
things remaining constant.

99  SUMMARY

Everv conswmer aims at petting maximun satistoction ovt of lis given expendinre.
A consuower s Said wo have ptiamed equilibrivm when hespends given income or
budget in such a way.ns 10 vield optimion sutisfaction, given the prices of two goods
und the consumer's preference. In simple words, W consumer s saiid 10 be in
equilibrium when he is geting maxinmum sutisfaction out of his lmiwed income. A
comsumer miny fnd out his equilibirium condition with the help of indifference curve
analvsis,
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9.1 GLOSSARY

Budge! Lire: Budget line or price line shows all those combinaiions of two goods
which the consumer can buy spending his given money income on the two zoods at
hixir given prices.

Murginil rule of substitution: Maeginal rile ol substitution is the mte ot which the
consumieris prepared to exchange goods X and Y.

911 SELFASSESSMENT QUESTIONS

L. Wit is a budget line?

2 Explain variogs conditions in which a consamer s said to he in equilibrium”

3. Discoss the vanous applicanons of indifference curve annlysis?

9.12  LESSONS END EXERCISE

L. Explomn in detml when o consumer 15 sudd to be in equilibrium with the help of
indifference curye?

9.13 FURTHER READINGS

Ahuju, HL, "Advanced Economne Theoary™, 20000 Sultan Chund and Co (P, )Ll
Mew Delhs.

Chopra.PN.. * Principles of Economics”, 2000, Kalynm Publishors, New Delhi.
Iingan, M.LL, "Micro—Economic Theory™. 2002, Vrinda Publishets (P) Lid., Dethi.

Selh ML, Advanced Econonne Theary,
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UNIT-1I THEORY OF CONSUMER'S  Lesson No.: 10
BEHAVIOR

INDIFFERENCE CURVE VERSUS UTILITY
ANALYSIS

STRUCTURE

11 Introduction

0.2 Ohjectives

103 Merits of indifference curve analysis

104 Assumplions

1.5 Practical Significance

10,6  Summary

10,7 Glossary

10.8  Self Assessment Questions

109 Lessons End Exercise

10,10 Further Readings
1.1 INTRODUCTION
Though cardinal wility theory is Marshall's brilliant work o analyze consumet’s
behavior, the indifference curve theary or ordinad utility theory outwelghs the former
heciuse af its more realistic way o analyze consumer's economic behavior. One of
the msior difficulties in sindying consumer’s behavior 5 that it is impossible (o
predict human behavior. However, indifierence corve onnlysis is considered the best
ool 1o perform such o diffealn sk, Two tmportam ordlaalises are Hicks and Allen.
Hicks und Allen opposed the jdea of utility a8 o mensurable entity and advanced
incifference curve analysis as an alternative medhod wo the cusdinal utility theory.

10.2  OBIECTIVES

After going through this chapter you will be able o0

| Understand mernits of indifference curve annfysis over marginal urility
analysis.
2. Getan msight lnto signilicance of indifference curve,
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1.3 MERITS OF INDIFFERENCE CURVEANALYSIS

The indifference curve analysis definitely possesses cenmin distinguishable and
unguestionable merits over Morshall's cardinal utility analvsis. The following ure the
updeniable merits of indiifeence corve analvsis:

Marginal ueility uf money

Marshall's icles of congtun utility of money just huppens to be impractical. With his.
axsmmnpriien of constant margmal arility of money, Marshall was unable to figure out
the 'incomie effects’ of a price change. Hence, he wits unable to differentiate between
subsritution’ and income” effeats that are the (wo glements of Price-effect”. Because
of this, Mirshall failed to produce any sdequate details lor Giffen Puaradox. By
aplitting the price effect into inctme wnd substitution effects, Hicks mnkes it possible
for us to enuncipoe substintiolly more generl degumd theorem, When it comes (o
Giflen goods. the negative tneome effect is stronger o overshndow the positive
supstitution elfect; hience, the buver purchases less of the purticular commedity
while the price decreases, '

Realistic method of meaxuring weility

The Marshillian study of consitmer behuvior religs upon the unstable basis of the
cardinal utility approach, which considers thay ptlity is measurnble and pdditive,
This w sceordonce with Hicks and Allen s memendousty  improctical  and
ambiguous, Becuuse utility is o prychic-entiey, it differs from individoal w individual
asowell s from Hme o time. The fundamental benefit of the indifference curve
approach is that it happens to be dependent on the ordinal utibty function. It is
cerminly nor desmed thir the buyer is capable of gauging the quantity of vuiliny
resulting fram any spectlied sddition of o commaidity. The only thing that is pssumed
15 thut the customer is able to choose the best compaesition of products and services,
and ulse |s able to reveal which combimtion of goods is preferned more thim or Jess,
than or equally 1o another combination. As a result, the indifference curve method
presents i much mere practical way of measuring consumer’s saasfoction when held
uf apiinst the tiestone oftered by Muorshall.

104 ASSUMPTIONS

Economists crificize that Mapsdudl's cardinal utifity merhod assumes 0o many
things. Therefore, the model places more restrictivng 10 analyze conswmer’s
equilibriom condition. The mdifference curve analysis also evaluntes the spme
conxumer s cgmlibriom condition. bowever with lewer assumptons. Hence, the
indifference curye theory i less restrictive.
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Acvording to mdifference curve analysis, o consumer is equilibrimm where the
badget Tine s rangent o an indifference curve. In techmical iecms. the equilibrium is
the point where the marginal ate of substitution (MRSXY ) is equal to the price ratio
(PX/PY) of two commedines. nfigure 1 the point E denotes equilibrium.

Fwure §

Cewmrestiny W

0

7 ul
Crishssality X
MRS af commodity X for commodity Y = price of commodity X price of commodity
Y {a)

MRS of commisdity X for commodity Y s the rutio between the margmal vulity of
commmodity X and morginnl utibny ol commodity Y.

MRS of Xfor Y =MU of X/MLU of Y (b}

From equations (a) and (h), we van decive that MU of commodity X'MU of
commndity ¥ = Price of commodity XiPrice of commodity Y that can be
reformulated as MU of commaodity X/Price of commaodity X = MU of commadiny
Y/ Prce of commaodity Y.

Murslinll hos actunlly inteuduced the pooportionadity rule ol consumer’ < equilibrivm
mentioned above However, the sume rale cun be Tolfilled with fewer restrictions and
assumptions by oedinal utility approach.

According o the principle of Ovcum's rueor or the rule of parsimony, 17 two theares
provide same resull, the theary with the fewer wssumptions should be preferred.
Therelore, indifference curve nonlysis outweighs Marshalls cardinal utility method
in this regard.

Substimtes and complementary goods

Marshall's cardinal wtility theory is founded on single-commodity model. Marshall
elimimates the contention of substmies and complementary goods by classifying
theni as one commodity. Hick's ordinal atility method takes into a¢eount ol least two
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commndities in asingle combination. Prof. Hicks desceribes the association berween
substitures and complemints of goods inasystemuone method.

10,5  PRACTICALSIGNIFICANCE
The indifference curve analysis enables you o mvestigate the consequences of
rutioming us well as taxation on consumption und revenue of the individuads,

Hicks and Allen in i attzimpt to God an alieonstive approsch o Marshioll's iy
analysis has attriboted the indifference curve analysix, However, many econonmsts
feel thot the klea or mdifference curve 1s ot an alternative 1o cardinal otlity theory
But o replica ol it

For instanee, according to Prol,. DUH, Robertson, the inditférence curve anillvsis is
Just 'the obd wing in i new botle," Roberison further siates thut the indifference curve
analysis has simply substitated new terms in the place of old ones. The following
Table shows how (he concepis of cardinul ouliny theory hiuve been replaced with new
concupls:

Cardinal i_?t;ﬂlt_v '.I'Illmry Indiffervpce Curve Anal j'-iis.

I Dyimmshange margasl atiiny Murgzaoi] mte of sulbsimuiion

2 atility Prefenmoe
A Capdinalinurpber sydiom (one,  Chrckinnd mumbes system (e, secomd,

iz, Three...] thind....)

A, Equilitsinmn eonditise: MU of
. 0 Bapolibrmn comfuton: MRS of X for Y =
Niprice of X = MU o ¥iprice of Y

e of Xopricaof ¥
{Prirpoctionality Bale) i m

Acconding o Prof. Schumpeter, from a practical standpoint, we ure pot much bener
of f when drawing purely imaginary indifference curves than we are when speaking
of & purely imaginary otility function.

Furthermore, Prof Armstrong clome that Marshall's concept of marginal utility Is
the Base Tor Hicksian principle of dimipishing muarginal cie ol subssitution, He
paints out thist Maeshadl's concept of masginal utility is the reason why the MRSxy
diminishes and the indifference curve is conves 1o the origin. 11 the conwumer
mroreases e stock of conumodity X, the margmal wility of commodity X i wermis of!
commodity Y will start decrersing und at the sume tme. margmal ity of
cammediny Y will ston increasing. Hicks has not acimiited the findumental coneept
of wility in his unalvas. However, hy means of werminological manipulation, the
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concept of diminishing margmmal utility s there in the indifference cove mnalysis
wways. Because of this reason. economisis olomm that it s (he reformulagon of
Marsholl's utility theory.

106 SUMMARY

Hicks und Adlen i an attemapt to find an alternutive approach (o Marshall's utitiy
anilysis hus atiriboted the indifference curve analysis, One of the mjor difficulties
n studying consumer's hehovior is that it is impeossible w predict buman behovior.
However, intifference cirve annlysis as considered the best wol o perform such a
difficult sk,

10,7 GLOSSARY

Marginal utithity: It 14 the additional wility dertved from the consumption of an
additional umit of o commndity,

Muroinal Rate of Substitwunon: Marginnl Rate of Subsiimition (MRS) 15 the rare
whueh the comsumer s prepated toexchin ge goods X and Y.

10 SELFASSESSMENT QUESTIONS
L. Stte the advantages of indifference curve over Marshall's cardinnl wtility analysis.

2, Describe the significunce of indifference curve over Marshall's carding! wility
analysis.

1.9 LESSONEND EXERCISE
I. Compare and contrustindifTergnce corve apal ysis and margiaal oulity analysis.
110 FURTHER READINGS

Ahujo, H, “Advanced Econcmie Theory™, 2000, Solan Chand wod Co0Pvt, LA,
New Delhi.

Chopra PN, Principles of Economics™, 2000, Kabyvini Publishiers, New Delhi,
Jhingun, ML, “Micro-Economie Theory™, 2002, Vianda Publishers (P) L., Delh,

Seth. ML Advanced Economic Theory,
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UNIT-11I PRODUCTION AND COST  Lesson No.: 11
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1L Introduction
1.2 Objectives
1.3 What s production?
11.3.1 Factors of production
14 Production Function
114, L Short-run and Long-run production function
LS Assumptions of Production Function
1.6 Law ol variable proportion
1L7  Lawofreturns toscale
11.8  Summary
1.2 Glossary
TLID Self Assessment Questions
LI Lessons End Exercise
112 Further Readings

LT INTRODUCTION

Production 1 an important economic activity which satisfies the wants und needs of
the people. Production function brings out (he relabionshup between inputs used and
thie resuling olpar A fim 15 an enlity that combmes hd processoes resources in
arder o produce output (thnt will satisfy the consumer's needs, The firm has (o deoide
as 40 how much to produce snd how much input factors (labor and copital) to employ
to produce efficiently. This chapter helps to understand the set of conditions for
efficient production of an orgnnizatien. Production is & very importont economic
activity, The standurd of Tiving in the ultimate analvsis depends on the volume and
variely of goods amdd services produced in o country, Tn faet, the perfrmance of an
eeontmy is judged by the level of its production. These countries which produce
goods in large quantities are rich and hose which produce littde of them are poor.
Thus, the pmount of goods and services an economy 15 able to produce determmes
the richness or poverty ol that ¢conomy. The LLS A a8 aveh country just beeause s
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level of production is high. Indin is not so because its level of production is not very
high.

1.2 OBIECTIVES

Adler going through this chiapter you will be able to:

l. Kuow the meaning of production in Economius,
2 Harve nansight into the virious factors of production.
3 Understund shart-run and long-run proditetion function,

1.3 WHATIS PRODUCTION?

In Economics, by production, we mean the process by which man utihzes or converts
the résources olnature, working upon them so a8 10 moke them satsfy human woants,
In olher words, production is any cconamic sotivity which is directed towards [he
satistaction of the wants of people by converting physical inputs into physical
outpuis. Whether it 15 the making of matenal goods or providing any service, it 15
wcluded 10 production provaded 11 sarisfies the wants of some people. So. m
Feonomics, if making of cloth by an industrial worker is production, the service of
the retailer who delivers it o consunwrs 15 also production, Similarly, the work of
doctors, lawyers, teachers, actars, dancers, @t¢. I8 production since the services ure
provided by them o satisfy the wamts of those who pay for them: The want satisfymg
power of goods and sorvices s called urility. Producnion can also be detined os
creation or addition ol utility,

According to James Bates and LR, Parkinson “ Production Is the organized
activity of transforming resources info finished products in the form of goods
and services; and the objective of production is to satisfy the demand of such
transformed resources™.

Tt should be noted thal prodisction should tot be tkeén (o mean as creation of matter
becanse, deearding 1o the fundamental lnw of science, min cannal eveate maiter,
What a man can do is only 1o create or add utility. When n mun produces o table, he
does nof ereate the matter of which the wood 1s.composed of. He only trarnsforms
wond nta & chair, By domg so. he adds oulity to wood which did not bave nnlity
before, Producnion consists of various processes to pdd urility to notural resourees for
gaining grenter satisTaction From them by

L Chunging the form of natural resources. Mox manufacturing progesses
congist of mking raw muternl and ransforming them into sume Hems possessing
utility, vz, chungung the form of'u log of wood nto o table or chupging the form of
wron into s machine. This may be called confernng unlity of form.

103



i Changing the place of the resources, from the place where they are of listle or
no use 1o snother place where they nre of greater use. This utilivy of place can be
obitained by

(i) extraction from carth ¢.g., removal of conl, minerils, gold and other metal orés
trom mmines and supplying them to markets.

th) transterring goods from where they give lile or no satisfaction, to plices where
therr unility s more, e, oo Molova s of hitde use until 1t s brought w the
milustmalized centers where necessary machmery and echrnolugy are available 1o
priduce metal boxes for phcking, Another example is: apples in Kashmir orchards
have some use w farmers, But when the apples aee tansponted 10 markets where
humin senlements are thick and crowded ke the city centers, they afford more
satesthetion o greater number of people, ruther than to the fimmers m the Kashmmr
apple orchards. These examples only ciuphesize the addinonsl utlity conterred on
all goods, by all forme of wansportation systems, by transport workers and by Lhe
agents who assist in the movement and marketing of goods

il Making uvailuble matenals al times when they are not nommadly available
e.0., harvested food graing are stored for use till next harvest. Cannmg of seasonal
s 15 undertiken to make them avnilable dormg off’ sesson. Thos may be called
conferring ofutility of time.

(iv) Muking uke of personal skills in (he form of services, e.g., those of
organizers, merchunts, transport workers ¢t The Tundamenta) purpose of all these
activities is the same, namely to create otility in some manmer. So production is
notling bur the sreavon of utilines in the ferm of goods and services. For example.
the production of a woolen suit, utility is created in some form or the other. Firstly
wodl is changed imo woolen cloth ut the spinming amd weaving mill (utility creatcd
by chuning the form). Then, it iy inken toa plade where it is 1o be sold (utility added
by transportmsg it), Since woolen clothes are used onty m winter, they will be retamed
until such tme when they are reguired by purchaserss {teoe ueiliny) o the whole
process, services of variows proups of people wre wiilized (as thut of mill workers,
shopkeepers, agents cic.) to contribute w the enhancement of wiility. Thus, the entire
process of production is nothing but creation of form utility, place utility, time tility
and/or personal utifity.

11.3.1 Factors of Production

Whatever 15 used in producing i cammiodity is énlled s mpuis: For example, for
producing wheat, n farmer tses inputs like soil. trmctor, tols, sceds, manure, witer
and his own services,
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All the inputs are classified mto two groups— primary inputs and secondary inputs:
Primary inputs render services only whereas secondacy inputs gt nverged in the
commodity forwhich they are used. '

In (he ubove example, soil, trsctor, touls and fomers seevices are prmury mpais
because they render services only whereas seeds, manure, water and insecticides ure
secondary inpuls hecause they get merged in the commodity for which they are used.
It 15 primary inputs which are called factors of production

Primary inputs are also called feror inputs and secondary mputs are known as non-
factor mputs. Alternatively, prodoction @5 undertaken with the help of resources

which cun be eategorized into niatural resources (Tand), human resources (labor and
entreprencur) and munufaciured resources (capital)

All factors of production are traditionally classified in the following four

Croups:
Land Labemr Capital Entrepsenarier
(Free gifie of { Mpstat oo JLIT R (Risk taker.
ML, (41 plmTuﬂ e uf urwﬂ:n;:
il foreita it iy prosluction ntisdets anf’
r:l.:rrl.. frirey. e i) )., e oiher joctons)
nir, e b Basibdinrad
I. Land:
. Lmnd includes all natral phvsicnl resources — c.g. femle tam Lol the

benelits From o temperite elimste or the hardessing ol wimd power and solar power
and other forms of renewable energy.

N Some mitions are richly endowed with natral resources and then specialize
n the their extraction and prodoction— forexample —the ngh productivity of the vast
expanse of furm lund m the United Swates and the o1l sands in Alhera, Canada. Other
countries such as Jupan are heavily rehant on imporiing these resources,

r Lubor

. Labor s the human (oput into production e.g the supply of workers available
und their productivity
. An merense i the size wid the gualiny of the labor foree is viml if 3 country

wants 10 achieve growtie Inrecent vears the Issue of the migmtton of lobor hos
become importanl, Can mygrant workers help 1o solve labor shortages” Whit are the
lopg-term effeets on the countries who sutfer o drain or loss of workers through
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migration?

3. Cupitnl

. Capital goods are used o prioduce other conswner goods and services i the
future

. Fixed vapital includes machinery, equipment, new technology, thetories and
otherbuillings

® Working capital means stocks of finished and: semi-finishad goods (or

components) that will be either consumed in the near funre or will be made o
consuier poods

® New hams of capitnl machinery, buildings or technology are used to boost the
productivity of labor For example, improved technology in farming has vastly
inereased productivity and allowed milhions of people to move from working on the
{and into more valunble jobs i other mdustries.

4. Entreprencurship

. Regarded by some as a specialized form of lnbar input

. Anentrepreneur is anindividus! who supplies products (o a murket 1o muke o
prisfit

® Entreprencurs will wiually invest their own financinl capital in o business and

ke on the nisks. Their main reward is the profit made from runnmg the business.
114 PRODUCTION FUNCTION

Production function states the functiomal relutionship betwieen imputs und outpul 1e.,
the maximum amount of output that cun be produced with given quantities ol inputs
under i given state of technicnl knowledge. Itean also be defined as the mimimm
guantities of vanous mputs thet are requived to yield a given quantity of output, The
omput tkes thie form of volume of goods or services and the mpws are the differem
factors of production e, Tand, Tubor, copital and enterprise. Samuelson describes
production (unction as the relationship between the maximum amownt ol output that
can b produced and the input required o make that output. 1t is defined forw given
state of technology.

According to Richard H. Leftwich, " The term production function is applicd to
the physical relationship between a firm's input of resources and its output of
goods or services per unit of time leaving prices aside™,
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In short, the production function is.a eatalogue of output possibilities. The production
function can be algebratcally expressed i an equation in which the outpur 15 the
depundint variable ond inputs are the dependent varinbles. The cquation can be
expressed bs:

Q= bed. . i)

where 'q" stands tor the rate of output of given commaodity and n, b e, d.. . .. n, are the
different facrors (inputs) and serviees used per unitoftime,

11.4,1 Short-run und Long-run Production Function

The production function ofa firm can be studied in the comext of shor period or long
period. Sher period or short run is that period of time which ts wo shott for a i to
mstall 3 new capital equipment o increase production. It implies that capital is &
fixeil factor in the short run and the production function is studied by holding the
Quantiies of capital fxed, while varying the amount of other Taclors (labot, mw
materinl ete.) Svimbolicallv, Q =T (K. L). This is done when the low: of variable
proportion is derived The praduction funetion can also be studied i the long run
The long ran is a penod of tme (or planning borizon) o which all the factors of
production sre variable. [vis o time period when the firm will be able o insimll new
machines and copitel equipments apart from mereasing the units of lubor. The
behavior of production when ull fuctors are varied is the subject matter of the lnw al
returns o scale,

113 ASSUMPTIONS OF PRODUCTION FUNCTION

The production function 1s based on cenam assumptions:

1[0 reluted 1o o particular unit of ime.

2 The wechnical knowledge during that period oftime remains constmt.
3 The producer isusing the best technigue aviulable

1.6 LAWOFVARIABLE PROPORTION

Hefore discussing this laws if would be appropriate 1o understand the meaning of wital
product, wverage product and marginal product.

Towl Product (TP} Towal produet is the wtal output resulting from the efforts of all
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the factors of production combined together at any time. 1f the inputs of all but one
fagtor are held conswunt, the wial product will vary with the quantity used of the
varinble thetor, Column (1) and (2) of Tuble represant o total product schedule.

TOTAL PRODUCT SCHEDULE

Quantitvoflabor  Total Product  Average Product Marginal Product

(TP) (AP) {(MP)
i (2) (3) (4)
I 100 1.0 100
2 210 (5.0 110
3 330 Hon 120
4 440 100 {10
5 320 104.0 0
f il 1000 80
7 6710 057 70
§ T20 90,0 50
g 750 833 30
1) 760 76.0 10
1 740 H7.2 20

We find that whep one unit of lnbor is emploved, the tonal product is 10O units, When
two units of Tnbor ure employed, the total product nises 1o 210 units, The total product
goes on rising & more and more imits of labor are employed. With 10 units of labor,
the total product nses (o 760 unns, When |1 units of labor are cmploved. wral
product fillls to 740 uits.

Average Product (AF): Avernge product is the tonll product per unit of the varable
fhetor. It is shown as s sehedule in column (3) of Table L When one unit of labor is
employed, average product is 108, when two units of labor ore employed, average
product nises o 105, This goes on. a8 shown inthe Table .

Muorginal Product (MP): Munginal product 15 the change in total prodoct par wit
change in the quantity ofvarinble factor. Inotber words, it is the pddition made 1o the
intal production by an additional unitof mput

The computed volue of the marginal product appears in the last column of Table 1.
For example. the MP corresponding 1o 4 units 18 given os 110 units. This rellecs the
flot that ur incresse in lubor from 3 o4 units, inereased output from 330 to 440 uuits.
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Relationship between Average Prodoct and Marginal Produaet: Both pverage
product anid marginmd product wre derived from the waal product. Average product 1s
abitained by dividing total product by the number of units of variable fbetar and
msrgingl product is the change in il product resulting from aunit increase indhe
quantity of variable factor. The various points of clationslip between average
product nnd marginal product can be sumimed up as follows:

. when average product nises as a resull of s merease in the quantity of variable
npul. marging product is more than the average product.

b when average product is maximum, marginal product is equal woavessze product,
In other words, the marginal product curve cuts the average product curve it its
THOX MU,

¢. when average product falls, margimnl product is lessthan the average product.

The law of variahie proportions or the low of dimitishing returits exitmes the
production function with one factor varinble, keopimg guuntitics of other factors.
fixed. In vihes words, i refers o input-output relationship, when the output is
mereased by varying the quantity of one input. This law operates in the short run
‘when all the fisctors of production cannot be increased or decrensed simuliancously
(for example, we cannot bulld a plant ar disthantle o plant i the short run ).

The law operates under cerain nssumptions which ane ns follws .

I The state of technology is assumed 1o be given umd unchanged. If there is any
maprovement m fechnology, then marginal and average prodoct may mise instead of
falling.

2. There triunt be sante inputs whose quantity 18 kepl fixed. This low does not apply to
cases when oll factors are proportionmely vaned. When all the factors are
proportionstely varied, laws of returms to seale are upplicable,

3. The law does not apply to those cases where the factors must be used m fxed
proportions w vield output. When the vadous factors are required 1o be nsed in fixed
proportions, an inerease in ote etor would not lewd Lo any inetease i output 1e.,
marinal prodoct of the vaziable Tagtor wall then be zeeo and not dinvinishing.

4. We consider only physical ingrits and outputs and not economie profitability in
mOnetary [ermis.
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The law states that as we merease the quantity of one input which is combined with
other fixed mputs. the marginal physical productvity of the varinhle input muss
eventually decline.

In othor words, an increase in some inputs relative 10 other Tixed inputs will, in 4
given state of technology, couse output to increase; but afier a poing, the extra output
restlting from the same addition ofextra inputs will become less and less,

The behavior of outpur when the varying quantity of one factor 15 combined with &
fixed quantity of the others can be divided into three distinet stages ot laws, In order
to undeesiund these three stoges or lews, we may graphically illustrate the priduction
function with ong variable fetor

Inthe following figure, the quantity of varable factor s depicted on the X axis and on
thi Y-axis 15 mensured the Total Product (TP, Average Product (AP) and Marginal
Product (M), As the Ogore shows TP curve goes on increasing up to o point and after
thant it stunts deelining. AP and MP curves first rise and then decline: MP curve stans
declining earlier than the AP curve, The behuvior of these Total, Avernge and
Mearzinal Products of the varable factor consequent om the incregse m its amount 15
generally divided into three siages (laws) which are explained below.

r

= - -k  ———— t

Fig: LAW OF VARIABLE PROPORTION

Stage 1; The Law of Increasing Retums: In this stage, total product increases at an
mizreasing mite up toa point (in figure up to pomt F), margioal produce also rises and
15 maximum ot the point corresponding to F and avernge product gies on rising
From peint F anwards during the stage ane, the totn] product goes an rsing but ot a
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diminishing rate, Marginal product falls but is positive, The stage | ends where the
AP curve reaches its highest point. Thus in the first smge the AP curve rises
throtphout whereas the marginal product curve first rises and then starts fulling after
reaching its maximum, 1 is w be noted that the murginal product althougl stans
deeliming, remains greater than the average product throughowt the stage so thal
average product continues toTise.

Explunnuon of the law: The law of mereasing retums operaies beeause: m the
beginning the guantity of fxed footors s abundant relutive W the guantity of the
varinble etor, As more units ol virriable factor are added 1w 1the constant quantity ol
the fixed factors then the fived factors are more intensively and effectively unilized
r.e., the efficiency of the fixed factors incresses as additional units of the voriable
fuerors are ndded o them. This causes the production 1o mcrease at g vapid rate. For
example, il o machine van be efficiently apersted when fbur persons ure working on
it und i in the beginning we are operating it only with thiree persons, production is
hound to increase 1 the fourth person is also put 1o work on the muchine since the
machine will be effectively utilized to its optimmim, This happens becanse, in the
beginmng some amount of fixed factor remained unurilized and. therefore, when the
variable fuetor is meveased. mller utilization of the fixed factor becomes possible and
it resulis in incrensing returns. A guestion arises ag 1w why the fxed factor 15 not
initially tuken in a quantity which suits the available quantity of the variable factor,
The answer is that, generally those factors are taken as fined which are indivisible.
Indivistbality of a favtor menns thar due 10 wehnologieal Tequirements, & minimm
armount of that factor must be employed whatever the level of output. Thus, o8 more
units of the varimble factor are employed (0 work with an indivisible fixed facor,
output greaily increases due t fuller utilization of the latter, The seconid reason why
we getincreasing retums @t the mitial stage is that as more units of the vanable factors
arz emploved. the efficiency of the varinble Tactors itsell iporeases. Ths 1s becausi
will sufficient quantity of the varoble factor introduction of division of lobor and
specialization becomes possible which results in higher productivity,

Stagre 20 Luw of diminishing returng: In stage 2, the total product continuges 1o
increase at @ diminishmg rate goml it reaches s maxinom poant H, where the second
stage ends. In this stage, both margnnl product and nverage produet of the varable
fhetor ore dimimishing but e positive. At the end of this staye pe. ot point M
(commesponding 1o the highest point Tl of the wal product curve), the marginal
product of the viriable factor is zero, Seage 2, s known as the stage of diminishing
retums becise bath the avernge and murgimal products of the varinble factors
continuousty fall durmg tus smge. This stige is very importan! because the firm will
seck to produce in i range.
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Explmation of the taw: The question arises as to why do we get diminishing returns
afier o cerunn amaount of the vanable faetor has been added 10 the fixed quantny of’
that luetor. As expluned shove, increasing retums oceur privmarily bechuse of the
moye efficient vse of fixed factors us more units of the variuble fictor are combined 1o
wark with it. Onee the point is reached at which the smount of variable factor is
sufficient to cosure efficient wtitization of the fixed factor, any fimther increases in the
variable foctor will couse marginal and average product 1o decline because the fixed
foctor then becomes thdeguate relative W the quantity of the varable foctor
Continuing the sbove example, when fourmen were put to work on one machine, the
optimum combination was sehieved, Now, if' the fifth person is put on the machine,
his contrbution will be nil Inowther words, the margmal productivity will start
dimimishing.

The phenotnenon of diminishing retums, like thal of increasing returns, rests upon
the

mdivisibility of the fixed Factor, Just as the average product of the vanable fetor
mcreases in the first stage when better utitization of the fived mdivisible factor 15
being made, o the average product of the varable factor dimmishes in the second
stnge when the Nixed mdivisible factor is being worked too hord. Another reason
offered lor the operation of the law of diminishing retumns 5 the imperfect
substitutability of one factor furanother, Had the perfect substitue of'the seuree fixed
factor been pvailzble, then the pauclty of the scarce fixed faoror durning the second
stage would have been made up by inerensing the supply ofits pertect substinue with
the result that output could be expumnded without diminishing retwms.

Stnge 3: Low of negative retims: In Siage 3, wial product declines, MP is negative,
average produet is dimimsling. This stage 14 culled the stage of negative retums
sinee the marginal product of the vanable factor is negative durmg this stage.

Explanauon the lnw: As the amoum ofnbhe vanable (aewor continues o be mersiised 1o
ncorgtant quuntity of the other, & stupe = reached when the total product declines and
marginal product becomes negative. This is due to the fact that the quaniity of lhe
variable factor becomes too excessive relative 1o the fixed faciorso that they get in
each other's ways with the result that the toal output falls instead of nsing. In such a
sitaanen, a reduction in the unitg of thi: variable fuetor will merease the o outpu.

Stage of Operation: An fmportant guestion 1s in which stoge a rational producer will
seck 1 produce. A rational producer will never produce in stage 3 where marginal
product of the varinble f@etor & negative, This being so a producer can always
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mcrease his output by reducing the amoumt of variable factor. Fven if the variable
faetor 18 free of cost. a rational producer stops before the begimmmg of the third sizge.

A rationa] producer will slgo not produce tn stage 1 o3 he will not be making the best
use of the fixed fctors amd he will not be ulilizing fully the opportunities of
ingreasing production by inceeasing. the quantity of the variable fbctor whose
average product comtinucs to rise throughout smge | Even ifthe fioced factor is free of
costin this siage. s muonal enreprenenr will continue adding more vanable factors.

I35 s clear that o rationud producer will never produce in stage | and stage 3. These
stuges are colled steges of econvmic absurdity or economic non-sense. A rational
producer will always produce in stage 2 whete both the margingl product and average
product of the vanable Inctors are diminishmg, Al which pamicular pome in this
stage, the producer will decide ro produce depends upon the prices of factors.

1.7 LAWOERETURNSTOSCALE

Wi shall now undertake the study ol production in the long run. O, we will study
chunges in output when gl fetors of production in g particulsr production function
are mereased together. In other words, we shall study the behavior of output m
response 1o & change i the scale, A chenge in scale means thar all fuctors of
production are increased or decrensed i the same proportion. Changes in scale are
different from changes in factor proportivns. Changes in output as o result of the
variation in etor proportions, as seen before, form the subject matter of the law of
variable proportions, On the other hand, the study of chamges i onput as o
consequence ol changes 1n scale forms the subject matter of returns 1o scile which s
disousscd here, Returns to scale may be constomt, increasing or decreasing, 10 we
incrense all factors Le.. scale in o given proportion and vutput increases in the sanie
proportion, seturns o seale we said 1o be constant. Thos, if @ doubling or trebling of
al! factors cavses o doubling or trehling of output, retums to scale pre constant. But,f
thi: merease moall facrors leads 1o more thisn Proportionice INCrease in Guipul. Feturns
to scale are saud 1o be increasing, Thus, ifall factors are doubled mnd outpul increnses
mene than 4 double, then the retums to seale are sald 1o be increasing. On the other
hand, it the inerease inall fietors leads 1o less than proportionat increase in ourpu,
retomms to scale are decreasing, [t is needless to say that this law operates in the long
rurl when 81l the tetors can be changed mbe sime proporion suuliancous!y.

Constant returns o scale: As stted above, constuil réturms tw seale means that wilh

the ingrease in (e seale in some proportion, output increases in the same proportion.
It hais been found that production funetion for the cconomy as a whole correspanils i
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production function exhibiting constant retwms to seale, Also, it has been found that
an individuni firm passes through & long phase of constan retums 1o scale in s
lifetime.

Constant return 10 seale is otherwise called ns “Linear Homogeneous Production
Funetiom”

Increasing returns 1o scale: As stted earlier, increasing returns 1o scale mepns that
OUIpUL INCTERses I a preater proparmon than the merease in mpuis, When a finm
expands, increasing returns 1o scale are obtained in the begning. For example, a
waooden box of 3 {1 gube contuins 9 thnes greater wood than the wooden box of |
foot-cube, But the capacity of the 3 foot- cube box is 27 Himes greater thun that of the
one foot cube. Many such examples are found in the real world. Another reason for
wcreasing retums 1o senle 18 the indivisibility of facrors. Some [actors are available
 lorge uid lumpy umits and oy, therefore, be utilized with utmost efciency at o
larwe cunput, 17 ol ihe factors are perfectly divisible, inereasing retums may no
oceur, Returns to seale muy also increase because of greater possibilities of
specialization of land and machinery.

Decreasing remrms to seale: When output mcreases in g smnller proportion with an
morease in oll inputs, decreasing returns to scale are siid to prevail, When o firm goes
on expanding by mereasing all imputs, dirminishing retums to scule setin. Decreasing
returns to seale eventually oceur beewse of increasing difficuliies of munagement,
coordingtion and control. When the firm has expanided to a very large swe, it 15
difTicult ro manage nwith the same efficiency as before.

The Cobh-Douglas production finction, explamed enilior 15 Used o exhibil "retirns
to scale”

i production:

Ifa+b > Ingreasing retums o scale result e, merease m output is more than the
proportionate increase m the use of Teerors (lnbor and capiial

n b= [ Constunt relums Lo seale result e the output increases in the same
propartion inwhich fictors sre increased '

i+ b= | deereasing returns 1o scale result fe. the outpul increases [ess than the
proportionate increase i the labar and capital,
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1.8 SUMMARY

Production s one of the basic cconomic activities. In simple ferms production,
means ‘creation of uling'. [t is the oueome of the combmed wetivity of the Tour
factars of production viz, land, Inboe, vapital and organization, Land includes all
those natura| resources whose supply for the economy oy o whole is fixed. Labor is
any mental or physical exertion directed to produce goods or services, Capital s
produced means of production wnd it compnses man made machines and nunterials
wiieh are used for further production. Entrepreneur i the person who bears the risk
nnd uncertaintics of business, Factors of production can be divided into fwo
citegories — Fixed factars are those factors whose quantity remaims unchanged and
variible fctors change with a chinnge in the level of output, Production finetion 1s &
wechnical relationship berween mputa and ourput,

119 GLOSSARY
Production: erention obutilify,
Liritity. Want satisfying power ofacommuodiny

Fuetors of Production:, There are four factors of production Uit are used up in the
provess of production. These melude - land. lnbor. capital and entreprencursinp.

Land: reters to all free pitks of nature which would imelude besides the tand.

m commaon parlance, natural resourves, lertility of sonl, water, tir, naturnl vegetation
ey,

Lahor: refers 1o various types of human efforts which require the use of physical
exertion, skill and intellect.

Capital: refiers to that part of wealth of an mdividual or community which is used for
further production of wealth,

Production function: as the minimum quantitics of varioons ipus that are required to
yiehd agiven gquantity of vutpul.

Short=rum: 15 that period of rme which s oo short for a frm o mstall @ new capital
cupment o increake production.

Lidng-run; [£is o time pecad when the firm will be able to mstal] new machines and
capital equipments upart from increasing the units of laborn
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1110 SELFASSESSMENT QUESTIONS
1. What do youmean by production?!
1. Wit are the various factors of producton !
3. Give wnote onrelutionship between Average Product and Morgmal Product,
4. Write 0 dhort note on produstion Tunctibn?
ILH LESSONEND EXERCISE

I, Explain in dewil production function. And also ste the difference
batween short-run and long- run production funerion,

2. Stare and explamn law ol varsble proportoen, Also mention ns
asSUmPLLONS,

3, Discuss in dewd] the lnw ol returns o senle.
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Seih ML, Advanced Economic Theory.
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12.1  INTRODUCTION

Supply 15 an independent cconomue setivity bur [0 is based on the demand for
commadities, The munagers' ability to make more profils depends apon his ability w
adjust the supply 1o the demund without creating asurplus while at the same time not
creating a searcity thit will spoil the image of the company in the eyes of the public.
Supply 15 also somenmes melastic and sometimes elastic. The managers have 1o ke
wise decisions to taximize the profits of the firm.

1.2  ORJECTIVES

After going through this chapter, vou will be ableto:

i\ Uniderstand the meaning of supply

i Understand what determmes supply.

1. Ciet an insight mto the lnw of supply.

V. Understand the concept of clasucity of supply.

17



123 WHATISSUPPLY?

A the term ‘demand’ reters to the guantity af 8 pood or serviee that the consumers are
willing and abie 1o purchase at varions prices during a given period of time, thie tetn
Supply’ refers 10 the amount of o good or serviee that the producers are willing and
able to offer to the market at various prices during a period of time.

Two important points apply to supply:

(1) Supply refersto what firms offer for sale, not necessarily to what they suceeed
sellme.

What s offered may nol pet sold.

(i) Stpply s o Jow. The quantity supplied i 50 much’ per unit of time, per day, per
wiek, orper vear.

124  DETERMINANTSOFSUPPLY

Determanants of supply (also known as factors affectmg supply) are the factors
which mfuence the quantny of u produer or service supphied. We have already
learned that price is & major feotor affecting the willingness and ubility to supply.
Here we will discuss the determinants of supply otler than price. These ure the
factors which are nsatmed 10 be canstant in law of supply.

The price change of a product causes the price-quantity combimation to move along
The supply curve. However when the other determinants change. the supply curve is
slifled.

Following are the major determinants o supply other thin prige:

1. Number of Seflers: Greater the number of sellers, greater will be the
gttty of a prodiret or serviee supplied in o market wd vice versi Thus inerease in
nurmiber of sellers will merease supply wnd shaft the supply curve nghtwands wherens
decrease in number of sellers will decrease the supply and shifl the supply curve
lefwiards, For example, when' more firms anver o industry, the number of sellers
increases thus increasing the suppty.

2, Prices of Resources; Incresse in resource prices increuses the production
costs thus shrinking profits and vice versa. Since profit is a major incentive lor
producens 10 supply poods and services, inerease m profits increases the supply and
decrease i profits reduces the supply. In other words supply s indireetly
propartional 10 resource prices. Incroase in nesource prices redudes the supply and
thee supply ¢urve 15 ghifled leftwards whereas decraise in resource prices indreases
the supply and the supply curve s shifted nghtwards,
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3, Taxes and Subsidies: Taxes reduces profits, therefore merease m taxes
reduce supply whereas decrense in wxes increase supply. Subsidies reduce the
burden of production costs on suppliets, thus mcrensing the profits. Therefore
mcrense insubsidies increase supply and decrease in subsidics decrense supply.

4, Technology: Improvement in technology enables more efficient production
of goods and services, Thus reducing the production costs and increasing the profits,
As @ resull supply 18 incrensed and supply curve s shifled nghtwards. Since
lechnology m general rmrely deterioraes, therefore 00 18 needless oo siv that
deterioration of technology reduces supply.

5, Suppliers’ Expectations: Change in expectations of suppliers about future
price of 2 product or service miy affect their current supply. However, unlike other
determnonts of supply, the effect of supphers’ expectations on supply 15 difficult o
gencralize. For example whien farmers suspect the future price of a crop (o micrease,
they will withhold their agriculursl produce 1o bonefit from higher price thus
reducing the supply. In case of manufacturers, when they expect the future price (o
incrense, they will employ more resources o merease their output and this may
murease current supply as well,

6. Prices of Related Products: Firms wlich are able o manutocture related
procducts (sueh as air conditioriers and refigerators) will the shift their production to
u product the price of which increases substantially relted 1o other relawed prodici(s)
thus cauging o reduction of supply of the products which were produced before, For
enample o firm which produces ericken bars is wsually able o mamifacre hockey
sticks ns well. When the price of hockey sticks mcreases. the firm will produce more
hockey sticks and less cricket buts, As a resull, the supply of erickot buts will be
reduced,

7. Prices of Joint Produets: When two or more goods are produced m a joint
process and the price of my of the product inereases. the supply of &l the joint
products will be incrensed and vice vorsa. For example. increase in price of ment will
incrense the supply of leather

125 LAWOFSUPPLY

This refers 1o 1he relationship of guantity supplied of & good with one or more relisted
varinbles which hive un influence on the supphy Normally, supply is related with
price but it can berelatod with the iype af technology used. scate of operntions ote.

The law of supply can be stated as ¢ Other things remnuitung constant. the quantity ol a
pood produced and olfered Tor salle will menease o5 the price of the good mises and
decrease us the price falls.
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This law is based upon common sense, for the higher the price of the good, the greater
the profits thar can be enmed and thus greater the incentives to produce the good and
offer it for dale. The law is knowtt to be correct in alarge number of cases. There isan
excepton however,

H we take the supply of labor at very high wages, we may find that the supply of labor
has decreased instead of increasing. Thas, the behavior of supply depends upon the
phenomenon considered and the degree of possible ndjostment in supply. The
Behavior of supply is alse affected by the time twken into consideration. Tn the shor
run, it may not be casy 1o increase supply but in the long run supply cun be easily
adjusted in response to changes in price.

The luw of supply ¢an be expluined through a supply schedule and o supply curve.
Consider the followme scheduole.

Table: Supply Schedule of Good 'X"

Price (Rs) Quantity supplied
(Tﬂ' ke (HE?_
3 35
i 45
1 35
5 65

The table shows the quantities of good X that would be produced nnd offered for sale
at a number of alternistive prices. At Rs. |, for example, 3 kilograms of good X arc
offered for sale and ot Bs. 3 per ke 45 kg would be forthcoming. We can now plot the
data from Table o o graph I the figire, price is plotted on the vertical axis and
guantity on the horlzontal axis, and various price-quantity combinations of the
schedule 8 are plotted.

Quantity Supplied
Fig: Supply Corve
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When we dmw a smooth curve through the plotted points, what we get is the sapply
curve for good X. The curve shows the guantity of X that will be offered for sale m
euch proice of X 1L slopes upwards towards night showing thint as price increoses, the
quantity supplicd of X increases and vice-versa,

The market supply carve for X' can be obtained by adding horizontally the various
firms' supply curves

12,6 ELASTICITY OFSUPPLY

The elasucny of supply 1s defined us the responsivencss of the quantity supplied of
atod 1w o chonge in its prce, Elasticity of supply i@ measured by dividing the
percentage change in quantity supplicd of a good by the pereentage change in its
prie e

Percentage chimge in quantity supplied

E=

Percentage change m price

Change in quantily supplied

Crunntity supplied
L,
change in price
price
AQs/Os
Fs= e e
APIP

AQs =chunge inguantity supplicd
Qs —quantity supplied

AP =change in price

P= price

12.6.1 Typesof Supply Elasticity

Differemt commaodities respond differently o o given change in price. Depending
upan the degree of responsivencss of the guantity supplied w the prive change, there
are five kinds of price elasticity of supply.
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1. Perfectly Elastic Supply: When there i aninfinite supply at a particular price and
the supply becomes zero with n shght fall in price. then the supply of such n
commuodity 15 said tobe perfectly elastic, Insuch i edse Es = w and the supply curve is
achovizonml straight line parallel to the X-axis, as shown in Pig.:
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Table : Perfectly Elastic Supply:

Price (in Rs.) Supply (in units)
30 140
i0 200
10 00

Quantity supplied can be 100, 200 or 300 units ot the same price of R, 30, As scerin
the dingram, quantity supplied can be OQ or OQ L wr OQ2 i the sume price ol OP. It
must be noted that perfectly elastic supply s an imagimary situahion.

2. Perfectly Inclastic Supply: When the supply does not change with change in
prici, then supply for such o commaodity 15 smd o be perfectly melustic, In such u
‘cases, B8 =0 and the supply curve 185) 15 a vertical strmght Tine paratlel to the Y-uxis:
msshowns inFig

1 Partecity insluitic Supply
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Table : Perfectly Inelastic Supply:

Price (in Rs.) Supply (in units)
M0 20
30 20
40 20

Quantity supplied remains same at 20 umirs, whether the price is Rs, 20, Rs. 300r 140,
As seen in the dingram, guantity supplied remaing the same at O0), with change in
price trom OP to OF ] or OP2. [t must be noted that perfectly inelastic supply is an
gy siunlo.

3. Highly Elastic Supply: When percentuge change in quuntity supplied is more
thun the percentage change in price, then supply for such a commodity s said 10 be
highly elustic. In stich # cnse, Es > | and the supply curve has an intereept on the Y-
uxis as shown inFig.
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Table : Highly Elnstic Supply:

Price (in Rs.) Supply (in units)
10 100
15 200

As seen in the schedule, the quantity supplicd rises by 100% die 1o a 50%, risc in
price. In Fig., the quantity supplied rises from OQ to 0Q1 with rise in price from QP
1w OP L As QO Disproportionately more thun PP elasticity of supply 18 more thun |

4. Less Elastic Supply: When percentge change m quantity supplied is less than
the perceritoge change in price, then supply forsuch o commodity is daid 10 be less
clastic, Insuch u case, Fs < Land the supply curve has an intercept on the X-axis as
shown in Fig

123



: boeas B baatls Thpppely

=]
né
" \
et
Wl
7
. I_n"’
!‘r(. —
5"

Shebptey T [y gy ey

Fable : Less Elastic Supply:

Price (in Hs.) Supply (in units)
1 100
15 120

InTihle, the quantity supplicd rises by 20 % due 1o S0% rse in price, InFig. 9.26. the
quantity supplicd nises from OQo OQ L with rise in price from OP 10 OP 1 A5 QO is
propartionately Jess than PP, elsticity of supply is less than 1.

5. Unitary Elustic Supply: When percentge change in quantity suppliad is equal 1o
percentage change in price. then supply for such o commodity is said to the unitary
elastic. T such o case, Ex =1 and supply curve is o atraight ne passing through the

origin us shownin Frg. i b ki

T g = 4|
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Tuble : Unitary Elastic Supply:

Price (in Rs,) Supply (in units)
mn 100
15 150

I Table, the quuntity supplied also rises by 30% due to 504 rise mprice. In Fig 927,
the guantity supplied rses from OQ) 1w 001 with nise m price trom OF 10 OP L As
QOX ie proporiionately equal to PP, elpsticity olsupply s equalto |
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12.7  SUMMARY

Supply 15 an mdependent economue achivity but it 15 based on the demand for
commaodities. The managers’ abality to make more profils depends upon s ability to
adjust the supply 10 the demund without cocatimg a suplis while of the sume time not
ereating a searcity that will spoil the inage of the company in the eves ofthe public.
Supply 15 also sometimes inelastic and sometimes clastic. The managers have 1o take
wise decisions o meximize the profits of the firm,

1.8  GLOSSARY

Supply: Supply refers o whot irms offer for sule, not necessarily o what they
succeed in selling

Elasticity of supply: It meuans the responsiveness ol supply to change i the price of
the commupdity.

Price clasuety of supply: Price eiasticity ol supply measures the responsivencss of
clianges inquantity supplied to o change i price.

Perfectly inelastic supply: [Fthere i no response insupply toa change inprice, (ks =
0)

[nelistic supply: The proportionate change in supply i less thin the chisnge in price
(Ez=0-1)

Unimary elasuc supply: The percentage changze in quantiny supphed equals the change
in price (Es=1

Elastic supply: The change in quantity supplicd smore than the change in price (Ex=
fose) i : :

1.9 SELFASSESSMENTQUESTIONS
L. What do you mean by sapply?

2, What are the various factors affectng supply?

3 Define the following terms:

I, Pertietly melastic supply

i, Flastic supply

4. Study the impact of these factors on the supply curve inthe short lerm.
1 A rise mthe price of mw miterinls,
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i, Achange in technology of requirmg more sophishicated mochinery,

1L Afallmthe supply of a jomt product

V. Anincreasmg i the tox rates.

12.10  LESSONENDEXERCISES

L Sute and expliin nw ol supply. What are the various factors affecting supplied?

2. What do you mean by elastieny of supply? Discuss in details varions types of
elusticity of supply.

12.11 FURTHER READINGS

Ahua, TEL L “Advoneed Feenomie Theory™, 2000, Subian Chiand and Co.(PyvrLad.
New Delhi.

Chopra, PN, Principles of Economics”™, 2000, Kalyani Publishers, New Dalhi,
Jhingan, M_L., “Micro—Economic Theory™, 2002, Vrinds Publishets (P) Ltd., Delhi
Seth M L, Advanced Economic Theory:
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131 INTRODUCTION

Producer equilibrium refers to the fact that supply and densnd work together o help
determme the price and production levels for any given product m o small muorket
Praducers of goods would hike o charge the mghest possible price for therr goods but
demand for the product threes théir hand 1o move the price down in mest cases,
Supply of a product also helps to determine equilibrium in o small market When
supply is low and demand is high, the price for thar product will rise o the point that
people will still buy the product. When the price reaches u level thar people are not
willing to pay, the price will drop. Producers will manipitfate production levels if
necessury 1o keep prices at an ageeptable level where they are making o profit that is
satisfactory o them

These sre concepts that ring true whether you are comparing macro of micro
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economics. Supply and demand in a capitalist spciety will always determine the
varlue of goods and services, Producers that grasp these concepis and mznipulate
thear production levels 1o keep prices high or inerease production when demand is
high and supply is short are most likely 1 succeed in toduy's dynamic business
climate,

132 OBJECTIVES

After going throngh this chopier youwill be able to:

L. Understand when b producer is sad o be in equilibrium.
I, Know abaut internal ond external cconomes ol scale.
133 PRODUCER'S EQUILIBRIUM

As weall know, producers gencrally strive lond to maxinnze profitat minimum cost
A producer can attain eguilibrium by applying the least cost combination of factors of
production to attom musimum prodit.

Therefore, he/slie needs 1o decide the approprate combmation mnong different
combinations of factors ol production to get maximim profit ot least cost. The
producerns Iry to use mtios of factors in such a way so that maximum output can be
obtained, while keeping the cost s low as passible. The decision of o producer
dopends on the principal of substitution, Suppose @ prodocer has two fuctors of
production, A and B. In these factors A'can produce more vutput than B with the same
amoynt of money spent on them, This would miake the producer 1o substitute A for B
The producer equilibrivm would be sttaimed when the output produced by spending
an aididitional unit of money (mnrgiml rupec) on A is equal 1o the output produced by
spending an addinonal unit of money on B, The producer would keep on substituting
one lnput with the other to get maxmmm output U1 the prodocer equilibrimm s oot
reavhed.

The marginal rupes spentan A would be represented as:
Marginal rupee spent on A= marginal product of A/price perunit
Suppose, the marginl output produced by Ais 120 0t Rs, 10 perunit, then
Muryma| rupee spent on A= 1 20/10

=12
Therefore, 12 ts the addivional output obtyined by spending marginal rupec on A,
The praducer equilibrium can be represented us Follows:
MPa/Pa=MPh'Pb=........=MPnPn
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In case the value of MPa/Pa s greater than MPh, then producers would substitute A
for B,

13.3.1 Determingtion of Producer’s Equilihrinm

Producers equilibrivm can be oblained with the help of iso-guant and so-cost line
An iso-tuant enables o producer o get those combinations of factor that vield
IGEC T outpt

On the other hand, 1s0-cost Tine provides the mbio of prices of factors of production
andd the nmount thar a producer 15 willing 10 spend. For atammg equilibrium, a
producer needs to obtain a combinntion thit helps in producing moximum outpul
with the least price.

Figure shows the equilibrivm position ohtained with the help of isoquant and
iso-cost line,

[}
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Fig: Producer Equilibrium

As shown in Figure, the producer can produce 60 units of output by using any
corabinutions thot 15 R, Q, and 8§, oo curve 1. HeZshe would select the combioation
that would obtain the lowest cost T can De seen from Figuee- 11 that ©Q lies on the
lowest ise- cost line and would vield sume profit us on R and § points, at the lowes)
cosl. Insuch o cnse, Q15 the point of equibbrium; theretore, it would be selected by
the producer.

134 EXPANSION PATH

In case, aller attuining equilibrium, if a producer1s willing o increase s produchion,
then hefshe needs to delermine the combination that i5 required o reach a new
egtbibrium stale. Letus consider the above Figure in which the producer is willing to
prodice o0 units of output. Now, the producer wints to produce 80 units of ontput
mstead of 60 umis.

In such o case, the equilibrinm would be achieved at the point Q, which |s
shown in the following Ggure,
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Fig: Expansion Path

In the above Figure, €)," would be the equilibnum point for preducing 80 units of
outpul This 1 becauss ot poinl O iso-¢ost ling w tangen! to iso-guant curve ol 1Y
Similarly, the equilibrivm point for producing 100 ane 120 units are Q" and Q,",
respectively. When the pomts Q, Q' Q7 and Q" are joined, o strmght lme 1s.

obtained, whichis called expansion path orscale line.

This hine s termed s scoale line becuuse producer needs 1o adjust s seale of
production accordmg o this line to schieve the output he/she desires. On the other
hand, this Line is plso ermed ng expansion path because the producer needs 1o expand
his/lier output by following this path when the prices of factors wemain constant,
Producers would prefer 1o move along the scale line 1o inerease the output to get
maximum ouiput it lesst cost with fixed factor prices.

135 ECONOMIES OFSCALE

Leanomies of scale concept 18 an old one but the majority of the componics knew
about 11 through try an error, this concepl s o summary means that as the gquantity
produced of each product increase the unit cost per unil will decrease thus the
contritution murzin will increase und the sules revenue also will increase, Bue to the-
wugh competition nowadays locally and globally, the need 10 apply this concepr
becomes necessary [or gompunies especially i they wre compeling m o very
competitive environment where price wars takes place.

Econtomies of scale cun be nehieved through five basics which are, product
development, purchasing, prodiction, demand management and order ful filment,

Product development can helps us to decrease the unit cost through designing
prodiscts onee and only anee for the globoal markets. The mmpormnee of this concept is
due to that the product design decreases the mamtenapee needed hencee decrease the
warranties cost, it also decreases the returned sales in spite of getting rid of the
repairing cost iussocipted with the defective items which wiall cost us approximadely
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as{ikens the production cost.

Purchasing: the compeny can achiove the econamigs of scale when they purchase the
raw muaterials peeded for the production. this cost depends an the guantity purchasid
and offers given by the suppliers, from this point of view the company must sign
contracts with the suitable suppliers inorder o keep the raw materials prices constant
as uch as they can so that the company will not be forced 10 charge additional prices
for their customers as the ow matenals prices violates,

Troduction: itis well known that the company can reach the cconomies af scule when
the privtuction increases, because sel up cost will be minimized and the totol
averheads cost will be eliminated.

Dennnd management: nunagers. use marketing and sales forecasts the core of
demand management to set sales quotas, plan prodyction schedules and inventory
requitements, negotinle supphers’ conracts and estabhsh corporite revenue plans.

Order fulfilment: this concept can lend alse o the economies of seales because if the
company fulfils all of its customer’s onlers they will be more efficiimt order
apreement deerense in ol (inished goods inventory and quicker, more diree
delivery and all our customers will be well satisfied.

From this we can conclude that i order 1o reach economies of scale there 18 a chun
that fiiust be becurilely oppled ot the sime time begause only in this way we can
compete with our competitors especinlly i there 15 a Herce competition and price
war,

This concept ¢an be apphied anywhere and in every company regardless of its
warkimg capital ond size. This convept can be ppplied casily m Lebuanon but it wall not
he so much elfective becanse quantities pliy a major role w this sequence o be
eifective. In some indusines in Lebanon, competition forced some companics to use
this concept and they tried 1o be benelited (rom i especially in computers industry
and duiry produgts,

The seule of production has an important bearing on the cost of production, itis a
cotmmon expenence of every producer tut costs cun be reduced by incrensed
production, That 15 why the producers are keener an expanding thesie or siale of
production. In the process of expansion, the producer may benefit from the
emereence of economies of seale.

13.5.1 Tvpesof Economiesof Scale
These ecanomies are broadly classified inmo two types:

l. Untermal Feoromies
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13.5.2 Internsl Economies

When & firm expends its scale of production. the economies, which georue to this
firt, are knownas intemnil ccondmies.

According o Cairneross, *Internal economies are those which are gpen to a single
futtory or 1|m_.,lc finm lmh:p::ndr..nslj.- of the action of other firms. They result from
an fnereuse i the seale of ourput of the firm, and cannot be achieved unless output
merenses. They wre pot the result of inventions of any kind, but are due to the use of
known methods of production which i small firm does not fod warthwhile ™

Internal ceonvmics may be afthe following types:

1. Technical Economics: Technical economies ire those, which scorue to a firm
fronn the use of better muchines and technigues of production. Asa result, production
mcreases and cost per imit ofprodoction decreases.

Following Prof. Cuirncrass. we may classify the vanons kinds of technical
ceonomies as follows:

fa) Econpmies of Increaxed Dimenyions: Cortain techmical econonies may unse
beenuse of increased dimensions. For example, 4 double decker bus i more
cconomical thian o single decker. One dnver and one conductor muay be needed,
whatheritis a double decker or nsinple deckerbus.

(k) Economies af Linked Pracessex: As o firm mereases its scale of operations, it can
proparly be linked to various pnn]w,l:‘un progesses mere clficiently. Forexample, in
arder to obtain the advantage in a linkage process, bath editing and printing of
newspupers ane penernlly curried out i the ssme premises,

in the words of Prof, Cammeross, “There is generally o saving m time and o saving
ransport cowxs, when the wo departmems of the same facrory sre browghn closer
togetlier thun Iwo separale fuctorics.”
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(c) Economies of the Use of By-products: A large firmis in a better position o atilize
the hyv-products efficiently and anempt 10 produce another new product. For
example, in 4 large suger fuctory, the molasses lefl over nfter the manulncture of
sugar [rom out of the sugareane can be used for producing power alcohol by
installing asmall plant,

(d) Economies in Power: Large sized machmes withodt contimucis minning are
often more econormical thon smal! sized machimes running continuously i respect of
power consumphion. For example, o big boiler consumes more or less the same
power ns thatofnsmall beiler bul gives more heat

(e) Economies of Increaved Specialization: A large firm can divide the work ino
virtous sub-processes, Therefore, division of labor and specialization bécame
possible, At one stroke, all the pdvantoges of division of labor con be achieved. For
example, enlv well esinblished g school can liwve specialized reachers.

2. Economies of Continuation: Techmenl cconomy 18 alvo realized due to al Jong-
wun continuation of the production process, For example, composing and printing of
OO0 copies may cost 52000 but if we incredse the number of copies to 2000 it may
east only S250, beenuse tite sane sheet plate which has been compaosed previousiy
can e ulilized Tor the incressed mumiber of copres also.

A, Lubor Economies: A lnrge [rm employs o lase number of laborers, Thepelore,
cacliperson can be emplovedin the job towhicl he is most suited, Moreover, o lorge
firm 16 in & better position to attraet specinlized cxpens into the industry, Likewise,
spectalization saves time and encourages new inventions. All these advantages result
m lower costs of production.

4, Marketing Economies: Economies are pehreved by o lwrpe Grm both e buving
raw materinls as alsoin selling s fnished produats. Sinee the large irm purchonses
its requirements in bulk, it can burguin on its purchases on fvemble terms, I can
ensure continious supply of raw materials. It s eligible for preferential treatment

The special trestment may be in the form of freight concessions from ranspori
companies, adeguate credil from banks and other Nnanceal teeatmionts ete. In termis of
advertisernents also, it is better placed than the smaller firms, Better-trnined and
eitieent salés persons can be appointed for promoting sales,

3. Finuncinl Economies: The credit requirements of the big firms cun be met from
bunks and ether finoncinl mstitutions casily. A large firm is able to mobilize much
creditar cheaper rmies. Fusstly, investors have more confidence in itvestimg money in
the well-established Hirge firms, Sceondly, the shares and debentures of a large Hrm
enn be dishursed oesold eastly snd quickly in the share marker.
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6. Managerial Economies: On the managenal side also, economies can he
achieved: when output mereases. specialisis can be more fully emploved. A large
firm' can divide 1s big departments into varous sub-deparimeris ond coch
department may be placed under the control of an ¢xpert. A brilliant organizer can
devote himsell wholly to the work ef organizing while the routing jobs can be lefi w
relatively low paid workers.

7. Risk Bearing Economivs: The larger the size of a firm, the more likely are its
lossies to be sprid among (68 various setivities secording to the lnw ofaverages

A big B produces a large number ofitems aml of different varieties so that the loss
inone can be counter halanced by the gain in another. Forexample, o branch bank can
ﬂimud its risk by diversification of its investment portiolio rather than & unit bank.
Suppose o bank m oo porticular lecnlity 15 focmg o run on the bank, ot can recall s
resources from other branches, and can easily overcome the eritical sttuntion. Thos,
diversificntion avolds “putting oll its eggs in one bagkel.”

8. Economies of Research: A luvpe sized frirm can spend more money on its resesrch
activities. It cun apend huge sums of money inorder to innovite vaneties of products
or mmprove the quality of tiwe existing producis. In cases of innovation, itwill become
an asset of the fimm. Innovanons or new methods of producmg a product may helpow
reduce it nverape cost,

9. Economics of Welfare: A large Frm can provide welfare facilities 1o ils
employees sueh 4y subsidized housing, subsidized cunteens, créches tor the infunts
of women worker, recreation facilities erc., all these measures have an mdirect effect
on increasing productnon and srreducing 1the cosis.

13.53 Exteroal Econombes

External economies refer 1o gains accruing to afl the firms i an indusiry due to the
growth of that industry. All the firms in the industry imespective of their size can
enijoy externil sconomies. The emuergence of externil economies is due to
localmiion.

The muintypes of external economies nre as follows:
1. Economies of Concentration: When o number of fiems are located in one place,

wll the member firms reap some common ccanemies. Firstly, shilled and mained
lnborbecomes avadable toall the Hirme,

Secondly, banks and other financial institutions may set up their branches, so that all
the firms in the area can obtain liberal eredit taailities easily. Thirdly, the transpor
and commutention facilities may eet improved considerably. Fourlier, the power
reguirements can be easily met by the electricity bourds, Lastly, supplementury
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industries may emerge to assist the main mdustry.

2, Economies of Information: The ceonomies of intarmation may arse becouse of
the callegtive efforts of the variows finns. Firstly, an individua] Grem may not be in g
position (o spend enopmous ameounts on tesearch. However, by pooling all their
resources new inventions may become possible. The fruits of the imvention can be
shared by all the member firms. Sccondly, publication of statistical, rechnical and
marketing mformation will be of vital importnnee to increase output ot iower costs.

3. Economies of Disintegrarion: When the imdustry grows, it becomes possible t
split dp production into several processes and leave some of the processes o be
curried out more efficlently by specinlized firms, This makes specialization possible
andd profitable. For exumple, n the cotton textile indusiry, some firms may specialiee
m munufacturing thread, sume others in producing vests, some m knithing briefs,
some In weaving t-shirts ete. The dismmtegration may be horizomal or vertical. Both
will help the industry inoveiding duplication, and in soving time muterinls.
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External ctonomies of scale are the cost-xaving advantages that acerue o the
mdustry asa whole, as aresult of the firms bemg close to each other and an increase m.
the number of firmsn the mdustry. (size of the mdusiry ). An indusiry is a pumber of
firm producing similur gdods. They are externil advantages because they derive
from conditinns outside the firm, For instance the use of comman facilities such as
transportation; use of skilled labor attracted 1o the area; banking and insurance
services attracted to the ares, water, electmicity nnd others,

While the firm can plan s imernal economies, i1 can only hope 1o benefit from
extoranl economics which urise o5 the industey grows, The concentrution of sullar
firms In an arer may priduce mundl benefins, A skilled lahor force attracted to the
e may cooperate m providing common services, sueh as muarketing and research;
better ronds and socin]l amemities efe. The firm must take into ncoount such
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economies when deciding where produchion shall ke place.

Externnl ceonomies cap fake the form of common informaton services provided
either by assocition of the fms or even by the government. The firms miy also
collealively finance rescirch which benefits all the firms. These externul coonomics
resultina fall in the cost of production of the industry,

13.5.4 Relationship Between Internal and External Economies

No watertight compartmental division cam be made between mtemal and external,
econones. When a number of firms are combined o one. exiernal economies will
become internul economics. Internal éeonomies are due t the expansion of
individunl fiom while external cconomies anse due to the growth of the entire
industry, External eeonarmies dre a4 pre-requisite for the growth ofbackward regions,

136 SUMMARY

Aproducer can attnin eguilibrium by applying the least cost combination of factors of
production to attan maximum prafit Economies of scale o a summary means tht
as the guantity produced of each product incraase the unit cost per unit will decrease
thus the coniribution murgin will increase and the sales revenue ulso will increase,
Due 1o the tough competition nowudeys locally and globally, the need 10 apply this
concept becomes necessaEry for companies espeeially it they are competing in a very
competitive eovirontient where price wirs takes place.
1.7  GLOSSARY
I50 gquant: lso gquant indicates various combinations of two factors of production
whiteh give the same level ofoutput perunit of time.
Iso cost: lso cost curve 1 the locus traced oot by various combinations of L and K,
each of which costa the producer the same amount of money.
Eeonomies of senle: means that g5 the guantity produced of each product menease the
unit cost per unit will decreade thus the contribution margin will increase and the
sales revenue also will increase,
13.8  SELFASSESSMENTQUESTIONS

1. What do you understand by the term economies of seale?

2, State the relationship batween ntemnal and exfernal economies of seale.
13.9  LESSONEND EXERCISES

Lo Dhseusy indetml various imternal und external cconomies of scale,

2, Explain with the help of dingram when o producer i said 1o be in
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egnilibritm.
13,010 FURTHER READINGS
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UNIT-11 PRODUCTION AND COST Lesson No.: 14
ANALYSIS

COST CONCEPTS: COST CURVES

STRUCTURE

14.1  Introduction

14.2  Objectives

143 Costanalysis

144 Costconcepts
14.:4,1 Accounting costs and ccopomic costs
142 Oullay costs pnd opportunity costs
14.4.3 Direct or trecenble gosts and indirect or nos-traceable costs
14,4 4 Fixed costs and variable costs

145  Summary

4.6 Glossary

14.7  Self Assessment Questions

14.8  Léssons End Exercise

14.9  Further Readings

4.1 INTRODUCTION

Cost can be classified in terms ol the Tunctipns 3t performs soch g8 manufacturing
costs, selling & ndministration costs and finuncinl costs, Some costd can be directly
and conventently identificd 1w u particular product sugh as direct material snd dinect
Inher, Others are indireet costs or shared costs or common costs, Similarly, some
custs inerease or decreases in line with the volume of production but saome remain
fixed even if the plant is closed down. Some costs result in physical goods while
others are just a service. Fioolly, manogement polwey plays 3 great wle e cost
classificanion. Depreciation is fixed by default but not if hased on units produced or
sume-of-digi method or even written-down-value basis. [f a company enters into a
long contragt with un pdvertising frmd, the ndvertsement eost becotmes fixed.

14.2 ODRIECTIVES
A frer going through this chapter, vou will be able to:

i Understand the meaning ofeost.
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i, Ciet an msight imo varous types of costs
143 COSTANALYSIS

Cost analysis refers 1o the study of behavior of cost i relation o one or more
production eriterin, nomely, size of output, scale of operations, prices of fuctors of
production and other relévant cconomic varinbles, Ih alher words, cost annlvsis is
congerned with financial aspects of production relations as apainst physlcal nspects
which were considered in production analysis. In order o hive o clear undemstanding
of the cost function, it Is important w understand variows coneepts ol costs,

144 COSTCONCEPTS

14.4.1 Accounting costs and economic costs: When an entreprencur undertukes an
act of producnion he has 0 pay prices for the factors which he emplovs for
production. He thus pavs. wages to workers emploved, prices for the row muterials,
fuel and power wsed. rent for the building he hires, myd imerest on the money
borrowed fur doimg business, All these are included in his cost of production and are
termed as accounting costs, Thus, secounting costs tnke care of nll the payments and
chavzes maide by the entreprencur to the supplicrs of various productive factors. But
it generally happens that an entreprencur invests a certain amount of capital in his
business. Ifthe capital invested by the entreprengur in his business hod been invested
elsewhere, 1t would have eamned certam amount of interest or dividend. Marcover, an
entreprencar devotes time w his own work of production and contributes his
entrepreneunal gnd manzgerial ability {0 do bosiness. Had he notset up hus own
business, e would have sold his serviees 1o others for some positive amount of
mihey, Accounting costs do not mnclude these costs. These costs form purt of
ceonomic cost. Thus, eeonomic costs melude @ (1) the nopmal rewm on money
capital imvesied by the entrepreneur himaelT in fus own business; (2) the wages o
satlary not paid to the entrepreneur, but could have been enmed if the services hid
been sald somewhere else, Likewise, the monetary reward for al) factors owned by
the entreprencur himsel Cand employed by him in his own business is also considered
a part of economic costs. Thus, acvounting costs relimte to thase casts only which
mvalve cash payments by the entrepreneur of the firm, Economic costs take o
account these accounting costs; in addition. they also tokes into zccount the amount
of money the entreprencur could have carned 11 he hnd invested his money and sold
g ownservices and other Metoes in the next best allernalive uses. Accounting costs
wre nlso called explicit costs whereas the cost of factors owned by Lhe entreprencur
himsel! und emiployed in Bis own husiness is called mmplicit costs, Thus, economic
costs include both seeounting costs and implicit costs, The concept of cconomic cost
i4 Important becanse an uﬂm;‘nundu.r miust vover his economic cost 1 be wants 1o
enrm normal profits and abnormal profits are over and shove these normal profits. In
ather words, i entreprencur is said W be earning profits (abnormul) only when his
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revenues are able to cover not only ks explicit costs but also imphicit costs.

14.4.2 Outlay costs and opportunity costs; Outlny costs involve actunl
expenditure of funds on. say, wazes. materials, ront, mierest, ete. Opporunity cosy
on' the other hand, s coneerned with the cost ol foregone opportunity; it involves o
comparison between e policy (that wiis chosen and the policy that wag rgjected. For
example, the opportunity cost of using capital is the interest thot it can eam inthe nest
hest use with egual risk. A distinction between outlay costs and opportunity costs can
be drmawn on the basis of the nature of the <aerifice. Outlay costs involve financial
expenditure ol some time wnd hence are cecorded in the books of account.
Opportunity costs relate 1o saeri fived ahernatives: they are, in general not recorded in
the hooks of accopnt, The opportimity cost concept is gencrally very useful, c.g., ina
cloth mul! which spins 1ts own yorn, the opporunity cost of yarn (o the weaving
deparunent s the pnice ar which the yam could be sold. This has w be considered
while mensaring prafitability of the wesving operations, In fong-term cost
caloulutions also it is o useful concept c.g., while calculnting the cost of higher
education, it 15 not the wition fee and cost of hooks alone that are relevant, One
should ulso take into account the cornings foregone in order to attend classes.

14.4.3 [Hrectortraceable costs and indirect or non-traceable costs: Direet costs
wre costs that are resclily identified and are tracenble (o a particular product, operation
or plimt. Even overhead costs can be direct as 1o a depariment; manufacturing costs.
can be direet 1o o product line, sales termitory, cnstomer class ete. We must know the
purpose of cost caloulation betore considering whether & cost 15 direct or mdirect.
Indirect costs are not readily denified nor visibly traceable o speciiic. goods.
services, operations, ¢t¢, but are nevertheless charged 1o the jobs or products
standoard accounting practice, The economie importance of these coigbs 8 that these,
cven though not directly tniecible 10 o product, may bear seme functional
relationship Lo production and may vary with sutput in some definile way. Examples
of such costy are clectric power and camimeon costs incurred tor general operation of
business benefiting all products jointly,

14.4.4 Fixed costs and variable costs: Fixed or constant costs are not o function of
output: they do pot vary with output up fo o certain level of activity. These costs
require a fixed expenditure of funds irrespective of the level of output, ez, Tent,
praperty tixes. mterest on loans and deprecintion when tken as i function of time
and not of cutput. However, these costs yary with the size of the plant and are o
funchion ol capacity, Therefore, lixed costs do ool vary with the volume of output
within s capacity level, Fixed cosis cannol be ovoided. These costs ure fixed so long
us operations are going on. They can be aveided only when oporations ure
completely closed down, We can call them ns inescapable or uncontrollable costs,
But, there are some costs which will contimug even afier the aperations e
suspended, as for example, for storing of old machines which cannot be sold in the
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market. Some of the fived costs such s costs of advertising, el are programmed
fixed costs or diseretionory expenses. beconse they depend upon the discretion of
muenagermen whether 1o spendon these serviges ornor

145 SUMMARY

The relationship hetween codt and vutput is called cost fimetion, Cost function of a
firm depends upon s production funciion and the prives of factors of production.
There ure varlous Kinds of cost concepts such us socounting and economic couts,
direet and indirect costs, cutlny and opportunity eosts, fxed and vuriable costs,

146  GLOSSARY

Aceounting costs: The cost or expenditure which o firm meurs fir producmg or
acquiring a good or service. (E.g. Raw material cost).,

Eeonomic costs: Costs which are secounted for plis costs which are not meurred but
would hove been incurred but for the emplovment of sell services by the
entreprenouis. Inother words, it is the sum of implicitand explicit cost.

Ouitlay costs: The cost that invalves actual expendinire.

Opportunity costs: The revenue which could have been camed by employing il
good or service in some other alemutive uses. (E.g. A land owned by the firm does
7ot pay renl. Thus arent is an income forgons by not letting 11 out ).

Direct costs: The costs that are rendily 1dentified and are traceable o & particular
product or prodact lime.

Indirect costs: The costs that s not readily Wentifiuble or visihily traceable 10 o
particulor product or line of products,

Fixed costs; A cost which ik not relited w production is called fixed costs. In other
words, it iva cost that remams unchanged even with viariations in outpul.

Varible costs: Ay cost which viries exactly in proportion o the change in activity
(production or sale) would be term as variable cost.

14.7  SELFASSESSMENTQUESTIONS

I Identify the type ol costs inench case.

1. Advertising expenditure [or a new carto be lnunched.

il. List venr's totn] office expenditure.

1k Payment te Construstion Company for éxtension of office premises.
W Depreciation of mochinery
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V. Payment for office statiomery

Vi, Telephane charges ofthe office

Vil “ostol riew mieral

vitt,  Cofnpensation pald o workers due to lock-outs
ix. Sulury ofthe sdimimidtrntive personnel

X Salary of the owner of the company

xi. Iiiterests cost ol partner's capitil

xii.  Fine pmdto Government on aecount of polluting unit
sl Packaging motenal used forall produces

v Rentofoffice prenuises

XV, Payment tor refreshment

2. Assume that vou are selting up a new office. Whiat are the costs that vou willneed w
ey, Prepare a statement of these costs.

148  LESSONSENDEXERCISE

| What do youmean by cost analysis? Discuss various types of costs i detail with
suitable examples.

2. Distingunshohe followng:

I Accounting costs ind cuomomie coss
il Ditlny costs mnd opportunity costs
i Dicect o traceable costs und indirect or non-truceable costs

Fixed costs and variable cosis
149 FURTHER READINGS

Ahma. H. L, “Advanced Economic Theory™, 2006, Sultan Chand nnd Co.(Pyt. L.,
New Delh,
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UNTT-II PRODUCTION AND COST  Lesson No.: 15
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COST FUNCTIONS: SHORT RUN AND
LONG RUN COSTS CURVES
STRUCTURE

151 Introduction
15.2  Objectives
153 Cost Function
154  Shortrun total costs

154, Towal, fixed and varinble costs
155 Short run sverage cosiy

15.5.1 Average Fixed Cost

15,57 Avernge Variohle Cost

15,33 Average Total Cost

15.5.4 Marginal Cost

15.5.3 Relationship between average cost and marginal ¢ost
156 Long roncost curves

15.6.1 Explonation of the “U" shape oCthe long run average costourve
157 Summary
158 Glossary
159 SellfAssessment Questions
1510 Lessons End Exercise
15.11 Further Readings

15.1  INTRODUCTION

The cost function expresses a functional relationship between totul cost and fctors
that determing it Usually, the factors that determine the total cost of production {C)
of i lirm are the outpu (0, the level of technology (T), the prices of fuctors (P and
the fined factors (F 1, Symbolically, the cost function becomes

C=1{Q. T, P F)
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15.2 OBJIECTIVES

After reading this chapter you will be able 1o:
I Uinelerstand cost tunction in the short o and the long man,
i Explain vorious costs under short mon

HI. Know about the rensan behind the U-shape long mun cost curve.
153 COSTFUNCTION

The cost function refiers o the mathematici] relation between cost ol o produet and
the various determinants of costs, 1n o cost function, the dependeant variable 18 unit
cost o fotal cost and the independent variables are the price of a factor, the size ofihe
outpit ar uny other relevanl phenomenon which his o bearing on cost. such as
technology, level of capacity utilization, eMiciency nnd time period under
consideration: Cost function s g function which s obtained from production
funcoon and the market supply of mputs. It expresses the relationship berween costs
and output. Cost functions are of two kinds: They are Short-run cost functions and
Lang- run cost functions.

154  SHORTRUNTOTALCOSTS

15.4.1 Total, Fived and Variable Costs: There nee some fuctors which cun be cusily
adjusted with chianges in the level of output. A firm can readily employ more workers
i it has toonerease output, Similarly, it can purchose more raw materials it it has o
expund production. Such fictors which can be easily varied with a change i the level
of output nre called vartable factors. On the other hand, there are some factors such as
building, capital equipment, o top munagemen! team which cannol be so cousily
varigil, Bt requires comparanvely longer time w maoke changes i them, [vinkes ime
to instell a newmachimery. Similarly, it takes trme to buld a new thetory, Such factors
which carmol be readily vared and require a longer period 1o adjuest bre cilled fixed
factors, Corresponding to the distinetion between varinble und fixed [ictors we
distinguish between short run and long rn periods o time. Short run is a period off
time in which output can he increased or deeraused by changing only the amouni of
variahle factors, such as labor, row materinl, ete, In the short run, quantities of fixed
factors cannot be varied in accordanee with chianges in owput. 1 the fGirm wants to
merease output in the short run, itean do so only with the help of variable factors, i.e.,
by using mare labor and/or by buying more caow matenals, Thas, short run 18 & perod
of time in which only variable taciors can be vaned, while the quantiies of fixed
tactors rommn unaltered. O the other hand, long run 50 perod of tme mwhich the
guuntities of all foctors may be varied. Thus, all factors become virble o the long
s,
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Thus, we Find that Gxed costs are these costs which are independent of output, 1e,,
they do not change with changes in output. These codts are a “fIxed tmount™ which
are incurred by a e in the shovtoun, whether the Gulpat 38 sall oc Llrge, Even ifthe
firm closes down for sometime i the short run but remains in busimess, these costs
have 1o be bame by i, Fixed costs include such charges as contrctual rend, insurince
e, muintenanee cost, property txes, interest on capitid emplovid, mimager's salary,
watchman's wages ete. Vanable costs, on the other hand are those costs which change
with changes in output. These costs mchude payments such as wages of labor
employed, prices of mw matenal, fuel nnd power used, transportiion cost eic. [Fa
firm shuts down for a short perod. thes it may not vse the vanable faciors of
production and will not therefore incur any varinhle cost.

¥

2 e 5

Fig: Short-run Total Cost Curves

Total cost of u business fs (hus the sum of total variable cost and total fixed cost or
symbolically
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TC = TFC + TVC. We may represent total cost, total varmble cost and fixed cost
dingrummatically, In the diagram above, the tot] fixed costcurve (TFC is porallel (o
X-uxis. This curve starts from o pomt on the Y-axis meanmg thereby that fixed cost
will be incurred even if the vutput §s zero, On the other hand the tota] variable cost
curve Tises upward showmg thereby thit as output incnvnses, total vanuable cost
merenses Thiseurve starts from the origin which shows that when the owpun is zero,
virable costs are also nil, The total cost curve has been obinined by ndding vertically
the total fixed cost curve and Lhe total varable cost curve.

155 SHORT RUN AVERAGE COSTS

15.5.1 Average Fixed Cost (AFC): The avernge fined cost is the fixed cost perunit
of output. 10 is obtmned by dividing the total cost by the number of unils of the
commodity produced Symbolwally AFC =TFC/Q

Or AFC =AC - AVC

The average fixed cost (AFC) is o rectangulor hyperboln, which never meets the
horzontal or vertical axis. Since the townl fixed cost is constant, as total output
hecomues larger and Inrger, the entire AFC must become smaller pnd smaller. This
continuous flfing of AFC, as owtput expands, is what hysiness people commanly
call 'spremling the overhead. "Sinee wital fixed cost is 4 constant amount, average
fixed cost wiil steadily fall as outpnt increases. Therefore, if we dmw an average
fined cost curve, it will slope downwards throughout its length but will not tucl the
X-uxisus AFC canmot be zoro.

15.5.2 Average Varinble Cost (AYC): The nvernge varmnble cost s the vanable cost
perunit of output. 1 is obtained by dividing the total variable cost by the number of
units of thie commuodity produced.

Symbalically AVC =TV
Or AVC = AC - AFC

Dingrammitically, the AVC 15 'L" shaped. The law of variuble proportions provides
the Mundumentul explanution for the shape of this curve. Tt means thut the AVC curve
first falls, renches a minmum and then begins to inerease
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Fig: Short rup Avernge und Margioal Cost Curves

15.5.3 Avernge Totul Cost (ATC): Average cost or average cost s the codt per umit
of output. T s obtained by dividing the (oml cost By the 100! number ol units of the
commodity produced

Symibolically, ATC=TCQ

TC=TFC+TVC

Therefore, ATC= (TFCHTVCOYQ = {TEFCQ)+{TVCA)
ATC=AFC +AVC

The AC curve U shaped innature.

Why the Short-run Average Cost Curye is "L Shuped?

Prof. Stonier and Hague hive given a simple and advanced explanation for the "L’
shisped aversge cost ourve,

k|

,,<
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Simple Explanation

The average cost 1 the sum of AFC and AVC. [nthe initial stages, batls the AFC and
AV goon falling. Consequently, the AC 8lso poes on falling. A fer 8 certaimn stage,
the AV stuns asing, The AFC falls no doubt but the rise in AVC 15 greater thin the
fall in the AFC. Therefore, the AC goes onrising afterreaching o mmimum point.

Advanced Explanution

When the size of i firm expands, there emerges certiin econonies of seale. The
economies of scale reduce the average eost of production, The important ccondtnies
e

1. Technical veonomies: Technical economies anse beciuse of the adoption of new
andd seientifically developed machinery.

2. Managerial econonries: The umit cost of administation falls as production
expands,

3. Murketing economies: The average cost of marketing tends 1o be lower when o
Jirgerpurpul s invol vixl

4. Financial economies: As the size of the firm expands, it can borrow funds at lower
rotes ol interest,

5. Risk-hearing economies: As a 1irm expunds s output. thesiustical low of lange
putnbers works out' tn its favor, Tt can difTuse the risk on varions products amd i
different channels of production.

Therefore, the operation of the law of ineressing retams helps (o reduce the average
cost of production. However. sfter o certam limit due 1o the emergence of certain
diseconomies, the AC gurve stars nsimg. Thus, the avemnge cost eurvg 15U shaped

I15.5.4 Marginal Cost: Murgmal cost is the addition made to the total cost by the
produciion of wn additionnl unit of output. 1o other words, 1t s the wial cost of
producing tunis mstead of (-1 unis, where 1is any given number. For example, ifwe
ire producimg 5 umits ot a cost of Rs. 200 and now suppose the 6th it 15 produced
and the total cost 15 Bs. 250, thien the marginal cost is Re, 250 - 200 j.e,, Rs. 30, And
marginal cost will be Rs. 24,1 10 units are produced ot a total cost of Re.320 [{320-
200)(10-57]. 1tis to be noted thist marginal costis indepesdent of Tixed cost.

This 15 beecause ived costs do nor change with outpud. 1L is anly the varable costs
whuch clunge with a change in the level of output in the short run. Therelore,
marginnl cost 15'in fact due o the changes in varidble coats. Symbolicilly marginal
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cost ¢an be writtenas
MC=MC=ATC/AQ
Where, ATC 18 change in total cost

AQ s change inoutput.

U

MCn=TCt~TCn-1

Marzinal cost corve falls as output mereases in the begimmning. 1t starts rismg afrer a
certuin level of output, This happens because of theanfluence of the law of vanable
proportions. The fact that morginal product rises first. reachies @ masximwm wnd then
declines ensitres thnt the marginal cost curve of a firm declines first, renches its
minimum and then risés. Inother words marginal cost curve of o firin s U7 shaped.
The belmvior ofthese costs hus nlso been shown inthe Table.
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(1) Fixed cost does not chonge with incresse in output up to a given level, Avernge
fixed cost, theretore, comes down with every increase in output.
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(11) Variable cost increpses, but not necessonly in the same proportion as the increase
m ourput. In the above cose, average varigble cost comes down gradually oll 4 umts
are produced. Therealier i1 suans increasmg.

(i) Marginal cost 1= the additional cast divided by the additional units produced.
ThisAlso comes down first s then starts increasing.
1555 Relationship Between Average Cost and Marginal Cost

The relationship between manginal cost und avemge costis the sume as that hetween
uny vther mumgimal-avernge quantities.
L

NG

o G ]

Fig: Relationship between Average cost and Marginal Cost
The following are the points of relitionship between the two,

(13 When average cost Lalls ag o result of anonerense m outpul, marginod ¢ost s less
than average cost.

{2} When overape costrises #s o result of an meresse in output, margmal cost is more
thitn gveroee cost

{33 When svernge cost is minipmam, maergimal cost s equnl to the average cost. In
other words, marginal cost curve cuis average cost curve auits mmmun point (..
optimun point).

15.6 LONGRUNCOSTCURVES

As gtated above, long run is a period of time during which the firm can vary all of s
inpuits - unlike shoel run in which some nputs are lixed and others are variable. In
otherwords, whereas in the short run the firm is tied with agiven plant, i the long run
the firm moves from one plant to another: it can seguire @ big plant if 11 wants o
ncrease its ourput and o small plant if it wants 1o reduce its output. Long ran cost of
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production is the feast possible cost of producing any given Jevel of ogtpur when all
welividun) foctors nre varoble. A long mn cost curve depots the functional
relationship between ompur wd the long run cost of production.

In order 1o understiund how the long nm averige cost curve 1s derved. we consider
three short run avernge cost curves as shown in the followme Fig, These shon run
cost curves (SACs) are alsp calledd plant curves, In the short oo (e frm can be
operating o any short run aversge cost curve given the size of the plant. Supprose that
these are the only three plants which are techmeally possible. Given the size of the
plant, the firm will be increasing or deoreasing its output by changing the amount of
the vartable inputs. But in the long run; the firm chooses among the three possible
sizes of plunts as depicted by short ran average yurve (SACT, SACZ, amnd SAC3). In
thiz Tong run, the firm will examine with which seie ol plunts dr on which ghan tun
uvernge cost curve it should operate o produce s given level of output, so that the
total cost is minimum. It will be seen from the diagram that up to OB amojnt of
output, the firm will operate on the SAC, though 1t could also produce with SAC2L
Llp o OB wmonmt of output, (e production dn SACT yesulis in lower cost thun an
SALC2. For example, if the Jevel of output OA is produced with SACL, it will cost AL
per unit and i ir 18 produced with SAC2 i will cost AH and we can see thot AH 1=
more than AL Similarly, if the firm plans to produce on output wlich is lirger thinn
OB but less than OD, then it will notbe ecanomical w prodics on SACL. For this, the
tirm will have to use SACY. Stmulurly, the firm will use SACS for output larger thon
OD. [t s thus clear that, in the Jong run, the firm has o choice in the employment of
plant and 1 will employ that plant which vields mintmum possible unil cost for
prodducing a given autout,
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Fig: Short run Average Cost Curves Fig: Long run Average Cost Curves
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Suppose, the firm has a choice so that a plamt can he vaned by mfinitely small
gradonions so thal there are wifinite number of plants corresponding 1o which there
fre numerons average cost curves, Insuch a case the long ran average cost curve will
be asmooth curve enveloping all these short mn average cost curves

As shown in Figure of the long run gvernge cost curve is so drvwn as to be tangent 1o
cach of the short run avermge cost curves. Every point on the long run averge vost
curve will be o wngency pont with some shor ran AC curve. 11 a firm destres 1o
produce any particular outpul. it then builds a corresponding plant and operates on
thie conrmesponding short eun average costeurve. As shown i the figure, for producing
OM, the corresponding point on the LLAC curve 1s Goand the shortrin average cost
curve SAC js tangen! to the long run AC at this point. Thus, il o firm desires (o
produce output OM, the firm will construct a plant.corresponding 1o SAC2 and will
operate on this curve st pont G, Similarky, the firm will produce other levels of
oulput chousing the plant which suits jts reguiremetits ol lowest possible cost of
production, 1 s clear from the figure that Lirger output can be produced ut the lowest
cost with lerger plant whereas smaller outpyt can be produced at the lowest cost with
strallor plunts: For example, to produce OM, the firm will be using SAC2 only; it
uses SACE, it wlll resultin higher umt cost than SAC2. But, larger output OV can be-
produced most economically with a larger plant represented by the SACE, 11 we
preduce OV witlra smalter plant, it will resull in higher cost per onin. Similacly, ifwe
produce lnrgor guiput with o smaller plant it will involve higher costs beenuse of'its
Himited capacity.

It % to be noted thaot LAC curve is nol mngent o the minimum pomts ol the SAC
curves. When the LAC eurve s declining, it 5 wngent to the fslling portions of the
shiort run cost curves and whon the LAC curve 1s nsme. it 15 tangent to the nsing
pottions of the short ruf cost ourves, Thus Jor producing outpul less (han “00Q" at the
lowest possible unit cost, the firm will construet the relevant plant and opermte it at
Tess than i full capacity, .., at less than its minmuom avernge cost of production. On
thic sither lund, for ontputs larger than OO the Grm will construct a plant and operate
it beyond its optimum capacity. "O0Q™ is the optimum outputl. This is beciuse 007 s
beinig proditced at the nunmum point of LAC mnd cormesponding SAC i.c., SACS.
Other plums are either used w0 less than their il capacity or more than their full
capagity. Only SAC4ig being operated at the mvinimum poing,

Long run average costcurve s often called a planning curve because o finm plans 1o
produce sy output in the long run by choesing o plant on the long run average cost
curve comesponding w the given output. The long run average cost curve helps the
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firm i the chotce of the size of the plant for producing a specific output at the least
possible cost.

157 EXPLANATION OF THE “U" SHAPE OF THE LONG RUN
AVERAGE COSTCLURVE

As has been seen m the dipgram LAC curve 15 U shaped curve. Thigshape ot LAC
curve depends upon the returns to scale: As discussed carher, g8 the firm expands
returns to scale increase, Afteru runge of constunt retums to scale, the reums 1o scale.
fimally decrease. Onthe same hine, the LAC curve first Jechines and then fnally rises,
Inereasing rewms 1o seale cause fall in the long run sverage cost and decreasing
teturng to senle result in cse In long tun svernge cost, Falling long run average cost
and increasing economied of scule result from intemal and extemal ceonomies of
seale and msing long run averngs cost and diminishing retums o scaleresuli from
yternal ond externiul diseconomics of scale (economies of scalé have been disouseed
arlier atthe relevant place),

The long run avorage cost curve imittally fadls with nerease i ouput ond after o
certain point il rises making a bout shape. Long-run Average cost (LAC) curve i also
ealled the plannmg curve of the firm as it helps in clioosing an appropnate o plont on
e decidied level ofoutput. Thie lung-run average cost curve is also called “Eonvelope
curve™, because it envelopes or supports a family of short mun aversge cost curves
from below.

The above fgure depicting lang-run aversge cost curve s arrived at on the basis of
traditionnl economic analysis Iris Mattened 'V shaped. This tvpe of curve could exist
only when the state of 1echnology remutns constant. But the empinenl evidence
shows (hat the stute of techiology chinnges in the long-rumn.

Therefore; modern firms fee "Leshaped’ cost curve than ‘w-shaped’. The Loshaped
cost curve is given below. Aceording 1o the diagram, over AB runge, the vurve is
perfectly flat, Over this vange sl sizes of plant have the samie minmum cost,

158 SUMMARY

Cost funcron reters o the mathemancal relation between cost of & production and
the various determinants of costs. Fronomists are generatlly interesied in two types of’
cost fimetions; the short run cost function and the long run cost fanction, In the short-
run. same fuectors wre fxed whole others wre vanable. The fixed foctors are plont,
cquipment und o unigue Kind of skilled lubor. Short-run s defined sy that period in
which the firm can expand or contraet s output only by varyiog the amounts of
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vamable factors such as labor and mw mateniols. In the short penod, the size of the
plant connat be nltered. More production is possible only by over warking the
existing plant or by hiring more workers and by purchasing and nsing more mw
mpterials The long run average cpst curve inftiadly falls with increase m output and
afler n certinm point, it nses making a bodl shape. 1t s also cnlled planning curve or
envelope curve. Maodem finms face 'L shaped] cost curve thun U shaped curve due to
chinge intechnalogy.

159 GLOSSARY

Toral Cost: Towal money expenses mcurred for buying the inputs required for
producing o commodity o a service. Total cost is equul to the total fxed costs plus
totad varinhle costs,

Averhge Fixed Coste AFC 2 the 1otnl fined cost divided by the mimber ol units of
CHITP,

Average Variable cost: Average vanable cost s the total vanable cost divided By the
munber of units of oulput produced.

Average total cout: Average total cost is the sum of average viriable cost and avernge
fixed cost.

Marginil Cost: Marginol cost s the addition made to the totl cost by the production
of un additional pnit of output.

Long-run Average Cost: The long run overage cost etarve inittially Tills with increase
i outpul and sfier a centdin point: it rises making o boal shape. It is also ealled
plaaning curve or envelope carve,

1510 SELFASSESSMENT QUESTIONS

L Wt are the various short-run cost curves™ Explain them it detml.

i

Assiwming that the LAC corve is L-shaped, what wounld the LMC carve look Tike?
LExploun using disgrams.

1  Discuss the mtervﬁlatinnsi_ﬂp between the cost curves of o firmm m the shon
perind with the help ol disgram.

15.11  LESSON END EXERCISES

! According to you, 15 it possible for LAC 1o acquire any shape other than the
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envelopeshape’ Why orwhy not? Explaim using diagrams

2 Do you think thet the short-run and long run average cost curves of o lirm
necessanly U-shaped? Give reasons in support of your answer.

15,12 FURTHER READINGS
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Seth, ML, Advaneed Economic Theory.
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UNIT-IV THEORY OF MARKET Lesson No.: 16
STRUCTURE

PERFECT COMPETITION: SHORT RUN AND LONG RUN
EQUILIBRIUM OF THE FIRM

STRUCTURE

16.1  Introduction
16.2  Ohjectives
16,3 Neaning of Perfect Competition
16,4 Fentures of Perfect Competition
16,5  Price determination under Perfect Competition
16,5, Equitibrivm of the firm
10,52 Conditidne for equilibrium of the firm
16,6 Price and Ouwtput determination under short-run
16,7 Price nnd Output determination under long-run
16.8  Shutdown point of the firm
L6 1 Tmplications oCshutdown ofa firm
169  Summury
16.10 Glossary
16,11 Self Assessment Questions
16,12 Lessons End Exercise
16.13 Furiher Headings

16.1  INTRODUCTION

Firms sell goods and services under differont morket conditions, which ceonomists
call market siructures. A marke! strocture deseribes the key truns of @ market,
including the number of Tirms, the similarity of the products they sell, and the case of
entry into and exit from the moarket. Examunation of the business sector of our
eeonomy reveals frms operatng in different market stroctures. o this chapier and
the two chapters that follow, we will stidy four market strogtures. The Tiest s perfect
competition, to which this entire chapter isdevoted.
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16,2 OBJECTIVES

Atier gomg throngh thischopter youwill be able to:

I Understand the meaning of pertect competition.

ii. Explmn price determination under perfecl competition.

iil, Discuss price and output degernination under short-mun and long-run,
163  MEANINGOFPERFECTCOMPETITION

Suprpose you g 1o q vegetable market and enguire abou the price of potatoes from o
shopkeeper. He says potatoes are for Ra. 5 per ke In the same way, you enguire from
many shopkeepers and vou get the same answer. What do vou notice? You notice the
follwing facrs:

{1) There are large number of buyers and sellers in the portoes market.
{inh Al the shopkeepers sre selling potaioes nid 5,

(i1i) Product homogeneity L, all the seliers are selfing slmost the same quality of
pountoes in the sense that vou connot judge by seemng the potntoes from wiich
frmer's field do they come fram. Stich type of markel 15 known as perfectly
cuempetitive mirket

All goods in o perfecily competitive market are considened perfect substitutes, and
the demand curve is perfectlyelastic for each of the small, mdividial firms that
participate m the morker. These frms are price wkers—if one firm wes o mise ns
price, there would be no demand Tor that lirm's product. Consumiers would buy firom
another firm ataJower price instead.

164 FEATURESOFPERFECTCOMPETITION
Following are the main chameteristics of Perfeet Competition:

1. Large number of sellers: In this market, there are laree numbers of sellers
wha form total of market supply. Individually, seller is o firm ond collectively, itis an
industry, In perfect compelition, price of commadity 18 decidod by market forces of
demand and supply Le. by buvers and sellers colleetively. Here, noindividual seller
15 in a position to change the price by controllimg sopply. Because individual seller's
individil supply is & very small part of tomb supply. So. if thar selicr nlone raises the
price, his product will become costlier than other and somuticslly, he will be cut ol
murket. Henee, that sellerhas to aceept the price which |s decided by markel forces of
temand and supply. This ensures single price in the market and in this way, seller
hecomes price talrer and not price maker.
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2. Large number of buyers: Individual buyer connot control the price by
chunging ar comrolling the demand. Because individual buver's individual demand
15 o very small part of total demand or market demand. Every buyer hos o aceept the
price decided by market forces of demund and supply. In this way, dll buyérs are price
tukers wid not price makers, This also ensures existence of single price m murket,

RN Homogenous Product: {n this case, all sellers produce homogeneous i.c.
perfeatly wdentcal produms. Al products are perfectly same in reyms of size, shape,
taste, cofor, mgredients, quality, rademarks ete, Thig ensures the existence of single
price in the market. '

4. Zero Advertisement Cost: Since all products are identical in features hike
quality, taste, design ete., there is no scope for product differentintion. So
advertisement cos 15 nil.

5 No barriers to entry and exil: There are tio restnetions ot gntey and exit of
firms. Thiy feature ensures existence of nommul profit in perfect competition. When
profitis more, new firms enter the ke and this lesds 1o competition. Enry ol new
firms competing with each other results into merease in supply and fall in price. So,
this reduees profit from abnormal 1o normal level.

When profil 18 low (below normal level), some lirms moy exil the morket. This leads
to fll in supply. So remuining {irms raise theirprices and their prodits go up. So apain
this ensures normal level ofprofit,

fi. Kaowledge about market conditions: On the fromt of both, buvers and
sellers, perfeur knowledge regarding marker and pricing conditions 18 expected. So,
no huver will pay price higher than tnarket price snd no seller will charge lower price
thum markel price.

7. Perfect mobifity of factors: This featwe is essential 1o keep supply at pur
with demand. |Fall Inctors are easily mobile (moveable) from one ling of production
1o snother, then 1 becomes easy o adivst supply as per demond. Whenever demand 1s
more sdditional Tactors should be moved into industey 1 increase supply und viee
versie In this way, with the help of stable demand and supply, we can maintain single
price in the Market,

8. No Government Intervention: Smce market has been comtrolled by the
forces of demarsd and supply. there is no government iervention in the form of
taxes, subsidies, licetising policy. control over the supply of taw inaterials, ele.
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9, No Transport Cost: It is assumed that buyers and selters are ¢lose to market,
g0 there 18 no ransport cost. Thisensures existence of single price i marker.

16.5 FPRICEDETERMINATION UNDER PERFECT COMPETITION
16.5,1 Equilibrivm ol the Firm

The firm is saidd to be in equilibrium when it maxitnizes its profit. The ouwtput which
mives maximum profit to the firm is called equlibriam output In the cquihbrim
sarg, the firm has no mcentive either to incrense or decrense s outpur, Since it 18 the
mnxmum profit giving output witich only gives no incentive 1o the (i to inerebse
or devrense it so 0 is inequilibrinm when it gets maximum profit.

Firms in s competitive market are price-tkers. This is becouse there are o larpe
number of firms m the market who are producing identical or homageneous
products. As such these firms cannot influence the price in thewr individual
capacities, They have to accept the price Oxed (through interaction of totul demand
and totu] supply) by the indusiry asa whaole.

16.5.2 Conditinns for Equilibrium of the Firm

As discussed carlier, a fiom, in order to attain the equihbrium position, his (o satisfy
vwo conditions:

(1) The muarginal revenue should be equal Lo the marginal cost Le, MR =MC_IT
MR is grenter than MC, there is always an incentive for the firm w expand itg
production further and gam by sole of additional units. 11 MR is less thun MO, the
firm will have to reduce onput since an additonal anit adds more 1o cost than to
revenue. Profits wre maximnm only atthe point where MR =MC.

(it} The MC inotierwords, MC should have a positive slope..
16,6 PRICEANDOUTPUTDETERMINATION UNDERSHORT-RUN

I the short run, o Frem will attain equilibrivm position and at the same tme, it may
enmm supermnormal profits, normal profits or losses depending upon 1ty cost
conditiong. In the shor run, » firm will artain equilibrivm position and an the same
tne. it may ear supermarmal profits, normal profits or Josses depending upon 1ts
cost comlitions.

Supernormal Profits: There 15 a difference between normal profits and supernommal
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profits. When the sverage revenue of a firm 18 just equal to its avernge total cost, it
cams normal profis. 11s o be neied that here a normal percentage of profits for the
ertrepreneur (b his manaperial services is already ineluded in the tost ol production.
When o firm cams supemormal profits, its average revenues are mare than ils
gverage total cost. Thus, in adidition 1o normal rate of profit, the firm cams some
additional profits. The following example will make the above concepts clear

Suppaese the cost of producing 1,000 units of o product by a Grm s £ 15,000, The
entrepreneur has invested T 50,000 in the business ad nommal rte of returmn in Lhe
miarket is 10 per cent. Thus the emreprencur must am at least ¥ 5,000 (10% of
20,0000 m this particular business. This T 3,000 will be shiown as a part of cost Thus,
total cost of production is T 20,0001 (3 13,000 + 5000), I the firm s selling the
product 1t T 20, it is earning normal profits becnuse AR (T 20) s equal to ATC (T 20),

I the finm is selling the product ar T 22 perani, ns AR @ 22 ) 15 greater than is AT
20 and 1 15 carnimg supernormal nroiit at the mte of T 2 neronil,
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Fig: Short run equilibrivm: Supernormul profits of » competitive firm

The sbove figure shows how a firm con cam supernormnl profits in the shortran, The
thngram shows that i order to attnin equilibriom. the firm res W equnte marginol
revenie with marginal cost, MR (marginal reyveoue) clirve is a horizontal line and
MO (marginal cost) curve is 4 U-shiped curve which culs the MR curve at E. ALE,
MR = MC OCHis the equilibrium output for the firme The firm's profit per unit iz BB
(AR-ATCL AR s BEQ and ATC 15 BO. Totul profies e ABEDR,

Normal profits: When a firm just meets s sverage winl cost, 11 earmns nonmal profis,
Here
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Fig: Short run equilibrium of 3 competitive firm: Normal profits

Thie Ngure shows that MR =MC ot E Thie equilibrnum output is OQ. Since AR=ATC
or

OP=EQ, the firm is just earning normal prafits.

Losses: The firm can be in an equilibrinm position ind still makes losses. This is the
position when the firm 15 minimizing losses. When the firm 15 able 10 meer s
vartable costand o part of Dixed cost it will ey w continue prodoction i the short rut
ITitreeovers a part of the Tived costs, ot will be beneficinl fiw it Lo continue production
because fixed costy (such as costs towards plant and muchinery, building erc ) nre
alretdy incurred and in such case it will be able to recovera part of them: But, ifa firm
15 unable to meet s average vanable cost it will be betier for it w shur down.
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Fig: Short run equilibrinm of o competitive firm: Losses

In the above figure, I7s the equilibrivm point und a this point AR = EQ and ATC =
RO since BO=ECQ. the firm iscorming BE per unit logs and the tolal loss is ABEP.
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16.7  PRICEANDOUTPUT DETERMINATION UNPER LONG-RUN

In the tong run. firms are m egquilibrium when they have adiusted their plans so as o
produce nt the nuimmum point of thewr lang run AC curve, which 1s langent to the
demand curve defined by the market price. Inthe long run, the firms will be ciming
Just normal profits, which are incliaded w the ATC, [ they are muaking supernommal
profits in the shart rum, new firms will be attracted into the mdustry; this will lead to n
fill in price (2 down ward shift in the individual demand curves) and an upward shift
of the cost gurves due o merense 0 the prices of [etors a8 the indostry expangds.
These changes will contimue until the ATC is tungent to the dermund curve. TN firms
mike losses in the short run, they will leave the industry i the Tong run, This wall
ratise the price and costs may fall as the mdustry contracts, until the remaining firms
wn the indusiry cover their ol coss inclusive ofthe normal tire of profit.

In the followmge Ggure, we show how [imes adjust to their long run equilibrium
position. [Fthe price (s OF, the o (s making super-nommnl profits working with the
plant whose cost is denoted by SACL. Tt will, therefisre, have an incentive to build
ncw capacity and it will move along its LAC, At the same time, new firms will be
entering the indusry attrzered by the excess profits, As the quentty supplied i the
markel increases, the supply curve in the macket will shill to the nght snd price will
full until it reaches the level afOP ] an which the firms and the Industry are inlong run
equilibrium.

Fig: Long run equilibrium of the firm in a perfectly competitive market

Thie conditian for the Tong ran equilibraom of the firmn 1s that the marginal cost should
be equal vo the price nnd the long min averigecost e LMO=LAC =P

The firm adjusts its plant size so as to produce that level of output at which the LAC 1
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the mininmum possible, At equilibrirm the short run marginal cost is equal to the long
run marginal cost anil the short run nverage cost 1s equal to the long run avernge cost.
Thus, it the long mn we have, SMC = LMC=SAC=LAC=D=MR

This bmplies that ut the minimum point of the LAC, the carresponding (short run)
plant is worked at its optimal capacity, so that the minima of the LAC and SAC
coineide. On the other band, the LMC cuts the LAC at its mintmum point and the
SMC cuts the SAC urits mummum point. Thus, ar the nunimam point of the LAC the
ubove eguality isachieved.

Long run equilibrium of the industry: A perfectly competitive industry is in long run
equilibrium when (i) all the firms are earming normal profits only L.e all the firms are
m equilibrum (17) there 1s no further entry or exit from the market.

B (] P,

Fig: Long run equilibrium of 2 competitive industry and its firms

The nbove figure shows thot in the lonpg-run AR = MR = LAC=LMCul E] Since E1
18 the minimum point of LAC curve, the firm produces equilibrium output OM at {he
minimum {oplimum) cost. A fmm prodecing output at optimum coest is ealled an
optimum firm. All the firms under perfect competition, in long run, are optimym
firms having optimuny size and these firms charge nunimum possible price which
just covers thair murginal cost

Thug, in the long run, io perfect competition, the market mechanism leads o an
optunal allocation of resources, The optimality is shown by the followmg conditions
associated with the long ron equilibrium of the industry:

. The output1s produced at the minimum feasible cost.

I, Consutiers poy the minimem possible price which just covers the marginal
cost e MC =AR,
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C. Plants are used at full capacity in the long mun, so that there 15 no wastage of
resources Le. MU= AC

d IFirms carn only norml profits e, AC=AR,

L. Firms maximize profits (i.e. MC=MR), but the Jevel of profits will be just
normal.

In otherworis, in the long ran,

LAR=LLMR=P= LMC = LAC and there will be optimum allocatuon of resources,
But it should be remembered thal the perfectly competitive markel system s o mytly
This is because the nssumptions on which this system is based are never found in the
real world marketconditions

168 SHUTDOWNPOINTOF THE FIRM

A firm will cheese 1o implement a production shutdown when the revenue received

from the sale of the goods or services produced cannot cover the variable costs of
production. In this situation, o firm will lose more money when it produces gouwds.
than 111 does not produce poodds ut all, Producig e lower output wounld only add to

the fimancial losses, so @ complete shutdown is requared. If a firm decreased

production it would stll acquire vanable cosis not covered by revenue as well as

fixed costs (vosts nevitably incurred ). By stopping production the firm only Joses the

fined costs.

The shutdown oceurs within a firm when the marginal revenue is below average
varighle cost at the profit-maximizing output. The goal of a firm 15 0 maximize
profits and minmize losses. When a shutdown is required the firm finled wachieve a
primary goal of production by not operating ul the level of output where marginnl
revenie equals marginil cost.

The Shutdown Rule

In the short rin, o finm that is operating at a loss (where the revenue is less that the
Tl costor the prnice 18 less than the unit cost) must deoide o operate or temporanly
shutdown, The shutdowit rule states that "in the shott fan o Orm should continoe o
operate iFprice exceeds avernge variahle costs.”

When determining whether to shutdown o firmn has to compare the total revenue to
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the wotal vomable costs, 1f the revenue the firm 15 making is greater than the vorable
cost (R=VC) then the firm s covering its vanable costs and there is addinonal
revenue 1o partiolly or entivgly cover the Lixed costs. One the other hand, i the
varinble costis greater than the revenue being minde (VC=R) then the firm isnot even
covering productioncosts and it should be shut down immediately,

16.8.1 Emplications of a Shut Downofz Firm

The decision w shut dewn production 15 usually temporary. It docs notautomatically
mean that o firm i going out of business, I the miarket conditions inprove, due to
prices increasing or producuon costs falling, then the firm can resume production.
Shutdowns are short run decistons, When's firm shuts down it still retains capital
assets, but cannot lenve the industry or avoid paying s fixed costs,

A firm cannot ineur losses mdefinitely which impacis long run decisions, When s
shutdesyn last for un extended period of time, o e lias o decide whether to continue
o business or leave the industey, The decision 1o exit s mumde over a pedod of time. A
firm that exits un industry does not eam any revenug, but is also does not imeur fixed
or variable costs,

16.9  SUMMARY

A marker is said 10 be perfectly compatitive i 1 possesses the following
charieteristics large number of buvers and sellers, haomogeneous product, free antry
aned exit, perfect mobility of faclors of production, perfect knowledge about the
market conditions, absence of lmnsport cost, no government interference and
absence of collusion, A firm s i equilibpium whenit's MO = MR and MC curve cuis
this MR curve fron below, [n the short—run firms oy be earning supernorial profts
ot carming Tosses at (he equilibenom price. In the Jong-run all the supernormal profits
or losses get wiped wway with eniry er exit of the (frms from the industey and al) firms
earn only normal profil

16.10 GLOSSARY

Perteat Cotnpetiion: A market is said 10 be perfectly competitive If there are large
number uf buyers and sellers, homogeneous product, free entry and exit, perfect
mahility of factors of prodiction, perfect knowledge about the market conditions,
thsetce of transport cosl no gavernment interference and sbsence af collusion.

Equilibrium Price: Itis the price atwhich both demand and supply pre equol.
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Normal Profit: When the average revenue of o firm is just equal to s average wtal
cosL. itearns normal Profies.

Supernarfnal Profits: When o firm cams supetnormal profits, s average revenies
ure more thim its average Wial cost,
1611 SELFASSESSMENT QUESTIONS

. Listoutthe major charisoterishe Teatires of o perfect narket

2. What do you wmean by shot down pomt? Explom why o firm suffers
[rom losses.

3. Isatpessible woearn profit i the perfect competition”? Juslily.
16.12 LESSONEND EXERCISE

. Show graphically how an individual firm atuins eguilibrium under
perfect competition,

2. Explain bow the price ond output is determingd m perfect competinan
wndershort rmyand long ron.
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UNIT-IV THEORY OF MARKET Lesson No.: 17
STRUCTURE

SIMPLE MONPOLY AND DISCRIMINATING
MONOPOLY
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17.12 Self Assessment Questions
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17.1  INTRODUCTION

Amanopolist i o firn that 1 e only producer of o good that has no close subsiilutes.
An mdusiry contralled by a monopalist is known as b monopoly. Note that prodier
ihifferentiaiion does not matter here in that there is only one product. Why we migln
be concemed nbowt having o monopolist? The key prohlems associated with the
monopolist s thit tie producer will no longer be a price-taker. In @ competitive
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market, the firm canmot directly influgnee price. I the price-taking competitive firm
iries w raise price. 1 will simiply lose sales 10 other firms in the morker. For the
monopolist, Were are no other firms to warry sbout. The ability of the monopolist to
raise price phove the competitive level 1s known s murket power. The monapolist s,
however, still constrained by the market demand. - I the firm mises price, quangity
demanded will decrease (1he quantity effect). - At the same time, what it does sell it
will sell ot o higher price (the price effect). In general. we will see that the monopolist
willtuise prices wid reduce production selative to the competitive market,

Husiness firms opemding in competitive markets are not restricted w charging only
ane price for their product. These fiomg may find that by charging difTerent customers
different prices for a common product may actually ineresse the profits of the firm.
This chargmg of different prices for a particular good 15 known ns Price
Discrimumation b is very common in various markets around tie globe

17.2 OBJECTIVES
Adfter going through this chiypter, vou will be able to:

1 Uinderstand the meaning of monapoly murkel
i, Digseuss how profit is maximized under momopoly market
ne Geranmsight into price disconunation and ifs vanous types.

. Distmpuish between perfect competition and monapaoly.
17.3  MEANING OF MONOPOLY

The word 'Monopoly' means “alone to sell”. Mopapaly is 2 situation in which there is
u single seller of o product which has no close substitute. Pure monopaly is never
found in practice. However, in public utilities such as transport, water and electricity,
we generally finda monopoly form of marker.

174 FEATURES OFMONOPOLY MARKET

1. Single Seller: Under monopoly, there 15 d simgle producer of a particulor
commodity orservice in the market aceruing to a mther large number of buyers, The
mono manufncturer may be an mdividual, 8 groop of partners or a Jjoint stock
company or stute, bemng the only source of supply for the goods or services with no
close substitute. Inthis market structure, the tirm s the mdostry and, thus, the market
vs rieferred 1o a8 "pure moenopoly’, but, 1t is more of o heotelical concept, AL Hinmes,
close substitutes wre produced by few manufictures holding & substantinl murko
shure und this imperfeet form of extreme muorket is termed ns menopolistic
compettion.
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2, Restricted Entry: Free entry of new organizations in this market
arrangemant 18 prohibied. that s, other sellers cannor enter the morket of monopoly.
Few of lhe primary bimiers, constricling the entry of new sellers are: Govermont
heense or franehise Resource ownership, Patents and copvrighls, High strt-up cost,
Deereasing sverage total cost, Homogenceous Product. A monopoly firm
mnufnctures o commodity that has no close substitute and s @ homogeneous
product. With the sbsence of avalability of a subsutume, the buver 1s bound 10
purchase what is svailable ol the tagged price. For instance: there 1s no substitute lor
ratlwiys ns the 'bulk carrier’. Thus, to be (he sole seller, in the monopelistic setup, o
unigue product must be produced,

kX Full Control over Price: In a monopoly market, resiricted enlry constrigts
compeiition and the monopohst exhibits full control over the market conditions. The
absence of compelition spares the mopapolzing company (tom price pressure and
grants him the opportunity o charge the product as per his advantage, wrgeting profit
maximnzing vis predetermined guantity chotee, Thus, o monopolist s a 'price maker'
and not a "price taker', wharein be decides the price and the buvers has to accept 1t
Nevertheless, (o evade the entry from new muarket partcipants, the company needs 1o
regulite the set product or service price within the paradipms of the Monispoly
Thearem.

4. Price Discrimination: Price discelmination can be defined as the ‘practice
by o seller of charging different prices from different buyers for the sime good or
service'. A monopolist has the leverage (o carmy out price disgrimmution zs he 1s the
tarket and acts asper us suitability.

5 Inereased Scope For Mergers: Scope fur vertical sndior horizental mergers
merease in Hewofcontrol exhibited by & single entity undera monopoly. The mergers
efficiently absarb competition and muintsin the supply chain numagement,

o. Price Elasticity: With regards to the demand of the product or service
offered by the monopolizing company or indvidual, the price elasticity 1o absolure
value ratio s diotaed by price ineredse ond markel demand. 1t is not uncomimaon to
see surplus andior o lods categorized as 'deadweighl’ within a munopoly. The latter
refers to gain that evides both, the consnmer und the monopolbist

7. Lack of Innovation: On pccount of solitary market domination, monopolies
exhibitan melination ownrds fosing efficiency over a penod of ime: new designing
and misrketing dexterily likes o back scat.

8. Lack of Competition: When the miket is designed (o serve nmonopoely, the
lack of business competition or the absence of viable gowds and products shrinks the
scope for ‘perfeot competition’, Being the sole merchant of an eccentric good with no
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close imitation, a monapoly has no oppesition. The demand for ramout induced bya
monapoly 18 the murker demond, adhering exiensive marker comrel. The
mncompetence resulting fram market dominance also makes monopoly o key type of
murket failure,

17.5  PROFITMAXIMIZATION UNDER MONOPOLY MARKET

Firms in a perfectly competitive market are price-takers so that they are only
concermed about determmmation of owtput. Bul this 15 not the cuse with a monopolist. A
monopohist hus 1o determine not only lns output but also the price of lis product.
Since he faces o downwird sloping demand curve, ifhe nses the price of his protuet,
hiis sales will go down, On the other hand, i e wants o improve his sules volume, he
will have o be content with lower price. He will try to reach that Tevel of output it
which profits are muxumum 1. be will try to attam the equilibrium level of output.
How lie attmins this level can be found ontas ssshown below.

17.5.1 Short Run Equilibrivm of the Firm

Conditions for equilibrivm: The twin conditions for equilibrium in a monopoly
marhet are the spme as discussed earlier.

(I MC=MR
(1) MCeurve must cut MR curve from balow,
Graphicallv, we can depier these conditions i the following figure.

Flg.: Equilibrium of a monopaolist (Short run)

The Bgure shows that MC curve curs MR corve at B, That means, ar B, the
equiltbrium price is OP and the equilibrium output is OQ. In order o know whether
the monopolist is making profits.or losses i the short run, we need to introduce the
average totnl cost curve. The following figure shows mwo possilities for n
Ionopalist fiom i Lhe shott run.
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o o Guaevery
Fig.: Firm's equilibrium under monopoly: maximization of profits

The above figure show that MC cars ME w E o give eguilibeoum outpat ss O At
00, the price chorzed s OF (we find this by extending lne EQ) till it touches AR or
demand curve), Also st OQ), the cest per unil is CQ. Therefore, profit per unit is BC or
1ot praficrs BOGE,

Can o monopolist ineur lesses” One of the misconceptions about s monopohist is that
he nlways mokes profits. [1is to be noted that notfung guaramees (ot 8 monopolist
mikes profits, 1all deponds upon bis demand and cost conditions, 17 he faces o very
fow demand for his product and s cost conditions aee such that ATC =AR, he will
et be muking profits, rather, he will incur losses, The above figure depicts this
ST,

[y R

i» — |

Ly

Fig.: Equilibrivm of the monopaolist: Losses in the short run

In the above figure, MC cuts MR at E. Here E 15 the point ol loss minmization. ALE,
the equilibrium output s ON and the equilibrium price s OT. The average wotal cost
(SATC) corresponding 1o ON 18 NH. Cost per imit of output e, NH 18 greater than
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revenue per unit which i KN, Thus, the monopolist ineurs losses to the extent of Hi
per unit or total loss 1s HK TG, Whether the monopolist stays i busimess in the shor
run depends upon whether ho meets his sverage varnable eost or nol. I he covers his
average varinble cost and nt least o part of fixed cost, he will not shut down because
he contributes somathing wowards fixed costs which are already imcurred. I he is
unable to meet his average vanable cost even, he will shat down,

17.5.2 Long Run Equilibrium of the Firm

Long run Is 1 period long enough o aflow the monopolist w adjust his plan size or o
use his existing plant ot any level that moximizes s profit, In the absence of
competition, the monopolist need nut produce at the optimal level, He con produce
stbuptimil scale alsa, In other words, he need not reach the minimim of LAC curve,
he cun stop at any place where bins profits yre musimum.

Fig.: Long run cquilibrium of a monopolist
Howevier, ane thing is cértain: The monapolist will not cantinue ifhe makes losses in

the long run, He will continue to muke super normal profis even in the Jong run os
entry of oulside firms is blocked,

17.6  MEANING OF PRICE DISCRIMINATION

in monopoly, there 1sa single seller of w produet culled monopolist. The monopohist
has control over pricing. demand. ond supply decisions, this, se18 prices in o way, 50
thast masamum profit can be camed,

The monepolist oflen charges diffevent prives from different consumers for the same
product. This practice of chirging ditferent prices for ideonical product is called price
theeriminaiion

According o Robinson, “Price discrimmanon 18 eharging different prices for the
same product orsume price for the diffecentinted prodoot.”
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According to Stigler, "Price discrimingtion is the sale of vanous products at prices
whieh are nor proportonal w their marginal coss,”

In the words of Dealey, "Discriminatory motopaly means charging different rates
fromdiffcrent customers for the same good or service.”

17.7  PRICEDISCRIMINATION UNDER MONOPOLY
Consider the following examples,

The family doctor in your neighborhood charges higher fees from o nch patient
compareid w the fees charged from apoor patienteven though both ure suffening from
viral fever Why?

Flectricity companies sell electricity at a cheaper mle for home consumption i rurnl
arcay tran for industrial use. Why!

The above cnses are exumples of price diserinmination. What is price discrimination”?
Price disenmmnation ocours when s producer sells o specific commandity or service 10
different buyers ut two or mnore different prices for reasons not associnted with
differences in tost,

Price discrimination is a method of pricing adopted by the monopolistin veiler to camn
abnormibl profits, It relors 1o the practices of charging different prices [or differant
umits of the same commexdity.

Further examples:

4] Railways separate lngh-vitliie or relutively siall-bulk commaodities which can
bear higher freight charges from othar categorics of gooils,

(h) Some countries dump goods atlow prices in foreign markets to caplure them,

(€) Some universities charge higher timon fees [roun evening class students thao
from other scholars,

(d) Adower subscription is charged from student repders i case of cerumn jouwrnals,

te) A ngher price for vegetnhles may be charged in posh localities tnhabited by the
rich than i other localities,

Price discrimination cannot persist under perfect competition because the seller has
i imfloenee over market determined rate. Price diserimination regquires sn glement
of manapaly so that the seller can mifluence the price of his product.
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17.7.1 Conditions for Price Discrimination
Here are the main canditions required for diseriminatory pncme:

1. Differences in price clasticity of demand: There must be a difTerent price
closticity of demand for cach group of consumers, The Grm s hen nble o choree o
higher price 1o the group with s more price inelustic demuand and a lower price fo the
group with u more elastic demand. By adopting such a strate gy, the firm can incresse
totul revenoe and profits. (e, nchieve u higher level of prinducer surplus), To profit
mmamize, the firm wiill seck to set murginal revemde = 10 margiml cost in ench
sepurste (segmented ymarket.

2, Barriers to prevent consumers switching from une supplier to another:
The lirny mwst be uble o prevent "consumer switehing" - e consumers who have
purchased a product of o lower price are able 1o re-sell 1t 1o these consumerns who
would have otherwise paid the expensive price.

This can be done 0 o number of ways, —and 15 probubly casier 1o aclhieve with the
provisian of o unigque service such as o laircut dental treatment Or & consullation
with a doctor mather than with the exchunge of tangible goods such a3 4 meal in g
restrumnt.

Switching might be prevented by selling a produgt o consumers ot unigue
momentsintime - forexample with the use ol airline Hckets Tor i specifie Might tha
cunnot be resald under any circumstances or cheaper mil Hekets that are valid fora
specificrl service.

Software businesses ofen oifer beavy price discounts fiv educutionil usirs
providing they gve on academic emml nddress

Stuelents may be required 10 show proot of Wentfication using secure [
clrds

Price discrimination 15 easier when there ave separcate and distinel markets for o
firm's products and when price elasticity of demuand varies from one group of
consumers o another,

178 DEGREES OF PRICE DISCRIMINATION
17.8.1 First Degree Price Discrimination

This st lype of product pricing ¢ based on the seller's ubllity 1o detosmine exoctly
how much cach and every oustomer is willing to pay for a good. Différent consumers
have differont preferences and levels of purchasing power and thus the smoung they
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would be willing to pay for & good often exceeds o single competitive price. This
difference berwesn what 8 consumer s walling to pay and the price actuably pard 1s
known, of course, a8 consumer's surplus. This a firm engagug n fest degree price
diseriminntion is attemmpting 1o extract sl the consumers’ surplus from s customers
s peafits,

The seller will tnke the time 1o bargain or 'haggle' with the customer about the price
that customer 15 willmg to piey - same buvers willig to poy o higher price other
huyers o lower price. The firm will sell o quantity of output 'O up ko the point where
the price of the Inst bnit sold just covers the murginal costs of production. The
difference between the price charged on each unit and the average costs of producing
'0Q* mits of output will be the firm's profits.

Figure: First Degree Price Discrimination

& Qv Oampiih

Common examples of first degree price diserumnotion mclude car sales of mos)
dealershups where the customer mrely expects o pay full sticker pnee, sculpers of
concert und sporting-cvent tickets, und road-side sellers of Truit amd produce,

17.8.2 Second Degree Price Discrimination

The second type of price diserimination involves the establishment of a pricing
strmenure for a parmicular good based on the mmber of imits sold Quantity discounts
are a common example. o this cose the seller charges a tugher per-uni price for
fewerumts solll und o lower per-usiit price for lger quantitics purchased. In this cuse
the seller is atempling to extract some of the consumer's sumplus value as profits with
residunl surplus remaining with the consumer over and ibove the actua) prive paid.
Like the case of first degree price discomination, the firm will prodoce a level of
output where the price charged just covers the margmal costs ol production.

In the dingram below, we lind an exmmple of b v charping three different prices lor
the same product. The price PO s charged per unit i the buver choeses o buy Q)
unnits of the good. Alower price PLis charged lor a greater guamtity 0 and the price
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P2 is charged for the quantity Q*2 (the level of output such that P2 = MC -- the
marginal cosis ol production )

Figure: Second Degree Price Discrimingtion

(11
0 Qo 03 Ouwpe@

Common exumples of second degree price diserimination mclude quantity discounts
for energy use; the variutions in price for different stees of boxed cereal, packaged
paper products, wnd sodus and French fries at fhst food omlets,

17.8.3 Third Degree Price Discrimination

The last type of price diseriminauon eosis where the firm 18 able 10 segment 1s
cuslomers into two or more separate frarkets, each murket defined by unigue demand
clisracteristices. Some of these markets might be less price sensitive (price inclastic)
relative o other murkets whese guantity demanded (5 more sensitive to price alimges
(price elastic), The firm might find that by charging a higher price "P1* and sellmg o
level of ourpur *Q1* in the first market and o lower price 'P2* selling a level of outpun
'0Q27 i the second market. profits are greater than in that frm chorged a single price
PEP2< P < PL) forall units sold. Specifically, the firm will attemp third degree
price discrimination if;

PLOT+P20Q2>PAQ# (Q*= Q1 + 02, Total Costs are the same in either cise)

in order for this type of price diserimination 1o be eftective, the firm must be able 1o
prevent o thard party from engaging m arbitrage thuying m the second mizrket at o
price shghtly above P2 and selling in the first market at p price slightly below Pl
foreing both prices towards P*)and profiting from the price differences. The matkets
must be kept sepsarate!

Examples of third degree poee discrimimation inchde: business ve. tounst arfares,
business vs. residentiod telephone service. and sentor discounts.
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179 DIFFERENCE BETWEEN PERFECT COMPETITION AND
MONOPOLY

Following points make ¢lear difference between both the cotnpetitions:

1. Output and Price: Under perfect competition price 15 equal o mirgmal cost
ut the equilibrium output. While under monopoly, the price s greater than average
cusl,

2 Equilibrivm: Under perfect competivion equilibrivm is possible only when
ME = MC und MC cuts the MR curve fram below. Bu under simple monopoly,
equilibrium can be realized whether marginal cost is risang, constant or falling.

3, Entry: Under perfect competition, there exist no restrictions on the entry or
exit of frms intp the industry. Under simple monopoly, there are strong barriers on
the entry and exit of firms.

4. Discrimination: Under sunple monopely, 8 monopolist can charge different
prives from the differem groups albuyers, But, i the perfectly competitve murcket, i
is absent by definition,

5. Profits: The difference between price and marginal cost usder monipoly.
results in super-normal profits to the monopelist, Under perfect competition, o irm
m the long runenjoys only normal profits,

6. Supply Curve of Firm: Under perfect competition. supply carve can be
known. Tt is so becouse all frme can sell desired guantity ot the prevailitg price,
Muareover, there is ne prive discrimination, Linder monopoly, supply curve smnot be.
knowrr, MU curve i not the supply curve of the monopolst.

7. Slope of Demand Curve: Under perfect competition, demand curve is
perfectly elasue. Tt 1s due 10 the existence of large number of finns. Price of the
product is determined by e mdustry and each lirm ligs to aceept that price. On the
other hand, under mondpoly, avernge revenue curve slopes downward. AR and MR
curves ane separate from each other. Price is determined by the monopolist.

8. Gouls of Firms: Under perfect competition and monopaly the firm pims ut 1o
maximize its profits. The firm which sims ot to maximize its profits is known as
rutionnl firen.

9 Compurison of Price: Monopoly price is higher than perfiect competition
price. In lung perlod, under perfeet competition, price is equal o average cost In
monopoly, prive is higher s is shown in Fig. 11 The perfect competition price is
OF L whereas monopoly price s OF, In equilibrium. monopoly sells ON output at QP
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price but a perfectly competitive firm sells higher output ONT at lowerprice OF1.

10, Comparison of Output: Perfect competition output 1s hagher thon
monopoly price. Under perfoect cornpatition the (irm is in egquilibroom nt point M1 (As
shiown in Fig. 11 (a)), AR = MR = AC = MC are equul. The equilibrivan output is
QN1 Onthe other hand monepoly firm is inequilibrinm at point M where MUO=MR.
The equilibrimm outpit 15 ON. The monopoly output is lower thun perfectly
competitive frm oufput.

17.10 SUMMARY

Monopoly is an extrerne form of imperfect competition with o smgle seller of v
product which hos no close substitute. Monopaolist has a considerable contral over
thie price of his product, The short-run equilibrivm of the monopalist iy a1 the point
where MU=MR. In the long-run the supernorma] profit will be continied beciuse
cntry 18 restricted. One of the important features of monopaly 1s price
disennination, Le. charging different prices for the same product from Jdifferent
consumers, Price diserimimation means charging different prices from different
custinniers o for different units of the same product. Price diserimination (s possibile
when the monopohst sells i different markots in such a way thet it is not possible to
transier any wnit of the commodity from the cheap market 1o the dearer murket. Price
diserimunation is, however, not possible ander perfect comipetition, even if the two
mrkets could be kept separste. Sinee the market demand in cach market s perfectly
ehistic, every seller would try to sell in thay market i which be could get the highest
price. Competition would muke the price equal 1o both the markets. Thus price
diserimmation is possible only when murkets wre imperfeel.

17.11  GLOSSARY

Monopaly: Monopoly is an extreme [orm of imperfect conpetition with a single
seller of a produet which has no close substitute,

Price diserimination; It réfers o the practice of a seller of selling the same good
different prices (o difterent buyers.

First-degree Price Disermmination: I refers 1o a price discrimmation in which a
monopolist charges the maxamuin price thot euch buyver s willing 1o pay. This s also
known us perfeet prive diserimination as it involves maximum explonation of
conswmers, In this, consumers fail 0 enjoy sny consumer surplus. First degree is
practiced by lawyers and doctors,

Second-degree Price Diserimination: 1t refers w0 a price diseromnation m which
buyers are divided into different groups und diffecent prices are churged from these
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groups depending upon what they are willing to poy, Ratlways and airlines practice
this type ol price discrimination.
Third-degree Price Discrinunation: 11 refers to o price discriminonon in which the
monopalist divides the entire morket o subioarkets and differont prices e
charged in each submarket. Theretore, thind-degree price diserimmnation is also
termied s market segmentution,

1711 SELFASSESSMENT QUESTIONS

l. What do yourmean by monopoly market? List out s essential femures.
2 Discuss the conditions necessary for the fem jo be i equilibriuin:

3. Whast do you mean by price diserinination?

4, Highlight the conditions necessary for price discrimmation.

. Distinguish between Perfecteompetition and Monopaly.
17.13 LESSONEND EXERCISES

I Explumm detmil price and ouiput determmation under short run amd long run
unider monopoly competition.

2, Expluin price discrimimntion and virous degrees of price discrimination
under monopoly market. Hlustate youranswer with the help of example.

17.14 FURTHER READINGS
Chopra, PN, * Principles of Feonomics™, 2000, Kalyvani Publishers, New Dalhi,

Ahupo, HL, “Advonced Econome Theory™, 2000, Sultan Choand and Co,( Pyt ad.,
Mew. Detl.

Thigan, M. L, "Micro - FEeonoriie Theory™, 2002, Vrinde Publishets (P) Lid,, Delhi,
Seth,M L, Advaneed Beonomie Theory
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18,1 INTRODUCTION

Consider the miarket Tor sonps and detergents. Amaotig the well known brands on sale
are Luy, Fiama, Cinthol, Dettol, Liril, Pears, Lifcbuoy Plus, Dove et Is this market
an exumple of perfeet competition” Smee all the sonpy are almost similar, this
appears to be an example of perfect competition. But, on a close fnspection we find
that each seller has ar least some varation between his product and those of his
cormpolitors, For example, whereas L s exhibined o be s beauty soap, Livl s more
nssociated with freshness. Detal soap is ploced as antiseptic and Dove elainis o
ensure for young smooth skan, The practice of product and service differentintion
gives each seller a chance to attruct business to him on some basis other than price,
This 15 the monopolistic part of marker the simation. Thus, this market contains
features of oth the wrarkets discussed edrbier - monopoly and perfect cotmpetinion In
fact, this type of purket 1s maore commuon than pure competition or pure manopoly
The industries in monopabistic competiion include clothing, manutbcturing and
retail trade in large gities. There ane muny hundreds of manufacturers of women's
dresses, and hundreds of procery shops in a medium sized or lange ciny.
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182 OBJECTIVES
Afier gomg throngh this chapter youwill be able

L Understnnd the meanimg o monopolistic market

W, Highlight the leatures ol monopolistic market.

i1, Diiscuss price determination in ghort run under monapalistic competition,
[\ Discusy price determinution in long run under monopaolistic competition.

8.3 MEANING OFMONOPOLISTIC COMPETITION

Monopoliatic competition is a market struchire characterized by many firms selling
products that are similar bt novidentical, so firms compete on other factors besides
price. Monopolislic competifion 1 sometimes relerred 1o us inperfect compelition,
because the marker structure is bebween pure monopoly and pure competition. The-
mor benefit of monepaolistic competition 15 the supply of o wide variety of goods
anid services.

184 FEATURES OF MONOPOLISTIC MARKET

1. Large Number of Sellers: There are large nimbers af Trms selling closely
related, bt not homogeneous products. Eachy firm nets independently and hoas o
limited sharve of the market, So. an individual (irm has limited control over the market
price. Large number of firms leads o competition in the market,

7= Product Differentiation: Each firm is m 2 position 1o exercise some
degree of monopoly (in spite of lurge number ol sellers) through produc
differentintion. Produet differentintion refiers w differentioting the products on the
busis of brand, size, color, shape, e, The product of a firm is close, but not
perfect substitute of other firm

Impheation of "Product differentiafion’ 15 that buyers of & product differeniate
between the same products produced by different firms. Therefore; they are also
willing to pay dilTerent prices lor the same product produced by dilTerent [irms. This:
gives some monopoly power to an individunl finm o influence market price of s
produet. Some examples of Product Differentiation are:

(1) Toothpaste: Pepsodent, Colgate, Neem, Babool, ete,

(1) Tew Brooke Bond. Tntnten. Toduy tew. ete.

(in}  Soaps: Lux, Hamanm, Lifebuoy, Pears, cte.

3, Selling costs: Under monopolistic competition, products are differentiated
and these differences are made known to the buyvers through selling costy, Selling
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costs referto the expenses incwrred on marketing, sates promotion and sdvertisement
ot the product. Such costs are incurred 1o persusde the buyers 1o buy o particular
brand ol the product in preference to competitar’s brand. Due to this reason, selling
costs canstitute g substuntial part of e ol cost under monoepolistic competivon, It
st benoted that there are no selling costs in perfeet competition as there (s perfect
knowledge among buyers md sellers: Similarly, under monopoly, selling costs are of
ginall amount (only for mformative purpose) as the lirm does not fuce competition
from ueiy other firm.

4. Freedom of Entry and Exit: Under monopolistic competition. firms we
frew to énter into o exit from the industry atany tme they wish, 1t ensures that there
are neither abnormal profits nor wny abnormal losses to a firm in the long nun,
However, it musi be noted that entry onder monopaolistic compefition is nol 85 essy
and free as under perfect conipetinion.

5. Lack of Perfect Knowledge: Buyers nmd sellers do not have perfect
knowledge about the mirket conditions, Selling costs create artificial superiority in
the minds of the consumers and it becomes very difficalt for a consumer 10 evaluite
differont prochucts avanluble i the morket. As nresult, a particulor product (nlthough
highly priced) is preferred by the consumens ever i1 other less priced products are of
sume quauhy,

0. Pricing Decision: A firm under monopolistic competision is neither o price-
tuker nor a price-miker. However, by prodicing i unigue product or establishing a
partiealar reputation, each firm hos purtinl control over the price, The extent of power
to vonte] prive depends upon how strongly the buyers ure attached o bus brund.

15 Non-Price Competition: In addition o price compelition, non-price
competition also exists under monopolistic competition. Non-Price Competition
refers o competing with other A by offering free gifts, miking Gvorable credil
terms, ete,, without changing prices of their own products.

Firms: under monopolisne mmpctiﬁ:m compete in 8 numbaer of ways to attract
customners, Thov wse both Price Compeution (campeting with other firms by
reducing price of the product) and Nop-Price Competition to promote their sales,

185  PRICE DETERMINATION UNDERMONOPOLISTIC COMPETITION

Muonapalistic competition is the economic market model with muny seller selling
simmifur, but not ilenticnl, products. The demonid curve of monapolistic competition
s elostic becausealthough the firms are selling difforemiated products. many are still
close gubstitites, so 1l one [iom sases its price oo ligh, many of is customenrs will
switch to products made by other firms. This elasticity of demand makes it similar (o
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pure competition where elasticity is perfect. Demand i not perfectly elastic because
0 monopolistic competitor has fewer rivals then would be the case for perfea
competition. and becmuse the products are difforentisted to some degree. so they are
not perfeet substitutes,

Maonopolistic competition has o downwan!d sloping demand corve. Thus, just as fora
pure monopoly, its murginal revenue will always be less than the market price,
because it can only increase demand by lowenng prices, but by doing so, it must
livwer the prices ofull umits of its product. Henee, monopolisteally competinye firmis
maximize profits or minimize losses by producing that quantity where marginal
revenie equals marginal cost both over the short run and the long run.

18.5.1 Short Run Equilibrium of the Firm

e

Fig.: Short run equilibrium of a firm under monopolistic competition: Super-
normal profits

The firm depicted in the fgure hos o downward sloping but it demund curve for its
priduct. The firm i assumed to have U-shaped short run cost corves

Conditions [orthe Equilibrium olan individual firm: The condittons tor price-output
determinition and equilibrivm of an individual firm muy be stated as follows

(1 MC=MR

(1) MO eurve mst oot MR curve frorn bl o,

Figure shows thit MC cuts MR curve at T AL E, the equilibrium price is OP and the
equilibrivam output is OM. Since perunit cokt is SM, puranin super-normal profit (e
price-cost) is QS (or PRYand the total super-normal profit s POSR.

It is also possible that & monopolistically competitive firm may incur losses in the
short run. This 1z shown in the fiz. The figure shows that per unit cost {HN) 15 higher
thun price OT (or KN of the produet ol thie firm and thie loss peronitw K OHIN=-KN).
The total lossis GHET
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What about long run equilibritm of the industry” 1 the firms m 2 monopolistically
competitive industry eam super-normal profits in the shon ran. there will be an
incentive fornew firms to enter the industry. As more (oms eater, profits per linm will go
on decreasing as the total demand for the product will be shared among a larger number
af firms. This will happen rill all the profits are wiped away and all the firms cam only
normal profits. Thus i the long o all the firms will eam only normal profits.

B A

Fig: Short run equilibrium of a firm under Monopolistic Competition - With losses
18.5.2 Long Run Equilibrium of the Firm

I the competitive finms in an imdusiry carn un econemic profit, then other Tms will
enter the same industry, which wall reduce the profits of the ather firms. More firms will
continue v enterthe industry until the Grms are earming only a normond profit, However,
if there are too muny frms, then firms will start 10 wenr losses, especially the
melfictent ones, which will couse them o leave the mdustry, Consequently. the
remuining Do will vetuen o normad profitabadity, Hence, the long-run eoquilibrivm
for monopolistic competition will equate the markel price 1o the avernge total cost,
where mnrgimn! revenue equols, marginal cost, 45 shown in the diggram below,
Remember m ccononnes, average wotal cost ineludes a pormal profir.

Fig: The long-term cquilibrivm of a firm in monopolistic competition
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Heepuse monopolistically competitive firms do nit opemte at their minimum
average 1ol cost, they, theretore. operate with excess capacity. Note in the ghove
diagram thit firms would lose money i they produced more to schieve either ullocate
or productive efficiency. That most firms opernte with excess copacity is evident
when looking at most monopolisticelly competitive firms, such s restaurants and
other rewailers, where salespeople are often idle. In some cases, n firm will have
enough of on advantage 1o continue eirming economic profiis, even in the long run.
For instance, o business can have an excellent location relntive to other locations in
the ares, which will olways give itan sdvamuge over other frms in that loeal market
Or a firm may have o patent or trsdemark on its product that prevents competition, In
such cases, firms have some degree of market power that would allow them to price
thetr praducts above competitors' prices without losmg too much busmess.

18,6 SUMMARY

I refers to the murket situation m which nuny producers produce goods which are
elisse subutitutes of one another. The essential feature of monopolistic competition |s
the existence of hge number of firms, produot differentintion, selling costs and
freedom of entry and exit of firms. In monopolisbc competition, the features of
monopoly and perfect competition are partinlly present. Demuond curve 15 highly
elisstic nnd o Yirm enjoys some control over the price,

18.7  GLOSSARY
Munopolistic Competition: It is a market structure charseterized by muny firms

selling products that are similar but not identical, so firms compete on other factors
besides price.

Product differentiaion: It pefers to differentisning the products on the basis of brand,
size, color, shupe. ete.

188  SELFASSESSMENT QUESTIONS

I. Whint der you mean by monapolistic competition”

2, List down main fentures of monopolistic market

3. [iscuss the conditions tor an indwvidual firm to be in equilibrium under
monopolistic competibon.

IRY  LESSONEND EXERCISES

I, Explain the pricc-output determination in short mun and long run under

minopolistic compatition, Hlustsie your pswer with thie ielp ol example.
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191 INTRODUCTION

Oligopoly 15 o market consisting of o few [irma’ relatively lnrge Ninms, each with o
substantial share of the market and all recognizing thelr interdependence. 11 is a
commuon form of market structure. The products way be ideatical or Jitferentinted.
The price determination and profil maximization is based on how the competitons
will respond to price oroutput changes,

19.2  OBJECTIVES

After going through this chapter, yvou will be able to:

L Understmnd the meaning of oligopoly market

. Disouss the emergeonce of oligopoly market,

it Explain price determination under oligopoly market.

v, Giet an insight tnto pricing analvsis with the belp of kinked demand curve
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193 MEANING OFOLIGOPOLY MARKET

We have stuched price and output determination under three marker forms, namely,
perfeet competiion. monopoly and monapolsie competitton. However. m the real
world econonies we find that many of the industries are oligopalisne, Ohpopoly s
un smportant form of mmperfect compentipn, Obgapoly is ollen deseribed s
"competition among the few', In other words, when' there are lew (two o 1en) sellers
inamnrket selling homogencous ar difforentiated products, oligopoly is said o exist
Consider the example of cold drnks industry or astomabile mdostry. There are a
Hand il firms manufacturing cold deinks in India. Similarly there sre a few members
of nutomobile indusiry i Indin. These indusiries exhibit some special features which
are discussed in the following paragraphs.

Prof. Sugler defines ohgopoly as that “situation in which a firm bases its marker
policy,  part, o the expected behavior of a fow elose rivads".

194 FEATURESOFOLIGOPOLY MARKET
The main features of oligopoly are elaborated as follows:

l. Few firms: Under oligopoly, there are Tew lorge (irmes. The exict munber of
firms s not defined. Fach finn produces a significant portion of the lotal output.
There exists severe competition among different firms and cach fimm iy to
manipulate both prices and volume of production to outsmart each other, For
example. the market for putomobiles m ndn s an ohyopolistic strecture as there are
only fow producers of automoles. The number ofihe finns is sosmull thar an nction
by any oni firm s likely to affect the nval firms. 8o, every firmi keeps a close watch
on Lhe setivities of rival [Trms,

2, Interdependence: Firms under oligopoly are interdependent
Interdependence means that actions of one firm affect the actions of other firms, A
firm considers the action and reaction of the rival finns while determining its price
and outpu levels, A change i output or price by one finm evokes reaction from other
firms operating in the market,

For example. muwket for cors m Indin 15 dominated by few firms (Moot Tata,
Hyundai, Ford, Honda. erc. ). A change by any one firm (say, Tata) inany of its vehicle
isay. lndicn) will mdice other firms (say, Morun, Hyuandai, gie. ) to make chanpes
thair respective velicles,

3. Non-Price Competition: Under oligopely, firms are i a position (o
influcnee the prices. However, they try o avoud price competition for the fear of price:
wir. They follow the policy of price rigidity. Price ngrdity refers 1o @ situation in
which price tends o stizy fived irespective of chunges in demand sid supply
conditions, Firms use other nethods like sdvertising, better services o customers,
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ete, o compete with ench other,

I a firm tnes o reduce the price. the rivals will also react by reducing thew prices.
However. if it trics to ratse the price. other firms mught not do so. [Lwill lead 1w loss of
customirs for the firm, which imended to ruse the price. So, firms prefer nons price
competition instesd ol price competition.

4. Barriers to Entry of Firms: The main reason (or few firms under aoligopoly
tv (he barriers, which prevent entry of new firms into the industry, Patents,
reguirement of large capital, control over crucial raw materials, ete, are some of the
ressons, which prevent new Brms from entering into industry. Only those firms eniler
mito the indusmry which s able to cross these barmers, As o resalt, firms can cam
ubnorimnl prosfits in the long run,

5. Role of Selling Costs: Duc 10 severe competiion ‘and mierdependence of the
fiems, varions sales promoton lechngues are used o promote sales of the product
Advertisement is in ful] swing under oligopoly. and many o times advertisement can
hecome o mutter of life-and-death, A firm under oligopoly relics more on non-price
competition, '

Sclling vosts. are more important under oligopoly than under monopolistic
competition,

6. Group Behavior: Under oligopoly, there 15 complete interdependence
nmong different firms. So, price and output decisions of a partculor firm directly
mfluence the compering Arms. loswead of ndependent price and outpul sreategy.
oligopoly firms prefer group dectsions thay wall protect the mterest of all the firms.
Group Behavior means that firms tend to behave o'l they were u single firm even
hough individially they retgin theirindependence,

1. Nature of the Prodoct: The frms under oligopoly mmy praduce
hamogeneous or differentusted product

i 0T the firms produce o homogeneous product, like cement or steel, the mdustry 1s
enlled a pure or perfect oligopoly,

. If the firms produce » differentinied product. hike sutomabiles, the mdustry 1s
cilled differentinted or imperfect oligapoly.

8. Indetermioute Demand Curve: Under oligopoly, the exact behavior
pattern of o producet cannot be deterinined with certainty, So, demand curve faved by
an dligopelistic is indeterminnte (uncestain). As firms are inter-dependent, o firm
cannot ignore the reaction of the rival firms. Any change in price by one firm may
lead to change in prices by the competing firms, So, demansd curve keeps on shilting
und it ts not definite, ruther itis indeternunate.
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19.5  EMERGENCE OF OLIGOPOLY

Ohigopoly 15 the market orgamzation in which there are § few or smadl number of
firms inan industry and they produce the major share of the market. The word % few’
or small numiber 1s vague, The economists therefore refer to aligopoly o8 that morket
situation m which the number of firrns i< smuall but each firm in e industry wkes into
considerntion the renction of the rival firms in the lommulation of price policy. The
number of firme in the industry thus may be only two or more than two say 5, 10, 20,
The basic condition for the existence of oligopoly is that o fiem in the 'group product’
formmkate its price policies with an eye to their efects onits rivals,

There 18 thus a great deal of interdependence between or among the small nuember of
firms. The olivopolistic industries wre clussied i mumber of ways. W there iwre only
two gant firms in an ndustry and they produce idenneal prodicis, Tois ealled perfect
o1 pure duopoly. Incase the goods produced by the two firms are differentated. the
duopoly 15 siid to be imperteot or unpure, When the tumber of fimms dominating the
product market 15 50 smuall (more than two) hiat each firm takes imo consideration the
reactions of the rivalg frms ‘in formulating its own poliey, the industry is said 1o he
oligopolistic, The oligopely like duopely can also be pure or improve, If firms sell
identical products like, cernent, steel etc. the oligopoaly is satd 10 he pure. But if the
produdts of the firms are pot siunidirdized and so are not perfect substitutes of one
another, the oligopoly is called mpure or differentinted.

The mun reasans which give nse to ohigopoly ure as follows:

1. Economies of Seale: I{ the productive capucity of few firms s large nnd are
able w capture o greatet percentage ol the toral avilable detnand [or the product in
the market, there will then be o small numberof Trms in an industry. The firms in the
industry with heavy Investiment using improved technology and reaping ceonomies
of scile in production. sales promotion ete, will camplete and stay in {the market. The
firms using outdated machinery and old technigques of production will not be able o
compale with the low units costs proafucing Tirmn and eventually wipe oot from the
mdustry. Oligopoly is, this promoted diye to the economies of sealie.

2. Burriers to entry: In muny obgopohes, the new fivms cannot enter, the
indusiry as the big firms have ownership of patenis or control over the essennal raw
mutertal used m o the producton of un ouwtpur. The heovy expenditive on the
advertising by the eligopolistic industrics muy slso be o fGnongis] barrier Tor the new
firms to enter the industry.

3 Merger: I the new firmis in the industry smell the dinger of entry af new
firms, they then immeditely merge and formulate o juint polley in the pricing and
production of the products. The joint sction of u few g firms discoumyes the entry
of new (irms into the industry:
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4. Mutuad Interdependence: As the number of {irms 1s small o an
ohgopolistic mdustry, therefore they keep astrict watch of the price chorged by nival
firms 1 the indusiry. The Tiem genersally avord price war and 1ry 10 ereate conditions
ol tntual mlerdependence.

5. Large lnvestment of Capital: The number of firms in anindustry may be
stall due to the large requirements of capital. No entrepreneur will like o venture to
invest large sums in an industry inwhich addition to outpur to the existing one may
hkely w depress prices. Further, the new entrant may also fear of provoking a price-
war by the established firms in the mdustry, This (5 always frue that in the ordat of
differentintied product, 111 difficult to make a new product.

b Control of Indispensable Resources: A fow fims muy control some
indispensable resources which may enuble them 1o secore several advantages in
custs over all others: This enables thent o operate prafitebly at b price at which dthers:
Cunnot SUFvive.

7. Legal Restriction and Patents: In publlc wtility sector, the entry ol pnew
firms 1 closely reeuluted through the wrant of cortificate by the state This policy of
exclusion of rvals may be due 0 diseconvmies of small seale or of duplication of
services, Another factor for the emergence of oligopoly is the patent right which o
few firmes acquire in mutier of some goods, Patents have led 1o many of the most
mmportant mdustiial monopolies m Amenco and elsewhere.

19.6  PRICEDETERMINATION UNDER OLIGOPOLY MARKET

Beeaose of mierdependence. an ohgopolistic finm cannot assume that ns rval firms.
will keep their prices and quantitics constant, when it makes changes in its price
andlfor quontity, When an ohgopaolistic firm changes its price, s rivil firms will
retulfate or react and change their prices which in twm would affecttlic demand of the.
former firme Therefore, un oligopolistie firm cannot hive sure and definite demand
curve, sinee it keeps shifting as the rivals change their prices in reaetion to the price
chimges mude by it Now when an pligopolistic does not know his demand curve,
whot price and output he will fix cannot be ascertained by cconomie analysis,
However, economists have established o number of price-ourput mixdels for
oligopoly marker depending upon the behavior pattem of other firms.in the market.

19.7  PRICING ANALYSIES: KINKED DEMAND CURVE

It has been obsery ed thut many ohgopohistic industries exhibit un appreciable degree
of pm,-. rigidity or stuhilitv. In other words, in muny oligopolistic industries prices
remaim sticky or inflexible, that is, there is 1o Il.'lull:m.'. on Lhe part ofthe oligopalists
to chinge thu.pn::a: even if the cconomic conditions izmh:ILuai.lmn e,

Muny explunntions hivve been given of this price rigidity under oligopoly and most
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popular explanation & the so-called kmked demand curve hypothesis. The kinked
demanid curve hypothesis was put forward independently by Paul M. Sweezy. an
Agerican econorist, and by Hall and Hiweh, Oxford economists.

Tz Tor explainimg price sed output under oligopaly with product differentution, that
cconomists oflen use the kinked demand curve hypothesis, This is because when
under oligopoly products are diiTeremtinted, it is unlikely thist whien a lirm mises its
prive, all customoers would leave it beenuse some customiers nre intmmely atached wo
itdue 1o product dhiferentintion

As o omsult, Jdemond curve fhcing a firm under differentinted oligopoly s not
perfectly elastic. On the other hond, under oligopoly without product differentiation,
whin a firm raises its price, oll 15 customers would leave 1t so that demand curve
facing an oligopolists produeing homogeneous product may be perfecily elastie,

Turther, under oligopoly without product diferemtiation, there s a greater tondency
on the part of e Grms to join together mnd form o collusion, formal or Lo, uod,
alternatively, 1o accept ane of them as their leader in sefting their price. No doubt,
kinked demnnd curve has o spectal relevance for differenniated cligopaly, but it has
also been applied for expliining price and cotput under oligopoly withoul product
differentintion.

The demand curve facing oligopalists, according to the kinked demand curve
hypothesis, hos o kmk’ ot the level of the prevanling price. The kink is formed at the
prevaling price level beeause thesegment of the demand curve above the prevailing
price level is mehly clostie and the segment of the demand curve below the prevailing
price level s inelostic

A kinked demand curye dD wath p kink at point K las been shown in Fig, 294, The
prevailing price level is OP and the firm is producing and selling the output OM.
Now, the upper segment JK of the demand curve dD is relatively elastic and the:
lower seement KD s relutively inelsstic, This differenee in elasticity’s is due 1o the
particulir competitive teaction piftern assumed by the kinked demand curve
hypothesis.

The competitive reaction patiern assumed by the kinked demand curve
oligopoly theory is as follows:

Lach oligopolist believes that il he lowers the price below the prevailing level, his
competitors will follow Tim and will aocondingly lower their prices, wherens il he
raises the price nhove the prevailing level, is competitors will no follow bis
incTease m pricve.

I other words, cach oligopolistic finn believes that though g mival firme will not
ruitch lis ingreanse in price above the prevailing level, they will indeed mutel its price
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cut, These two different types of reaction of the competitors to the incrense i price
on the one hand and 1o the reduction m price on the ether muke the portion of the
demand curve above the prevailing price level relanvely elastic and the lower portion
ol the demiond curve relatively inelastic.

This is explained below:

{a) Price reduction: If the oligopolists reduce its price below the previdling price
bevel OF in order 1o imcrense his sules, the competitors will fear that thelr customers
winld go away from them to buy the produgt from the former oligopolist which has
mnde a price ot

Therefore, i arider to retain thewr customers they will be foreed guickly 10 match the
price cut, Because of the compeitors guickly tollowing the reduction in price by an
oligopolists, he will pam insnles only very little: (His soles will morease nei an the
expense of lus cotmpetitors but because of the tise in total quantity demanded due 1o
the reduction in price olthe good.

In foct ench will gain in sales to the extent of o proportionate share in the increase in
total demand), Very small increase in sales of an oligopolists following his reduction
m price belgw the prevailin g level means thet the demind for him is inelastic below
the prevating price. Thus the segment KD of the demand ¢urve in Fig. 29.4 which
lies below the prevanling price QP is inelastic showing that very little incresse in sales.
can be obtained by areduction m price by an oligopoliss,

(b) Price increase: 11 an aligopolist raises s price sbove the prevailing level, there
will be a substanual reduction i his sales, This 1s because as o result of the rse in his-
price, his customers will withdraw from him and will go 1o his competitors whio will
weleome the new customers and will gain insales,

These happy competitors will have therefore no motivation lo mateh the price nse
The oligopolist whe mises s price will be able 1o retain only these customers who
gither have a strong preference for his product Gf the prﬂdum Wi :hﬂirn:ntm;t.d) or
who cantiot obtinn the destred quantity of the product from the competitons because
of their hmited productive capacity.

Large reduction in sales following an merease i price above the prevailing level by
an oligopolists means tht demand with respect 10 inereases in price above the
exigting one is bighly clastie. Thus, in Fig, 29.4 the segment dK of the demund curve
which lies nhave the curvent price level OF jx elustic showing o lavge fall insales ifa
product ruises his price

Tt is now evident from above that each oligepolist finds himself placed in such a
position that while, on the one lund., he expects his rivids to masteh his price cuts very
guiekly, be does not expect his rivaly 1o match his price inerenses on the other Given
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this expected competitive reaction pattern, cach oligopolists will have a kinked
demunid curve dK D with the upper seezment dK bemng relatively elostic and the lower
segment K12 bemng relatively melustic,
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Fig: Kinked Demand Curve under Oligopoly
Why Price Rigidity under Oligopoly?

Fram what lins been said above, it i3 ¢asy o see why an aligopolist confromting o
kinked demand curve will have noineentive Lo rise its price or lo lower it Since the-
oligopolists will not ain o large share of the market by reducing his price below 1he
prevailing level, and will hive substuntiol reduction in sales by increasing his price
abave the prevatling level, he will be extremely reluctunt 1o change the prevailing
price. In other words, each oligopolist will adhere to the prevailing price seemg no
g in changing it Thus, ngd prces are expluned m this way by the kinked demand
curve theary.

In the above Fie, the prevailing price is OF al which kink i found in the demond
curve dKTD. The price P will tend to remain stable or rigid as every member of the
oligopoly will not see any gain in lowering it or in increasing it. 11 should be noted
that if the provailing price OP is yreater than average cost, more than noermal profits
will be made.

Further, it is worth mentioning that the ehigopolists confronting o kinked demand
curve will be maximizing his profits at the current price level, For fmding the profit-
THERITTAINE price-oulpul combmation, marginal revenue curve MR corresponding
o the kinked demand curve diKD has been drawn, 1t 15 worth mentioning that the
mirginal revenoe carve associnted with o kinked demand curve 1 discontimuous, or
unother words, it haga broken vertical portion,

The length of the discontinuity depends upon the relative elasticity’s of two degmants
dK und KD of the demand curve at paint K. The greater the difference in the two
elastivity's, the greater the length of the discontinuity. In the above figure marginal
reveniie curve MR corresponding to the kinked demind curve dED has been drawn
which has i discontinuous partion or gap HR.
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Now, if the marginal cost curve of the oligopolists 15 such that it passes anywhere, say
trom point E. through the discontinuous portion HR of the muargmal revenue curve
MR, as shown in the ligure below, the oligopolists will be maximizing his profits an
the prevailing price level OP, that is; he will be m equalibram ot point E or at the
prevailing price OR. Since the oligvpolists gre in equilibriut, or in other words,
maximizing his' profits at the prevailing price level, he will have no incentive to
change the price, '

Fig: Change in costs within limit does not affect the olizopoly price

Furthermore, even if there are changes in costs, the pr ice will remaim stable so long as
thee marrzmil ¢ost curve pisses through the gap HR inthe mirging) revenue carvie, In
the above figure, when the marginal eost curve shifts upward from MO to MC!
(dotted) due to the nse in cost, the equilibrionm price amd ottput remain unchanged
simee the new margingl cost MC" also passes from point E' through the pap HR.

Likewise, the kinked demand curve theory explaing thar even when the denand
conditions change, the price may remoin stuble. This is ilustrted in the above Ogute, in
whith when the demand for the bligopolists increases from diKD to FKTY, the given
gzt cost eurve MO blso cuts the new margmal revenue curve MR within the gap,
This menns that the same price OP continues to prevail in the oligopolistic market.

i

=

e e

Fig: Change in demand does not affect the oligopoly price
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However, it is worth menticning that frem the kinked demsand curve oligopoly theory
it does not follow that the poce slways remuains the sume whenever the costs and
demand conditions undergo o chonge.

When the price is likely to change und when itis likelv to remain infMlexible in the
face of changing coxts and demand conditions is explained bolow:

I Decline in Costs: When the cost of production declines, the prive 18 more
likely to remain stable. When the coit of production [ally, then segment of 1he
demand curve shove the current price will become more elastic because with lower
costs there is i preater certninty that the increase in price by anoligopolists will not be
followed by his rivals and will thus couse greater loss in sales.

On the other hand, with lower cost the segment of the demand. curve below the
current price will becone more (netastie because with the decline in cosss, there 18
then greater certmnty thist the reduetion wn price by aligopolists will be followed by
s rivals,

With the upper segment becoming more elustic and the lower segment becoming
mare inclastic than belore, the angle dKD will become less abre and hence the gap
i the marging) revenue curve will increase,

As o result of the increuse in the gap (that is, the Jength of discontinuity) in the
margmal reverme curve, the lower margmal cost curve 1s likely to pass through this
gup showing thut the price and output remain the same ns before.

1. Rise in Cost: [ there 1s o nse mothe costol the oligopolistic mdustry, the
price is rot likely wstoy ngid. When there 18 8 rise in cost ol industry an olipopolises
can reasonably expect [t hig nerease in price will be followed by the others in the
industry,

Consequently, the segment of the demand curve above the prevailing price will
become less elastic and thereby make the angle dKD more obtuse and this will
mrrov down the gap inthe marginal revenuoe curve,

With the smoller gap in the mergimal reverme curve, the highermarzmal cost curve s
hkely to cut it above the upper point H indienting thit the eguilibrium price will rise
and] the equilibrium output will fall. Thus it follows from the kinked demand curve
theory that price 15 ool Hkely w remain stable in thie event o0 rise m cost.

3. Deerense in Demand: In case of décrense in demand, the price is very likely
to remain inflexible pnd will not fall, When the demuand decrenses, it becomes more
certuin that if one oligopolist initiates the reduction in price, others will follow with
the result thit the lower segment of'the demand curve will become more melastic,

Chn the other hand, inthe Gee of 8 decline i demad it is very certain thut the inerease
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in price by one ofigopolist will never be followed by others. As a result, the upper
segiment of the demond curve becomes more elastic, that 1s. 1t hecomes more nearly
horizomal.

Wil the inceease (n e elastieity of the upper segment and the decreosse i the
elusticity of the lowersegment, the gop in tho murginal revenue curve becomes wider
and there it is most likely thut the given marginal cost carve will cross he marginal
revenne virve inside the gap when the demand ourve JEKD shilts downward. This
tdicates that the prce will remain unchanged in the case of decrease in demand,

4. Inerense in Demand: When the demand increases, the price is unlikaly o
remain stable, instead the price is hkely to rise. In the event of incresse in demand,
ohigopolists can expect that if he mitistes the merense m price, s compotitors will
most probably follow him. Therefore, the upper segment dKD of the demand curve
will become less elastic and the angle dED will became more abtusoe.

As o resull, the gop 1R in the marginal revenue curve will decrease and if this gap
decreases much it Is very likely that the murgindl cost curve vrosses the margnal
reveénne curve above the upper point H, thut is, above the gap, indiciting tha the price
will rise above OF.

From abave, it is elear that the kinked demanmd curve analysis of oligopoly explains.
stubility wn price im the face of falling costs or declimng demand, wheress, price arc
Hikely torise when either the ¢osts ase or demand inereases. MM, Bober, thas nghtly
wiites:

"The kinky demand corve apalysis poants 1o the Tkelthood of price rgudity
oligopoly when a price reduction is th arder and of price Mexibilily when conditions
winrmant o rise in price, There is hordly noy disposition to lower the price when there is
decline in demand or in costs, but the price may be ratsed in tesponse to Increased
demand or to rising vest.”

Critical Appraisal of Kinked Demond Curve Theary:

| We saw nbove how the kinked demand curve theory of oligopoly provides an
explimunon of price ngidity voder ohigopoly. But therme s a mgor deowback i the
theory, it only explams why once an oligopoly price has been determined 11 would
remain rigid or stable iwdoes not explum how the price has been determmed.

There ts nothing in the kinked demand theory which expluins how the price which is
prevalling is determined. Inother words, whereas this theory shows why price tends
tostay whare itis, itiells us nothing shoutwhy the price is where itis

In the ubove Fig the kink occurs at the price OP becouse OF happens (o be the
prevailing or estnblished price. The theory does nol expliain how the price got t be
equil to OF, Commenting upon kinked demand curve theory Prof. Silberston rightly
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writes, " The most mteresting question is not "why are prices sticky m the short ™
(ifthey ure), but whi degides what the price 15 to be und on whaot primeiples.”

However. it may be mentoned that the above criticism apphies especially o PM.
Sweezv's version of the kinked demand curve anslysis. Hall and 1Tieh's version of
kinked demand curve anulysis alvo expluins the detarmination of oligopoly price,

According to Hall wnd Hiteh, equilibrium price is determined by avernge cost
(including normil profits), that is, by the tangency between averge cost curve and
the demand curve, 08 shown in the above Fig. However, Hall and Hiteh version runs
into difficulty when the avernge cost ourve of the virious firmis in an oligopolistic
midustry is different.

s ikl -

t W Ot X

Fig: Full cost pricing and demand curve

2, Another shopeaming of the Kinked-demand ohgopoly theory 1s that i does
not apply to the aligopoly cases of prices leadership and price cartels which account
for quite i larpe part of the oligopolistic markets. When price leadership and priee
cartels existin aligopolistic markets there is concerted behavior n regurd 1o the price.
changes and hence thare 15 no Rink in the demand curve inthese cases,

3 Finally, even in the ease of pure aligopoly (i.c. oligopoly with homogenous
products), the kinked demand corve theory does not fumish a complete explonation
for pnice rigidity observed in oligopolistic markets. From the knked demand curve
amalysis it follows that prices are likely o remamn stable when demand or cost
conditons decreuse, whiereas under pure ohigopoly prices are Hkely o rise in the case
of incrense in cost or demand.

4. Finally, it has been righily asseried that explanation of price stability by
Sweeny's kinked demind curve theory applies only 10 depression periods, In periods

of’ dupmsiun demand for the nmduuia dﬂfl:.‘.l.':itb As hus been explamed above, in
the context of decressed demund, price in kinked demund curve theory is likely to
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remaim sticky. Butin peniods of boom snd intlation when the demand for the product
15 high and mercasmg. the prce is likely w rse rather than remaming stable,

We, therefore, conclude that trom Swecey as well as Hall and Fliehs verstons off
kinked demand curve, o follows that pncex are likelv o remain stble during
depression periods bul not during boom and inflationary periods. Our analysis shows
Uit whether we use kinked demand curve of the type postulited by Sweezy, or Hull
and Huch prices are unlikely to'be stable during the boom periods

198 SUMMARY

Ohigopoly 15 a market structure in which a small number of firms has the large
majority of market share. An ohigopoly is similar 10 a monopoly, except that rather
than one firm, twoor more firms dominate the market. There 15 no precise upper limit
to the number of firms man oligopoly, but the number must be low enough thar the
actions of one Tirm sjgnificontly impacl and influence the others, A diversity ol
specific market situations works against the development of a single, generalized
explanntion of how an oligopaly determines price nnd output,

Pure monupaoly, monopolistic competition and perfect competition, ull refer to mther
clear cur market armangements; oligopoly does not,

Tt consists of the 'ight’ aligopoly situation in which two or three firms dominate the
entie marketand the 'loose' oligopoly situation where six or seven firms ocoupy the
mpxirmun share of the murket.

Other firms share the balance. 11 includes both differentiation and standordization. It
encompasses tie cases n wliich firms are ncting in collusion and in which they are
seting imdependently, Therclore, the existence of varipus forms of oligopoly
prevents the development of u generl theory of price and output. The element of
mutual interdependence in oligopolistic markel further complicates the
determinution of price and oulpul. '

199  GLOSSARY

Oligopoly: When there nre few (two to ten) seflersin a market seliing homogeneouos
or differentinied products, aligopaoly 15 sad 1o exist.

Kirnked Demmd Curve! The price remuins unchunged for a long time die to fear off
retalintion and priee tend Lo be sticky and wflextble. The sticky price is exploned by
the Kinked demand curve.

Price Rigidity: It refers to a situation where the price of a good does not change:
immediately or readily to the new market-clearing price when there are shifs inthe
demand and supply curve,
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19.10 SELF ASSESSMENT QUESTIONS

[ What do vou miean by oligopoly marker? Listout its main charactenstics.

2 Misciss the reasons of prce ngidity i abgopaly by guoling pracheal
examples in markel.

1911 LESSONSENDEXERCISE

! Explain price-output determination under oligopoly market?

2. ; Expliin in detnil how price s deternmined with the help of kinked demand
curve!

19.12 FURTHER READINGS
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UNIT-1V THEORY OF MARKET Lesson No.: 20
STRUCTURE

PRICING STRATEGIES AND METHODS

STRUCTURE

20.1  Introduction

20,2 Objectives

20.3  Meaning of Pricing Strategics

204 Methods ol Pricing
2.4, 1 Penetration Pricing
20.4.2 Price Skimming
20.4.3 Cost- Based Pricing,
20,44 Cost-Push Pricing
20.4.5 Peak load Pricing
2046 Price Bundling
2047 Trunsfer Pricing
20.4 .8 Competitor Pricing

20,5 Summary

0.6 Glossary

2.7 Self Assessmont Questions

208  Lessons End Exercise

20,9 Further Readings

20,1 INTRODUCTION

Once o firm hos established its pricing obpectives and anilyzed the Tetors (hnt nifect
how it should price o product, the company must determine the pricing strategy (or
strategies) that will help it achieve those objectives. As we have indicnted, firms nse
difterent pricing stritegies for their offerings, And ofientimes, the strategy depends
on the slage of life eyele the offerings are m currently. Products maey be in difTerent
stages of their Il cycle in vamous international markets, Nexi. we'll exmmine three
strategies businesses ofien consider when o product i first mtroduced and then look
atseverul differen pricing approaches that compunies unlize dunng the produc [ife
evele
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0.2 OBJECTIVES

After gomg through this chapter, you will be able to:
I Uniderstand introductory pricing strategics,
ii. Explain different methods of pricig,

20.3  MEANINGOF PRICING STRATEGIES

Pricing is the process of determining whata company will reeelve in exschange for its
product or service, A business can use n variety of pricing strategies when selling a
productor service. The price can be set 1o maximze profitabilivy for cach unitsold or
from the market overall, It can be used to defend an existing market from new
entrunis, 1o merease market shure within amarket orto enter a new murket

24 METHODS OF PRICING : Following are the various methods of pricing
2041 Penetration Pricing

Penetration pricing is a stroteygy emiployed by businesses to smueture the pricing of
its product o budld its market share quickly at the expense of 3 greater profit margin,
which the business hopes to moke up with sales volume. The strmtegy works well
with products that are consumed guickly, like proceries, butnot so well with products
that are soteonsumed guickly, like cars.

You can use o couple of different approaches with penetration pricing. One approach
15 to nffer a free sumple of your product along with o discount for the purchase of the
full-srzed product For example, vou miay have recoved o smnll packet of perfiume i
the mail along with a coupon offering a 20% discount on the purchase of a bottle of it
The discount will usually make the product somewhar cheaper thom the full-price of
competing products of the same quality. The wea (210 get vou to try the product., hape
that your like | und then Turther entice you o purchase it by offoring a discount.
Another approsch you can use i3 to storm into the market with vour new prodisct at o
discount price that 15 well below the price of vour competinion. This sirategy may be
employed when vou are entering into an entirely new market without any brand
recognition and there i @ significant degree of competition. Eventually, once you
smin murker shure and customer loyalty, vou'll start to gradually increase the price.

Advantages of Penetration Pricing

1. Adoption and Diffusion: Diffusion s the process of secoptance ol o new
product orservice by the consumers. Adoption s similar wo dif fusion here the focus s
on the psychologicnl acceptance of the product by the consumer. Rate of diffusiom or
ndoption is the speed al which i 18 accepted. Botl adoption and diffusion rates are
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high when penctration policy is adopted.

2. Not much competition in the initind phuse: When penetrabion pricmg 1s
miroduced the competitors ure cought uniware. Most importuntly it leaves them with
very little renction ime. So in the inttial phose not much competition Is faced.

3, Goud will among early customers: Happy ot having sumek o profitable deal
thiz cusiomers are rendy 10 come back 1o the manufaciurer in future. Thas goodwill
crented also leads to furiher promotion of the product through "word o mouth".

4. Cost efficiency: The ecmphasis on keeping the price low helps in controlling
the ¢ost therehy cost efficiency s achieved.

5. Competitors wre kept ot bay: 1T o mumulpeiurer adopts penetration prcing
and lowers the price of s products or sérvices he inay stop competitors [tom
entering the market, This happens beeause now the competitors will huve to enter the
market ot lower than existing prices. This redices their profit not to mention the msk
they fitce as new entracts - acquiring marketshare

Disadvantages of Penetration pricing

I. The customer expects the prices o semain low Tora long teem. They sre not
readly for the subsequent rise in the price and when it happens they tmght switch g
competitors product. Thus subsequent price luke leads 1w loss ol ‘murkor shire
uined.

2. It is believed that penctration pricing cannol cregle stropg customer
relationship and only attrmets ¢ ustomers onthe lookout fora profitable deal.

There are two ways by which the subsequeni price nse con take place. Father &
aretime price hike or over the vears o steady inerease i price, None o these methods
are foalprool. To overcome this situation the manufasctuser can keep the short-term
and long-term price the same and imtroduce mtroductory discounts instemd. In this
way the customer 18 aware of the price of the prodoct and 18 alsoeager L sevze the
introductory offer,

20.4.2 Price Skimming

Price skimming 15 the practice of selling a product at o high price, vsually during the
mtroduction of o new product when the demmnd for i is relauvely melastue. Ths
upproach is used o gonerate substantinl profits during the Tiest months of the relense
of & product. By doing so, i ¢company can reconp its investment in the product,
Howevier, by engaging in price skimming. a company is porentially saceitficing much
higher unitsiles that itcould garmer at o lower price point,
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Eventunlly, a company that engages in price skimming must drop its prices, as
competiors enter the market and undercut its prices. Thus. price skonmumimg tends o
be ushort-term stratewy designed (o muximize profis

When vou engage in price skimining, the market size s small, since only early
adopters are willing to pay the high prnce, Once early adopters have bought the
product, sales volume usually deelines, sinee he repinimng potentinl custorners ane
not witling to purchaseat the price set by the seller. The only situation m which price
akimming can be extended for a longer period is when the seller has also erented &
strong brand mmage, for which custwomers are willing o pay a hugher price.

Example of Price Skimming: ABC International hes developed a plobul
positioning system that can lock onto GPS satellite signals even from several foe
unlerwater. This is o substantinl improvement over emisting technology, so ABC
feels justilied w prcing The product i ST.000, ¢ven though it only costs 5150 1o
eanstruct, ABC holds this price point for the lirst six months, while W eams back the
ST million development eost of the product, and then drops the price to 5300 to deter
competiors from enterng the murkel,

Advantages of Price Skimming

The following nre advaniages ofusing the price skimming mcthod:

I. High profit margin: The entire point of price skimming s (o generate an
ousized profit nurgm.
2, Cost recovery; if o company compeies m a market where the product hife

span 1 short or the market niche i-small, pnee skimmmg may be the only viable
method available forensuring tint it recovers the cost of developing products.

£ Bealer prodits: [Tthe price of a product 1 ligh, then the percentage carned by
distributors will also be ugh. whieh makes them happy 1o carry the product.

4. Quality Image: A company can ese this stritegy o build o bigh-gquality
mage for it products, but itmust deliver a high-quality product to support the image
ereated by the price.

Disadvantages of Price Skimming
The followrne are disadvantages ol using the price skimuming method:

I Competition: There will be o continual stream of competitors challenging
the seller's exireme prive pomt with lower-prived offerings.
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z. Sales volume: A company that uses price skimming 1s hmiting its sales,
which means that tteannot lower costs by building sales volume.

3 Consumer acecptance: [Ithe price point remains very high for too Jong, it
miry deferor entirely prevent aceeptunce of the product by the general market.

4. Annoyed customers: Early ndopters of the product may be highly annoyed
when the company lnter drops 15 price for the product, thereby generating bad
publicity and a very low lovel of custpmer loyalty,

5. Cost ineflicioncy: The very hgh profil marzeins engendered by this strategy
Ay catse o company to avoid making the cost cuts required 1o keep it competitive
when iteventally lowers 1s prices,

Evaluation ol Price Skimming

Thik approach is uselul for carning back tn investmen! in shon order, bul does nol
position @ company to compete in the mdustry over the long term, Simee it nevier
lowers costs by bulding unit volume, Thus, this approach may work best for
componices that focus onresearch and development, snd produce a constant stream of
new products without any intention afbecoming the low-cost providen

20.4.3 Cost- Based Pricing

Cost-plus pricing 15 the simplest pricing method, A firme calculates the cost of
producing the product and sdds on o pereentage (profit) W that price o @ve thee
selling price. This appears in two forms the first, Tull cost pricing, akes ino
considerntion both vorable and fixed costs and adds n % markup, The other 1s direct
cost pricmg. which s vanable costs plus a % markup. The latter 15 only used
petiods olhigh competition as this method usually leads 1o a loss in (he long rup. This
inethod, although simple, does not tike demand into account, and there 1s no way of
deternuning if potential customers will purchase the product arthe calenlated price.

Cost-plus priaiog s o megthod vsed by companies i moximeze thew profits, There are
several varieties, but the common thread s that one first calculutes the cost of lhe
product, and then ndds a proportion of it os markep. Basically, this approach sets
prices that cover the cost of production and provide enough proft margin to the (inm
1o edirn i toeget rate of retwrn 10is o way for compuanies o caleulite how much profit
they will muke, '

Cost-plus pricing is used primarily because it is onsy to calenlate and requires Tirle
wfermation; therefore it usefl when imformation on demand and ¢ests 18 nol casily
aviillable, This additional information i1s necessary 1o generate scourate estimntes of
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morginal gosts and revenues. However, the process of obtaining this sdditional
mformation is expensive. Therefore, cost-ploy pricmg 15 ofien considered the most
rutional spproach in maximizing profits. This approsch relies on arbitrary costs and
arbrirary markups.

Advamtages of Cost Plus Pricing
The tollowing are rdviminges w using the cost plus pricing method:

1. Simple: 1 s quite easy 1o derve nproduct price using this method, though
you should define the overbead allocation method i order to be consistent in
calculating the prices of multiple products.

2. Assured contract profits: Any contractor s willing to secept this method for
n contractunl agreement with o customer, since [t is assured ol hoving it costs
reimbursed and ofmaking a profit. There bs no risk of loss on such a contrac

3 Justifiable: o cases where the supplior must persuade its customers of the
aced for a prce increase. the supplicr can point to an increase in its costs 85 the reason
for the price ncrense.

Disadvantages of Cost Plos Pricing

L. lznores competition: A company may set o product price based on the cos
plus formula and then be sarpnsed when it finds that competitors are chanzing
subistantiadly different prices. This bas o Huge wnpact on the market share and profis
that 4 company can expect o achleve. The company either ends up pricing too low
and giving awny patential profits, or pricing too high and achieving mimor revenues

y & Product cost overruns: Under this method. the engineermg deparment his
no incentive to prudently design o produet that hos the gpproprinte feature set and
design charagteristics tor its target murket (see the trget costing method), Instend,
the department simply deaigns whar it wints ad launches the produot

3. Contract cost overruns: From the perspective of any government entity vlisr
hires o supplier under a cos plus pricing arrangement, the supplicr hos no ancentive
i curtail its expenditures - an the contrary, it will likely imclude as many costs as
possible m the contract so thot i con be raimbursed. Thos. a contractun) smangement
should include cost-reduction incentives for {he supplier.

4, Ignares replacement cosis: The method 18 based on historical costs, whech
miy have changed. The most immedite replacement cost 1s more representitive of
1hi costs incurred by the entity.

Evaluation of Cost Plus Pricing
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This method is not acceptable 1or derving the price of a product that istobesold in g
competitive markel, primarily because 11 does not fmetor m the prices charged by
competitors. Thus, this method is likely to result in i seriously overpriced product.
Further, prives should be set based on what the muirket s willing to pay - which coulid
result in a subsnually ditferentmargin thin the standard margin typically assigned
using iis pricing method,

Cost plus pricing is @ mare valuable wol ina contmctual situation, since the supplier
has no downside risk. However. be sure to review which costs are allowable for
reimburserment under the contruet: 1 s possible thar the werms of the conwact are so
restrictive thot the supplict must exelude many costs from retmbursement, wid so can
potentinlly incura loss,

20.4.4 Cost-Push Pricing

Linder this method. producers wnd 1o pass on increase in gost of production w
consuimers in the form ofhigher prices, This may happen due to:

0] Wage Increases higher than outpat,

() Inadeguate investment in plant may reduce outputs
te) Shortages of factors of production; and

i) Ingrense m price of basio rew mntenals,

20.4.5 Peak Load Pricing

Penk Load Pricing is the pricing strategy wherein the high price s ¢harged for the
wooids and services during times when their demand is at peak. In other words, the
high price charged during the high demand period is called as the peak toad priving. It
w o pricing techmgne applied 10 public goods which is a particular case of'a Linduhl
equilibrium. Instead of ditTerent demands For the same pulilic good, we consiver the
demanidy fior o public good in different periods of the day, monih or year, then fnding
the: optimal capacity (quantity supplied) and, afterwards. the opumal peak-load
prices.

This has particular applications in public goods such ag public urban tmnspartation,
where doy demund (peak period ) s uswally much higher than night demand (off-peak
period). By subtractng the margmal costs of opermtion from the ongmal demands we
Tind the marginal benefits of capacity, which must then be vertically neeregated and
equited 1o the murginal cost of incressing capacity. For example, cell phone use
during peak usage time 1s more expensive than dunng off peak nme. The higher peak
price alsoéncoumnges ctistomers with flexibility ofusage w shift the usage (o ol peak
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time where there is excess separable capacity aveilable.

With the optimal copscity found, the oplimal peak-lond prives are found by addmg
the margingl costs of operation to the marginal benefit generated, in cach period, by
the apltimal capaciry,

It may happen, however, thin the optimal capacity is not fully used during the off-
peiik period. In tha case, the capacity expansion will betomally supporied by the peak
demanders,

2).4.6 Price Bundling

The product bundle pricing steategy s & (arly commonly used marketing ploy,
Although more of o murketing tacte, w's ulso o pricme taene. It's o rechmgue of
combinmg several products and offering the bundle sl o reduced price.

In oiher wards, it is . marketing policy in which several products are oifered for sale
it one combined anit that is often poarked at s reduced price compared o the sum of
their separate purchase prices. Product bundle pricing 15 often actively used by the
marketing departments of compames that produce computer software products, fast
food meals and cable welevision connections thut isvelve putting multiple produgts
together 1o muke w more attrmentive oreconomicil whole.

For example. mobile phone retatlers frequently bundie the prices of several producis
unid services together for their new customers, They offer the phone itsell’ with a
puckage thut also includes the 2-year phane plan, interngt sccess, and phone churger.
This bundte benefits the customer becnuse it provides them with all the tools thoy
need for their phone all al once and it benefits the mobile phone retalley because they
are selling the customer supplementary products and services other thin justa phane,

20.4.7 Transfer Pricing

Transfer pricing 15 & method of prcing goods and services transferred within a
multnationud or freos-satioval company o order W redvce Wy burdens and
maximize profits. It is one of the reasons why glebatization has increased and why
opemting i more than one temitory can be benefetnl for firms looking to mmimie
thetr overall wx hability. The purpose of ransfer pricmg s 1o push profits o
torritories where either the iy rates are more favomble, or where more lpopholes
existto be exploited.

In other words, Tramsfer pricing is the seming of the prce for goods and services sold
between contralled (or related) legal entities withim an enterprise. For example, if &
subsidinry company sells goods to s parent company, the cost of those goods paid by the
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parent to the subsidinry is the transfer price. Legal entities considensd under the control
ol & single corporation include branches and compames that are wholly or muyjorny
vwned ultimalely by the parent corporation. Certain jurisdictions consider entilies to be
uirider commmion control if they share fumily members an their boards: of directors.
Transfer pricing con be used as a profit allocation method w anribure a multmational
corporation's net profit (or loss) betore iy 10 countries where 11 does business,
Trunsferpricing results in the setting of prices among divisions within an emerprise,

In principle, a transfer prce showld mateh either what the seller would charge an
mdependent, arm's length customer. or what the buyer would pay an mdependent.
urm's length supplior. While unrealistic twmansfer prices do not affect the overnll
enterprise directly, they become a concern for government tixing authorities when
wansfer pricing 15 used to lower profits in a division of an enterprise located in &
country that levies hagh income taxes und mise prolits in a country thiat is o tax haven
that levies no {or low ) income taxes

Transfer pricing 15 a major tool for compomite tax avoldance also refermad 10 as base
croston and profit shifting (BEPS). The ORCD has sdopted (subject 10 specific
country reservationd) lairly comprehensive guidelines. These guidelines huve been
adopted with little modification by many countries. Notably, the United States and
Canadn have adopred wules which depart in some mnterinl respects from OECD
auidelines, gencrally by providing moredetalled rales.

Transfer Pricing Methods
Here are a number o wavs to derive a tanster price

I Market rute transfer price: The simplest and most elegant ansler price 15
1o use the murket price. By domg so, the upstrenm subsidiory can sell enher internally
or externally and cam the sume profit with eithier aption. It con alsa earn the nghest
possible profit, rather than being subject 10 the odd profit vagaries that can oceur
under manduted pricing schemes.

2 Adjusted muarket rate transfer price: 110t 15 not possible to use the market
pricing technigue just anoted, then consider using the gencral concept, but
mcorpprating sume sdiustments to the price, For example, vou e reduce the mmket
price 1o necount for the presumed nbsence of bad delns. since corporare mansgement
will likely intervene and foree apayment ifthere i§ nrisk of ngm-payment,

3. Negotiated tronsfer pricing: [l may be necessary 10 negotiale o transier
price between subsidiares, without using any market price ns a baseline. This
aituanon arises when there s oo discernible market price becanse the marker 1s very
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amull or the goods are highly customized, This resalts in prices that are based on the
relative negotintung skills of the parties.

4. Contribution margin transfer pricing: 17 there 15 no markel price at ull
from which 1o derive s transfer price, then an aliemative is to create a price based an
compument's contribution margm,

5. Cost-plus transfer pricing: [{there is nomarker price atall on which 1o base
o transter price, you could consider using asystem that ereates o transter price based
on the cost of the components being transferred, The best way to do this is to add o
margin omo the cost, where you compile the stondord cost of a component, aidd
stundued profitmurgin, ond use the result os the transler price.

B, Cost-hased transfer pricing: You can have each subsudinry transtor its
products i other subsidiaries ol cost, afer which successive subsidharies adil their
gosts 10 the product. This means that the final subsidiary that selis the completed
goods 1o third party will recognize the entire profit associated with the product,

.48 Competitor Pricing

Competitive pricing generally is where firms must be able to offer the best price in
the murket and meer price eroston without compromisimy guality. This is normually
met whenever a lirem [inds acceptable a prices-production comibination such that: o
At these prices, there is no other production plan yielding higher profiis and using
fewer capital goods: namely, firms behave as constrained profit maximizes at given
prices; and, I There 15 no price veetor satistying "a." with higher prices for capital
zoodls, Inother words, the prices of capitu) goods are maximel within those sutisfying
constrained profit maximization Tt s also called strtegic pricing, this method
mvolves looking an the prices set by other businesses in the same seetor, and then
adapting those numbers, plus o minus a few percent aceording 1o hdw vour product
looks thut day. The dartboard gets smaller, because there's more data here, wllowing
youi fo rely on your caompetitors in do the work for you (a5 long as vou trust thoy
aetually know what's going on in the market),

Another way o think about it magine stocking all of vour competilors on a tolem
pole with the most premium or luxury brund on top and the bargain brand on the
botom. You then decide where on the pole vou il plage yvoursel [ in there, and se
your price aceordingly, Wait though, isn't that a bitarbitary? Ol course it is, whichiis
why we'll take s look an the pros and cons of competitor based pricing next.

Advantages of competitor hased pricing
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Some pfthe advantages of competitor hased pricing are:

1. It is u simple method: [F you're in an mdustry with even one or twe direc)
vampelitars you can implement o reasonable competitor bused pricing strategy. In
most indusiries, marketing and product managers will then have to do relatively linde
research to find & prce. 115 also possible to make adjustments in prices by followmg
tweaks made by competitorg, 11 should be kept in mind though that thes gets moch
moe complicated when you're not comparing congruent goads, which s often wha
happens in the software space.

It involves low visk: Vs mire to rovally screw up using thes form of pocmg, (7
you have o fairly solid grasp on your product’s quality, trget andience snd cost of
production, this method will most Tikely never lead w bankrupiey, It's kept your
competitors afloat, so sivmilarly, it should do the same for you.

3. It can be accurate: In saturted indusmes like retail. comperitor based
pricing can be fuirly accurnte. After nll, for most consumier products there nre
millions of customers and enough daty o move pricing closer wwards 3 murke
bsied methodology. Unfortunutely, software doesn't iend (o bnve ths same lusury,

Disadvantages ol competitor based pricing

I. It leads to large missed opportumities: The most commuot ways businesses
raise profits are by inereasing sales, deereasing cost of production, and lowaering
overhend. Pricing is. often neglected, which is a shame, because it's their mam
considerntion (somelimes an indentive but more often a barner) before purchasing
your product. Simply capying vour market's prives leads to o lob of wrong prices and
Tnst prosfits, even if you do think you're doing well, The goul of your business should
be o maxcmize revenue and profits, even if i does iake o licde baofexra work on the
pricing front.

2. It*s done by evervone, which creates pricing group think: Competitor
hased pﬁcing operates off the agsumption that businesses already in the market have
the correct answer and that every decision competitors' make 18 intolligent. This can
be o fuir stodegy iF only oo business determines its price afler taking into
considerntion the variety of prices existing il the time, However, if & lurize portion of
compiies dll use thistactic, then with time competitor based pricing can lead 1o the
entire inglustry losing tonch with demand. You'll end up either keeping the same price
forever, because competitor A hasn't changed her price or you'll simply raise or lower
pricesin response Lo ngeer happy competitors.

KH It can lead ro runnel vision and & roce to the botrom: Mumaiming o lower
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price than vour competitors sn't alwavs the best way to attract consumers, but
competitor based pricmg exacorbates that en by simplifving price as o barner
constantly must Be lowered, Yel, the lowering of prices in most industeics lends o
doubts about quality and lower revenie from tiny profit murging even though
customurs would be willing to psy more.

20,5 SLIMIMARY

Both external nmd internal Tactors affect pnicing decisions. Companies (ke many
dilferent priving strategies und price adjustments. However, the price must genemle
enough revenues to cover costs m order for the product to ke profiinble. Cost-plus
pricing, peak lowd pricmg, transfer pricmg, price bundling, penetralion pricing,
skamming pricing and competilor pricing are just o few of the simlegion used,
Orrganizotions must also decide what their policies are when it comes to making price
ndjustments, or chianging the listed prices of thelr produtts. Some cornpanies use
price sdjustments as a shor-lerm lactic W increase sales.

0.6 GLOSSARY

Penetratioh Pricing: Penetrtion pricing is the pmctice of offering i low price for a
new product orserviee dormg s il offering inorder 1o lure customers away from
competings

Price Skimmng: An approach under which a producer sets o high price for u new
high-end product (such as an expensive perfome) or a umquely differemtiated
tecluncal product

Cost- Based Pricing, A pricing method in wineh a fixed sum or o pereentage of the
totil cost 15 added (s income or profit) to the cost of the product o arive at e selling
price,

Peak loud Pricing: Peak Load Pricing 18 a pricing stravegy that maplies price will be
set ot {he highest level during times when detmnid is al o peak.

Price Bundlmg: It is o technique of combining several products and offering {he
bt le at n reduced price.

Transfer Pricing: 1115 the setting of the price for goods mnd services sold berween
controlled (or reluted) legal entitics within on entarprise.

Competitor Pricing: v is the method ol setting the price of o product or service based
ot what the competition is chirging.

0.7 SELFASSESSMENT QUESTIONS
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I Write ashort nore on:
L Fenetrution Pricing
it Price Skimming
. Cost-based pricing
. Pegle-lond Pricing

Y. Transfer Pricing

20,8 LESSONEND EXERCISES

1. Explain in detail the various prnicing stmtegies. Hlustmate your answer with
sttihle examples.

2 Distinguish between Penetration Pricing and Price Skimaming.
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L1 INTRODUCTION

The business cyele 1s the periodic but iregular up-and-down movement in economic
activity, mensured by fuctuations in real pross domestic product (GDP) and other
mnerogeononie varinbles, A bustness evele s wypredlly chorsetenzed by tour
phases—recession, recovery, growth, and decline—that repeat themselves over
e Eeonomists note, however, thit eomplete business eyeles vary m length, The
durntion of business cyeles can be anywhere from about two to twelve vears, with
most eveles avernging six vears in length, Some business analvsts use the business
cvele model ond terminology fo studv and expluin Muetuations in business wventory
and other individual elements of corporute operstions, Bul the term "business cyele”
15 still promarily associated with larger (industry-wide, regional, natdonul, or even
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mtemational) business frends.,

Busmess policy 1s what business orgamzation mrends  do, [t aims at sssisting the
organszation W deliver services o meet the needs ond expectitions of the goals ol the
organization. Policics are plans intHat they are gengrad stulements or understandings
that guide or channel thinking in decision making. In pctual business situation, notall
policies are “statements”; they oo are often merely mmplied from the action of
managers. The president of o company (organization), for example may sinctly
fullowaperhaps for comvenionce rather thian as palicy-the prociice of promoting from
within; the practice may be interpreted as policy and carcfully followed by
subordinates. To be candid, it is incumbent upon the monagers 1o ensure that
subardinates do not interpret s minor managerial decisions thut are not intended to
SErVe A8 parierns,

1.2 OBIECTIVES
Aller going through this chapter vou will be shle to;

i Understund the meaning of business cyele.
i, Give an msight into phardes of business cyele
il Highlight ¢nuses und effect ol business cyele.

W, Define busmess policy

v, Highlighit festures of busimiss policy.

Vi Diseuss objectives ol bisiness palicy.

vit,  Distinguishbetween policy snd strategy.

213 MEANING OF BUSINESS CYCLES

A study of fluctuations in business activity is called business eyele. Business cyele
can be defined s o penodically recurring waove like moverments in aggregnie

economic activity (hike nanonal meome. emplovment, mvestument, profiis, prices)
relected w stmwltineous, ITuctuations in mugor mocro cconomic varmbles:

B A Gordon defined business cyele as consisting of "recurning alteration of
expunsion and contragtion in aggregate economie activity, the alternating
movements in ¢ach direction being self-reinforeing and prevailing virtwally all parts
of the cconomy™

In other words, the termt business cyele tefers 10 cconomy-wide uctustions m
production, irade, sad petierl economic activity. From a conceptual perspective, the
business cyele is the upward and downward movements of levels of GDP (gross
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domestic product) and refers to the period of expansions and contractions in the level
ofeconomic achivities {business fluctuntions ) around a long-term growth trend.

214 FEATURESOFBUSINESS CYCLES
Following are the main features of trade cyveles:

I [ndustrialized capinalisne ecconomies witness cyclical movements in
ceonmmic activities, A socialist cconomy 1s free from such disturbances.

2 It exhibits o waves-like movement hnving regularity snd recogmzed putterns.
Thist s 5ay, iU repetitive iy chiraeter

a Almont all sedtors of the cconomy are affected by the cyclical movements,
Most ofihe sectors move ogether in the sume direction. During prosperity, most of
the seotors or industries experience un increase in putpul and during recession they
experience i follm owipur,

4 Not all the industries wre affected uniformly. Some are hit badly doring
depression while others are npt alfected seriously Investment goods indusiries
fluctunte more than the consumer goods industries. Further, industries producing
consumer durable goods generally experence greater fluctuations than sectors
producimg nondurable poods. Further., fluciuntions mm the service seotor are
insignificant in comparison with both capital goods and consumer gouds industries.

3 Cne wlso ebserves the tendency Tor consumer goods output o leud
investmient goods output in the evele, During recovery, inerense in omput of
consumer goods usually precedes that of investment goods. Thus, the recovery of
consumer goods industnies from recessionary. tendencies s quicker than that of
vestmen! goods idustrids

fi. Just as outpurs move wgether in the siune direetion, so do the prices pf
viartous. goods and serviees, though prices lag behind output. Fluctustions i the
prices of ngricultural products are more marked than those of prices of monufag tured
uriicies,

7. Prafirs tend (o be highly vanable and pro-cyehenl. Usunlly, profits dicling tn

recession and rise in boom, On 'the other hand, wages are more oF less sticky though
they wend W nse during boom.
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R Trade cyeles are “intermational’ in charmcter in the sense that flugtuahons m
one. country. get transmitied o other countries, This 15 because. in this age of
globaliastion, dependence of ane country on other collntries is great,

9 Perlodicity of a ade cyeleis not uniform, though Muctuations are something
i the range of five 10 ten years from peak to peak, Every evele exhibits similarities in
its nature and direction though no two cycles are exactly the same. In the words of
Samuglzon: “No two business oveles are quire the same. Yer they bave much
commodr Thoueh not identical twins, they are recopmirable us belonging (o the sane
family,”

Every eycle has four distinet phases; () depression, (h) revival, (¢) prosperity or
boom, and (d) recession,

215 FHASES OF BUSINESS CYCLE

Business cyeles are characlerized by boom 1t one period and collapse in the
subsequent peried in the economic activities of'a country.

These fuctuations in the ceonomic getivities wre termed as phinses of business cyeles,

The Nuctuntions are ompared with ebb md flow. The vpward and downward
fuctuations im the cumulative economic magnimides ofa country show vartarions i
different economic atlivities in terms of production. investment, employment,
credits, prices, amd wages. Such chonges represent different phases of buxiness.
eyeles,

Thedifferent phases of business cycles are shown in the following figure:

P —
| Prases o

(=1~ )[=][=](=]

Fig: Different phases of business eyvele

There are basically two umporiant phases. in a busmiess cycle thai are prosperity and
depression. The other phoses thit are expansion, pedk, trouph amd recovery ate

217



mtermediary pheses.

The following figure shows the graphical ropresentation of different phases of n
business evele:
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Fig: Representation of different phases of husiness eycle

As shown in the above fgure, the steady growih hine represents the growth of
economy when there are no busimess cycles, On the other hand, the line of cvele
shows the business cyeles that move up and down the sieady geowth lme. The
different plinses of o busingss cvele (as shown in the above Neare) dre explained
below!

L. Expansion: The lme of cyele that moves above the steady growth line
represenits the expansion phase of a business eyele. Inthe expansion phase, there is an
mirease m vinous economic fietors, such ns production. employment. ouipur
wages, profits, demand und supply ofproducts, and safes.

I addigon. in the expansion phase, the prices of factor of produchon and oulpul
mereases shinultancously, In this phase, deblors are genemlly i good Anuncial
condition torepay their debts; therefore, creditors lend money at hizherinterest mtes.
This lerds toam inerease m the flow of money.

In expansion phase, due 1o ancrease i wvestoeht opportumities, wdle funds of
organizatiins or individunls are utilized for varoos investment purpeses, Therefire,
in such o ense, the cash inflow and outfow of husinesses are equal, This expansion
comtumuies fllthe cconomic conditrons are favorable

2. Peak: The growth in the expansion phase eventually slows down and reaches
to 1s peak, This phose s known as peak phase. In other wards, peak phise refers to
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the phase in which the increase i growth mte of business cyvele achieves s
maximum limit. In peak phose. the economic fiotors, such as production. profit.
sules, nnd emplovment, are ligher, but do not increase [urthier. Inpeak phiase, there 18
o gradual deceease in the demand of various products due to ingrease in the prices of
BTl

The incrense m the prices of mput leads to an increase in the prices of final produots,
while the meome of individuals remmng constant. This also leads consuners
restructure their monthly budpet. As o result, the dernand for products, such as
Jewellery, homes, nitomoblles, refriperntors ml other durnbles, stans falling.

3 Recession: As diseussed carller, in peak phisse, there is a gradual decrease in
the demand of variows products due 1o meregse n the prices of mput. When the
decline in the demand of producis becomes rapid und stendv, the recession phase
takes ploce. '

In recession phase, all the econoimic factors, such s prodiction, prices, siving and
tnvestiment, sturts decressing. Generally, producers are unawsre of decresse in the
demand of products and they contmue to produce goods and services In soch a case,
ihe supply of products exeeeds the demand.

Owver the tme, producers realize the surplus of supply when the cosl of
munuibering of » product is more than profit generuted. This condition firstly
eaperienced by few mdusiries and slowly spread to all indaostries.

This situation s fimstly considered as o small fluctuation i the market, bat as the
problem exisis for @ longer duration. producers sin noveing 1n. Consequently.
producers svaid uny type of further investmaent in [ietor of production, such as labar,
machingry, and fumitore. This leads o the reduction in thie prives of fictor, wisch
results in the deelhng of demand of mputs as well zs outpu.

4. Trough: During the trough phase, the cconomic activities of 0 cowmtry
decting below the normal lovel. In this phase, the growth e of an economy becomes
ncpative. In addition, in trough phase, there 1s o rupid decline in pationul income and
expenditure.

In this phase, it beeomes difficult for debtors o pay off thelr debis. As a result. the e

of interest decreases; therefore, banks do not prefer to lend money, Consequently,
hanks foce the siuaion of increase in thewr cash batances.
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Apart from this, the level of economic output of a country becomes low and
unemployment becomes high. Inaddition, in trough phase, mvesrors do norimvest in
stock markets, In rough phase, tnany weak organizations [eave industries or rather
dissolve. Atthis point, an cconomy reaches tothe lowest level of shrinking.

5. Recovery: As diseussed above, in trough phuse, an economy reachey 1o the
lowest level of shrnnking. This lowest level 15 the limit to which an economy shrinks.
Onee the oonomy touches the lowest level, it happens 1o be the end of negativism
und beginning of positivisim.

This leads o reversal of the process of buginess cvele. As a resuly, individuals and
organizations start developing # posttive attitude toward the various economic
factors, such ns investment, employment, and production, This process of reversal
stans from the fabor murker,

Conseguently, orgamizstions discottuiue loying off individuals and start Hirig but in
limited number. Al this stage, wages provided by orgimizations to individuals is less
us compared o theirskills and abilities. This marks the beginning of the recovery
phase.

In recovery phase. consumers increase thair rate of consumpnon, as they assume thar
there wirtld be no further redustion i the prices of products. As a result, the demand
for consumer products increases.

I addition in recovery phuse, bankess stan utilzing their accumnlated cash balances
hy declming the lending rate snd incrensing ivestient 10 vanous securities and
bonds. Similarly, sdopting 8 postrive: approach other privaie investors also sian
nveting in the stock market A< a resull, security prices increase and rale of thterest
decreises,

Price meghanism plays a very importunt role in the recovery phase of economy. As
discussed cartier, durtng recession the mite at which the price of factor of production
falls is grester than the rute of reduction in the prices of final producis.

Therefore producers are always able o cam o cormun amount of proft, which
mereases ot trough stge, The increase m profil also continues in Lhe recovery phase.
Apart from this, in recovery phase, some of the deprecioted capital goods are
replaced by producers and some are maintained by then. As g result, investment and
employment by arganpstions increises. As this process goms momenium an
cconomy again entors into the phase of expansion, Thus, o business cvele gets
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completed.
e CAUSESOF BUSINESSCYCLE

There are varipus coused of business oyele that ore vory common im o capitalistic
cconomy. Sometunes there are periods of goud trade (prosperity ) ollowed by the
periods of hud trade (depression). This tendency of business activity 1o Nuctuate
regularly between prosperity and depression is called Business Cycle. Following are
important eauses of business evele inany couniry.

1. Natural Factors: Business cveles may tuke ploce due 1o cortam noturyl
reasons, Foresample during the period of legs rain talls agriculurl praductivity is
badly affected. T euuses shortage of industrial mw material and therefore industrial
production also decreases. Hithas situntion pensists for some ime it reduces economic
netiviries in the whole economy. On the other hand, pood weather  helps incrense m
ngricultural netivities and expansion of cconomic activities.

2. Wars; During the wur economic activities are slowed resulting, in recession
whereas afier end of war more fovestment s encouraged due to more demand in the
cconomy, thelps to expand economie activities and period of recovery starts in,

3. Political Factors: In developing counmries governments gre changed
frequently. The new government fbrimmulates new policies und abandons the policies
ol previous governmients, This creates uncertainty in the cconomy and vaiises
Business activities 10 slow dows, On the other hand when businessmen feel
continuity of existing political setup, they build up confidence and make mvestment
i new prowects. Thos causes up marn in business cycle.

4. Supply of Money: Unplotined changes in supply ol money causes business
fluctumtion in economy. An increuse in the supply of money cases expansion in
segregate demand and ceonomic setivities. But excessive increase of eredit and
momey also set off milation in cconomy. On the other hand decrease i the supply of
MONEY e recession in econumy.

5. Future Expectation: Expeciations aboul luture busmess (s afso o tmajor
cause of trade cvele. When businessmen sre optimistic abour fare i1 triggers
expatsion in business activities where gs pessimism about profitg m future results in
contraction of business activities which initiate recession in cconomy.

. Population Explosion: An nbnormol increase in population is also a major
cause of eeondmic problems, Whan population ineredses al higher rate than inereiise
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m national output. It becomes difficult 1o provide employment to all the labor forez.
Lamited nationnl resources are put o non-developmemal vse. Such o situanon
usunlly brings aboul recession in economy.

7. International Factors: Now days sll the countries of the world are
economically interdependent. Any economic fluctuntions in big economies like USA
or Japmn ete affect the cconomics of the rest of the world. A recession in USA will
reduce s exports from Pakisian and therefore causing problems for expart
industries. On the other hand if there 1= boom in USA, Pakisian's export o USA will
increase and itwill irigger more production srdd more employment in Pakistan

8. Econiumic Policies: Sometimes businessmen consider Government's
economic policies against their business mierests. In such sttudtion they may transter
thiir capnal 1o other countrics or make mvesiment in nonproducnve businesses. Due
to these fuctors uncrplovment inereases in the econotny and Business activities full
Lo cause revession,

9. Reduetion in Credit: When banks reduce credit for business or incresse the
mte of mterest, 11 definitely encowrages new mvestment. Even existing business
person s withdrawing thor money from business. This situation brings down tim
in business. On the other hand if credit s avoilable at cheap interest. [t encourages
investment and brings about prospenity in economy,

In the aboye disusston only important reasons have been explained, In faet there ure
also so many other causes of business cycles. These causes are different in different
counmes and these also vary at different phases of trude cyvele, For example anact of
terronsm may cause recession tn affocted country. Similorly situation of law and
order, level of literacy and socinl behavior of people bse all different factors which
determine prosperity or poverty of o nstion

21.7  MEANING OF BUSINESS POLICY

Busmess Policy defines the scope or spheres within which decisions can be taken by
the subordinates in an organization. 1L permits the lower level munagetment o deal
with the problems and issuies without consulting wop level mapagement every tine
o decisions,

Business policy s o gnide and roadmap o create awareness and direction to the

management ol any orgenizanon. It publicizes the rights and obligations ol difTerem
rung of the ludder horizontal und verticul- of the different capital be hutian resource

222



engagement, finance utilization ete. It ensures that orzanizations defiver better end
prodiuct within a framework. It encenrages. promotes and improves perfarmance
attainment it oo organtzation. Policy provides the bedrock [or viston and mission
sttement of the busingss organization slong the comporate objectives ind goul.
Policy enables the business (o be ussessed und given an image by the way the earry
out their responsibility along with their relationship with their elients/customers. [tis
the 'barometer’ of playvine by the rile and gives purpose 1o the strategy thrust of the
OrpaniFation.

Thus, Business policies are the guidelines developed by an organization 1 govern ils
wetions, They define the Himits within which decisions must be mude. Business policy
also denats with aequigition of resogrees with which orgmnizational goals can be
achieved. Business policy is the study ol the roles und responsibilities of wop level
management, the significant ssues wlTecting orgunizalional suceess and Lhe
decisions sffecting onganizntion in long-run.

I8 FEATURES OF BUSINESS POLICY
An effcetive business policy must have followmng features-

I Specifie: Policy should be specific/defimite. I v is wncermin. then the
wmplementition will become difficult.

b3 Clear: Palicy must be unambiguows, It should avoid use of jurgons and
connottions, There should be no misunderstandings in following the policy,

R Refiable/Uniform: Policy must be uniform enough so that it can be
efficiently followed by the subordmanes.

4. Appropriate: Policy should be sppropreiate to the present drganczationgl
gul:li.

5. Simple: A policy should be simple and easily understood by all m the
organiEation.

6. Inclusive/Comprehensive: In order o have n wide scope. a policy must be
comprehensive.

7. Flesihle: Policy should be flexible in operation/application, This does not
imply that 1 palicy should be altered always, but it should be wide in scope 5o us to

223



ensure that the line managers pse them in repetitive/mouting seenarios.

8. Stahle: Policy should be siable else it will lead 1o indesisiveness and
uicerlainty mdunds of those who look inte 1t for guidunee.

219 OBJECTIVE OF BUSINESS POLICY

The main objective of business poliey is performance driven which ensures delivery
of service or product depending on purpese of which the business was set up-service
orprodugt onented, Business policy specific objechives ensre:

I Efficiency and effecoves in perfbnmance of duties  Equul provision of
sarvices ond rentment of customers,

2 Better management und provision of betler quality services,

3 The utihization and application of respurces.

4 The formulation mission statement,

5. The establishutent of vision of the organ zation.

s Policies are ulways aligned with the objectives of the enterprise ifitis o be
pffective.

All policies follow paradlel courses and directly reliated 10 objectives. I they cross or
appose objecuives., vollective effoct 15 lost snd disorder would prevail,
Misunderstunding and conlusion are often the caise of problems and poor results
racthver thun faulis in the stated policy,

2010 DIFFERENCE BETWEEN POLICY ANDSTRATEGY

The term “policy™ should not be considered as synomymous o the form “shrategy™,
The difference berween policy anid strategzy can be summarzed as follows:

Il Folicy it o blueprint of the orgarzationsl aenvities which are
repetitive/touting in notuee, While strateey is concerned with those crgunizational
decisions which have not bean dealt faced betore In same farm.

2. Policy formulation s responsibility of top level management, While strategy
tormulation is basically done by mddie level manngemaent,
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3 Policy deals with routine/daily pctivities essential for effective and efficient
running of an orgamzstion. While strategy deals with strategio decisions,

4 Policy is concemed with both thouglt and schons. While strmtegy s
concorned mostly witl action,

3 A poliey 14 what is, or whint is not done, While a strategy is the methodology
used toachieves target as preseribed by a policy.

2.1 REASONS FOR FORMULATING POLICIES

Many professionally manoyed busmesses ackoow ledeed that it is necessary to love
policies in all the major functiond] aress ol manngement. The locus areas will thus
include praduction policy, purchasing pelicy, murketing policy, selling and
promotional policy, ete. All these policies ore expected to give support o the overall
ohiecuves of the ergamizaton as defined by the wop monagement and they
complement each other. Thie muor reasons for having policies are as follows:

l. Itis lmpossible and wrong to ely on expediency or precedems o solve
problems which arise intervally or regularly. To that extent, decision-making is more
consistent and detailed when policy is defined and known,

2 Polrey provides contnuity for the organization. They are more permanent
than the individuals who are emploved and Inter leave for greener pastares or are
sucked: thereby providing an enduring foundution for continuity.

3 They help to facilitate cxpansion and micgration of new businesses into the
company 50 that when growth oceurs, there is alrendy & firm foundation policy to
apply in the new situation.

4 They provide o vordstick with which w mebsure progress in the organizstion
For example. policy on issue of stock items - stipuluting that no condition on which
stock should be jssued on verbal instruction. This may not be uchievable instantly,
bust it sets nostondord against which progress can be measured as the policy s
implemented.

5. They stimulste setion, because managers and supervisors have the

knowledge and confidence 1o make decisions and trke actions knowing full well that
thew are following the laid down policies,
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f. Policies also save management ime because the mformation is available and.
the procedures for carrying them out wre known. This, of course, assumes Thar the
policies are made freely available 1o thuse whi require them.

7 They promote faimess In reating employee mstters; provided the policies
tuke account ofthe needs ofihe entire organization and are interpreted consistently.

2. Policies serve as bases for the defense of the vamious organization actions and
activities in the event of challenges and litigation in the court of Taw.

2112 SUMMARY

A business evele relates to ceanomic or production Toctunstions during o period of
months or yeurs, Sueh fluctuations generally ocour during o long-term trend,
between peniods of mpid economic growth and n declime. Using the growth rate of
redl gross domestic products, the floetuatons in business cveles do not follow &
predictable pattesn. The tming of o busthess evele s rndom and becurs i Tour
phiases. The first plinse involves a contraction or o period where economic activity
breging to slow, The turning point of o contraction brings about un expansion phase,
which relates to a quicker poce in economic activity. The peak of a busimess eyele is
the perod before economic activities face another comtraction. 1M a comrachon
duriig o business cycle s severe enough and busingss selivity bolloms out, a
reeession occurs. A policy is considered the generul guideline for dectsion making.
Policy is defined as the objectives, the mode of thought nd the body of principle
unslerlying the nctivities of an organization. In other words, apolicy refers (o what an
organization ora person mirends 1o do ordoes.

2113 GLOSSARY

Business Cyele: relates 1o economic or production fluctuations during o persowd of
months or yeurs, Sueh fluctuations genctally ocenr during g long-term trend,
hetween periods of rapid economic growth and a decline.

Expansion: A new busmess cycle’s expanswon stage beging when certaim economic
mndicators begm o rise afler hitting thesr lowest points m the preceding eyole’s
tronigh

Peak: A business eyele's peak can be thought of as the heighil, or highest level, of the
cyele's expansion stage.
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Recession: When the decline in the demand of products becomes mpid and steady,
the recession phose uikes plice

Trough: Just 08 o business cvele’s cantraction phase 1s the opposite of its expansion
stge, the cyele's trough is the opposite 0F 1S peak. '

Recovery: in trough phase, an economy reaches to the lowest level of shrinking. This
lowest level is the imit to which an economy shirinks.

Business policy: refers tothe godelines developed by an orgmimzanon to govem s acrions
Stratepy: Itrefers to the methodology used Lo sehieve o el os prescribod by a palicy.
21.14 SELFASSESSMENT QUESTIONS

1. Definehusiness eyeleand also give the chamcleristies of busingss cycle?

2. Eaplainbriefly fitctors affecting husiness cyule,

3. Write ashor note on depression and recovery phase of businesscvole.

4. Defing biwiness polivy. List oul the essentiol features ol business policy,

21,15 LESSONEND EXERCISE

l. Enumernte the viriows phises of busingss evele with the help ol suttable éxamples.
2. Distinguish between policy and strategy.
3 What conpiderations are to be kept m mingd while formulating a business policy.
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101 INTRODUCTION

I youi've ever walched CNBC or read the business page in the newspoper. you might
think vou had landed m another comntry, Consumer price mdex, producer price
mclex, gross domesue product. inflavion. deflaton! Whatare they idang abow™ Tratl
sounds like Greek to me! How can [ make sense ol nll this? Well, be assured that you
are not slone. Most people struggle to make sense of this financinl jargon. All these
terms are cilled 'key economic indicators’. The good news i that, even though there
ore mwre ecomomic mdicators than you can shake a stick at, you don't need to
undersiand themalll

222 OBIJECTIVES

Aty going through this chapier, vou will be able to:

L. Understand the menning afeconomic indicators,
il. Discuss types ofecanomic indicators snd their value o economic indicatons
i Getanimsightinto application of econamic indicators in developed nations
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v, Explain how to choose relevant economic indicators
223 MEANING OFECONOMIC INDICATORS

Economue mdientors are statistical measures of the cconomie conditions of a speaific
market or sectorof the economy, THey are produced 10 support economic analyvsis 4s
snapshots of ecomomic performance al i specific sector at @ specific pant m tme,
Good exumples of popular indicators are emplovment reports and the consumer
price mdex, which respectively wives helpiul imformation on the employment
situation and inflaton. Throush analvzmg the history and ecconomic theory behind
stich time series we can get an understunding of the current state of the US economy,
und generate qualified expectations aboul the future

Simply put, economic indicators are statistivs about the economy that give us some
idea how the economy iz domng nght now and maybe some idea where i1 might be
going m the near future. And there |5 only @ handful vou need o know shout. An
understanding of these indicators can help vou grasp busie franeinl news and help
vou make wiser, more mformed decisions about your persanal finances. So let's try to
cut throwgh the sttic and explain them is lemis everyone can grasp.

224 TYPES OF ECONOMIC INDICATORS AND THEIR VALUE TO
ECONOMIC INDICATORS

Thereare 3 categortes of eeonomie idicarors that ¢an be used 10 annlyze the foreign
exchange markel's direction, each with their own signtficanee. Economic indicators
volve n broad speetrum and they can be classified as:

I Leuding economic indicator

Coneident eeomomic indicator

[1¥]

5 Lagging economic indicator

It i difficnll 1o rank which tvpes of indicators have the most weight in forelizfling the
course of the coonamy, nnd subseguently, s impuct on currency murket. With that
said, leading economic indicators have been showing relinble foresights in the past 1o
helpinvestors make crucial investment decisions,

I. Luending econvmic indicutors; These we maor key markers thut shifl
advance ahead of the economy. Investorgude.com calls i1 "omong the most clpsely
watched preces of news in the investment world" wnd they hit the bull's eye by
painting out “the Fed watches many of these indicators as it decides what to do aboni
milerest rtes”, A good example of a leading economic indicator 18 the stock murket. A
stovk market provides on up-to-date data and 15 o direet reflection of o country's
ceomamy. Undoubredly, the trend m stock market i pamllel with the economy
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although there are nine other components of leading economic indicstors 1o give o
thorough iden of wherethe economy 13 heading.

1 Coincident economic indicators: [ covers o wide range ol dati ind is haondy
to determine business cycle. A comerdent economie indicator, ns i nimie Suggests,
move il the sime fime as the economy. Thise cun serve as o confirmuition 1o business
cvele turming points as fur as forex investors are concemned

3 Lagwing economic indicutors: These nre not so much as wr “indicator” s
they usually previl three 1o twelve month affer the cconomy. Lugring cconomic
mdicutors are the evidence to define the peals amd troughs that occurred, to be used i
ertimating the course of the next business eycle, Perhaps the most powerful Tngging
cconamic indicator 15 unemployment rate, the mle of unemployment rite us o key
Isgzmg cconomic mdicator us it shows whether compames anticipate things gelting
hetter or worse. [ comipames: believe things are bad and perming worse,
unemployvment will rise. I they are more optimistic, then unemployment will fall,

To the tmined eyes, economicindicators ure fundamental tools for their investment
inerests. Although economic indicators can be false, they are never wrong. Leading
iehieatars have actoully predicted '12 ot the last 9 contractions, In other words, they
predicled 3 contracutons that never happened.” However you look ar it thar s sull an
awlully sttractive track record by any investors standand,

Because we don't have any forechsting metlods that with certainty can give us the
exgct date when the business eyele s gomng to expericnie a peak or atrough ahwead of
tme, the institations who date the different stages of the business cycles make their
announcemems with a considerable tag The Busmess Cyele Danng Commutiec
(BCDC) of NBER states that they never aniounce wy dates without boing perfectly
sure that the economy has hit a wrmg point. This resulis ing 6-18 month lag on US
business cyele doting. As the leading indicgtors are only suggesting that we might be
heading towards a pesk or trough m the futare, withour neither stating iy specific
date nor depth. comerdent and lageng indicarors can be of grest importance when
Urying to estimiate when the economy is actunlly tuming. Aller receiving strong signs
from the leading indicators, the forecaster will thus be waiting forthe turning paintlo
mgterindize m the comcident indicutors. Ay the announcaments from the BCDC also
come with a considernble lag, undersianding comeident and lageing indicators can
‘give nnportant informaton aboul whether the cconomy slready hos reached its wop
(bottom) and has in fict entered o recession (growth) &tage. In other words the
coincident and lageing indicators can be of great value also for forecasters, in tlerms
undderstanding more exactly when the econcmy reaches its expected luming points,
The mdicators chosen in the following analysis wall therefore not be solely leading
midicators, but also mdicators which normally move more comceident. or with a lhg.
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compared with the Clindex.

22,5 APPLICATION OF ECONOMIC INDICATORS IN DEVELOPED
NATIONS

The following indicators apply to the Ameriean economy but most developed
nations have their equivalent.

1. Balance of Pavments: The Balunce of Payments indicator s 8 measure of
the trade performance of the economy, Trade is simply the buying and selimg of
goods and services betweoen countnies. - The Balance of Payments imdicator
TNuctustes from moplh to month and season 1o season but o long term deficit s
generally not goad for the ccanomy, As domestic dollars flow out of the country and
overseas, it fonds employment. expunsion wmd investment aver there stimulating
their ecanomy. A trade surplus results in more money coming here for employment,
expansion wnd investment felping o sumuldre our own economy.

2, Gross Domestic Product: The Gross Domestic Product (GDP) s o basic
measure of o country’s econommic performance. 1t is generally defined as the market
vitlue ol all the goods and services produced by a country, While it 18 not an indicator
of the standard of lvimg, counmies mry to merease their GO to merease their standard
of living. Most countries try tomeintam a 2- 3% aanal growthin the GDP 1o support
ncrensed econamic aglivity, A ODP ol 1% or less may nol be ¢nough 10 support
merensed cconomic growlh and may lead 1 job cuts.

The GDP i relensed by the Burewy of Economic Analysis, o part of the the LS
Dicpartment of Commicrce.

i Employment Report: The Employment Report s usually relensed on the
firat Friduy of the month and con hive a significant supact on the markets. 11 the
report i better than expecied, 1% generally vonsidered good tor{he stock macket, 1T
it 1s weaker, this is generilly eonsidered good for the bond market

4. Housing Starts and Building Permits: Housing sturts is 2 n':u.nﬁuré o hiow
iy residentinl undts. began construction in the previons month, "Start’ m ihis
comtext means excavaton of the foundotion for a buildine used primurily as o
residence. This Ggure s released by the US Department ol Cofpminee around the
| fth of cach month at 8:30 AM EST. Building permits are also s measure of housing
starts. Because ench stute does not require a building permit before construction
nemunlly begans, homsing siarts isa better measare to follow,

Housing stans are s Key cconomic mdicator because icaffecrs so many other areis of
the economy (retl, pamufacturing, utilities, employment, cle), When housing starts
incrense over time jobs are created, demand for unlities and building materls
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inerease, fumiture s sold and much more. All this is good for the economy,

5. Producer Price Index: The Producer Price Index (PP1)15 actunlly o group of
indexes that measure the average change over time of the prices that domestic
producers recerve for thelr goods and services. In ather words, the PPD mensures
price changes from the perspective of the seller The PPH is produced by the US
Burcau of Labor Statistics. There are over 3000 PP for separmate products and groups
of produiis released every month,

Wihen the PIF goes up, it means thot the producars ol goods and services are paving
more to prodice their goods ond services. Typically, these increased costs are passed
on o the consumer in the form of higher prices. The PP is o prime inflation indicator
fnd is wlso wsed ns in indicator of which way the CPLmay move. The PP is usually
relensed at 8:30 AM EST around the 16th of cach month,

fr. Consumer Price Index: The Consuwmer Price Index (CPI mesures prices
change of consumer goods and dervices from the perdpective of the buyer. It
measures e vost ol @ typical 'basket' of goods and services such as [ood,
tramaportation and medical care for the average Americin howsehold. Whien the CP"1
goes up, 1t means that vou and 1 are paying more for the goods and services we
purchase.

The CPI i8 one of the most often esed meuswres for wentifying influtionary or
deflutionary periods. Lurze rises in CP] durimg a shord period wypically indicate
periods of inflation and luge drops in CP1 during 4 short period of time usually
mdicate penods of deflation.

7. Retail Sales: Rotail salesare a measure of the votal receipis (sales) (romretail
stores. 1015 o good indieator of cotsirtier sertiment sbout the economy. 10 the public
feels confident about their jobs and the future of the economy, they nre more willing
o spend and this will be reflected i this imdicator. I the public is, gonerally
pessimistic about the economy, they will buy less and this indicator will go down !

Positive retal} sales numbers give the impression that consmmers are gomg buck 1o
spending and stmulating the economy m the process. The markets will react
positively to this seenanio, Negatwve retails sales numbery indicate the consumer s
hiesitant (o spend with the resultant negative effect on the econmny. The markets tend
to fall upon this news:

The retml sales figures for the previous month tj,fpu.:ulll}' are released ground the | 3th
of eachmonth at 8: 30AM EST.

8. InMation: Inflation is defined w0 sustained increase in the level of prices lor
voolls and services. It s measured ad on annual percentaze inerease. Inflation
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decreases the purchasing power of the dollar. For example; if the current inflation
rite 184%. then a 81 condy bar wounld cost 51,04 next vear.

As priees for the row marerinks and goods thn moonfachurers require rise, they must
crense the phices of the toods and services 1o compensale, OF course, these price
inerenses are passed along to you, the consumer

Inflation is particularly burtiual o those, like retirees, on fixed incomes. Eacly year,
floton ents awpre ab the buyiog power of their (ixed meomes. | am fortunnte
enotgh to wark m a place that provides penodic COLAL COLA sumds Tor Cost of
Living Allowanee amd 18 o percentuge oy morease equul oy or nedr the current
inflation rate. 1t helps eliminate orreduce the effect of inflation on income,

a, Deflation: Deflation is the opposite of inflution ora sustained decrease inthe
prices of goods and services, While this sounds good at first, it can be problematic,
Sustmmed deflation can feed ndeNatonary sprril which ciin lead to recesswan.

When prices drop, consumers have reason to delay purchasies looking for ever better
prices, This reduces overall economie sotivity. As purchasing drops, monufactirens
reduce produgtion, wlich causes o reduetion in investment, which leads w layofis,
which leads to fimther reduction n demand. This 'deflationary spiral’ can lead to
reession. el uncheokd,

22,6 CHOOSING RELEVANT ECONOMIC INDICATORS

Some of the muin factors beliind the choice between (e many available mdicators
for the different sectors of the ecanomy.

l. Acenraey: The quality of the informution within is an obviows and important
artribite to consider when choosing mdicators. Many mdicators are offers for high
levels: of revisions o seasonality which cromes uneerimnty. and biases w the
information within, GDP which i= one of the most popular economic mdicators, ore
also well known for being offer {or endless revisions, Other indicators such as the
conswmer sentiment survey hold much information abowt the behavior of the
comsumers and are only seldom offer for revisioms, As the lndicators e the basis off
the predicions. it s vital that the data receved in real nme are as accurate as possible.

2, Timeliness: Some indicutors are only malle availoble with o significant log.
To muke real time analysis you would need up-to-dute information, and you should
pay attention to indicators whose information ure made available relatively early
after the end of the relevamt pemod. GIDP 15 agatin an example of a popular mdicator
which comes with a considerable lag. whnle employmem repons on the other hand
pormally are made availnble only shortly ofter the closing of o month. Although this
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paper i5 written ex post the start of the 2007 recession, This means that both the
timehness and the necuracy will play & pam i my choice of mdicotors. and the
approximate relense dotes and amplitude of revisions will be stuted i1 most of the
descriptions of the respective indicstors,

3. The Business Cyele Stage: Sometimes the amount of emphasis put on an
indicator chamges with the singe of the business cycle, For exumple, in perods of
growth ecanomust often put less consideration 1o the levels of anio sales. In these
times af high growth and high enplovment, peneral consumption s normnlly high
andd analvsts takes high sales numbers for granted. In reeessionary periods on the
other hand, such sales numbers might get more allention as i gives a good pormter on
consumers’ economic confidence and might be a good indication to whether the
husiness cycle is gerfmg closer to reaching n frough. The forecasting approach used
in this poper will be general with the possibilities to be used in both forecasting peaks
and troughs. Bt ns stated Tn the problem fonmulation my main foeus will be on the
possibilities to forecust the 2007 vecession. [ will therefore give most attention to the
indicatars altics towards forecasting recessions.

4. Predictive ability: The predictive ability of the indicator s especially
impartant when vou ire trving o foreenst futare developrients. The problem with
selecting predictive mdicators 18 ngain that the economy changes over fime. But
despite this, there are some indicators that seem to be more condistent in their
prechictive abilities than others, The econamie time series that represent the early
singes of production and investunent processes mght help forecastung future levels of
economic expendiimes and output Lor examiple popular indicators such as the
manber of new orders for dumble goods or new housmg sty mught lead future
ecomomic outpul in the sense that 1t meght ke some mne from the order of i good, or
the building of a house belore the actual sales and delivery takes place. Also murket
expectations can play an inpormnt role i the prediciive abilities of the different
economic indicators. Share prices are per definiton dependent on fitii'e dividend
payvets, and when stock prices full it might be a sign that investors expect or kniw
that the future corporate profits und dividends will fall in the future, and hence that
the busmess cycle might be closang on its peak.

22.7  SUMMARY

Economie mdicators are pertodical releases by the governmem and private
orgamizutions that Iny out the health of o country economy. Because of the insights
they contained that enable investors w prediot hinure economic trends, cconomic
inchieitors are instrumental in influencing the country's curreney values, Ogpe can find
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information on egonomie indicators such as unemployment rates, production figures
andd GDP growth on a guarterly, monthly, or even on & daily basis. There are 3
curegories ol economic indiemtors it can be used 1o analyee the foreign exchinge
market's direction, each with iheir own significance. Economic indicators invalve u
broad spectrum and they can be classified as Leading ceonomic indicator,
Coincident ecomomic indicator and Lagging economic indicator, [ is difficult to rank
which rypes of indicators have the most weight in forerelbing the. course ol the
ceonomy, and stbsequently, 1t impact on edtrency miurkel, With that said. leading
ceonamic indicators have been showing reliable Toresights in the past 1w help
inviestors niike crucial investment decisions,

228 GLOSSARY

Eeomnvrme mdicator: mre stutisties about the economy that give us some wea bow the
ceonomy s domg right now and maybe sonie wea where it might be going o the near
fulure.

Leading cconomic imfientors: ane those with the best predictive qualitivs and
therefore st the negative or positive trentds of the business eyele shead of the wenal
busipess cycle.

Comoident indicarors: ure those who move relatively parallel with the business
evele, und experience their up- und downtrends ut the same tme as the peneral
clonamic setivity,

Lageing indicators; are the ones who enter stages of prowth or decline only after the
actunl business eyele has already changed its direction
Gross domnestic Product: 1101 generally defined as the market vidue of all the goods
ingd services produced by bcountry.

Bulanceo of Payment; 1 imeasures the mimey commgmto the country from the sale of
goods, services und investment overseis (expons) as well us the money leaving the
country due o the purchase of goods, services wmd invesiments from oversas
Limparts).

Trade Defici: When o country tmports more goods and services than n expons it s
running o trade deficit.

Trade Strplus; When a country exports more than it imports the country 15 runnipg a
trndde surplus,

Producer Prive Index: The Producer Price Index (PPL) is actually o group of indexes
thist mensure the averige chonge over tume of the pnices that domeshe producers

235



recaive tor thelr goods and services

Consumer Price Index (CPl) meassures prices change of consumer goods and
services [rom the perspective of the buyer

Inflation; Inflation is defined ns a sustomed imerease in the level of prices for goods
und services,

Deflution: Deflation is the opposite of inflatian or a sustained decrease in the prices
of goods and services.

22,9 SELFASSESSMENT QUESTIONS
1. Whit do you understand by the term economie indicators?

y 8 Write a delatled note pnapphication ol economic mdicators in developed
nutions,

22,10 LESSON END EXERCISES

I Discuss in detail the various types of economic indicators and their value to
EConemic indicaiors,

< Explamn brieily the mplicanons of vanows cconomie imdicators m the
Ceonamy,

212.11 FURTHER READINGS
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131 INTRODUCTION

Pprit-output (“1-07") s 0 formi of economic analyvsis bused on the interdependence
hetween economic sectors. This method s most commonly used for estimating the
unpacts of posiive or oeganve ceconomic shocks and analvemg the npple effects
throughout an economy.

212 OBJIECTIVES

After going through this chapter you will be able to;

L Understand the meaning of input-onitput analysis

i, CGetan msight ito the working of imput-output annlysis,

133 MEANINGOFINPUT-OUTPUTANALYSIS

Ao nput-outpul model 15 0 quanttatve economic weehnigue o represents the
interdependencies berween different branches of o nationn! economy or differen
regional cconomies,  The model depicts inter-industry relattonships within an
ceompmy, showmg how outpit from one dustrial sector may become an input to
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another mdustrial sector. In the interindustry matnx, column entries typically
represent inpurs 1o an indusinal seewor, while row entries represenr ontputs from g
given sector. Tlus lormut therelsre shows how dependent each sector 15 on every
other sector, both xs 4 customer of outputs from wther sectors and as o <supplier of
inpts. Eacli columm of the input-eutput matrix shows the monetary valae of inputs
tor each sector and each row represents the value of ench sector’s onfputs.

Wassily Leontief (1906199415 credited with developing this type of analysis and
enrned the Nabel Prize in Economics for lns development of s model.

234 IMPORTANCEOFINPUT-OUTPUTANALYSIS

Some of the impartance ofinput-output analysis is as fallows:

I A producer can know from the input-outputable, the varietics ond quantitics
of goods which he and the other firms buy nnd sell to ench other. In this way, he can
mike the necessary adjusrments and thus improve s posinon viz-o-viz other
producers.

2, I is akso possible to find out from the mput-output able the imerrelations
pmong firmes and industries about possible wrends towards combinations,

i The repercussions ola prolonged strike, ofa wir and of ' business evele on an
midustry can be easily understood from the imput-outpot table.

4. The mput-ourgun mode | has come to be used for nattenal income accountng
because il provides a more detoiled breakdown olthe mucro aggregates ond maoney
flinws,

3. It provides tor individual branches o' the economy's gstimates of production
and impart levels that are consistent with each other and with the estimates ot final
demand.

i The wput-outpol model mds n the allocaton of the vestient required (o
achieve the praduction levels in production programime

7 The requirements for skilled labour can be evalusted in the same way.

8, The snalysis of import requitoments and substitution possibifities s
facifitated by the knowledge of the use of domestic ond impon materials in different
branches ol nn industry.

9. L wadditian to direct requirements of capital. lubour and imports, the indirect
reguisgments in other sectors of an industry can also be estimated,
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235 LIMITATIONSOFTHE INPFUT-OUTPUTAPPROACH

Although the field 15 widely procticed today, problems such as those Leontief
encountered, stll exist. The lmiations of the loput-outpul approach, aceording
the OECD document, Structural Chunge and Indlustoinl Pertformanee ave:

1. The basic input-output analyvsis assumes constant returns to scale, The
inpuit-output mode) assumes thit the same relative mix of inputs will be used by an
mdustry to greate putput regadless o guantity,

L Ench industry s assumed to produce only one type of product. For
example, the automaobile industry produces only cars. The distribulion ond <ale of
this product is fixed.

kR Each product within the industrv is assumed to be the sume. Also, thure is
no substitution between inputs. The output of each sector 1s produced with s tmigue
getof inpurs,

4. Technical coefTicients are assumed o be fxed: Dot o, the nmount of each
inpiit necessary o produce one unit of each output is constunt. The amount of mput
purchased by sector is determined salely on the level of output. No consideration is
mincle to price effects, chunging technology or economics of seale

5. 0 is ussumed that there ure no constraints on resources. Supply 1s mfimte
and pertectly  elastie.

6. It ks assumed that all local resourees are efficiently emploved. There (s
nu undergmployment ol resources,

7. Timefiness of input-output dats, There is a long time lag between the
collection of data and the availability of the mput-output tables. The sporndic nature
of input-outpui tables menns that continuous time series are impossible 1o construct
wilhout estimating mput-oulput tables lor the vears between benchmarks. In effect,
mput-outpur tables provide n snapshot of the complete economy and all of s
industriztinterconneations at one time.

236  CALCULATION OF THE INPUT-OUTPUT TABLE

As will becomy clear. mput-ouiput analysis emphssizes general eguilibrivim
plienomena. It seeks to wke aceount of production plans amd activities of many
industries which constitute an ecanomy. This interdependence arises out of the fact
that each industry employs the outputs of other industrics as it mw material, Ts
autput, in turm, 1s used by other indiestoies as a productive fuctor

Each row of the imput-ontput table shows, w detail, the receipts of on industry from
other sectors of the economy (refr Leonuet's mbles). This mble 1s known as the
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mransactions tzble, As we move ncross the fable, we move from the sales to processing
sectors and shipments to the final far right hand cell of final demand sectors such az
cotisimers, invesiors. govermments of foreign countries. 1018 assumed thal tins Oow
neross the sectors is o fixed and constant proportion of the amount of the product
being produced. Input-output tables vsed in practice are generally construgted in
dollar terms. However, in theory they can be expressed in amy physical wnity, The
first step of this. celeulation will allow thie user w convert the dollar values o
technical cocfficients inotder tocome up with the wtal Gnul output for cach industry.

The lollowing is a step-by-step analvsis of the processes invaelved in the caleulntions
ofthe input-output cconoimist
Step One

Justas Leonttetdid for the firsttime in 1919, the first step o the imput-output anolysis
process 18 1o systematically define all the transactons of cach mdustry n the
ceonomy, In order o do this, u transactions table 15 requined, The transaction wble
which will form the basis of these valeulations is shown below.

Tawlihg Secud l‘F- -[I:nuluf
I;:IH;-;H"II lt,ﬁ:‘-lrh: Ilhr:-:l'l::; ]-I.': !'I:r-;::_ ‘l'llvm-'lr." f\';;: Tﬁ}-ﬂ-i;.li]:;ltl
] 1 - [
lAghcstine 200 13 }bn liir oo [ ful
T 1 -
Y —— - o =" il F_‘ 47
I R |
[Tede Rt T braf  [jhidd M e F—m
] 1 1 |
(Savice . 2 Bws . oomm o [iAm g ?uﬂ
! n [ i ]
(TR ?m . =0 [me  Juie o
i (| T
Wi ‘;H?.' T] T AT T i
| | e
=T I-n Tu-r T T TR [T T T E
[ | |

Reading down, the entrics typically show frst the purchases from other sectors of
woods and servives required by an industry w carry onits activities. With some minor
pdjustments, the GNP from the product side ean be compiled from these right hand
final temand seqtors. 1

Step Two

The direct requuitemems table follows from the transsctons mble. There 18 however.
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some confusion in the title of direct requirements because this table deals solely with
local inputs. imponed goods are nor represented. Nonetheless. rather than showing
sctunl dollor transactions, this table shows, for the seclor pamed ot the top, what
fraction ofotul expendinires was made to purchase inputs (what wiss required) from
the sector mamed at the left, The technwal co-¢ficient are found by the simple
formula;

] =i /%)

where, the guumtity of the output of sector t absorbed by seotor | per wut of (15 1oial
autput § 4 descnbed by the symbil ayj and is called the mput co-etficient of product of
sector | into sectir §, 12 The technical coefficients allow us the determine how large
the aonual outputs of each sector must be in order 1o "satisfy not only piven direc

demund by the fAinsl users, the houscholds, bat ulso the mermedinte demand
depending in its um on the total level of ourpitin cach of the two praductiive sectors.

Lising the following direet requiraments table, we can follow the steps and determine
atechnology matrix which will enable us to find out the final output required by euch
inidustry o meet both itemmal snd fnal demands,

Purchasing Seetors
MATHIHCTTE |:|H :_E l:irllllll '-‘U_l |TI:I|'-|;|1 fr.-a||1| '-:!1.;: :‘_;H""I-:Ihl!
1
ool b2 XU “ wm i
] | | l
il bt g }5-1: 03 :lu nor ol
) 1
ll.'llbw.: . :i:“; 'd.'_‘-'; F 1.F ;it a3, .f-'i I .r"!":
| ' |
?'k_tll.m TR in i ru ni' i
g 'I...._ B i e .
| FresgBialily '||T L LLLRLE ] CIL LT mn mo
b L= — I — A
[ P— 23 ), 8 TETI TLT) i
| | .
ot '1| n |l h it

This direct requirements mible or lechnology malrix s the heart of input-output
fnalysis. The sim ofthis table is 1w establish the equilibriom conditions under which
mistres in an cconomy have just encugh output to satisfy ench other’s demimnds in
addition o final ouside demands. Given the imemnal demunds for cach indusiny's
autput, we must deterinine e output levels fof the various industries that will meeta
given final level of demand ns well ps the intermad denan.
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Step Three

To develop equations for the model, These linear equations represent the
mterdepanidence amung the sectors of the given economy. They expressthe balances
between the totdl input and the aggregate output of cach indusiry aml service
produced and used overthe given time period:

xl = Tatal purput from the agriculiure sector

x2 = Tatal output from the mmufactonmg sector
X3 - Tawal ourput from the wrade sector

o | = Total gt from the services sector

From (e wible, the imtermal demumeds became!

(027x1 + 03952 4 0.00x3 - 0.02x4 < Internal demand for agriculture
0.05x1 #0152+ D.00x3 « 0.01x4 = Internal demand for manufacturing
00651 « 0,07x2 +0.36x3 4 0,15x4 = lntemnal demuond for rrade

0251 = 003%2 + (L2083 + 0,1 7x4 ~Internal demand for services

Combiming the imernal demand with the linal demand produces the following
svatem of equations:
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Generally, the values of [inal demand are considered to be exegenous varables,
while the values ol toml output ure considered to be endogenous vanables. A point 1o
keep in mind 18 that ay Wassily Leontief has said in b 1985 paper on input-output
analysms, in actoal fact, the quantines of goods and services absorbed by households
cun be considered 10 be dependen on the wral level of employmem offered by the
other sectors of the economy. This woulld mean that houscholds would become
endogenvus variables of the model. For vur purpeses however, houscholds will
TEMERin exogenous,
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